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Single Family Guaranty Business s

Facing Strategic Crossroads
June 27, 2005
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1. Is the housing market overheated?

2. Are consumer changes in preference for
adjustable rate vs. fixed rate mortgages cyclical,
or secular?

OB Sruuey

3. Does Fannie Mae have a role/responsibility to -
stabilize the housing market?

4. Does Fannie Mae have an obligation to protect&
consumers? | é

%
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The risk in the environment has accelerated
dramatically.

" Proliferation of higher risk alternative mortgage products

" Growing concern about housing bubbles

= Growing concerns about borrowers taking on increased
risks and higher debt

= Aggressive risk layering 5
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Growth in adjustable rate mortgages (ARMs)
continues at an aggressive pace.

® Extensive menu of alternatives / options
® Increasing affordability concerns
= Emphasis on lowest possible payment

® Home being utilized more like an ATM

e

Our competitive advantages today are in fixed rate mortgages. o
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We are at a strategic crossroad....
We face two stark choides:

1. Stay the Course
2. Meet the Market Where the Market Is

S e — .

SR
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Stay the Course

® Maintain our strong credit discipline

" Protect the quality of our book |

" Intensify our public voicé on concerns

" Refrain from offering specific gutidelines

" Preserve capital *‘; é

" Test cyclical vs. secular 15‘5;}
|
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“
Alternatively, we could seek to ....

Meet the Market Where the Market Is

® Meet current consumer and customer demands

" Participate in volume and revenue opportunity / current |
growth areas

" Accept higher risk and higher volatility of earnings |
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Possible Implications

Stay the Course

® | ower volumes /
revenues

= Slower book growth

® Continued market share
decline

" |_ower earnings

® I[mpact on key customer
relationship

Confidential — Highly Restricted
As of 6/22/2005

Meet the Market

= Higher volume /
revenues

" Faster book growth

= Slow down decline
market share

" Higher credit losses
" [ncreased exposure to

unknown risks

® Potential increased
earnings volatility

in
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“
Significant obstacles block our ability to

pursue a “Meet the Market” strategy.
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" Lack of capabilities and infrastructure

" | ack of knowledge of the credit risks
|
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" Lack of willingness to compete with the market on price
® Lack of a value proposition for éubprime

" Lack of a conduit capacity and Regulatory concerns
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Realistically, we are not in a position to “Meet the
Market” today.

Therefore, we recommend that we:

"  Pursue a “Stay the Course” strategy and test whether current
market changes are cyclical vs. secular:
— Advocate public position |
— Be selectively opportunistic in pursuing business

— See if consumer sentiment changes with flatter yield curve
While we: "

=  Dedicate resources and funding to “underground” efforts to:
— Develop a subprime infrastructure
— Develop modeling capabilities for alternative markets
— Develop a conduit capability

Is there an opportunity to drive the market back to the 30-year FRM?
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“
If we do not seriously invest in these “underground”

type efforts and the market changes prove to be
secular, we risk:
" Becoming a niche player

" Becoming less of a market leader

" Becoming less relevant to the se:condary market

B g

st
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Single Family Facts and Data

First Half Performance and Observations
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Single Family Performance

Corporate Objective Goals Scorecard
Monthly Progress Report - May 2005

Maintain leadership and retain ® Satisfactory progress with customer
or grow our key accounts retention. Holding our own against FRE

® | eakage to subprime and private label
continues. We lack a value proposition to,
stem the tide in today’'s market

Address key competitive issues
and maintain 30% MDO share

Implement products and
exceed target book growth of

® Book growth negative year-to-date. Negative

1.75% growth is expected for the full year f

Increase participation in " Continue to work on value proposition and

subprime proposal to enter the subprime flow market

Use technology tools for .

process improvement and On track }

delivery preference a
® On track " g

Achieve the HUD goals

x‘“}j

= | oss of market share to subprime, interesé‘%{%
only, option ARMS, attracting mission "
borrowers relative to our “core” products

Lead the market in minority
lending and achieve targets

0 0® ¢ & <

Confidential — Highly Restricted
As of 6/22/2005 14 :-‘:\1 FannjeMae
i

A



$S£88000 ¥DOD-NA

S9]Iy 9SNORJ O} JUBNSING PIdNPOIJ

uoneuLIoju] ssauisng Aiejprdoid [enuspyuo)

QBIA] STUUR

Single Family Performance

2005 Divisional Goals ($Bil)

Lender Channel $383.2
Investor Channel 100.0
Dedicated Channel 16.0
Total Business Volume  $499.2
Book Growth 1.75%
Gross Charged Fee 27.3 bps
Credit Losses $198 mil
Inclusive of eBusiness.

MAY 2005

YTD
2005 HOUSING GOALS ACTUAL
Low Mod (Affordable) 52.0% 55.5%
Special Affordable 22.0% 26.7%
Underserved 37.0% 41.3%
2005 SF PMM Sub Goal

Low Mod (Affordabie) 45.0% 45.48%
Special Affordable 17.0% 18.92%
Underserved 32.0% 32.49%
2005 MINORITY LENDING GOALS
African American 5.4% 5.51%
Hispanic 11.6% 10.99%
Total Minority 24.7% 23.78%

Confidential — Highly Restricted
As of 6/22/2005

— Full year estimate: minus 0.6 percent
® YTD gross charge fee vs. plan: 26.2 bps vs. 26.8 bps

® On the housing goals front we

remain ahead of targets against all
goal categories

Our minority lending results through
May are behind goal for Hispanic
(10.99%) and total minority
(23.78%)

15

JEE
® Volume through May totaled $188 billion and was $11
billion (5.5%) behind plan

— Full year estimate: $491 billion (Q2 forecast)
® YTD book growth (estimated): minus 1.7 percent

® YTD credit losses vs. plan: $95.5 million vs. $55.1 million
— Current full year estimate (6/05): $253 million
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We continue to lose goals rich products to private label

®* Much of the leakage to the private label
market is from products with high
minority concentrations

®" The two product lines that are driving
the majority of leakage to private label
are Alt-A and Subprime

® |n 2004, these product lines scored
high relative to Fannie Mae’s core
products

— Alt A: 30% total minority score
— Subprime: 52% total minority score

® |n addition, much of the Option ARM
production is securitized in the private
label market
— Option ARMs: 37% estimated total
minority score

Confidential — Highly Restricted
As of 6/22/2005

Private Label Market Shares of MBS Issuance
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Even with tough competition and widening MBS/PC price spreads, Fannie Mae has
still maintained share levels versus Freddie Mac in the historical range (55% - 60%)

—

Fannie vs. Freddie

g —

65% el
60% -+

55% fori

50%

" range
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Entire Securities Market
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® Despite Fannie/Freddie price spreads being at
high levels during the past 6 months, the
Fannie/Freddie share has remained in the
historical range

® However, both GSE’s continue to see g
significant share loss to the private label Zy;
market i
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Our competitive advantages in our core competencies continue to erode

1 YEAR AGO.... II—— >

Credit risk management
Capital advantage

Low cost producer
Customized value approach

Liquidity premium

Core Competencies

DU/DO Technology

Confidential — Highly Restricted
As of 6/22/2005
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TODAY....

® Qurinsular view prevents us from taking credit
risks in areas unfamiliar to us.

® Qur capital advantage has been lost to
collateralized debt obligation issuers and hedge
funds. Basel Il will further erode our advantage.

® Qur pricing is uncompetitive. According to our |
models, market participants today are not
pricing legitimately for risks. ?

" We don’t have a value proposition to compete in’
toeday’s market (lack of conduit capability).

" Premium still exists with respect to our 30-year
TBA security; No liquidity premium for non-fixed
rate product. ‘

® DU/DO remain the leading automated "
underwriting systems in the market. Contmuediéé
investment is required to ensure we do not losej
our competitive advantages in this area. ‘EW

)
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Our public position on risk concerns has been gaining momentum

' 5/3/08 I/OS I)S 6/9/05 I
I Tom Lund OCC & Fed OFHEO Greenspan |
-- MBA Secondary -- Issue guidance letters -- Releases home price data -- Froth/Bubble

Remarks captured -- Feds warn lenders -- Expresses concerns

in numerous articles. ‘
Seeeteesesentettecensenstnstastarttternerestnecanensnnennne teeegeetrateesaitestesatattnngaranncsncanans serveean v
:Articles of Interest # of Articles: | # of Articles: :
: Source: Google Wan= April)  §{ (May-—June 22, 2005)
® Housing Bubble 932 1,248
i Interest Only 315 1,213
i@ Housing Affordability Concerns 86 746
™  Greenspan and Housing Concerns 187 598
:* OFHEO and Housing Concerns 12 28 {
;@ OCC and Housing Concerns 18 17 ¥
i Option ARMs 20 10 1

escecessssssssvevessces gé:

Since early May, we estimate that over 3,500 articles have appeared in various publicétions on the topics listed above: é
This compares with an estimated 1,200 articles on these topics in the four months prior.

Confidential — Highly Restricted
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Our customer’s and other market participant’s attitudes towards
layered featured products varies across a broad spectrum

Cautious
Longer Term View

Constrained

Wells
Citi
ABN
Suntrust
Wachovia
HSBC
USAA
Irwin
Community Banks

Credit Unions

Confidential ~ Highly Restricted

As of 6/22/2005

Production Focused
Meet the Market

Move Fast

Slower to Move

Reluctant Follower
Tighter Credit Box

Chase
PHH WaMu
World

Greenpoint

First Horizon
BofA
GMAC:
Flagstar
OSB
Builder Mtg Corps

Indy Mac
Street Aggregators
Independent Mtg Bankers
Brokers
Realtors }%l
\

Subprime Originators %éﬁ%
20 Al F anMeMae
|

|
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The market outlook for the year continues to change, driven by lower
than expected interest rates and other market dynamics
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20051 Q2 2005
Plan] Forecast

[30-voar FRM IR 6.00%
FRM-ARM Spread 1.35%
SF Mortgage Originations ($Bil) 2,146
Refinance Share (% of volume) 39.5% |
ARM Share _ 2 29.2%
SF 1st Lien MDO ($Bil) 7,704 |
LSF 1sj_l:ien MDO Growth 8.3% |

FNM HPI (% change from year ago) 1

Fannie Mae 2005 Plan and Q2 2005 Forecast . z%&”
il

¥

}}
?
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Single Family Facts and Data

Private Label and'Subprime Market Trends

-
i
‘ g
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Private Label Trends

Mortgage-Backed Securities Issuance Mortgage-Backed Securities Issuance
Volume Share
1,400 60% —=
1,200 50% ’_’—\ =g Fannie
1,000
8 B Fannie 40% . =0 Freddie
00 o
600 O Freddie R Brwvat
400 | | |oPrivate Label 20% e Label
200 ol 10%
0 : : 0% T r T
$INBN 2002 2003 2004 2005 $inBN 002 2003 2004 2005

YTD YTD ?

= Private label market continues to be a significant éource of liquidity to lenders. $401
billion of private label securities have been issued in 2005 through May.

® |n 2004, Private Label volume surpassed Fannie Mae volume for the first time, with 5_
total Private Label issuance of $809 billion versus Fannie Mae issuance of $537 billion.

" Fannie Mae is still the largest single issuer of MBS. Freddie Mac was the second é
largest issuer with $358 billion, and Countrywide ranked third at $114.5 billion.

Confidential — Highly Restricted :
As of 6/22/2005 23 & FannieMae
1

¥
i

It
o



$9.88000 IO0D-WA

SOty 9SNOF] 0 JURNSING PIONPOIT

UoneurIOqU] ssauisng Areoudoid [enuapyuo)

SeJA Snuue

Private Label Trends

250 7 $BN
Private Label MBS: Product Trends

B Other -
£ Seconds SN
200 1 @HELOC % o
[ Prime Fixed P

M Prime ARM

150 1 mAlt-A .

100

50

01Q1 01Q2 OLQ3 0LQ4 02:Q1 02:Q2 02:Q3 02:Q4 03:Q1 03:Q2 03:Q3 03:Q04 04:Q1 04:Q2 04:Q3 04:Q4 05:Q1

Source: Corporate Development, Inside MBS & ABS i
= Growth in PL has been driven by increases in: “é
. R
~ Subprime ;%!
- AltA léggg
il

— ARM production ! E
=  Common theme across these products: housing affordability and flexible guidelines
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Private Label Trends — Wall Street Presence
“

" Wall Street firms playing an increasingly large role as aggregators of
mortgage product.

" Wall Street share of private label issuance has doubled in the past
three years (as of 2004 year-end).

" Many Wall Street players are pursuing vertical integration to develop
consistent source of product:

— Lehman originated $43B in Correspondent and Broker originations
in 2004.

— Bear Stearns launched a Broker division'in early 2005.

— Firms making significant front end technology investments,
including developing proprietary AU systems. %

Confidential — Highly Restricted ,
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Wall Street Issuance Trends — Cyclical or Secular?

900.0 - r 35.0%
800.0 - I Total Issuance (left axis)
- 3 r 0,
ll{fﬁzlc P o : ~—% Wall Street (right axis) 30.0%
tax
rules enable 700.0 Liquidity crises in
issuance of Black Monday market — Russian - 25.0%
multi-class 600.0 - prompts flight to debt crisis, LTCM,
MBS quality Y 2K liquidity crunch
5000 - - 200% 1
New England f
400.0 | real 1fstatle Growth of Alt- F 15.0%
market slump . A product;
300.0 N agencies not yet
Southem CA participating - 10.0%
200.0 - housing bust ? -
- 5.0%
100.0 A
- 4 + 0.0%

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

* 1999-2001 — Wall Street presence in Private Label Issuance declines during (a) the consolidation of many subprime lenders, and (b) the mcreased
presence of the Agencies in the Alt-A market.

« 2002-2005 - Wall Street participation increases measurably; and the street indicates that they are intent on having a lasting presence.
+ “They all want to be like Lehman Brothers... Lehman has a huge pipeline and everyone's coveting it.” — Subprime Lender

» CSFB has ambitious 2005 goals and is positioning itself to continue integrating downstream — exploring acquiring a servicer in 2005. (5/05 -
CSFB 9t Private Label Issuers Conference)

« Morgan Stanley is seeking “to build a brand and a reputation” for their securitization program and to show that they are “not just an opportunlstléw
bond shop.” (4/05 — Origination News) g

= On Bear's new broker platform:"Our pitch [is] that the broker’s getting capital market execution because he'’s dealing direct with Wall Street.”

Confidential — Highly Restricted ’
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Private Label Trends — Products and Risk Appetite
“

® Primary market originations of products outside Fannie Mae’s traditional risk appetite are
on the rise. This means lenders have to turn to aggregators / private label as an outlet.

% Private Label MBS Issuance: Total Collateral Trends % Private Label MBS Issuance: Total Collateral Trends

70.0 - o, ey 60.0 1+ ...
10% 61.8 o= Conforming % 54.4
60.0 | emmmmHybrid ARM % -------c--mmmmmmme e §0.0 dom e {
500 | =™==NegAM% ___  J
_ Ty ) U ——

40.0 focmmmm e

30.0
30.0

20.0
20.0 - .
100 J 100 +---mmmmmememe ettt T T T USRS

1996 1997 1998 1999 2000 2001 2002 2003 2004 1996 1997 1998 1999 2000 2001 2002 2003 2004 ?

Source: UBS Mortgage Research: Market Strategist, May 31, 2005 /

* Strong growth of innovative products (Interest Only ARMs, “Pay Option” ARMs)

* Steady growth in share of Private Label market with conforming loan balances J%

Confidential — Highly Restricted » '
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Private Label Trends — Products and Risk Appetite

® Private label securities increasingly include a significant amount of
conforming balance product. Reasons include:

— Our tough anti-predatory lending guidelines preclude us from taking
certain loans

— Our risk appetite is tighter than the market'’s, especially regarding 10’s
and Option ARMs

— Pricing / All-in execution

— “Spillover” effect — lenders may prefer to 'sell product all in one place for
convenience or execution reasons

— Difficulty of hedging spread risk on ARMs: Many smaller lenders need !
best efforts flow execution and servicing released bids, which we don’t |

offer with Alt-A and 10 sQ%

0
t%)
!\

|

Il
|
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Private Label Trends — Products and Risk Appetite

Private Label Securities Collateral Characteristics
Deals Issued April 2004 - Jan 2005

Prime Fixed &
Prime ARM Deals ~> These two categories represented 27% of all private label securitizations in 2004
%
S$UPB | % Total |Avg Loan| WA % FICO WA % % Low/No % Option
(BB) UPB Size FICO <620 {WALTV| CLTV |Investor | Cashout | % CA Doc % 10 ARM
Total Collateral 116.1 100%| 433,987 733 0.6% 69.1 85.6 2% 22% 48% 48% 48%| - 13%
Conforming Balance 22.1 19%| 215269 728 1.1% 73.3 92.5 7% 22% 26% 42% 13% [ 6%
Within FM Risk Appetite 20.0 17%] 214,355 732 0.2% 73.1 92.4 7% 2% 25% 40% 79% 0%
Cutside FM Risk Appetite 2.1 2%| 225,742 683 10% 75.5 94.1 12% 42% 37% 55% 13% 60%
{
§
Alt-A Deals --> This category represented 20% of all private label securitizations in 2004
%
SUPB | % Total |Avg Loan| WA % FICO : WA % % Low/No % Option
(BB) UPB Size FICO <620 |WALTV| CLTV |Investor| Cashout| % CA Doc % 10 ARM
Total Collateral 109.3 100%| 252,548 711 1.2% 74.8 93.3 18% 30% 45% 67% 51% 12%
Conforming Balance 63.1 58%; 182,392 710 1.5% 76.4 95.6 24% 28% 32% 63% 48%| . 11%
Within FM Risk Appetite 39.6 36%| 181,273 723 0.6% 75.7 95.8 24% 21% 31% 56% 60% 0%
Outside FM Risk Appetite 23.5 22%| 184,307 688 3.2% 77.5 95.3 24% 40% 34% 75% 28% : 28%

Notes:

Data Source: Loan Performance database.

"Prime FRM" "Prime ARM" and “Alt-A" deal classifications are defined by the issuer as reflected in LP database.

"FM Current Risk Appetite” reflects typical FM eligiblity criteria on bulk deal business for an average customer.
Loans without reported FICO scores were excluded fromthe data set.
Allloans are in first lien position; WA CLTV = weighted average combined LTV of first lien plus any subordinate lien(s)
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Fannie Mae vs. Market View: |10 & Option ARM

Countrywide Recent Bid Profile
Interest Only and Option ARMs

Collateral Profile WAC WAM LTV FICO ACI % Low Doc
10 ARM (Std MI) 6.00 359 79.5 © 727 622 79.6
Pay Option ARM (Std M) 1.60 359 75.8 721 626 65.1
Fannie Mae vs. Rating Agencies
10 ARM Pay Option ARM

FM S&P FM S&P - Old | S&P - New
AA SlZiﬂg (Fannie Stress) 7.5 3.7 8.5 5.5 6.7
B Sizing (Expected Loss) 1.8 0.4 2.2 0.6 0.8
Fannie Mae vs. Ml Companies

10 ARM Pay Option ARM
Fannie Mae Value of CE 31.3 44.1
MI Cost for CE 18.7 28.9
MI Execution Benefit 12.6 15.2
Enhancement Lewels 2.35%stop-loss,0.55% deductible |3.85%stop-loss, 0.65% deductible
Market Pricing
With Credit No Credit

Enhancement Enhancement

10 Pay Option 10 Pay Option
Competitive Gfee (Charge Fee) 54.0 55.0 54.0 55.0
Gross Model Fee (inctudes CE cost) 54.5 63.4 105.9 110.2
GAP -0.5 -8.4 -51.9 -55.2
Notes:

Average Investor Channel charge fee for IO product is 49 bps
Pay Option charge fees refiect recent Countrywide bids vs. private label market.
Freddie Mac recently offered WAMU a mid-30's gfee for high quality Option ARMs
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Fannie Mae's view of risk is
significantly different than !
other market participants

S&P recently came out with
more punitive criteria for f
Option ARMs

MI companies price the
expected and stress loss
levels differently than
Fannie Mae §

We need to obtain credit
enhancement on the entire |,
loan pool in order to achievg!

relatively gap neutral modég_és,‘%
fees i)
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Fannie Mae vs. Market View: Subprime
“

Countrywide Recent Bid Profile

Subprime Market

Collateral Profile WAC WAM LTV FICO ACI DT!
ARM (Charter M) 71 359 78.3 604 561 41.1
Fannie Mae v.s. Rating Agencies
Subprime

FM S&P
AA SlZlng (Fannie Stress) 12.0 12.6
B Sizing (ExpectedLoss) 3.1 2.0
Fannie Mae v.s. Ml Company

Subprime with Deep CE
Fannie Mae Value of CE 176.0
Ml Cost for CE 101.0
Mt Execution Benefit 75.0
15.0%stop-loss, 1.50% deductible,
Enhancement Lewels Charter P rimary
Competitive Alternatives
Subprime
With Charter Min
With Deep CE Ml Only

Competitive Gfee 130.0 130.0
Gross Model Fee (includes CE cost) 195.0 277.0
GAP -65.0 -147.0

Confidential ~ Highly Restricted
As of 6/22/2005

31

® Our view of risk for subprime
product is more in line with
Rating Agencies «

® MI companies price the
expected and stress loss
levels differently than Fannie§
Mae

® Our execution still significantly
off current market levels —
market competitive g-fees
would result in significant
negative gap, even with credit
enhancement i g
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Private Label Trends — Products and Risk Appetite

® This trend is increasingly costing us business with our largest customer:

Share of Countrywlde's Prime Conventional

Share of Countrywide's Total
Monthly Mortgage Fundings

Monthly Mortgage Fundings 100% Acquired by Fannie Mae
Acquired by Fannie Mae

110% Y 90% (
oo A \ 80% /f\\\

90% -

80% d-r J \" FllaN . 70% /,\WV"" \"

v/ \an/ VA 60% - / \\

70% v v A o 7 A/ \
60% \vl\/ \ 50% AN \/V/\ f
50% \\./A\/\ 40% \\/\/\
40% \A 30% \/\
30% Y 20%
20% 10%

10% o

0% pr— v 0% T T e T "

® S q,'s'b'bs& °°9°c°§‘c"9" sv 6""'9'5'59'5 s»“e“s"

ot >‘>$Po“@s”5‘\ & 3&9 v* 5&9 T v-d‘ ¥ o" s’bq? §Pv9 S 5“5\ ‘5‘ > o Q‘ S "? v9 o

Fannic Mac acquisio s ofcanveations, fiest-lion motgages fiom ¢ o us & share s fundings ofprs ianal, fisi-Bea montgages. SFannio Mae acquisitions of from C Me a5 & shars o fC. Me marigage fundings.
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Q1-2005
$ in millions
Total Countrywide % Total $ UPB Sold to % Sold to
PRODUCT Loan Production Production Fannie Fannie
30 FRM $11218 38.9% $5,354 47.7%
15 FRM 2,985 10.3% 2,379 79.7% :
FRM ALT-A 4340 15.0% 646 14.9% ‘
AMORTIZING ARM ALT-A 600 2.1% 403 67.2%
INTEREST ONLY ARM 23811 9.7% 1,920 68.3%
PAY OPTION ARM 6,389 23.9% - 0.0%
TOTAL PRODUCTION $28,843 100.0% $10,702 37.1%
Pay Option ARM Drill Down Notes:
Potential Eligibility Criteria * Does not include subprime, second, or
government loans.
Tight Eligibility Broader Eligibili . .
. Y o .. . gibility buckets refiect potential offering to
Pay Onption Bucket Eligibility Bucket| Not Eligible Countrywide for Option ARM product under a
Total UPB $2,412 $5,670 $],2|9 forward commitment.
% Investor 22.1 21.6 30.3 |
% Cashout 38.9 a8 vy lTlgg’t :allglbllltg ?E%kaest could be extended to other
% Single-Family 79.8 79.7 69.3 enders on a bulk basis. j
% Full Doc 46.1 36.1 33.6 * "Not Eligible" category on Option ARMs reflecg
% with Subordinate Liens 21.2 23.3 7.6 loans outside our credit risk appetite and/or
wa Debt Ratio 35.4 35.6 45.0 borrower appropriateness framework. 1)
wa FICO 744.1 7214 669.1 * Debt ratio (back ratio) estimated from a one- M
wa MTMLTV 70.7 73.1 78.3 month sample and only includes Full Doc Ioa
CreditWorks Model Fee 76 101 219 * Countrywide data file did not include loans sole%
Gross Model “:C""'d't Enhanced 52 62 n/a to Freddie; figures are grossed up assuming a
Est Market Price (Charge Fee) 25 30 55 20% FR share based on Q1 actuals.
Confidential — Highly Restricted ,_
As of 6/22/2005 33 R FannieMae
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Interest Only / Option ARMs Dominate Prime & Alt-A Private Label Deals

100

80

60
%

Source: UBS Mortgage Research 6-7-05 Mortgage Strategist % J

10/ Option ARM Share of Private Label Deals

!

—e—Alt-A

—&— PRIME

—a— Sub-Prime
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Many of the current products in the market today provide for a low
payment with increased payment shock over time

e e e

]

| P & IPayment | P & I Payment | Qualifying Max.
{ Loan Type i?t': P &(ZI[:i:i‘g 'Be“t (First (Maximum Loan Amount
' Adjustment) Adjustment)
! Option ARM '
i (w/ Neg. 1.00% $125 $876 $1,912 $285,714
Amortization)
. 3/1 10 ARM 5.00% $625 $904 $1,436 $300,000
5/1 10 ARM 513% $641 $992 $1,376 $292,683 !
30-Yr.
~ Fixed Rate 4.25% $738 $826 $916 $254,096
._{(w/ 2/1 buydown) f
30-Yr. IO - -
Fixed Rate 6.00% $750 $1,266 $1,266 $250,000
5/30 I0 K ,
(35-Yr.) 6.13% $766 $911 $911 $244,898
40-Yr. - e -
Fixed Rate 5.75% $799 $799 $799 $234,571 |
5/1 ARM 5.00% $805 $900 $1,252 $232,852
30-Yr.
Fixed Rate 5.63% $863 $863 $863 $217,143
(Approve)

|

i iy
b

Assumptions: a) $150K loan amount. b) Start Rates based on posted lender pricing. Rates at adjustment assume

first rate adjustment. ¢) Qualifying max loan amount for all loan types assumes the borrower made $60K and utilizes a
25% qualifying ratio. d) Option ARM qualifying rate of 5.25%. All other loan types qualified at starting payment rate,

Confidential — Highly Restricted
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current index value for the loan type. Option ARM teaser rate of 1% on IO fixed for one year, then moves to 5.25% until

:
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Subprime Market Trends

® Market is evolving into a product continuum

($ in Millions)

® Trends towards integration of prime and subprime players: ?

— New Century/RBC Acquisition in May 2005
— Countrywide #1 issuer of subprime and Alt A; #3 issuer in Prime ARM securities in 2004
— Ameriquest making significant marketing efforts aimed at broad customer base ‘

— To date, we have not seen any players integrate platform and sales process é

7 ,4,}”“ -

= Profit margins in subprime shrinking but are still significantly higher than for prime 1%3

mortgages %{fé
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Subprime Market Trends
“

Key Drive_rs of Growth in Subprime:

® Broker driven sales process:
— Subprime generates higher margins and more approvals

Greater flexibility results in borrower ability to qualify for larger loan:
— Calculation of income (subprime more flexible on income sources) {
— Higher debt ratios
— Appraisal values (subprime typically exhibits higher appraisal bias)

Mortgage Insurance Avoidance:
— Subprime lenders moving up the credit spectrum results in higher LTV's

~ For marginal borrowers, a subprime loan often costs less than a conventional loan once the MI payment is
factored in -

Ability of lenders to transfer risk to capital markets / monetize entire cash flow stream:

~ Strong CDO demand for subordinate bonds means lenders have a steady investor source for riskiest
credit

~ Ability to sell off residual cash flows in form of Net Interest Margin (NIM) bonds means lenders can realize " é
more proceeds upfront and reduce exposure to future income fluctuations

e

PRI
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Single Family Facts and Data

Home Price Grthh and Credit Concerns
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Home Price Growth Remains Strong
..

Annualized HP Growth from TB-
Region RTI* up to 2005Q1

Last 1 yr Last 2 yrs Last 5 yrs
West South Central 4.7% 3.7% 3.4%
West North Central 6.4% 6.3% 7.3%
East South Central 6.6% 5.3% 3.7%
East North Central 6.8% 5.9% 5.4%
New England 10.9% 10.9% 12.3%
Middle Atlantic 14.6% 13.9% 12.3%
Mountain 22.5% 16.8% 9.4%
South Atlantic 22.7% 17.7% 11.8%
Pacific 22.8% 21.3% 15.5%
us 14.6% 12.7% | 9.9%

*TB-RTI: A new home price index estimation methodology
that uses data only from purchase transactions.

US Housing Market continues with its
recent trend:

» High growth rate and high dispersion
across geographic locations

» Some observed slowing of growth
rates (Southern CA, Las Vegas), but
most remain above long-term trend

Home price growth has significantly
outpaced income growth:

+ Affordability is at historical
lows in some markets |

US Income Growth vs. Home Price Growth

B
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—+— US Median Household Income (1976Q1 -2004Q3)
X( —=— US Home Price Index from TB-RTI (1976Q1 -2005Q1)
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HP Growth based on Fannie Mae TB-RT1 (2004Q1 to 2005Q1)

Local Market Focus — I/O Share

® Many of the MSAs that experienced a high annual IO share increase (in excess of 13%) were MSAs that also
experienced high home price growth (in excess of 19%) in the last year.

Increase in Interest-Only (I10) Share Vs. HP Growth
among top 100 MSAs
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Source: Private Label Purchase Loan Dataset (Economics and Mortgage Market Analysis) & Credit Finance
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Local Market Focus — Investor Share

® During the last year, many of the MSAs that experienced a high annual increase in investor share (in excess of 4%)
were MSAs that also experienced high home price growth (in excess of 15%)

Increase in Investor Share vs. HP Growth
among top 100 MSAs
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Increase in Investor Share based on Purchase-only PCC data (from 2003Q4 to 2004Q4)
Source: Purchase only PCC data (Economics and Mortgage Market Analysis) & Credit Finance

Confidential - Highly Restricted
As of 6/22/2005

41

A, annieMae
!

H
)

i;



7888000 ¥OOD-INH

Sa[IY 9SNOJ] 0 JUBNSINg PIdNPOIJ

uoTjeWION] ssaursng Areorrdoid [enuspuo)

SN StUUR

High home price growth tends to reduce credit losses

Forecasted Credit Losses Under Alternative
National Home Price Growth Scenarios

$550 Mill (without Make-whole Revenues)
ithon

$500 o

0% Home Price Growth /\/
$450
$400 /"_
$350 /
$300 .

/ 3.2% Home Price Growth

$250 /___/ ?
$200 /\"//-—\//

$150

$100 ————— e

8% Home Price Growth
$50 ¥

$0 ¥ T ¥ T 3 ¥ L} ¥ L T 1 1 T T ¥ 1 1 T A}
Q2 Q2 Q2 Q2 Q2
2005 2006 2007 2008 2008

Source: 2005Q2 Loss Forecast Model (LFM) production runs.
All loss figures are as of default date and include charge-off, foreclosed property expense, and foregone interest.

Fannie Mae Proprietary and Confidential
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Credit losses on new ARM products would vary under different

economic scenarios
—

2.
3.

Losses were forecast on new ARMs in three different economic scenarios:
1.

Corporate Forecast: House prices up 3-4% annually, interest rates up 1% in 1st 5-years

Housing Recession in overpriced regions, interest rates increase 1.1% in 1st 5-years

Housing Recession in overpriced regions, interest rates increase 5% in 1st 5-years

Loss Forecast (net of MI) on New ARM Products
Present Value discounted at 1.25%/ qtr

350

BOO -l

______

10-Year Credit Losses (bps)
NN
o O
© O
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Single Family Facts and Data

Emerging Products and Product Definitions
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Emerging Products: Market View and Fannie Mae Participation

h

2003
Low & No 2nd 10
ARM Doc Investor Home ARMs’
Share of SVolume) {Share of $Volume) {Share of $Volume) (Share of $ Volume) KShare of $ Volume)
Prime Conventional Conforming 18.2% 16.7% 6.5% 5.1% NA .-
Subprime 80.6% 42.8% 7.2% 1.3% 9.1%
Alt-A 44.0% 65.0% 18.1% 3.9% 25.1% i
FNM Participation 13.9% 8.5% 5.5% 5.5% 1.1% [¢&——
% FNM Participation via Inv. Chan 28.7% 77.7% 26.2% 9.0% 47.7% - ‘
In 2003, IO ARMS
2004
Low & No 2nd 10 purchase money
ARM Doc Investor Home ARMs' mon[ia%%gz?ut.;;;om.
Share of S Volume) KShare of S Volume) [Share of8 Volume) kShare of § Volume) Share of § Volume) accounted for 7.6%
Prime Conventional Conforming 30.8% 22.3% 8.1% 6.5% NA.
Subprime 88.1% 44.8% 7.5% 1.5% 23.9%
Alt-A 71.1% 57.6% 18.2% 4.7% 50.3% I
FNM Participation 24.9% 10.1% 5.6% 7.0% 2 ;
% FNM Participation via Inv. Chan 33.6% 80.6% 40.9% 14.8% 71.7%- '

Source: Economics and Mortgage Market Analysis using Loan Performance.

*Shares of ARMs, Investor and Low Doc products have increased from 2003 to 2004 as measured by purchase money mortgage originations.
— FNM product shares of ARM, I/0, Low Doc are trailing behind market share.
— Investor Channel is driving I/0 and Low Doc volume.

*Alt A and Subprime are more concentrated in these products.
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Product Definitions

Interest Only - A mortgage in which the borrower makes monthly payments for a specified period that cover only
the interest due on the loan. During the Interest Only period, the outstanding principal balance of the loan does
not decline. After the initial interest only period, the monthly payment is increased to an amount sufficient to fully
amortize the outstanding balance over the remaining term of the loan.

Hybrid ARM - A mortgage loan that has an initial fixed rate period, after which the mortgage loan converts to an
adjustable rate. An example of a Hybrid ARM is a 2/28 mortgage loan. This is a 30 year adjustable mortgage
program, except that the first interest rate adjustment does not occur until 2 years into the loan. Once the loan
converts to an ARM, the interest rate adjusts periodically (typically monthly, semi-annually or annually) based on '
a particular interest rate index (e.g., LIBOR, 1-Yr Treasury).

Negative Amortization Adjustable-Rate Mortgage (Neg Am) - An adjustable rate mortgage that provides for a
fixed monthly payment even if the interest rate on the loan changes. Typically, the interest rate on a neg am loan /
adjust monthly, while the payment stays fixed for a year. If the interest rate increases in a given month such that
the monthly payment is insufficient to cover both principal and interest then due, the interest shortage is added to
the unpaid principal balance of the mortgage to create "negative" amortization. Most neg am loans have a cap

on the maximum amount that can be added to the loan balance over the life of the loan.

Option ARM - An adjustable rate mortgage that gives the borrower various payment options each month. Ina
typical Option ARM, borrowers have the option to make a minimum payment, which could result in negative
amortization if the minimum payment is not enough to cover interest due (similar to the minimum payment on a

credit card). They also have the option to make interest-only payments or fully amortizing payments. The . 5

expanded payment options give the borrower more leeway to qualify for a mortgage. The 12 month Treasury
Average (MTA) is the most common index used with option ARM loans; however, some lenders also offer

LIBOR, the 1-Year Treasury Bill, and the 11" District Cost of Funds (COFI) as indices. 1
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From: David A Andrukonis

Semt: Woednesday, Sqmmbu' 8,2004 9:26 AM
Te: MikeMsy ,
Sabject: _ lz NolncomdNoAua(NlNA)Mw R
e — SPR BERIo —
Mike,

At last wesk's risk management mechng Tmentioned that T had reached my own'
conclusion on this:product from a reputation risk pempecnve Tsaid thatl
moushtymmdiwﬂobﬁmhaéﬁwmmbmtymbmgmcbuum
mommendnuontomck,whowasmtomakﬂhedwsam Manrty and Patii
askedmwhammmm sed this produ Isudﬁm%i;obwasm

nsi-mymwmmendmon lwwldntbe
wchusion.: 'I’iw"assoonasmch«ble
‘business realities may dictate the timing
; , O agre - Tahink I would wait for
the businessifitwerea entering, Byt since we've
‘been in this one for some time, ‘ soonaaimacha
-conghusion. Inwntmgft}acmliyfeltquew Twaslate. Let'sta

DA

Mike May
09/07/2004 06:43 PM
To David A Anidrukonis

sm;,m Re: Nolncome/NoAsset(NlNA)Mongm

Wow.

“This seems a bit premature. 1am not mwhatyware trying to
accomplish......J would by ecied you to wait until- wehad made a decision
and o firm recommendation and then perform an: oversight role on that decision.

T will call you and discuss this when we both have a chance.

- Devid A Andrakonis
Sent by: Donns L. Cogswati

CONFIDENTIAL & PROPRIETARY



The purpose of this e-mail is 1o docuient my recommendation regarding NINA

mont , T've come to my conclusion after smdying data from three major
lenders and comparing notes with other risk mansgers in the industry. Mike May
and Bob Tsien are working 10 get this issue before you formally in the near
future. ’ .

Recommendation

Freddie Mac should withdraw from the NINA market as soon as practicable. Our
presence in this market is inconsistent with & mission-centered company
creates too much reputation risk for the firm. .

' Background

The NINA mortgage was created over 20 years ago as a way of serving borrowers
‘with inconsistent income pattesns. (actors, the self employed, etc.) but strong
credit profiles and downpayments. In addition, the product served barrowers
who, for whatever reason, did not want to report their income, Over time,

other mortgage products and underwriting practices evolved, making NINA
mosigages less common. ‘Specifically, Freddie Mac's Loan Prospector and other
automated underwriting Services began to recognize that income was less
predictive of default than previously thought, and consequently traditional
guidelines around housing expense to income ratios were eased. Other morigage
prochicts, such-as stated income/stated asset (SISA) mortgages, arose that
accommodated borrowers who didn't want to be hessled with providing their
income.

The NINA product we are bicing sold today differs substantially in the niche it
is trying to reach. Todsy's NINA sppears to target borrowers who would have
trouble qualifying for a mortgage if their financial position were adequately
disclosed. The bestievidence of this is the first year delinquency rateson
these mortgages, which range from 8 10.13%, depending on the lender. We
conducted 8 quality control review of NINA lodn files and found that nearly
two-thirds of the time & spouse was dropped from the note. This means that the
the underwriting process. Ourunderwriting system uses credit dats from both

s, when available, bemwmhwefmdﬁewu&wmarm be
predictive of default. Typically, bordérline borrowers need both incomes to
meet minimum income thresholds. However, since, by definition, NINA morigage
_ underwriting ignores income, originators can advise spouses with weaker credit
1o only include the stronger of the two borrowers oa the application.

As additional problem with these morigages is that it appesrs they are

. disproportionately targeted towards Hispanics. The potential for the
perception and the reality of predatory lending with this product is great. In
2003, 3.8% of Freddic Mac singlesfamily loans were made to Hispanics, This
compases with 18% of the NINA type loans we sampled that went to Hispanics.
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‘I‘heHMDAdaupmma similar picture with 16% of no income documentation loans
going to Hispanics, versus 10% of total conforming morigages. . -« T

:;Exmﬂg %he.}l}NA'-ma:ket ‘would be difficult-and’ m:pewva, but iliesé is also.an

. mity. Cestainly | lenders would criticize us becanse our withdrawal might
saargins on this business. Freddie Mac would also stand to lose:
::32530459 illion in annual pmﬁts Finally, since NINA loans.are minority.
Tich, it will make it even more difficult to mach the private market level of
minority and underserved mortgage production.

On the other hand, “matbenerwaymhnghhglnwm ofmlsslonthan to
walk away from profitsble business because it hurts the borrowers we are trying
to serve? What befter way to highlight the problem with linking the
aummmtofmxmeuwhmngﬂ\eHMBAM? In my judgment, matching
the market's production of underserved and minority borrowers will require us
tomgagemmarketmcncu that are at odds with our charter if it requires

us to make a market in NINA mortgages.
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From: Mudd, Daniel H“

Sent: Tuesday, July 17, 2007 6:57 AM. o |

To: Dallavecchia, Enrico Sl T i
Subject: RE: Budget 2008 and strategic investments '

My experience is that email iSot a véty go0d venue for conversation; ventin;
bad faith, address it man to man, unless you really want me 0 be the one
1 you fee] the process i ot working, you know. my door, telephonie and house are:

to do so on this topic.

ithin -
ssiges for you 10 your peers--- and they are peers.
open toyyou. Tam ot aware that you hiave sought:

re:is any data in the company, yob ava sénior péison; whi is supposed 10 be sble:to sce the top risks and goals of the company,
wenolpr e know, yoir will havé it-—-to' makedecisions, butnotte negotiate. ' or against any other. And of
course; yowmay say anything you believe fo be true, at any ] v g : ywhereelse And I believe itis
Innaconate Tor you to segest anyone expre sssed n:yiew that there aré enough resources for anyong to do everything necessary for the
plan. Resources are tight. Everyone has cuts. -

Please come and see me today face to face.

This e-mail and its attachments are confidential and solely for the intended addressee(s). Do not share or use them without Fannie
Mae’s approval. If received in error, contact the sender and delete them.

-----Original Message—---

From: Dallavecchia; Enrico

Sent: Monday, July 16, 2007 10:15 PM

To: Mudd, Daniel H

Subject: Budget 2008 and strategic investments

Dan, see the email below to Mike.

Tria muitshell, T-m Very upset as | had to stand atj!}_t;ngﬂ:ﬁd"méeﬁng‘f:ipﬁﬂy:fm&-hgafihg&&yéhgyfgfihg will and the money to change our
¢ulture and suppert taking more credit nisk. This isfiotievident i proposal. to cutmy budgetin 2008 by 16pct (sixteen) aftes in
2007 with reorganizations and consolidation [ cut headtount by 25pat (and budget probably over 20pct).

> Y .

My main concems are:

1. ] am given a number from Steve without any consultation with me or my people on what we did this year and what we need next
year (indipendent from the new strategic plan). I wasn't treated like this even when I was three level downs from the CEO.

2. Thave no visibility 60 the rest of the company; on the trends in thelast 3 years (CRO is about 33mm sdditional budgets, who-elsetis

spending the:other 470im from three years ago when revenues havé'been growing single digit, and in sonie businesethe )

down for the past 3.yrs). if ] am amerber of ‘the management téam I should have a say (not only visibility, which I:also don't ave).en
how and where we cut; otherwise:itis a iravesty {hat T work f6r yon, ] may as well work for Rob or Mike. : '

3. It was inappropriate what was said today to the Board as if I had all the necessary means and budget to act on the strategic plan. I do
1ot even think that with what I was given for 2008 is adequate for the current risk, considering how far we already are from adequate
market practices. T had no part in some Board members asking questions on having the means to execute, butI cannot let the
impression stand, as my credibility and reputation with them will be at stake.

4. Lam moré thari anything very upset because I thought Fhad joined a team and I realize I am in the usual place where people stoile

-and-act nicely but they keep running the company a8 they always did. I-canonly infermalice fiem some of your directs when we come
from the control history we have s 4 company, and when they are fullyaware RO:is in-full build wp mode, that Ttook
Jeadership not only in cutting expenses for CRO ‘bt for the: whole risk discipline this year, and that I thave been saying that we are not
-even close to have proper contro] processes for credi ; yharket and operational sisk. I get a 16pct budget:cut Do I look so stupid? And
'if they didn't act with malice; I would propose that maybe they don't get how you run budget custs.

Confidential Proprietary Business Information ‘
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please tell your directs (Mike, and Rob) to spare me the story about ‘this is only the first cut, it is a proposal, tell us what you need by
all means'. I went through many cost cutting and I did many too, I have been in some of the most politicized companies in banking, I
did cutthroath merger, tell them to spare me the story, they already lost much.of my respect, they don't wan i

[

For the two of us we need a heart to heart convcrsau;n wheﬁ we meet on Thursday. I am sur;;!oﬁ ﬁéve not seen tﬁese figures or
approved themn and that you would never hand me a budget cut, even minimal, without sxttmg down with me and discussing what I
think is necessary to ma CRO and risk ingeneral for the company.

In the meantime I ask that you make sure we stay way clear from the comments made today about having the budget and the will to
execute this strategic plan, because the last think I want is to be forced to say that I disagree and embarass you in front of the Board.

Enrico Dallavecchia

From: Dallavecchia, Enrico .
Sent: Monday, July 16, 2007 09:33 PM Eastern Standard Time -
To: Williams, Michael (COO)

Subject: RE:

Mike, I got no-say and no input in building of the budget I was given. And I can only assume tha those that built it were
knowledgeable of the build up state of CRO and of the fact that last year CRO took a 25pct headcount reduction, when the company
avererage 10pct (and I am not even counting Andy Leonard reductions or those done in Single Family, all work that we took to
increase efficiency).

Doing the budget for nxt year off my forecast and with a 16pct further reduction in budget is at best being ill informed or maybe I sdue
to malice. I find it offesive to my intelligence and that of my staff

The company has one of the weakest control processes 1 ever witness in my-career. We have barely started to work on it, we took
significant costs out of the company while during our job and we still get a 16pct reduction this year?

This tells me that people don't care about the function or they don't get it. I sat tight today at the Board meeting when representations
were made after some Board members asked about the funding of the new strategy that we have it. This is inconsistent with the cuts I
did last year and the cuts I am asked to make. And we have not even address taking more credit risk.

1 can't let the Board think that CRO is showered with money, not with what we spent this year and certainly not with what [ have got
as.budget for next year. This is even before we consider what needs to be done to take more credit risk. What do you think it is going
to be, adding 3 people in CRO and run up a fee billions of revenues?

This company really doesn't get it, we are not even current and we are already back to the old days of scraping on controls and peOplé
can can set up proper controls to reduce expenses.

And giving me a number to ask for pushback it is treating me liike a child or 2 second class citizen.

I cannot convey in writing my disappointment on this whole situation, I expected better from this company. This is a very sad day.

Enrico Dallaveschid

From: Williams, Michael (COO)
Sent: Monday, July 16, 2007 09:01 PM Eastern Standard Time

Confidential Proprictary Business Information ,
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To: Dallavecchia, Earico
Subject:

Enrico: - . e . : [T

You should assume that the team built the budget targets off of your current forecast. Given the importance of the CRO function, we
would expect you to push back and tell us where you need to be next year. The team, sbsent your inputs, is (or can) only make
assumptions about what makes sense to'you given your current rate of spend. Steve (and the team) shared your concerns with mie and
I have said that T would expect we will need to up the number but Enrico should opine.

Separately, this does not include any "initiative" money that you need for 2008.
Mike

This e-mail and its attachments are confidential and solely for the intended addressee(s). Do not share or use them without Faanie
Mae’s approval. If received in error, contact the sender and delete them.
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Thisiuseﬁonsmananndif&efm-ea@pmive,we(ywudl)willco-emm
Danicl Mudd

—=—Origingl Message—~—

From: Dallavecchia, Enrico

Semt: Sstusday, October 28, 2006 01:39 FM Eastern Standard Time

To: Mudd, Daniel H

Subject:  Subprime

Dan, 1 bave a serious problem with the control process eround subprime fimits.

The business actions in ternis of ramping up business much fasier than what would be consistent with the $5ba limit for year end we

upon less thap two months ago is de fecto preventing me to exercize my reserved authority to determine limits without

This is'onfop of the réten iadmf xocesson the Chase deal (also a limit excess on concentration and debt to income ralios); and after
we approved twice {in Marchand June)to buy subprime loans without baving completed the new business initistive.

Theve is a pattern emerging of inadequate regard for the control process.
We need 1o talk on Monday.

Enrico Dallavecchia
__Fannie Mae

—Origingl Messege——

From: Levin, Robert

Sam: Friday, October 27, 2006 03:55 PM Eastern Standard Time

To. Mimen, Sal; Lund, Thomas A; Dallavecchia, Enrico; Johnson, Pamela; Shaw, Michael A
Subyext: RE: REQUEST

Td like Tom L. to tell us whet the business is goisg to do consistent with today's direstion.

R

The eleotronic mail messige you have feccived asd iy files transmitted with it are confidential sad solely for the intoadod addressce
(#)’s atiention. Do not divalge; copy, Sorward, or use the contents, attachments, or informition without pesmission of Faanie Moe.

Information costsine inthis message is provided solely for ibe purpose stéted in the message or its atischunen 1(s) and must not be
disclosed to:any third party o used for any other purpose withiout consent of Fannie Mae. If you have roceived this message and/or
ainy files trassmitted with it in esvor, ploase delese them from your system; destroy any hard copies of them, and contact the sender.
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From: Minvas, Sel

Sent: Friday, October 27, 2006 3:46 PM e
To: Levin, Robert; Lund, Thomas A; Dallsvecchia, Enrico; Johnson, Pamels; Shaw, Michael A A
Subject: REQUEST

Ans
We had 3 Ipm call re Chase to decipher exactly what it was Chase wanted and we would want to attempt lo deliver.

There is a $600-$800mm tape of current production coming Monday. That is the deal they really want us to look at and il them if
we have general appetite [vs an immediate actual bid] by COB today. and bid next week.

Separately, they have sent over a $3.6bn tepe of seasoned paper, that to them is lesser priority, but we are invited to pick through for
goala if we'd like. :

The spirit of the limit memo we wrotc really only envisioned the incremental $600-$800mm to get to the proposed $7bn. We bave
been given the go-ahead, I believe, to proceed on a deal-by-deal basis. :

However, there was also some direction at Alignment to pursue goals.

Thus, the question is: knowing there dre other non-Chase deals likely coming, shall we now proceed with the $600-$800mm on the
new deal-by-deal protocol, AS WELL AS a selection [of roughly about $750mm-$1.25bn] from the $3.6bn, or only the former?

Sal

The electronic mail message you have received and any files transmitted with it are confidential and solely for the intended addressee
(3)’s attention. Do not divulge, copy, fortvard, or use the contents, attechments, or information without pemmission of Fannie Ma.
Information contained in this message is provided solely for the purpose stated in the message or its attachment(s) and must not be -
dischosed 1o any third party or used for any other purpose without consent of Fannic Mae. If you have received this message and/or .. -
any files transmitted with it in error, please delete them from your system, destroy any hard copies of them, and contact the sender.
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Purchase of AA and A-Rated

Sub Prime Private Label Securiti

New Business Initiative presented to
Credit Risk and Market Risk Committees

May 2, 2007
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Business Opportunity

Buying PLS below AAA is a corporate objective
— We are experienced investors in AAA
— We want to go down the credit spectrum for
both value and mission purposes

Sub prime spreads have widened dramatically
to their widest level in years

We do not feel there is much risk in going down
toAAand A ,
— We have developed new metrics and

processes to assess where to find value
We feel our current credit analytics, pre-
purchase due diligence, and surveillance .
process are adequate down to AA and A
We don't expect to take losses at the AA
and A level : :
Eventually we want to go to BBB, and this
will give us a chance to learn

We anticipate being able to buy $2 hillion in
AA and A over the next year (with a proposed
purchase limit of up to $3 billion)

Project Value of $82 million (calculated by BA&D)

We want to move quickly while the
opportunity is still there

Spread to LIBOR (bps)

Spreads for 3year Sub Prime Roaters
AAA to BBB for past S years
Source: UBS Mortgage Strategist

Spread to LIBOR {bps)

Spreads for 3year Sub Prime Hoaters

AAA to A for past year
Source: UBS Mortgage Strategist
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Credit Analysis

Risk of losses in AA and A is low...

Bond Cumulative Expected Loss _ » , .
Rating Class | | Aaa | Aal | A2 | aAa3 | Al A2 A3
No. of Bonds Included N e U T A T R T 107

S | oo | 56k VA YT Tl w7
2.03%

2 Stdev | 00046% | 0006% | 0.119% | 0267% | o016% |
_____ , 1 o
§

|Average

Mn | | 00000% | 0000% T0000% | 0.000% | 000%
10.29%

Max , - 0.0487% | 0.048% | 0.850% | 2.176% 0.87%

...but credit analysis is required for security selection.

SR

I'servicer Originator: | 1| S ‘ Servicer / Originator: €
Deal Name: FEMERO7-WF1 | First Franklin (HLS) |

Deal Name: SASCO7-WF1

Settlemen [Settlement Date: 20070827

{ Date: 20070328

‘Loss (as
3% of fa

000%:
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1 interest |
¥ Rates

[owse
| Price
1. Appreci-

ation

267

tress Scenario

INo. of Bonds|

in Deals in
our PLS
Book

No. of Bonds
Projected to
Take Loss

Average
Magnitude of {Expected
Projected

loss . .

')Bond'vé

jLoss (% of

274

0.00%]

Super Stress Scenario

Rates

26.33%|

291

. 171.52%|

229

Tor

49.30%|

231

26

60.78%]

550"

78]

61.84%]

267

T1.24%]

Year1

+200 :i

Year 2

Yeafj 3

House
Price
Appreci-

ation

-10%

e e
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Prepurchase Analytics

* Pre-purchase review (not essential for AA and A, but useful) will
include:

Loan level collateral performance projections
Loss coverage multiples

Bond losses

Housing goals

Ccllateral composition benchmarking, including multivariate

stratifications
Counterparty approval
Analyst commentary
Credit recommendation

Will employ Economic Capital framework for valuing AA and A

Working with outside counsel to draft a Pooling and Servicing
Agreement to further protect our interests

Will also perfo\rm loan level diligence on a select deal for Ieaming/
preparation for BBB

Ongoing surveillance

* Current system and
processes (with minor
changes) will be sufficient
for AA and A

Will engage OfficeTiger
(outsourced surveillance
provider) on one of the first
deals for learning/
preparation for BBB
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Implementation Plan

[ _Step

Target T

Credrt models in pIace

Complete

“Working with CRO

Before first deal

I Implement pre -purchase analytics form

Complete

Update PLS Risk Polrcy

Upon NBI approval

‘Tape cracking process in place

Before first deal

- Economic Capital Framework in place

Before first deal

Upbn“ﬁ'rst deal

Work wrth dealers to create the structures we want

One of first deals

Loan Ievel due drlrgence executed on selected deal

One of first deale ”

Update procedures

Update surveillance metrics for Watch List

June 30

Hire additional CMS staff

Confidential - Internal Distribution . .
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New Business Initiative Assessment Questionnaire
Purchase of Sub Prime PLS rated AA and A

GENERAL RISK/RETURN DESCRIPTION »‘

‘Why is the business initiative being undertaken? (Describe the initiative, key objectives and how it
%Afits into the Business' strategic plan.)

Capital Markets is secking to invest in private label securities (PLS) rated AA and A (i.c. between AA+ and
A-) and backed by sub prime conforming loans. Capital Markets wishes to pmdently participate in this
market as an extension of Fannie Mae’s mission to bring liquidity to the mortgage market, to support

‘affordable housing, and to profit from attractive returns when available. Recent spread widening in the sub
prime market has made investments in these securities especially attractive from a risk/return perspective.
Furthermore, as a result of the widening spreads, credit standards appear to be returning to the sector,
making the bonds safer.

‘This New Business Initiative (NBI) is the first phase of a two-phase process. The second phase will entail
- investing in sub prime PLS down to the BBB level. Capital Markets will decide on the appropriate time to
. submit the second phase for approval as an NBL

.This NBI is a key part of both the corporation’s and Capital Market’s strategic plans of becoming

|- sophisticated investors in lower-rated tranches (below AAA) of structured securities as well as in sub prime
{-collateral. As the company becomes experienced in managing the risk of these lower-rated tranches and
collateral, we will earn commensurately higher returns.  As a result of the well publicised subprime
shakeout, the investor base for this product has dried up. CDOs, which were once the most aggressive bid,
| have gone away. Thus, this NBI directly supports one of Fannie Mae’s corporate objectives this year to

1 grow the business while at the same time it supports the company’s mission to provide liquidity to this

‘| market.

 Capital Markets considers this to be a Corporate NBI because the company has not previously invested in
PLS securities at the AA and A level (although it has at the AAA level), Moving in this direction increases
1 the level of credit risk and sub prime exposure that we face as a company. Capital Markets wants to ensure
| that there is adequate support, approval and oversight from across the company as we move in this '
‘direction.

What are the major credit, market, operational, or other risks associated with the proposed
business initlative? (Qualitatively assess the significance of these risks to the success of the
vinit»iative and performance of the business.)

Credit risk

| Investments in lower-rated tranches generally are correlated with a higher probability of downgrade or

| credit losses. However, we believe that by performing pre-purchase due diligence and credit analysis we

| can mitigate the chance of downgrade or losses.

*  We plan to employ Fannie Mac’s credit models and expertise in this space to select investments
that either do not experience losses or are priced so as to compensate for any losses.

=  Furthermore, we recognize that these securities are complex financial instruments with structured
cash flow rules which can be affected by servicer practices. We plan to work more closely than
we have in the past with servicers of these PLS in order to mitigate losses post-purchasc.

¢ We also plan to draw upon resources in other parts of Fannie Mae, such as the Automated
Valuation Model and Servicing Scorecard developed by the Single Family business, and where
approptiate use them in the evaluation process for these securities.

* Inaddition, we plan to employ the services of third party pre-purchase due diligence and/or bond
surveillance providers when appropriate in order to-enhance our own due diligence process.

s There is also significant credit risk associated with buying PLS of an originator who is facing

Confidential Proprietary Business Information
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bankruptcy. These pools are more likely to contain fraud. We will be selective in Ch;)osing well-
capitalized counterparties.

: Market risk

These securities are generally less liquid than AAA securities, but a liquid secondary market does exist:
We will limit the size of the PLS portfolio mted below AAA so as to not reduce the overall liquidity of
Fannie Mae's PLS portfolio. ’ :

Operational risk

In the past we have not performed the type of loan level diligence we are proposing for purchases below
AAA. As a consequence, we will likely encounter some challenges in establishing our due diligence
processes. :

Other challenges may include:
e  Securities will have to be constructed by the dealer community in order to meet Fannie Mae’s
conforming loan requirements. 1t is not certain that the dealers will do so.
e There may also be accounting items as well as housing goals issues to be resolved.
Executing and managing these investments requires an extensive, ongoing coordination across
multiple business units.

The business units involved in pricing the securities and managing the risk will continue to work closely
through both formal and informal relationships in order to execute effectively. - Committees such as the
Credit Risk Committee and the Private Label Advisory Team will continue to provide forums for
coordination and oversight of the activities related to this portfolio. 'We will also develop PSAs that will
contain industry best practices proven to mitigate operational risk, '

What is the risk/return strategy assoclated with the proposed business Initlative?

| Capital Markets and Business Analytics and Decisions (BA&D) are jointly developing a return on
economic capital framework to assess risk and return for investing in subprime PLS rated below AAA.
Due to the nature of the capital structure of the AA and A bonds, we anticipate that regulatory capital will
‘be higher than economic capital for these PLS, implying a higher return on economic capital than the AAA
subprime PLS and most other investment opportunities available to Fannie Mae. ’

_Does the é'xis“tlngf manaéement and organlzatlohal lnfras:rucfure support the proposed business
1 initiative and required operatlons? (If not/If not now, describe the changes required and the plans
-to address the gaps.)

The technical skills and tools are largely in place to support the proposed NBIL. With the implementation of
the Capital Markets Strategy (CMS) PLS Prepurchase Analytics Process (including a form to be completed
:by the CMS PLS team), the required analytics are already in place. We believe that the current surveillance
process is sufficient for PLS rated down to A (but not for PLS rated below A). The largest operational
issue with respect to assessing the risk is that the CMS PLS team does not currently have access to any
corporate-approved implementation of BA&D’s credit risk models, CMS PLS will seek temporary
:approval from the Model Validation team of Market Risk Oversight to implement for their own purposes a
version of the approved credit risk models.

Will existing (credit, market, operational) policles, standards, tolerances and procedures provide
sufficient guidance for the management of the risks assoclated with the proposed business
_Initiative? (f not, describe the changgsjrequired and the plans to address the gaps.)

Confidential Proprictary Business Information
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- The Private Label Advisory Team (PLAT) requests to CRO as part of this NBI process that the Private

- Label Securities Risk Policy be updated to allow for purchases of PLS below-AAA. Furthermore, the team
requests that we introduce a PLS purchase limit of $3 billion in new acquisitions through May 31, 2008 for
: sub prime securities rated between AA+and A-,

TWIII the existing systems/technology infrastructure effectively support the proposed business
“Intiative? (If not/if not now, describe the key requirements and the plans to-address the gaps.)

Yes, with the aforementioned caveat that the CMS PLS team does not have access 1o the corporate-
‘approved implementations of BA&D’s credit models and that CMS PLS will have to implement a version
 of the approved credit risk models for the purpose of evaluating sub prime PLS.

: Are there any reputation risk issues, laws and/or regulations affecting the proposed business
initiative that pose special concerns?

. There are possibly some reputation risk issues related to investing in sub prime, but Fannie Mae already has

- made a decision to participate in this market and to manage the related reputation risk. We cumently have

- approximately $46 billion of sub prime PLS securities in our portfolio, so investing below AAA would
only mean that Fannie Mac is participating in another portion of the security structure.

‘The Housing Goals Steering Committee is currently considering how these securities will count towards
regulatory housing goals as determined by Fannie Mae’s mission regulator, the Department of Housing and ,
Utban Development (HUD).

‘Do we understand the appropriate accounting, financial reporting, and tax treatment for this
business initiative, and do we have the abllity to execute those requirements (including any
Impact on the alfowance for loan losses, as appropriate)?

1 Yes. The accounting, financial reporting, and tax treatment for these securities is similar (if not identical)
‘to the treatment for AAA-rated securities. We will notify Impairment Accounting that Capital Markets
intends to begin making investments in these securities. While we anticipate no immediate impact, we
nevertheless want Impairment Accounting to be aware of the higher credit sisk of the securities.

_PERFORMANCE MONITORING - _— . I
fWhat specific limits, constraints and review polints should be associated with the proposed
_business initiative?

Capital Markets requests a PLS purchase limit of $3 billion in new acquisitions throngh May 31, 2008 for
sub prime securities rated between AA+ and A-. The PLAT will report quarterly to the Credit Risk
Committee (as part of the regularly scheduled Private Labet Secarities Update) the status of PLS purchases |’
below AAA. Capital Markets will notify the VP — Credit Risk Oversight, Capital Markets for the first few °
purchases of PLS rated below AAA. The VP — Credit Risk Oversight, Capital Markels currently attends

the bi-weekly PLAT meeting, at which Capital Markets apprises the PLAT of developments in this sector,
We anticipate that the VP — Credit Risk Oversight, Capital Markets will provide close and extensive
oversight of this NBI

How will we monitor the performance of the propased business initlative and the implemeniatlﬁn

Confidential Proprietary Business Information '
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organizational Infrastructure, policles/procedures and technology/processes? (Describe the key
requirements of and the plan to implement the monitoring/reporting process.)

. Capital Markets will appoint a project manager to track implementation of following items:

Business and risk management
o Tracking and reporting of size of portfolio rated below AAA.
* Tracking and reporting of losses on the PLS portfolio.

Organizational infrastructure
¢ Appointment of individual(s) fo perform AAA to A pre-purchase analytics.
¢ Appointment of individual(s) to perforn AAA to A surveillance.

Policies
¢ Completion of policy changes.

Technology/processes
«  Approval for implementation of credit models.
»  Implementation of pre-purchase analytics form,
¢ - Completion of procedures documenting the pre-purchase process.

‘What Is the exit strategy for this piéposed business Initiative if, after mol"lfitorir'lvg,mit appears that
the risks are no longer acceptable to the company or the business initiative does not meet return
‘or other business expectations, and what are the appropriate criteria to determine if we should

4 exit? : :

't Capital Markets may at any time choose to cease purchasing these securities and/or conduct sales of
‘purchased securities. : :

Confidential Proprietary Business Information
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New Business Initiative Checklist

Ramon de Castro Date | ‘No' @3

SVP - Capltal Markets Mortgage Assets
 (Initlative Leader)
APLAT Voting Mémbér) S e - e

' David Gussmann Date | No i1
VP - Capital Markets Strategy ’
‘{Initiative Leader)

'Y‘esf CI

Peter Niculescu o o baté No o
EVP - Capital Markets
{Business Unit Head)
-(Capitil Markdts Businoss)

Yes

BHI Quinn pate | No 't
SVP - Capltal Markets Strategy
(Business Unit Risk Officer)
{PLAT Voting Momber)

Yes

Steven Shen Date i No 13
VP - _capltal Ma_rk_e_h Mortgage Assets
APLAT Voting Membpt).

Yes- 11

KinChung o ‘Date [ No: 10

Director - Capital Markets Strategy, PLS
(PFLAT Voting Member)

Page 1 of 4
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New Business Initiative Checklist

Yes 01 | Note: Contact person is Sara Feder.
Paul Weech ' pate | No O :
VP —Housing Goals
| (Housing Goals Office),
' Yes: [1 ‘| Note: Contact person is Tarun Chopra.
?Mark Winer Date V No O
1 SVP - Business Analysis and Decisions
1 (Business Analysis and Decisions) '
Yes O c
écott Lesmes Date | No O
' SVP - Deputy General Counsel
ltegal) : —
o Yes O
1 Bill Senhauser Date-{ No D
SVP - Chief Compliance Officer
(Compliance and Ethics)
Yes 1)
Monte Shapiro Date | No OO
SVP, Capital Markets/CRO Technology
(Technology: BU Technology} | e
: Yes o
Brian Cobb Date | No I

SVP, Enterprise Systems Management
_(Technolouy: Enterprise Systems Management).

Copy Only | Note: Signature not required because this iniﬁ?tiVe_
does not affect administrative systems (PeopleSoft, HR

. Rich McGhee Date | No signoff . ’ v
' . 1 refated systems, etc.)
SVP, Corporate Systems : requir ed
(Technology: General Business Systems) :
Yes O
Luiz de Toledo Date | No O
SVP and CAO, Technology
‘{Technology)
E Yes LI
Scott Blackley Date | No (1
' SVP and GFO - Capital Markets
. {Chief Financial Officer)
Yes {1
Greg Kozich Date | No o]
SVP - Accounting Operations
{Controfler)
Page 2 of 4
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New Business Initiative Checklist

1Yes O
Greg Ramsey Date | No O
1 VP — Accounting Policy
| {Accounting Policy)
Yes O
John Gibson » Date | No O
VP - Policy, GCommunications
{Corporate Communications)
Yes 01
Sharon Canavan Date | No []
Director, Government Relations
.}.{Government & Industry Relations). »
1 Yes O
| Mary Doyle Date No o
_ SVP - Finance
.ATax) i . R |
Yes [
Caroline Herron Date | No O
VP, SOX Strategy & Execution :
Yes ] ’
Maria Schultz . o . Date | No 00
VP, MBS Program Offlce
(MBS Program Office)
Yes O
Lesia Bates Moss pate | No O
VP - SF Counterparty Risk Management
(PLAT Voting Member)
Yes O
Jon Roman Date | No O
VP - Counterparty Risk Oversight
(Corporate Counterparty Risk Oversight)
Yes I Note: Contact persons are Robert Bowes and Ben
i ‘ I, Perlman.
Mike Shaw Date | No [
SVP - Credit Risk Oversight
1. {Credit Risk Oversight, Loss Allowance)
Page 3 of 4
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New Business Initiative Checklist

Yes O Note: Contact person is Scott Chastain.

Clinton Lively Date | No O
SVP - Market Risk Oversight
i (Market Risk Oversight, Model Oversight and
.Capltal Methodology)
Yes O
David Sykes Date | No LI
VP - Model Review
{Market Risk Oversight, Model Oversight)
Yes O Note: Contact person is TBD.
Angela Isaac Date | No O
SVP - Operational Risk Oversight
{Operations Risk Oversight)
Copy Only
k Betsy Ashburnb V Pate | No signoff
- Chief Audit Executive required
_ {Internal Audit) . I s N - e
Copy Only :{ Noté:” Contact person is Catherine Constantinou.
Mary Lou Christy Date | No signoff
SVP - Investor Relatlons . required

{Investor Relations)

Yes [

Enrico Dallavecchia bate | No LI

EVP - Chlief Risk Officer

(Chief Risk Dfficer)

Yes 1

Carolyn Groobey/Mercy Jimenez Date | No 1]

SVP - Corporate Strategy

{Office of Corporate Strategy).

Page 4 of 4
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g8 MannieViae PRIVATE LABEL SECURITIES POLICY _

Changes to Private Label Securities Risk Policy for New Business Initiative
“Purchases of Sub Prime MBS rated AA and A”

Added to Responsibilities for SVP — Capital Markets Mortgage Assets, or designée:
2. ForPLS rated below AAA. receive approval from SVP - Capital Markets Strategy.or = - -~ { Formatted: Bullets and Numbering )
desienee before purc

Added 10 Responsibilities for SVP — Capital Markets Strategy, or designee:

[ Minimum | PLS purchased or wrapped by Fannie “Deleted: AMAY ¥
iratings for minimum rating at the time of purchase or wrap of A= |l e s
purchases or /A3. Inthe event the security has two or more ratings | R " Deleted: AAa/Az 3
YERADS. ;1. that differ (split rating) the lowest rating wilkapply... .

AA/Aagnd A Purchased or wrapped PLS rated AA/Aa gr Aare *

handle (i.e, limited to a percentage of the total PLS portfolio - e s S s e

between | outstanding. MH PLS are not included in the . Deleted: (AA/AsPLSmay bointhe -

AA+/Aal and calculations for this limit. (There are no haircuts for ' g‘;;‘j‘;i;‘;:ﬁ;?;;i;;f;‘;;’;‘;j’: from

A-/A3) portfolio | bonds rated below AAA, so this limit applies on:a gross | _ purchased/wsapped before the AAA/Asa
of limit — basis) o o o ‘ . :_rr_nng_nn'lr‘q_ralir_rgwfgsmeﬂ'ccs.)

Rurchase Tl §3 billion oleted: aats el

fy | 20d.A-/A3 arc limited to $3 billion forthe period May, | ... . ... ..~ #{Formatted: Font: Bold

2007 to

and A handle’

AAH AL and

. 1,. 3 . . . o] L e ’wDeleted: Interest Orly Subprime
; Conditions .

. . ‘ Deleted: Subprime scuritics i
Added fo Implementatlon Plan: contsining interest-only loans are subject: ‘¥

to the additional eligibility requirements
spproved by the Risk Pohcy Committee
(predecessor to Corporate Risk

s
2
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