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Summary of the Report

Fannie Mae senior management promoted an image of the Enterprise as one of the lowest-risk financial
institutions in the world and as “best in class” in terms of risk management, financial reporting, internal
control, and corporate governance. The findings in this report show that risks at Fannie Mae were greatly
understated and that the image was false.

During the period covered by this report—1998 to mid-2004—Fannie Mae reported extremely smooth
profit growth and hit announced targets for earnings per share precisely each quarter. Those achievements
were illusions deliberately and systematically created by the Enterprise’s senior management with the aid
of inappropriate accounting and improper earnings management.

A large number of Fannie Mae’s accounting policies and practices did not comply with Generally
Accepted Accounting Principles (GAAP). The Enterprise also had serious problems of internal control,
financial reporting, and corporate governance. Those errors resulted in Fannie Mae overstating reported
income and capital by a currently estimated $10.6 billion.

By deliberately and intentionally manipulating accounting to hit earnings targets, senior management
maximized the bonuses and other executive compensation they received, at the expense of shareholders.
Earnings management made a significant contribution to the compensation of Fannie Mae Chairman and
CEO Franklin Raines, which totaled over $90 million from 1998 through 2003. Of that total, over $52
million was directly tied to achieving earnings per share targets.

Fannie Mae consistently took a significant amount of interest rate risk and, when interest rates fell in 2002,
incurred billions of dollars in economic losses. The Enterprise also had large operational and reputational
risk exposures.

Fannie Mae’s Board of Directors contributed to those problems by failing to be sufficiently informed and
to act independently of its chairman, Franklin Raines, and other senior executives; by failing to exercise
the requisite oversight over the Enterprise’s operations; and by failing to discover or ensure the correction
of a wide variety of unsafe and unsound practices.

The Board’s failures continued in the wake of revelations of accounting problems and improper earnings
management at Freddie Mac and other high profile firms, the initiation of OFHEQ’s special examination,
and credible allegations of improper earnings management made by an employee of the Enterprise’s
Office of the Controller.

Senior management did not make investments in accounting systems, computer systems, other
infrastructure, and staffing needed to support a sound internal control system, proper accounting, and
GAAP-consistent financial reporting. Those failures came at a time when Fannie Mae faced many
operational challenges related to its rapid growth and changing accounting and legal requirements.

Fannie Mae senior management sought to interfere with OFHEQO’s special examination by directing the
Enterprise’s lobbyists to use their ties to Congressional staff to 1) generate a Congressional request for the
Inspector General of the Department of Housing and Urban Development (HUD) to investigate OFHEO’s
conduct of that examination and 2) insert into an appropriations bill language that would reduce the
agency’s appropriations until the Director of OFHEO was replaced.

OFHEO has directed and will continue to direct Fannie Mae to take remedial actions to enhance the safe
and sound operation of the Enterprise going forward. OFHEO staff recommends actions to enhance the
goal of maintaining the safety and soundness of Fannie Mae.
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I. EXECUTIVE SUMMARY

In the late 1980s and 1990s, Fannie Mae grew rapidly into the largest firm in the U.S. housing
finance system and a major global financial institution. The Enterprise achieved double-digit
growth in earnings per common share (EPS) for 15 straight years and leveraged its extraordinary
financial success into enormous political influence. That financial and political success gave rise
to a corporate culture at Fannie Mae in which senior management promoted the Enterprise as one
of the lowest-risk financial institutions in the world and as “best in class” in terms of risk
management, financial reporting, internal control, and corporate governance.

Fannie Mae management expected to write the rules that applied to the Enterprise and to
impede efforts at effective safety and soundness regulation. Those rules included managerial
latitude in deciding when to comply with Generally Accepted Accounting Principles (GAAP)
and engaging in and concealing improper earnings management for the purpose of achieving
announced earnings targets.

When Franklin Raines became Chairman and Chief Executive Officer (CEO) of Fannie
Mae in 1999, he sought to lead the Enterprise into a new era of growth in business volumes and
profits by challenging senior management and employees to double EPS in five years. Mr.
Raines also made changes in Fannie Mae’s compensation programs that enhanced incentives to
achieve that goal.

A combination of factors led Fannie Mae senior management, through their actions and
inactions, to commit or tolerate a wide variety of unsafe and unsound practices and conditions.
Those factors included the Enterprise’s enormous financial resources and political influence, the
expectation that senior management could write the rules that applied to Fannie Mae, financial
rewards tied to a measure of profits that management could easily manipulate, and the relative
disinterest of senior executives in adhering to standards of prudent business operations.

Fannie Mae’s Board of Directors contributed to those problems by failing to be
sufficiently informed and to act independently of its chairman, Franklin Raines, and senior
management, and by failing to exercise the requisite oversight over the Enterprise’s operations.

That misconduct ultimately led to the Securities and Exchange Commission (SEC)
directing Fannie Mae to restate its financial results for 2002 through mid-2004, the departure of
Mr. Raines and the Enterprise’s Chief Financial Officer (CFO), Timothy Howard, losses of tens
of billions of dollars in market capitalization for Fannie Mae shareholders, and expenses for the
restatement process, regulatory examinations, investigations, and litigation that the Enterprise
has recently estimated will exceed $1.3 billion in 2005 and 2006 alone.

Improper earnings management at Fannie Mae increased the annual bonuses and other
compensation linked to EPS that senior management received. Compensation for senior
executives that was driven by or linked to EPS dwarfed basic salary and benefits. For CEO
Franklin Raines, for example, two compensation components directly tied to meeting EPS goals
accounted for more than $20 million for the six years from 1998 through 2003. Three-year EPS
goals also played a crucial role in determining the size of the approximately $32 million awarded
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to Mr. Raines during that six-year period under a long-term executive compensation program. In
total, over $52 million of Mr. Raines’ compensation of $90 million during the period was
directly tied to achieving EPS targets.

This report describes the development and extent of the problems with Fannie Mae’s
accounting policies, internal controls, financial reporting, and corporate governance that led to
the restatement of the Enterprise’s financial reports and the actions to remedy that situation that
the Office of Federal Housing Enterprise Oversight (OFHEQ) has directed the Enterprise to take
to date. The report also recommends that actions be taken to enhance the goal of maintaining the
safety and soundness of Fannie Mae.

Corporate Culture and Tone at the Top

During the period covered by this report, the corporate culture of Fannie Mae encouraged a
perception of the Enterprise as a low-risk financial institution that was so well managed that it
could hit announced profit targets on the nose every year, regardless of the state of the economy,
and that compensated its senior executives appropriately for its extraordinary performance. The
highest levels of senior management wanted Fannie Mae to be viewed as “one of the lowest risk
financial institutions in the world” and as “best in class” in terms of risk management, financial
reporting, corporate governance, and internal control. Chairman and CEO Franklin Raines, CFO
Timothy Howard, and other members of the inner circle of senior Enterprise executives sought to
convey that image to the public, employees, the Board of Directors, and investors.

The image of Fannie Mae communicated by Mr. Raines and his inner circle and
promoted by the Enterprise’s corporate culture was false. In the words of one current member of
Fannie Mae’s Board of Directors, the picture of the Enterprise as a “best-in-class” financial
institution was a “facade.” To maintain that facade, senior executives worked strenuously to
hide Fannie Mae’s operational deficiencies and significant risk exposures from outside
observers—the Board of Directors, its external auditor, OFHEO, the Congress, and the public.
The illusory nature of the Enterprise’s public image and senior management’s efforts at
concealment were the two essential features of the Enterprise’s corporate culture. Those
features, which were both supported by repeated improper manipulation of earnings, are a major
theme of the report.

Fannie Mae’s corporate culture emerged in the late 1980s and early 1990s, when the
Enterprise enjoyed extraordinary financial and political success that lasted until 2004. Over the
years Fannie Mae compiled a remarkable track record of achieving its political objectives. As
then Chief Operating Officer Daniel Mudd remarked in a memorandum to CEO Franklin Raines
in November 2004, “[t]he old political reality was that we always won, we took no prisoners, and
we faced little organized political opposition.”

Senior management expected to be able to write the rules that applied to Fannie Mae and
to thwart efforts to regulate the Enterprise. As Mr. Mudd remarked in the memorandum to Mr.
Raines mentioned above, “We used to, by virtue of our peculiarity, be able to write, or have
written, rules that worked for us.” Writing their own rules included deciding when to comply
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with GAAP, engaging in and concealing earnings management, and failing to cooperate with and
trying to interfere with OFHEQ’s special examination.

Fannie Mae senior management also skillfully promoted an image of the Enterprise as a
private firm whose corporate objectives were essentially identical to the federal government’s
public policy objectives. The message was: what is good for Fannie Mae is good for housing
and the nation. Senior executives used that image and their political influence to try to ensure
that Fannie Mae operated under rules that differed from those that applied to other corporations.

The existence of a federal agency with the ability to regulate the Enterprise represented a
direct challenge to senior management. To deal with that challenge, Fannie Mae took the
extreme position that OFHEO simply had little authority over the Enterprise, while Fannie Mae’s
lobbyists worked to insure that the agency was poorly funded and its budget remained subject to
approval in the annual appropriations process. The goal of senior management was
straightforward: to force OFHEO to rely on the Enterprise for information and expertise to such
a degree that Fannie Mae would essentially be regulated only by itself.

Fannie Mae’s resistance to OFHEO’s regulatory efforts intensified after the agency
initiated its special examination of the Enterprise in 2003. Senior management made efforts to
interfere with the examination by directing Fannie Mae’s lobbyists to use their ties to
Congressional staff to 1) generate a Congressional request for the Inspector General of the
Department of Housing and Urban Development (HUD) to investigate OFHEO’s conduct of that
examination and 2) insert into an appropriations bill language that would reduce the agency’s
appropriations until Director Armando Falcon, who had initiated that examination, was replaced.

Fannie Mae’s corporate culture was intensively focused on attaining EPS goals.
Decisions by Mr. Raines shortly after he became CEO in 1999 set an inappropriate tone at the
top that permeated the Enterprise throughout his chairmanship. For the prior year, and forecast
for 1998’s as yet unreported financials as well, Fannie Mae had not hit the upper end of its EPS
target range, a failure that had a direct effect on the compensation of its most senior officials.
Those circumstances caused Lawrence Small, an Executive Vice President, to write Mr. Raines
during the summer to inform him of Mr. Small’s concern that Fannie Mae’s “piggy bank” and
various “magic bullets” could not make up the shortfall and that there would be much discontent
among senior management if they were shortchanged again.

The message from Mr. Raines was clear: EPS results mattered, not how they were
achieved. In the following years, time and time again, Fannie Mae employed last-minute
adjustments that enabled it to meet its EPS target, whether on a quarterly basis to meet analysts’
expectations, or on an annual basis to meet compensation targets.

In 1999, Mr. Raines set a goal to double Fannie Mae’s EPS within five years, from $3.23
in 1998 to $6.46 in 2003. Mr. Raines’ goal and the related EPS Challenge Option Grants
intensified the focus at Fannie Mae on the achievement of EPS targets and reduced attention to
other objectives. Most inappropriately, Mr. Rajappa, Senior Vice President for Operations Risk
and head of Fannie Mae’s Office of Auditing, the corporate financial watch-dog, gave a speech
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to his internal auditors which encapsulated the tone at the top and corporate culture of Fannie
Mae under Mr. Raines’ stewardship:

By now every one of you must have 6.46 branded in your brains. You must be
able to say it in your sleep, you must be able to recite it forwards and backwards,
you must have a raging fire in your belly that burns away all doubts, you must
live, breath and dream 6.46, you must be obsessed on 6.46. . . After all, thanks to
Frank, we all have a lot of money riding on it. . . .We must do this with a fiery
determination, not on some days, not on most days but day in and day out, give it
your best, not 50%, not 75%, not 100%, but 150%. Remember, Frank has given
us an opportunity to earn not just our salaries, benefits, raises, ESPP, but
substantially over and above if we make 6.46. So it is our moral obligation to
give well above our 100% and if we do this, we would have made tangible
contributions to Frank’s goals.” [Bold emphasis added, underscore in the original]

Another reason to focus so intently on EPS targets was to preserve the illusion of low
risk. Yet Fannie Mae consistently took a significant amount of interest rate risk and, when
interest rates fell in recent years, incurred billions of dollars in economic losses. The Enterprise
was also exposed to large operational and reputational risks.

The actions and inactions of the Board of Directors inappropriately reinforced rather than
checked the tone and culture set by Mr. Raines and other senior managers. The Board failed to
be sufficiently informed and independent of its chairman, Mr. Raines, and senior management,
and failed to exercise the requisite oversight to ensure that the Enterprise was fully compliant
with applicable law and safety and soundness standards. Those failures signaled to management
and other employees that the Board did not in fact place a high value on strict compliance with
laws, rules, and regulations. That message contributed to the Enterprise’s many failures to
comply with safety and soundness standards and the many unsafe and unsound practices
documented in this report.

The conduct of Mr. Raines, CFO Timothy Howard, and other members of the inner circle
of senior executives at Fannie Mae was inconsistent with the values of responsibility,
accountability, and integrity. Those individuals engaged in improper earnings management in
order to generate unjustified levels of compensation for themselves and other executives. They
promoted a false image of the Enterprise as a “best in class” financial institution while neglecting
to manage Fannie Mae properly and participating in or permitting a wide variety of unsafe and
unsound practices. Those actions set a highly inappropriate tone at the top that was itself an
unsafe and unsound practice.

The Executive Compensation Program

The executive compensation program of Fannie Mae provided strong incentives for senior
management to engage in improper earnings management and other unsafe and unsound
practices. As a direct result, senior management knowingly and purposefully used accounting
maneuvers to achieve earnings goals to increase their own compensation. Meeting specific
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earnings goals took precedence over proper accounting, risk management, internal controls and
complete and accurate financial reporting.

Under the executive compensation program, senior management reaped financial rewards
when Fannie Mae met EPS growth targets established, measured, and set by senior management
itself. Beyond the basic package of salary and benefits, three components of compensation
depended directly on reaching EPS targets: 1) the Annual Incentive Plan, under which by 2003
more than 700 employees were eligible for bonuses; 2) the Performance Share Plan, which
granted stock to the 40-50 senior executives based on 3-year performance cycles; and 3) the EPS
Challenge Grant, a company-wide program championed by Franklin Raines that tied the award
of a substantial amount of stock options to the doubling of core business EPS from 1998 to 2003.
The AIP bonus pool grew from $8.5 million in 1993 to $65.1 million in 2003. Bonus awards for
senior executives often totaled more than annual salary. For senior executives, EPS-driven
compensation dwarfed basic salary and benefits.

While companies typically link the compensation of their executives to firm performance,
relying heavily on one accounting-based measure such as earnings per share is problematic.
Academic literature and practical experience suggests that when such a linkage exists executives
can and do act aggressively to maximize their compensation by making accounting adjustments.

For the top senior executives at Fannie Mae, the entire Annual Incentive Plan bonus
payout depended on annual EPS performance, increasing the incentive for senior executives to
manipulate both EPS and EPS targets. Furthermore, the Annual Incentive Plan provided no
incentive for management to add to earnings once the EPS number for a maximum bonus payout
was achieved. That encouraged the shifting of income forward in years of plentiful core business
earnings to meet EPS targets in future years as well.

Fannie Mae’s executive compensation program gave senior executives the message to
focus on increasing earnings rather than controlling risk. Senior executives, including the CFO,
the Controller, and the head of the Office of Internal Auditing consistently reminded managers
and other employees of their personal stake in meeting EPS targets. The effectiveness of senior
management in both setting and hitting EPS targets to attain maximum bonus payouts is
demonstrated by its track record. From 1996 through 2003, the final EPS number was always at
or near the number required for a maximum Annual Incentive Plan bonus payout.

Fannie Mae senior management achieved those earnings targets by regularly
manipulating earnings. They did so by, among other things, manipulating accounts and
accounting rules, calibrating repurchases of shares and debt to achieve EPS targets, entering into
questionable transactions, and misallocating resources. Management routinely shifted earnings
to future years when the EPS target for the maximum bonus payout for the current year appeared
likely. In addition, Enterprise executives purposely obscured their official disclosures of
executive compensation and failed to provide complete information on the post-employment
compensation awarded to former CEOs. Those actions were made possible by the failure of
members of the Board of Directors to exercise oversight, the failure by senior management to
ensure adequate internal controls, and failures of senior management and the members of the
Board of Directors to require adequate external and internal audits.
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Misapplications of GAAP, Weak Internal Controls, and Inappropriate Earnings
Management

The extreme predictability of the financial results reported by Fannie Mae from 1998 through
2003, and the ability to hit EPS targets precisely each quarter, were illusions deliberately and
systematically created by senior management. Senior executives exploited the weaknesses of the
Enterprise’s accounting and internal control system and misapplied GAAP to accomplish
improper earnings management. In addition to measures and policies that primarily dampened
overall earnings volatility, they used a variety of transactions and accounting manipulations to
fine-tune the Enterprise’s annual earnings results. The actions and inactions of senior Fannie
Mae management constituted unsafe and unsound practices and failed to comply with a number
of statutory and other requirements.

Senior management of Fannie Mae took pains to preserve the public perception of the
Enterprise as a company that could be relied upon to produce steadily increasing earnings with a
minimum of risk. The use of the “core business EPS” measure served as a foundation for
implementing inappropriate earnings management techniques that conveyed to investors a false
impression of Fannie Mae’s financial performance and the inherent risks of its operations.
Moreover, because core business earnings formed the basis for determining the amounts paid
under Fannie Mae’s Annual Incentive Plan, Performance Share Plan, and the EPS Challenge
Grant, manipulation of reported earnings also enriched senior managers.

Senior management of Fannie Mae contravened accounting standards and regulatory
requirements in a number of ways to manipulate its financial results to achieve earning
objectives between the fall of 1998 and 2004. By using a variety of improper accounting
techniques and financial transactions, senior executives eliminated or deferred, as needed,
current period expenses and income. As a result, they simultaneously created the appearance of
stable double-digit earnings growth and generally met, but only once substantially exceeded, the
EPS goals that would yield the highest bonus payments.

When faced with new accounting standards that might increase earnings volatility as
reported under GAAP, senior management neither initiated the development of a formal, written
GAAP-compliant accounting policy nor invested in the new accounting systems needed to
implement them properly. Instead, they patched existing systems and ways of doing business to
accommodate their preferred interpretations of the new standards. The most significant
examples discussed in the report are Fannie Mae’s implementation of FAS 115, Accounting for
Certain Investments in Debt and Equity Securities, in a manner that allowed for controlling
earnings volatility and minimized investment in accounting infrastructure over GAAP
compliance, and the improper implementation of derivative accounting under FAS 133,
Accounting for Derivative Instruments and Hedging Activities. Management’s disregard for
GAAP compliance when GAAP numbers were likely to be volatile and their reliance on obsolete
systems were not limited to those two areas. Those priorities characterized the implementation
of many accounting policies and practices at the Enterprise, including FIN 46, accounting for
dollar roll transactions, and accounting for real estate owned.
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In order to reduce volatility in reported earnings, Fannie Mae went to extraordinary
lengths to avoid recording GAAP-required write-downs of asset values known as other-than-
temporary impairment losses. Frequently, when faced with a situation or new accounting
standard that could necessitate recording impairment expense, management chose accounting
practices that did not conform with GAAP. The Enterprise’s efforts to avoid impairment losses
focused on manufactured-housing- and aircraft-lease-backed securities, interest-only securities,
and buy-ups. With respect to buy-ups, Fannie Mae’s incorrect accounting spared it
approximately $500 million in impairment losses in 1998. The 1998 earnings impact with
respect to interest-only securities may have been of a magnitude similar to that for buy-ups. The
amount of avoided impairments related to manufactured-housing- and aircraft-lease-backed
securities amounted to approximately $265 million but authoritative amounts and timing of those
impairments will not be determined until Fannie Mae completes its restatement of financial
results. As with other issues, senior management’s preferences for avoiding the expense and
effort of developing new systems and for maintaining smooth and steady earnings growth took
precedence over GAAP compliance and strong internal control.

Finally, by utilizing the strategies described above as a foundation, Fannie Mae
management was in a position to employ several techniques to manipulate and manage earnings
more directly. Those strategies included the use of cookie-jar reserves, certain Real Estate
Mortgage Investment Conduit (REMIC) transactions to delay federal taxes or defer earnings
recognition, debt repurchases, and certain insurance transactions. Those reserves and
transactions were utilized and maintained to provide management with the opportunity to make
last minute quarter-end adjustments to hit specific earnings targets. The transactions and
strategies constituted additional instances of inappropriate earnings management undertaken to
achieve annual EPS targets and maximize bonus payouts to senior management, violating safety
and soundness standards.

The Role of the Office of Auditing and the External Auditor

Serious failures existed in both the internal and external audit functions of Fannie Mae, creating
an environment conducive to inappropriate earnings management and serious accounting failures
during the period covered by this report. Fannie Mae’s internal audit unit, the Office of
Auditing, failed to meet OFHEO safety and soundness standards with respect to (1) the
reliability and integrity of financial and operational information, (2) the effectiveness and
efficiency of operations, and (3) meeting its stated audit report objectives. The Office also failed
to adhere to standards established by both the Institute of Internal Auditors and the Committee of
Sponsoring Organizations, including those pertaining to auditor proficiency and the exercise of
due professional care. As a result, the Office also failed to meet the responsibilities assigned to it
by Fannie Mae’s Board of Directors.

The failures of the Office of Auditing manifested themselves in a variety of ways. The
Office’s audit program failed to properly confirm compliance with GAAP as specified in its
audit objectives or to consistently audit critical accounting policies, practices, and estimates in a
timely way. Internal audit reports prepared by the Office consistently understated problems and
overstated work accomplished. Rather than undertaking independent work to confirm
compliance with policies and procedures, the Office often relied on the managers of units under
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audit to confirm compliance. In addition, the Office had insufficient staff and insufficient
expertise at a time when demands on it were increasing due to the increased size and complexity
of Fannie Mae’s business, major information technology (IT) projects, and new assignments.

The Office of Auditing failed to perform its primary tasks and issued misleading reports
about its work. Internal audits, although they indicated otherwise, failed to assure the
compliance with GAAP of numerous accounting policies and practices. Internal auditors also
failed to exercise due professional care in audits of critical accounting policies, practices, and
estimates. That failure included improper testing of accounting procedures and practices and of
internal controls, resulting in improper assurances of compliance with GAAP and improper
assurances to the Audit Committee of the Board of Directors regarding internal controls. In
addition, the Office of Auditing failed to exercise due professional care in investigating
allegations of accounting improprieties raised by Roger Barnes, an employee of the Office of the
Controller.

When shortcomings were found, they were not adequately addressed or communicated.
Rather, the Office of Auditing misstated the extent of their assessments, especially with respect
to GAAP. The Office’s communications to the Audit Committee of the Board of Directors were
frequently incomplete and inadequate, thereby violating its own Board-approved Charter and
best practices. Perhaps the most serious communication failure concerned the Office’s scope of
its duties with regard to testing for GAAP compliance.

Similarly, external audits performed by KPMG failed to include an adequate review of
Fannie Mae’s significant accounting policies for GAAP compliance. KPMG also improperly
provided unqualified opinions on financial statements even though they contained significant
departures from GAAP. Both the failure to review adequately significant accounting policies
and procedures for GAAP compliance and the representations regarding GAAP compliance
indicate that Fannie Mae’s external audits contravened requirements established by OFHEO.
The failure of KPMG to detect and disclose the serious weaknesses in policies, procedures,
systems, and controls in Fannie Mae’s financial accounting and reporting, coupled with the
failure of the Board of Directors to oversee KPMG properly, contributed to the unsafe and
unsound conditions at the Enterprise.

Both the internal investigation of Mr. Barnes’ allegations and KPMG’s external review of
that investigation contravened safety and soundness standards that require an Enterprise both to
maintain and implement internal controls that among other things provide for compliance with
laws, regulations and policies, and to establish and maintain an effective risk management
framework, to monitor its effectiveness, and to take appropriate action to correct any
weaknesses. The internal investigation was tainted by an incomplete review of the accounting
issues. The external review was not sufficient to make a determination regarding the propriety of
the investigation performed by Fannie Mae or to evaluate the Enterprise’s conclusions regarding
Mr. Barnes’ assertions. The external review team had insufficient independent understanding of
the accounting issues involved, failed to review Fannie Mae’s internal accounting policy for
compliance with GAAP, and relied on the auditors that had already expressed an opinion on the
questioned accounting practices.
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The Role of Senior Management

Fannie Mae senior executives engaged in a number of unsafe and unsound practices to smooth
reported earnings, hit the EPS targets that determined their compensation, achieve rapid growth
while keeping administrative and other infrastructure-related expenses as low as possible, and
limit internal and external criticism of the Enterprise. Those practices include failing to establish
a sound internal control system; failing to maintain the independence and objectivity of Fannie
Mae’s internal auditor; failing to disclose to external parties accurate information about the
Enterprise’s financial condition and operations; failing to investigate employee allegations and
concerns; failing to allow the Board of Directors unrestricted access to members of management;
and making efforts to interfere with OFHEQ’s special examination.

Those failures allowed Fannie Mae senior management, for a time, to avoid questions or
criticism about the Enterprise’s improper accounting policies and transactions or the accuracy
and integrity of its financial statements. Avoiding those topics benefited those same senior
executives by helping to obscure the inappropriate executive compensation they received, which
was triggered by the inaccurate EPS reported in Fannie Mae’s financial statements.

Fannie Mae’s internal control system contravened OFHEQO’s supervisory standards.
Senior management failed to ensure appropriate segregation of duties, invest adequate resources
in accounting and financial reporting, avoid key person dependencies, implement sound
accounting policy development and oversight, and prevent conflicts of interest. Those and other
deficiencies in Fannie Mae’s internal control system resulted from decisions, actions, or
inactions of Enterprise senior management that failed to meet OFHEO standards and constituted
unsafe and unsound practices.

Senior management systematically undercut the independence of Fannie Mae’s Office of
Internal Auditing in three important ways: they required the Office to report to the CFO and
barred unfettered communications with the Audit Committee of the Board of Directors; they tied
the compensation of senior management of the Office of Auditing to earnings per share, a metric
based on financial statements that the Office audited; and they appointed the Enterprise’s
Controller to head the internal audit unit, effectively allowing him to audit his own work for a
year. In addition, Fannie Mae did not devote sufficient and appropriate resources to the Office of
Auditing, resulting in serious weaknesses, including insufficient staff and insufficient expertise.
By undercutting the independence and objectivity of the Enterprise’s internal controls and
internal auditors, senior management made it much less likely that they would be challenged to
address Fannie Mae’s control deficiencies.

Senior management systematically withheld information about the Enterprise’s
operations and financial condition from the Board of Directors, its committees, its external
auditors, OFHEO, the Congress, and the public—or disclosed information that was incomplete,
inaccurate, or misleading. Systematically withholding information prevented others from
becoming aware of Fannie Mae’s earnings management strategies, the fact that the Enterprise’s
accounting policies did not comply with GAAP, the pervasive weaknesses of its internal control
system, and related safety and soundness issues.
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When problems were brought to the attention of senior management, executives failed to
conduct appropriate internal investigations and to follow up on the results of those investigations.
In 2003, three Fannie Mae employees expressed serious concerns about the Enterprise’s
accounting. Roger Barnes, then a manager in the Office of the Controller, made allegations
about Fannie Mae’s accounting for deferred price adjustments under FAS 91 to Sampath
Rajappa, Senior Vice President for Operations Risk, who then reported those concerns promptly
to Ann Kappler, Senior Vice President and General Counsel. Another employee in Securities
Accounting also expressed concerns about amortization accounting to Chief Operating Officer
Daniel Mudd, and a third employee echoed those concerns. Ms. Kappler and Mr. Mudd initiated
flawed investigations into those allegations and concerns. When those investigations were
completed, Ms. Kappler made statements about the issues raised and their disposition—in one
case, to the Audit Committee of the Board of Directors—that were false and misleading.

Senior executives in the Office of the Chairman at Fannie Mae prevented members of the
Board of Directors from having unrestricted access to members of Enterprise management,
including preventing Mr. Rajappa from having unfettered communication with the Audit
Committee of the Board, despite the fact that Mr. Rajappa ostensibly reported to the chairman of
that committee. Imposing restrictions on the access to Fannie Mae management by members of
the Enterprise’s Board of Directors violated OFHEQ’s regulatory requirements and impaired the
ability of the Board to discharge its fiduciary duties.

The Role of the Board of Directors

The Board of Directors and its committees failed to meet the safety and soundness obligations
set forth in OFHEO corporate governance regulations and other applicable standards for
corporate governance. The members of the Board were all knowledgeable and qualified
individuals, fully capable of understanding the business and corporate governance duties with
which they were charged. The sophisticated and prestigious members of the Board failed to stay
appropriately informed of corporate strategy, assure appropriate delegations of authority, ensure
that Board committees functioned effectively, provide an appropriate check on Chairman and
CEO Raines, hire and retain a qualified senior executive officer to manage the internal audit
function, initiate independent investigations of Fannie Mae, and ensure timely and accurate
reports to federal regulators.

The responsibilities of the Fannie Mae Board of Directors are clearly articulated in
OFHEQ’s corporate governance regulation, which requires the Board to further the safety and
soundness of the Enterprise and sets forth affirmative duties of the Board in carrying out those
responsibilities. The corporate governance regulation also points the Boards of Directors of
Fannie Mae and Freddie Mac to other applicable laws, such as those of the State in which an
Enterprise chooses to incorporate, and to publications and other pronouncements of OFHEO for
additional guidance on the conduct and responsibilities of the Board. The Fannie Mae Charter
Act also sets forth the duties of the Board. Each of those authoritative sources delineates clear
and consistent instructions for the Board to fulfill its oversight responsibilities.

The Board of Directors of Fannie Mae delegated important safety and soundness

responsibilities to, and relied on reports from, its Audit and Compensation Committees. Those
committees failed to meet regulatory and corporate standards in discharging their
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responsibilities. The failures of the Audit Committee had the most far-reaching safety and
soundness implications, both because of the required independence of its directors and the scope
of its responsibilities. The Audit Committee failed to safeguard Fannie Mae safety and
soundness by providing inadequate oversight of the internal audit function and the performance
of the head of the Office of Auditing, including issues of independence and objectivity. The
Audit Committee failed to address the conflict of interest created by an inappropriate
compensation system that tied auditors’ compensation to the Enterprise-wide drive to double
EPS. The Audit Committee failed to oversee the preparation of financial statements, to monitor
the development and implementation of critical accounting policies, and to develop in-depth or
specialized knowledge necessary to its oversight responsibilities. Finally, the Audit Committee
failed to initiate a thorough investigation of whistle-blower claims of accounting irregularities
when they arose.

The failure of the Audit Committee was compounded by failures of the Compensation
Committee. The primary role of the Compensation Committee is to assure that senior
management is properly compensated for its role in directing the affairs of the Enterprise.
Nevertheless, the Compensation Committee approved a compensation structure that focused on a
single measure—EPS—that was easily manipulated by management. The Compensation
Committee failed to monitor that compensation system for abuse by senior management. The
Compensation Committee also did not align the compensation of Fannie Mae’s internal auditors
with appropriate objectives. Finally, the Compensation Committee was too passive in allowing
management to script its meetings and influence its choice of an independent compensation
consultant.

In addition to the failures of the Audit and Compensation Committees, Fannie Mae’s full
Board of Directors failed in a number of ways that put the safety and soundness of the Enterprise
at risk. The Board failed to stay informed of Fannie Mae corporate strategy, major plans of
action, and risk policy. Having approved an executive compensation system that created
incentives to manipulate earnings, members of the Board failed to monitor against such
manipulations. The Board failed to provide delegations of authority to management that
reflected the current size and complexity of the Enterprise. The Board failed to assure the
effective operation of its own Audit and Compensation Committees. The Board failed to act as a
check on the authority of Chairman and CEO Franklin Raines, and allowed him to concentrate
considerable power in the hands of one person, CFO Timothy Howard. The Board failed to
initiate an independent inquiry into Fannie Mae’s accounting following the announcement of
Freddie Mac’s restatement and subsequent investigations, or the allegations by Roger Barnes,
both of which involved earnings management. The Board failed to assure itself that the
Enterprise’s regulators were properly informed of Mr. Barnes’ allegations. The Board also failed
to ensure timely and accurate reports to Federal regulators.

The bedrock principle of OFHEQO’s regulation of Fannie Mae is that the entity must
operate safely and soundly. The Board, in turn, must take reasonable steps to be sure that senior
management is operating the Enterprise in accordance with that principle. Judging by the actions
and inactions of the Fannie Mae Board, standards of prudent operation clearly were not met.
Rather than an active, concerned Board that effectively supervised senior management, the
Fannie Mae Board of Directors was a passive and complacent entity, controlled by, rather than
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controlling, senior management. The Board and its committees missed a host of opportunities to
uncover and correct the issues and events described in this report. Instead, Fannie Mae suffered
an enormous loss in credibility and reputation, and its shareholders suffered large financial
losses. An effective Board, operating in accord with generally accepted standards of prudent
operation, would have prevented much of what occurred.

Remedial Actions

During the period of the special examination, OFHEO has directed Fannie Mae to take a number
of actions, both as a result of the special examination and as part of OFHEQO’s continuous
supervisory program. To prevent the recurrence of improper conduct, those steps have sought to
remedy deficiencies and to enhance the safe and sound operation of the Enterprise going
forward.

In an agreement with the Board of Directors reached in September 2004, OFHEO
directed Fannie Mae to maintain an additional 30 percent of capital above the minimum capital
requirement to compensate for the additional risk and challenges facing the Enterprise.
Furthermore, OFHEO directed that Fannie Mae submit for approval the Enterprise’s strategy to
preserve and maintain capital levels at the required level and contingency plans in case those
primary methods prove insufficient. OFHEO also directed Fannie Mae to obtain prior written
permission from OFHEO before undertaking certain specified corporate actions and to inform
OFHEO of any other significant action likely to impair the ability of the Enterprise to maintain
capital sufficient to meet the required capital surplus levels.

As a result of those directives, Fannie Mae has taken significant actions to improve its
capital position. Those actions included the issuance of $5 billion in preferred stock, a reduction
in the Enterprise’s common stock dividend, and a reduction in its on-balance sheet assets. The
Enterprise will keep the enhanced capital position until the Director of OFHEO releases or
modifies the requirement based upon satisfactory resolution of accounting and internal control
issues that are the subject of OFHEO examination.

In addition to the capital requirements, OFHEO directed the Board of Directors of Fannie
Mae to make significant changes to its corporate governance structure. Those changes include,
but are not limited to, separating the Chairman of the Board and Chief Executive Officer
positions, creating a new independent Office of Compliance and Ethics to conduct internal
investigations, creating a Compliance Committee of the Board of Directors to monitor and
coordinate compliance with the Enterprise’s agreements with OFHEO, establishing a program
for no less than annual briefings to the Board and senior management on legal and regulatory
compliance requirements applicable to Fannie Mae, and creating a procedure for the General
Counsel of Fannie Mae to report information on actual or possible misconduct directly to the
Board, which will in turn notify OFHEO.

In order to address organizational failures at Fannie Mae, OFHEO required a number of
changes to the risk management, internal control, internal and external audit, and accounting
functions of the Enterprise. Those changes seek to address significant weaknesses, including
lack of appropriate separation of duties and insufficient technical expertise. Additionally,
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OFHEO directed that the Board cause an independent review of organizational, structural,
staffing, and control issues, focusing on but not limited to the Chief Financial Officer, Controller,
accounting, audit, financial reporting, business planning and forecasting, modeling, and financial
standards functions. As a result of that review, management has effected significant changes in
the organizational structure of the Enterprise.

To address accounting problems, OFHEO directed Fannie Mae to restate inappropriate
past financial statements, meeting all applicable legal and regulatory requirements, including
having the new financial statements reaudited by the Enterprise’s new external auditor, and to
cease engaging in inappropriate hedge accounting. OFHEO also directed that the Enterprise
implement an appropriate policy for FAS 91 accounting, develop and implement appropriate
written policies and procedures for journal entries, and develop and implement a plan to address
the deficiencies in the accounting systems for Fannie Mae’s portfolio. OFHEO directed the
Board to conduct reviews of certain control issues, including accounting policies and practices
and procedures for journal entries. OFHEO also directed the Enterprise to conduct a complete
review of staff skills, past performance, and roles in the revised corporate structure in
accounting. Significant personnel changes have been made.

Recommendations

Based on the special examination of Fannie Mae, OFHEQ’s staff recommends to the Director
that the following actions be taken to enhance the goal of maintaining the safety and soundness
of the Enterprise.

1. Fannie Mae should be subject to penalties and fines consistent with the findings
of this report.

2. Fannie Mae must meet all of its commitments for remediation and do so with an

emphasis on implementation—with dates certain—of plans already presented to
OFHEO.

3. Fannie Mae must maintain a capital surplus until the Director determines a change
in the surplus amount is warranted.

4. Fannie Mae must continue to use independent consultants acceptable to the
Director to validate and assure compliance with requirements. Cyclical targeted
exams by independent consultants, at least every two years, are needed to assure
systems and practices are being implemented properly.

5. Fannie Mae must develop new structures and operational plans for its Board of
Directors related to Board reporting, maintenance of minutes, and other changes
that will enhance Board oversight of the Enterprise’s management.

6. Fannie Mae must review OFHEQ’s report to determine additional steps to take to

improve its controls, accounting systems, risk management practices and systems,
external relations program, data quality, and corporate culture. Once OFHEO has
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10.

1.

12.

13.

approved the Enterprise’s plans, an emphasis must be placed on implementation
of those plans.

Fannie Mae must undertake a review of individuals currently with the Enterprise
that are mentioned in this report and provide OFHEO a report as to conclusions
regarding terminations, transfers, or other remedial steps (such as disgorgement,
restitution, or alteration of benefits) in cases of misconduct.

Fannie Mae must assure that departments are fully and appropriately staffed with
skilled professionals who have available regular training opportunities in financial
services industry standards.

Due to Fannie Mae’s current operational and internal control deficiencies and
other risks, the Enterprise’s growth should be limited.

OFHEO should continue to develop its program of regulatory infrastructure to
add additional rules and regulations that enhance the transparency of its
supervision of the Enterprises. With the end of the special examination, OFHEO
staff should be directed to address additional items raised during the preparation
of this report as part of the regular examination program.

OFHEO should continue to support legislation to provide the powers essential to
meeting its mission of assuring safe and sound operations at the Enterprises.

Matters identified in this report should be referred to OFHEQO’s Office of the
General Counsel for determination of enforcement actions that the Director may
wish to consider.

Matters identified for remediation by Fannie Mae should be considered by the
Director for application to both Enterprises.
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II. THE HISTORY OF THE SPECIAL EXAMINATION

This report by the Office of Federal Housing Enterprise Oversight (OFHEO) presents the
findings of a special examination of accounting policies, internal controls, financial reporting,
corporate governance, and other safety and soundness matters at Fannie Mae. This chapter
reviews the history of that examination. The chapter also summarizes the documentation
reviewed and the interviews conducted by OFHEO that provide the basis for the facts and
conclusions set forth in the remainder of the report.

Initiation of the Special Examination

On July 17, 2003, OFHEO Director Armando Falcon testified before the United States Senate
Committee on Banking, Housing, and Urban Affairs that OFHEO intended to conduct a special
accounting review of Fannie Mae in order to evaluate independently accounting policies at the
Enterprise and examine whether the implementation of those policies complied with Generally
Accepted Accounting Principles (GAAP). On July 18, 2003, OFHEO directed Fannie Mae to
assure that the document-retention policies of the Enterprise maintain the integrity of written,
electronic, and other information media in the accounting area and related internal control
functions. In October 2003, OFHEO issued a Request for Proposals from accounting firms to
assist OFHEO in conducting the special examination, which resulted in the engagement of
Deloitte & Touche to assist OFHEO.

September 2004 Report of Findings to Date

On September 17, 2004, OFHEO issued a Report of Findings to Date of the Special Examination
of Fannie Mae. That report was based on an exhaustive investigation by OFHEO of significant
problems with respect to the Enterprise’s accounting policies and practices relating to premium
and discount amortization (FAS 91') and derivatives and hedging activities (FAS 133%). The
report also dealt with more general problems relating to accounting policy development, poor
segregation of duties, and other internal control deficiencies.

OFHEO concluded that the FAS 91 accounting used by Fannie Mae for amortizing
purchase premiums and discounts on securities and loans as well as amortizing other deferred
charges was not in accordance with GAAP. Management intentionally developed accounting
policies and selected and applied accounting methods to inappropriately reduce earnings
volatility and to provide themselves inordinate flexibility in determining the amount of income
and expense recognized in any accounting period. In that regard, the amortization policies that
management developed and the methods they applied created a “cookie jar” reserve. In addition,
OFHEO found (among other things) that management:

' Statement of Financial Accounting Standards (FAS) No. 91, Accounting for Nonrefundable Fees and Costs

Associated with Originating or Acquiring Loans and Initial Direct Costs of Leases.
Statement of Financial Accounting Standards (FAS) No. 133, Accounting for Derivative Instruments and
Hedging Activities.
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e Deliberately developed and adopted accounting policies to spread estimated
income or expense that exceeded predetermined thresholds over multiple
reporting periods;

o Established a materiality threshold for estimated income and expense, within
which management could avoid making adjustments that would otherwise be
required under FAS 91;

e Made discretionary adjustments to the financial statement for the sole purpose
of minimizing volatility and achieving desired financial results;

e Forecasted and managed future unrecognized income associated with
misapplied GAAP;

e Capitalized reconciliation differences as ‘phantom’ assets or liabilities and
amortized them at the same speeds as 30-year fixed-rate mortgages;

e Developed estimation methods that were inconsistently applied to
retrospective and prospective amortization required by FAS 91 for current and
future periods;

e Developed and implemented processes to generate multiple estimates of
amortization and varying assumptions in order to select estimates that
provided optimal accounting results;

e Failed to properly investigate the concerns of an employee regarding illogical
and anomalous amortization results, along with a further allegation by that
employee of an intent to misstate reported income; and

e Tolerated significant weaknesses in internal controls surrounding the
amortization process; and inappropriately deferred $200 million of estimated
amortization expenses in 1998, which had significant effects on executive
compensation.

OFHEO also concluded that Fannie Mae implemented FAS 133 in a manner that placed
minimizing earnings volatility and maintaining simplicity of operations above compliance with
GAAP. OFHEO found (among other things) that Fannie Mae did not assess and record hedge
ineffectiveness as required by FAS 133 and applied hedge accounting to hedging relationships
that did not qualify. Fannie Mae treated many hedge relationships as perfectly effective when
they were not, improperly ignored ineffectiveness in hedge relationships, and failed to perform
assessment tests. Fannie Mae applied the “short-cut” method or the “matched terms” method for
a broad range of hedge relationships where those methods were inappropriate. In addition,
OFHEO identified a number of problems with hedge documentation by Fannie Mae. The lack of
appropriate hedge documentation is not only a GAAP violation but is evidence of a poor control
framework and is a significant safety and soundness problem.
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Further, OFHEO identified control weaknesses in the accounting policy development
process at Fannie Mae. OFHEO found that these weaknesses contributed to the implementation
of accounting policies that did not conform with GAAP. OFHEO found that a combination of
heavy workloads, weak technical skills, and a weak review environment contributed to the
development of key person dependencies and inadequate separation of duties. OFHEO also
found that Chief Financial Officer Timothy Howard failed to provide adequate oversight of key
control and reporting functions within Fannie Mae.

This report provides a comprehensive review of the findings to date of OFHEQ’s special
examination of Fannie Mae and covers the period from 1998 through 2004. Where OFHEQO’s
September 2004 Report of Findings to Date provided a detailed discussion of an issue or event,
this report generally treats that issue or event in a more abbreviated form.

September 2004 Agreement

On September 27, 2004, OFHEO and the Board of Directors of Fannie Mae entered into an
agreement requiring the Board to cause to be conducted a review of the accounting matters
detailed in the September 2004 OFHEO report, and to also address and remedy matters
pertaining to capital, organization and staffing, compensation, governance, and internal controls.
The Board of Directors, with the approval of OFHEO, hired the law firm Paul Weiss Rifkin
Wharton & Garrison, LLP, to conduct the review with a team of lawyers and accountants led by
former Senator Warren Rudman. This report refers to that team as the Counsel to the Special
Review Committee.

SEC Decision

Subsequent to the September 2004 Agreement, Fannie Mae requested that the Office of the Chief
Accountant of the Securities and Exchange Commission (SEC) review the Enterprise’s
interpretation and application of generally accepted accounting principles relating to FAS 91 and
FAS 133.> On December 15, 2004, the Chief Accountant of the SEC, Donald Nicolaisen,
announced that, after reviewing the September 2004 OFHEO report and letters from Fannie Mae
explaining its positions, the SEC had found that the accounting policies of Fannie Mae for both
FAS 91 and FAS 133 departed from GAAP in material respects, and advised the Enterprise to
restate its financial statements for the years 2001 through 2004.*

Continuation of the Special Examination

The OFHEO special examination of Fannie Mae continued after the release of the September
2004 OFHEO report, as the agency investigated additional accounting and other issues. After
the December 15, 2004, SEC announcement, Fannie Mae replaced its then external auditor—
KPMG, LLP—with Deloitte & Touche. The latter firm ended its engagement with OFHEO soon
afterward. On February 11, 2005, OFHEO wrote a letter to the Chairman of the Board of Fannie
Mae, Stephen Ashley, detailing findings and requesting information about the following areas:

3 Letter from Jonathan Boyles to Stephen Cutler and Paul Berger, Oct. 19, 2004, FNMSEC 2215-64, and letter
from Jonathan Boyles to Stephen Cutler and Paul Berger, November 3, 2004, FNMSEC 151-64.
4 SEC Press Release 2004-172, December 15, 2004.
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e classification of mortgage securities as either held-to-maturity or available for
sale under FAS 115;°

e accounting for dollar rolls under FAS 140;°

e classification of mortgage loans as either held for investment or held for sale
under FAS 65;’

e avoidance of consolidation on its balance sheet, under FIN 46,° of mortgage-
backed securities when the Enterprise owned 100 percent of the securities;

e accounting for mortgage purchase commitments under FAS 149;’
e specific practices relating to the smoothing of interest income and expense;
¢ internal controls related to journal entries;

e securities accounting systems; and

controls surrounding database modifications.
March 2005 Supplemental Agreement

On March 7, 2005, OFHEO and Fannie Mae entered into a Supplemental Agreement that called
for internal reviews of (1) journal entry procedures; (2) internal controls associated with manual
modifications to databases supporting the general ledger; (3) legal and regulatory structures,
responsibilities, and personnel; and (4) bylaws and codes of conduct to assure that they support
legal and regulatory compliance. The Supplemental Agreement also required the Enterprise to
conduct a re-audit and restatement for prior earnings periods, as necessary, and to review its
accounting for the accounting standards that were questioned in the February 11, 2005, letter.

Fannie Mae has conducted internal reviews of the issues raised by OFHEO, in
compliance with the September 2004 Agreement and March 2005 Supplemental Agreement
between the Enterprise and the agency. The findings of those reviews have fully supported the
September 2004 OFHEO report.'"’ Chapter X reviews the significant changes put in motion by

> Statement of Financial Accounting Standards (FAS) No. 115, Accounting for Certain Investments in Debt and

Equity Securities.

Statement of Financial Accounting Standards (FAS) No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities.
7 Statement of Financial Accounting Standards (FAS) No. 65, Accounting for Certain Mortgage Banking
Activities.
¥ FASB Interpretation No. 46, Consolidation of Variable Interest Entities (revised December 2003). (I1.9)
?  Statement of Financial Accounting Standards (FAS) No. 149, Amendment of Statement 133 on Derivative
Instruments and Hedging Activities.
1% Counsel to the Special Review Committee, A Report to the Special Review Committee of The Board of Directors
of Fannie Mae, February 23, 2006.
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the September 2004 Agreement, the March 2005 Supplemental Agreement, and other actions by
the agency.

Documentation Received and Interviews Conducted to Date

The facts and conclusions set forth in this report are based on OFHEO’s review of documents
and other information provided to us by Fannie Mae, the Counsel to the Special Review
Committee of the Enterprise’s Board of Directors, KPMG, and Ernst & Young. OFHEO issued
its first information request related to the special examination on November 21, 2003, and has
made numerous additional requests. Between November 21, 2003, and the date of this report,
OFHEO received approximately 2.8 million pages of hard copy documentation and 4.1 million
pages of electronic documentation from the Enterprise and the Special Review Committee; and
more that 700,000 pages of work papers and other documentation from KPMG, LLP, and Ernst
& Young, the latter firm having assisted Fannie Mae counsel during the special examination. In
addition, the Counsel to the Special Review Committee provided to OFHEO documents that it
received from Fannie Mae, as well as copies of memoranda documenting 241 interviews it
conducted of current and former employees and third parties. OFHEO also reviewed the
transcripts of 47 interviews of current and former Fannie Mae and KPMG employees conducted
by the SEC.

OFHEO conducted 26 informal interviews and 55 formal, on-the-record interviews of
current and former Fannie Mae employees and members of the Board of Directors. In addition,
OFHEO conducted formal interviews of 7 current and former KPMG employees who had been
assigned to the Fannie Mae engagement.
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III. OFHEO’S AUTHORITIES AND STANDARDS OF REVIEW

The Office of Federal Housing Enterprise Oversight (OFHEQO) has broad authorities to prescribe
safety and soundness standards, conduct examinations, and enforce compliance with its
standards. The agency evaluates the conduct and safety and soundness of the Enterprises in light
of standards articulated in relevant statutes, OFHEO regulations and guidance, and other relevant
laws and industry practices. The regulatory pronouncements of the Federal banking agencies
and related judicial decisions reinforce OFHEQO’s standards and provide reliable guidance for
determining the types of unsafe and unsound Enterprise conduct subject to OFHEO review and
action. This chapter reviews OFHEQO’s authorities and the standards of review that the special
examination has applied to the conduct of Fannie Mae.

Authorities

The Congress created the Office of Federal Housing Enterprise Oversight to operate as a
“financial safety and soundness regulator.”’ The Congress determined that OFHEO should have
the authority to establish capital standards, require financial disclosure, prescribe adequate
standards for books and records and other internal controls, conduct examinations when
necessary, and enforce compliance with the standards and rules that the agency establishes.’

Consistent with that purpose, OFHEO’s Director was charged with the duty of ensuring
that the Enterprises are adequately capitalized and operating safely,” in accordance with the
Federal Housing Enterprises Financial Safety and Soundness Act of 1992 (“the Safety and
Soundness Act”).4 The Director is authorized “to make such determinations, take such actions,
and perform such functions as [he] determines necessary regarding ... examinations of the
[Elnterprises ... [and] administrative and enforcement actions ... with respect to ... matters
relating to safety and soundness.” The Director is charged with causing an on-site examination
of each Enterprise annually, and other examinations as-needed basis, “to determine the condition
of the [E]nterprise for the purpose of ensuring its financial safety and soundness.”® OFHEO
must report annually to the appropriate committees of the Senate and the House of
Representatives, describing the financial safety and soundness of each Enterprise.’

OFHEO possesses supervisory responsibilities and powers “essentially similar to those of
the Federal bank regulatory agencies.”

12 U.S.C. § 4501 et. seq. Section 4511 is entitled “Financial Safety and Soundness Regulator.

12 U.S.C. § 4501(6).

Id., at § 4513(a).

Act of Oct. 28, 1992, title XIII of Pub. L. No. 102-550, 106 Stat. 3941.

12 U.S.C. § 4513(b)(5).

Id. at § 4517(a) & (b).

Id. At § 4521(a)(2).

Office of Federal Housing Enterprise Oversight, Final Rule: Prompt Supervisory Response and Corrective
Action, 67 Fed. Reg. 3,587 (January 25, 2002).
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The Director [of OFHEO] has powers that closely resemble those of the
independent federal regulatory agencies, including specifically the federal
banking regulatory agencies.

The [Senate] Committee has looked to federal banking regulation as a model,
because it believes that the Director of the Office of Federal Housing Enterprise
Oversight ... will have to deal with financial regulatory issues that are similar to,
and as complex as, those within the jurisdiction of the banking agencies. '’

The Congress charged OFHEO with acting to ensure the safe and sound operation of the
Enterprises “at all points on the supervisory spectrum between examination and enforcement.”'!
Thus, OFHEO is also charged with ensuring that each Enterprise acts prudently in dealing with
perceived problems as they emerge. '?

Standards of Review

OFHEO has produced regulations, guidances and examination documents that provide Fannie
Mae and Freddie Mac with information on the expectations of OFHEO with respect to safe and
sound conduct and operating methods. In evaluating the conduct of the Enterprises, OFHEO
looks to those explicit standards as well as to the Enterprises’ own policies, applicable laws, and
standards promulgated by industry.

Minimum Standards for Safety and Soundness

In December 2000, OFHEO issued a written policy guidance setting forth minimum safety and
soundness standards in eight broad areas of concern.”” In August 2002, OFHEO published a
Safety and Soundness rule that incorporated that guidance.'* Modeled in large part on similar
standards promulgated by the Office of the Comptroller of the Currency, "’ the guidance did not
effect a change in the policies of OFHEO but set forth the basic underlying criteria used
historically to evaluate safety and soundness.'® Contravention of the guidance establishes a red
flag that the safety and soundness of an Enterprise may be at risk; OFHEO need merely evaluate
the conduct and consider it in the context of any harm incurred or that is reasonably foreseeable.
The guidance describes the following standards of prudent business operation for Fannie Mae
and Freddie Mac. OFHEO has amplified these standards in subsequent regulation and guidance.

’ S.Rep. No. 102-282 at 16 (1992). “The powers of the Director are modeled [sic] in many respects after those of

the Director of the Office of Thrift Supervision and to a lesser extent the Comptroller of the Currency ....” Id.
10
Id. at 17.
""" Office of Federal Housing Enterprise Oversight, Final Rule: Prompt Supervisory Response and Corrective
Action, 67 Fed. Reg. 3,587, 3,588 (Jan. 25, 2002).
12
1d.
* OFHEO Policy Guidance, Minimum Safety and Soundness Requirements, PG-00-001 (December 19, 2000).
' OFHEO, Final Rule: Safety and Soundness Regulation, 67 Fed. Reg. 55,691 (Aug. 30, 2002) (codified at 12
C.F.R. Part 1720).
" See 12 C.F.R. Part 30.
' OFHEO Policy Guidance, Minimum Safety and Soundness Requirements, PG-00-001 (December 19, 2000) 2-3.
See generally OFHEOQ, Safety and Soundness Regulation, 67 Fed. Reg. 55, 691, 55694 (August 30, 2002).
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Asset Underwriting and Credit Quality — Each Enterprise should “implement
policies and procedures to adequately assess credit risks” through “prudent
underwriting standards.”

Balance Sheet Growth — Each Enterprise should manage its balance sheet so that
balance sheet growth is prudent, and should consider changes in risk that may
occur as a result of balance sheet growth, and appropriate policies and procedures
needed to manage risk that may occur as a result of balance sheet growth.

Market Risks — Each Enterprise should protect itself from various risks (e.g.,
changes in interest rates) by developing plans for responding to each contingency.

Information Technology — Each Enterprise should have adequate information
technology for its operations, with appropriate security measures.

Board and Management Responsibilities and Functions — Each Enterprise’s
Board of Directors must work with management to establish strategies and goals
and must ensure (1) that management is held accountable for meeting the goals
and objectives of the Enterprise, (2) that the board is provided with accurate
information about the operations and financial condition of the Enterprise, (3) that
the organization structure and assignment of responsibilities of the Enterprise
provide clear accountability and controls, and (4) that management establishes an
effective risk management framework including a periodic review of that
framework to monitor its effectiveness and take steps to correct any weakness.

Internal Controls — Each Enterprise should maintain and implement internal
controls that, at a minimum, provide for an organizational structure and
assignment of responsibility that provide for accountability and controls including
adherence to policies and procedures; a control framework commensurate with
the Enterprises’ risks; policies and procedures adequate to safeguard assets; and
compliance with applicable laws, regulations and policies.

Audits — Each Enterprise should establish and implement internal and external
audit programs (1) to monitor the internal controls, (2) to maintain the
independence of the audit function, (3) to assure that qualified professionals and
management conduct and review the audit functions, (4) to adequately test and
review audited areas and to adequately document findings and recommendations,
and (5) to verify and review measures and actions taken to address identified
material weaknesses. OFHEO’s statute specifically names a failure to maintain
adequate books and records as a failure to meet safety and soundness standards.

Information Reporting and Documentation — Each Enterprise should establish and
implement policies and procedures for generating and retaining reports and
documents that, inter alia, (1) enable the board of directors to make informed
decisions and to exercise its oversight function by providing all such relevant
information in an appropriate level of detail as necessary, and (2) ensure decision
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makers have appropriate and necessary information about particular transactions
and business operations, and (3) ensure timely and complete submissions of
reports of financial condition and operations, as well as annual and other periodic
reports and special reports to OFHEO."’

Compliance with those minimum standards will not necessarily preclude a finding “that
the Enterprise is otherwise engaged in a specific unsafe or unsound practice,” leaving room for
OFHEO to determine whether conduct not fitting squarely within the above categories
nevertheless is unsafe or unsound.'®

The standards of prudent business operation set forth in the guidance have been amplified
in subsequent regulation. OFHEO has put in place a corporate governance rule that requires the
board of directors and senior officers of an Enterprise to undertake focused efforts to meet their
obligations and, in particular, for the board of directors to oversee effectively corporate
operations. The corporate governance rule establishes the following minimum standards for
safety and soundness affecting corporate governance policy and practices of the Enterprise.'’
Those standards recognize existing and accepted practices in the financial services industry for
prudent operation, as well as citing other government agencies or standards-setting groups.
Departure from any of these OFHEO-recognized standards raises safety and soundness concerns.

Board of Directors — OFHEO requires that the Enterprise’s board of directors
exercise oversight necessary to ensure policies are in place to assure that (1)
qualified managers are hired; (2) management sets policies and controls to
implement the strategies of the Enterprise; (3) management is held accountable
for meeting the Enterprise’s goals and objectives; and (4) management provides
the members of the board of directors with accurate information about the
operations and financial condition of the Enterprise in a timely fashion and
sufficient to enable them to effect their oversight duties and responsibilities.

Compensation — Compensation shall be reasonable and appropriate,
commensurate with the duties and responsibilities of the employee, and consistent
with the long term goals of the Enterprise, shall not focus solely on earnings
performance, and shall take into account risk management, operational stability,
and legal and regulatory compliance.*

Code of Conduct and Ethics — Each Enterprise shall establish a written code of
conduct and ethics designed to assure the ability of the board members, executive
officers, and employees to discharge their duties and responsibilities in an
objective and impartial manner that includes standards required by section 406 of
the Sarbanes Oxley Act.

7 OFHEO Policy Guidance PG-00-001, Minimum Safety and Soundness Requirements (December 19, 2000).
OFHEO Safety and Soundness Regulation.12 C.F.R. Part 1720 App. A (August 30, 2002).

'8 OFHEO Final Rule; Safety and Soundness Regulation. 67 Fed. Reg. 55,691 55,694 (August 30, 2002) (codified
at 12 C.F.R. Part 1720.

1" See generally 12 C.F.R. Part 1710 (2005).

2 See also 12 U.S.C. § 1723a(d)(2) requiring Fannie Mae to pay compensation that is reasonable and comparable
with compensation for employment in other similar businesses.
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Conduct and Responsibility of the Board of Directors — The board of directors
shall have policies and procedures in place to assure oversight of (1) corporate
strategy, legal and regulatory compliance, prudent plans for growth and allocation
of resources to manage risk; (2) hiring qualified executive management; (3)
compensation programs; (4) integrity of accounting and financial reporting
systems including audit and internal control; and, among other things, (5) process
and adequacy of reporting, disclosures and communications with investors.

Certification of Disclosures — The chief executive officer and finance officer of
each Enterprise shall require and certify each quarterly report and annual report
consistent with section 302 of the Sarbanes Oxley Act.

Rotation of External Auditor Partner— An Enterprise may not accept audit
services from an external auditing firm if the lead partner who has primary
responsibility for the external audit has performed audit services for the
Enterprise in each of the previous five years.

Compliance and Risk Management Program — An Enterprise shall establish a
compliance program and a risk management program.

Examination guidance issued by OFHEO in 2005 further amplifies safe and sound
corporate governance practices of the Enterprises.”’ The examination guidance suggests, among
other things, that the Enterprise separate the risk management function (oversight of risk taking)
from the control function (oversight of accounting and financial reporting); and that the internal
audit unit should function separately and independently of the chief financial officer and should
report directly to the audit committee. It provides that each Enterprise should change its external
auditing firm no less frequently than every 10 years, and that senior management and the board
of directors of the Enterprise should review all consulting work performed by the external
auditor.

In addition to the standards set forth in OFHEO guidance and regulations, the Federal
National Mortgage Association Charter Act (“the Charter Act”) makes certain requirements of
Fannie Mae. Any failure to comply with its enabling statute raises serious safety and soundness
concerns. Among other things, the Charter Act requires that the Enterprise have an annual
independent audit of its financial statements by an independent public accountant in accordance
with Generally Accepted Accounting Principles (GAAP).”> The Charter Act also requires the
Enterprise to submit to OFHEO annual and quarterly reports of financial condition and
operation, prepared in accordance with GAAP and signed with a declaration that the report is
true and correct.”> The Safety and Soundness Act gives OFHEO the authority to require Fannie

?! OFHEO Examination Guidance Examination for Corporate Governance. PG-05-002 (May 20, 2005).

12 US.C. § 1723a(l). Fannie Mae “shall have an annual independent audit made of its financial statements by
an independent public accountant in accordance with generally accepted auditing standards,” and “the independent
public accountant shall determine and report on whether the financial statements ... are presented fairly and in
accordance with generally accepted accounting principles.” 12 U.S.C. § 1723a(1)(1), (2).

3 12 US.C. § 1723a(k). The Fannie Mae Charter Act mandates that Fannie Mae’s financial reporting shall be in
accordance with Generally Accepted Accounting Principles (GAAP). In particular, the Act requires Fannie Mae to
“submit [to OFHEO] annual and quarterly reports of condition and operations of the corporation which (sic) shall be
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Mae to submit reports in whatever form the Director may request.”* The disclosure regulations
of OFHEO require each Enterprise to prepare disclosures relating to its financial conditions,
results of operation, business developments, and managements’ expectations that include
supporting financial information and certifications.”

A lack of appropriate oversight, whether in the form of inadequate board oversight of
management, management's lax oversight of employees (including providing inadequate
resources), or failing to seek to determine weaknesses, and the lack of appropriate disclosure,
whether through disclosure to the board of directors, disclosure to OFHEOQO, or disclosure to the
public, are key areas where the actions of the officers and directors of an Enterprise may be
deemed unsafe or unsound.

Other Standards Considered by OFHEO

OFHEO considers other standards beyond the Safety and Soundness Act, the Charter Act and
OFHEO regulations and guidance in evaluating the safety and soundness of Fannie Mae and
Freddie Mac. First, OFHEO considers the compliance of an Enterprise and its directors, officers,
and employees with that Enterprise’s stated corporate policies and goals, usually reflected in a
code of conduct, in internal manuals for procedures or controls, or in other documents that set
forth expectations of the board or senior management for operations and employee conduct.
Second, OFHEO regards compliance with other laws that are applicable to the Enterprises as a
measure of safe and sound operations; failure to comply with those laws reflects an inherent
weakness in Enterprise policies and practices. Third, OFHEO considers conformance with
guidance standards such as pronouncements of the Financial Accounting Standards Board
(FASB) or Generally Accepted Accounting Principles as significant indicia of safe and sound
operations. Finally, OFHEO regards failures to comply with requirements of the New York
Stock Exchange or other self-regulatory organizations of which an Enterprise is a member as
indicia of unsafe and unsound operations or conduct.

Support for OFHEO Standards Provided by Federal Banking Law

The Federal bank regulatory agencies*® have operated under a mandate to examine institutions,
to enforce safety and soundness at the institutions whose affairs they supervise, and to identify

in such form, contain such information, and be submitted on such dates as the Director shall require.” 12 U.S.C. §
1723a(k)(1). Specifically, each annual report shall include:

12 U.S.C. § 1723a(k)(2)(A) — financial statements prepared in accordance with generally accepted accounting
principles..., and 12 U.S.C. § 1723a(k)(2)(C) — an assessment signed by the CEO and CFO (or chief accountant) of
(i) the effectiveness of the internal control structure and procedures of the corporation, and (ii) the compliance of the
corporation with designated safety and soundness laws.

Each report also is to contain a declaration by the President, vice president, treasurer, or any other officer designated
by the Board of Directors that the report is true and correct to the best of such officer’s knowledge and belief. 12
U.S.C. § 1723a(k)(4).

# 12 US.C. §§ 4513, 4514.

» 12 C.F.R. Part 1730.

6 The Federal bank regulatory agencies are the Federal Deposit Insurance Corporation, the Board of Governors of
the Federal Reserve System, the Comptroller of the Currency, and the Office of Thrift Supervision (and before the
creation of the Office of Thrift Supervision, its predecessor agency the Federal Home Loan Bank Board), 12 U.S.C.

§1813(q).
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and eliminate practices that are antithetical to safety and soundness: unsafe or unsound practices
in conducting an institution's business (or, in the particular context of the regulation of banks,
“unsafe or unsound banking practices”).”’” As a result, an elaborate literature, including agency
supervisory and enforcement documents and case law, has illuminated the concept of “unsafe or
unsound practice,” especially since 1966 when the Federal bank regulatory agencies were given
the power to issue cease and desist orders upon findings that a regulated entity had engaged in
unsafe or unsound practices in conducting its business.”® That and related concepts and their
implications are understood by common usage within the bank regulatory community, the
banking industry, and the federal judiciary.

The Congress employed the same terminology in the Federal Housing Enterprises
Financial Safety and Soundness Act of 1992, which established OFHEO. Accordingly, the
regulatory pronouncements of the Federal banking agencies and related judicial decisions
provide reliable guidance for determining the types of unsafe and unsound conduct subject to
OFHEO review and action.

Definition of “Unsafe and Unsound Practice”

The federal courts accept as authoritative the definition of “unsafe or unsound practice” offered
to the Congress in a 1966 memorandum from the chairman of the Federal Home Loan Bank
Board, one of the Federal bank regulatory agencies that would be granted cease and desist
authority through the legislation that was then being considered. As one United States court of
appeals has stated:

The authoritative definition of an unsafe or unsound practice, adopted in both
Houses, was a memorandum submitted by John Horne, then chairman of the
[Federal Home Loan] Bank Board. See 112 Cong. Rec. 24984 (1966) (remarks of
Rep. Patman) (Horne memorandum authoritative in House); id. at 26474 (remarks
of Sen. Robertson) (Horne memorandum included in record in Senate). Chairman
Horne defined the provision in the following way:

Generally speaking, an “unsafe or unsound practice” embraces any
action, or lack of action, which is contrary to generally accepted
standards of prudent operation, the possible consequences of which, if
continued, would be abnormal risk or loss or damage to an institution, its
shareholders, or the agencies administering the insurance funds. 112
Cong. Rec. 24984 (1966).%

77 See generally 12 U.S.C. § 1818.

2 Holzman, Thomas L., “Unsafe or Unsound Practices: Is the Current Judicial Interpretation of the Term Unsafe
or Unsound?” 19 Ann. Rev. Banking L. 425.

¥ Gulf Federal Savings and Loan Association v. Federal Home Loan Bank Board, 651 F.2d 259, 264 (1981).
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Several other federal courts have also concluded that the so-called “Horne Memorandum”
provides the appropriate definition of the term “unsafe or unsound practice.”*® The principles of
that memorandum are accepted by the Federal bank regulatory agencies.”'

In meeting the responsibilities of a safety and soundness regulator, a regulatory agency
must commit over time to the progressive development of the standards of financial and
operational soundness that will constitute prudent business operation. Regulators do not evaluate
the institutions they supervise solely as to whether they have avoided any particular static
“laundry list” of specified practices. Safety and soundness regulators are charged with
addressing evolving and rapidly changing forms of unsound behavior.*> This “expansive” and
evolving view was noted as follows:

The phrase “unsafe or unsound banking practice” is widely used in the regulatory
statutes and in case law, and one of the purposes of the banking acts is clearly o
commit the progressive definition and eradication of such practices to the
expertise of the appropriate regulatory agencies.”>

The concepts of “safety and soundness” and “unsafe or unsound” permit regulatory
authorities the latitude to identify the practices whose elimination will preserve the financial
integrity of the members of the industry they are bound to protect,*® inferring them if necessary
from the conditions they discover on inspection of the institution, and through prompt and
early intervention to permit the public to retain confidence in their financial soundness.”® As
stated by Senator Wallace Bennett of Utah during hearings on the proposed Financial Institutions
Supervisory Act of 1966, whose enactment was a crucial enabler of safety and soundness
regulation of the banking industry:

We are trying to add flexibility to the powers of the supervisory agency and it is
much easier to add that in general terms and trust to the judgment of those
supervisors than it is to try and write the laws of the Medes and Persians by which
you have a very rigid basis for judgment.’’

3 Eg., De la Fuente v. FDIC, 332 F.3d 1208, 1222 (9th Cir. 2003); Seidman v. Office of Thrift Supervision, 37
F.3d 911, 927 (3d Cir. 1994); Northwest National Bank v. Department of the Treasury, 917 F.2d 1111, 1115 (8th
Cir. 1990); First National Bank of Eden v. Department of the Treasury, 568 F.2d 610, 611 n.2 (8th Cir. 1978).
3! E.g., Federal Deposit Insurance Corporation,Risk Management Manual of Examination Policies, at 15.1-3 “an
unsafe or unsound practice embraces any action, or lack of action, which is contrary to generally accepted standards
of prudent operation, the possible consequences of which, if continued, would result in abnormal risk of loss or
damage to an institution, its shareholders, or the insurance fund administered by the FDIC”.
32 Seidman, 37 F.3d at 927.
zi Groos National Bank v. Comptroller of the Currency, 573 F.2d 889, 897 (5th Cir. 1978) (emphasis added).

Id.
iz Northwest National Bank, 917 F.2d at 1115.

1d.
37 Financial Institutions Supervisory Act of 1966: Hearings on S. 3158 Before a Subcommittee of the Senate
Committee on Banking and Currency, 89th Cong., 2d Sess., at 125 (1966).
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Specific Practices Deemed to be Unsafe and Unsound

Courts have found a variety of practices to constitute unsafe or unsound practices, including the
following that reinforce safety and soundness regulation by OFHEO:

e operating without adequate supervision by the board of directors and management;*®
e operating without an effective loan review system;™

e operating under management policies that were detrimental to the institution;*

o failing to disclose relevant information to a government investigator;*'

e hindering a supervisory investigation, or attempting to do so;**

o failing to keep accurate records;*

o falsifying bank records;** and

e obligating one’s institution to transactions that might be illegal.*

The Federal Deposit Insurance Corporation (FDIC) has emphasized that “unsafe or

unsound practices” can result from either action or lack of action by management.** The FDIC
has listed the following failures to act as examples of being “unsafe or unsound”:*’

e failure to provide adequate supervision and direction over the officers of the bank
to prevent unsafe or unsound practices, and violation(s) of laws, rules and
regulations;

o failure to post the general ledger promptly;

o failure to keep accurate books and records;

e failure to account properly for transactions;

failure to enforce programs for the repayment of loans; and

38
39
40
41
42
43
44
45
46
47

Northwest National Bank, 917 F.2d at 1113; Bank of Dixie v. FDIC, 766 F.2d 175, 176 (5th Cir. 1985).
Northwest National Bank, 917 F.2d at 1113.

Bank of Dixie, supra note 766 F.2d at 176.

De la Fuente, 332 F.3d at 1224.

Seidman, 37 F.3d at 937-38.

De la Fuente, 332 F.3d at 1224.

Candelaria v. FDIC, No. 97-9515, 134 F. 3d 382, 1998 WL 43167 (10™ Cir.)

Seidman, 37 F.3d at 928.

See Federal Deposit Insurance Corporation, Risk Management Manual of Examination Policies, at 15.1-3.
1d.
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e failure to obtain or maintain on premises evidence of priority of liens on loans
secured by real estate.

The FDIC has listed the following actions as examples of being “unsafe or unsound”: **

e operating with an inadequate level of capital for the kind and quality of assets
held;

e engaging in hazardous lending and lax collection practices which include, but are
not limited to, extending credit which is inadequately secured; extending credit
without first obtaining complete and current financial information; extending
credit in the form of overdrafts without adequate controls; and extending credit
with inadequate diversification of risk;

e operating without adequate liquidity, in the light of the bank’s asset and liability
mix;

e operating without adequate internal controls including failing to segregate duties
of personnel;

e engaging in speculative or hazardous investment policies; and

e paying excessive dividends in relation to the bank’s capital position, earnings
capacity and asset quality.

The FDIC lists the following conditions as examples of being “unsafe or unsound”:*’
¢ maintenance of unduly low net interest margins;
e cexcessive overhead expenses;
e cxcessive volume of loans subject to adverse classification;
e excessive net loan losses;
e excessive volume of overdue loans;
e cxcessive volume of nonearning assets; and

e cxcessive large liability dependence.

% Id. at 15.1-4.
Y Id. at 15.1-4.
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Conclusion

OFHEO has broad authorities to prescribe safety and soundness standards, conduct
examinations, and enforce compliance with its standards. The agency has adopted regulations,
guidances, and examination documents that provide Fannie Mae and Freddie Mac with standards
of prudent business operation. Contravention of any of those standards establishes a sufficient
basis to conclude that the safety and soundness of an Enterprise may be at risk.

OFHEO has both explicit and express duties and obligations under its statute—to
examine Fannie Mae and Freddie Mac, to review executive compensation, to set capital
standards—as well as the general direction of the Congress to oversee safe and sound operations
of the Enterprises. The latter standard requires OFHEO to review, under changing business
conditions and changing regulatory concerns and directives, the conduct of the Enterprises
subject to its supervision. That is well established law and sets the nature of OFHEQO’s inquiry
and the tool by which it measures conduct—to review conduct for the harm it may or does create
in line with express, defined matters as well as generally under the goal of seeing safe and sound
operating conditions set forth by the Congress.
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IV. CORPORATE CULTURE AND TONE AT THE TOP

During the period covered by this report, the corporate culture' of Fannie Mae encouraged a
perception of the Enterprise as a low-risk financial institution that was so well managed that it
could hit announced profit targets on the nose every year, regardless of the state of the economy,
and that compensated its senior executives appropriately for its extraordinary performance. The
highest levels of senior management” wanted Fannie Mae to be viewed as “one of the lowest risk
financial institutions in the world™ and as “best in class” in terms of risk management, financial
reporting, corporate governance, and internal control. Chairman and Chief Executive Officer
(CEO) Franklin Raines, Chief Financial Officer (CFO) Timothy Howard, and other members of
the inner circle of senior Enterprise executives sought to convey that image to the public,
employees, the Board of Directors, and investors. Fannie Mae’s annual reports for 1998 and
1999 each stated:

Fannie Mae’s record of steady earnings growth reflects our disciplined and
proven management of our business ....*

In the 2000 Annual Report Mr. Raines stated:

Indeed, our 14 years of steady earnings growth demonstrates that Fannie Mae
defies the conventional wisdom that financial company earnings are always
sensitive to changes in the economy or interest rates. Fannie Mae's management
of credit and interest rate risk contributes stability to the global financial system.’

The 2001 Annual Report told investors that Fannie Mae had “been able to deliver double-digit
growth in operating earnings per common share (EPS), year after year, through all types of
economic and financial market environments for the last 15 years.” That report also stated that
the Enterprise had been called the “‘new global model’ for financial institution safety,
soundness, transparency, and market discipline.”

This report demonstrates that the image of Fannie Mae communicated by Mr. Raines and
his inner circle and promoted by the Enterprise’s corporate culture was false. The report also

' “Organizational culture refers to the basic values, norms, beliefs, and practices that characterize the functioning

of a particular institution. At the most basic level, organizational culture defines the assumptions that employees
make as they carry out their work; it defines ‘the way we do things here.” An organization’s culture is a powerful
force that persists through reorganizations and the departure of key personnel.” Columbia Accident Investigation
Board Report, National Aeronautics and Space Administration, v.1, August 26, 2003, p. 101.

? Consistent with Fannie Mae’s annual reports, this report defines the senior management of the Enterprise as the
Chairman and Chief Executive Officer, the Chief Operating Officer, the Chief Financial Officer, executive vice
presidents, and senior vice presidents (SVPs). See, for example, Fannie Mae 2002 Annual Report, 128-129. During
the period covered by the report, Fannie Mae senior management consisted of approximately 40 to 50 individuals.

> Remarks Prepared for Delivery by Timothy Howard, Vice Chairman and CFO, Fannie Mae, Merrill Lynch
Banking and Financial Services Conference, New York, NY, November 19, 2003, p. 11: “Being recognized as one
of the lowest risk financial institutions in the world ... is a distinction that meeting our publicly disclosed [financial]
discipline objectives should allow us to sustain.”

Fannie Mae 1998 Annual Report, Fannie Mae 1999 Annual Report.

Fannie Mae 2000 Annual Report, p. 4.

Fannie Mae 200/ Annual Report, pp. 7, 9.

5
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describes how senior executives worked strenuously to hide Fannie Mae’s operational
deficiencies, significant risk exposures, and improper earnings management to smooth earnings
from outside observers—the Board of Directors, its external auditor, OFHEO, the Congress, and
the public.

The illusory nature of Fannie Mae’s public image and senior management’s efforts at
concealment were the two essential features of the Enterprise’s corporate culture. Those
features, which were both supported by repeated improper manipulation of earnings, are a major
theme of this report. The remainder of this chapter reviews the emergence of Fannie Mae’s
corporate culture, improper earnings management under Franklin Raines, the business strategy
senior management developed to meet earnings targets, how senior executives defended Fannie
Mae’s image, and the inappropriate “tone at the top” set by the Board of Directors and the
highest level of senior management.

The Development of Fannie Mae’s Corporate Culture

The corporate culture of Fannie Mae during the period covered by this report emerged in the late
1980s and early 1990s, when the Enterprise enjoyed extraordinary financial and political success
lasting until 2004. Senior management expected to be able to write the rules that applied to
Fannie Mae and to thwart efforts to regulate the Enterprise. Writing their own rules included
deciding when to comply with Generally Accepted Accounting Principles (GAAP), engaging in
and concealing earnings management, and failing to cooperate with and trying to interfere with
OFHEQ’s special examination.

A Financial and Political Powerhouse

From Fannie Mae’s conversion into a government-sponsored enterprise in 1968 through the
1970s, the Enterprise financed fixed-rate mortgages with short-term debt. Beginning in October
1979, large increases in interest rates raised Fannie Mae’s interest expense, and the Enterprise
lost money in four of the six years between 1980 and 1985. Fannie Mae began guaranteeing
mortgage-backed securities (MBS) in 1981 and, after interest rates fell, became profitable again
in 1986. In 1987 the Enterprise doubled its EPS, starting a 17-year pattern that continued
through 2003. Through the early 1990s, Fannie Mae sustained rapid profit growth primarily by
expanding the share of conventional single-family mortgage debt outstanding in the U.S.
financed with its guaranteed MBS.

Fannie Mae’s financial success gave senior management steadily increasing amounts of
money to use in efforts to influence the regulatory and legislative processes. Over the years the
Enterprise compiled a remarkable track record of achieving its political objectives. As COO
Daniel Mudd remarked in a memorandum to CEO Franklin Raines in November 2004, “[t]he old
political reality was that we always won, we took no prisoners, and we faced little organized
political opposition.”’

7 Memorandum from Chief Operating Officer Daniel Mudd to Chairman and Chief Executive Officer Franklin
Raines, November 16, 2004, FMSE-E_M 0039511-0039517 at 0039512.
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A key political victory for Fannie Mae senior management was the inclusion in the
Federal Housing Enterprises Financial Safety and Soundness Act of 1992 (“the 1992 Act”) of
provisions that weakened OFHEO’s authorities and subjected the agency to the appropriations
process. Those provisions helped Fannie Mae and Freddie Mac grow their retained mortgage
portfolios without impediment beginning in 1993. Fannie Mae needed portfolio growth in order
to sustain double-digit EPS growth in the 1990s, since the mortgage market as a whole was
growing much more slowly than it had in the 1980s. Slower growth in that market limited the
ability of the Enterprises to expand its outstanding MBS—and the associated guarantee fee
income—at the previous torrid pace.

Fannie Mae senior management also skillfully promoted an image of the Enterprise as a
private firm whose corporate objectives were essentially identical to the federal government’s
public policy objectives. The message was: what is good for Fannie Mae is good for housing
and the nation. Senior executives used that image and their political influence to try to ensure
that Fannie Mae operated under rules that differed from those that applied to other corporations.

The Effort to Deter Regulation

Although the 1992 Act, which created OFHEO, represented an important victory for Fannie
Mae, that statute did give the agency substantial authorities as a safety and soundness regulator.
The existence of a federal agency with the ability to regulate the Enterprise represented a direct
challenge to senior management. To deal with that challenge, Fannie Mae took the extreme
position that OFHEO simply had little authority over the Enterprise, while Fannie Mae’s
lobbyists worked to insure that agency was poorly funded and its budget remained subject to
approval in the annual appropriations process.” The goal of senior management was
straightforward: to force OFHEO to rely on the Enterprise for information and expertise to such
a degree that Fannie Mae would essentially regulate itself.

Soon after OFHEO opened its doors a pattern developed in which Fannie Mae’s Office of
General Counsel routinely alleged that the agency had no authority for whatever regulatory
action was proposed. The Enterprise maintained that OFHEO employees were acting
improperly, perhaps even criminally, in releasing information about Fannie Mae. Over the years
the Enterprise made allegations of impropriety against OFHEO employees publishing research’
and, more specifically, that OFHEO could not do so without Fannie Mae’s prior review.'® Those
objections were not limited to research but included many types of disclosures, including those
made to and at the request of the Congress. Most recently, the Enterprise objected to OFHEO

¥ Memorandum from William Maloni to Franklin Raines, January 26, 2000: “There are specific budget, spending
and CBO matters that I would ask [for]: keeping us out of his budget resolution...keeping OFHEO in the
appropriations process; and, possibly, having pressure applied to others [HUD?] through the appropriations
process.” GIR 0063590.

Letter of Anastastia Kelly, General Counsel of Fannie Mae, to Anne E. Dewey, OFHEO General Counsel,
February 12, 1997. “We are extremely concerned that OFHEO staff publicly discussed research based...on data and
information obtained in the course of OFHEQ’s supervisory and examination activities...We consider [this] to be a
serious breach of OFHEQ’s obligation to protect the confidential and proprietary information that Fannie Mae
provides OFHEO.”

10 etter of February 12, 1997, James A. Johnson to Aida Alvarez, Director of OFHEO: “I am troubled that OFHEO
would permit presentation of these papers without any prior discussion with us.”
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providing Congress with executive compensation information, suggesting that members of
Congress might face criminal sanctions if they made the information public.'' In another
context, an attorney in Fannie Mae’s Office of General Counsel recommended suing OFHEO
because it was seeking congressional action.'” Similarly, the Enterprise repeatedly objected to
OFHEO hiring outside consultants to assist it in conducting examinations and otherwise meeting
its responsibilities, on the theory they would be seeing confidential information. "

Over time, the strategy of opposing, circumscribing, and constraining OFHEO became a
firmly established corporate policy of Fannie Mae. When OFHEO showed a capacity for
independent initiative—by proposing regulations or taking other regulatory actions that the
Enterprise opposed—it would attempt to create conflict between OFHEO and other agencies.
For example, in 2001 an attorney with Wilmer Cutler Pickering Hale & Dorr (WilmerHale),
counsel to Fannie Mae throughout OFHEO’s special examination, posed the following question
to Fannie Mae Senior Vice President and General Counsel Ann Kappler regarding the agency’s
proposed risk based capital rule opposed by Fannie Mae:

Ann: Is there any chance the Sec. of HUD or the HUD GC would be prepared to
come to our aid? If so, and if we can convince them that there is a legal flaw in
the rule...they can kick the legal issue to Justice for resolution under Exec. Order
12, 146. The EO provides that Justice (OLC) is authorized to resolve interagency
legal disputes. Here, the dispute would be between OFHEO and HUD or between
OMB and HUD...."*

In 2004 Fannie Mae government relations staff and WilmerHale attorneys discussed a corporate
governance regulation proposed by OFHEO in a similar manner:

" “Fannie Paid $1M+ To 21 Execs in ‘02,” Dawn Kopecki and Jennifer Corbett Dooren, October 6, 2004, Dow
Jones Newswires: “Fannie Mae hired Ken Starr...to lobby lawmakers against releasing the data last fall. It said
lawmakers and staff who released the information would be subject to criminal prosecution.”; “Fannie Could Lose
Fight On Release Of Executive Pay Data,” Dawn Kopecki, January 30, 2004, Dow Jones Newswires: “Fannie Mae
(FNM) is trying to block the release of a report to be delivered to Congress on Monday detailing the salary and
benefits of its top 22 highest-paid employees. The company’s lobbyists had been able to successfully suppress the
data, which was initially disclosed late last year to the House Financial Services Committee, with threats of
‘criminal proceedings’ and House disciplinary action.”

12 E-mail Donald Remy to Ann Kappler, April 28, 2004 “I think it may be time to sue OFHEO. As a regulatory
executive agency, I don’t believe it appropriate for them to undertake legislative Congressional action...I suggest we
seriously explore an affirmative declaratory or injunctive action against OFHEO. Alternatively, we could wait until
their actual regulatory attempts and then stop it through lit. Also, this is one we could jointly pursue with Freddie.
Thoughts?” Kd0128886

" Those included a Fannie Mae objection to an OFHEO Request for Proposals that sought an executive
compensation consultant. “(We) thought it might be helpful for us to outline our view of the respective roles of
OFHEO and Fannie Mae’s Board of Director [sic] relating to executive compensation...We believe OFHEO should
determine whether Fannie Mae provides “excessive compensation” to its executive officers by reviewing the process
that the Board of Directors uses to set executive compensation and ensuring that compensation is established
pursuant to the process....” May 15, 1996, letter of Anastasia Kelly, General Counsel of Fannie Mae, to Anne E.
Dewey, OFHEO General Counsel.

4 E-mail of Randolph Moss, WilmerHale, to Ann Kappler, General Counsel of Fannie Mae, July 3, 2001.
KD0176994.
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Yesterday, Monica [Medina], Ted [Wartell] and I had a discussion with Russ
[Bruemmer, Wilmer Hale] about how to proceed on the OFHEO corporate
governance regs that will be issued shortly...Russ will have research done on the
following...1. “Joint Jurisdiction” issue- Is there legal authority that would
support an argument that the SEC (and stock exchanges) and not OFHEO should
be doing the rulemaking in this area? ...We should also have further conversations
with the SEC about overlap of jurisdiction. They might be more interested in
approaching OFHEO or OMB about this orally rather than in writing. "

Efforts to generate interagency conflict involved Fannie Mae’s most senior executive
officers. An e-mail sent by Ms. Kappler in 2004 described actions by Chairman and CEO
Franklin Raines:

Frank [Raines] wants to put a call into [the SEC] to request a meeting on juris.
I’'m working on talking points so he can place the call today.'®

An e-mail sent in 2003 recounted similar actions by Mr. Raines’ subsequent replacement, Daniel
Mudd:

I spoke to [a Treasury Department official], he had agreed to talk to [the SEC] on
“what to do if OFHEO was not falling in line” already ([another Treasury official]
had already bent his ear about OFHEO obstructionism) ... promised me he’d
check in to see where things were and would call [the SEC] when needed.'’

The direct impact on Mr. Raines, who opposed OFHEO’s proposal to require Fannie Mae to
separate his dual positions of Chairman and CEO, resulted in particular attention to using the
technique to oppose the proposed OFHEO corporate governance regulation.'®

With the initiation of OFHEO’s special examination of Fannie Mae, the effort to
undermine that examination by generating jurisdictional opposition from the SEC went into high
gear. An example is an e-mail from Ann Kappler to Catherine Smith quoting Gregory Baer of
WilmerHale referencing talking points for Mr. Raines for a call to the SEC:

-- ...We do not believe that OFHEO has authority to opine on GAAP, or to order
us to restate our financial statements. We would like to reach an understanding
with the Commission on this matter. Obviously, all other regulatory agencies have

15 E-mail from Judith Dunn to Ann Kappler, et al., March 31, 2004, KD0126546.

E-mail from Ann Kappler to Leanne Spencer, April 20, 2004, KDO 128638.

E-mail from Daniel Mudd to Thomas Donilon, January 13, 2003, FNMA SE 702532.

E-mail from Thomas Donilon to Ann Kappler, February 19, 2004:
Ann—(i) do you have any sense of the basis on which the agency believes that it has the authority
to mandate practices in this area, hard to believe they have a safety and soundness rationale
There is a huge issue as to multiple enforcement regimes. We should speed up our work on the
interaction between bank regulators and the SEC ... When does Russ [Bruemmer, of
WilmerHale] think that we should go into OMB? ...Should we start working with the BRT [the
Business Roundtable], Chamber [the U.S. Chamber of Commerce], ABA [the American Bankers
Association] etc. now? Tom." KD0180594

© 2 o
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deferred to the staff on these issues. As you saw with the corporate governance
rule, though, this is an agency that sees its jurisdiction and competence as
limitless...

--Thus, we would like to begin a more adult process with FASB and OCA to vent
these issues. We are prepared to live with the consequences. We’re confident that
we got this right ...."

Fannie Mae’s resistance to OFHEQO’s regulatory efforts intensified after the agency
initiated its special examination of the Enterprise in 2003. Senior management made efforts to
interfere with the examination by encouraging and directing Fannie Mae’s lobbyists to use their
ties to a key Congressional staff member to 1) generate a Congressional request for the Inspector
General of the Department of Housing and Urban Development (HUD) to investigate OFHEQO’s
conduct of the special examination and 2) insert into an appropriations bill language that would
reduce the agency’s appropriations until Director Armando Falcon, who had initiated that
examination, was replaced. Chapter VIII describes those actions, which were unsafe and
unsound practices.

The decision by Fannie Mae senior management to register the Enterprise’s shares with
the SEC in 2002 marked a departure from its effort to deter regulation. Prior to registration the
Enterprise represented to the public that its disclosures met or exceeded the SEC’s requirements
of registrants. Actual registration, which entailed the legal commitment to abide by SEC
financial disclosure rules, had the potential to bolster the image of Fannie Mae as a “best-in-
class” financial institution. Mr. Mudd described what the change in regulatory status meant in
the November 2004 memorandum to Mr. Raines cited above:

We used to, by virtue of our peculiarity, be able to write, or have written, rules
that worked for us. We now operate in a world where we will have to be
‘normal’. The SEC is our standard for disclosure and our arbiter for the rules, not
our own proofreaders.*’

One month after Mr. Mudd wrote those words, the SEC agreed with OFHEO that Fannie Mae’s
implementation of FAS 91?' and FAS 133* did not comply with GAAP and directed the

Enterprise to restate its financial results.

Concealing Earnings Management Decisions

In the corporate culture of Fannie Mae, writing rules “that worked for us,” to use Mr. Mudd’s
phrase, included implementing accounting policies that did not comply with GAAP and taking

' E-mail from Gregory Baer to Jodie Kelley et al., April 20, 2004, KD0128646.

* Memorandum from Chief Operating Officer Daniel Mudd to Chairman and Chief Executive Officer Franklin
Raines, November 16, 2004, FMSE-E M 0039511-0039517 at 0039514.

2! Statement of Financial Accounting Standards (FAS) No. 91, Accounting for Nonrefundable Fees and Costs
Associated with Originating and Acquiring Loans and Initial Direct Costs of Leases.

22 Statement of Financial Accounting Standards (FAS) No. 133, Accounting for Derivative Instruments and
Hedging Activities.
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care to conceal such actions from executives and employees who might raise questions about
them. Those aspects of the culture predated Franklin Raines’ tenure as the Enterprise’s CEO.

For example, on November 30, 1998, SVP and Controller Leanne Spencer and Director
for Financial Reporting Janet Pennewell sent a memorandum to President and COO Lawrence
Small that commented on his planned remarks for an upcoming officers meeting. Those
comments implied that a decision had been made to implement an accounting change for Low-
Income Housing Tax Credits in 1999, and indicated that care should be taken to prevent KPMG,
Fannie Mae’s outside auditor, from learning about that decision, since KPMG might conclude
that the change was improper.

... Nothing you state is incorrect. However, we would like to soften it a little.
Technically if you ‘know’ about a [sic] accounting change you are supposed to
book it. We haven’t informed KPMG that we intend to implement this [referring
to the accounting change for the Low-Income Housing Tax Credits*] next year
and our preference would be to not to talk to them about it prior to year-end 1998
so they don’t say ‘book it’ at year-end. We’ve limited discussion of this to the
inner circle, so wouldn’t want to broadcast it to the officer group.”*

The inner circle wanted to limit dissemination of information about those decisions to
prevent them from being scrutinized or challenged by KPMG or other Fannie Mae executives or
employees. Mr. Raines was likely aware of the decisions, as he was Fannie Mae’s Chairman and
Chief Executive Officer-Designate at the time.

Improper Earnings Management under Franklin Raines

Franklin Raines became Chairman of the Board and Chief Executive Officer-designate of Fannie
Mae in May 1998 and Chairman of the Board and Chief Executive Officer (CEO) in January
1999. Mr. Raines, who had been the Enterprise’s Vice Chairman from 1991 to 1996, understood
fully the Enterprise’s economic and political power and its corporate culture. In May 1999 he
committed to double Fannie Mae’s EPS in five years. Later that year he sponsored a new,
company-wide addition to the Enterprise’s compensation program. That addition created strong
incentives to achieve the EPS growth goal by providing substantial financial rewards to senior
executives if the goal was achieved.

The strategy that Fannie Mae senior management developed to achieve that goal took
advantage of improper accounting policies and employed earnings management to hit announced
EPS targets precisely each quarter. Mr. Raines, Chief Financial Officer (CFO) Timothy Howard,
and the other members of the inner circle of senior executives constructed an image of the
Enterprise as a very low risk company that was “best in class” in order to carry out that strategy.
Senior management engaged in a variety of efforts to maintain that image in order to conceal the

2 As discussed in Chapter VI, when faced with the audit adjustment related to purchase premium and discount
amortization, Mr. Raines, Mr. Howard, and Ms. Spencer decided to accelerate that accounting change.

2% November 30, 1998 memorandum from Leanne Spencer and Janet Pennewell, with attachment. FM SRC OFHEO
1398917 — 19.
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improper earnings management and other unsafe and unsound practices in which Fannie Mae
engaged.

Manipulation of 1998 Earnings

Shortly after Mr. Raines became CEO in early 1999, before he committed to double EPS by
2003, he made decisions that started to set the inappropriate tone at the top that permeated
Fannie Mae throughout his chairmanship. The Enterprise fell just short of the upper end of its
EPS target range in 1997, by enough to affect the compensation of its most senior executives.
Projections of the financial results for 1998, as yet unreported, showed a larger shortfall.
Anticipating such a result in the summer of 1998, Lawrence Small, Chief Operating Officer and
President, had written Mr. Raines to inform him of Mr. Small’s concern that Fannie Mae’s
“piggy bank” and various “magic bullets” could not make up the shortfall and that there would
be muzcsh discontent among the senior management if they did not receive maximum bonuses
again.

Mr. Raines was determined not to let that happen, and he closely monitored the situation.
He was seemingly thwarted when interest rates fell and prepayments increased in the latter half
of 1998, causing unanticipated amortization costs of $440 million. Recording that figure would
have caused Fannie Mae’s EPS to fall below the minimum of its target range, which would have
meant no bonuses for Fannie Mae’s senior officials.

After the year had ended but before the books were closed, Fannie Mae’s Controller had
three alternate studies prepared of how Fannie Mae could nonetheless meet its maximum EPS
goals. Those “alternatives” were then presented to Fannie Mae’s most senior management in an
“earnings alternative” meeting chaired by Mr. Raines. All three alternatives would have resulted
in Fannie Mae meeting its maximum EPS target. The alternative chosen included an
amortization adjustment of $240 million, only part of the $440 million required by GAAP.

When challenged by Fannie Mae’s external auditors, the Enterprise was unable to present
any analysis that supported the lower adjustment. Nonetheless, it ignored the external auditors’
expressed view that the full amount of the disparity should be booked.

That refusal to charge the full amount of the calculated FAS 91 adjustment did not get
Mr. Raines all the way to where he wanted to go, since Fannie Mae was still well below the
upper end of its EPS target range of $3.23, which was necessary to trigger maximum executive
bonuses. At the same meeting of senior management, however, an adjustment of nearly $109
million, after taxes, related to Low Income Housing Tax Credits (LIHTC) was authorized.
Fannie Mae had been planning to make that adjustment in 1999, but senior management

» Memorandum from Lawrence Small to Franklin Raines regarding “Fall Financial Planning,” August 10, 1998,
FMSE-IR 00331264, FM SRC OFHEO 00310414.

For 1998, I’m reasonably confident there’s enough in the “non-recurring earnings piggy bank” to

get us to $3.21. While that number should satisfy investors, you should be aware that last year the

AIP paid out just short of the maximum This year, the maximum is $3.23, so at $3.21, the bonus

pool will be noticeably lower than in 1997, a fact which will, of course, be rapidly observed by

officers and directors come January.
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accelerated booking the adjustment to 1998. Still short, Fannie Mae made a last-minute
adjustment from a cookie-jar account that enabled it to hit the top of the EPS target range.

Thus, from the very beginning of Mr. Raines’ tenure as CEO, his goal was clear: EPS
results mattered, not how they were achieved. In the following years, time and time again,
Fannie Mae employed adjustments that enabled it to meet its EPS targets, whether on a quarterly
basis to meet analysts’ expectations or on an annual basis to meet compensation targets.

The Commitment to Double Earnings per Share

In 1999, Mr. Raines committed to double Fannie Mae’s EPS within five years, from $3.23 in
1998 to $6.46 in 2003. The Enterprise’s three previous annual reports had highlighted EPS as a
measure of profit growth. The 1996 annual report had compared the growth and volatility of
Fannie Mae’s EPS to those of ten other companies listed on the New York Stock Exchange
“whose stock is held most often by our largest investors.” That report had noted that Fannie
Mae’s “steady and predictable EPS growth stands out in the group.”® The 1997 annual report
had noted that the Enterprise had achieved double-digit growth in operating EPS for 11 straight
years.”” The 1998 annual report had noted the achievement of that milestone for a 12 straight

28
year.

To give executives and other employees a strong incentive to double EPS to $6.46 by
year-end 2003, in November 1999 Fannie Mae management recommended that the Board of
Directors approve a special stock option grant. The Board of Directors approved that
recommendation, which it viewed as an initiative of Mr. Raines. All full-time and part-time
employees subsequently received EPS Challenge Option Grants scheduled to vest in January
2004 if Fannie Mae doubled EPS by year-end 2003. Chapter V provides more information on
that initiative.

Fannie Mae measured earnings and EPS in two ways during the period covered by this
report. In 1998 through 2000, the Enterprise used the GAAP measure of EPS. In 2001 and
subsequent years, Fannie Mae used a non-GAAP measure that it called operating net income per
share (in 2001) or core business earnings per share (in 2002 through 2004).” The Enterprise
introduced the new measure in response to its implementation of FAS 133 in 2001. Senior
management believed that the period-to-period volatility in reported net income that resulted
from that accounting standard did not accurately reflect underlying risk or the actual economics
of Fannie Mae’s portfolio investment business. Senior management argued that investors could
use core business earnings to evaluate the Enterprise’s profitability in a way that treated
comparable hedging transactions in a similar manner. Not only did Fannie Mae encourage

Fannie Mae 1996 Annual Report, p. 9.
Fannie Mae 1997 Annual Report, p. 8.
Fannie Mae 1998 Annual Report, p. 17.

Fannie Mae described Core EPS in its 2003 10K as “... a non-GAAP measure developed by management in
conjunction with the adoption of FAS 133 to evaluate and assess the quality of Fannie Mae’s earnings from its
principal business activities on a consistent basis. Core business earnings is presented on a net of tax basis and
excludes changes in the time value of purchased options recorded under FAS 133 and includes purchase options
premiums amortized over the original estimated life of the option and any acceleration of expense related to options
extinguished prior to exercise.” Fannie Mae 2003 10-K, at p. 25.
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investors to evaluate its performance based on core EPS, it also based its bonus compensation
program on the achievement of core EPS targets. SEC Regulation G allows the use of a non-
GAAP reporting measure as long as the reporting entity follows prescribed disclosure rules.*

Effect of the Commitment on Fannie Mae’s Corporate Culture

Mr. Raines’ commitment and the related EPS Challenge Option Grants intensified the focus at
Fannie Mae on the achievement of EPS targets and reduced attention to other objectives. The
December 2001 job descriptions for Mr. Raines, Chief Operating Officer Daniel Mudd, CFO
Timothy Howard, and Vice Chairman Jamie Gorelick each listed EPS targets as the first
performance indicator for their positions. Achieving those targets preceded performance
indicators associated with other corporate goals and objectives, affordable housing, and safety
and soundness considerations.”’ As described in detail in Chapter V, executive officers—
especially Mr. Raines, Mr. Howard, Controller Leanne Spencer, and Vice President for Financial
Reporting Janet Pennewell—devoted an inordinate amount of time and effort to managing
reported financial performance, at the expense of other goals and objectives associated with
safety and soundness and internal control, so that Fannie Mae’s reported EPS would hit
announced targets.

That tone at the top permeated all levels of Fannie Mae, and $6.46, the EPS goal, became
the corporate mantra—everything else was secondary to hitting that target. Even Mr. Rajappa,
Senior Vice President for Operations Risk and Internal Audit, the corporate financial watch-dog,
fell under its spell. In 2000, after becoming the head of the Office of Auditing, Mr. Rajappa
gave a speech to the internal auditors that encapsulated the corporate culture of Fannie Mae
under Mr. Raines’ stewardship. Mr. Rajappa stated:

By now every one of you must have 6.46 branded in your brains. You must be
able to say it in your sleep, you must be able to recite it forwards and backwards,
you must have a raging fire in your belly that burns away all doubts, you must
live, breath and dream 6.46, you must be obsessed on 6.46. . . After all, thanks to
Frank, we all have a lot of money riding on it. . . .We must do this with a fiery
determination, not on some days, not on most days but day in and day out, give it
your best, not 50%, not 75%, not 100%, but 150%. Remember, Frank has given
us an opportunity to earn not just our salaries, benefits, raises, ESPP, but
substantially over and above if we make 6.46. So it is our moral obligation to
give well above our 100% and if we do this, we would have made tangible
contributions to Frank’s goals.”*>

% Regulation G requires public companies that disclose or release non-GAAP financial measures to include, in that
disclosure or release, a presentation of the most directly comparable GAAP financial measure and a reconciliation of
the disclosed non-GAAP financial measure to the most directly comparable GAAP financial measure. 17 CFR Parts
228,229, 244, and 249.

31 FMSE-EC 004985-4990. Fannie Mae Job Descriptions.

32 «Address to Audit Group on What We Can Do to Help Achieve $646 EPS,” Sampath Rajappa, FM SRC OFHEO
00249929-931. Bold emphasis added, underscore in the original.
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Starting from Desired Earnings Results and Working Backwards to Achieve Them

It is clear the corporate culture at Fannie Mae under Franklin Raines focused intensely on
attaining EPS goals. Without an element of impropriety, such goals are appropriate and are
typical goals for corporations. Improving shareholder value is one of the primary goals for any
board of directors, and increasing EPS is a recognized way to improve shareholder value. A
problem arises, however, when a goal becomes so dominant that an organization is driven to
achieve it at any cost and through any means necessary. That was what happened at Fannie Mae.

If Fannie Mae’s earnings exceeded amounts necessary to hit EPS targets, senior
management cast about for transactions of marginal business purpose that had the effect of
moving income from the immediate period, where it was not needed, to a future period, when it
might be needed to hit EPS targets and maximize bonuses. Indeed, as discussed in Chapter V,
excess earnings per share above those targets did not result in additional bonuses.

Additionally, in periods in which EPS targets were hit, adjustments were not made that
should have been made. For example, Fannie Mae refused to lower its Allowance for Loan
Losses even in the face of historical experience showing the Enterprise actually and consistently
recovered more monies than predicted on foreclosures. Faced with a clamor from his staff that
accounting standards required an adjustment, Mr. Howard, the Chief Financial Officer, writing in
a personnel evaluation, set everyone straight that the lack of earnings volatility trumped GAAP.
Mr. Howard complained of one of his subordinate’s failure to perceive Fannie Mae’s true
priorities. Mr. Howard noted that he was concerned about being able to “rely on [Janet
Pennewell’s] business judgment™’ because of how she had handled the purchase premium and
discount amortization and loss reserve policy issues.

The overriding goals of achieving stable growth in earnings and hitting EPS targets
encouraged the use of accounting practices that aimed at achieving EPS goals, rather than
practices that complied with GAAP. That was exemplified by an e-mail from CFO Timothy
Howard to Controller Leanne Spencer in which Mr. Howard state that he had discussed with Mr.
Raines the potential EPS for the third quarter of 2003. Mr. Howard noted that

[Mr. Raines had a] thought for the third quarter—which I think is a good one ... to
come in at an EPS number that would be a double-digit increase from the third
quarter of 2002 .... If that’s what we want to do, doing $400 million buyback
tomorrow would cause us to fall short of our objective .... So—we need a lower
cap. I’d be inclined to say $350.*

Ms Spencer sent a reply e-mail, noting, “I’m comfortable with $350. Let’s let that be the
cap.”” Although the email is discussing a $50 million adjustment, there is no discussion, nor
apparent concern, about what level of debt buybacks made economic sense for Fannie Mae. Mr.
Raines set an EPS target with the apparent understanding that Mr. Howard and Ms. Spencer

33 E-mail evaluation of Leanne Spencer from Tim Howard, December 9, 2000, FMSE-IR 028780.
3% Email from Leanne Spencer to Timothy Howard, September 24, 2003, FMSE-KD 029309.
¥ Id., at 029308.
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would achieve it through any means necessary. As Ms. Spencer noted in an email exchange with
Mr. Howard, “I’ve just learned over time that [Mr. Raines] always has an opinion.”>°

While debt buybacks offered powerful opportunities for adjusting earnings, stock
buybacks were very effective for fine-tuning EPS. In notes prepared for a November 1996 board
meeting, Mr. Howard explained how EPS, which by then had a direct impact on the bonus
amounts paid, could grow at a substantially greater rate than net income:

You’ll see that for the four year period we’re projecting average EPS growth of
nearly 12 percent—11.8% to be exact. Net income growth is a bit under 10%.
The difference between the 9.8% net income growth and the 11.8% EPS growth is
the assumed effect of the continuation of our stock buyback program.*’

Mr. Howard was not the only executive at Fannie Mae who understood the correlation
between the stock buybacks and EPS. In the 1997 Performance Assessment for Mr. Howard,
COO Lawrence Small encouraged Mr. Howard to “speed up the pace” of the stock buyback
program, but added a very specific parameter for the “pace”:

Obviously, we recognize that our buyback pace has to be calibrated to fit our
desired EPS growth rate, so don’t take the previous statement as anything more
than strong encouragement to stay focused on this important aspect of capital
management. 3%

Ms. Spencer also saw the connection between stock buybacks and EPS. In her Quarterly
Business Review talking points for the first quarter of 2000, under the heading “Double Income
Goal,” Ms. Spencer referred to a chart that summarized what each business segment would be
assigned to achieve the goal of doubling EPS by 2003. She noted, “[f]ortunately, each business
segment doesn’t need to quite double in order for us to meet our $6.46 goal, because of the
benefit of stock repurchases and other corporate actions. We are calling that amount our
‘contingency’ reserve.””’ Clearly, Ms. Spencer and other Fannie Mae senior executives viewed
stock repurchases as a type of contingency reserve to enable the Enterprise to hit its aggressive
EPS target of $6.46 by the end of 2003.

Aggressively Growing Fannie Mae While Promoting a False Image of the Enterprise

Franklin Raines’ commitment to double Fannie Mae’s EPS in five years presented a significant
financial challenge for senior management. To fulfill that commitment, the Enterprise would
have to increase EPS at an annual average rate of 14.9 percent over the five-year period. In the
preceding five years, 1993 through 1998, Fannie Mae’s reported EPS had risen at an average
annual rate of 11.5 percent.

Senior management developed a business strategy to fulfill Mr. Raines’ commitment.
That strategy involved aggressively expanding the Enterprise’s credit guarantee and portfolio

3¢ E-mail from Timothy Howard to Leanne Spencer, September 25, 2003, FMSE-KD 029310.
37 Notes for November Board meeting (11/19/96), FMSE-IR 00361756.

¥ SRC OFHEO 030314.

¥ FMSE SRC OFHEO 00266529.
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investment businesses. The strategy also involved promoting an image of Fannie Mae as one of
the lowest-risk financial institutions in the world, in order to maximize the financial benefits of
the Enterprise’s special relationship to the federal government. That image was false, since
Fannie Mae took a significant amount of interest rate risk in the portfolio investment business
and had serious operational deficiencies. The illusory nature of the image was vividly
demonstrated in 2002, when declining interest rates imposed large economic losses on Fannie
Mae.

The Business Strategy for Fulfilling the EPS Growth Commitment

Fannie Mae management believed that, to double EPS by 2003, the Enterprise would have to
achieve three business objectives. First, in the credit guarantee business Fannie Mae would have
to securitize a greater share of the single-family mortgage market, in part by penetrating the
subprime market and buying conventional loans that might otherwise be insured by the Federal
Housing Administration.*

Second, in the portfolio investment business management would have to increase rapidly
the size of Fannie Mae’s retained mortgage portfolio, while avoiding significant compression of
the portfolio’s net interest margin—the spread between the average interest rate earned on assets
and the average rate paid on liabilities. The portfolio investment business had generated the
majority of the Enterprise’s net income in 1998 (and continued to do so in subsequent years), so
that expanding that business offered the best prospect for growing earnings.*' For Fannie Mae to
grow rapidly without margin compression, the mortgage market would have to expand fast
enough to accommodate increased demand from the Enterprise without the market prices of
mortgages and MBSs being bid up (and their yields declining) significantly.

Third, senior management believed that it would have to achieve steady, rather than
irregular, EPS growth. CFO Timothy Howard presented the following argument for that
objective to the Board of Directors.** The Enterprise’s special relationship to the government
gives it unparalleled liquidity and low funding costs. To capitalize on those benefits and
maximize shareholder value, Fannie Mae “must be, and be perceived to be, a low-risk company.”
If the rate of growth of the Enterprise’s EPS deviates very little from year to year, investors
perceive Fannie Mae to be a low-risk firm and its common stock to be a very low-risk
investment. Mr. Howard showed the Board a chart comparing the volatility in the EPS of Fannie
Mae and a sample of other firms in the S&P 500 that were rated A+ or higher over a multi-year
period. That chart indicated that Fannie Mae had almost the lowest volatility of earnings, stated
in terms of standard deviation of EPS from trend, of all the companies in the sample, even lower
than Freddie Mac.

* FM SRC OFHEO 00142121.

*I' Fannie Mae 1998 Annual Report, p. 54.

2 Timothy Howard Presentation, “Corporate Risk Appetite,” to Fannie Mae Board of Directors Strategic Review
Committee, July 16, 2002, FMSE 017408-426; “Corporate Risk Management Objectives,” Presentation by CFO
Timothy Howard to the Fannie Mae Board of Directors, July 14-15, 2003, FMSE 017263.
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Problems with the Business Strategy

There were two problems with Mr. Howard’s argument for the importance of EPS growth
stability that should have troubled the Board. First, the argument ignored the fact that Fannie
Mae’s strategy for managing the retained mortgage portfolio involved taking a significant
amount of interest rate risk, as members of the Board should have been aware. Movements in
interest rates alter the rates at which borrowers prepay their mortgages and the durations of the
assets in Fannie Mae’s retained portfolio. How much changes in asset durations affect the
duration gap of that portfolio—a measure of the sensitivity of the net asset value of the portfolio
to further rate changes—depends on whether the Enterprise has purchased options on the liability
side of the balance sheet that match the prepayment options embedded in the mortgages.

During the period covered by this report, Fannie Mae’s strategy was to match between 50
and 60 percent of the optionality of its mortgage assets with comparable options on the liability
side.® At least some members of the Board should have been aware of the degree of options
mismatching practiced by Fannie Mae, and that the associated interest rate risk is a source of
earnings volatility that, if reflected properly in the financial reports, would make it difficult for
the Enterprise to maintain very stable EPS growth.

Second, accounting rules provided another source of earnings volatility for Fannie Mae
that may or may not be related to the returns on the Enterprise’s portfolio investment business.
The most significant of those rules, FAS 133, requires that a company mark its derivatives to
market, but not its liabilities or the assets the company holds to maturity. To the extent Fannie
Mae uses derivatives to hedge the risk of the held-for-investment portion of its retained mortgage
portfolio, and to the extent that the Enterprise does not elect hedge accounting or upon election
its hedges are ineffective, FAS 133 will produce asymmetrical accounting results that will cause
fluctuations in earnings that do not accurately reflect changes in the net asset value of that
portfolio. The Board should have recognized that FAS 133 was an additional source of earnings
volatility.

For those reasons, and as discussed in Chapter IX, the members of Fannie Mae’s Board
of Director should have recognized the inconsistency between reporting very stable EPS growth,
on the one hand, and taking significant interest rate risk and implementing FAS 133 properly, on
the other. If they had done so and inquired further, they might have discovered that Fannie Mae
was not implementing FAS 133 correctly and was routinely engaging in improper earnings
management in order to minimize volatility and hit its announced EPS target precisely in nearly
every quarter. The Board might have also discovered the serious weaknesses in the Enterprise’s
internal control system that facilitated improper accounting and earnings management, and
management’s practice of withholding information about those weaknesses from the Board, its
committees, and Fannie Mae’s outside auditor. Those discoveries would have led them to

# Remarks Prepared for Delivery by Timothy Howard, Vice Chairman and CFO, Fannie Mae, Merrill Lynch
Banking and Financial Services Conference, New York, NY, November 19, 2003, p. 12. During the early years and
at some other points of that period, the Enterprise matched even less.
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conclude that the image of Fannie Mae as a “‘best practices’ company” was a “fagade,” the term
used by Leslie Rahl, who joined the Board in February 2004, in a 2005 interview.*

A False Image

As those problems suggest, the image of Fannie Mae that CEO Franklin Raines, CFO Timothy
Howard, and other members of the inner circle of senior executives communicated during the
period covered by this report was false, for two reasons. First, Fannie Mae was not “one of the
lowest-risk financial institutions in the world” but was exposed to significant interest rate risk
and quite large operational and reputational risks. Second, the Enterprise was not “best in class”
in terms of financial reporting, corporate governance, and internal control, but had serious
weaknesses in all those areas.

Evidence of Significant Interest Rate Risk: Large Economic Losses Resulting from Rebalancing
Actions

The interest rate risk to which Fannie Mae was exposed during the period covered by this report
is illustrated by the Enterprise’s experience when interest rates declined dramatically in 2002 and
2003. Fannie Mae was not well prepared for the resulting surge in refinancings of fixed-rate
mortgages. The Enterprise had matched only a portion of the prepayment options held by
borrowers whose mortgages it held in portfolio (either as whole loans or MBS) with options in
its liability portfolio of debt and derivatives. When rates declined, Fannie Mae engaged in
rebalancing actions in order to keep its duration gap, and its interest rate risk exposure, from
increasing. Those rebalancing actions took the form of paying substantial sums to cancel pay-
fixed swaps that had imbedded losses.

The economic losses associated with those rebalancing actions were not reflected in
Fannie Mae’s core business earnings in the periods in which they were realized. Even if the
Enterprise had implemented FAS 133 correctly and the derivatives it used for hedging had
qualified for hedge treatment and been judged to be fully effective, its GAAP earnings would not
have fully reflected those losses. The reason is that GAAP, even after the implementation of
FAS 133, is not based solely on fair values and, therefore, does not provide a useful basis for
gauging Fannie Mae’s economic profit or loss on its portfolio investment business. The change
in the Enterprise’s after-tax net asset value, a measure of the difference between the fair value of
assets and liabilities reported in its annual reports, provides a starting point for measuring that
profit or loss. Thus, the decline in Fannie Mae’s net asset value in 2002 reported in the
Enterprise’s annual report for that year provides useful information about the losses associated
with the rebalancing actions in which the Enterprise engaged, and the return on the portfolio
investment business, during the year.*’

Additional information about how interest rate movements affected Fannie Mae’s net
asset value over the period covered by this report is provided by a statement in March 2005 by
Executive Vice President Peter Niculescu in a “Portfolio Overview” presentation he gave to the

* Memorandum from Sarah M. Epstein, September 15, 2005, on Interview with Leslie Rahl, February 15, 2006, 13.
FM SRC OFHEO 01563414-46 at 26.
* Fannie Mae 2002 Annual Report, p. 119.
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Enterprise’s Board of Directors. That presentation states that Fannie Mae’s “[accumulated]
accounting income was $12 billion more than accumulated economic return before [the]
restatement.”*® The magnitude of those losses, although not large enough to threaten the safety
and soundness of Fannie Mae, provides evidence that the Enterprise’s interest rate risk exposure
during the period was significant and is inconsistent with the image of Fannie Mae as a very low-
risk institution promoted by senior management.

Efforts by Senior Management to Defend Fannie Mae’s Image

To promote and maintain the image of Fannie Mae as low-risk and “best in class,” senior
executives hid or denied information about their improper earnings management practices and
about the Enterprise’s operational weaknesses and risk exposures. This section provides a
number of examples of those efforts, which reflected the premium that Fannie Mae’s corporate
culture placed on maintaining that image.

Ignoring Warnings about Improper Earnings Management

On September 28, 1998, and on November 16, 1998, SEC Chairman Arthur Levitt gave speeches
to the financial community in which he strongly criticized earnings management practices. Both
speeches received wide press coverage.!” The very practices that Mr. Levitt criticized were
already part of Fannie Mae’s strategic direction and would soon be reinforced by Mr. Raines’
1999 challenge to employees to double earnings per share by year-end 2003.

In October, 1998 KPMG Partners Joe Boyle, Ken Russell, and Julie Theobald met with
Vincent Mai, Fannie Mae Audit Committee Chairman, to discuss earnings management issues
“which the SEC has been focusing on recently.” They “explained that the SEC has been very
vocal about certain financial reporting matters, primarily, that pubic companies are managing
their earnings to meet market expectations.”*® Subsequent to that meeting, on November 17,
1998, KPMG briefed the Audit Committee on the SEC’s concerns. Chairman Levitt’s comments
about companies focusing on short-term analyst earnings estimates rather than long-term
shareholder value should have raised red flags for management and the Board, and led to serious
soul-searching about exactly how Fannie Mae met its earnings estimates unfailingly, quarter
after quarter, year after year, to the penny.

There is little evidence that the Board of Directors showed any concern or took any
action in response to either the speeches of the SEC Chairman or the KPMG warnings.
Members seemed to think the earnings management issue did not relate to Fannie Mae. They
accepted the representations of executives that Fannie Mae was simply the best at doing what it
did, and that extraordinary success was to be expected.

# “portfolio Overview”, presentation by Peter Niculescu to Fannie Mae Board of Directors, March 29, 2005, page
11 (FMSE 515736)

#7 Remarks by Chairman Arthur Levitt Securities and Exchange Commission, The “Numbers Game,” NYU Center
for Law and Business, New York, N.Y. September 28, 1998. Remarks by Chairman Arthur Levitt Securities and
Exchange Commission “A Financial Partnership”, The Financial Executives Institute, New York, N.Y. November
16, 1998.

8 Memorandum to File re: Discussions with Vincent Mae, October 1998. KPMG-OFHEO 389986.

48



CHAPTER IV. CORPORATE CULTURE AND TONE AT THE TOP

Neither Freddie Mac’s announcement in January 2003 that it expected to restate upward
its financial results for 2002, 2001, and possibly 2000,49 Freddie Mac’s statement in March of
that year that the restatements would result in material increases in both the level and volatility of
earnings reported in prior periods,’® nor the July 2003 release of the Baker Botts Report detailing
Freddie Mac’s numerous accounting violations®' appear to have had much of an impact on
Fannie Mae’s Board and senior management. They failed to discover that Fannie Mae had
engaged in similar abuses that are discussed in Chapter VI—for example, in its accounting for
the amortization of premiums and discounts and in setting its allowance for loan losses in order
to minimize reported earnings volatility. As described in Chapter IX, Fannie Mae’s Board of
Directors accepted management’s assertions that the accounting and financial reporting abuses at
Freddie Mac did not apply to Fannie Mae, and did not question management about the
Enterprise’s own accounting policies. The current Chairman of the Board of Directors, Stephen
Ashley, and the Chairman of the Audit Committee, Thomas Gerrity, stated that they read only
the executive summary of the Baker Botts report.”” That failure to understand thoroughly the
implications of information so clearly pertinent to Fannie Mae exemplified a corporate culture
and tone at the top that denigrated all information that ran counter to the image of the Enterprise
promoted by senior management.

Ignoring Allegations of Improper Accounting

As discussed in detail in OFHEQ’s 2004 Report of Findings to Date of the Special Examination
of Fannie Mae and in subsequent chapters of this report, Fannie Mae senior management failed
to investigate serious allegations of improper accounting made by Roger Barnes, who was a
manager in the Controller’s Department, preferring to view him as merely a disgruntled
employee. Mr. Barnes was ostracized by his superiors and eventually entered into a separation
agreement. Fannie Mae settled with Barnes over his claims of discrimination but failed to
thoroughly investigate his charges of accounting irregularities. The failure to thoroughly
investigate such allegations is an example of a culture in which senior executives denied the
existence of information that challenged their false image of the Enterprise.

Denying that Debt Repurchases Were Undertaken to Manage Earnings

As discussed in Chapter VI, on occasions when senior management wanted to avoid recording
earnings above the amount needed to achieve maximum bonus payouts, Fannie Mae repurchased
debt and represented the repurchases primarily as risk management actions or cost-saving
initiatives. Although it undertook repurchases to affect core business earnings in 2001, 2002,

* Freddie Mac Press Release, “Freddie Mac to release unaudited 2002 earnings on January 27", January 22,
2003, http://www.freddiemac.com/news/archives/investors/2003/4q02.html.

% Freddie Mac Press Release, “Freddie Mac Restatement Process on Track,” March 25, 2003,
http://www.freddiemac.com/news/archives/investors/2003/restatement 032503 .html

! Freddie Mac Press Release, “Freddie Mac Releases Board Counsel’s Report,” July 23, 2003,
http://www.freddiemac.com/news/archives/corporate/2003/report_072303.html.

> OFHEO interview, Thomas Gerrity, March 14, 2006. On July 25, 2003, Corporate Secretary Thomas Donilon
provided the Board of Directors with the executive summary of the Baker Botts report. In the cover memorandum
Donilon indicated that management had reviewed the accounting issues addressed in the report and that the
companies response was set forth in the “Answer from the CEO” and in the transcript to Frank’s [Franklin Raines’]
interview on CNBC’s Kudlow & Cramer which was also attached. FM SRC M-OFHEO 00020830-842.
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and 2003, only in the 2003 Annual Report did the Enterprise even hint at the earnings
implications of its action. The disclosure did not make plain the primary motivation behind the
repurchase activity. Instead, the report emphasized the secondary objective of risk management,
misleadingly described the cost-savings objective, and most importantly, omitting a
straightforward discussion of earnings management. That action demonstrated yet again a
culture that paid homage to image over fact.

Despite the lack of full disclosure, investors understood well that Fannie Mae used large
debt repurchases to smooth earnings in 2003.” Nevertheless, when Reuters published a news
article on July 15, 2003, that suggested that the Enterprise was managing earnings, Fannie Mae
denied that it used debt repurchases for that purpose. The article includes the following quote
from a Fannie Mae spokesperson:

When market opportunities present themselves, we replace our debt. There was
no strategy to cut earnings and move them into the future ...

Misrepresenting Risk and the Costs of Rebalancing

In the summer of 2002, interest rates fell 100 basis points in 60 days to a 40 year low, and
mortgage prepayments accelerated dramatically. That acceleration caused Fannie Mae’s
duration gap, the only published measure of the Enterprise’s interest rate risk exposure, to move
well outside of Board-approved limits. In Fannie Mae’s 2002 Annual Report, Mr. Raines
described the Enterprise’s response:

Even though we took actions to rebalance our portfolio, the actions were routine
... and had no material impact on our business or core business earnings. In fact,
our core business earnings per share increased by 21 percent during 2002.>*

Mr. Raines’ statements failed to mention several important facts. First, the change in the
duration gap occurred because Fannie Mae had not fully hedged its exposure to mortgage
prepayments—in other words, senior management had taken significant interest rate risk.
Second, the decline in rates had had a multi-billion dollar economic impact—the market value of
the Enterprise’s assets had risen much less than the market value of its liabilities, so that its net
asset value had declined. The rebalancing required to address Fannie Mae’s duration mismatch
in 2002—accomplished through the repurchase of high-coupon long-term debt and the
cancellation of pay-fixed swaps—was quite costly. Mr. Raines failed to mention that core
business earnings did not reflect that cost. Thus, the steadiness of core business earnings
conveyed a false image, promoted by senior management, of the Enterprise as a company that
took little risk.

Failing to Acknowledge Deficiencies in Accounting Systems

Another example of that behavior occurred during a press briefing on July 30, 2003. During that
briefing Mr. Raines attempted to reassure the participants that Fannie Mae did not have the types

3 Reuters, Fannie Mae smoothes income say unconcerned analysts, July 15,2003 FMSE 083034.
% Fannie Mae 2002 Annual Report, p. 15.
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of accounting problems then plaguing Freddie Mac. His statements about the quality of Fannie
Mae’s internal control system were categorical and sweeping:

So it is possible to run these things properly, but you’ve got to make the
investments. You’ve got to say that this has got to stand scrutiny internal and
external. You can’t just go get [sic] by saying, Well, let’s do the cheapest or
easiest thing to do. So Fannie Mae had always made the investments. We made
the investments over Y2K. We’ve made the investments in our accounting
systems. We’ve centralized our accounting so we don’t have to go all over the
company to find out what the facts are you can to one place.

So for some reason if we made a mistake in our accounting, and someone said,
Oh, it’s not A, it should be B. We could go very quickly in a fairly short period of
time and change A to B, and tell you what the results were, but that’s
management. That has nothing to do with them being a GSE, or it being a
complicated company, that’s just plain old fashioned management. Do you have
systems in place or don’t you? They have said they didn’t do it. I wish to God
they had done it, we wouldn’t be having these problems, or certainly they would
have been able to resolve them in a much shorter period of time.

But there is a difference in management. Management does matter, and a
management that cares a lot about internal control does matter. I think that’s
really the important difference. It would not take 500 people for us to go back,
even if we had made the same mistakes, because we have these systems
automated and we can go back and quickly adjust them.”

Mr. Raines’ remarks failed to acknowledge the serious deficiencies that existed in Fannie
Mae’s internal control system. As described in OFHEQO’s September 2004 Report of Findings to
Date of the Special Examination of Fannie Mae and in Chapter VI of this report, the Enterprise
had responded to new accounting standards by attempting to rely on existing accounting systems
rather than invest in new systems with proper controls. In many cases, the existing systems were
incapable of handling the latest requirements of GAAP. The suggestion by Mr. Raines that
Fannie Mae’s management, overseen by its Board of Directors, invested in control systems to
ensure that they were adequate to address the Enterprise’s accounting and financial needs was
not accurate. Once again, Fannie Mae’s culture prevailed, and fact gave way to message.

An Inappropriate Tone at the Top

The phrase “tone at the top” refers to the example that the words and deeds of the members of
the board of directors of a company and its senior officers set for its employees. Since the
enactment of the Sarbanes-Oxley Act of 2002, the Securities and Exchange Commission (SEC)
and business ethicists have stressed the importance of the tone at the top in shaping a firm’s
corporate culture and the related roles of the board and senior management in setting an example
of personal integrity and respect for the law. The following statements are representative of
those pronouncements:

> Franklin Raines, Press Briefing, July 30, 2003, FMSE-E_KD0150617-0150618.
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Directors have overall responsibility for the ethics and compliance programs of
the corporation. The tone at the top that they set by example and action is central
to the overall ethical environment of their firms.*®

% ok ok %

The tone at the top of an organization is perhaps more vital than anything else,
and the chief executive will set that tone under the oversight of the board.”’

* ok ok 3k

Setting the right tone means letting employees know that no one at the company is
above the law; that no matter how important or how senior, someone who has
violated an ethical standard will be punished .... By setting a tone of integrity at
the top, you can create a climate for long-term success, a climate in which
everyone gets it right.”®

The Board of Directors of Fannie Mae gave the appearance of setting an appropriate tone
at the top. The Board adopted each year a Code of Business Conduct that provided standards to
guide the conduct of all employees and certain consultants. In several years of the period
covered by this report, that Code of Conduct included a section on “General Principles” that
contained the following statements:

Fannie Mae ... has a strong commitment to uphold the highest standards of ethics.
We have a duty to conduct our business affairs within both the letter and the spirit
of the law. In doing so with honesty and integrity, we strictly comply with the
laws, rules, and regulations that apply to our company and with our corporate
policies, procedures, and guidelines.”

The conduct of the Board of Directors did not live up to those statements. As discussed
in Chapter IX, the Board failed to be sufficiently informed and independent of its chairman, Mr.
Raines, and senior management, and failed to exercise the requisite oversight to ensure that the
Enterprise was fully compliant with applicable law and safety and soundness standards. Those
failures contributed to an inappropriate tone at the top at Fannie Mae. They signaled to
management and other employees that the Board did not in fact place a high value on strict
compliance with laws, rules, and regulations. That message contributed to the Enterprise’s many

% Mark S. Schwartz, Thomas W. Dunfee, and Michael J. Kline, “Tone at the Top: An Ethics Code for Directors?”
Journal of Business Ethics (2005) 58: 79—100 at 79.

>’ William H. Donaldson, Chairman, U.S. Securities and Exchange Commission, Remarks at the 2003 Washington
Economic Policy Conference of the National Association for Business Economics, Washington, D.C., March 24,
2003.

58 Stephen M. Cutler, Director, Division of Enforcement, U.S. Securities and Exchange Commission, “Tone at the
Top: Getting it Right,” speech delivered as part of the Second Annual General Counsel Roundtable, Washington,
D.C, December 3, 2004.

% Fannie Mae Code of Business Conduct, January 1999, page 1 (FMSE-KD 042484); and Fannie Mae Code of
Business Conduct, January 2002, page 1 (FMSE-IR 00397351).
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failures to comply with safety and soundness standards and the many unsafe and unsound
practices documented in this report.

The highest level of senior management made statements that echoed the language of
Fannie Mae’s Code of Business Conduct. For example, the 2004 edition of that code included a
message from CEO Franklin Raines that stated:

Fannie is a company with strong values of responsibility, accountability, and
integrity.... Our values are our most valuable asset. Our strong values as
colleagues are what make Fannie Mae a company with strong values, and a strong
value for our shareholders.®’

The conduct of Mr. Raines, CFO Timothy Howard, and other members of the inner circle of
senior executives at Fannie Mae was inconsistent with the values of responsibility,
accountability, and integrity. Those individuals engaged in improper earnings management in
order to generate unjustified levels of compensation for themselves and other executives. They
promoted a false image of the Enterprise as a “best in class” financial institution while neglecting
to manage Fannie Mae properly and participating in or permitting a wide variety of unsafe and
unsound practices. Those actions set a highly inappropriate tone at the top that was itself an
unsafe and unsound practice.

Conclusion

During the years covered by this report, the corporate culture of Fannie Mae encouraged a false
perception that the Enterprise took so little risk and was so well managed that it could hit
announced earnings per share precisely almost every quarter. That perception furthered the view
that Fannie Mae senior executives deserved to be very well compensated for the Enterprise’s
extraordinary performance, while serving to divert attention from Fannie Mae’s risk and serious
problems in accounting, financial reporting, and internal control.

That corporate culture ultimately led to declines in the market value of Fannie Mae of
tens of billions of dollars. As of the writing of this report, the Enterprise estimates that its
expenses associated with the restatement process, regulatory examinations, investigations, and
litigation will exceed $1.3 billion in 2005 and 2006 alone.®'

Although the actions of many members of senior management shaped Fannie Mae’s
culture, it was influenced to the greatest extent by Franklin Raines, who called for doubling
Fannie Mae’s earnings per share in five years, molded the Enterprise’s compensation program to
heighten incentives to achieve that goal, and gave CFO Timothy Howard extraordinary power
and authority; and by Mr. Howard, who was most responsible for Fannie Mae’s corporate
strategy and its execution.

5 Fannie Mae Code of Business Conduct, January 2004, page 1 (FANN 000826).
1 See Form 12b-25 filed by Fannie Mae March 13, 2006, p. 19; and Form 12b-25 filed by Fannie Mae May 9,
20006, p. 12.
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The Congress has determined that Enterprise executive compensation may represent a safety and
soundness problem.! Fannie Mae is required by statute to compensate its executives in a manner
that is reasonable and comparable with compensation for employees in similar businesses.’
Safety and soundness standards and OFHEO regulations require that executive compensation be
reasonable and appropriate, be consistent with the long-term goals of the Enterprises, not focused
solely on earnings performance, and undertaken in compliance with all applicable laws, rules,
and regulations.” As in all areas of operations, OFHEO regulations and safety and soundness
guidance further provide that an Enterprise should implement and maintain internal controls over
executive compensation that provide for accountability and written policies and procedures to
safeguard and manage assets.”

Under the Fannie Mae executive compensation program, senior management reaped
financial rewards when the Enterprise met earnings per share (EPS) growth targets established,
measured, and set by senior management itself. The structure of the executive compensation
program created the incentive and opportunity for senior executives to benefit at the expense of
safety and soundness. In addition, Fannie Mae disclosure of executive compensation obscured
public understanding of how much compensation senior executives actually received.

Fannie Mae tied major portions of executive compensation to EPS, a metric easily
manipulated by management. Beyond the basic package of salary and benefits, three
components of compensation depended directly on reaching EPS targets: (1) an Annual
Incentive Plan (AIP) under which executives and other managers earned bonuses; (2) a
Performance Share Plan that granted stock to senior executives based on three-year performance
cycles; and (3) the EPS Challenge Grant, a program for all employees championed by Chairman
and Chief Executive Officer (CEO) Franklin Raines, which tied the award of a substantial
amount of stock options to the doubling of EPS from 1998 to 2003. For senior executives, EPS-
driven compensation dwarfed basic salary and benefits. For CEO Franklin Raines, two
compensation components directly tied to meeting EPS goals—the AIP bonus and EPS
Challenge Grant—accounted for more than $20 million of his approximately $90 million in
compensation in the six years from 1998 through 2003. Three-year EPS goals also played a
crucial role in determining the size of Mr. Raines’ approximately $32 million in Performance
Share Plan awards during that six-year period.

Over the period covered by this report, the measure of EPS Fannie Mae tied to its
executive compensation changed. Until the Enterprise implemented a new accounting rule
covering the accounting for derivatives instruments and hedges, Financial Accounting Standard
(FAS) 133, Fannie Mae tied executive compensation to Generally Accepted Accounting

' 12 U.S.C. § 4518, Prohibition of Excessive Compensation, and Preamble, Corporate Governance regulation, 70

Fed. Reg. 17303, 17306 (April 6, 2005) (12 C.F.R. Part 1710).

2 12 US.C. § 1723a.(d)(2).

’ 12 C.F.R. § 1710.13, Corporate Governance regulation, and OFHEO Examination Guidance, Examination for
Corporate Governance, PG-05-002 (May 20, 2005).

* 12 CF.R. § 1710.15, Corporate Governance regulation, OFHEO Policy Guidance, Minimum Safety and
Soundness Requirements, PG-00-001 (December 19, 2000), and 12 C.F.R. Part 1720 App. A, Safety and Soundness
regulation.
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Principles (GAAP) measures of EPS. The period-to-period volatility in reported net income that
resulted from the requirements of FAS 133 did not, in the view of Enterprise senior management,
accurately reflect underlying risk or the actual economics of their hedging strategy. Therefore, in
conjunction with its adoption of FAS 133 on January 1, 2001, Fannie Mae developed a non-
GAAP measure of earnings that it labeled “core business earnings.” The result, the Enterprise
said, was that investors could evaluate earnings in a way that accounted for comparable hedging
transactions in a similar manner.” For purposes of this chapter, references to “earning per share”
or “EPS” refer to GAAP earnings per share for the years prior to 2001 and to “core business
earnings per share” for the years 2001 forward, unless otherwise noted.

The Board of Directors of Fannie Mae allowed the same set of executives, all subject to
the same compensation incentives, to set EPS targets, measure EPS, audit and report results—
with no apparent concern for conflicts of interest. As a direct result, senior management reaped
ongoing and extensive financial rewards through accounting manipulation. Fannie Mae
executives regularly manipulated EPS to achieve higher compensation. They did so by, among
other things, manipulating accounting related to purchase premium and discount amortization,
manipulating tax-related transactions, and timing stock and debt repurchases. Management
routinely shifted earnings to future years when the EPS target for the maximum bonus payout for
the current year appeared likely to be exceeded. The effectiveness of senior management in both
setting and hitting EPS targets to attain maximum Annual Incentive Plan payouts is
demonstrated by their track record. From 1998 through 2002, reported EPS always exceeded the
Annual Incentive Plan maximum payout target, and in 2003, reported EPS was only slightly
below that target.

Fannie Mae executives obscured their official disclosures of executive compensation.
For example, prior to registering with the Securities and Exchange Commission, the Enterprise
failed to disclose adequately the value of certain deferred compensation. Similarly, pre-
registration disclosures related to the EPS challenge grants were incomplete. Those disclosures
failed to break down the value of grants among executive officers. Additionally, Fannie Mae
also failed to include in its disclosures complete information on the post-employment
compensation awarded to its former CEOs. Chapter VIII discusses those failures to disclose the
Enterprise’s executive compensation.

This chapter documents the structure of the Fannie Mae executive compensation
program, the incentives that program created, and how senior management used improper
earnings management to increase executive compensation in specific years. The executive
compensation program provided strong incentives for senior management to engage in improper
earnings management and other unsafe and unsound practices documented in subsequent
chapters. As discussed in Chapter VI, improper earnings management involves deliberate
manipulation of the accounting in order to create the appearance of controlled, disciplined
growth.® The incentives imbedded in the executive compensation program drove the misconduct
in part because the Enterprise lacked policies, procedures, and internal controls that should have

> Fannie Mae previously referred to core business earnings as “operating net income.” Fannie Mae 2002 Annual

Report at 23.

®  Michael R. Young, Accounting Irregularities and Financial Fraud: A Corporate Governance Guide (2000
Edition), at 13 n.1, cited in Report and Recommendations from Public Oversight Board’s Panel on Audit
Effectiveness, at 77 (August 31, 2005).
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provided checks and constraints. Because the program, as designed and in that context, created
strong incentives for unsafe and unsound practices and led to unsafe and unsound conditions, it
was itself an unsafe and unsound practice.

An Overview of the Program

Throughout the period covered by this report, Fannie Mae compensation for executive officers
involved several key components: 1) basic compensation, which included base salary and other
annual compensation; 2) Annual Incentive Plan awards (“bonuses”), whose value was linked to
meeting annual earnings per share (EPS) targets; and 3) long-term incentive plan awards (LTIP),
which included substantial amounts of “performance share” stock awards under the Performance
Share Plan to senior executives if EPS and certain non-financial goals were met over a three-year
period, as well as stock options.” The last two of those three components of executive
compensation included major compensation programs—AIP bonuses and PSP stock awards—
that depended directly on the attainment of EPS targets.

As Table V-1 indicates, executive compensation directly related to meeting EPS goals
played a central role in the overall remuneration of senior Fannie Mae executives. For 1998
through 2003, including the value of stock options that vested in January 2004 from attaining the
doubling of EPS associated with the EPS Challenge Grant, CEO Franklin Raines received
approximately $90 million in compensation. Of that compensation, two components directly tied
to meeting EPS goals—the AIP bonus and EPS Challenge Grant—accounted for more than $20
million. Three-year EPS goals also played a crucial role in determining the size of Mr. Raines’
approximately $32 million in Performance Share Plan awards. Similarly, for that same period,
all other top executives listed in the Table V-1 received compensation from the three components
linked to meeting EPS goals of $61 million, which accounted for 56 percent of their total
compensation of $109 million.

In addition to the components of “regular” compensation, Fannie Mae management in
1999 recommended that the Board of Directors approve a special stock option grant to provide
an incentive to double earnings per share (EPS) to $6.46 over the five-year period ending in
2003.> That recommendation, closely linked to CEO Franklin Raines, in effect committed
Fannie Mae to outperform the market over that period. The Board agreed to this “turbo charge”
approach to compensation for executive officers and other employees in 1999.°

7 Fannie Mae Vice-Chair Jamie Gorelick alluded to the role EPS goals played in producing large payouts of

Fannie Mae shares to senior executives in draft, light-hearted opening remarks to a 1998 Operating Committee
Retreat. The draft remarks included a “Top Ten List” of reasons Fannie Mae had not been able to launch a new
product or service and included as “Reason #3.” “There’s no available budget...[Fannie Mae Chief Operating
Officer] Larry Small is concerned that we might not meet his retirement, no I mean, the company’s PSP
[Performance Share] plan earnings goal.” Draft—“Clearing a Path to Growth Through the Legal and Regulatory
Thicket,” Remarks for Jamie Gorelick, 1998 Operating Committee Retreat, Sun Valley, Undated, FMSE KD
042626-650 at 631.

¥ The resolution of the Board of Directors refers only to EPS, but Fannie Mae has indicated that Challenge Grants
are tied to achieving a “core business diluted earnings per share goal.” Fannie Mae 2002 Annual Report at 108.

’ A November 16, 1999 resolution of the Board of Directors approved the EPS Challenge Option Grant. A
January 18, 2000 Board of Directors resolution approved a modification of the EPS Challenge Grant. Letter from
Pamela Banks, Vice President for Regulatory Compliance, Fannie Mae to Brian Doherty, Senior Policy Analyst,
OFHEO, February 20, 2004. FMSE-EC 024460-62 at 60.
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Table V-1: Compensation of Top Fannie Mae Executives, 1998-2003, including Salary, Bonus,
Performance Share Plan (PSP) Payouts, Stock Options, and Earnings per Share (EPS) Challenge Grant Awards”

| 1998 1999 2000 2001 2002 2003 Totals
Franklin Raines
Salary $526,154 $945,000 $992,250 $992,250 $992,250 $992.250 |  $5,440,154
Bonus’ 1,109,589 1,890,000 2,480,625 3,125,650 3,300,000 | 4,180,365 | $16,086,229
PSP® 794,873 1,329,448 4,588,616 6,803,068 7,233,679 | 11,621,280 | $32,370,964
Options 4,052,484 4,358,406 5,829,071 7,945,648 6,680,395 3,006,895 | $31,872,899
EPS Grant™® 4358515 | $4,358,515
Total $6,483,100 | $8,522.854 | $13,890,562 | $18,866,616 | $18.206,324 | $24,159.305 | $90,128,761
Timothy Howard
Salary $395,000 $414,800 $435,540 $463,315 $498,614 $645,865 | $2,853,134
Bonus” 493750 518,500 544,425 694,983 781,250 1,176,145 | $4,209,053
PSP® 909,196 860,464 2,088,542 1,987,119 1,947,368 3,470,578 | $11,263,267
Options 938,912 1,154,593 2,035,589 2,166,427 1,749,995 2,491,974 | $10,537,490
EPS Grant”® 1,292,085 |  $1,292.085
Total $2,736,858 | $2,948357 | $5,104,096 | $5,311,844 | $4,977,227 | $9,046,647 | $30,155,029
Jamie Gorelick
Salary $567,000 $595,400 $625,170 $656,429 $689,124 n/a $3,133,123
Bonus’ 779,625 818,675 859,609 1,083,109 911,250 n/a $4,452,268
PSP® 1,055,217 1,292,693 2,458,528 2,591,060 3,049,012 n/a $10,446,510
Options 1,444,397 1,975,501 2,516,927 2,498,108 n/a n/a $8,434,933
EPS Grant>®
Total $3,846,239 | $4,682,269 | $6,460,234 | $6,828,706 | $4,649,386 $26,466,834
Daniel Mudd
Salary n/a n/a $537,063 $656,429 $689,124 $714,063 | $2,596,679
Bonus’ n/a n/a 735,130 1,083,109 911,250 1,288,189 |  $4.017,678
PSP® n/a n/a 414,090 1,188,846 2,339.702 | 4,674,015 | $8,616,653
Options n/a n/a 2,516,927 2,498,108 1,776,933 2,355,030 | $9,146,998
EPS Grant™© 1,928,049 $1,928,049
Total $4.203,210 |  $5,426,492 | $5,717,009 | $10,959,346 | $26,306,057
Robert Levin
Salary $395,000 $414,800 $435,540 $457,317 $480,092 $576,706 |  $2,759,455
Bonus’ 493750 518,500 544,425 686,028 575,000 801,237 |  $3,618,940
PSP® 909,196 860,464 2,088,542 1,987,119 1,947,368 2,706,381 | $10,499,070
Options 938,912 1,154,593 1,218,212 1,281,658 1,552,496 | 2.240,652 | $8,386,523
EPS Grant”® 1,154,635 | $1,154,635
Total $2,736,858 | $2,948,357 | $4,286,719 | $4,412,122 | $4,554,956 | $7,479.611 | $26,418,623

*Executives are among those whose compensation Fannie Mae disclosed in its Annual Proxy Statements for 1998-
2003. Valuation of stock options is derived from a modified Black-Scholes pricing model, as disclosed by Fannie
Mae in the “Option Grants Table” included in those statements. Those tables do not include the value of the
Earnings Per Share Challenge Grants awarded to Mr. Raines, Mr. Howard, Mr. Levin, and Mr. Mudd, but the value
of those awards are included in the “EPS Grant” portion of this table.

"Bonus, PSP, and EPS Challenge Grant components of compensation were tied to attaining EPS goals.

“Most of the EPS Challenge Grants were granted on January 18, 2000, and all such grants vested on January 23,
2004. Here the value of those grants is included in 2003, the year the Challenge Grant EPS goal was attained. The
value of the EPS Challenge Grants is the grant-date Black-Scholes value as estimated by Fannie Mae.

Sources: Summary Compensation Tables and Option Grant Tables in Fannie Mae Annual Proxy Statements, 1998-
2003; FMSE-EC 052925.
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Corporate financial performance can be an appropriate and even essential factor in the
determination of any executive compensation, and EPS is one among several factors often used
to measure corporate financial performance. A September 2002 report by the Conference Board
Commission on Public Trust and Private Enterprise, which recommended that performance-
based compensation incentives support long-term strategic objectives, recommended a variety of
performance measures, including the cost of capital, return on equity, economic value added,
market share, quality goals, revenue and profit growth, cost containment, and cash
management.'® A 2003 review commissioned by Fannie Mae of performance metrics used by
comparable firms showed that most based some share of executive compensation on measures of
corporate performance. Significantly, many firms that did so tied compensation to more than
one performance measure. American Express used shareholder return, earnings growth, revenue
growth, and return on equity as financial performance factors to determine annual bonus awards.
Citigroup used return on equity. Sallie Mae used “core cash” EPS growth, fee income growth,
preferred channel loan origination growth, and operating expense control. CIGNA used
earnings, revenue growth, and cost management. Fleet Boston used return on equity and net
income.

Figure V-1: Maximum Bonus Payout Targets and Reported Earnings per Share (EPS),
1996-2003
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Fannie Mae chose EPS as the sole financial performance factor in determining the size of
its Annual Incentive Plan bonus pool and made the overall amount of long-term compensation
awarded heavily dependent on EPS performance as well. Tying both short-term and long-term
compensation to EPS performance had the effect of rewarding senior executives twice for doing

1% “Findings and Recommendations—Part 1: Executive Compensation. The Conference Board Commission on
Public Trust and Private Enterprise,” September 17, 2002 at 9.

""" The study was conducted by Johnson Associates, which determined that it was appropriate for Fannie Mae to
continue to use EPS as a performance metric because other metrics did not correlate well to the Fannie Mae business
model. Discussion Draft, “Fannie Mae Performance Metrics Study,” October 9, 2003, FMSE KD008125-150.
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the same thing—meeting EPS goals. As shown in Figure V-1, the final reported EPS number
closely tracked the maximum bonus payout number, exceeding it substantially in only one year
(2001) when market conditions created a “windfall” in EPS.

As described in the September 17, 2004, OFHEO Report of Findings to Date of the
Special Examination of Fannie Mae, the final 1998 Fannie Mae EPS number that was reported
matched the EPS number that resulted in a maximum payout of Annual Incentive Plan bonuses
to the penny. That uncanny proximity of the EPS target set for a maximum bonus payout to the
EPS number ultimately reported was not an exception to the rule at Fannie Mae; in the years
1996 through 2002, it was the rule. That correlation of reported EPS and EPS targets was the
result of improper setting of targets and improper adjustment of earnings by senior management
to reap financial rewards. Such misconduct can only occur in the absence of appropriate internal
controls and proper Board of Directors oversight.

The desirability of linking executive compensation to corporate performance is rooted in
the role of executives as agents of shareholders—tying executives’ compensation to corporate
performance is intended to align their interests with shareholder interests. Linking corporate
performance and executive compensation is a safe and sound practice only if it accomplishes that
goal. Fannie Mae failed to meaningfully link corporate performance to executive compensation
in such a way that the interests of shareholders and executives were aligned. That failure was
rooted in the structure of the Enterprise’s executive compensation program, the failure of internal
controls, and the absence of effective and proper oversight by the Board of Directors. A result
was improperly controlled executive compensation expenses, including the payment of unearned
bonuses to senior executives. More importantly, the executive compensation program created
perverse incentives that were a root cause of the endemic accounting errors at Fannie Mae.

How Fannie Mae’s Executive Compensation Was Determined

As described in the Fannie Mae proxy statements, the performance of each executive officer at
the Enterprise involved assessments by the subordinates, peers, and superiors of the officer. In
the final step of the performance review process, an overall performance rating reflected a
balance of business results and demonstration of leadership. The performance rating determined
the individual’s bonus and variable long-term incentive award relative to the targets. Each
executive was also paid a base salary.

Base Salary

Base salary for executive officers was determined principally by Fannie Mae’s judgment as to
the market for comparable positions, informed by an annual market comparability review
conducted by Fannie Mae’s executive compensation consultant.'” Final salary determinations

12 Notes of the Compensation Committee of the Board of Directors meetings suggest that the Committee appeared
to view management’s compensation consultant—Johnson Associates—as the “company consultant” rather than as
a consultant to the Committee itself. In 2003, that Committee retained compensation consultant Semler Brossy with
the intent of having that firm work directly for the Committee to provide an independent view. In notes of a
Compensation Committee conference call of September 23, 2003, that included a discussion of the hiring of Semler
Brossy, Committee member Taylor Segue asked specifically about the relationship between the committee
consultant and the company consultant. Compensation Committee Chair Anne Mulcahy indicated in response that
the relationship was arms-length. FMSE 105358.
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also reflected individual performance, leadership, and experience level. In general, Fannie Mae
targeted annual total cash compensation (salary plus bonus) to the 50th percentile of the
comparative market. Mr. Raines’ compensation reached as high as the 75" percentile.”> In
addition to base salary, Mr. Raines also received certain perquisites, including the use of the
leased corporate jet for personal vacations.'* Fannie Mae imputed the benefit as income to Mr.
Raines for his personal tax purposes.

Annual Incentive Plan

As described below, the Annual Incentive Plan put a portion of each executive officer’s annual
cash compensation at risk. Fannie Mae established financial goals, measured by earnings per
share (“EPS”) growth, at the beginning of the year and based funding for the Annual Incentive
Plan bonus pool on EPS performance relative to those goals. For the years 1998-2001, the range
of funding of the Annual Incentive Plan bonus was 50 percent of a target amount for minimum
corporate EPS achievement to 150 percent of a target amount for maximum achievement.
Beginning in 2002, the Board tightened the funding range to 75 percent for minimum
achievement of EPS goals and 125 percent for maximum achievement.”” By 2002, Annual
Incentive Plan bonus award eligibility included the CEO, two Vice-Chairs, six Executive Vice
Presidents, 35 Senior Vice Presidents, 117 Vice Presidents, and 495 Directors. '

Long-Term Incentive Awards

Long-term incentive awards to senior Fannie Mae executives came in the form of performance
shares, stock options, or restricted stock. All long-term incentive compensation programs were
paid in Fannie Mae common stock. Senior executives typically received about half of the value
of their annual long-term incentive award in the form of performance shares under the
Performance Share Plan (PSP) program and half in the form of stock options.

Performance Shares

Fannie Mae used performance shares to compensate senior management for meeting
performance objectives over a three-year horizon. Accordingly, Fannie Mae established
designated three-year award cycles. At the beginning of each cycle, the Board of Directors
established Performance Share Plan targets for both financial and non-financial goals. The
financial goals were tied directly to EPS targets. The non-financial goals were tied to the Fannie
Mae strategic plan. The Committee established a scorecard to measure achievement of that plan.
Recently, the scorecard reflected the following: leadership in increasing access to affordable
housing; leading presence in the secondary mortgage market; optimal interest rate, credit, and
policy risk management; development of a corporate culture to enhance strategy execution; and
development of an e-commerce infrastructure to increase capabilities and lower costs.

13 OFHEO Interview, Lorrie Rudin, Director for Executive Compensation and Benefits, January 31, 2006 at 197-
200.

4" OFHEO Interview, Jill Blickstein, Vice President and Assistant to the Chairman, January 26, 2006 at 222-223.

> FMSE KD 029842.

1®«2002 Executive Compensation Program Overview.” FMSE-EC 047734.
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The EPS goals and the strategic goals were equally weighted (i.e., 50 percent each) in
determining performance share awards at the conclusion of each cycle. While in theory an actual
Performance Share Plan payout could range from 40 percent of the performance shares granted
for threshold achievement to 150 percent for goal achievement at maximum levels, in practice,
for the period covered by this report, the stock payouts were always at or near the maximum.

Stock Options

To link the interests of executives and shareholders, Fannie Mae awarded stock options to senior
executives. Those options provided value to the executive only when the stock price increased
over a number of years. Stock options generally vested over a four-year period at the rate of 25
percent per year and expired in ten years. As a group, Fannie Mae executive officers received
stock options that, when combined with performance shares, brought their targeted total
compensation to the 65th percentile of the comparative market.

How the Annual Incentive Plan Bonus Program Worked

The Annual Incentive Plan bonus program, in theory, put a portion of each officer’s annual cash
compensation “at risk.” Fannie Mae would establish corporate financial goals, measured by
annual earnings per share (EPS), at the beginning of the year. Whether these goals were met
determined whether payouts would occur under the Annual Incentive Plan and, if so, at what
level. The Fannie Mae 1999 Report to Congress on compensation explained how the Annual
Incentive Plan worked.

The company must attain a specific corporate performance threshold before any
awards become payable. If this threshold level of performance is met or
surpassed, then one is eligible for payments linked to a mix of personal and
corporate performance. The more senior the employee, the greater the weight
given to corporate performance.'’

The Annual Incentive Plan program was structured to provide a disincentive to
management to add to earnings once Fannie Mae hit the EPS number for the maximum payout
under that plan. Leanne Spencer, Senior Vice President and Controller, described how the
process worked in a draft memo forwarded to Mr. Raines dated November 16, 2001, a year in
which market forces caused the EPS number to exceed targets substantially.'® Ms. Spencer
noted that within the structure of the Annual Incentive Plan, payouts to participants increased by
about ten percent for every penny that EPS exceeded target (until it reached the maximum). She
also wrote:

7" Fannie Mae 1999 Report on Compensation to the Committee on Banking and Financial Services of the U.S.
House of Representatives and the Committee on Banking, Housing, and Urban Affairs of the U.S. Senate, Pursuant
to P.L. 102-550 Section 1381(j)(2) at 7.

'8 «“Weve had a lot of good years, but this year all the planets lined up, and like the Leonid meteor shower a few
weeks ago, these results are rare phenomena.” Draft Weekly Message by Franklin Raines, December 7, 2001. FM
SRC OFHEO 00257305.
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The company structures itself and runs its business to be a steady, predictable
performer. Its compensation system is structured to reward management for
steady, predictable performance.

In the AIP program, the rewards tie to the earnings goals set by the company to be
on the path to doubling earnings per share by the end of 2003 or 14.9% as max.
The range around achievements between threshold, target and max are very
narrow-five and one half cents of earnings per share, or roughly $82.5 million in
pre-tax earnings that would separate each range. This reflects the low volatility of
results we typically produce.

Under our AIP structure, for every one cent we earn above our target EPS, we add
about $2.5 million to the AIP pool. Once we get to six cents above our target
EPS, however, the AIP pool taps out. "

In an OFHEO interview, Lorrie Rudin, Director for Executive Compensation and
Benefits, also stated that executives did not receive additional bonus compensation when EPS
exceeded the maximum target.*

As shown in Table V-2, the Annual Incentive Plan program grew markedly over the
course of the 1990s. In 1993, for example, bonuses for approximately 394 employees totaled
$8.5 million. By 2003, the number of eligible participants in the bonus program had nearly
doubled to 744. The total Annual Incentive Plan dollars paid out increased nearly eightfold to
$65.1 million. Such bonuses accounted for approximately 0.46 percent of after-tax profit in
1993. A decade later (2003), Annual Incentive Plan payouts accounted for approximately 0.89
percent of after-tax profit.”’ The size of the Annual Incentive Plan bonus pool was set by the
Compensation Committee of the Board of Directors, based in part on the recommendations of
the executive compensation consultant or consultants on the amount needed to assure
marketplace competitiveness.

% E-mail from Leanne Spencer to Denise Grant, Daniel Mudd, Timothy Howard, Franklin Raines, et al., “Comp
Committee/Vincent,” November 11, 2001, FMSE-E_EC0033521-23 at p. 3. The draft was incorporated into a
presentation on special awards to the November 19, 2001 Board of Directors Compensation Committee meeting.
FMSE EC 028058-74 at 70-71.

2 OFHEO Interview, Lorrie Rudin, January 31, 2006 at 122.

' FMSE-KD 029844,
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Table V-2: Annual Incentive Plan Cost, 1993 - 2003

Total Annual Incentive
Performance Year Number of Plan Dollars Paid Percent of After-Tax
Participants (dollars in millions) Profits
1993 394 8.5 0.46
1994 429 12.3 0.58
1995 444 12.6 0.59
1996 482 19.7 0.72
1997 531 22.7 0.74
1998 547 27.1 0.79
1999 585 28.7 0.73
2000 618 35.2 0.79
2001 643 37.9 0.75
2002 707 51.3 0.80*
2003 744 65.1 0.89*

*Percent of core earnings. Sources: FMSE-KD 029844 (V.9).

For the top senior executives (Chairman, Chairman-designate, President and Vice
Chairman), the entire annual bonus payout depended on annual EPS performance.”” A Hewitt
Associates description of the 1998 employment contract of Mr. Raines noted regarding his
bonus: “The size of the actual bonus is wholly a function of the performance of the company.
Company performance is gauged by the Earnings Per Share (EPS) produced by the company.”*
Table V-3 shows the size of annual bonuses, which were tied to EPS targets, for top Fannie Mae
executives. The size of the annual bonus received by Chairman and CEO Franklin Raines, in
particular, increased substantially over the years.

Table V-3: Bonuses Paid to Fannie Mae Senior Executives, by Year, 1998-2003

Executive 1998 1999 2000 2001 2002 2003 Totals
Franklin Raines $1,109,589 | $1,890,000 | $2,480,625 | $3,125,625 | $3,300,000 | $4,180,365 | $16,086,204
Daniel Mudd n/a n/a $735,130 | $1,083,109 $911,250 | $1,288,189 | $4,017,678
Timothy Howard $493,750 $518,500 $544.425 $694,983 $781,250 | $1,176,145 | $4,209,053
Thomas Donilon n/a n/a n/a $562,751 $600,000 $727,070 | $1,889,821
Robert Levin $493,750 $518,500 $544.425 $686,028 $575,000 $801,237 | $3,618,940
Jamie Gorelick $779,625 $818,675 $859,609 | $1,083,109 $911,250 n/a $4,452,268
James Johnson $1,932,000 n/a n/a n/a n/a n/a $1,932,000
Lawrence Small $1,108,259 | $1,163,672 n/a n/a n/a n/a $2,271,931

Source: Notice of Annual Meeting of Shareholders. March 29, 1999 at 13; Notice of Annual Meeting of
Shareholders. March 27, 2000 at 14; Notice of Annual Meeting of Shareholders. April 2, 2001 at 14; Notice of
Annual Meeting of Shareholders. April 2, 2002 at 14; Notice of Annual Meeting of Shareholders. April 14, 2003 at
24; Notice of Annual Meeting of Shareholders. April 14, 2003 at 24. Notice of Annual Meeting of Shareholders.
April 23,2004 at 25.

2 “Notice of Annual Meeting of the Stockholders,” March 29, 1999 at 10. For the two executive vice-presidents
listed in the proxy statement, approximately 75 percent of the annual bonus was based on one-year EPS
performance, and 25 percent based on individual contributions.

# Fannie Mae replaced Hewitt Associates with Johnson Associates in 2002. “Fannie Mae Executive Compensation
Programs,” prepared for Mary Ellen Taylor, Senior Policy Advisor, OFHEO, June 25, 2004. FMSRCZTZ
00618384-422 at 398.
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Under direction from the Compensation Committee of the Board of Directors, Fannie
Mae set the size of the Annual Incentive Plan bonus pool so that, if the target EPS was achieved,
the total of the basic compensation (e.g. annual salary) and bonus would fall at the median
compensation for executives in peer firms. Ultimately, how reported EPS compared to EPS
targets determined the size of the annual bonus payout pool. In 1998, for example, a threshold
EPS of $3.13 would bring the “minimum” payout to the bonus pool, $3.18 was the “target” and
an EPS of $3.23 would bring the maximum payout.”* This meant that for Fannie Mae to pay out
the maximum amount in 1998 Annual Incentive Plan bonus awards ($27,094,679), the EPS for
that year would have to be at least $3.23. If EPS was below the $3.13 minimum payout
threshold, no Annual Incentive Plan bonus payout would occur.” If EPS surpassed $3.23, the
bonus pool would not be increased any further—it would be “tapped out”.

Senior executives consistently reminded those participating in the Annual Incentive Plan
of the personal stake in meeting EPS targets. Chief Operating Officer Lawrence Small described
how things worked to senior Fannie Mae executives at a critical moment in December 1998.
Referring to bonuses that were to be “divvied up by those in this room,” Mr. Small emphasized
how important a particular EPS number was in determining the size of the bonus pool and,
ultimately, the dollar amount of bonuses for individual officers. Using slides to illustrate his
points, Mr. Small said: *°

And earnings per share have to do with the annual incentive plan, the bonus pool
for the people in this room and others because the bonus pool is based one
hundred percent on earnings per share. And this slide shows you how.

Our budgeted EPS target was three dollars and eighteen cents a share. That’s the
lighter yellow band sort of in the middle of the slide, three-eighteen right in the
middle of the slide. And you can see that at three-eighteen, the AIP pool would
be $18.1 million dollars. Now from the moment we put together the 1998 plan a
year ago, we were quietly thinking that if things broke our way, we could hit three
dollars and twenty-one cents as share. At three twenty-one, go down the slide a
bit, you’ll see that in the light green, at three twenty-one, the AIP pool, to be
divvied up by those in this room would be 23.5 million dollars. That’s 5.4 million
dollars more than at three dollars and eighteen cents a share. In other words,
thirty percent more bonus money if we got this stretch target that we set for
ourselves.

Mr. Small went on to describe how competitive conditions in the market in 1998 had
threatened to reduce the size of the bonuses for that year:

* An annual EPS of $3.18 was the “target” payout to the bonus pool. FMSE 017771-73.

» The Board of Directors had the discretion to provide for payment of some or all awards for individual
performance, regardless of whether the minimum corporate goals have been met, and to adjust corporate goals
because of extraordinary or nonrecurring events. FM SRC M-OHFEO 00007481. The issue of whether to award
bonuses when minimum EPS thresholds are not met was considered in 2004 by the Board of Directors.
Compensation Committee Update, “Review of Current Practices,” July 2004 at FMSE 224829 and FMSE 224831.

% Address by Fannie Mae Chief Operating Officer Lawrence Small to the 1998 Officers Meeting, “Luck, Smarts
and the Capacity to Act,” December 10, 1998, Biltmore Hotel and Resort, Phoenix, FMSE 700969-1016 at 977—
979.
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Now by the time the early summer rolled around, our ambitious stretch goal of
three dollars and twenty-one cents a share was just crumbling because the market
had gotten so competitive and, remember when Tim talked to you yesterday, by
the time we got to that time, we thought we were going to be in the year at three
dollars and sixteen cents a share, appropriately in red, which is two cents below
our plan of three eighteen and five cents away from the stretch target of three
twenty one. Now you can see that each cent here on the slide is worth about 1.8
million dollars to the bonus pool. So, being two cents down from the three-
eighteen to three sixteen would meant, would mean that we have 3.6 million less
in the pool.

And obviously, if you were looking at it against the three twenty one stretch
target, it would mean that we’d have nine million dollars less in the pool...

In fact, the “stretch goal” for Fannie Mae senior management bonuses in 1998 was not
the $3.21, to which Mr. Small referred in his address but $3.23—the EPS number senior
management needed to hit to ensure they would receive a maximum payout from the Annual
Incentive Plan bonus pool.

A November 18, 1998, memorandum to senior vice presidents from Thomas Nides,
Senior Vice President (SVP) for Human Resources, had already placed senior executives on
notice that the size of their bonus might be reduced because EPS growth was not sufficient. Mr.
Nides warned:

You know that as a management group member, you help drive the performance
of the company. That’s why your total compensation is tied to how well Fannie
Mae does each year. Annually, the Board sets earnings per share goals that
determine the size of the pool for the AIP, from which your bonus is awarded.
Current estimates indicate that we are exceeding the aggressive EPS target set by
our Board of Directors. However, currently we do not expect to exceed the target
to as great an extent as we did last year. As a result, the AIP bonus pool is
somewhat smaller than it was last year, which means your bonus may be smaller
than last year. (Emphasis in original)®’

Problems with the Annual Incentive Plan

The structure of compensation under the Annual Incentive Plan, which had been in place at
Fannie Mae since 1985,%® was problematic in several respects. There were incentive conflicts
created by setting an EPS minimum for executives to receive any bonuses and by setting an EPS
maximum beyond which bonuses no longer increase. Designating EPS as the sole measure tying

27 Memorandum from Thomas Nides, Senior Vice President for Human Resources, to Senior Vice Presidents,
“1998 Compensation Actions,” November 18, 1998, FMSE-EC 02074143 at 41. A September 21, 1998
memorandum from Mr. Nides to “All Officers” also advised that EPS performance meant that the Annual Incentive
Plan bonus pool would be smaller and, as a result, so would Annual Incentive Plan Awards. Memorandum from
Thomas Nides to All Officers, “1998 Compensation Performance and Review Process,” September 11, 1998,
FMSE-EC 091147-49 at 49.

¥ «“Annual Incentive Plan.” FMSE-EC 0018981901 at 1898.
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executive compensation to corporate performance to determine the size of the bonus pool, in the
absence of effective internal controls or board oversight, increased the incentive for senior
executives to manipulate both EPS and EPS targets.”’

As OFHEO pointed out in the Report of the Special Examination of Freddie Mac,
earnings per share figures, unlike certain other measurements of corporate performance such as
stock prices, are generated internally and are not the best gauge of corporate performance when it
comes to executive compensation.’’ Awarding such compensation based on accounting
performance measured by an internally derived target is generally not advisable.”! Given
management’s self-interest, executives can be expected to manipulate accounting earnings to
achieve a personal agenda, such as bonuses. For example, management could attempt to raise
current bonuses by increasing accounting earnings.’” Income smoothing is prevalent in
companies using internally derived performance standards, but not in companies using external
standards.”® When financial incentives for executives are based directly or indirectly on
accounting results, the motivation behind earnings management may become strong enough to
result in fraud.>® In some instances, executives may manipulate earnings downward when the
“true” earnings are either too low for a bonus to be awarded or so high that the cap on the bonus
has been reached.”> By making use of flexible accounting rules, executives can shift income

¥ In describing emerging themes from interviews with all members of the Office of the Chairman, all Executive
Vice Presidents, 10 Senior Vice Presidents, members of the Compensation Committee of the Board of Directors and
others, a 2002 internal compensation study included a key comment: “Incentive plans have ‘always’ hit max.” This
reflected the view of some senior executives that Annual Incentive Plan goals were designed and set to ensure that
competitive compensation would be paid. Update on Executive Compensation Study. July 1, 2002 FMSE EC
014739-742 at 741.

%% Office of Federal Housing Enterprise Oversight, Report of the Special Examination of Freddie Mac, December
2003 at 69.

31 «Accounting performance is often measured relative to a ‘target’ set by the board and the top management team
at the beginning of the year. Although targets are a sensible outgrowth of the corporate strategy-setting process, it is
generally not advisable to base compensation on performance measured against an internally derived target. Targets
(and overall strategy decisions) cannot be made without substantial input from the top management team, and basing
pay on targets may pressure executives to support attainable targets and strategies rather than those that increase
shareholder wealth. Externally based industry, financial, and market targets (not set or influenced by top managers)
offer viable alternatives.” “Report of the National Association of Corporate Directors Blue Ribbon Commission on
Executive Compensation: Guidelines for Corporate Directors,” National Association of Corporate Directors,
Washington, D.C. 2000 at 26. See also: “A compensation structure in which the payout is contingent on reported
earnings cannot simultaneously incentive the managers to maximize profits and to report those profits honestly.”
Crocker, K.J. and Slemrod, J. “The Economics of Managerial Compensation and Earnings Manipulation: A
Problem of Contract Design in the Presence of Hidden Information and Hidden Actions,” at 17. April 6, 2004.

32 Giroux, G. Detecting Earnings Management. (John Wiley and Sons, 2004) pp. 4-5. See also Imhoff, G., “CEO
Pay and Accounting Performance Measures: The Role of Earnings Management,” University of Michigan Business
School, November 2003.

3 Murphy, K. J. “Performance Standards in Incentive Contracts,” Marshall School of Business, University of
Southern California, December 4, 2000 at 2.

** Public Oversight Board, Report and Recommendations from Public Oversight Board’s Panel on Audit
Effectiveness, August 31, 2000, at 80.

» Gao, P. and Shrieves, E. “Earnings Management and Executive Compensation: A Case of Overdose of Option
or Underdose of Salary,” at 5, presented to EFA 2002 Berlin Meetings, Humboldt University, Berlin, July 29, 2002.
The authors note at 4 that actions to decrease reported earnings in a given period which result in an increase in
earnings in a future period may imply that there is a dynamic aspect to earnings management, manifested by such
actions as the establishment of “cookie jar” reserves. See also Holthausen, R.-W., Larcker, D.F., and Sloan,
R.G.,“Annual Bonus Schemes and the Manipulation of Earnings,” Journal of Accounting and Economics, 19 (1995)
29-74, and Healy, P.M. and Wahlen, J.M., “A Review of Earnings Management Literature and its Implications for
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between years and thereby increase total bonus payoffs.*® Compensation packages heavily
weighted to stock-based compensation may lead to incentives for earnings management >’ and
may increase the likelihood of fraud as well.*® There are metrics other than earnings per share
that could be used to measure performance that are less susceptible to management influence.*’

An Incentive “To Achieve That Goal at Any Cost”

The OFHEO Report of the Special Examination of Freddie Mac, issued in December 2003,
found that the executive compensation program at Freddie Mac contributed to improper

Standard Setting,” Preliminary Draft, November, 1998; and Bollinger, G. and Kast, M. “Executive Compensation
and Analyst Guidance: The Link Between CEO Compensation and Expectations Management,” November 2003,
EFA 2003 Annual Conference Paper No. 861. Regarding the manipulation of “true” earnings based on bonus
incentives, see Lin, Z.X. and Shih, M. “Variation of Earnings Management Behavior across Economic Settings, and
New Insights into Why Firms Engage in Earnings Management,” Undated unpublished manuscript, National
University of Singapore at 21. Regarding Fannie Mae incentives to increase earnings for compensation purposes,
see also Bebchuk, L. and Fried, J. “Executive Compensation at Fannie Mae: A Case Study of Perverse Incentives,
Nonperformance Pay, and Camouflage.” January 2004. FMSE-KD 025896 — KD 026009.

36 “To perform smoothing of earnings, managers sometimes pay more attention to the accounting consequences of
major decisions than to the economics. It is believed that managers devote such attention to earnings because they
believe that it is what matters most to shareholders. Reports that please sharcholders serve a manager’s self interest.
Managers appreciate a lot of their bonuses and the other [prerequisites] that are tied to reported earnings.” Naciri,
A., “Earnings Management and Bank Provision for Loan Losses,” Working Paper 04-2002, Centre de Recherche a
Gestion, January 2002 at 5. See also “Report of Investigation of Enron Corporation and Related Entities Regarding
Federal Tax and Compensation Issues, and Policy Recommendations Volume I: Report,” Prepared by the Staff of
the Joint Committee on Taxation, United States Congress, February 2003. The report notes at 664: “While some
argue that linking shareholder and executive success is beneficial for the shareholders, conflicts may arise. Linking
compensation of executives to the performance of the company can result in executives taking measures to increase
short-term earnings instead of focusing on longer-term interests.”

7 Cheng, Q. and Warfield, T., “Equity Incentives and Earnings Management,” November 2004 at 28. Tying
management incentives to stock price, which was viewed as a method of aligning the interests of stockholders and
executives, may have had the perverse incentive of encouraging managers to exploit their discretion in reporting
earnings, with an eye to manipulating company stock price. See also Bergstresser, D. and Phillipon, T., “CEO
Incentives and Earnings Management,” December 2004. The paper finds evidence that ‘incentivized’ CEOs lead
companies with higher levels of earnings management and that CEOs exercise large amounts of options and sell
large quantities of their firm’s shares during years where accruals comprise a larger part of reported earnings.

¥ Erickson, M., Hanlon, M. and Maydew, E., “Is There a Link between Executive Equity Incentives and
Accounting Fraud?,” Journal of Accounting Research, 44 (20006) at p. 113.

¥ A September 2002 report by Conference Board Commission on Public Trust and Private Enterprise
recommended that performance based incentives support long-term strategic objectives established by the Board of
Directors. The Board recommendations included such measurements cost-of-capital, return on equity, economic
value added, market share, quality goals, compliance goals, environment goals, revenue and profit growth, cost
containment, and cash management. “Findings and Recommendations—Part 1: Executive Compensation. The
Conference Board Commission on Public Trust and Private Enterprise,” September 17, 2002 at 9. Notably, the
Board Commission recommended, also at 9, that compensation committees “should adopt specific policies and
programs to recapture incentive compensation from executives in the event that malfeasance on the part of such
executives results in substantial financial harm to the corporation.” See also: “CEOs in weakly governed firms
increase the weight of controllable performance measures at the expense of more complete but also noisier
measures.” Davila, A. and Penalva, F., “Governance Structure and the Weighting of Performance Measures in CEO
Compensation,” Working Paper No. 601, July 2005 at 15. IESE Business School, University of Navarra, Barcelona.
Available online at http://www.iese.edu/research/pdfs/DI-0601-E.pdf. Compensation metrics used by Fannie Mae
“comparator” financial firms include, return on equity, return on equity with hurdles, return on assets, revenue, book
value, cash flow, fee income growth, profit margins, operating income, operational expense control, stock price,
stock targets/hurdles, shareholder value added, total shareholder return, EPS and operating EPS. “Fannie Mae:
Performance Metrics Study—October 9, 2003. Johnson Associates, Inc” at 5. FMSE 221678.
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accounting and management practices. As at Fannie Mae, the Freddie Mac executive
compensation program tied the size of the annual bonus pool, in large part, to meeting or
exceeding annual specified EPS targets.** The sharp criticism by OFHEO of the undue reliance
by Freddie Mac on EPS as a performance metric for compensation presaged such a review of
Fannie Mae by OFHEO.

Johnson Associates, the company’s compensation consultant, pointed out to Fannie Mae
that tying Annual Incentive Plan funding to a minimum threshold or “cliff” EPS goal provided
incentives to “achieve the goal at any cost.” A July 2004 Compensation Committee Update

noted the following in reference to a failure to meet the Annual Incentive Plan (AIP) minimum
EPS threshold:

Should AIP funding drop to zero for goal achievement below minimum levels?
External consultants advise us of the need to fund bonus pools at some threshold
level to ensure ability to remain within competitive range of market for retention
and recruitment. Corporate governance issue is generated by having a cliff that
reduces tge bonus pool to zero, which could incent people to achieve that goal at
any cost.

In an interview with OFHEO, Ms. Rudin, the internal executive compensation expert at
Fannie Mae, said she shared this portion of the report with Johnson Associates, the compensation
consultant for Fannie Mae, to make certain the views stated accurately reflected the views of
Johnson Associates.*

Executive compensation expert David Yermack, a New York University associate
professor of finance, told Fannie Mae staff in 2004 that a 20-year history of research showed that
accounting targets could be manipulated so that managers could hit the target. He also advised
that it was relatively easy for a financial company to smooth earnings in a way most convenient
for managers.” In an e-mail, Yermack told Fannie Mae:

EPS is very much in disrepute among academics (as well as compensation
professionals) because it is a statistic that managers can manipulate very easily.
Research as far back as the 1980s has shown that managers ‘smooth earnings’
across time quite aggressively, and it has never been done more obviously than in
the situation involving Freddie Mac. The managers at Fanne [sic] Mae, and just
about everywhere else, should have their incentive compensation linked to the
stock price, not to accounting targets. **

The use of market-based financial performance metrics for Annual Incentive Plan
bonuses in addition to EPS would have made it more difficult for senior executives to enrich

* OFHEO, Report of the Special Examination of Freddie Mac, December 2003, at iv.

1 Compensation Committee Update, “Review of Current Practices,” July 2004 at FMSE 224829.

*2 OFHEO Interview, Lorrie Rudin, January 31, 2006 at 137.

4 E-mail from Judith Dunn, Vice President and Deputy General Counsel, to Thomas Donilon, Ann Kappler,
Anthony Marra et al., “Executive Comp,” March 5, 2004, FMSE-EC 069878.

4 E-mail from David Yermack to Judith Dunn, “Re: Fannie Mae — Exec. Comp,” February 3, 2004, FMSE SRC
OHFEO 00280233-34 at 34.
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themselves inappropriately through the manipulation of accounting earnings. While stock price,
for example, was a component in the long-term incentive plan (LTIP) compensation received by
senior executives, particularly as it affected the value of stock options, it played no role in the
Annual Incentive Plan bonus.

Link between Compensation Earnings Targets and Earnings Management Noted by KPMG

Fannie Mae’s external auditor, KPMG, noted the link between compensation and earnings
management in 1999. In a strategic analysis memorandum, KPMG observed:

The earnings objective is tied to the employees’ incentive goals and performance
based compensation, which could result in the managing of earnings to meet
corporate goals and objectives.*’

The likelihood of such an occurrence, KPMG said in the analysis, was “possible” and the
magnitude of impact “high.”

KPMG described how earnings-based incentives could contribute to fraudulent revenue
recognition and financial reporting, due in part to a desire by executives to preserve personal
wealth. Referring to Fannie Mae compensation, KPMG noted in a 2002 risk analysis:

Management has incentive to meet earnings targets in order to meet analyst
expectations and to preserve their personal wealth as incentive compensation is
linked to meeting established targets and because of ownership of company stock
and stock options.

KPMG also noted that adequate allowance for credit losses and proper recognition of FAS 91
amortization was an area of concern:

The risk of fraudulent revenue recognition has been identified as a significant
opportunity for fraudulent financial reporting in light of Management’s incentive
program, which is designed to reward higher earnings, among other things. This
presents a fraud risk factor with respect to revenue recognition and the significant
judgment areas in the financial statements. *

Conflicts of Interest in Setting EPS Targets

Allowing executives who stand to benefit from their own decisions to control the establishment
of the annual EPS growth target for Annual Incentive Plan bonuses, the actions that directly
influence the rate of EPS growth, and the reporting of the final EPS number which determines
the size of the overall bonus pool creates a conflict of interest. Senior executives can anticipate
EPS growth, can exercise substantial influence over such growth, and stand to gain financially
from meeting compensation targets tied to that growth. As a result, they may set growth targets

* KPMG Fannie Mae Strategic Analysis Memorandum December 31, 1999 KPMG-OFHEO-058985-9026 at
9006.

% «Risk Analysis Document.-US (10/02 Rev).” Prepared by Marissa Wheeler. Date 7/03. KPMG-OFHEO-
001045-66 at 52.
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that are consistently achieved, sometimes through transactions that create no value for
shareholders.

Chief Financial Officer Timothy Howard, in consultation with the CEO, set the financial
targets for the Annual Incentive Plan bonus that included the target for maximum payouts as well
as the minimum threshold which determined whether there would be payouts at all from the
Annual Incentive Plan bonus pool. Ms. Rudin confirmed the financial targets were set by Mr.
Howard in consultation with the CEO at the time in an interview with OFHEO:

Q: Who sets the targets?

A: The financial --

Q: The EPS targets.

A: The financial targets or whatever targets for the Annual Incentive Plan are
established for each year. When there were financial targets were established
-- let me say I would get -- I got them from Tim Howard —

Okay.
-- and I put them into the book.
So that decision was made at the Office of the Chairman level?

What I know is I got them from Tim Howard.

Okay. Do you think he decided on his own?

e xR xR

I believe he consulted with whoever the CEO was at the time.*’

According to Shaun Ross, Director for Business Planning, Mr. Howard acted based on
preliminary recommendations by Senior Vice President and Controller Leanne Spencer.” Mr.
Raines reviewed and approved the goals set by Mr. Howard, which were ultimately approved by
the Compensation Committee of the Board of Directors. A handwritten note with the notation
“per FDR 1/14/03” included the specific Annual Incentive Plan goals for 2003 that were
eventually established by the Compensation Committee of the Board of Directors on January 20,

47 OFHEO Interview, Lorrie Rudin, January 31, 2006 at 45-46. In a memorandum to Vice-Chair Jamie Gorelick
dated January 8, 1999—the same day a senior management “Earnings Alternative” meeting discussed critical 1998
earnings decisions—Ms. Rudin made clear the role Mr. Howard played in the Annual Incentive Plan (AIP) and
Performance Share Plan goal-setting process. “Tim Howard still is working on the earnings goals for the 1999 AIP
and the 1999-2001 cycle of the Performance Share Plan.” Memorandum from Lorrie Rudin to Vice-Chair Jamie
Gorelick, “Compensation Committee Meeting,” January 8, 1999, FMSE-EC 001889. Mr. Howard informed Ms.
Rudin in an e-mail four days later that the Annual Incentive Plan target for 1999 would be $3.64, with a high of
$3.69 and a low of $3.59. E-mail from Timothy Howard to Lorrie Rudin, “Re: 1999 AIP and 1999-2001 PSP
Goals,” January 12, 1999, FMSE-EC 042891.

8 OFHEO Interview, Shaun Ross, May 25, 2005 at 84-85.
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2003.* Ms. Rudin indicated that the “per FDR” portion of the note was in her handwriting and
that she had been informed that targets had come from Mr. Raines. The source of information
was likely Christine Wolf, Vice President for Compensation and Benefits, or Kathy Gallo, Senior
Vice President for Human Resources.

As Chief Financial Officer Mr. Howard was responsible for the final earnings per share
number, the metric that determined whether the EPS bonus targets were met and, accordingly,
the metric that determined the size of the Annual Incentive Plan bonus pool. Ms. Rudin noted in
her interview with OFHEO: “That assumption about how big the pool should be funded was
based on or was -- not even based on, was given to me by the -- by Tim Howard.”' In that
process, Mr. Howard had direct interaction with Ms. Rudin.”> Ms. Rudin actually reported to the
Senior Vice President for Human Resources, who did not report to Mr. Howard. Regarding
former Senior Vice President for Human Resources Kathy Gallo, Ms. Rudin indicated in an
OFHEO interview:

[OFHEO]:  Who did Kathy Gallo report to? Did she report—
[Ms. Rudin]: Kathy Gallo reported to Dan Mudd [Chief Operating Officer]

[OFHEO]: So, Human Resources reported to Dan Mudd, yet most of what
we've talked about today was going through Tim Howard. I'm
just--this is the first time Dan Mudd's name has come up, even
though in the line of command, when we look at the chart, he was
in charge, is that correct? He was in charge?

[Ms. Rudin]: That's correct. Well, yeah. Dan Mudd was Kathy's boss.™

Mr. Howard’s guidance on executive compensation targets was usually on the mark. Ms.
Rudin also noted in her OFHEO interview:

Q: Did there ever come a time when you were given a preliminary number and
you funded [the AIP bonus pool] at the certain level that Mr. Howard told you
to fund it at and then later on at the close of the year, Mr. Howard said oops,
unfund it?

A: That never happened.**

* FMSE-EC 015593 and FMSE EC 015996. “Agenda. Compensation Committee of the Board of Directors.
Fannie Mae. January 20, 2003.” FMSE-EC 003627-628. “Annual Incentive Plan.” FMSE-EC 003646-650 at FMSE-
EC 0036649.

® OFHEO Interview, Lorrie Rudin, January 31, 2006 at 103. “Q. So I can only assume that because of the way the
paper is set up, you had received those numbers and then you put “per FDR 1/14.” A. Yes, and I’ll expand on that. |
can only assume that [ wrote “per FDR” because someone told me this was from Frank [Raines].”

51" OFHEO Interview, Lorrie Rudin, January 31, 2006 at 51.

> Id., at 108.

* Id., at 119-120.

* 1d, at 55.
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The setting of EPS growth targets for Annual Incentive Plan Bonuses and the reporting of
the final EPS number were actions that fell within the purview of a small number of very senior

Fannie Mae officers. That circumstance resulted in an inherent conflict of interest.

How the Performance Share Plan Worked

The Performance Share Plan (PSP) was another key component of the executive compensation
program tied to consistent, double-digit growth in EPS. The members of senior management—a
relatively small group of 40 to 50 officers—received Performance Share Plan shares. In the
early years of the Performance Share Plan, which was inaugurated with a four-year cycle
covering the years 1982-1985,”> payouts were tied to multiple measures of performance,
including cumulative pre-tax earnings, return on assets (for both the retained portfolio and
mortgage-backed securities held by others), and administrative expense growth. Beginning in
1992, EPS growth goals and “strategic” goals determined payouts at the conclusion of each
three-year cycle, as described above. By 1994, the EPS and strategic goals were given equal
weighting (i.e. 50 percent each) in determining actual achievement at the conclusion of each
cycle.”® The amount of the total award represented the sum of the results of the EPS growth-
related portion (50 percent) and the evaluation by the Compensation Committee of the Board of
Directors of the Corporate Performance Assessment (50 percent).’’ As a result, EPS growth
became a critical factor in long-term compensation.

As with the Annual Incentive Plan, Fannie Mae set the size of Performance Share Plan
payouts under direction from the Compensation Committee of the Board of Directors.” Again,
how reported EPS compared to EPS targets (along with achievement relative to “strategic
goals”) determined the size of the Performance Share Plan payout for any three-year cycle. As
the chart below shows, achievement of the Performance Share Plan maximum goals payout (150
percent) was nearly automatic after the 1995-1997 cycle, and executives were compensated
accordingly. The 150 percent maximum payout under the Performance Share Plan program
assumed a maximum achievement of EPS goals (75 percent) plus a maximum achievement of
Corporate Performance Assessment (75 percent).

As figure V-2 indicates, for Performance Share Plan cycles in years that began in 1996
onwards, Fannie Mae met the Performance Share Plan 150 percent maximum payout target every
cycle except for that of 2000-2002. That cycle achieved a 145 percent payout. The Performance
Share Plan total award value at the completion of the 2001-2003 cycle reached $51.9 million.

Problems with the Performance Share Plan

The Performance Share Plan suffered from many of the same structural problems as the Annual
Incentive Plan. The Performance Share Plan payouts required minimum achievements and were
capped beyond a set level of EPS attainment. The reliance on EPS as the principal measure of

> “Performance Share Plan,” FMSE-EC 001917-927 at 001917.

% FMSE KD 029848-49. Notice of Annual Meeting of Shareholders. April 14, 2003 at 17-18. FMSE-
E EC0111857-861.

7 FMSE-E EC00111857-861 at 859.

% Fannie Mae used the awards of Performance Share Plan stock and stock options to help ensure a total
compensation package at the 65™ percentile for executives in peer firms if targets were met.
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financial performance multiplied executives’ rewards since EPS also determined the size of the
Annual Incentive Plan annual bonus pool. It also aggravated problems already associated with
the Annual Incentive Plan reliance on that measure, primarily the ease with which managers
could manipulate EPS both as a target and as a measure of performance achieved, especially in
an environment of lax controls and oversight.

Figure V-2: Performance Share Plan Payouts for Cycles Ending from 1990 to 2003
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As with the one-year Annual Incentive Plan targets, Chief Financial Officer Timothy
Howard monitored the Performance Share Plan payouts closely.” In an e-mail chain from Mr.
Howard to Ms. Rudin dated September 29, 2003, Mr. Howard made the point that even a 2004
year in which EPS was in the 7 percent range would result in a “max out” in the EPS portion of
the Performance Share Plan (PSP) payout (75 percent) in an upcoming cycle:

For the 2001-2003 cycle (PSP 17) we will definitely max out on the EPS
component. We are also very likely to max out on the 2002-2004 cycle (for us
not to, we would need core business EPS growth in 2004 to be less than 7% above
our estimate for 2003). So I'd use 75% attainment for the EPS portion in both
cycles. For 2003-2005, it’s too early to change from a 50% estimate.

% «Q: Okay. So, who sets the three-year target and how is it set? A: The target is given to me again by Mr.

Howard, and it would be performance over the three-year period, either an average rate or a compound rate.”
OFHEO Interview, Lorrie Rudin, January 31, 2006 at 59.

74



CHAPTER V. THE EXECUTIVE COMPENSATION PROGRAM

What has been this history of our award on the corporate report card? Other than
last year, when we were at 70%, I can’t recall any recent year when we weren’t at
the max of 75%. %

The recollection of Mr. Howard was accurate. The Performance Share Plan indicators were
expected to hit the maximum during the period examined, as they nearly always did.

Executive compensation consultant David Yermack told Fannie Mae staff that the
Performance Share Plan targets were much too achievable. A summary of a discussion with Mr.
Yermack recounted his view that management had an idea where earnings would be and set
goals accordingly:

Many cycles paid out at 150% or close. This suggests to him [Mr. Yermack] that
targets are too low and management had an idea of where earnings would be and
suggested targets accordingly.®'

Regarding the ill-defined Corporate Performance Assessment metric, executive
compensation consultant Semler Brossy noted in a February 2005 internal report:

The six factors represent broad areas of performance (mission, risks, etc) without
explicit objectives.

The discretion in question covers a three-year period, which we think is an
unrealistic period to track without specific objectives, especially given the normal
rotation of Directors on and off Board Committees.®

For Mr. Raines, the combination of salary, bonus, and Performance Share Plan awards
provided substantial compensation, as indicated in Table V-1. As previously described, meeting
annual EPS goals played a key role in the size of the bonus pool available under the Annual
Incentive Plan program and also on the size of the bonuses actually received by Fannie Mae
executives. Meeting three-year EPS goals under the Performance Share Plan program had an
even larger financial impact on senior executives, as Table V-4 indicates. Such was the concern
about meeting the three-year Performance Share Plan goals that a January 2003 analysis
prepared by the Office of the Controller noted the adverse effect an anticipated slowdown in EPS
growth would have on Performance Share Plan payouts. In the document, reproduced below as
Figure V-3, Plan Operating EPS for those years is projected to have an average growth rate of
10.4 percent for the cycle—slightly above the Performance Share Plan (PSP) minimum
threshold. A margin note on the document indicates that “we need to stretch to get to a 100%
PSP payout.”® The “stretch” to meet the 12% target Performance Share Plan payout required an

8 E-mail chain from Timothy Howard to Lorrie Rudin, “Re: PSP estimated achievement percentages,” September
23,2003, FMSE E EC 0091143.

' E-mail from Judith Dunn, Vice President and Deputy General Counsel, to Thomas Donilon, Ann Kappler,
Anthony Marra, et al., “Executive Comp,” March 5, 2004. FMSE KD010482.

62 Report to the Board Compensation Committee on Appropriate Compensation Structure and Incentives for Fannie
Mae Management, Semler Brossy Consulting Group, February 23, 2005, at FMSE EC 008834.

63 «compplans03final.xls FinalComp,” January 16, 2003, FM SRC OFHEO 00254575.
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additional $571.9 million in earnings for the cycle; a maximum payout would require an
additional $1.311 billion in the period.

Figure V-3: Office of the Controller Plan Operating Earnings Per Share (EPS), Annual
Incentive Plan (AIP) and Performance Share Plan (PSP) Analysis: January 2003
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Source: FMSE SRC OFHEO 00254575.
Fannie Mae proxy statements show that the cumulative total of EPS-influenced

Performance Share Plan awards for Mr. Raines and Mr. Howard from 1998 to 2003 was sizable,
as indicated in Table V-4.
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Table V-4: Mr. Raines and Mr. Howard Performance Share Plan Awards

1998 1999 2000 2001 2002 2003 Total

Mr. Raines | $794,873 | $1,329,448 | $4,588,616 | $6,803,068 | $7,233,679 | $11,621,280| $32,370,964

Mr. Howard | $909,196 | $860,464 | $2,088,542 | $1,987,119 | $1,947,368 | $3,470,578 | $11,263,267

Source: Fannie Mae proxy statements.

The Raines Initiative: Earning Per Share (EPS) Challenge Option Grants to “Turbo-Charge”
Compensation

In May 1999, incoming CEO Franklin Raines told investors that “the future is so bright that I am
willing to set as a goal that our EPS will double over the next five years.”®* In conjunction with
that initiative and in anticipation of the planned fall 1999 meeting of the Compensation
Committee, Mr. Nides, Senior Vice President for Human Resources, reported to Mr. Raines on
planned revisions to the Fannie Mae executive compensation system. Those revisions eventually
resulted in the establishment of the Earnings Per Share Challenge Grant. In an August 20, 1999,
memo to Mr. Raines, Mr. Nides affirmed that changes in the compensation program were
directly related to the doubling EPS challenge: “First and foremost, our executive compensation
program should be strongly linked to your goal to double EPS by the year 2003.”%

In 1999, Fannie Mae management recommended that the Board of Directors approve a
special stock option grant to provide an incentive for employees to double EPS to $6.46 by year-
end 2003. The Board of Directors implemented the recommendation, which it viewed as a
Raines initiative. All full-time and part-time employees subsequently received EPS Challenge
Option Grants scheduled to vest in January 2004 if Fannie Mae doubled EPS by year-end 2003.

On January 23, 2004, the Board of Directors determined that Fannie Mae had indeed
doubled EPS, vesting employees with 4,896,542 stock options (“EPS Challenge Grants™) with an
estimated present value on the date of the grant of $103,248,130.°° For most senior officers, the
“strike price” for the bulk of the options awarded was $62.50 with an expiration date of January
18, 2010. Senior executives received substantial value from these EPS Challenge Option Grants,
as Table V-5 indicates. According to Fannie Mae, the grant date present value of the 213,548
options awarded to Mr. Raines, for example, was $4,358,515. For Mr. Howard, the value of the
63,791 options awarded was $1,292,085. Those values reflect the ability of the executives to
exercise those options until January 2010.

4 Remarks of Franklin Raines, Biennial Investor/Analyst Conference, Washington DC, May 6, 1999. FM SRC
OFHEO 00250595-604 at 604.

% Memorandum from Thomas Nides to Franklin Raines, “Fannie Mae’s Executive Compensation Program,”
August 20, 1999, FMSE EC 017515-543 at 515.

% Minutes of a meeting of the Board of Directors of Fannie Mae, January 23, 2004, FMSE 222118-222146; Had
the EPS goal not been met, the EPS challenge option would have been delayed for one year. Beginning in January
2005, vesting would begin at the rate of 25 percent a year. The Board had the discretion to reduce or eliminate
future compensation awards to offset such a vesting. FMSE EC052924.
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Table V-5: Fannie Mae EPS Challenge Options Grants Vested January 2004

Officer Title EPS Challenge Grant Date Black-
Grant Options Scholes Value
Award

Franklin Raines Chairman & CEO 213,548 $4,358,415

Timothy Howard Vice Chair & CFO 63,791 $1,292,085

Daniel Mudd Vice Chair & COO 116,710 $1,928,049

Robert Levin EVP, Housing and 56,572 $1,154,635
Comm. Development

Adolfo Marzol EVP, Finance and 48,086 $981,435
Credit

Thomas Donilon EVP, Law and Policy, 37,257 $900,211
& Corporate Secretary

Source: Letter from Pamela F. Banks, Vice President for Regulatory Compliance, Fannie Mae to Brian
Dobherty, Senior Policy Analyst, OFHEQ, dated February 20, 2004.

Problems with the EPS Challenge Grants: To Live, Breathe and Dream $6.46

The EPS Challenge Grants worsened the problems with the other components of executive
compensation. By further concentrating management on EPS as the sole relevant measure of
financial performance, those grants intensified incentives to manipulate EPS reporting
improperly. In addition, the provision of challenge grants to all employees aligned incentives
throughout Fannie Mae, most inappropriately among those charged with establishing and
maintaining internal controls. If the annual or cyclical minimum performance targets created a
go-for-broke incentive to achieve minimum payout levels, the EPS Challenge Grant magnified
that incentive further.

The challenge to double EPS by the end of 2003 galvanized all parts of the Enterprise.
Sampath Rajappa, Senior Vice President for Operations Risk and head of Internal Audit, in
remarks prepared for an address to the internal audit group in 2000, made clear the importance
attached to hitting the $6.46 goal. In a prepared text he shared with Mr. Raines, Mr. Rajappa, the
head of internal audit, said:

By now every one of you must have $6.46 branded in your brains. You must be
able to say it in your sleep, [sic] you must be able to recite it forwards and
backwards. You must have a raging fire in the belly that burns away all doubts,
you must live, breathe and dream $6.46. You must be obsessed on $6.46. After
all, thanks to Frank, we all have a lot of money riding on it.

Mr. Rajappa emphasized the role internal auditors would play, in achieving hat earnings target,
and the monetary reward they would receive, if Fannie Mae met “Frank’s goals”:

We must do this with fiery determination, not on some days, not on most days,
but day in and day out, give it your best, not 50%, not 75%, not 100%, but 150%.
Remember, Frank has given us an opportunity to earn not just our salaries,
benefits, raises, ESPP [Employee Stock Purchase Program] but substantially over
that if we make $6.46. So it is our moral obligation to give well above and above
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our 100% and if we do this, we would have made tangible contributions to
Frank’s goals.®’

In view of the responsibility of his office to monitor compliance with accounting and other
standards, those remarks prepared by Mr. Rajappa for delivery to his Operations Risk and
Internal Audit employees were inappropriate.

The EPS Challenge focused senior executive officers on the precise income numbers
needed to hit the target in the out-years. Chief Operating Officer (COO) Daniel Mudd had the
number in mind in an October 12, 2000, memorandum to senior executives:

We also need to continue to focus on our 2003 challenge. Our outlook for that
year has improved from the last forecast, but we still have a gap of nearly $375
million in pre-tax income.®®

In the memorandum, Mr. Mudd also noted: “I know that the numbers in our Q3 forecast around
our ‘big bets’ are still being refined as we iron out the issues—and that those revenue numbers
may well change. It is clear that these new products may not be sufficient to get us to our $6.46
goal—and we as a company must be looking hard at what it will take to make it.”

Fannie Mae nearly met the $6.46 EPS doubling goal at the end of 2002. By early 2003,
the company was operating on the assumption that the $6.46 goal would be met or exceeded.”
The final EPS number for 2003 was $7.29. While EPS generally made an unrelenting, sharply
upward climb during the EPS Challenge Grant years (1999-2003), EPS declined once the
Challenge Grant target was met in January 2004, due in part to a less favorable mortgage market
environment.

Manipulation of EPS Targets and Reported EPS to Increase Executive Compensation

So far this chapter has documented the structure of executive compensation at Fannie Mae and
the potential of that structure to induce behavior inconsistent with safety and soundness. This
section documents that Fannie Mae executives knowingly and purposefully used accounting
maneuvers to achieve earnings goals to increase their own compensation over an extended
period. With compensation goals as an incentive, senior executives consistently managed to hit
the EPS goal that ensured a maximum bonus payout, generally without significantly exceeding

67 «Address to Audit Group on What We Can Do to Help Achieve $6.46 EPS” FM SRC OFHEO 00249929- 931.
Emphasis in original.

% Memorandum from Daniel Mudd to Thomas Donilon, et al., “QBR-November 1-2,” October 12, 2000. FMSE
332824 —332825.

6 «According to the company’s estimate, the target $6.46 earnings per share goal will be met or exceeded by the
end of 2003.” Memorandum from Thomas Donilon to the Compensation Committee of the Board of Directors
regarding the termination of Vice-Chair Jamie Gorelick, April 3, 2003, FMSE 020173. As early as May 2002,
Jonathan Boyles, Vice President for Financial Accounting, in response to at least two queries from Anthony Marra,
Senior Vice President and Deputy General Counsel, as to whether Fannie Mae could accelerate the vesting of the
EPS Challenge Grant if the earnings target was met early, indicated KPMG would object to such an action because
other stock option plans might be deemed to be variable, thereby causing significant earnings issues. E-mail from
Jonathan Boyles to Anthony Marra and Leanne Spencer, “Acceleration of Vesting on $6.46 grant,” May 31, 2002.
FMSE-SP 072510.
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that goal. The effectiveness of senior management in both setting and hitting EPS targets to
attain maximum Annual Incentive Plan payouts is demonstrated by their track record. From
1996 through 2002, a very good predictor of the EPS reported at the end of any given year was
the EPS maximum payout bonus target established at or near the beginning of the year. The
accounting maneuvers documented here and in more detail in chapter VI were inconsistent with
the interests of safety and soundness.

A Long History of EPS Manipulation: The Fannie Mae Bonus Program

The fact pattern that connects Fannie Mae’s focus on earnings goals, the relationship of those
goals to executive compensation, and the corresponding accounting maneuvers that resulted, can
be documented back to the early 1990s. This sub-section describes the development of the
Fannie Mae Annual Incentive Plan (bonus) plan, which used net income, rather than EPS, as a
performance metric in the early 1990s. It also describes how, after Fannie Mae began to use EPS
as the Annual Incentive Plan performance metric in 1995, it used stock and debt buybacks to
influence the EPS growth rate, which by then determined awards under the two major portions of
executive compensation (the Annual Incentive Plan and the Performance Share Plan).

Chief Financial Officer Timothy Howard advocated transferring net-income from one
year to another in his October 2, 1992, self-evaluation memorandum to then Vice Chairman
Franklin Raines and Chief Operating Officer Lawrence Small. Mr. Howard stated, in part:

We currently are projecting 1992 net income of $1.620 billion, nearly $100
million over plan. (This, I would add, is almost too much over plan, as far as the
credibility of the plan is concerned.) The work done on the foreclosed assets
accounting standard will give us a boost in 1993 and 1994 net income that
investors will not discount as a “windfall” event. We have been able, through
repurchase of high-cost debt, to transfer over $12 million in after tax net income
from this year into 1993 and 1994.7

Mr. Howard discussed the relationship between accounting and earnings management in
a section of that self-evaluation entitled “Earnings Management.” His early October 1992
projection of $1.620 billion in net income for 1992 was quite accurate. Table V-6 shows after-
tax net income for that year was $1.623 billion.

* SRC OFHEO 020436 — 020442 at 020439-440.
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Table V-6: Maximum Annual Incentive Plan (AIP) Bonus Targets and Actual After-Tax Net
Income (in billions), 1991 — 1995

Year After-Tax Net Income Actual Year-End
Target for Maximum After-Tax Net Income
AIP Bonus Payout
1991 $1.345 $1.363
1992 $1.575 $1.623
1993 $1.883 $1.873
1994 $2.173 $2.132

Source: FMSE-EC 068115.

EPS and Stock Repurchases

Fannie Mae adopted EPS goals for Annual Incentive Plan bonuses in 1995 partly to bring that
measure into conformity with its long-term compensation program, which was by then EPS-
based.”! That management-recommended and Board of Directors-approved’” shift from a net
income performance metric to EPS gave management another tool with which to target a specific
EPS number: stock buybacks.” In a bonus compensation system based on net income targets,
stock buybacks, which can reduce net income, can thereby have an adverse effect on meeting the
bonus goal. In notes prepared for a presentation to a November 1996 Board of Directors
meeting, Mr. Howard described how earnings per share, which by then directly impacted the
Annual Incentive Plan bonus program metric, could grow at a substantially greater rate than net
income:

You’ll see that for the four year period we’re projecting average EPS growth of
nearly 12 percent—11.8% to be exact. Net income growth is a bit under 10%.
The difference between the 9.8% net income growth and the 11.8% EPS growth is
the assumed effect of the continuation of our stock buyback program. In the
forecast we assume that we repurchase the six percent of outstanding shares
authorized in our December 1996 capital restructuring program evenly over 1997,
98 and 99. This has two effects. First, the additional debt costs we incur to
repurchase the shares reduce our net interest income, and also our net income, by
about one percent. (That is, were it not for the buyback, our net income would
grow by about 11%, rather than 10%.) But the effect of having significantly

"' “Annual Incentive Plan.” FMSE 020632.

> OFHEO Interview, Lorrie Rudin, January 31, 2006 at §83.

7 “Starting in 1995, we moved to an EPS measure both to bring this measure into conformity with our PSP target
(which also is EPS-based) and to provide us with the flexibility to repurchase shares without penalizing AIP
participants.” FMSE-EC 058609. Share buybacks provided flexibility in another area as well: “If you have a share
buy-back program, it’s more likely to appeal to institutional investors because the institutional investor is able to get
their returns out of the stock price basically and they understand that if the earnings increase, the stock price is
likely to increase at some point in time. They’re less oriented to dividends. So, it depends on what kind of an
investor base you have. So, the principal advantage of a stock buy-back program is that it’s more flexible than a
dividend increase.” OFHEO Interview, Lawrence Small, February 10, 2006 at 39.
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fewer shares pushes our EPS growth above the 11 percent growth we would have
had without the buyback, to the 11.8% shown here.”*

The Board of Directors was aware of the use of stock buybacks to influence EPS goals
and approved such buybacks. There is no indication that the Board considered the impact of
those buybacks when setting EPS targets for bonus compensation at the beginning of each

75
year.

Fannie Mae calibrated share repurchases to hit a desired EPS growth rate. The 1997
Performance Assessment for Mr. Howard, which includes the signature of COO Lawrence
Small, encourages Mr. Howard to “speed up the pace” of the share buyback program, but added
a very specific parameter:

Obviously, we recognize that our buyback pace has to be calibrated to fit our
desired EPS growth rate, so don’t take the previous statement as anything more
than strong encouragement to stay focused on this important aspect of capital
managernent.76

In an interview with OFHEO, Mr. Small discussed the calibration of share buybacks to
reach a desired EPS growth rate:

Q: By growth rate, do you mean growth rate of the EPS shares outstanding or
growth rate of earnings per share generally.

A: T think what this is—my reading of this is that this is the—focused on the
issue of calibration and that what it’s saying is that there’s—desired growth
rate means whatever we had in the plan...

Q: Right.

A: ...and that to make sure that whatever you’re doing in this aspect of achieving
the plan is in synchrony with the rest of the plan.”’

Mr. Small went on to say, in the context of the shift from a net income AIP metric to an
EPS metric: “So, I think we said for the health of the company and to get the plan so it does
what you want it to do, you change it to the growth figure because the growth obviously would
not be impaired by doing that. That was the idea.” Mr. Small was then asked:

™ “Notes for November Board meeting (11/19/96)” FM SRC OFHEO 00311185-87 at p. 1. A rise in the Fannie
Mae stock price meant fewer shares could be repurchased for the same dollar of capital spent. FM SRC OFHEOQ
023402.

> Stock buybacks are a common way to provide value to shareholders. In the tax regime before 2003, it was more
tax efficient for many shareholders to receive value from stock buybacks rather than from dividends. Dividends
were taxed annually at the ordinary tax rate, but the value returned through buybacks was taxed only on the sale of
stock and then usually at the reduced tax rate applied to capital gains. That discrepancy was one of the arguments
supporting the 2003 reduction in the tax rate applied to dividends.

6 “Tim Howard 1997 Performance Evaluation.” SRC OFHEO 020377.

7 OFHEO Interview, Lawrence Small, February 10, 2006 at 51.
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Q: Now, not only would it not be impaired, I think, but by calibrating it, as you
suggested or somebody, in the review of Tim Howard that you helped write,
by calibrating the purchase of stock buy backs, you could get the particular
earnings per share numbers?

A: Right. It could help you do that, always within the context of having been
authorized to do so by the Board.”

The Board of Directors authorized share buybacks for multi-year periods. Senior
management then made month-to-month decisions related to such buybacks.”

Management also viewed stock repurchases as a type of contingency reserve for meeting
the EPS Challenge Grant earnings goal of $6.46 by the end of 2003. In Quarterly Business
Review talking points for the first quarter of 2000, under the heading “Double Income Goal,”
Leanne Spencer, Senior Vice President and Controller, referred to a chart which indicated that
each business segment would be assigned a goal for doubling net income by 2003. Ms. Spencer
noted:

Fortunately, each business segment doesn’t need to quite double in order for us to
meet our $6.46 goal - because of the benefit of stock repurchase and other
corporate actions. We are calling that amount our “contingency” reserve.™

Because the Board of Directors approved the dollar amount of stock repurchases, a lower
stock price increased the effectiveness of repurchases in boosting earnings per share and thereby
meeting earnings and bonus targets. In describing stock repurchases, Ms. Spencer further
predicted that the cumulative impact of actual and projected repurchase activity would contribute
$0.19 to EPS in 2003. That scenario required the Fannie Mae stock price to remain low. “We
estimate that because of the lower stock price assumption in the Q1 forecast, we pick up almost
$.05 in 2003.”*

Debt Repurchases Tied to EPS Goals

Debt repurchases were another tool management used to attain EPS goals. As described in
Chapter VI, contrary to assertions in the public disclosures of Fannie Mae, e-mail exchanges
indicate that a primary reason for conducting debt repurchases was to achieve specific EPS
goals. Documents show that, prior to a repurchase announcement, senior management engaged
in discussions to determine the specific amount of repurchases to execute in order to achieve the
annual EPS goal.

While the debt repurchases were transparent, the EPS targets for payout of Annual
Incentive Plan bonuses, for example, were not publicly disclosed. The repurchase activity was
orchestrated by a few members of senior management who were the sole decision-makers in

™ Id., at 132.
? Id, at4l.
80 «Q1 QBR Presentation Talking Points-Leanne Spencer.” FM SRC OFHEO 00266529.
81
1d.
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establishing the budget, the amount, and the timing of the repurchases.® In response to analysts,
Fannie Mae denied employing a strategy to use debt repurchases to hit earnings targets.™

An Uncanny Coincidence: Maximum Bonus Payout Targets and Reported EPS

The annual year-end EPS number that triggered maximum Annual Incentive Plan payouts was
the number to watch at Fannie Mae. From 1996 through 2002, an exceptionally good predictor
of the EPS number at the end of a given year was the EPS maximum bonus payout target set by
management and approved by the Compensation Committee of the Board of Directors at or near
the beginning of each year. In some years, the difference between the maximum bonus payout
number and the actual EPS number was fractions of a cent. The only significant exception was
in 2001, when a short-term interest rate decline of more than 400 basis points created a
“windfall” effect on EPS for Fannie Mae. That resulted in a year-end EPS number much higher
than necessary to achieve a maximum bonus payout.

As Table V-7 indicates, the actual year-end EPS numbers hover at or near the maximum
bonus payout target. Except for 2001, the final reported EPS number was never substantially
more than that target, in part due to the perverse incentive caused by the ceiling on the Annual
Incentive Plan payout structure.

Table V-7: Maximum Annual Incentive Plan (AIP) Bonus Payout Targets and Actual Annual
Earnings per Share (EPS), 1995 — 2003

Year EPS Target for Maximum
AIP Bonus Payout Actual Year-End EPS Performance

1995 $2.195 $2.1515
1996 $2.480 $2.4764
1997 $2.840 $2.8325
1998 $3.230 $3.2309
1999 $3.690 $3.7199
2000 $4.274 $4.2874
2001 $4.926 (14.9%)* $5.1963
2002 $6.288 (21.0%)* $6.3137
2003 $7.3240 (16%)* §7.2947

*Fannie Mae established EPS goals as a percentage, rather than a dollar number, beginning in 2001.
Source: FMSE 535220 and FMSE1 1001866-67.

In most years, Fannie Mae avoided the “tapping out” problem described by Controller
Leanne Spencer by posting an EPS at or near the maximum bonus payout target, thereby
ensuring maximum or near-maximum payout of the bonuses. When earnings were plentiful, the
compensation system encouraged pushing income to future years to ensure that EPS and

%2 Based on available documentation, Mr. Raines, Mr. Howard and Ms. Spencer had primary roles in determining
the amount and timing of the debt repurchases to achieve specific earnings targets. See e-mail series, “Re: EPS
AND BUYBACK LOSSES FOR THIRD QUARTER,” September 24, 2003, OFH-FNM00124614.
8 Reuters, Fannie Mae smoothes income say unconcerned analysts, July 15, 2003, FMSE 083034,
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compensation goals for those years would be met.* That was not possible in the “windfall” year
of 2001, and the Board of Directors, following what was described as a “hard sell” by Fannie
Mae staff, approved a “special award” for employees. The Board approved a “Special Award”
for executive officers in November 2001 equal to 20 percent of the 2001 Annual Incentive Plan
bonus to be paid in stock.®

The effort to secure special awards in 2001 was described in an e-mail from the internal
compensation expert, Lorrie Rudin, Director for Executive Compensation and Benefits, to Kathy
Gallo, Senior Vice President for Human Resources, with a copy to Christine Wolf, Vice
President for Compensation and Benefits, dated October 31, 2003. The e-mail, entitled “Follow-
up to your meeting with Dan [Mudd, then Chief Operating Officer],” provided a historical
perspective on the possibility of another round of special bonuses. The e-mail from Ms. Rudin
read, in part:

Special Bonus for Hard Work and Morale — Chris asked if we had ever done this
before. Answer — yes, but only once in my 16-year tenure and even then it was
hard to sell to the Board. This was at the end of 2001, after a year when we made
a ton of money and we proposed a special award for all employees. Rather than
approve it immediately, the Board asked what it was that we did that was so
special as opposed to being income simply generated by market conditions.
Leanne and her team spent all weekend preparing data to prove the case. They
did eventually approve it and payments were made in January 2002. This was a
pretty big deal. A very small group of us worked on this for six months and we
were able to keep it a secret even from the EVPs.*

Fannie Mae did not actually award the stock related to the “Special Award” to officers until
2002. Nonetheless, the Enterprise accrued compensation expenses related to the stock grants at
December 31, 2001, conveniently taking the expense in the EPS-laden “windfall” year."’

While the 2001 EPS was substantially greater than the maximum bonus payout target that
year, Fannie Mae appeared to make a “mid-course correction” on its projected earnings number
in mid-2001. That mid-year estimate of 2001 EPS may have had the effect of setting the limit on
the final EPS number for that year. In a “10-Year Financial Outlook” presentation by Ms.
Spencer on June 24, 2001, to executives at a retreat, she projected the revised year-end 2001 EPS
number to be $5.20, reflecting EPS growth over the prior year of 21.3 percent.*™® That revised,
mid-year prediction turned out to be on target—to the penny.

¥ As noted below, Mr. Howard advised senior executives in 2002 that income should be pushed forward to 2003
and 2004. “Notes from QBR. 5/9/02.” FM SRC OFHEO 0031279283 at 280.

%> “Board Resolution. November 30, 2001.” FMSE 191703-FMSE 191704.

% E-mail from Lorrie Rudin to Kathy Gallo with cc: to Christine Wolf, “Follow-up to your meeting with Dan,”
October 31, 2003, FMSE EC 015847.

¥ Memorandum from Harry Argires (Engagement Partner, KPMG) to Fannie Mae File, “Summary of DPP
Consultations Related to 2001 Audit,” KPMG-SEC-031594.

8 Presentation by Leanne Spencer to the Nemacolin SVP Retreat, “10-Year Financial Outlook,” June 24, 2001,
FMSE-KD 005137-157 at 142.
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Continuing Manipulation of EPS Compensation Targets and Reported Earnings

Fannie Mae senior executives managed earnings over an extended period. That practice
originated before Mr. Raines became CEO and was perfected during his tenure. While the
techniques varied, the result was predictable: from 1996 through 2002 (except for 2001, when
market forces caused an unexpected earnings surge) the final EPS number was always at or near
the number required for a maximum Annual Incentive Plan bonus payout. In 2003, EPS was
only slightly below the maximum payout target. In 2004, Fannie Mae was unable to report an
EPS number.

In that period, Fannie Mae executives used accounting maneuvers to achieve earnings
goals to increase their own compensation. With compensation goals as an incentive, senior
executives consistently managed to hit, but rarely exceed by much, the annual EPS goals that
ensured a maximum bonus payout. This sub-section documents that from 1996 through 2002,
the EPS number at the end of a given year was typically very close to the EPS maximum bonus
payout target set at or near the beginning of each year, sometimes within fractions of a cent.

1996—Maximum Bonus Payout Number: $32.480
Actual EPS Number: $2.4764

As early as 1996, Fannie Mae engaged in managing earnings per share to a number that matched
the maximum bonus payout number. Mr. Howard’s talking points for an October 1996 Board of
Directors meeting noted that Fannie Mae was on track to produce a $2.48 EPS.*  That
number—3$2.48—was the EPS target for a maximum Annual Incentive Plan payout set earlier
that year by the Compensation Committee of the Board of Directors. The October 1996
presentation included handwritten margin notes in a forecast chart (“Long Term Forecast: 1996-
2000”) that projected the year-end 1996 EPS to be $2.4761. The difference between that
projection and the final actual EPS number ($2.4764) was a scant 3 basis points (three one-
hundredths of a cent).”

A mid-November 1996 memorandum from Ms. Spencer to Mr. Howard updated the 1996
3Q forecast after the reversal of a tax entry. Ms. Spencer noted:

So, what this results in is a forecast that now rounds down to 2.47—2.4744. And,
I have now held nothing back such as the previous earnings management items
that I’ve been plugging to the tax line over the last several forecasts, with the
reversing of the tax entry.”’

Ms. Spencer’s mid-November EPS forecast of $2.4744 differed from the final actual EPS
number by only 20 basis points.

In that memorandum, Ms. Spencer also described the following options that could
provide an earnings “cushion” in the event of a shortfall, including revising the accrual rate of
foreclosed property closing costs:

% FMSE SRC OFHEO 00311217-221 at 218.
% FM SRC OFHEO 00311226-27.
1 FMSE SRC OFHEO 00311203-05 at 03.
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What do I have up my sleeve to solve an earnings shortfall?

1. 996K of misc income related to lender loss recoveries. An item identified by
WRO and we told them not to book it until we told them to.

2. $1.8 million on the tax line relating to an environmental tax that we previously
accrued and now apparently will not have to pay, so Marian has told us we
could reverse.

3. Foreclosed property expense line. Mike offered up last night the ability to
change again the accrual rate on closing costs in the Falcon [single family
charge-off and foreclosed property expense] system. You’ll recall we did that
in June to help the second quarter. When we did it, we brought the accrual
rate down to 8.25%. His actual experience rate is 7.9% and we wanted to
leave a little cushion. He told me last night if [ wanted him to he could bring
it down to 7.9%, adjust the inventory and he would pick up about $2.2 million
dollars.”

These three items give me roughly $6 million pre-tax of cushion to earnings. So
this is how I would solve a small problem.

We still have other cushion in the bucket account, but it’s mostly nii [net interest
income] related and we’re very protective of this account to resolve margin
fluctuation when it occurs.”

1997—Maximum Bonus Payout Number: $32.840
Actual EPS Number: $2.8325

A second quarter 1997 earnings forecast, noting that “we have lost earnings momentum since our
first quarter earnings projection,” described the response:

During this forecast we attempted to overcome some of our earnings challenge by
introducing an even more accelerated stock repurchase pace and incorporating
reduced credit losses and provision cuts.”

A subsequent “EPS Update,” part of a series of slides which appear to have been
presented in December 1997, notes that EPS for the first three quarters of 1997 was $2.08 and
that $0.75 in the fourth quarter was “required to hit $2.83.”** A slide entitled “December
Earnings Actions” noted several ways in which the forward-shifting of income or the deferral of
expenses had already been accomplished. In addition, it listed several proposed actions “[t]o
[a]chieve $2.8325.% Earnings actions “[a]ccomplished-[t]o-[d]ate” involved early retirement of

2 Id. at 04.

% Memorandum from Leanne Spencer and Janet Pennewell (Director, Office of the Controller) to Timothy Howard
and Robert Levin (then Executive Vice President for Marketing), “Q2 Earnings Forecast-Base Case,” July 8, 1997,
SRC OFHEO 023337-342 at 337. The forecast lowered the provision for single-family credit losses beginning with
the third quarter of 1997. SRC OFHEO 02337- 42 at 37.

** FM SRC OFHEO 00197273.

* FM SRC OFHEO 00197274,
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debt and deferral of expenses related to such areas as Corporate-Owned Life Insurance. Fannie
Mae achieved the projected EPS number of $2.83 in December.”® In January 1998, Fannie Mae
CEO James Johnson reminded Annual Incentive Plan recipients that the size of the Annual
Incentive Plan bonus pool, and their Annual Incentive Plan awards, was directly related to EPS
targets. In a memorandum, he wrote:

As you know, the size of the AIP bonus pool is based on corporate financial
performance. Thanks to your collective commitment and hard work, we were
able to achieve greater than anticipated earnings per share, which resulted in
higher AIP awards.”’

As previously noted, Mr. Raines later sent a nearly identical memorandum to Annual
Incentive Plan bonus recipients in January 1999.”® Ironically, none of the hard work related to
the shifting of the recognition of income or expenses between accounting years and provided
economic or safety and soundness benefits.

1998—Maximum Bonus Payout Number $33.230
Actual EPS Number $3.2309

The Fannie Mae 1999 proxy statement said that 1998 “was the most successful year in Fannie
Mae history.”” As described in the September 2004 OFHEO report and Chapter VI, the deferral
of a 1998 expense related to FAS 91 allowed Fannie Mae to meet an EPS target ($3.230) that
ensured a maximum payout to the bonus pool.

A July 28, 1998 memorandum from Ms. Spencer and Janet Pennewell, Director for
Business Planning, to Mr. Raines and other senior executives noted:

We will be working closely with Tim [Howard], Ann [Kappler], Rob [Levin] to
develop strategies for reaching our minimum EPS targets for 1998, 1999 and
beyond. We still need to add almost $30 million in pre-tax income to reach
analyst consensus of $3.21 for 1998. We also need to add additional income to
achieve double-digit growth for 1999.'%

Fannie Mae executives managed earnings to an exact EPS target in 1998. A September
22, 1998 “Risk Review with the CFO” meeting included material that listed several goals,

including:

1. Establish as priority one the goal of making $3.21 per share in 1998.

% «And because of our stock repurchase program—where we reduced outstanding shares by over two percent—our
earnings per share rose by 14.1 percent compared with a year ago, to $2.83.” Notes for January 1998 Board of
Directors Meeting. FMSE-E_EC0026239-245 at 239.

7 Memorandum from then-CEO James Johnson to Annual Incentive Plan Award Recipients, “Annual Incentive
Plan Check,” FMSE-EC 021984.

% Memorandum from Franklin Raines to Annual Incentive Plan Award Recipients, “Annual Incentive Plan
Check,” January 20, 1999. FMSE-EC 042719.

% Notice of Annual Meeting of Stockholders. May 20, 1999 at 11.

1% Memorandum from Leanne Spencer and Janet Pennewell to Franklin Raines et al, “Q2 Earnings Forecast
Analysis,” July 28, 1998, SRC OFHEO 023932-023963 at 933.
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2. Manage earnings to that target and manage to the net interest margin implied in
the Q2 forecast against which we have set expectations. To the extent that we
have “surplus” NII or extraordinary NII/g-fee adjustments that manifest during
the remainder: apply these amounts to increase the topside adjustments.'®!

By September 29, 1998, Mr. Howard was expressing concern about the possibility of not
“maxing out” in 1998. In a self-evaluation addressed to COO Lawrence Small, Mr. Howard
said:

It’s disappointing not to be “maxing out” given that we’re in the midst of the
strongest origination year in our history. Moreover, with this year’s increased
liquidations and the impacts successive declines in interest rates are having on the
value of our unamortized purchase premiums, buyups and certain REMIC and

strip tranches, we are going into 1999 in somewhat weaker shape than I would
have liked.'”

Mr. Howard went on to explain that several factors, including lower-than-forecast spreads on
new business, would mean a $70 million shortfall in portfolio net income but indicated he was
confident Fannie Mae could “fill the gap™:

Moreover, the effect of this year’s net interest margin shortfall has a full year
impact in 1999, putting us in a worse position to hit the analysts’ consensus than
we were at the beginning of the year. I am confident we will come up with a
means to fill the gap, but the source is unlikely to be the portfolio business.'"

One method of “filling the gap” was a non-recurring earnings event of the “cookie jar”
type, described in detail in Chapter VI. Mr. Small, in an August 10, 1998 memorandum to Mr.
Raines, approximately a month-and-a-half before the Chief Financial Officer “risk review”
meeting described above, provides “tone at the top” guidance on how earnings targets are to be
met. In a remarkably candid description, Mr. Small advised that earnings targets could be met
via “a non-recurring earnings piggy bank.” He also described the perils of missing the 1998
maximum bonus payout number of $3.23 to Mr. Raines:

For 1998, I’m reasonably confident there’s enough in the “non-recurring earnings
piggy bank” to get us to $3.21. While that number should satisfy investors, you
should be aware that last year the AIP paid out just short of the maximum This
year, the maximum is $3.23, so at $3.21, the bonus pool will be noticeably lower
than in 1997, a fact which will, of course, be rapidly observed by officers and
directors come January.'®

101 «Risk Review with CFO,” Tuesday, September 22, 1998, FM SRC OFHEO 00269113—127 at 116. Attendees
listed included Timothy Howard, Tom Lawler, Sampath Rajappa, Joseph Amato, Vice President, Portfolio Strategy,
Leanne Spencer and Jonathan Boyles.

12 Memorandum from Timothy Howard to Lawrence Small, “1998 Performance self-evaluation,” September 29,
1998, FMSE 699020-24 at 20.

"% 14, at 21.

14 Memorandum from Lawrence Small to Franklin Raines, “Fall Financial Planning,” August 10, 1998. FMSE-IR
00331263-65. FM SRC OFHEO 00294503-505 at 504.
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As previously discussed, senior Fannie Mae executives were warned, via staff
memoranda in September 1998 and November 1998, that Annual Incentive Plan bonuses would
likely be reduced if EPS performance did not measure up.'®

The “tone at the top” was further reflected in another “piggy bank” approach floated by
Mr. Small that involved the establishment of a reserve account linked to the amortization of
purchase premiums and discounts. In a July 13, 1998, memorandum to Mr. Small, Ms. Spencer
advised against that approach, noting that there was no accounting concept that supported an
allowance in that context.'®® Ms. Spencer further advised:

My final concern is the SEC has stated in the past that they are against companies
setting up general “corporate allowances” because they are viewed as piggy banks
for the company and do not have any basis in accounting theory.

By November 24, 1998, Fannie Mae was assuming a year-end EPS number of $3.2240
for the purpose of estimating the bonus amounts payable to Mr. Raines and others.'”” The $3.23
maximum payout bonus number was eventually met to the penny (at $3.2309), partly by tapping
the “non-recurring earnings piggy bank.” In addition to the deferral of the FAS 91 expense
described in the September 2004 OFHEO report and Chapter VI, in 1998 Fannie Mae used a
“piggy bank” non-recurring accounting action related to the Low Income Housing Tax Credit
(LIHTC) that had a powerful effect on EPS. Mr. Small was informed of the potentially powerful
EPS effect of that accounting change in a November 25, 1998 memorandum from Ms.
Pennewell. Writing in response to a query from Mr. Small, Ms. Pennewell described the
anticipated accounting-related contributors to 7999 EPS growth (rather than 1998), listing
several “major contributors,” including the LIHTC. Ms. Pennewell wrote:

The biggest contributor is the accounting change for the low income tax credit
investments (LIHTC) which adds 3.4 percent to EPS growth. This includes
changing from a cash to accrual basis of accounting and changing our
depreciation method. '

Fannie Mae did not utilize that earnings “contributor” in 1999, as projected in the November 25,
1998 memorandum. That contribution was used only in 1998, which proved a difficult year for
meeting earnings targets.

As described in Chapter VI, on January 9, 1999, a journal entry in the amount of $3.9
million recorded a debit to what was known as the 162200 account and a credit to miscellaneous
income. Additionally, the journal entry was effective for year-end 1998. The Fannie Mae 1998
Earnings Plan called for net income of $3,349.4 billion for an EPS of $3.22 compared to actual

15 Memorandum from Thomas Nides, Senior Vice President for Human Resources, to Senior Vice Presidents,
“1998 Compensation Actions,” November 18, 1998, FMSE-EC 02074144 at 41. See also Memorandum from
Thomas Nides to All Officers, “1998 Compensation Performance and Review Process,” September 11, 1998,
FMSE-EC 091147-49 at 49.

1% Memorandum from Leanne Spencer to Lawrence Small, with copies to Timothy Howard and Sampath Rajappa,
“Setting up and Allowance for Discount and Premium Amortization,” July 13, 1998, FM SRC OFHEO 00141647.
107 «1998 Compensation Actions.” 11/24/1998. FMSE-EC 000947-970 at 948.

1% Memorandum from Janet Pennewell to Lawrence Small, with copies to Timothy Howard and Leanne Spencer,
“Your Question on 1999 EPS Growth,” November 25, 1998, FM SRC OFHEO 00183511.
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earnings of $3,351.5 billion for an EPS of $3.23. It is apparent that had this journal entry from
the 162200 account had not been recorded, the Enterprise would not have met the planned
maximum bonus target.'”

1999 — Maximum Bonus Payout Number $3.690
Actual EPS Number $3.7199

Setting the multi-year goal of doubling EPS had the effect of linking earnings growth
targets across years, which required senior management periodically to review and revise its
projections. Once management determined that it likely would achieve the maximum bonus
payout EPS number in a given year, discussion turned to pushing additional projected income
into future years, thereby making it more likely the EPS targets for those years also would be
achieved. Management regularly engaged in making such EPS projections and target setting.
For example, in 1999, the maximum bonus payout EPS target was $3.69. By July 14, 1999, a
document entitled “1999 and 2000 EPS Targets” (which includes the identifier “frankeps.xls
sheet (2)”), includes explicit strategies for moving income to contribute to meeting, but not
overshooting the EPS targets associated with maximum AIP bonuses in both years.'"

2000—Maximum Bonus Payout Number 834.274
Actual EPS Number $34.2874

By mid-year 2000, a $4.28 EPS was viewed at Fannie Mae as “delivering on 2000.” An August
3, 2000 Quarterly Business Review Document entitled “Delivering on 2000 Then Shifting the
Focus to 2001 projects the final EPS number for 2000 as $4.28."'" A slide in that presentation
entitled “The Second Half is Important™ illustrates that to achieve the necessary additional $2.20
in EPS in the July-December 2000 period (EPS was $2.08 in the first half of 2000), portfolio
growth in the second half of the year would have to be at a 22.6 percent rate (compared to 10.4
percent growth in the first half) and growth of all single-family mortgages would have to be 12.2
percent, (compared to 6.6 percent growth in the first half).''> A slide entitled “Dimensioning
2001 EPS” predicted a net income shortfall of $100 million in the following year, based on an
anticipated 14.9 percent EPS growth goal for that year.'"

Christine Cahn, Vice President for Budget and Expense Management, indicated to Mr.
Howard in an e-mail chain of November 27, 2000, that the maximum EPS target number was
$4.27. Mr. Howard, however, was interested in a more precise maximum payout target
number—out to the fourth decimal—with an eye not only toward that year’s EPS number but the
next year’s as well. Mr. Howard wrote:

199°<1999 Plan — Earnings Scenarios.” FMSE 556060.

"% FMSE SRC OFHEO 00237128.

" “Delivering on 2000 then Shifting the Focus to 2001,” August 3, 2000, Quarterly Business Review, FMSE
332726-751 at 727.

"2 1d. at FMSE 332728.

'3 FSME 332731. The 14.9 percent “goal” figure is based on the annual amount of EPS growth necessary to double
earnings by 2003. Fannie Mae EPS growth in 2001 turned out to be substantially greater than 14.9 percent.

91



CHAPTER V. THE EXECUTIVE COMPENSATION PROGRAM

Do you know if we were intending to base the AIP payouts on the percentages or
the EPS numbers (calculated to the fourth decimal)? It won’t make a difference
this year if we hit $4.28, but it will next year."*

In a December 22, 2000, e-mail to Ms. Spencer, Mr. Howard discussed hitting a $4.28
EPS number. The e-mail, with a subject line of “Year-end Planning,” advised that debt calls,
which looked to be showing a modest gain, should actually show a small extraordinary loss. In
his e-mail, Mr. Howard wrote, in part:

I am still a little confused as to where we are on year-end income planning.

Janet showed me some numbers that had us coming in right at $4.2850, which I
thought was pretty close to the figure we needed to hit. If that’s the case, it’s not
obvious that we need to do much in the way of ‘pre-positioning’ for year-end. I
recognize that there is unpredictability in our actuals, but I don’t know that the
unpredictability necassarily [sic] runs in a particular direction.

Janet had been asking Linda about potential year-end losses. Linda came up with
a repurchase of some very long debt (2038!) that I nixed because of the extremely
long payback period. (I’d do more of the Xerox bonds at a straight loss before I
do the long debt.) But I was puzzled as to why she was looking for losses.

Could you make sure to stay on top of this (in absentia)?

Also, Rick Swick mentioned at PIC [Portfolio Investment Committee] that with
the debt calls we’ve done we’ll now show a modest extraordinary gain. I assume
that we don’t want that, and that someone will tell the appropriate portfolio
business person that a small extraordinary loss is preferable. !>

There was, in fact, little unpredictability in the actuals that late in the year. The final EPS
number “hit” by Fannie Mae at year-end 2000 was $4.2874, a slight twenty four basis points
difference from the number referred to in the “year-end planning” e-mail.

2001—Maximum Bonus Payout Number 84.926 (14.9 percent growth)
Actual EPS 835.1963

With an unanticipated surge in earnings in 2001, due mainly to a sharp drop in interest rates, it
was clear to senior executives by the middle of that year that Fannie Mae would easily exceed its
maximum EPS bonus payout number. As a result, senior management focused on shifting
earnings to future years.

"4 E-mail chain from Timothy Howard to Christine Cahn, “Re: your question,” November 27, 2000, FMSE-
E 2275138.

5 B mail from Timothy Howard to Leanne Spencer, “Year-end planning,” December 22, 2000, FMSE-KD
029307. Emphases in original. The references by Mr. Howard to numbers provided by “Janet’ appears to be to
Janet Pennewell, and the reference to “Linda” appears to be to Linda Knight, Senior Vice President and Treasurer.
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In a “10-Year Financial Outlook™ presentation to executives on June 24, 2001, Controller Leanne
Spencer projected the year-end 2001 EPS number to be $5.20, reflecting an EPS growth over the
prior year of 21.3 percent.''® The $5.20 number projected by Ms. Spencer in June was still the
target in November.

In a November 4, 2001 memorandum from Ms. Spencer to Mr. Raines entitled “Update
on Earnings,” Ms. Spencer described her recent Quarterly Business Review “Financial Outlook”
presentation and discussed earnings management and “smoothing ideas.”"!” To meet the $5.20
target, Ms. Spencer told Mr. Raines, required debt repurchases combined with a special
contribution to the Fannie Mae Foundation, actions which would have the effect of reducing
reported earnings for that year. In further describing a portion of the presentation related to a
downturn scenario, Ms. Spencer advised Mr. Raines: “Under Q3 the Modest Downturn Scenario,
IF (sic) we were unable to come up with any smoothing ideas to move income you see that we’d
be flush in 2002 and then 03 and 04 are negative to low and unacceptable growth.”''® Ms.
Spencer also described to Mr. Raines plans to “pull the earnings down” to $6.30 EPS in the
following year (2002), with an indication that CFO Timothy Howard had asked Senior Vice
President for Portfolio Strategy Peter Niculescu for ideas on how to accomplish that. As Ms.
Spencer described it to Mr. Raines:'"”

For 2002, I plugged in (sic) an amount into the gain/loss line item just to pull the
earnings down to $6.30. It is purely a plug with no actions identified as yet. Tim
has Peter working on ideas.

Any plan to “pull the earnings down to $6.30” in 2002 should be viewed in an executive
compensation context. As noted in the section below, the EPS number reported at year-end 2002
was $6.3137, and the maximum EPS AIP bonus payout number was $6.288.

2002—Maximum Bonus Payout Number $6.288 (21.0 percent growth)
Actual EPS $36.3137

According to Roger Barnes, Manager for Premium Discount Amortization, whose allegations of
earnings management are discussed in Chapters VII and VIII, by 2002 it was clearly Fannie Mae
policy to use such instruments as REMICs to reduce short-term income and to push out income
to future years. In a May 2002 e-mail, Mr. Barnes noted:

Top management is creating the structured transactions to take losses now. Per
Janet, Frank and Tim feel there is enough income locked in for 2002 that we do
not need to worry about meeting this year’s goals. Further, she indicated the
amortization of deferred items provides a vehicle to manage to “Plan.”'*

''® Presentation by Leanne Spencer to the Nemacolin SVP Retreat, “10-Year Financial Outlook,” June 24, 2001.
FMSE-KD 005137-157 at 142.

"7 Memorandum from Leanne Spencer to Franklin Raines, “Update on Earnings,” November 4, 2001, FMSRC-Z
00000133 -00000134.

118 Id

119 Id

120 E_mail from Roger Barnes, Manager for Premium Discount Amortization, to Stephen Spivey, Senior Developer,
“Items Today,” May 7, 2002, FMSE 341795.
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Mr. Barnes also expressed concern with the lack of detailed disclosures regarding
REMICs. Mr. Barnes wrote:

Investors and analysts are clamoring for the data but the company is refusing to
provide it because of the uproar it would cause if Wall Street know [sic] we were
so heavily “managing income” as to take losses needlessly. There is more
concern about maintaining a desired level of income than maximizing income. It
is unbelievable. People are buying the stock thinking every effort is being made
to maximize earnings but that is not the case.'*'

Mr. Howard, according to notes taken from a May 9, 2002 Quarterly Business Review
discussion, confirmed the strategy to push income from 2002 into future years. In notes
describing a discussion about pulling in certain low income housing tax credits into 2002 by
buying up portfolios of mature loans, or by pushing up the construction schedule, the following
is attributed to Mr. Howard:

Why are we working to increase income in 2002 when the corporation is trying to
push income out of 2002 to 2003 and 2004? We need to talk about this as a
follow up.'*

A summary of that Quarterly Business Review, under the heading “Follow ups” reflected
the company position expressed by Mr. Howard in the discussion:

It was mentioned that the LIHTC group is working on ways to pull income into
this year by buying portfolios of mature loans or moving up construction
timelines. This is inconsistent with the overall corporate effort to move income
out of 2002 and into later years. (Pennewell, Neill [likely, Edwin Neill, Vice
President for Tax Credit Investments])'*

A July 26, 2002, “Q2 Earnings Forecast” from Janet Pennewell, Vice President for
Financial Reporting and Planning, and Shaun Ross, Director for Business Planning, noted that
Fannie Mae was on track that year to achieve planned EPS of $6.30 or EPS growth of 21.2

124
percent.

Kathy Gallo, Senior Vice President for Human Resources, was informed via an e-mail
chain from Christine Wolf, Vice President for Compensation and Benefits, on November 14,
2002, that a $15 million change in pre-tax earnings would change EPS by a penny, as would a
$10 million after-tax change in earnings.'” The mid-year projection from Ms. Pennewell and
Mr. Ross was on target: the reported $6.3137 EPS figure, later restated as $6.3017, slightly
exceeded the $6.288 maximum EPS payout bonus target number. The result was a maximum
payout to the Annual Incentive Plan bonus pool.

121 Id

122 «“Notes from QBR,” May 9, 2002, FM SRC OFHEO 00311279-283 at 280.

123 «QBR Summaries. Notes 5/02.” FM SRC OFHEO 00311277-278 at 277.

124 Memorandum from Janet Pennewell and Shaun Ross to Distribution, “Q2 Earnings Forecast,” July 26, 2002, FM
SRC OFHEO 00198925-932 at 925. The EPS growth rate for 2004 was forecast to be a meager 4.5%.

125 E-mail from Christine Wolf to Kathy Gallo, “[Fwd: que