
































So I've always thought that those things exist very much hand in hand, and I'm happy about it. And | think it's a good
thing for you, and some years, it's a good thing for me. Other years, it's not so good."

Notwithstanding that his compensation suggests that it is always a good year for Dan Mudd, the
mortgage crisis has exposed how horribly Fannie Mae has served both its affordable housing mission
and its shareholders.

In its housing mission, Fannie Mae has been an abject failure. In two of the last three years, Fannie has
missed some of its HUD-mandated goals and subgoals and warns it may miss them again in 2008. Fannie
actively jumped onto the subprime bandwagon when liquidity was plentiful and its participation
unnecessary. Now, as the subprime sector is in desperate need of a liquidity provider of last resort,
Fannie is nowhere to be found. Instead, Fannie is licking its chops at the prospect of entering the jumbo
market. Fannie figures there are more profit opportunities there. Meanwhile, as mortgage availability
declines, Fannie is doing its core constituency no favors by tightening underwriting standards and raising
guarantee fees.

In the past, Fannie has vehemently defended its right to hold a large retained portfolio, arguing that
Fannie acts as a shock absorber role in the market, providing liquidity in times of stress. Currently,
mortgage spreads have widened to record levels, but Fannie has neither the ability nor the inclination to
rapidly increase its retained portfolio. Instead, it is husbanding capital in preparation for the default
deluge that it knows is coming.

For shareholders, the company has failed to deliver despite the inherent advantages of a lower cost of
funds and having larger market share in an impenetrable duopoly. Under Franklin Raines, the company
developed an appetite for growth and imprudent speculation. Such risky behavior led to large losses on
interest rate bets gone bad and accounting fraud to cover them up.

After this was exposed, Fannie undertook a massive multi-year restatement under current CEO Mudd, a
Raines protégé. Just as the company has finally caught up with its financial reporting, details are
emerging about the tremendous increase in credit risk that the company undertook in recent years.
Fannie Mae fully participated in the mortgage industry’s fascination with exotic products, from
subprime to Alt-A, interest only to negative amortization. What is all the more striking is that this
dramatic deterioration in credit standards occurred even while the company was under the watchful eye
of its regulator as it worked toward remediating its appalling business controls.

Once again, the company is faced with large losses. Once again, the Fannie Mae management team, led
by Dan Mudd, Michael Williams, Robert Levin, and Peter Niculescu, all veterans of the Raines era, has
resorted to accounting fraud to delay loss recognition and dance around capital requirements.

Lucrative executive compensation with no accountability to shareholders, it goes without saying,
continues at Fannie Mae.

8 http://www fanniemae.com/media/speeches/Goldman_conference transcript.pdf, pp. 28-29
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Government Bailout Is Necessary, Likely, And Potentially Helpful

Fannie Mae is demonstrably a failed social experiment. A realistic assessment of its balance sheet shows
its net worth to be overstated by tens of billions of dollars and the company to be already insolvent.
Even with all its accounting legerdemain, Fannie’s losses are an accelerating horror show, with
shareholders losing $1.5 billion in 07Q3 and $3.7 billion in 07Q4. Those losses are just the beginning.

As shareholder capital gets wiped, the government will have no choice but to seize the company and
place it in conservatorship or receivership. Importantly, mortgage-backed security holders guaranteed
by Fannie Mae will see no losses. The government will likely allow debt holders to fare okay, with either
no or token losses, perhaps 1%.

Shareholders, both common and preferred, are likely to be left with nothing. However, these
shareholder losses have already been locked in by the company’s credit decisions over the past few
years and cannot be helped. it must be remembered that Fannie is the biggest mortgage risk holder in
the biggest mortgage crisis.

A fully government-owned guarantor of mortgage debt might be exactly what is called for given the
current housing crisis. While various proposals have been floated to expand the FHA to meet this role, it
has neither the infrastructure nor the expertise to address the broader mortgage market. A nationalized
Fannie Mae would be refocused to directly address the various problems of illiquidity, affordability, and
sustainability in the mortgage market. Without the need to satisfy a fiduciary duty to shareholders,
Fannie might finally be able to perform its affordable housing mission in a helpful and proactive manner.
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