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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF MASSACHUSETTS

KIMBERLY YARGEAU, On behalf of herself and
all others so similarly situated,

C.A. NO.

Plaintiff,

CLASS ACTION COMPLAINT

Vs.

FEDERAL NATIONAL MORTGAGE
ASSOCIATION, FEDERAL HOUSING
FINANCE AGENCY, WELLS FARGO BANK,
N.A.,

)
)
)
)
)
) JURY TRIAL DEMANDED
)
)
)
)
)
Defendants. )
)

INTRODUCTION

1. The Representative Plaintiff Kimberly Yargeau, on behalf of herself and all others so

similarly situated, brings this action as described in the paragraphs set forth herein. This class
action is brought against Defendants: Federal National Mortgage Association (Fannie Mae);
Fannie Mae's conservator and regulator, the Federal Housing Finance Agency (FHFA); and Wells
Fargo Bank, N.A. (Wells Fargo), acting as agent of Fannie Mae and FHFA, for wrongful
foreclosure of mortgages and sale of properties secured thereby, due to Defendants failure to
provide homeowners adequate notice and opportunity for meaningful hearings, as required by the
Due Process clause of the Fifth Amendment to the Constitution of the United States. Therefore,
accelerations, foreclosures and mortgagee’s sales of the Representative Plaintiff and class
members mortgages and properties are void.

2. The Representative Plaintiff, on behalf of herself and all others so similarly situated, seek
declaratory relief, injunctive relief, actual, monetary, punitive and exemplary damages, restitution,
an accounting, attorney’s fees and costs, and all other relief as provided by law for Defendants

wrongful acts.
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JURISDICTION AND VENUE

3. This Honorable Court has subject matter jurisdiction over this action and all Defendants
pursuant to 28 U.S.C. § 1331, as this case arises under the Constitution and laws of the United
States of America.

4. Further, this Court has jurisdiction over this action pursuant to 12 U.S.C § 1452 (f)(2)
because this case is brought against the Federal National Mortgage Association.

5. The events giving rise to the claims stated herein occurred in the District of Massachusetts
and this venue is proper pursuant to 28 U.S.C. §§ 1391(b)(2) and 1391.

6. Venue is proper in this Honorable Court in that this Court has authority to issue declaratory
and injunctive relief pursuant to 28 U.S.C. 88 2201 and 2202 and Fed. R. Civ. P. Rule 57.

7. Pursuant to Fed. R. Civ. P. Rule 23(a)(1), this complaint is a putative class action in which
the class is so numerous that joinder of all members is impracticable.

8. Pursuant to Fed. R. Civ. P. Rule 23(b)(1), there are questions of law and fact common to
the class.

9. Pursuant to Fed. R. Civ. P. Rule 23(a)(3), the claims or defenses of the Representative
Plaintiff are typical of the claims or defenses of the class.

10.  Pursuant to Fed. R. Civ. P. Rule 23(a)(4), the Representative Plaintiff will fairly and
adequately protect the interests of the class.

11.  Pursuant to Fed. R. Civ. P. Rule 23(b)(1)(A)&(B), prosecuting separate actions by or
against individual class members would create a risk of: (A) inconsistent or varying adjudications
with respect to individual class members that would establish incompatible standards of conduct
for the party opposing the class; and (B) adjudications with respect to individual class members

that, as a practical matter, would be dispositive of the interests of the other members not parties to
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the individual adjudications and may substantially impair or impede their ability to protect their
interests.

12.  Pursuant to Fed. R. Civ. P. Rule 23(b)(2), the party opposing the class has acted or refused
to act on grounds that apply generally to the class, so that final injunctive relief or corresponding
declaratory relief is appropriate respecting the class as a whole.

13.  Pursuant to Fed. R. Civ. P. Rule 23(b)(3), the questions of law or fact common to class
members predominate over any questions affecting only individual members, and a class action is

superior to other available methods for fairly and efficiently adjudicating the controversy.

PARTIES
14. Representative Plaintiff, Kimberly Yargeau, is a citizen of Massachusetts who is the
rightful owner of 12 Central Turnpike, Sutton, MA 01590 which is the “subject property”
referenced herein.
15. Defendant, Federal Housing Finance Agency (FHFA), is an independent agency of the
United States Federal Government established pursuant to 12 U.S.C. S 4511 et seq. FHFA is
located at 400 7th St SW, Washington, DC 20024.
16. Defendant, Federal National Mortgage Association (Fannie Mae), is a corporation
organized under the laws of the United States by special charter, to serve the important
governmental objectives of providing stability in the secondary mortgage market, responding
appropriately to the private capital market, providing ongoing assistance to the secondary market
for residential mortgages, and promoting access to mortgage credit throughout the nation by
increasing the liquidity of mortgage investments and improving the distribution of investment
capital available for residential mortgage financing. (See: 12 U.S.C. 1451). Fannie Mae is located

at 3900 Wisconsin Ave NW, Washington, DC 20016.
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17. Defendant, Wells Fargo Bank, N.A. (Wells Fargo), is a banking related services company
located at 420 Montgomery Street, San Francisco, CA 94104.

18. At all times referenced herein, the Defendants acted in concert with one another, had
knowledge of and were aware of the actions of each other as noted herein.

GENERAL FACTUAL ALLEGATIONS

The Conservatorship of FHFA over Fannie Mae

19.  With the U.S. Congress’ establishment of the Housing and Economic Recovery Act of
2008 (HERA), the federal government established FHFA as a federal agency to supervise and
regulate Federal Home Loan Mortgage Corporation (Freddie Mac) and Federal National Mortgage
Association (Fannie Mae), and any Federal Home Loan Bank. (See: 12 U.S.C. 8§ 4502 (20),
4511(b)(2)).

20.  The Director of FHFA is empowered to place Fannie Mae into conservatorship under
FHFA and the power of FHFA to operate and control all of Fannie Mae's operations as its
conservator.

21.  The Director of FHFA placed Fannie Mae under the conservatorship of FHFA on or about
September 7, 2008. (See: Exhibit 1).

22. In January 2010, the Congressional Budget Office (CBO) concluded that the actions taken
by FHFA to place Fannie Mae under conservatorship effectively made Fannie Mae a government
entity, based on the federal government's control and ownership of Fannie Mae.! (See: Exhibit 2,

Id. at pg. 7).

1 See Exhibit 2: Congressional Budget Office Background Paper, 2010, Id. at page 1 "In the judgment of the
Congressional Budget Office (CBO), those actions make Fannie Mae and Freddie Mac part of the government and
imply that their operations should be reflected in the federal budget”. Under the CBQ's accounting, "the mortgages
owned or guaranteed by Fannie Mae and Freddie Mac were treated as loans and guarantees of the federal government."

4
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23. In 2013, the CBO concluded, "the federal government is now the effective owner of
[Fannie Mae], any gain or loss arising from a change in the way the distressed mortgages are
handled by [Fannie Mae] would ultimately accrue to taxpayers."? (See: Exhibit 3, Id. at pg. 1).
24.  Since September 2008, FHFA has controlled and continues to control all rights, titles,
powers and privileges of the shareholders and board of directors of Fannie Mae.? Because FHFA
as conservator has succeeded to the rights of all shareholders, only FHFA is allowed to elect the
directors of Fannie Mae, not shareholders. (See: Exhibit 4, Id. at pg. 25, 166).

25. FHFA determines the size of Fannie Mae's Board of Directors and the scope of its
authority.* Since the inception of the conservatorship, FHFA has elected all of the directors and
the Chief Executive Officer of Fannie Mae.> FHFA delegated certain authority to the Board of
Directors, while retaining certain significant authorities for itself.® FHFA also controls amendment
to or withdrawal of the delegation of authority at any time.”

26. Fannie Mae's directors serve on behalf of, and exercise their authority as directed by,
FHFA.8 As a result of the conservatorship, Fannie Mae is being managed to serve a public mission,
which may negatively impact Fannie Mae's business and profitability. ° Under FHFA

conservatorship, Fannie Mae is not managed to maximize shareholder returns.°

2 See Exhibit 3: Options for Principal Forgiveness in Mortgages Involving Fannie Mae and Freddie Mac Congressional
Budget Office, Mitchell Remy & Damien Moore, Working Paper No. 2013-02.

3 See Exhibit 4: Federal National Mortgage Association, Annual Report, Form 10-K, for the fiscal year ended
December 31, 2014, 1d. at pages 25, 162, 166.

4 Exhibit 4, 1d. at pg. 162.

5 Exhibit 4, 1d. at pg. 162.

8 Exhibit 4, 1d. at pg. 162.

" Exhibit 4, 1d. at pg. 25, 162.

8 See: Exhibit 4, Id. at pages 25, 52, 162.

® See: Exhibit 4, Id. at pages 25, 52.

10 See: Exhibit 4, Id. at pg. 25, 52.
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27. FHFA, as both conservator and regulator, and the United States Treasury, pursuant to a
senior preferred stock purchase agreement, prohibit Fannie Mae from paying any dividends to
common shareholders.!

28. FHFA's own September 7, 2008 explanation of the conservatorship states that there is "no
exact time frame that can be given as to when this conservatorship may end.” FHFA's
conservatorship of Fannie Mae will end, according to said explanation, when the Director of FHFA
issues an order terminating the conservatorship, after the Director determines that FHFA's "plan
to restore the Company to a safe and solvent condition has been completed successfully."'? (See;
Exhibit 5, Id. at pg. 2).

29.  As a result of FHFA's conservatorship of Fannie Mae, since September 6, 2008, and
continuing for the foreseeable future, FHFA directly controls and operates Fannie Mae with all the
powers of the shareholders, directors, and officers of Fannie Mae, owns title to all the assets of
Fannie Mae, and has broad powers over all business of Fannie Mae.*?

30. Pursuant to the provisions of HERA, FHFA’s conservatorship of Fannie Mae can only be
terminated if FHFA’s director appoints FHFA as receiver of Fannie Mae. (See: 12 U.S.C §
4617(a)(4)(D)). However, FHFA's control over Fannie Mae will not be terminated upon its being
appointed as receiver. There is no other law, regulation, policy or directive that provides either a
date or specifies conditions by which FHFA's control over Fannie Mae will terminate.

31.  On or about September 7, 2008, as restated on or about September 26, 2008, Fannie Mae
entered into a senior preferred stock purchase agreement, as amended, with the United States

Treasury. Pursuant to said agreement, Fannie Mae transferred 1,000,000 shares of preferred stock,

11 See: Exhibit 4, 1d. at pg. 52.

12 See: Exhibit 5, I1d. at pg. 2; FHFA, Questions and Answers on Conservatorship, (Sept. 7, 2008), available at
http://www.treasury.gov/press-center/pressreleases/Documents/fhfa consrv faq 090708hpl 128.pdf.

13 See: Exhibit 4 at pg. 25.
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senior in right for both dividends and liquidation to all other preferred or common stock, with an
initial liquidation preference of $ 1,000.00 per share; a warrant to purchase 79.9% of the common
stock at a nominal price; with restrictions on Fannie Mae's ability to issue new shares, declare
dividends, or dispose of assets without the approval of the United States Treasury, to the United
States Treasury, in exchange for the commitment of the United States Treasury to extend $100-
200 billion to ensure the liquidity of Fannie Mae.'* (See: Exhibit 6).

32. The United States Treasury owns 100% of the senior preferred stock of Fannie Mae and
holds warrants to purchase 79.9% of the common stock of Fannie Mae.'® (See: Exhibit 7). Pursuant
to said senior preferred stock purchase agreement, the United States Treasury is entitled to receive
quarterly dividends equal to the entire net worth of Fannie Mae, which results in every dollar of
future profits being paid to the United States Treasury.'® Similarly, Fannie Mae is not permitted to
retain earnings, rebuild a capital position, pay dividends or other distributions to stockholders other
than the United States Treasury.!’” Dividends are payable only at the direction of Conservator
FHFA with consent of the Treasury.

33.  Pursuant to the senior preferred stock purchase agreement, Fannie Mae is not permitted to
redeem the senior preferred stock prior to the termination of the United States Treasury's funding
commitment, which commitment will not terminate unless Fannie Mae is liquidated, Fannie Mae's
liabilities are satisfied, or the Treasury has provided the maximum amount of funding available

under its commitment to Fannie Mae.!®

14 See: Exhibit 6; Amended and Restated Senior Preferred Stock Purchase Agreement September 26, 2008.
15 See: Exhibit 4 Id. at pages 26, 27.

16 See: Exhibit 4 Id. pages 27, 52

17 See: Exhibit 4 Id. at pg. 2.

18 See Exhibit 4 1d. at pages 25, 115.
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34. Notwithstanding termination of the conservatorship by means other than appointment of
FHFA as receiver of Fannie Mae, Fannie Mae will remain subject to the control of the United
States Treasury pursuant to senior preferred stock purchase, senior preferred stock, and warrant to
purchase common stock agreements.*®

35.  The CBO considers the payments from Fannie Mae to the United States Treasury as
"intragovernmental payments, which do not affect net federal outlays."?°

36.  As Fannie Mae was chartered by Congress to further governmental objectives related to
the secondary mortgage market and national housing policies, and as the federal government
maintains a substantial ownership interest in Fannie Mae, and as Fannie Mae is substantially
funded by the federal government, its Board of Directors of Fannie Mae are entirely appointed by
FHFA, and because Fannie Mae is under the control of FHFA and/or the United States Treasury,
Fannie Mae is an agency or instrumentality of the United States for the purpose of individual rights
guaranteed against the federal government by the United States Constitution. (“The Court holds
that the Plaintiffs can prove that the GSE’s and FHFA-as-conservator are government actors, and
thus, can prove that the Defendants denied Plaintiffs due process by conducting non-judicial

foreclosures.” Sisti v FHFA et al, US Dist. R.I. No 17-005 (Aug 2, 2018)).

The Agency Relationship between FHFA and Fannie Mae and Third Party Servicers.

37. In its ordinary course of business, Fannie Mae purchases mortgages from originators such
as banks. Fannie Mae holds these mortgages in its retained portfolios or packages them into
mortgage-backed securities that it sells to investors. (See: Exhibit 8, 1d. at pg. 6; FHFA Office of
Inspector General Evaluation Report, FHFA' s Oversight of the Servicing Alignment Initiative,

February 12, 2014).

19 See: Exhibit 2 at pg. 3.
20 See Exhibit 2, 1d. at pg. 3.
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38. For the mortgages that Fannie Mae purchases, Fannie Mae enters into contracts with
mortgage servicers, which includes a "Servicing Guide™ and other agreements. Under the terms of
these agreements, the servicer collects mortgage payments, sets aside taxes and insurance
premiums in escrow, forwards interest and principal payments to the contractually designated
party, and responds to payment defaults.?*

39.  The "Servicing Guide" establishes certain requirements which servicers of Fannie Mae
mortgages follow when they perform servicing functions and obligations, including specific
instructions on mitigating losses after borrowers’ default and conducting foreclosures on behalf of
Fannie Mae.??

40.  After FHFA placed Fannie Mae into conservatorship, FHFA has engaged in continuous
supervision of the GSE's oversight of its servicers. (See Exhibit 9, Id. at pg. 20; FHFA Office of
Inspector General, FHFA's Supervision of Fannie Mae's Controls over Mortgage Servicing
Contractors, March 7, 2012).%3

The Foreclosure Policies of FHFA and Fannie Mae are Unconstitutional

41. FHFA created the Servicer Alignment Initiative in April 2011 ('SAI”), by which FHFA
directs the actions of servicers of Fannie Mae's mortgages. When servicing delinquent mortgage
loans, through the SAI, FHFA directed Fannie Mae to update its servicing guidelines, adding new

standards and timelines by which servicers were to manage delinquent mortgages.

21 See: Exhibit 8, Id. at pg. 8.

22 See: Exhibit 8, 1d. at pages 8,9.

23 FHFA's Office of Inspector General describes "continuous supervision™ as "a wide range of ongoing activities
designed to monitor and analyze [Fannie Mae's] overall business profile, including any trends or associated
emerging risks."

24 See: Exhibit 8, Id. at pages 9-11.
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42. In the SAI, FHFA created a policy that requires servicers of Fannie Mae owned mortgages
to follow specific state-level timelines for the processing of foreclosures from the date of referral
to the attorney/trustee through the date of the foreclosure sale.?

43. In the SAI, FHFA has directed Fannie Mae's servicers to use non-judicial foreclosure
procedures when foreclosing on residential properties in Rhode Island, including the Properties
of the Representative Plaintiffs and others so similarly situated.

44, FHFA's foreclosure policy in the SAI violates the Due Process Clause of the Fifth
Amendment because it requires servicers of Fannie Mae loans to deprive homeowners, like the
Representative Plaintiffs and others so similarly situated, of their primary residences through the
use of non-judicial foreclosure proceedings, which do not provide for a hearing prior to the
deprivation of a homeowners' property interest.

45.  As such, Wells Fargo, Fannie Mae, and FHFA jointly violated the Fifth Amendment
procedural due process rights of the Representative Plaintiffs and others so similarly situated, by
conducting non-judicial foreclosures and sales pursuant to G. L. c. 183, § 21 without first providing
adequate notice, a meaningful hearing prior to the deprivation of property, and an opportunity to
recover adequate damages.

ALLEGATIONS OF THE REPRESENTATIVE PLAINTIFE

46.  The Representative Plaintiff, Kimberly Yargeau, repeats and re-alleges every allegation
above as if set forth herein in full.

47.  The Representative Plaintiff brings this action on behalf of herself and all others so
similarly situated.

48.  On November 16, 2004, the property located at 12 Central Turnpike, Sutton, MA 01590

was conveyed to Representative Plaintiff Kimberly Yargeau. The Deed granting said property was

%5 See: Exhibit 8, 1d. at pg. 10.

10
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recorded in the Worcester District Registry of Deeds in Book 35094, at Page 234 on November
17, 2004. 12 Central Turnpike, Sutton, MA 01590 is the subject property as referenced herein.
49.  On May 25, 2007, said Representative Plaintiff executed a promissory note and mortgage
deed in the sum of Two Hundred Fourteen Thousand and---00/100 Dollars ($214,00.00) in favor
of Drew mortgage Associates, Inc. as lender and Mortgage Electronic Registration Systems, Inc.
(MERS) as mortgagee. (Yargeau Mortgage/Note). The Yargeau Mortgage was recorded in the
Worcester District Registry of Deeds in Book 41240, at page 381 on May 31, 2007. Subsequently,
the Yargeau Note was conveyed to Fannie Mae.

50. On October 14, 2009, MERS assigned the Yargeau Mortgage to Wells Fargo Bank, N.A.
Said assignment was recorded in the Worcester District Registry of Deeds in Book 44977 at Page
98 on October 19, 2009. Subsequently Wells Fargo became the servicer of the Yargeau Mortgage,
on behalf of Note Holder, Fannie Mae.

51.  On November 21, 2012, MERS assigned the Yargeau Mortgage again to Wells Fargo
Bank, N.A. Said assignment was recorded in the Worcester District Registry of Deeds in Book
50019 at Page 24 on November 27, 2012.

52.  On May 17, 2018, Wells Fargo filed an Order of Notice in Massachusetts Land Court
seeking determination of Military Service Member status of Plaintiff. Said Order was recorded in
the Worcester District Registry of Deeds in Book 58973 at Page 357 on June 20, 2018.

53.  On May 29, 2018, Wells Fargo executed an affidavit purportedly in compliance with G.L.
. 244 835B and G.L. c. 244 § 35C. Said Affidavit was recorded In the Worcester District Registry

of Deeds in Book 58905 at Page 335 on June 6, 2018.

11
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54.  On or about August 25, 2018, Wells Fargo, acting as third party loan servicer on behalf of
Fannie Mae, caused to be sent to Plaintiff a Notice of Intent to Foreclose and Mortgagee’s
Foreclosure Sale, stating a sale date of September 27, 2018.

55.  On September 27, 2018, Wells Fargo, acting as third party loan servicer on behalf of
mortgagee Fannie Mae, caused a mortgagee’s foreclosure sale to be conducted wherein the
Yargeau Mortgage was foreclosed and the subject property was sold at mortgagee’s foreclosure
sale to Wells Fargo as the highest bidder for $221,280.49. Wells Fargo subsequently assigned their
bid to Fannie Mae. A foreclosure deed conveying the property to Fannie Mae was recorded in the
Worcester District Registry of Deeds in Book 59714 at Page 167 on November 20, 2018.

56. Representative Plaintiff Kimberly Yargeau alleges Defendants Wells Fargo, Fannie Mae,
and FHFA jointly violated her Fifth Amendment procedural due process rights by conducting a
non-judicial foreclosure sale, without first providing adequate notice, a meaningful hearing prior
to the deprivation of property, and an opportunity to recover adequate damages.

57.  The Defendants have deprived said Representative Plaintiff, and others so similarly
situated, of property without Due Process prior to exercising the power of sale.

58.  Therefore, the foreclosure of the Yargeau Mortgage and the mortgages of others so
similarly situated, and mortgagee’s foreclosure sales of the subject property and the properties of
others so similarly situated, are wrongful, void, and without force and effect.

CLASS ALLEGATIONS

59.  The Representative Plaintiff repeats and re-alleges every allegation above as if set forth
herein in full.
60.  The Representative Plaintiff brings this Action on behalf of herself and all others so

similarly situated.

12
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61.  The Representative Plaintiff sues on behalf of herself and all homeowners or former
homeowners wherein since September 7, 2008, the Defendants, and all other servicers of Fannie
Mae mortgages, conducted non-judicial foreclosures and sales pursuant to pursuant to G. L. c. 183,
8§ 21 without first providing the Representative Plaintiff and others adequate notice, a meaningful
hearing prior to the deprivation of property, and an opportunity to recover adequate damages, in
violation of the rights afforded them pursuant to the Due Process Clause of the Fifth Amendment
of the Constitution of the United States of America.

62.  The gravity of harm to the Representative Plaintiff and members of the class resulting from
the Defendants wrongdoing outweighs any conceivable reasons, justifications and/or motives of
said Defendants for engaging in such unfair acts and practices.

63. Defendants conduct was unfair, oppressive, and contrary to public policy and the generally
recognized standards applicable to the consumer lending business.

64.  The Representative Plaintiff and members of the class suffered quantifiable damages such
as loss of equity in their homes, money spent on funding bankruptcy, legal defense of foreclosure
and eviction, and moving and relocation expenses.

65.  The Representative Plaintiff and members of the class have suffered general damages such
as loss of property interests, negative impact to credit ratings, loss of their homes, lost opportunities
to rectify their situations through loss mitigation and mediation of their mortgage delinquencies,
and extreme mental and emotional distress.

66.  The Representative Plaintiff and members of the class seek actual, exemplary, punitive,
and monetary damages.

67.  The Representative Plaintiff claims on behalf of herself and all others so similarly situated

that the Defendants deprivation of the Representative Plaintiff’s and others so similarly situated

13
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properties, without Due Process, in violation of the rights afforded them under the Fifth
Amendment of the United States Constitution, are the direct and proximate causes of the harms as
alleged herein.

68. Excluded from the class are governmental entities, the Defendants, their affiliates and
subsidiaries, the Defendants current employees and current or former officers, directors, agents,
representatives, their family members, the members of this Court and its staff.

69.  The Representative Plaintiff does not know the exact size or identities of the members of
the class, since such information is in the exclusive control of Defendants. The Representative
Plaintiff believes that the class encompasses hundreds of individuals whose identities can be
readily ascertained from Defendants books and records. Therefore, the class is so numerous that

joinder of all members is impracticable. (i.e. Numerosity).

70.  The Representative Plaintiff and all members of the class have been subject to and affected
by the same conduct.

71. The guestions of law and fact are common to the class and predominate over any questions

affecting only individual members of the class. (i.e. Commonality).

72.  The claims of the Representative Plaintiff are typical of the claims of the class and do not
conflict with the interests of any other members of the class in that the Representative Plaintiff and
the other members of the class were subject to the same conduct. (i.e. Typicality).

73.  The Representative Plaintiff will fairly and adequately represent the interests of the class

as a whole. The Representative Plaintiff is committed to the vigorous prosecution of the class
claims and has retained attorneys who are qualified to pursue this litigation and have experience

in class actions — in particular, wrongful foreclosure actions. (i.e. Adequacy).

14
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74. A Class Action is superior to other methods for the fast and efficient adjudication of this
controversy. A class action regarding the issues in this case does not create any problems of
manageability.
75.  The Defendants have acted or refused to act on grounds generally applicable to the class
as a whole, thereby making appropriate final injunctive relief or corresponding declaratory relief
with respect to the class as a whole.
76.  The questions of law or fact common to the members of the class predominate over any
questions affecting only individual members, and that a class action is superior to other available
methods for the fair and efficient adjudication of the controversy.
77. It is not in the best interest of members of the class to individually control the prosecution
or defense of separate actions.
78.  The specific extent and nature of any litigation concerning the controversy already
commenced by or against members of the class is minimal.
79. It is desirable to concentrate the litigation of the claims in this particular forum and there
are little to no difficulties likely to be encountered in the management of a classification.
COUNT |

DEPRIVATION OF PROPERTY WITHOUT DUE PROCESS
80.  The Representative Plaintiff repeats and re-alleges every allegation above as if set forth
herein in full.
81.  The Representative Plaintiff brings this Action on behalf of herself and all others so
similarly situated.
82. Pursuant to the foreclosure policy in the SAI, Wells Fargo, Fannie Mae, and FHFA are

acting jointly to deprive the Representative Plaintiff and others of their ownership rights in

15
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properties by conducting foreclosure sales pursuant to pursuant to G. L. c. 183, § 21 which
authorizes mortgagees to foreclose the rights of an equitable title holder without judicial process
or the opportunity to be heard before foreclosure and sale.

83.  When used by federal government actors, such as Fannie Mae and FHFA, the procedures
of pursuant to G. L. c. 183, § 21 do not satisfy the Due Process Clause of the Fifth Amendment
before depriving an owner of his/her property. Specifically, G. L. c. 183, § 21 does not provide for
adequate notice, an opportunity to be heard before the deprivation of property, or opportunity to
recover appropriate damages for improper deprivation of property.

84.  Pursuant to the Due Process Clause of the Fifth Amendment to the United States
Constitution, Fannie Mae and FHFA, as agencies and/or instrumentalities of the federal
government, owed a higher degree of notice and hearing to the Representative Plaintiff and others,
than is provided by Massachusetts General Laws before depriving the Representative Plaintiff and
others of their properties.

85.  The Representative Plaintiff and others were denied opportunity for an evidentiary hearing
in which they could have had an opportunity to: confront and cross-examine persons who supplied
information upon which the foreclosure action is grounded; present arguments and evidence to
dispute the allegations of Defendants prior to the termination of interest in their Property; be
represented by counsel during a hearing prior to the termination of interest in their Property; and
to have a neutral informal hearing officer make a determination based on applicable law and the
evidence adduced at a hearing prior to the termination of their interest in Property.

86. Had the Representative Plaintiff and others had opportunity for a hearing, they could have
presented evidence to challenge their foreclosures by demonstrating that Fannie Mae, or their

servicers, were not the mortgagee on the date of the foreclosure sale at issue, that Fannie Mae,

16
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and/or their servicers, failed to comply with condition precedents to foreclosure including default
and acceleration notice requirements contained in the mortgages, failed to provide the required
foreclosure notices pursuant to Massachusetts foreclosure statutes, and that Fannie Mae, and/or
their servicers, failed to act in good faith.

87.  The Representative Plaintiff and others have significant property interests at stake.
Foreclosures and sales of the mortgages and properties (respectively) of the Representative
Plaintiff and others, permanently deprived the Representative Plaintiff and others of their
ownership, possession, and use of said properties, which are used as primary residences; clouded
titles to the properties; impaired ability to sell, rent, or otherwise alienate properties; tainted credit
ratings; reduced chances of the Representative Plaintiff and others in obtaining future loans or
mortgages; denied the Representative Plaintiff and others of opportunity to loss mitigation
opportunities and strategies to deal with default and delinquency resulting in resolution of those
situations; and jeopardized the Representative Plaintiff and others security in dwelling places.

88.  There s significant risk of erroneous deprivation of the Representative Plaintiff and others
interests through procedures used by Fannie Mae, and FHFA pursuant to pursuant to G. L. c. 183,
§21.

89.  To prevent erroneous deprivation of property, the Due Process Clause of the Fifth
Amendment to the United States Constitution requires agencies and/or instrumentalities of the
federal government, such as Fannie Mae and FHFA, to provide the Representative Plaintiff and
others an opportunity to be heard at a meaningful time on, inter alia, any challenge to the true
ownership of the Note; any challenge to Fannie Mae' s and/or FHFA's authority to foreclose on
behalf of the owner of the Note; any challenge to Fannie Mae' s and/or FHFA' s determination of
default under the Note and Fannie Mae's and/or FHFA's calculation of deficiency; any challenge

to Fannie Mae's and/or FHFA's determination that the Representative Plaintiff and others are not

17
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eligible for a loan modification, a repayment, or other homeowner assistance option; the
opportunity to refinance or reinstate through other sources of funding; whether Fannie Mae and/or
FHFA acted in good faith; and any challenge to Fannie Mae' s and/or FHFA' s compliance with
applicable notice procedures.

90.  The government's financial interest in obtaining ownership, possession, and use of the
properties of the Representative Plaintiff and others is minimal.

91.  There are no exigent circumstances that would justify the lack of a pre-deprivation hearing,
nor would a meaningful hearing before a neutral party impose significant fiscal or administrative
burdens.

92. FHFA's foreclosure policy in the SAI violates the Due Process Clause of the Fifth
Amendment in that it requires servicers of Fannie Mae loans to deprive homeowners like the
Representative Plaintiff and others so similarly situated, of their primary residences through the
use of non-judicial foreclosure proceedings, which do not provide for a hearing prior to the
deprivation of the homeowners' property interest.

93.  Wells Fargo, Fannie Mae, and FHFA jointly violated the Fifth Amendment procedural due
process rights of the Representative Plaintiff and others so similarly situated, by conducting non-
judicial foreclosures and sales pursuant to pursuant to G. L. c. 183, § 21 without first providing
adequate notice, a meaningful hearing prior to the deprivation of property, and an opportunity to
recover adequate damages.

94.  Asadirect and proximate result of Wells Fargo’s, Fannie Mae's, and FHFA's violation of
the Representative Plaintiff and others so similarly situated due process rights, the Representative
Plaintiff and others so similarly situated have suffered damages including harm to their credit;
costs and expenses of foreclosures and sales added to their accounts; a losses of equity in

properties; expenses due to postage, mailing, and long distance telephone calls; an impairment of
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their ability to sell, rent, or otherwise alienate their properties; and having their security in
dwelling places jeopardized.

95.  The Representative Plaintiff claims on behalf of herself and all others so similarly situated
that the Defendants deprivation of the Representative Plaintiff and others so similarly situated
properties, without Due Process, in violation of the rights afforded them under the Fifth
Amendment of the United States Constitution, are the direct and proximate causes of the harms as
alleged herein.

96.  The Representative Plaintiff and others are entitled to a declaratory judgment determining
that the acceleration of all sums due under the notes, the foreclosures, and mortgagee’s foreclosure
sales of the subject property, and the properties of those so similarly situated, are in violation of
the Fifth Amendment procedural due process rights of the Representative Plaintiff and others so
similarly situated and are therefore void.

97.  The Representative Plaintiff and others are entitled to an injunction preventing the transfer
of the right, title, and interest in their properties.

98.  The Representative Plaintiff and others are entitled to cancellation costs and fees assessed
to them for wrongful foreclosure, together with additional damages.

99.  The Representative Plaintiff and others are entitled to be returned to their status and
circumstances prior to the wrongful foreclosure and sale, including, but not limited to, the
rescission of foreclosures, voiding of foreclosure deeds, and the quieting of titles of the
Representative Plaintiff and others so similarly situated.

100. The Representative Plaintiff and others are entitled to actual, monetary, punitive and
exemplary damages, restitution, an accounting, attorneys’ fees and costs, equitable relief and all

other relief as provided by law.
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Dated: December 18, 2018

Respectfully Submitted,

The Representative Plaintiff,
By Her Attorney,

Todd S. Dion Esq.,

Todd S. Dion Esq. (659109)
15 Cottage Avenue, Ste 202
Quincy, MA 02169
401-965-4131 Cell
401-353-1230 Phone
401-353-1231 Fax
toddsdion@msn.com
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VERIFICATION

I, Kimberly Yargeau, Plaintiff in the above-captioned action, hereby depose and state that
| have read and subscribed to the foregoing, and the facts set forth therein are based on my own
personal knowledge and are true and correct.

Signed under the penalties of perjury on December , 2018.

Respectfully submitted,
Kimberly Yargeau,
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UNITED STATES DISTRICT COURT
DISTRICT OF MASSACHUSETTS

1. Title of case (name of first party on each side only) Kimberly Yargeau, et al. v. Federal National Mortgage Assocaition, et al.

2. Category in which the case belongs based upon the numbered nature of suit code listed on the civil cover sheet. (See local
rule 40.1(a)(1)).

I 410, 441, 470, 535, 830*, 835*%, 891, 893, 895, R.23, REGARDLESS OF NATURE OF SUIT.

Il 110, 130, 140, 160, 190, 196, 230, 240, 290,320,362, 370, 371, 380, 430, 440, 442, 443, 445, 446, 448, 710, 720,
740, 790, 820*, 840*, 850, 870, 871.

D M. 120, 150, 151, 152, 153, 195, 210, 220, 245, 310, 315, 330, 340, 345, 350, 355, 360, 365, 367, 368, 375, 376, 385,
400, 422, 423, 450, 460, 462, 463, 465, 485, 490, 510, 530, 540, 550, 555, 625, 690, 751, 791, 861-865, 890, 896,
899, 950.

*Also complete AO 120 or AO 121. for patent, trademark or copyright cases.

3. Title and number, if any, of related cases. (See local rule 40.1(g)). If more than one prior related case has been filed in this
district please indicate the title and number of the first filed case in this court.

4. Has a prior action between the same parties and based on the same claim ever been filed in this court?

YES NO D

5. Does the complaint in this case question the constitutionality of an act of congress affecting the public interest? (See 28 USC
§2403)

YES NO D

If so, is the U.S.A. or an officer, agent or employee of the U.S. a party?

YES NO

6. Is this case required to be heard and determined by a district court of three judges pursuant to title 28 USC §2284?

YES NO D

7. Do all of the parties in this action, excluding governmental agencies of the United States and the Commonwealth of

Massachusetts (“governmental agencies”), residing in Massachusetts reside in the same division? - (See Local Rule 40.1(d)).
YES NO D
A. If yes, in which division do all of the non-governmental parties reside?
Eastern Division Central Division D Western Division
B. If no, in which division do the majority of the plaintiffs or the only parties, excluding governmental agencies,
residing in Massachusetts reside?
Eastern Division Central Division D Western Division

8. If filing a Notice of Removal - are there any motions pending in the state court requiring the attention of this Court? (If yes,
submit a separate sheet identifying the motions)

YES NO D

(PLEASE TYPE OR PRINT)
ATTORNEY'S NAME _Todd S. Dion, Esg.
ADDRESs 15 Cottage Avenue, Ste 202  Quincy, MA 02169

TELEPHONE NO. 401-965-4131

(CategoryForm9-2018.wpd )
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AO 440 (Rev. 06/12) Summons in a Civil Action

UNITED STATES DISTRICT COURT

for the
District of Massachusetts

KIMBERLY YARGEAU
ON BEHALF OF HERSELF AND
ALL OTHERS SO SIMILARY SITUATED

Plaintiff(s)

V. Civil Action No.

FEDERAL NATIONAL MORTGAGE ASSOCIATION,
FEDERAL HOUSING FINANCE AGENCY,
WELLS FARGO BANK, N.A.

N N N N N N N N N N N N

Defendant(s)
SUMMONS IN A CIVIL ACTION

To: (Defendant’s name and address) Federal National Mortgage Association
3900 Wisconsin Ave NW
Washington, DC 20016

A lawsuit has been filed against you.

Within 21 days after service of this summons on you (not counting the day you received it) — or 60 days if you
are the United States or a United States agency, or an officer or employee of the United States described in Fed. R. Civ.
P. 12 (a)(2) or (3) — you must serve on the plaintiff an answer to the attached complaint or a motion under Rule 12 of
the Federal Rules of Civil Procedure. The answer or motion must be served on the plaintiff or plaintiff’s attorney,
whose name and address are: Todd S. Dion Esq.

15 Cottage Avenue, Ste 202
Quincy, MA 02169

If you fail to respond, judgment by default will be entered against you for the relief demanded in the complaint.
You also must file your answer or motion with the court.

CLERK OF COURT

Date:

Signature of Clerk or Deputy Clerk
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AO 440 (Rev. 06/12) Summons in a Civil Action (Page 2)

Civil Action No.

PROOF OF SERVICE
(This section should not be filed with the court unless required by Fed. R. Civ. P. 4 (1))

This summons for (name of individual and title, if any)

was received by me on (date)

3 1 personally served the summons on the individual at (place)

on (date) ;or

3 1 left the summons at the individual’s residence or usual place of abode with (name)
, a person of suitable age and discretion who resides there,
on (date) , and mailed a copy to the individual’s last known address; or

(A | served the summons on (name of individual) , Who is

designated by law to accept service of process on behalf of (name of organization)

on (date) ;or
3 | returned the summons unexecuted because por
(A Other (specify):
My fees are $ for travel and $ for services, for a total of $ 0.00

I declare under penalty of perjury that this information is true.

Date:
Server’s signature

Printed name and title

Server’s address

Additional information regarding attempted service, etc:

i Seers |
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AO 440 (Rev. 06/12) Summons in a Civil Action

UNITED STATES DISTRICT COURT

for the
District of Massachusetts

KIMBERLY YARGEAU
ON BEHALF OF HERSELF AND
ALL OTHERS SO SIMILARY SITUATED

Plaintiff(s)

V. Civil Action No.

FEDERAL NATIONAL MORTGAGE ASSOCIATION,
FEDERAL HOUSING FINANCE AGENCY,
WELLS FARGO BANK, N.A.

N N N N N N N N N N N N

Defendant(s)
SUMMONS IN A CIVIL ACTION

To: (Defendant’s name and address) Federal Housing Finance Agency
400 7th St SW
Washington, DC 20024

A lawsuit has been filed against you.

Within 21 days after service of this summons on you (not counting the day you received it) — or 60 days if you
are the United States or a United States agency, or an officer or employee of the United States described in Fed. R. Civ.
P. 12 (a)(2) or (3) — you must serve on the plaintiff an answer to the attached complaint or a motion under Rule 12 of
the Federal Rules of Civil Procedure. The answer or motion must be served on the plaintiff or plaintiff’s attorney,
whose name and address are: Todd S. Dion Esq.

15 Cottage Avenue, Ste 202
Quincy, MA 02169

If you fail to respond, judgment by default will be entered against you for the relief demanded in the complaint.
You also must file your answer or motion with the court.

CLERK OF COURT

Date:

Signature of Clerk or Deputy Clerk



Case 4:18-cv-12652-TSH Document 1-4 Filed 12/28/18 Page 2 of 2

AO 440 (Rev. 06/12) Summons in a Civil Action (Page 2)

Civil Action No.

PROOF OF SERVICE
(This section should not be filed with the court unless required by Fed. R. Civ. P. 4 (1))

This summons for (name of individual and title, if any)

was received by me on (date)

3 1 personally served the summons on the individual at (place)

on (date) ;or

3 1 left the summons at the individual’s residence or usual place of abode with (name)
, a person of suitable age and discretion who resides there,
on (date) , and mailed a copy to the individual’s last known address; or

(A | served the summons on (name of individual) , Who is

designated by law to accept service of process on behalf of (name of organization)

on (date) ;or
3 | returned the summons unexecuted because por
(A Other (specify):
My fees are $ for travel and $ for services, for a total of $ 0.00

I declare under penalty of perjury that this information is true.

Date:
Server’s signature

Printed name and title

Server’s address

Additional information regarding attempted service, etc:

i Seers |




Case 4:18-cv-12652-TSH Document 1-5 Filed 12/28/18 Page 1 of 2

AO 440 (Rev. 06/12) Summons in a Civil Action

UNITED STATES DISTRICT COURT

for the
District of Massachusetts

KIMBERLY YARGEAU
ON BEHALF OF HERSELF AND
ALL OTHERS SO SIMILARY SITUATED

Plaintiff(s)

V. Civil Action No.

FEDERAL NATIONAL MORTGAGE ASSOCIATION,
FEDERAL HOUSING FINANCE AGENCY,
WELLS FARGO BANK, N.A.

N N N N N N N N N N N N

Defendant(s)
SUMMONS IN A CIVIL ACTION

To: (Defendant’s name and address) Wells Fargo Bank, N.A.
420 Montgomery Street
San Francisco, CA 94104

A lawsuit has been filed against you.

Within 21 days after service of this summons on you (not counting the day you received it) — or 60 days if you
are the United States or a United States agency, or an officer or employee of the United States described in Fed. R. Civ.
P. 12 (a)(2) or (3) — you must serve on the plaintiff an answer to the attached complaint or a motion under Rule 12 of
the Federal Rules of Civil Procedure. The answer or motion must be served on the plaintiff or plaintiff’s attorney,
whose name and address are: Todd S. Dion Esq.

15 Cottage Avenue, Ste 202
Quincy, MA 02169

If you fail to respond, judgment by default will be entered against you for the relief demanded in the complaint.
You also must file your answer or motion with the court.

CLERK OF COURT

Date:

Signature of Clerk or Deputy Clerk
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AO 440 (Rev. 06/12) Summons in a Civil Action (Page 2)

Civil Action No.

PROOF OF SERVICE
(This section should not be filed with the court unless required by Fed. R. Civ. P. 4 (1))

This summons for (name of individual and title, if any)

was received by me on (date)

3 1 personally served the summons on the individual at (place)

on (date) ;or

3 1 left the summons at the individual’s residence or usual place of abode with (name)
, a person of suitable age and discretion who resides there,
on (date) , and mailed a copy to the individual’s last known address; or

(A | served the summons on (name of individual) , Who is

designated by law to accept service of process on behalf of (name of organization)

on (date) ;or
3 | returned the summons unexecuted because por
(A Other (specify):
My fees are $ for travel and $ for services, for a total of $ 0.00

I declare under penalty of perjury that this information is true.

Date:
Server’s signature

Printed name and title

Server’s address

Additional information regarding attempted service, etc:

i Seers |
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Exhibit 1

Statement

Statement of FHFA Director James B. Lockhart at News

Conference Announcing Conservatorship of Fannie Mae and
Freddie Mac

FOR IMMEDIATE RELEASE
9/7/2008

Good Morning

Fannie Mae and Freddie Mac share the critical mission of providing stability and liquidity to the housing market.
Between them, the Enterprises have $5.4 trillion of guaranteed mortgage-backed securities (MBS) and debt
outstanding, which is equal to the publicly held debt of the United States. Their market share of all new
mortgages reached over 80 percent earlier this year, but it is now falling. During the turmoil last year, they
played a very important role in providing liquidity to the conforming mortgage market. That has required a very
careful and delicate balance of mission and safety and soundness. A key component of this balance has been
their ability to raise and maintain capital. Given recent market conditions, the balance has been lost.
Unfortunately, as house prices, earnings and capital have continued to deteriorate, their ability to fulfill their
mission has deteriorated. In particular, the capacity of their capital to absorb further losses while supporting
new business activity is in doubt.

Today’s action addresses safety and soundness concerns. FHFA’s rating system is called GSE Enterprise Risk or
G-Seer. It stands for Governance, Solvency, Earnings and Enterprise Risk which includes credit, market and
operational risk. There are pervasive weaknesses across the board, which have been getting worse in this
market.

Over the last three years OFHEO, and now FHFA, have worked hard to encourage the Enterprises to rectify their
accounting, systems, controls and risk management issues. They have made good progress in many areas, but
market conditions have overwhelmed that progress.

The result has been that they have been unable to provide needed stability to the market. They also find
themselves unable to meet their affordable housing mission. Rather than letting these conditions fester and

worsen and put our markets in jeopardy, FHFA, after painstaking review, has decided to take action now.

Key events over the past six months have demonstrated the increasing challenge faced by the companies in
striving to balance mission and safety and soundness, and the ultimate disruption of that balance that led to

https://www.thfa.gov/Media/PublicAffairs/Pages/Statement-of-FHF A-Director-James-B-... 11/16/2018
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today’s announcements. In the first few months of this year, the secondary market showed significant

deterioration, with buyers demanding much higher prices for mortgage backed securities.

In February, in recognition of the remediation progress in financial reporting, we removed the portfolio caps on

each company, but they did not have the capital to use that flexibility.

In March, we announced with the Enterprises an initiative to increase mortgage market liquidity and market
confidence. We reduced the OFHEO-directed capital requirements in return for their commitments to raise

significant capital and to maintain overall capital levels well in excess of requirements.

In April, we released our Annual Report to Congress, identifying each company as a significant supervisory
concern and noting, in particular, the deteriorating mortgage credit environment and the risks it posed to the

companies.

In May OFHEO lifted its 2006 Consent Order with Fannie Mae after the company completed the terms of that
order. Subsequently, Fannie Mae successfully raised $7.4 billion of new capital, but Freddie Mac never completed

the capital raise promised in March.

Since then credit conditions in the mortgage market continued to deteriorate, with home prices continuing to decline
and mortgage delinquency rates reaching alarming levels. FHFA intensified its reviews of each company’s capital
planning and capital position, their earnings forecasts and the effect of falling house prices and increasing

delinquencies on the credit quality of their mortgage book.

In getting to today, the supervision team has spent countless hours reviewing with each company various forecasts,
stress tests, and projections, and has evaluated the performance of their internal models in these analyses. We have
had many meetings with each company’s management teams, and have had frank exchanges regarding loss
projections, asset valuations, and capital adequacy. More recently, we have gone the extra step of inviting the
Federal Reserve and the OCC to have some of their senior mortgage credit experts join our team in these

assessments.
The conclusions we reach today, while our own, have had the added benefit of their insight and perspective.

After this exhaustive review, | have determined that the companies cannot continue to operate safely and soundly

and fulfill their critical public mission, without significant action to address our concerns, which are:

* the safety and soundness issues | mentioned, including current capitalization;

* current market conditions;

the financial performance and condition of each company;

the inability of the companies to fund themselves according to normal practices and prices; and

* thecritical importance each company has in supporting the residential mortgage market in this country,

https://www.thfa.gov/Media/PublicAffairs/Pages/Statement-of-FHF A-Director-James-B-... 11/16/2018
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Therefore, in order to restore the balance between safety and soundness and mission, FHFA has placed Fannie Mae
and Freddie Mac into conservatorship. That is a statutory process designed to stabilize a troubled institution with
the objective of returning the entities to normal business operations. FHFA will act as the conservator to operate the

Enterprises until they are stabilized.

The Boards of both companies consented yesterday to the conservatorship. I appreciate the cooperation we have
received from the boards and the management of both Enterprises. These individuals did not create the inherent
conflict and flawed business model embedded in the Enterprises’ structure. I thank the CEOs for their service in

these difficult times.

The goal of these actions is to help restore confidence in Fannie Mae and Freddie Mac, enhance their capacity to
fulfill their mission, and mitigate the systemic risk that has contributed directly to the instability in the current
market. The lack of confidence has resulted in continuing spread widening of their MBS, which means that virtually
none of the large drop in interest rates over the past year has been passed on to the mortgage markets. On top of
that, Freddie Mac and Fannie Mae, in order to try to build capital, have continued to raise prices and tighten credit

standards.

FHFA has not undertaken this action lightly. We have consulted with the Chairman of the Board of Governors of
the Federal Reserve System, Ben Bernanke, who was appointed a consultant to FHFA under the new legislation.
We have also consulted with the Secretary of the Treasury, not only as an FHFA Oversight Board member, but also
in his duties under the law to provide financing to the GSEs. They both concurred with me that conservatorship

needed to be undertaken now.
There are several key components of this conservatorship:

First, Monday morning the businesses will open as normal, only with stronger backing for the holders of MBS,

senior debt and subordinated debt.

Second, the Enterprises will be allowed to grow their guarantee MBS books without limits and continue to purchase

replacement securities for their portfolios, about $20 billion per month without capital constraints.
Third, as the conservator, FHFA will assume the power of the Board and management.
Fourth, the present CEOs will be leaving, but we have asked them to stay on to help with the transition.

Fifth, I am announcing today I have selected Herb Allison to be the new CEO of Fannie Mae and David Moffett the
CEO of Freddie Mac. Herb has been the Vice Chairman of Merrill Lynch and for the last eight years chairman of
TIAA-CREF. David was the Vice Chairman and CFO of US Bancorp. I appreciate the willingness of these two men
to take on these tough jobs during these challenging times. Their compensation will be significantly lower than the

outgoing CEOs. They will be joined by equally strong non-executive chairmen.

Sixth, at this time any other management action will be very limited. In fact, the new CEOs have agreed with me
that it is very important to work with the current management teams and employees to encourage them to stay and

to continue to make important improvements to the Enterprises.

https://www.thfa.gov/Media/PublicAffairs/Pages/Statement-of-FHF A-Director-James-B-... 11/16/2018
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Seventh, in order to conserve over $2 billion in capital every year, the common stock and preferred stock dividends
will be eliminated, but the common and all preferred stocks will continue to remain outstanding. Subordinated debt

interest and principal payments will continue to be made.

Eighth, all political activities—including all lobbying—will be halted immediately. We will review the charitable

activities.

Lastly and very importantly, there will be the financing and investing relationship with the U.S. Treasury, which
Secretary Paulson will be discussing. We believe that these facilities will provide the critically needed support to

Freddie Mac and Fannie Mae and importantly the liquidity of the mortgage market.

One of the three facilities he will be mentioning is a secured liquidity facility which will be not only for Fannie Mae
and Freddie Mac, but also for the 12 Federal Home Loan Banks that FHFA also regulates. The Federal Home Loan
Banks have performed remarkably well over the last year as they have a different business model than Fannie Mae
and Freddie Mac and a different capital structure that grows as their lending activity grows. They are joint and
severally liable for the Bank System’s debt obligations and all but one of the 12 are profitable. Therefore, it is very
unlikely that they will use the facility.

During the conservatorship period, FHFA will continue to work expeditiously on the many regulations needed to
implement the new law. Some of the key regulations will be minimum capital standards, prudential safety and
soundness standards and portfolio limits. It is critical to complete these regulations so that any new investor will

understand the investment proposition.

This decision was a tough one for the FHFA team as they have worked so hard to help the Enterprises remain strong
suppliers of support to the secondary mortgage markets. Unfortunately, the antiquated capital requirements and the
turmoil in housing markets over-whelmed all the good and hard work put in by the FHFA teams and the
Enterprises’ managers and employees. Conservatorship will give the Enterprises the time to restore the balances
between safety and soundness and provide affordable housing and stability and liquidity to the mortgage markets. |
want to thank the FHFA employees for their work during this intense regulatory process. They represent the best in
public service. I would also like to thank the employees of Fannie Mae and Freddie Mac for all their hard work.
Working together we can finish the job of restoring confidence in the Enterprises and with the new legislation build

a stronger and safer future for the mortgage markets, homeowners and renters in America.

Thank you and I will now turn it back to Secretary Paulson.
Hit

Contacts: Corinne Russell (202) 649-3032 / Stefanie Johnson (202) 649-3030
© 2018 Federal Housing Finance Agency
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Preface

After the U.S. government assumed control in 2008 of Fannie Mae and Freddie
Mac—two federally chartered institutions that provide credit guarantees for almost
half of the outstanding residential mortgages in the United States—the Congressional
Budget Office (CBO) concluded that the institutions had effectively become govern-
ment entities whose operations should be included in the federal budget. As a result,
CBO incorporated estimates of the budgetary costs of the two entities in the baseline
budget projections it published in 2009. This background paper describes CBO’s
budgetary treatment of Fannie Mae and Freddie Mac and the methods CBO used to
estimate their costs. (CBO will issue new baseline projections for Fannie Mae and
Freddie Mac in The Budget and Economic Outlook to be published in late January
2010.)

Damien Moore wrote the paper under the supervision of Kim Kowalewski and Robert
Dennis. Kim Cawley, Chad Chirico, Peter Fontaine, Jeffrey Kling, Deborah Lucas,
Joe Mattey, Larry Ozanne, and Aurora Swanson provided helpful comments on earlier
drafts, as did Marvin Phaup of the Pew Economic Policy Group and James L. Blum.
(The assistance of outside reviewers implies no responsibility for the final product,

which rests solely with CBO.)

Chris Howlett edited the paper, and Kate Kelly proofread it. Maureen Costantino

prepared the paper for publication, with assistance from Jeanine Rees. Lenny Skutnik
produced the printed copies, Linda Schimmel coordinated the print distribution, and
Simone Thomas prepared the electronic versions for CBO’s Web site (www.cbo.gov).

@wg&«&] Z&W%

Douglas W. Elmendorf

Director

January 2010
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CBO’s Budgetary Treatment of
Fannie Mae and Freddie Mac

Summary and Introduction

In September 2008, the Director of the Federal Housing Finance Agency placed into
conservatorship two large government-sponsored enterprises, the Federal National
Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corpora-
tion (Freddie Mac).' At the same time, the Secretary of the Treasury took a major
ownership interest in both entities. In taking those steps, federal officials were exercis-
ing authority provided in the Housing and Economic Recovery Act of 2008.” In the
judgment of the Congressional Budget Office (CBO), those actions make Fannie Mae
and Freddie Mac part of the government and imply that their operations should be
reflected in the federal budget.

Fannie Mae and Freddie Mac were chartered by the Congress to provide liquidity and
stability to the secondary market for residential mortgages (the market in which those
mortgages are bought and sold). In carrying out their charters, the two entities pur-

chase mortgage loans made by lenders and package them into mortgage-backed secu-
rities (MBSs), which can be sold to investors along with a guarantee that principal and
interest on the underlying mortgages will be paid in full. The two entities also invest
directly in mortgages and MBSs, which they hold in their portfolios. To fund those

holdings, they issue debt securities that they sell in the international capital markets.’

Despite having a unique legal status and a long history linking them closely to the
federal government, Fannie Mae and Freddie Mac have been considered private firms
owned by their shareholders. Now, however, the federal government controls both
entities and is operating them to fulfill the public purpose of supporting the housing
and mortgage markets.* Moreover, both entities rely on federal backing to maintain

1. Conservatorship is the legal process by which an entity (in this case, the government) establishes
control and oversight of a company to put it in a sound and solvent condition.

2. Public Law 110-289.

3. A debt security (such as a bill, bond, or note) represents a fixed amount of money that has been
borrowed and must be repaid, usually at a specific rate of interest.

4. For more information about the various ways in which the federal government helps the housing
market, see Congressional Budget Office, An Overview of Federal Support for Housing, Issue Brief
(November 3, 2009).
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their low-cost access to financial markets. Although they are not legally government
agencies, and their employees are not civil servants, CBO believes it is appropriate and
useful to policymakers to include their financial transactions alongside all other fed-
eral activities in the budget.’

In the baseline budget projections it published in 2009, CBO accounted for the cost
of the entities’ operations in the federal budget as if they were being conducted by a
federal agency. That is, CBO’s baseline treated the mortgages owned or guaranteed by
Fannie Mae and Freddie Mac as loans and loan guarantees of the federal government.
For the entities’ new loan and guarantee commitments, CBO projected budget out-
lays equal to the estimated subsidy inherent in the commitments at the time they are
made. For the entities’ outstanding loans and guarantees at the start of fiscal year
2009, CBO recorded a subsidy equal to the shortfall between the current value of the
mortgages and the liabilities used to fund them at the time the baseline projections
were prepared.

Using the budgetary treatment of the transactions of the Troubled Asset Relief Pro-
gram as a model, CBO calculated the subsidies for Fannie Mae and Freddie Mac by
estimating the net cash flows associated with the two entities’ mortgage commitments
and converting those estimates into present values using discount rates that reflect the
expected rate of return the government could earn on investments or securities of
comparable risk. That procedure is conceptually equivalent to the methods that pri-
vate companies use to compute the fair value of certain assets and liabilities under
generally accepted accounting principles.® For the two entities’ administrative costs,
such as employees’ salaries, CBO estimated and recorded costs separately on a cash
basis, in keeping with the federal budget’s treatment of other credit programs.

The operations of Fannie Mae and Freddie Mac added $291 billion to CBO’s August
2009 baseline estimate of the federal deficit for fiscal year 2009 and $99 billion to the
total deficit projected for the 20102019 period.” The estimate for 2009 recognized
expected losses from transactions originated before the conservatorship, plus an

5. The Administration’s Office of Management and Budget makes the ultimate decision about
whether Fannie Mae and Freddie Mac will be included in the federal budget. Although the Presi-
dent’s budget documents have not included the activities of Fannie Mae and Freddie Mac in the
budget totals, they have provided financial information about the two entities for several years;
see, for example, Budget of the U.S. Government, Fiscal Year 2010: Appendix, pp. 1339-1340.

6. The fair value of an asset is the price that would be received from selling the asset in an orderly
transaction between market participants at the measurement date; see Financial Accounting Stan-
dards Board, Financial Accounting Standards No. 157: Fair Value Measurements (September 2006),
p. 2.

7. When this report was written, the most recent baseline projections were the ones issued in August
2009; see Congressional Budget Office, The Budget and Economic Outlook: An Update (August
2009), Table 1-1 and Box 1-1. CBO will publish new baseline projections for Fannie Mae and
Freddie Mac in The Budget and Economic Outlook: Fiscal Years 2010 to 2020, to be released in late
January 2010.
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additional subsidy for new mortgage commitments in 2009. Because of their federal
backing, Fannie Mae and Freddie Mac provide capital and guarantees to the mortgage
market at lower prices than private financial institutions can offer, which ultimately
transfers risk from the two entities to taxpayers. The subsidy recorded for the entities’
mortgage commitments captures the value of that federal backing.

The Administration has taken a different approach to recording the impact of Fannie
Mae and Freddie Mac on the federal budget. In conjunction with the conservatorship,
the Treasury signed agreements with the two entities intended to ensure that they
could continue to support the mortgage market. In exchange for making direct cash
infusions into the entities, the Treasury received shares of their preferred stock and
warrants to purchase their common stock. The Administration’s Office of Manage-
ment and Budget (OMB) continues to treat Fannie Mae and Freddie Mac as outside
the budget, and it records and projects outlays equal to the amount of those cash infu-
sions. As a result, the Administration has not included in its budget figures subsidy
costs that would be directly comparable to CBO’s $291 billion estimate of such costs
in 2009. Instead, because the Treasury provided a total of $95.6 billion in cash outlays
to the two entities in fiscal year 2009, the government’s final report of spending for
2009 included that amount, which is similar to CBO’s August 2009 estimate of cash
infusions for that year ($112 billion).* OMB has estimated that cash outlays from the
Treasury to the two entities will total another $65 billion over the 2010-2019
period.’

In contrast, because CBO has concluded that Fannie Mae and Freddie Mac should be
treated in the federal budget as government entities, it considers transactions between
them and the Treasury to be effectively intragovernmental payments, which do not
affect net federal outlays. Adding those transactions to the subsidy costs that CBO has
estimated for the entities would amount to double-counting,.

Neither CBO nor OMB incorporates debt securities or mortgage-backed securities
issued by Fannie Mae and Freddie Mac in estimates of federal debt held by the public.
In budget documents, debt held by the public is defined narrowly as including only
debt issued directly by the Treasury. Excluding the two entities’ debt is consistent with
the exclusion of other federal obligations, such as those of the Tennessee Valley
Authority or commitments made under federal loan guarantee programs. Moreover,
CBO’s treatment of the entities’ debt does not constitute a statement about whether
or not that debt should be considered federal debt. Such a determination depends on
how narrowly or broadly one interprets the concept of federal debt and for what pur-
pose. Nevertheless, recent events clearly indicate a strengthening of the federal govern-
ments commitment to the obligations of Fannie Mae and Freddie Mac.

8. See Department of the Treasury, Combined Statement of Receipts, Outlays, and Balances of the United
States Government (November 2009).

9. See Budget of the U.S. Government, Fiscal Year 2010: Analytical Perspectives, Supplemental Materials,
Table 27-1.
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Budget projections for the two entities are inherently uncertain. Some key factors—
such as how sensitive mortgage default rates are to changes in house prices, or what
discount rates apply to certain cash flows—are difficult to estimate precisely. In addi-
tion, such projections are likely to vary considerably over time as the prices of various
mortgage-related securities fluctuate and as the two entities realize mortgage losses.
Updates to CBO’s estimates of subsidy costs will reflect any changes in discount rates
and expectations about future mortgage losses, as well as possible refinements in the
underlying methodology.

Background to Federal Conservatorship
for Fannie Mae and Freddie Mac

Fannie Mae and Freddie Mac were federally chartered four decades ago as private
companies with a public mission to provide liquidity and stability to the secondary
market for residential mortgages. Their activities are largely confined to providing
guarantees against credit losses on pools of conforming mortgages (loans that conform
to certain underwriting criteria) and maintaining an investment portfolio of mort-
gages and MBSs funded by selling debrt securities to the public.'” Through those activ-
ities, the two entities help maintain an active secondary mortgage market and thereby
help improve lenders’ access to financing to make new loans. Together, the mortgages
guaranteed or owned by Fannie Mae and Freddie Mac total approximately $5 trillion
and account for almost half of all outstanding residential mortgages.

Historically, their federal charters have allowed the two entities to borrow at interest
rates lower than those paid by comparable finance companies without such a charter
and close to those paid by the Treasury. Investors viewed the charters as an implicit
federal guarantee of the entities” debt obligations, despite the government’s assertions
to the contrary."" Reinforcing that view, Fannie Mae and Freddie Mac were subject to
less onerous capital requirements than other regulated financial institutions.'” The
lower borrowing costs enjoyed by the two entities flowed to participants in the hous-
ing market in the form of lower mortgage rates and to the entities’ stockholders in the

form of higher profits.

10. Credit losses in this case refer to the losses experienced by a holder of a mortgage or MBS when a
borrower defaults.

11. For previous discussions of the entities’ federal support, see Congressional Budget Office, Federal
Subsidies and the Housing GSEs (May 2001), and the statement of Douglas Holtz-Eakin, Director,
Congtressional Budget Office, before the Senate Committee on Banking, Housing, and Urban
Affairs, Regulation of the Housing Government-Sponsored Enterprises (October 23, 2003).

12. Under the federal conservatorship, capital requirements for Fannie Mae and Freddie Mac have been
suspended. The injections of cash from the Treasury in exchange for senior preferred stock ensure
that, on the basis of generally accepted accounting principles, the entities have sufficient assets to
cover their liabilities.



Case 4:18-cv-12652-TSH Document 1-7 Filed 12/28/18 Page 13 of 30

The activities of Fannie Mae and Freddie Mac carry several risks. In their guarantee
business and their investment portfolios, the entities incur losses when property
owners default on mortgages.'’ Their mortgage portfolios also expose the entities to
interest rate risk and prepayment risk—that is, the possibility of losses when fluctuat-
ing interest rates and prepayments of mortgages create a gap between the value of the
entities’ asset portfolios and the value of the debt used to fund them.

Following the housing bust that began in 2007, Fannie Mae and Freddie Mac experi-
enced unprecedented losses on mortgages and MBSs. Initial losses came from their
holdings of “private-label” securities—MBSs issued by private companies without
government backing. The entities” shift toward buying risky private-label securities
had begun in 2001, but their holdings swelled significantly after 2004, especially
those of Freddie Mac.'* Some of the mortgage loans underlying those securities were
made to low-income households and thus helped the entities meet their affordable-
housing goals.

In early 2008, Fannie Mae and Freddie Mac held approximately $200 billion in
private-label securities backed by risky subprime and Alt-A mortgages." Declines in
the value of those securities accounted for most of the entities’ losses through mid-
2008. The private companies that issued subprime and Alt-A securities made those
securities acceptable to Fannie Mae and Freddie Mac by creating structures that
required other investors to take the first losses on the underlying mortgages.'® The
value of those securities plummeted, however, with the prospect that losses on the
underlying mortgages would exceed the protection provided by such structures.

At the beginning of 2008, the two entities also directly held or guaranteed more than
$500 billion worth of mortgages that were comparable in risk to mortgages typically
designated as subprime or Alt-A loans. Large losses are expected on those mortgages
as well, but because the mortgages are not held in the form of securities, the losses

13. Some of those losses are borne by third parties: for example, when private insurers bear some of the
credit losses on individual mortgages or mortgage pools, or when either Fannie Mae or Freddie
Mac holds securities issued by the Government National Mortgage Association (Ginnie Mae), a
wholly owned government corporation.

14. See Office of Federal Housing Enterprise Oversight, Report to Congress 2008 (April 15, 2008).

15. Subprime and Alt-A mortgages are extended to borrowers who do not meet the qualifications for a
prime mortgage (one extended to the least risky borrowers) because of one or more risk factors,
such as a low credit rating, insufficient documentation of income, or the ability to make only a
small down payment. Typically, Alt-A mortgages are offered to borrowers who have high credit
scores but no proof of income, whereas subprime loans are offered to borrowers who have low
credit scores (with or without income verification).

16. For a discussion of those financial instruments and how they contributed to the financial crisis, see
Markus K. Brunnermeier, “Deciphering the Liquidity and Credit Crunch, 2007-2008,” Journal of
Economic Perspectives, vol. 23, no. 1 (Winter 2009), pp. 77-100.
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recorded so far have been smaller and recognized later than for the securities."” In
addition, Fannie Mae and Freddie Mac have experienced unprecedented loss rates
on their conforming mortgages because of the severity of the economic downturn.

New Treasury Authority and Resulting Federal Actions

In response to turmoil in the housing and mortgage markets, the Housing and Eco-
nomic Recovery Act of 2008 gave the Treasury the power to buy an unlimited amount
of securities from Fannie Mae and Freddie Mac if the Treasury Secretary determined
that “such actions are necessary to (i) provide stability to the financial markets; (ii)
prevent disruptions in the availability of mortgage finance; and (iii) protect the tax-
payer.”"® The unlimited authority was designed to reassure investors that the federal
government was committed to maintaining the solvency of the two entities."

With Fannie Mae and Freddie Mac facing substantial losses that threatened their
solvency, the Federal Housing Finance Agency placed them into conservatorship in
September 2008, giving control of the entities to the federal government. The Trea-
sury used its authority to write “keep-well” agreements with the entities in which the
Treasury would provide up to $100 billion in capital to each institution.** Those
agreements were recently amended to allow unlimited capital infusions over the next
three years. The infusions of capital are made on a quarterly basis in an amount equal
to the negative equity (the extent to which the value of liabilities exceeds the value of
assets) that each entity reports on its balance sheet. In exchange, the entities give the
Treasury senior preferred stock that pays annual dividends of 10 percent. As part of
the September 2008 agreements, the Treasury was also granted $1 billion in preferred
stock from both Fannie Mae and Freddie Mac as well as warrants entitling the govern-
ment to 79.9 percent of each entity’s common shares. As of December 2009, the Trea-
sury had injected a total of $110.6 billion into the two entities (see Table 1).

CBO’s Budget Projections for Fannie Mae and Freddie Mac
Consistent with the principles expressed by the 1967 President’s Commission on
Budget Concepts, CBO has concluded that Fannie Mae and Freddie Mac should now

17. Under generally accepted accounting principles, companies report holdings of securities, but not
loans and guarantees, on a fair-value basis. Companies recognize income or loss over time as they
change their estimates of the value of securities with fluctuations in market prices. However, finan-
cial institutions are not required to report the value of loans and guarantees on a fair-value basis,
which typically results in the recognition of only those losses that are imminent.

18. Public Law 110-289, section 1117.

19. That authority also applies to the Federal Home Loan Banks, but to date they have not received
any assistance under it.

20. A keep-well agreement is a contract between a guarantor and a beneficiary in which the guarantor
agrees to provide necessary financing to the beneficiary for a predetermined period in exchange for
compensation, such as an ownership stake in the beneficiary. Such agreements are intended to
make the beneficiary appear more creditworthy.
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Table 1.

The Treasury’s Purchases of Preferred Stock from
Fannie Mae and Freddie Mac Under the Conservatorship

(By calendar year, in billions of dollars)

Reporting Period Fannie Mae Freddie Mac Total
2008
Third quarter 0 13.8 13.8
Fourth quarter 15.2 30.8 46.0
2009
First quarter 19.0 6.1 25.1
Second quarter 10.7 0 10.7
Third quarter _15_9 ___9 __55;0
Total 59.9 50.7 110.6

Source: Congressional Budget Office.

Note: Fannie Mae and Federal Mac were placed in federal conservatorship on September 6, 2008.
The Treasury’s purchases of their senior preferred stock are intended to offset the two enti-
ties’ reported losses by injecting cash to help them maintain sufficient capital. The actual
cash injections occur in the quarter after the reporting period used to calculate them.

be included in the federal budget. The commission’s landmark report asserted that
“The federal budget should, as a general rule, be comprehensive of the full range of
federal activities. Borderline entities and transactions should be included in the bud-
get unless there are exceptionally persuasive reasons for exclusion.”” The commission
identified several key questions to use in determining whether to include programs in
the budget: “Who owns the agency? Who supplies its capital? Who selects its manag-
ers? Do the Congress and the President have control over the agency’s program and
budget, or are the agency’s policies the responsibility of the Congress or the President
only in some broad ultimate sense?” The report recommended that “Government-
sponsored enterprises be omitted from the budget when such enterprises are com-
pletely privately owned.” CBO believes that the federal government’s current financial
and operational relationship with Fannie Mae and Freddie Mac warrants their inclu-
sion in the budget.

Consequently, in the baseline budget projections that it published in 2009, CBO
accounted for the costs of the two entities’ operations as if they were being conducted
by a federal agency. In that accounting, the mortgages owned or guaranteed by Fannie
Mae and Freddie Mac were treated as loans and guarantees of the federal government.
CBO estimated budget outlays for the new loan and guarantee commitments pro-
jected to be made each year; those outlays were estimates of the lifetime subsidy

21. President’s Commission on Budget Concepts, Report of the Presidents Commission on Budget
Concepts (October 1967), pp. 25, 30.
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Table 2.

Summary of CBO’s August 2009 Baseline Budget Projections for
Fannie Mae and Freddie Mac
(By fiscal year, in billions of dollars)
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 Total

Subsidy Costs (Federal outlays)® 291 ° 25 21 16 14 5 5 4 3 3 3 389
Components of the Subsidy Estimate
Mortgage commitments b 1,175 1,097 889 890 940 1,083 1,118 1,147 1,172 1,234 n.a.
Subsidy rate (Percent)* 44" 1.9 1.5 1.2 11 0.2 0.2 0.2 0.2 0.2 0.2 n.a.
Memorandum:
Administrative Costs 5 4 4 4 4 4 4 4 4 4 4 46
Treasury Borrowing to Fund
Purchases of Preferred Stock® 112 25 17 8 1 0 0 0 0 0 0 163

Source: Congressional Budget Office.
Note: n.a. = not applicable.
a. Includes subsidies for aid to homeowners provided through the Administration’s Making Home Affordable plan.

b. Includes all mortgage commitments made before fiscal year 2009 and new commitments made in 2009. The estimated sub-
sidy on the preexisting commitments was $248 billion on $5 trillion of outstanding mortgages. The subsidy on new commit-
ments was $43 billion on $1.6 trillion of new mortgage commitments in 2009.

c. The subsidy rate is equal to federal outlays (excluding outlays for the Making Home Affordable plan) divided by new mort-
gage commitments.

d. The Treasury’s actual purchases of senior preferred stock in fiscal year 2009 totaled $95.6 billion. The Treasury has already
committed to $15 billion in purchases for 2010.
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inherent in the loan or guarantee commitments for that year (see Table 2). In addi-
tion, CBO projected the entities’ administrative costs and the incremental Treasury
borrowing that will be needed to fund the Treasury’s purchases of preferred stock. In
those projections, CBO assumed that federal conservatorship of the two entities

would continue throughout the 10-year baseline projection period (at that time,
through fiscal year 2019).

In its August 2009 baseline, CBO projected that the operations of Fannie Mae and
Freddie Mac would have a total budgetary cost of $389 billion between 2009 and
2019. (That cost includes subsidies for assistance to homeowners under the Adminis-
tration’s Making Home Affordable plan.)** The bulk of the outlays ($291 billion)
were estimated to occur in 2009. That figure reflects the recognition of substantial
losses on the entire outstanding stock of mortgages held or guaranteed by Fannie Mae
and Freddie Mac at that time. It closely corresponds to the entities’ own estimates of
the deterioration in their fair-value net worth—from a surplus of $7 billion in June
2008 for the two entities combined to a deficit of $258 billion in June 2009. CBO’s
much smaller estimate of outlays for 2010 and beyond (a total of $99 billion over 10
years) captures the cost of new mortgage commitments in those years, when a more
stable mortgage market is expected to help reduce subsidy costs.

Although it anticipates that the mortgage market will eventually normalize, CBO
expects the federal government to continue subsidizing that market through Fannie
Mae and Freddie Mac throughout the projection period. In other words, although the
entities’ fees and other income on new commitments may be sufficient to cover aver-
age losses on those commitments, they are not high enough to fully cover the cost of
the risks associated with the commitments. Before the conservatorship, CBO and oth-
ers recognized that such subsidies existed, but those subsidies were never included in
federal budget estimates.”

CBO’s treatment of the cost of the entities’ mortgage loan commitments is similar,
though not identical to, the budgetary treatment of federal credit programs required
by the Federal Credit Reform Act of 1990. Under that law, the budget records a sub-
sidy cost for the loan commitments made by every federal credit program each year,
including programs that make loans directly or guarantee loans made by third parties.
The subsidy calculation measures the lifetime cost of the loan or guarantee as of the
year of disbursement and counts that cost as a federal outlay in that year. The total
budgetary cost is computed by projecting all federal cash flows associated with a
cohort of loans or guarantees and discounting those cash flows to the year of

22. For information about that plan, see Congressional Budget Office, The Budget and Economic
Outlook: An Update, Appendix B, Table B-3.

23. See Congressional Budget Office, Federal Subsidies and the Housing GSEs; and S. Wayne Passmore,
The GSE Implicit Subsidy and the Value of Government Ambiguity, Finance and Economics Discus-
sion Series Working Paper No. 2005-05 (Board of Governors of the Federal Reserve, January
2005), available at wwuw. federalreserve.gov/pubs/feds/2005/index. htmd.
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disbursement by applying discount rates that correspond to the interest rates on Trea-
sury securities of comparable maturity. The direct federal administrative costs of those
programs are generally excluded from the subsidy estimates and accounted for sepa-
rately on a cash basis.

In the case of Fannie Mae’s and Freddie Mac’s mortgage commitments, CBO departs
from that credit reform accounting by replacing the Treasury discount rates with dis-
count rates that measure the cost of the risk inherent in those entities’ credit obliga-
tions. In that approach, the budgetary cost is a “fair-value” estimate that measures
what a private entity would need to be paid to voluntarily take on the commitments
of Fannie Mae and Freddie Mac without any federal backing. Using such discount
rates produces a broader measure of the cost of supporting the entities because it
attaches a price to the cost of bearing the risk from the entities” losses. A similar
approach is required by law to be used in estimating subsidies for the Troubled Assets
Relief Program (it was also required by law to be used in estimating the cost of
increasing the U.S. quota in the International Monetary Fund).**

CBO’s estimate of subsidy costs for 2009 included a one-time charge for the shortfall
between the value of the entities” assets and liabilities at the start of the conservator-
ship.”” That one-time charge, $248 billion, accounted for more than 80 percent of the
2009 subsidy estimate; the rest, $43 billion, was the subsidy cost for new business
conducted in 2009. CBO used slightly different methods to estimate the entities’
existing and new commitments.

Estimating Subsidy Costs for Existing Business

The subsidy cost for the entities’ existing business at the beginning of the conservator-
ship is the difference between the values of their assets and their obligations (debt and
other private claims on the entities assets, including the value of any shareholder
equity).”® CBO used different methods to estimate that cost for different types of obli-
gations. For the entities” preexisting credit obligations—mortgages they held directly
or guaranteed—CBO estimated subsidy costs using an adjusted credit reform treat-
ment, as described below. For the entities” other preexisting obligations—including
holdings of private-label securities, financial-derivatives obligations, holdings of their

24. See section 123 of the Emergency Economic Stabilization Act of 2008 (part of Public Law 110-
343) and title IV of the Supplemental Appropriations Act of 2009 (PL. 111-32). In addition, CBO
estimated the costs of a bill dealing with student loans on a fair-value basis; see Congressional
Budget Office, letter to the Honorable Judd Gregg on the subsidy costs of direct and guaranteed student
loans (July 27, 2009).

25. For reasons explained later in the paper, CBO did not attempt to make separate estimates of subsi-
dies for future transactions involving those assets and liabilities.

26. Since the conservatorship, the claims of private shareholders have been reduced to negligible value,
which simply leaves the difference between the value of assets and liabilities (net worth) as a claim
held by taxpayers.
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own and other federally backed MBSs, and the debt used to fund those obligations—
CBO relied on the entities’ own fair-value disclosures to estimate subsidy costs.””

CBO did not rely on fair-value disclosures to estimate the cost of assuming the enti-
ties’ existing mortgage credit obligations because, in CBO’s view, those disclosures sys-
tematically understate subsidy costs. The difference arises primarily because the enti-
ties assume that the prices they charge for assuming credit and other risk when they
purchase mortgages represent fair values, whereas CBO believes that because of the
entities’ perceived government backing (whether implicit before the conservatorship
or more explicit now), they purchase mortgages at above-market prices and thereby
subsidize the mortgage market. That difference is most apparent for credit guarantees,
where the fees charged by Fannie Mae and Freddie Mac are below those offered by
private financial institutions. The resources to provide such subsidies arise from the
entities’ federal backing, which lowers their borrowing costs relative to those of private
financial institutions exposed to similar investment risks.

CBO’s estimate of the subsidy on the entities” existing mortgage credit obligations is
based on the difference between the value of conforming MBSs, which includes the
value of the credit guarantee, and the value of the pool of conforming mortgages
underlying those MBSs, which have no credit guarantee.”® CBO estimated the values
of the MBSs and the underlying mortgages in two steps: first projecting their expected
cash flows and then discounting the cash flows to present values using discount rates
that capture their respective risk exposures.

To project cash flows associated with the MBSs and the underlying loan pools, CBO
used standard empirical models of mortgage prepayments and defaults, calibrated to
match current and projected market conditions.” In those models, given an initial set
of characteristics about the mortgages, subsequent changes in the rate of prepayment
are strongly influenced by prevailing interest rates, and an increase in the likelihood of
mortgage default is largely driven by declining house prices. Combining CBO’s pro-
jections of interest rates and house prices with estimates from the empirical literature
of how sensitive prepayment and default rates are to changes in house prices and

27. A financial derivative is a financial instrument, such as an option or futures contract, whose value
depends in part on the value and characteristics of an underlying asset, such as a stock, bond, or
commodity.

28. CBO’s methodology treats the exposures to credit losses on whole loans and loan guarantees
equivalently.

29. See, for example, Yongheng Deng, John M. Quigley, and Robert van Order, “Mortgage Termina-
tions, Heterogeneity, and the Exercise of Mortgage Options,” Econometrica, vol. 68, no. 2 (2000);
Michelle A. Danis and Anthony N. Pennington-Cross, The Delinquency of Subprime Mortgages,
Working Paper No. 2005-022A (Federal Reserve Bank of St. Louis, March 2005), available at
http://ssrn.com/abstract=761804; and Shane M. Sherlund, The Past, Present, and Future of Subprime
Mortgages, Finance and Economics Discussion Series Working Paper No. 2008-63 (Board of Gov-
ernors of the Federal Reserve, December 2008), available at www. federalreserve.gov/pubs/feds/2008/
index.html.
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interest rates allowed CBO to forecast mortgage cash flows for representative groups
of the two entities MBSs and mortgage pools. (For more details about that method,
see the Appendix.) The projected cash flows of the MBSs mimic those of the under-
lying mortgage pools, with two exceptions: MBS holders do not suffer the losses expe-
rienced by the holders of a mortgage pool when borrowers default, and the cash flow
of the mortgage pool includes the guarantee fees charged by the entities, which are not

paid to MBS holders.

To discount the cash flows associated with the MBSs and mortgage pools, CBO
applied different discount rates to account for the differing risks of those cash flows.
Investing in either a loan pool or an MBS is riskier than investing in Treasury securi-
ties; hence, investors would require a risk premium—that is, a higher rate of return on
the riskier investments than they could earn on Treasury securities. The mortgage
pools in turn are riskier than the MBSs because the holders of a mortgage pool risk
credit losses. The holders of MBSs are protected through the entities” guarantees from
both the expected value of credit losses and the variability of potential losses. Thus,
besides being compensated for expected credit losses, holders of a mortgage pool
should demand a higher rate of return than that earned on the MBSs. The estimates
of the required rates of return on the MBSs and mortgage pools are used to discount
the corresponding cash flows. (A more detailed discussion of CBO’s estimate of dis-
count rates can be found in the Appendix.)

Estimating Subsidy Costs for New Business

CBO projected the subsidy costs for Fannie Mae’s and Freddie Mac’s new mortgage
purchases and guarantee commitments using a methodology similar to that used for
the entities’ existing business. The amount of new business projected for each year was
based on CBO’s forecast of total mortgage originations (which depended on its fore-
casts of interest rates and housing market conditions) and on the share of total origi-
nations expected to be held or guaranteed by the two entities. CBO then converted
those cash flow projections into subsidies by discounting the relevant cash flows
(including the guarantee fee income that the entities received and the guarantee claim
payments that they made). The discount rates were estimated in the same way as for
existing business, except that they were based on CBO’s projections of interest rates
and risk premiums at the time of the disbursements rather than on the 2009 values
used for existing business. CBO assumed that in 2010, risk premiums would start to
decline toward their historical averages.

For the two entities’ guarantee business, CBO estimated that income from guarantee
fees would remain a stable proportion of the dollar amount of the entities’ outstand-
ing guaranteed mortgages. CBO also projected that the entities would guarantee an
increasing share of the mortgage market until the end of 2010 (about 60 percent),
after which their share would gradually decline to the historical level (approximately
40 percent). In CBO’s August 2009 economic forecast, the housing market begins
to recover after 2010, at which time interest rates on nonconforming mortgages are
expected to decline and the percentage of mortgages that are nonconforming is

12
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expected to increase (though not completely to the precrisis percentage). CBO expects
that in coming years, Fannie Mae and Freddie Mac will acquire or guarantee very few,
if any, mortgages as risky as the subprime and Alt-A loans and securities in their cur-
rent portfolios because of tighter underwriting standards.

Federal conservatorship has caused a shift in the recipients of the subsidy provided
by the entities’ federal backing. On one hand, the conservatorship has resulted in an
increase in the subsidy provided to the mortgage market. The entities’ guarantee fees
as a percentage of outstanding mortgages have changed little from the levels seen
before the crisis in the mortgage market, despite the higher risk of losses, and the
entities are expected to continue to guarantee a large share of that market.

On the other hand, by giving the federal government a complete claim to the equity
of Fannie Mae and Freddie Mac, the conservatorship has eliminated a source of profit
to shareholders that had been associated with the entities” portfolio-funding strategy.
The values of the entities’ portfolio holdings of mortgages and MBSs have different
sensitivities to interest rates than the debt and other liabilities used to fund them,
which exposes the entities to potential losses. In exchange for bearing that risk, the
entities earn additional income (a risk premium). Historically, shareholders received a
disproportionate share of that risk premium because taxpayers were not compensated
for their exposure to portfolio-related risks that stemmed from the entities’ federal
backing. That subsidy from taxpayers to shareholders has been significantly reduced
because the government now has first claim to almost any amount of earnings on the
entities’ portfolios, which partially compensates for the risk of future losses.

CBO’s estimates of the costs of new commitments do not include some sources of
subsidy that are unrelated to the two entities’ guarantee business. For instance, on
mortgages held in their portfolios, a subsidy cost could arise if the entities overpaid for
mortgages relative to the prepayment risk they assumed, or if they overpaid for deriv-
atives used to hedge against interest rate risk and prepayment risk.

Comparison with Cash Budgetary Treatment

The Office of Management and Budget considers Fannie Mae and Freddie Mac to be
nongovernmental entities for federal budgeting purposes. Consequently, OMB
records the Treasury’s cash infusions to the two entities as outlays in the budget. In fis-
cal year 2009, the budget recorded $95.6 billion in such outlays. OMB projects addi-
tional cash infusions totaling $65 billion between 2010 and 2019. If CBO adopted a
similar cash treatment, its estimate of outlays for payments to the two entities would
total about $51 billion over the 2010-2019 period (the sum of the estimated cash
infusions for that period shown at the bottom of Table 2). The difference between
those $65 billion and $51 billion cash estimates stems from differing assumptions and
modeling choices.

CBO projected the cash infusions using estimates of the shortfall between the forecast
value of the entities” assets and liabilities calculated according to generally accepted

13
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accounting principles (GAAP). In CBO’s projections, most of the infusions are
expected to occur over the next few years, which reflects CBO’s forecasts for the
overall economy, financial markets, and mortgage markets. As the housing and mort-
gage markets recover, Fannie Mae and Freddie Mac are expected to generate revenues
greater than their losses and other costs. However, in CBO’s estimation, the two enti-
ties’ current dividend commitments to the Treasury exceed their future earnings
capacity, making losses on the Treasury’s current and future holdings of their senior

preferred stock likely.

The total amount that CBO projected for the Treasury’s cash infusions from 2009 to
2019—$163 billion—falls well short of the $389 billion in subsidy outlays projected
in CBO’s baseline for that period. As an approximation, one can think of the infusion
estimates as capturing only the expected cash shortfalls between the entities” fees and
losses. The subsidy estimates, in comparison, incorporate both the expected cash
shortfalls and the risk premium that a private investor would demand for bearing the
risk that those shortfalls could be much larger than expected.

CBO projected that the entities” portfolio holdings would have a significant positive
impact on their GAAP balance sheets (which would reduce the required cash infu-
sions from the Treasury). The mismatch between the rates paid on those portfolio
holdings and the debt used to fund them is expected to generate positive net income,
which is attributable to the entities’ federal backing,.

Two key assumptions underlie the portfolio projections: that guarantee fees will hold
steady at current rates, and that the combined portfolio holdings of Fannie Mae and
Freddie Mac will remain at about $1.5 trillion until the end of fiscal year 2010 and
then gradually decline, as the entities’ agreements with the Treasury require. New pur-
chases are assumed to be confined to conforming mortgages and to MBSs issued by
the two entities or by Ginnie Mae, rather than subprime or Alt-A securities. CBO
assumed that subprime and Alt-A mortgages that terminate early would default, be
refinanced privately, or be refinanced through the Federal Housing Administration.

14
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Appendix:
Projecting Mortgage Cash Flows and
Valuing Mortgage Guarantees

The model that the Congressional Budget Office (CBO) uses to estimate the value of
Fannie Mae’s and Freddie Mac’s exposure to losses on their mortgage credit business
proceeds in several steps. First, CBO estimates the cash flows associated with the two
entities’ mortgage pools and mortgage-backed securities (MBSs). Those cash flows
depend on changes in interest rates and house prices. Second, to establish the subsidy
for each cohort of mortgages, CBO computes the net present value of those cash flows
using discount rates that reflect the risk inherent in the flows. The subsidy for the
pool of mortgage guarantees is the present value of the net losses to the entities, which
is equal to the difference between the present values of the MBSs held by investors
and of the mortgage pools held in trust by the entities. To the extent possible, CBO
tries to calibrate its estimates of certain variables (such as mortgage loss rates and the
value of assets and liabilities related to a guarantee) to estimates reported by the enti-
ties themselves.

The estimated subsidy costs in CBO’s August 2009 baseline projections were com-
puted using a simplified version of the model presented in this appendix. In the full
model, cash flows are simulated with a series of equations that include fluctuating
interest rates and house prices—variables that have been shown to be key drivers of
mortgage cash flows. Accounting for the effect of those variables can be crucial in esti-
mating the costs of certain policy proposals. In describing CBO’s modeling methods,
this appendix alerts readers to the aspects of the model that were simplified for the
baseline estimates.

Simulating Cash Flows in the Mortgage Portfolio

For Fannie Mae’s and Freddie Mac’s existing business at the time the baseline is
prepared, CBO’s model divides the entities’ mortgage book into representative pools
of mortgages by year of origination and loan type and projects baseline default and
prepayment rates for each pool using simulations.' For the purposes of CBO’s base-
line calculations, the projected default rate for each pool takes into account the hump-
shaped pattern of default typically experienced over the life of a mortgage cohort, the

1. The mortgage book consists of all mortgages directly held or guaranteed by the entities for which
the entities bear the costs when borrowers default. The book does not include mortgages held indi-
rectly through privately issued securities. For those securities, CBO relied on the entities” reported
fair-value estimates.
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experience with losses to date, a forecast of aggregate changes in house prices, and
estimates of how sensitive default rates are to changes in those prices. The projected
prepayment rate varies over time with CBO’s forecast of interest rates. For new mort-
gages, CBO uses the same procedure but replaces actual levels of macroeconomic vari-
ables and mortgage characteristics with forecasts to determine the initial conditions
and evolution of the simulation.

A mortgage pool is described by the type of loan (prime, Alt-A or exotic, or sub-
prime), its vintage, the current loan-to-value ratio, and the amount of third-party
mortgage insurance. Those features determine the expected path of cash flows over
the remaining life of the loans, and simulations result in a distribution of paths
around the expected one. Given a dollar amount of loan principal outstanding at the
valuation date, L, and a remaining loan term of 7 periods, the remaining outstanding
principal evolves according to the following formula:

L = (1+r_)(1—d,—p)L,_,—R,, t=1,..,n (1)

where t is the time elapsed since the valuation date, r, is the mortgage interest rate
(which may vary over time), d, is the fraction of loans between t —1 and t that enter
default, p, is the fraction of loans that are prepaid between t —1 and t, and R, is the
scheduled repayment at the start of period t. Repayments follow a standard amortiza-
tion schedule based on a representative maturity:

_1(1-di—pyLi_,
1-(1+ rt—l)t_n

Rt = (2)

In principle, r,, d,, and p,could be randomly determined quantities that fluctuate from
period to period. However, to simplify the calculations for the purposes of the base-
line, CBO used deterministic interest rates and set deterministic time paths for pre-
payment (although both were adjusted for CBO’s forecast of interest rates, which
allows for the possibility that prepayment rates will vary by time and mortgage
cohort).

Default Rates

For this analysis, default is defined as an event that causes Fannie Mae or Freddie Mac
to suffer a loss on a mortgage it holds directly or to pay a claim on a mortgage it guar-
antees. In the full version of CBO’s model, conditional default rates in year t are spec-

ified as

exXp(8g + dshorTAlst + B ong Al + 8 1 ALTV))

dy = 1-(1-dy) 3)
The baseline default rate (d,,) exhibits a hump-shaped pattern with the peak at about
five years, which is derived from historical patterns of mortgage defaults. That base-
line rate is adjusted for the characteristics of the mortgage pool and information con-
veyed by default experience to date (3,), as well as for deviations of interest rates
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(short-term rate Arg, and long-term rate Ar,,) and of loan-to-value ratios (ALTV,) from
their trend paths. Empirically, the sensitivity to changes in loan-to-value ratios is by
far the most important of the time-varying factors that determine default rates. Con-
sequently, only that factor has been included in CBO’s baseline projections. Changes
in interest rates and unemployment have been shown to play some role in default
rates, but neither is included in the baseline calculations.”

The current loan-to-value ratio, which affects the borrower’s prepayment and default
rates, is defined as

LTV, = & )
t

To simulate the path of house prices (h,), CBO drew annual random shocks from a
simple random-walk model of house prices, with the central drift tied to CBO’s
forecast of house prices and assumptions about aggregate and idiosyncratic volatility.

That is,

hevr = h(l+a,; +Eipg+€04) 5)

where h,,, is next year’s house price, h, is the current year’s house price, a,, , is the fore-
cast for growth in house prices between t and t+ 1, E, | ; is the aggregate shock to the
house price index, and e, , , is the idiosyncratic shock to individual house prices that
captures the price volatility for a representative home in the loan pool. The two
shocks are independent random draws from normal distributions that have means of
zero and fixed standard deviations.

Losses on Defaulted Loans

When a default occurs, the loss to Fannie Mae or Freddie Mac equals the shortfall
between the unpaid balance of the mortgage and the value of the house, after taking
into account recovery costs and receipts from third-party insurance. Historically, the
entities have reported loss rates in the range of 30 percent to 50 percent of the out-
standing loan balance. Loss rates are likely to be higher, however, when the housing
market is in decline. To capture the impact of a decline in house prices, CBO assumed
that the amount the entities’ would recover on a defaulted mortgage would be a fixed

fraction of the appraised value of the house plus receipts from insurance.’

2. Although unemployment does not enter CBO’s simulation model directly, its effects are implicit in
the baseline adjustment (3,), interest rates, and house prices (because interest rates and house prices
are generally low when unemployment is high). In principle, other time-varying factors could be
included in the specification of default and prepayment rates given sufficient data or other evidence
from which to reliably estimate sensitivity parameters.

3. CBO used a representative interest rate from loans over the historical period, and it did not try to
model any effect that changing interest rates might have on credit losses.
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The entities partially protect themselves from losses by requiring borrowers who do
not make a 20 percent down payment to take out mortgage insurance with third-
party insurers. For example, a borrower with a 10 percent down payment might be
required to hold mortgage insurance for 15 percent of the property amount, reducing
the entities’ exposure to losses to 75 percent of the amount borrowed.

Each period, the net loss to the entities is thus
dt{Lt—l(l+rt)_[Lt:1(1+rt)it+0('tht]} (6)

That is, of the fraction of loans that default each period, the entities pay the outstand-
ing amount to the MBS holder [L, ;(1 +r)], recoup an insured amount from the
third-party insurer [L,_;(1 + r)i, where i, is the fraction insured], and recover a stream
of payments whose present value is a fraction of the value of the house (a,h,, where o,
is the fraction recovered).

Prepayment Rates
In the full model, simulated prepayment rates for each segment of the entities’ books
obey the following equation:

exp(Bo + BshorTAlst + BLongArLe+ BLryALTV)Y)

Pt = 1-(1-Ppy) (7)

That is, the rate of prepayment fluctuates around a baseline rate, p,,, with an adjust-
ment for the characteristics of the loan pool and its experience to the valuation date
(By) and deviations driven by changes in short- and long-term interest rates or the
current loan-to-value ratio away from their trend levels. The base conditional pre-
payment rate, p,,, steadily rises with the age of the loan, reaching a plateau after five
years, which is consistent with past studies of mortgage performance.

Although not included for CBO’s baseline projections, the model can also incorporate
the sensitivity of prepayment rates to interest rates and changes in property values.
Previous empirical research has found that prepayment rates depend on interest rates.*
A borrower has a strong incentive to refinance a loan if the refinance rate is suffi-
ciently lower than the current contract interest rate.” That difference is captured by
the pair of interest rates in the specification: the long-term rate (r,,) and the short-
term rate (), which are described below. Another finding is that prepayment rates
decline with an increase in the current loan-to-value ratio (LTV,). That outcome may

4. See, for example, Eduardo S. Schwartz and Walter N. Torous, “Prepayment and the Valuation of
Mortgage-Backed Securities,” Journal of Finance, vol. 44, no. 2 (June 1989), pp. 375-392; and
Yongheng Deng, John M. Quigley, and Robert van Order, “Mortgage Terminations, Hetero-
geneity, and the Exercise of Mortgage Options,” Econometrica, vol. 68, no. 2 (March 2000),
pp. 275-307.

5. The decision to refinance can be less straightforward when variable-rate and fixed-rate mortgages
are being compared.
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reflect reduced opportunities to refinance a mortgage when the loan amount is close
to or greater than the value of the home.

For its baseline projections, CBO did not use the full specification of the model;
instead, it simply selected prepayment rates that reflected current market conditions.
Mortgages originated before the housing downturn are expected to be prepaid at a
slightly faster rate than seen in the past, whereas mortgages originated after the start of
the downturn are expected to be prepaid at slower rates because borrowers are locking
in historically low interest rates now. Note that for the purposes of valuing mortgage
guarantees, precisely modeling prepayment is of secondary importance because the
value of the guarantee is most sensitive to changes in default rates and assumptions
about losses.

Simulated Interest Rates and Discounting

For the baseline projections, interest rates (r,, I, or r,,) in each period of the model are
tied to CBO’s forecasts of short- and long-term interest rates. In the full version of the
model, interest rates can fluctuate randomly up or down. The projected or simulated
interest rates are used to discount risk-free nominal cash flows of various maturities,
such as the cash flows from Treasury securities. For cash flows affected by risk, such as
the risk of default or prepayment, a premium is added (as explained at the end of this
appendix). The mortgage contract rate is estimated from current and past relation-
ships between mortgage interest rates and rates on Treasury securities.

Valuing the Subsidy
In principle, the value of the federal subsidy for Fannie Mae’s and Freddie Mac’s

MBS guarantees could be calculated as the net present value of the entities” gains or
losses on those guarantees in each period. Obtaining the appropriate discount rate for
those net gains or losses is difficult, however. There is no single traded asset whose
cash flows mimic those of the entities” guarantees. Instead, the value of the subsidy for
each guarantee is calculated from the difference between the values of the MBS and
the underlying mortgage pool. Rates can be more readily established for each of those
assets.

After Fannie Mae and Freddie Mac have packaged and sold MBSs, their remaining
financial exposure—and therefore the subsidy provided by the federal government in
covering net losses—exists through the MBS guarantees. As guarantor, the two enti-
ties ensure that MBS holders receive timely payment of principal and interest on the
underlying mortgages. Thus, the value of the subsidy can be computed as the differ-
ence between the present value of the payments to MBS holders and the present value
of payments from the underlying pool of mortgages. CBO uses the separate estimates
of discount rates for MBS payments and for pool payments and applies them to the
respective payment streams.
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The stream of payments from the mortgage pool (net of various third-party servicing
fees) is

RpooL1:ReooL 2 ReooL 3 - (8)

Suppose the MBS payment stream is

RMBS,lfRMBS,ZfRMBS’Q,,... (9)

When a borrower defaults, the entities remove that mortgage from the pool and pay
the MBS holder the outstanding amount. Thus, in each period, the difference
between the MBS payments and the payments from the pool (net of various fees and
insurance payments) equals the losses incurred by the entities:

Rumest = Rpoors ¥ def L1 (1 +r1) —[L_1(1 +rpiy+ohi]} (10)

Note that CBO made additional adjustments to those cash flows for guarantee fees,
third-party insurance premiums, and other payments.

Estimating Discount Rates

Because the loan-pool payments are risky, it is not appropriate simply to discount
them using the risk-free discount rates from the interest rate simulation model.
Instead, CBO values the cash flow stream in two pieces: the discounted value of the
MBS payment stream minus the discounted value of the payment stream from the
mortgage pool. The discount rate used for the MBS payment stream comes from the
interest rate simulation, with an additional premium: the add-on required to equate
the market price of the MBSs with the simulated net present value (when averaged
across interest rate, prepayment, and default scenarios) of the stream of MBS pay-
ments. That premium reflects risks, or other MBS pricing anomalies, that could not
be captured in the simulation model. Historically, the premium has ranged from a few
hundredths of a percentage point at certain times to several percentage points at the
height of the recent financial crisis.

The mortgage-pool payment stream has an additional exposure to market risk because
of volatility in the size of mortgage losses. MBS investors face minimal credit risks;
hence, a lower discount rate applies to the MBS payments. (That discount rate will be
lower to the extent that the entities have capital to cushion losses or, failing that,
investors have faith in the entities’ federal backing.)

CBO used an estimate of the difference (or spread) between interest rates on jumbo
and conforming mortgages as a proxy for the extra risk premium that would be
required by an investor in the underlying mortgage pool. Fannie Mae and Freddie
Mac purchase and securitize conforming mortgages from private lenders, but lenders
must rely on private arrangements to fund jumbo mortgages (which exceed the size
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limit on conforming mortgages). Thus, a major driver of the difference between inter-
est rates on jumbo and conforming mortgages is the funding advantage of the two
entities. However, other differences between jumbo and conforming loans that affect
the interest rate spread must be accounted for, such as differing borrower characteris-
tics, underwriting standards, and geographic concentrations.’ In adjusting for those
differences, CBO relied on the work of staff economists at the Federal Reserve Board
whose findings suggest that approximately half of the mortgage rate spread has been
attributable to factors other than the entities’ funding advantage.”

The spread between conforming and jumbo rates averaged about 30 basis points
(0.30 percentage points) from 2000 to 2007 (see Figure A-1). Since the onset of the
financial crisis, however, the spread has been much greater, peaking at 180 basis
points. That increase reflects the market risk of losses faced by holders of non-
conforming mortgages. For the baseline projections published in January, March, and
August 2009, CBO used the observed spread in January 2009, adjusted downward to
account for differences between jumbo and conforming mortgages that are not related
to the funding advantage of Fannie Mae and Freddie Mac. By November 2009, the

jumbo-conforming spread had fallen from its peak to about 100 basis points.

For the entities’ existing mortgages, CBO applied a risk premium of 70 basis points to
all outstanding loans, regardless of their characteristics. For new mortgage commit-
ments, CBO used its forecast of the adjusted spread in the year of the commitment.
Those projected spreads are generally lower than the current spread, reflecting CBO’s
expectation that mortgage markets, interest rates, and spreads will gradually return to
historical levels.

The choice of an appropriate risk premium for each mortgage pool is a critical input
in CBO’s valuation model. The estimate of the risk premium has varied considerably
over time and is currently very high relative to past trends. Moreover, the methods
used to disentangle the federal subsidy from other factors that drive the jumbo-

6. A further complication is that during the conservatorship, Fannie Mae and Freddie Mac may be
directed to charge fees that are lower than they would charge otherwise. That would result in a
larger jumbo-conforming spread, but the cost would already be accounted for in the entities’
cash flows and should not count toward the risk premium. In the other direction, the jumbo-
conforming spread may not be a complete measure of the federal subsidy because the jumbo
market is indirectly subsidized through the federal benefits that commercial banks receive, such as
deposit insurance. See, for example, Anthony B. Sanders, Measuring the Benefits of Fannie Mae and
Freddie Mac to Consumers: Between De Minimis and Small? Wharton Financial Institutions
Working Paper No. 05-36 (Philadelphia: University of Pennsylvania, July 2005), available at
hetp://fic.wharton.upenn.edu/fic/papers/05/p0536.html.

7. See Wayne Passmore, Shane M. Sherlund, and Gillian Burgess, The Effect of Housing Government-
Sponsored Enterprises on Mortgage Rates, Finance and Economics Discussion Series Working Paper
No. 2005-06 (Board of Governors of the Federal Reserve, January 2005); and Shane M. Sherlund,
The Jumbo-Conforming Spread: A Semiparametric Approach, Finance and Economics Discussion
Series Working Paper No. 2008-1 (Board of Governors of the Federal Reserve, January 2008), both
available at www.federalreserve.gov/pubs/feds/index.html.
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Figure A-1.

Spread Between Interest Rates on Jumbo and
Conforming Mortgages
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Note: Conforming mortgages are loans eligible for sale to Fannie Mae or Freddie Mac because the original
mortgage amount does not exceed an annually adjusted dollar limit (in much of the United States,
$417,000 for a single-family home in 2009). Jumbo mortgages are loans that exceed the dollar limit for
conforming mortgages.

conforming spread introduce another source of uncertainty. If, instead of 70 basis
points, the risk premium was 50 basis points higher (or lower), the subsidy for the
entities’ existing business would be approximately $70 billion higher (or lower) than
the $290 billion in CBO’s August 2009 baseline. CBO continues to evaluate its pro-
jections of the risk premium and the methods used to compute them.

22



Case 4:18-cv-12652-TSH Document 1-8 Filed 12/28/18 Page 1 of 69

Exhibit 3

Working Paper Series
Congressional Budget Office

Washington, DC

Options for
Principal Forgiveness in Mortgages Involving
Fannie Mae and Freddie Mac

Mitchell Remy
Congressional Budget Office
(Mitchell. Remy@cbo.gov)

Damien Moore
Congressional Budget Office
(Damien.Moore@cbo.gov)

May 2013
Working Paper 2013-02

To enhance the transparency of the work of the Congressional Budget Office (CBO) and to encourage
external review of that work, CBO’s working paper series includes papers that provide technical
descriptions of official CBO analyses as well as papers that represent independent research by CBO
analysts. Working papers are not subject to CBO’s regular review and editing process. Papers in this
series are available at http://go.usa.gov/ULE.

The authors received helpful comments and suggestions from: Chad Chirico, Andrew Stocking, Aurora
Swanson, and David Torregrosa of CBO; Laurie Goodman of Amherst Securities; Deborah Lucas of the
Massachusetts Institute of Technology; Patrick Lawler, Andrew Leventis, Robin Seiler, and Andrew
Varrieur of the Federal Housing Finance Agency; Joseph Tracy of the Federal Reserve Bank of New
York; and Paul Willen of the Federal Reserve Bank of Boston. Gabriel Ehrlich and Jeffrey Perry of CBO
and Francesca Castelli (formerly of CBO) assisted with parts of the analysis.



Case 4:18-cv-12652-TSH Document 1-8 Filed 12/28/18 Page 2 of 69

Abstract

The Congressional Budget Office (CBO) examined three options under which Fannie Mae and Freddie
Mac would provide principal forgiveness to certain distressed borrowers—specifically, to borrowers who
are eligible or could become eligible for the Home Affordable Modification Program (HAMP). Such
borrowers represent about 4 percent of all those with mortgages involving Fannie Mae or Freddie Mac,
CBO estimates. The options would reduce the amount owed by borrowers to as low as 115 percent
(through the HAMP Principal Reduction Alternative), 100 percent, and 90 percent, respectively, of the
value of their homes. Any gain or loss arising from the way the distressed mortgages are handled by
Fannie Mae and Freddie Mac under the options would ultimately accrue to taxpayers because, in CBO’s
judgment, the federal government is now the effective owner of those enterprises. CBO finds that all three
options would probably result in small savings to the government, slightly reduce mortgage foreclosure
and delinquency rates, and slightly boost overall economic growth. Designing a program that affected a
larger number of borrowers and had a greater impact on the housing market and the economy would
require a significant departure from HAMP’s current eligibility rules.
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Summary

At the end of 2012, housing prices were 30 percent below their peak in 2006, and about one-fifth of
borrowers with residential mortgages were “underwater,” owing more than the value of their homes.
Default rates are particularly high among such borrowers. One of the primary ways that the federal
government has assisted underwater borrowers is through the Home Affordable Modification Program
(HAMP). That program, administered by the Department of the Treasury, has facilitated lower payments
on some mortgages by providing incentives for mortgage holders and servicers to help borrowers avoid
foreclosure.

In 2010, the Treasury Department expanded the program to include the possibility of principal
forgiveness, a reduction in the amount the borrower owes. Before then, the program had been limited to
other ways of reducing payments. (This report refers to HAMP without principal reduction as “standard
HAMP.”) For the borrower, principal forgiveness provides not only a lower monthly payment, but also,
unlike standard HAMP, an improved equity position as a result of the lower loan balance. Having equity
(the difference between the value of the home and what the borrower owes) allows a borrower to more
easily refinance or sell the home to avoid default and strengthens his or her incentive to continue to pay
off the mortgage. Since the introduction of that alternative, one in four borrowers participating in HAMP
has received a principal reduction, the Congressional Budget Office (CBO) estimates. However, that
program is small—fewer than 120,000 borrowers had obtained a principal reduction through HAMP as of
the end of 2012.

The approach of using principal forgiveness has not been adopted by Fannie Mae and Freddie Mac. Those
two government-sponsored enterprises (GSES) own or guarantee more than half of the outstanding
residential mortgages in the United States. CBO estimates that nearly 13 percent of underwater borrowers
with mortgages owned or guaranteed by the GSEs have missed three or more mortgage payments (in
other words, are “seriously delinquent”), which is more than six times the rate for borrowers who owe
less than the value of their homes. But Fannie Mae and Freddie Mac have not been allowed to implement
principal forgiveness out of concerns about fairness, implementation costs, and the incentive that
approach could provide for people to become delinquent in order to obtain principal forgiveness.

Fannie Mae and Freddie Mac incurred large losses from the surge in mortgage defaults that began in
2007, as did other investors in mortgages, which resulted in the GSES’ being taken into conservatorship in
September 2008 by their regulator, the Federal Housing Finance Agency (FHFA). Because the federal
government is now the effective owner of the enterprises, any gain or loss arising from a change in the
way the distressed mortgages are handled by the GSEs would ultimately accrue to taxpayers.

This report examines three options for the GSEs to use principal forgiveness for borrowers who are
eligible or could become eligible for assistance through HAMP. CBO finds that implementing those
options would probably do the following:

e Result in small savings to the government,

e Slightly reduce mortgage foreclosure and delinquency rates, and
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o Slightly boost overall economic growth.

Designing a program that affected more borrowers and had a greater impact on the housing market and
the economy would require a significant departure from HAMP's current eligibility rules.

What Options Did CBO Analyze?

CBO compared the GSEs’ current approach (standard HAMP) with three options involving principal
forgiveness for HAMP-eligible borrowers. (Such options could be adopted through legislation or by an
administrative change.) Under each option, the GSEs would select for each eligible borrower a standard
HAMP modification or a modification that includes principal forgiveness, depending on which one
lowered the government’s expected costs more. The options that CBO analyzed were the following:

e Option 1. GSEs choose between standard HAMP and the HAMP Principal Reduction Alternative;
the latter reduces the monthly mortgage payment to 31 percent of the borrower’s gross monthly
income, primarily by decreasing the outstanding loan balance to as low as 115 percent of a
home’s current assessed value;*

e Option 2. GSEs choose between standard HAMP and principal forgiveness that would reduce the
outstanding loan balance to 100 percent of a home’s current assessed value; and

e Option 3. GSEs choose between standard HAMP and principal forgiveness that would reduce the
outstanding loan balance to 90 percent of a home’s current assessed value.

How Many Borrowers Might Qualify for Assistance?

On the basis of detailed data about outstanding mortgages and FHFA’s review of the potential effects of
implementing principal forgiveness at the GSEs, CBO estimates that 610,000 borrowers with mortgages
owned or guaranteed by the GSEs already are or, over the assumed two-year period of the program,
would become delinquent and would meet all other eligibility criteria for HAMP under current policy.?
CBO expects that another 550,000 borrowers will meet all HAMP eligibility criteria except for being in
financial distress (defined as being delinquent or at reasonable risk of becoming delinquent); under a
change in policy to introduce principal forgiveness, some of those borrowers might become delinguent. In
total, those 1.2 million borrowers constitute the population that CBO considers to be eligible or
potentially eligible for a principal forgiveness program. They represent approximately 40 percent of all
underwater borrowers and 4 percent of all borrowers with mortgages backed by the GSEs as of December
31, 2012.

! The HAMP Principal Reduction Alternative incorporates principal forgiveness to a floor of 115 percent of a
home’s current value as the first step to achieve the target monthly mortgage payment of 31 percent of gross
monthly income. If the target payment is not achieved once that amount of principal has been reduced, the mortgage
servicer implements standard HAMP procedures, starting with an interest rate reduction, to complete the
modification.

2 Federal Housing Finance Agency, Appendix to FHFA Review of Options (July 2012),
www.fhfa.gov/Default.aspx?Page=403.
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How Would the Options Affect the Number of Defaults and the Federal Budget?
The key findings of CBO’s analysis are the following:

e Under current policy (assuming extension of HAMP at least through December 2014), 227,000
borrowers with mortgages owned or guaranteed by the GSEs will receive a standard HAMP
modification (37 percent of the eligible population of 610,000 borrowers and none of the 550,000
potentially eligible participants) over a two-year period. Approximately 600,000 of the 1.2
million borrowers, including some receiving a HAMP modification, are expected to default (see
Table 1).

e Under Option 1, which includes the possibility of reducing the principal balance to as low as 115
percent of a home’s assessed value, an additional 29,000 mortgages would be modified, leading
to 18,000 fewer defaults and generating a savings to the government of $0.2 billion. About 73
percent of the modifications under Option 1 would involve principal forgiveness.

e Under Option 2, which includes the possibility of principal forgiveness to 100 percent of a
home’s current value, the number of modifications would increase by 26,000, slightly fewer than
under Option 1, but more defaults would be avoided (43,000). Savings to the government—at
$2.8 billion—would be the largest among the three options. About 85 percent of the
modifications under Option 2 would involve principal forgiveness.

e Under Option 3, which includes the possibility of principal forgiveness to 90 percent of a home’s
current value, 57,000 more mortgages would be modified than under current policy, leading to
95,000 fewer defaults (the largest reduction under any of the three options) and savings to the
government of $2.2 billion. About 78 percent of the modifications under Option 3 would involve
principal forgiveness.

CBO estimated the cost of the policy alternatives on a fair-value basis—that is, reflecting the estimated
change in the market value of the portfolio of eligible mortgages.® CBO’s findings are based on the
agency’s best estimates of values for key parameters of relevant economic behavior, but there are many
uncertainties. CBO analyzed the three options using higher and lower values for key parameters in the
analysis. The agency found that combining standard HAMP with principal forgiveness under all three
options would reduce defaults across the entire range of those alternative estimates. The budgetary
savings are less certain, however. Nevertheless, Options 2 and 3 would reduce the federal budget deficit
under nearly all alternative scenarios that CBO analyzed.

¥ CBO has used a fair-value approach in its budget projections for the GSEs and in cost estimates for legislation
affecting the GSEs. That approach produces estimates of the value of assets and liabilities that either correspond to
or approximate market prices. See the testimony of Deborah Lucas, Assistant Director for Financial Analysis,
Congressional Budget Office, before the House Committee on the Budget, The Budgetary Cost of Fannie Mae and
Freddie Mac and Options for the Future Federal Role in the Secondary Mortgage Market ( June 2, 2011),
http://www.cbo.gov/publication/41487.
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Introduction

The large number of people who now owe more on their mortgages than the current value of their homes
and the deep recession of 2008 and 2009 have affected certain households, the federal budget, and the
overall economy in various ways:

e Millions of people have been unable to make their mortgage payments, and as a result many have
lost their homes to foreclosure.

e Consumer spending and economic growth have been constrained.

e The federal government assumed control of Fannie Mae and Freddie Mac, providing explicit
government guarantees to investors against losses on more than half of the outstanding mortgages
in the United States and adding substantially to the federal budget deficit.

Because of those and other impacts, policymakers have expressed interest in policies that would modify
mortgages, potentially increasing consumers’ disposable income, reducing the financial distress of
households, and stemming the government’s losses on mortgages. Current policies focus on lowering
borrowers” monthly payments by reducing interest rates, extending loan repayment periods, and offering
forbearance. This paper examines options for another type of loan modification known as principal
forgiveness—that is, permanently reducing loan amounts. The analysis focuses on mortgages involving
Fannie Mae and Freddie Mac because of the direct effects on the federal budget deficit of such options
and the preexisting federal commitment to losses on those mortgages.

Why Are Underwater Borrowers More Likely to Default?

Of the more than 40 million borrowers with a mortgage in the United States, nearly 3.1 million borrowers
were delinquent on their mortgage payments (more than 30 days late) and 1.6 million were in some stage
of losing their homes to foreclosure at the end of the fourth quarter of 2012.* Borrowers who are
“underwater” on their mortgages—those whose loan balances are greater than the value of their homes or,
equivalently, whose loan-to-value (LTV) ratios are greater than 100 percent—are more likely to be
delinquent. For example, more than 20 percent of borrowers with LTV ratios greater than 125 percent
have missed three or more mortgage payments (in other words, are “seriously delinquent”) compared with
the national average of 7 percent.’ Delinquency rates are higher among underwater borrowers for three
main reasons:

o Local economic weakness associated with lower housing values,
o Fewer options in the event of unexpected hardship, and

e Greater incentives to default.

* Mortgage Bankers Association, National Delinquency Survey (Fourth quarter, 2012). Those figures represent 7.51
percent and 3.74 percent of the total population of loans serviced, respectively.

® CoreLogic, CorelLogic Reports Number of Residential Properties in Negative Equity Decreases Again in Second
Quarter of 2012 (September 12, 2012), www.corelogic.com/about-us/news/asset_upload_file516 16435.pdf.
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The number of underwater borrowers grew dramatically from 2007 to 2009 (and has remained fairly
constant since then), translating those higher delinquency rates into much higher total numbers of
distressed underwater borrowers.

Reasons for Delinquency. In the fourth quarter of 2012, about one-third of underwater borrowers were
from five states: Arizona, Florida, Georgia, Michigan, and Nevada. Those states all had unemployment
rates greater than or equal to the national average of 7.8 percent in that quarter. Nevada had both the
highest fraction of borrowers underwater (52.4 percent) and the highest unemployment rate (10.2
percent).® The weakness of those local labor markets illustrates that underwater borrowers tend to live in
areas where they are more likely to experience reductions in income or job loss, which cause higher
delinquency rates on mortgages.

In the event of unanticipated hardship, borrowers without sufficient income to make their mortgage
payments or assets to pay off the mortgage have fewer options when they are underwater. Qualifying for
refinancing of their mortgages, which would lower monthly payments and reduce hardship, is more
difficult for underwater borrowers. Likewise, selling their homes and paying off their mortgages is more
difficult because additional funds are needed beyond those available from the sale of the home.

In addition, some underwater borrowers decide that being relieved of the financial loss from the decline in
their home’s value is worth more to them than the costs of default, even though they have sufficient
income to make their mortgage payments or assets to pay off the mortgage. Such decisions are sometimes
called “strategic defaults.” For example, consider a borrower with a $200,000 mortgage and a home worth
$150,000. If the borrower believes that home values will not recover for many years and she has the
opportunity to rent an equivalent property for less than her mortgage payment, she may compare the net
benefits of maintaining her creditworthiness as a borrower in the future by continuing to pay her mortgage
with the net benefits of defaulting on that mortgage or otherwise not paying off her lender in full. (In
some states, borrowers remain liable for a portion of unpaid mortgage debt even if they default.)
Borrowers who are not underwater can more easily lower their monthly payments by refinancing their
mortgages and have no such incentive to default.

Number of Underwater Borrowers. The more than 10 million residential properties underwater at the
end of the fourth quarter of 2012 represent 21.5 percent of homes with a mortgage (see Table 2).” The
number of underwater borrowers in 2012 is similar to the number at the beginning of the economic
recovery (specifically, at the end of the third quarter of 2009), when 11.1 million borrowers (24 percent)

® CoreLogic, CoreLogic Reports 200,000 More Residential Properties Return to Positive Equity in Fourth Quarter
of 2012 (March 19, 2012), www.corelogic.com/research/negative-equity/corelogic-q4-2012-negative-equity-report-
press-release.pdf.

" 1bid.
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were underwater.? In contrast, the fraction of homes underwater was more than 2 times higher in 2009
than in the 10-year period between 1997 and 2007.°

Approximately 1.6 million underwater borrowers were seriously delinquent in the fourth quarter of 2012,
CBO estimates. Although those borrowers represent only 15 percent of all underwater borrowers, they
constitute nearly 50 percent of all seriously delinquent borrowers.

The GSEs own or guarantee nearly 60 percent of all loans but have a smaller proportion of both loans to
underwater borrowers (29 percent) and seriously delinquent loans (28 percent) (see Figure 1). The share
of underwater GSE-backed loans that are either eligible for or potentially eligible for a principal
forgiveness modification is only 4 percent, CBO estimates, as it excludes both those borrowers with GSE-
backed loans who are not underwater (89 percent of all GSE-backed loans) and those underwater
borrowers who do not meet one or more of the modification eligibility criteria used in this analysis (7
percent of all GSE-backed loans).

How Do Distressed Borrowers Affect Economic Growth?

CBO attributes about one-third of the slow recovery from the recession that began three years ago to
weak overall demand for goods and services in the economy—in particular, fewer purchases by state and
local governments (accounting for the largest portion) and fewer purchases by the federal government,
less residential investment, and lower consumer spending (each accounting for roughly equal portions).*™
CBO estimates that distressed and underwater mortgage borrowers have contributed to weak consumer
spending through at least three channels. First, the value of households’ wealth has improved only
modestly (compared with gains after past recessions) in the wake of the unusually large drop during the
recession; that modest improvement primarily reflects continued weakness in the value of real estate
assets. Second, the efforts of some households to pay down debt and resist taking on new debt may have
surpassed the typical reaction of household spending to changes in wealth and income.* Third,
concentrated foreclosures on homes of distressed borrowers depress the prices of nearby properties, which
appears to amplify the effects of wealth loss in reducing consumption.*?

® Ibid.

° George R. Carter 11, “Housing Units With Negative Equity, 1997 to 2009,” Cityscape, vol. 14, no. 1 (2012), pp.
149-165, www.huduser.org/portal/periodicals/cityscpe/vol14num1/index.html.

19 Congressional Budget Office, What Accounts for the Slow Growth of the Economy After the Recession?
(November 2012), www.cho.gov/publication/43707.

1 For example, see Atif R. Mian, Kamalesh Rao, and Amir Sufi, Household Balance Sheets, Consumption, and the
Economic Slump (working paper, June 2012), http://dx.doi.org/10.2139/ssrn.1961211; and Karen Dynan, “Is a
Household Debt Overhang Holding Back Consumption?” Brookings Papers on Economic Activity (Spring 2012),
pp. 299-344, www.brookings.edu/about/projects/bpea/past-editions.

12 See Jenny Schuetz, Vicki Been, and Ingrid Gould Ellen, “Neighborhood Effects of Concentrated Mortgage
Foreclosures,” Journal of Housing Economics, vol. 17, no. 4 (December 2008), pp. 307-319,
http://dx.doi.org/10.1016/j.jhe.2008.09.004; John P. Harding, Eric Rosenblatt, and Vincent W. Yao, “The Contagion
Effect of Foreclosed Properties,” Journal of Urban Economics, vol. 66, no. 3 (November 2009), pp. 164-178,
http://dx.doi.org/10.1016/j.jue.2009.07.003; and Atif R. Mian, Amir Sufi, and Francesco Trebbi, Foreclosures,
House Prices, and the Real Economy (working paper, May 2012), http://dx.doi.org/10.2139/ssrn.1722195.
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How Would Principal Forgiveness Affect the GSEs and the Budget?

Fannie Mae and Freddie Mac, two government-sponsored enterprises (referred to throughout this paper as
“the GSEs”), set standards for the types of loan modifications mortgage servicers can offer borrowers
who miss a scheduled mortgage payment. Before 2007, when the housing crisis began, most
delinquencies were resolved without a modification, either through the sale or refinancing of a home.
Between 2007 and early 2009, during the early stages of the housing crisis, the GSEs increased their use
of modifications to help avert foreclosures, but most of those modifications did not reduce borrowers’
monthly mortgage payment. More recently, the GSEs and others have developed a number of new
modification options, including the Home Affordable Modification Program (HAMP), one of the main
modification programs used by servicers of loans backed by the GSEs, which provides larger and longer-
term payment relief to eligible borrowers. Because, in CBO’s judgment, the federal government
effectively owns and controls the GSEs, any gains or losses associated with expanding the available
options for distressed borrowers to include principal forgiveness would affect the federal budget.

The Cost-Effectiveness of Principal Forgiveness. The goal of all loan modifications is to reduce the
expected default costs of a loan by an amount greater than the value lost by offering a borrower a lower
monthly payment. From the borrower’s perspective, principal forgiveness provides both a lower monthly
payment and, unlike standard HAMP, an improved equity position as a result of the lower loan balance.
Having equity (the difference between the value of the home and what the borrower owes) strengthens
borrowers’ ability to avoid default and their incentive to continue to pay the mortgage. Principal
forgiveness is cost-effective for an individual loan only if the expected savings from averting a possible
foreclosure are large enough to offset the lost value of the principal forgiven. However, principal
forgiveness may cost more than other alternatives across an entire portfolio of loans if it is made available
to and taken up by too many borrowers for whom standard HAMP would offer a lower-cost modification
alternative or who would not have defaulted without the possibility of such forgiveness.

Effects on the Federal Budget. After the U.S. government assumed control of the GSEs in 2008, CBO
concluded that the institutions had effectively become government entities whose operations should be
included in the federal budget. ** Under the terms of that conservatorship, the government has financial
responsibilities to the GSEs but also benefits from improvements in their net worth. Thus, the financial
performance of the GSEs has an impact on the federal budget, and that performance depends importantly
on the GSEs’ management of mortgages in default or at significant risk of default.

CBO produces two primary types of assessments of the budgetary cost of the GSEs. First, it projects the
cost of new loans expected to be guaranteed over a 10-year period as part of its report on the economic
and budget outlook used in the Congressional budget process. Second, it produces cost estimates of the
potential impact of changes to current law on either the existing portfolio of loans owned or guaranteed
by the GSEs or new loans expected to be guaranteed over the 10-year budget window.

How and when CBO would estimate the budgetary impact of a change in the GSEs’ approach to loan
modifications under HAMP would depend on how such a change was adopted. If changes were

3 For a description of CBO’s budgetary treatment of the GSEs, see Congressional Budget Office, CBO’s Budgetary
Treatment of Fannie Mae and Freddie Mac (January 2010), www.cho.gov/publication/41887.
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implemented as the result of an administrative action by the Federal Housing Finance Agency (the
conservator of the GSEs, which oversees all aspects of their operations), CBO would reflect that action in
its next set of 10-year baseline projections. In contrast, if the changes were mandated by legislation, CBO
would report, in a cost estimate for the legislation, any change in the estimated cost of GSE-insured loans
from the change in policy and subsequently incorporate that estimate in its baseline projections.

The Office of Management and Budget (OMB) treats the GSEs as outside the budget, and it records and
projects their budgetary cost on the basis of the cash transfers and dividend payments generated under the
terms of the Senior Preferred Stock Purchase Agreements entered into with the Department of the
Treasury in 2008.* As a result, the Administration has not included in its budget figures costs that would
be directly comparable to CBO’s estimates of budgetary costs. In addition, the changes to HAMP
analyzed by CBO, whether mandated by legislation or administrative action, would probably cause the
projected cash flows received by the GSEs on existing loans to change and would, therefore, affect
OMB’s estimates of the budgetary impact of the GSEs.

Current Policy and Options

CBO’s analysis contrasts the costs and impact on borrowers of the current policy of HAMP with three
options augmenting HAMP with a principal forgiveness modification. Each of those options would reach
a target level of payment reduction or loan balance through different mechanisms and would involve a
variety of other design choices (about which CBO made certain assumptions in order to estimate the
effects of the options).

Each policy option analyzed by CBO could be implemented under current law on the basis of FHFA’s
authority as conservator of the GSEs. As such, the GSEs and FHFA could make an administrative change
to implement one of the policy options. Alternatively, the Congress could write legislation to direct the
GSEs to adopt a certain option.

Approaches the GSEs and Others Have Used to Manage Mortgage Delinquency and

Foreclosure

Federal policymakers and industry participants have developed various approaches to reduce the costs
and disruptions of foreclosure proceedings, which can end with borrower eviction and sale of the property
at auction. Some of those approaches focus on keeping borrowers in their homes, and others focus on
transitioning borrowers out of their homes. Both types of approaches provide incentives from the
government to servicers (say, a bank that originated the mortgage and then sold it to the GSEs but
remained as the point of contact with the borrower for making payments) to take actions designed to
reduce costs to the government, because servicers are largely insulated from the costs of foreclosures by
the GSEs. One particular approach that focuses on keeping borrowers in their homes is principal
forgiveness, which can reduce payment delinquency but also raises other concerns.

Y For the current Senior Preferred Stock Purchase Agreements for Fannie Mae and Freddie Mac, see
www.fhfa.gov/Default.aspx?Page=364.
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Approaches Keeping Borrowers in Their Homes. If modifications to a mortgage result in payments
from the borrower, they can reduce the present value of the government’s cost in comparison to such
costs under foreclosure. The most important program supporting such modifications for distressed
borrowers is HAMP, administered by the Treasury. HAMP specifies a method to lower a borrower’s
monthly payment (by reducing the interest rate, extending the loan’s duration, or offering principal
forbearance) and provides incentive payments to mortgage holders and servicers to implement the
modifications. As of November 2012, more than 560,000 permanent HAMP modifications have been
started on first mortgages for GSE-backed loans, representing nearly 2 percent of the 28 million loans
serviced on behalf of the enterprises.™

An alternative solution for borrowers who owe more than the current value of their homes (that is, those
with “negative equity”) looking for payment relief is to refinance their existing mortgages into loans with
lower monthly payments. Approximately 15 percent of the 15 million loans refinanced by the GSEs since
April 2009 were originated under the Home Affordable Refinance Program (HARP), which helps
borrowers who are unable to receive a traditional refinancing because of house price declines.'® HARP
allows borrowers with negative equity to refinance and provides cost savings and streamlining with
respect to private mortgage insurance, underwriting requirements, and property valuations.’

A key distinction between a loan modification and a refinancing is that the GSEs generally require
borrowers to be current on their existing loans to be eligible for a refinancing, whereas HAMP rules
require that borrowers must often be delinquent or show signs of distress to receive a loan modification.
As a result, the different options have different target populations of borrowers and consequences for the
timing and size of the GSES’ costs to the government.*®

Approaches Transitioning Borrowers from Their Homes. In collaboration with the government, the
GSEs have designed a number of programs that provide borrowers with ways to leave their homes
through means other than foreclosure. In one approach, a short sale, the borrower arranges for an arms-
length sale of the home at a price lower than the outstanding balance of the mortgage. In another
approach, known as a “deed-in-lieu,” the borrower cedes ownership of the home to the owner of the
mortgage in exchange for being released from the mortgage obligation; sometimes the borrower then

1> Federal Housing Finance Agency, Foreclosure Prevention Report (November 2012).
18 Federal Housing Finance Agency, Refinance Report (December 2012).

" with a traditional GSE refinance, borrowers are usually required to obtain private mortgage insurance (PMI) for
loans with a LTV ratio greater than 80 percent. That coverage is based on the current LTV ratio, and it increases (in
terms of both the amount of coverage and the cost to the borrower) as the LTV ratio increases. Under HARP, PMI
requirements are waived if the original loan did not require insurance (even if the current LTV ratio is greater than
80 percent). In addition, borrowers are not required to obtain additional insurance coverage if the value of their
home has declined and the current LTV would require more coverage than was required on the original loan.

'8 For a description of potential budgetary costs for refinancing programs, see Congressional Budget Office, An
Evaluation of Large-Scale Mortgage Refinancing Programs, CBO Working Paper 2011-4 (September 2011),
www.cho.gov/publication/42752.
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rents the home instead of leaving. Since 2008, the GSEs have completed close to 440,000 actions of those
two types; more than half have occurred since the start of 2011."

Approaches Using Principal Forgiveness. Modifications for delinquent borrowers with non-GSE
mortgages have increasingly used principal forgiveness. Thirty-eight percent of modified loans owned by
private investors and held on banks’ balance sheets were provided some amount of principal forgiveness
in the third quarter of 2012.%° Those percentages are up from the fourth quarter of 2010, when private
investors and banks used principal reductions on 2 percent and 18 percent of loans, respectively.”! Some
portion of that increased use of principal forgiveness is related to HAMP PRA. Incentive payments made
by the Treasury, based on the delinquency status of the borrower and the LTV ratio before modification,
reimbursed investors from 18 cents to 63 cents per dollar of principal forgiven. Since HAMP PRA’s
inception, servicers have started nearly 120,000 permanent principal forgiveness modifications, forgiving
a median amount of nearly $68,000 per loan.?” To date, FHFA has not used principal forgiveness to lower
GSE-backed mortgages, concluding that principal forgiveness does not achieve the agency’s goals of
minimizing losses to the government and supporting the mortgage market as effectively as other options
available to borrowers with GSE-backed loans.

Concerns About Principal Forgiveness. The primary factors behind FHFA’s opposition to principal
forgiveness for GSE-backed loans are possible costs from delinquencies that would not occur without
principal forgiveness, questions over fairness, and potentially high operational and technical costs.?

Moral Hazard. Moral hazard is a tendency for people to be more willing to take risks for which the
potential costs or burdens will be borne in whole or in part by others. If borrowers become delinquent in
order to gain access to a principal forgiveness modification—a form of moral hazard—then the cost of
principal reduction increases. For example, borrowers may know that they are very unlikely to default on
their mortgages because they have access to funds that the lender does not know about. Under those
circumstances, offering principal forgiveness to those borrowers, which generates a cost to the GSEs from
the principal reduction but little to no offsetting benefit from reducing the likelihood of default, results
only in an increase in expected costs to the GSEs.

Several approaches to program design would address concerns about the costs stemming from moral
hazard. The most effective approach would be to offer principal forgiveness only to borrowers who were

19 Federal Housing Finance Agency, Foreclosure Prevention Report (November 2012).

2 Office of the Comptroller of the Currency, OCC Mortgage Metrics Report: Third Quarter 2012 (December 2012),
www.occ.gov/publications/publications-by-type/other-publications-reports/mortgage-metrics-2012/mortgage-
metrics-q3-2012.pdf.

2! Office of the Comptroller of the Currency, OCC Mortgage Metrics Report: Fourth Quarter 2010 (March 2011),
www.occ.treas.gov/publications/publications-by-type/other-publications-reports/mortgage-metrics-2010/mortgage-
metrics-q4-2010.pdf.

22 Department of the Treasury, Making Home Affordable Program Performance Report (December 2012).

% Federal Housing Finance Agency, Review of Options Available for Underwater Borrowers and Principal
Forgiveness (July 2012), www.fhfa.gov/Default.aspx?Page=403.
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delinquent at the time the program was announced, excluding borrowers who become delinquent in order
to receive principal forgiveness.

Although FHFA’s economic analysis shows a slight benefit to the government from introducing principal
forgiveness for GSE-backed loans, the benefit in that analysis disappears if 0.2 percent to 1.3 percent of
underwater borrowers with GSE-backed loans who have not missed a mortgage payment opt to do so in
order to receive principal forgiveness.?* That concern, combined with uncertainty surrounding the extent
to which borrowers’ behavior will improve under principal forgiveness relative to under existing GSE
loss-mitigation programs, is a key element in FHFA’s decision not to support principal forgiveness for the
GSEs to date.

Fairness. FHFA also expressed concern that allowing principal forgiveness on existing GSE loans may
raise mortgage rates or reduce credit availability for future borrowers, as mortgage investors seek
compensation for the potential that principal forgiveness may be used in subsequent housing crises.*®

In addition to FHFA’s concern, principal forgiveness, like other government programs offering
concessions to underwater borrowers in financial distress, provides a benefit from the government to
people who own a home worth less than the amount owed on the mortgage. On the one hand, principal
forgiveness provides a form of insurance to people who experience dramatic declines in wealth because
of changes in housing prices unrelated to the condition of their property. Such transfers are similar in
some respects to emergency unemployment benefits, which have provided additional weeks of income
replacement to eligible workers who have been laid off. On the other hand, principal forgiveness
potentially transfers resources from general revenues raised from renters and owners to people who may
have purchased a more expensive home than they could afford or who may have chosen to strategically
default.

Operational Considerations. Because the GSEs have not implemented principal forgiveness, doing so
would involve costs for updating existing systems, developing new processes and controls, and creating
new procedures for both employees and servicers. On the basis of estimates provided by Fannie Mae and
Freddie Mac, the implementation costs of those changes would range from $70 million to $90 million and
take up to one year to complete.?

FHFA also cited potential indirect costs associated with principal forgiveness; those costs would arise
from the need to divert the attention of management and key employees from other, potentially valuable
projects. Those projects, FHFA has argued, could result in greater savings for the government than the
savings expected from principal forgiveness.

Options for Incorporating Principal Forgiveness in GSE Modifications
CBO analyzed options under which the GSEs would select for each eligible borrower a standard HAMP
modification or a modification that includes principal forgiveness, depending on which one lowered the

2 1bid.
5 |bid.
% 1hid.
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government’s expected costs more. Offering principal forgiveness in addition to standard HAMP would
probably be more effective in reducing costs to the government than replacing standard HAMP with
principal forgiveness, CBO estimates. By augmenting standard HAMP with some form of principal
forgiveness, the GSEs could select either option for a particular borrower on the basis of an evaluation
that could be designed to minimize costs to the government. However, that approach would burden the
GSEs and servicers with choosing between HAMP and a principal forgiveness alternative for each
borrower instead of putting the borrower through a single streamlined program.

The options CBO considered were:
e Option 1. GSEs choose between standard HAMP and the HAMP Principal Reduction Alternative;

e Option 2. GSEs choose between standard HAMP and principal forgiveness to reduce the
outstanding loan balance to 100 percent of a home’s current assessed value; and

e Option 3. GSEs choose between standard HAMP and principal forgiveness to reduce the
outstanding loan balance to 90 percent of a home’s current assessed value.

In Option 1, HAMP PRA (not being used currently by the GSEs) would be offered to borrowers for
whom the GSEs deemed it would be beneficial. HAMP PRA incorporates principal forgiveness as one of
the first steps to achieve the same target monthly mortgage payment as under standard HAMP. In both
programs, the initial step adds missed payments to the outstanding amount owed by the borrower.
However, under HAMP PRA the next step in the modification process reduces the principal amount owed
to a floor of 115 percent of a home’s current value.?” Unlike the forbearance that is used as one of the
steps in standard HAMP, the principal reduction under HAMP PRA is truly forgiven, permanently
reducing the amount owed by borrowers as long as they remain current on the modified loan. If the target
payment is not achieved once the amount of principal has been reduced, the mortgage servicer
implements standard HAMP procedures, starting with an interest rate reduction, to complete the
modification.

In Options 2 and 3, borrowers would be granted larger reductions in principal than those granted under
HAMP PRA. In Option 2, all negative equity would be forgiven, resulting in a new loan balance equal to
the assessed value of the home. In Option 3, principal would be forgiven until the loan balance was equal
to 90 percent of the assessed value of the home, generating positive equity for the borrower. Analyzing
those three options allows for an assessment of the impact of the amount of forgiveness on borrowers’
behavior and budgetary costs. In Options 2 and 3, borrowers would have their interest rate set to 5 percent
and their mortgage term set to 30 years in addition to the principal forgiveness granted as part of the
modification. (For the advantages and disadvantages of Options 1, 2, and 3 involving principal
forgiveness, see Table 3.)

%7 Servicers may reduce the principal balance of loans below 115 percent and receive incentive payments for
reductions to as low as 105 percent. However, the HAMP PRA alternative waterfall described in the program
documentation is based on a reduction to 115 percent. See Department of the Treasury, Making Home Affordable
Program Supplemental Directive 10-05 (June 3, 2010).
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To implement principal forgiveness, policymakers or FHFA would need to make decisions that would
have a significant impact on participation and the projected budgetary cost. In addition to deciding the
amount of principal to forgive, policymakers or FHFA would need to make a number of decisions about
eligibility—in particular, how to minimize the cost of additional participation by borrowers who are not
currently in distress, the extent to which borrowers must be delinquent on their payments to qualify,
whether to include nonowner occupants, and what threshold to use for credit scores. Issues related to
prepayment or default on the modified loan, and operational costs for the GSEs, would also need to be
addressed. To conduct this analysis, CBO made assumptions about all of those issues. (See Table 4 and
Appendix A for more details on design considerations. Appendix B describes the shared appreciation
modification, a design consideration CBO did not include in its analysis.) Variations from those
assumptions would lead to different costs and other effects.

CBQO’s Analytic Approach

Determining the budgetary costs or savings from implementing a policy option incorporating principal
forgiveness requires two key steps. First, the cost for each borrower who receives a modification must be
calculated. Second, the size and composition of the portfolio of eligible borrowers must be estimated,
including the likelihood that borrowers with a certain set of characteristics would choose to participate in
a principal forgiveness modification program.

Calculating Budgetary Costs for Particular Loans

CBO projects the budgetary cost to the government of an existing GSE loan, also known as the subsidy
cost, as the present value of the amount expected to be paid out to holders of the guarantee, minus the
amount GSEs receive from the sale of a foreclosed property or any insurance on the mortgage (as many
borrowers with low down payments were required to purchase private mortgage insurance), minus the
amount of fees collected prior to default charged for providing the guarantee. That value expresses the
flows of current and future income or payments in terms of a single number, equivalent to a lump sum
received or paid today; the present value depends on the discount rate (or rate of interest) that is used to
translate future cash flows into current dollars. For example, if the GSEs expect to pay investors holding a
guarantee $50,000 (on a present-value basis), receive no mortgage insurance, and collect $40,000 in sales
proceeds and fees (on a present-value basis), then the budgetary cost for that mortgage would be $10,000
(see Appendix C for more details on the subsidy cost calculation).

In addition to the costs incurred by the GSEs, a change in modification policy may result in additional
losses on mortgage-backed securities (MBSs) held in portfolios by the GSEs, the Treasury, and the
Federal Reserve. A loss is incurred by those federal MBS investors when delinquent loans are pulled out
of the mortgage pool for modification, triggering a partial repayment of the MBSs that pays an interest
coupon above market rates.

To capture differences in the behavior, costs, and risks associated with different borrowers in a tractable
way, CBO classified the population of borrowers eligible for a modification according to risk categories
that affect borrowers’ propensity to default. Each group is characterized by the following variables (as
measured at the time of the modification):

e Current loan-to-value ratio;
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o Credit score—calculated using models developed by Fair Isaac Corporation (FICO);
o Number of days delinquent; and

e Mortgage debt-to-income (DTI) ratio—the percentage of income that goes toward housing costs,
including mortgage principal and interest, hazard insurance premiums, property taxes, and (when
applicable) mortgage insurance premiums and homeowners' association dues.

All other characteristics, including the type of property, occupancy status, and property location, are
assumed to be consistent across all borrowers.

Eligible Borrowers and Participation

To estimate effects on costs and other outcomes for the GSEs’ loans, CBO first identified a population of
loans that could be affected by the options. Approximately $608 billion of the GSEs’ portfolio of single-
family loans, or 3.0 million borrowers based on an average loan size of $200,000, had a current LTV ratio
greater than 100 percent as of December 31, 2012. Of that population, CBO estimated 610,000 borrowers
already are or, over the assumed two-year period of the program, would become delinquent and would
meet all other eligibility criteria for HAMP under current policy and, under a change in policy, an
additional 550,000 borrowers will meet all HAMP eligibility criteria except for being in financial distress
(defined as being delinquent or at reasonable risk of becoming delinquent).

Although HAMP is set to expire on December 31, 2013, CBO’s analysis is based on modifications that
would be performed over a two-year period after the GSEs had implemented a principal forgiveness
modification program. For the purposes of comparison, “current policy” in this analysis reflects the
assumption that the GSEs will continue to offer loan modifications that lower the monthly payments of
eligible borrowers in a manner consistent with HAMP for at least one additional year beyond 2013.

HAMP-Eligible Borrowers. Not every underwater borrower would qualify for a modification. To be
eligible for standard HAMP, borrowers must be delinquent (or be able to provide evidence of financial
distress) and meet established program criteria (including occupancy restrictions). In addition, the
modification must reduce the costs to the GSEs relative to the costs of other loss-mitigation options
according to a net-present-value test. For its analysis, CBO estimates that 20 percent of underwater
borrowers would meet those eligibility criteria, meaning approximately 610,000 loans with an unpaid
principal balance of $122 billion would qualify for a principal forgiveness modification using the same
eligibility criteria as standard HAMP. (See Appendix C for a detailed description of the characteristics,
eligibility, and participation estimates for HAMP-eligible and potentially HAMP-eligible borrowers.)

Based on the current population of eligible, underwater borrowers with GSE-backed loans and those
expected to become eligible under current policy, CBO expects that the GSEs would be willing to offer
HAMP maodifications on those 610,000 loans. However, modification programs rarely reach the entire
population of eligible borrowers, as some borrowers are unwilling (because of the complexity of the
process or concerns such as the potential negative impact on their credit score) to complete the
modification process. As such, CBO’s analysis of a scenario in which borrowers are offered only standard
HAMP and scenarios in which they are offered one of the three modifications using principal forgiveness
assumes that some proportion of those eligible borrowers would receive a modification and some would
not.
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CBO’s estimates of participation incorporate borrowers’ reactions based on the size of the payment
reduction they would receive. That concession takes two forms: a reduction in a borrower’s monthly DTI
ratio and a reduction in the loan balance. Larger concessions on either dimension would create higher
participation rates, CBO predicts.

Under standard HAMP, in which borrowers receive only a reduction in their monthly DTI ratio, CBO
estimates that nearly 40 percent of eligible loans (representing 227,000 borrowers and $45 billion in
unpaid principal) will be modified. Under HAMP PRA, in which borrowers receive the same reduction in
their DTI ratio as under standard HAMP but also receive a reduction in their loan balance, CBO expects
participation would be approximately 13 percent higher than under standard HAMP. For programs that
offer principal forgiveness to 100 percent and 90 percent, expected participation rates relative to standard
HAMP depend on the balance between reductions in DTI ratios and reductions in LTV ratios created by
the modification. For borrowers who receive a modified DT] ratio of less than 31 percent and some
principal forgiveness, CBO projects that participation in principal forgiveness programs would exceed
participation in HAMP. In cases in which principal is forgiven but the postmodification DTI ratio still
exceeds 31 percent, expected participation could be greater than or less than under HAMP. In total, CBO
expects that participation in programs that offer principal forgiveness to 100 percent LTV would exceed
HAMP participation by 11 percent and that participation in programs that offer principal forgiveness to
90 percent LTV would exceed HAMP participation by 25 percent.

Potentially HAMP-Eligible Borrowers. Some population of underwater borrowers who are not expected
to become eligible for HAMP under current policy may, under a change in policy, be induced to become
delinquent and therefore qualify for a principal forgiveness modification. Although the size of that
population is highly uncertain, CBO estimates that an additional 18 percent of the population of
underwater borrowers (representing 550,000 loans and $110 billion in unpaid principal) could become
eligible for a principal forgiveness modification under the same eligibility criteria as standard HAMP by
becoming delinquent immediately.

In addition, CBO estimates that the population of borrowers seeking a principal forgiveness modification
from outside the HAMP-eligible population would have a higher average credit profile (based on DTI and
LTV ratios and credit scores) than the HAMP-eligible population, which is consistent with studies on
borrowers’ behavior associated with the announcement of other modification programs.?

Finally, CBO estimates that participation by potentially HAMP-eligible borrowers would depend on the
size of the payment reduction they would receive, with an adjustment to reflect that those borrowers have
chosen not to participate in standard HAMP in spite of the payment reduction they would have received.
As a result, participation in standard HAMP is set to zero and participation in each of the principal
forgiveness modifications is set equal to the incremental participation expected on the basis of the size of
the reduction offered relative to standard HAMP.

%8 See Christopher Mayer and others, Mortgage Modification and Strategic Behavior: Evidence from a Legal
Settlement with Countrywide, Working Paper 17065 (National Bureau of Economic Research, May 2011),
www.nber.org/papers/w17065; and Laurie Goodman and others, Modification Effectiveness: The Private Label
Experience and Their Public Policy Implications (report prepared by Amherst Securities Group for the Pew
Charitable Trusts, May 30, 2012).
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Comparing Loan Modifications for Particular Borrowers

For each group of borrowers and for each modification approach (no modification, standard HAMP,
HAMP PRA, principal forgiveness to 100 percent LTV, and principal forgiveness to 90 percent LTV),
CBO estimated borrowers’ default rates and subsidy costs. To illustrate the variation in outcomes across
the modification approaches, CBO considered a borrower who, without a loan modification, has a
$200,000 loan balance, 6 percent interest rate, 160 percent LTV ratio, 60 percent DTI ratio, credit score of
660, and 60 days of delinquent payments (see Table 5 and Figure 2). That illustrative borrower’s LTV
ratio, DT1 ratio, credit score, and number of days of delinquent payments represent the approximate
midpoint of the range of values analyzed by CBO rather than those of a representative eligible borrower.
As such, because the cost of each modification varies considerably with the characteristics of the
borrowers and loans within each group, it is the mix of eligible borrowers who participate that ultimately
determines the relative cost of each policy.

In CBO’s analysis, the reduction in postmodification DT1 and LTV ratios is the key driver for improving
borrowers’ performance on the modified loan. The relative subsidy costs per borrower of different
modifications are determined by the changes in default losses created by the modification and the cost to
the GSEs of the payment relief offered to the borrower. The structure of that payment relief is an
important factor, as different types of concessions yield different changes in default losses and different
costs to the GSEs, even when the borrower is left with the same postmodification monthly payment.

No HAMP Modification

If they do not receive a HAMP modification, borrowers with a $200,000 loan balance and interest rate of
6 percent will continue to owe a monthly payment of $1,199. Because many of those borrowers are either
delinquent on their loan or considered at risk of default, expected default rates without a modification are
high. For the illustrative borrower with a 160 percent LTV ratio, 60 percent DTI ratio, and credit score of
660, the expected default rate is 80 percent after one year, rising to 97 percent after three years. Across
the entire population of loans analyzed by CBO, approximately 35 percent are expected to default in one
year and more than 50 percent are expected to default by the end of three years. Those default rates
increase for borrowers with higher current LTV and DTI ratios or lower current credit scores.

Standard HAMP

Under HAMP, the payment reduction that borrowers receive is determined by their premodification DTI
ratio. For example, borrowers with a premodification DT] ratio of 60 percent would have their monthly
payment reduced by $570 (from $1,199 premodification to $629 postmodification on a $200,000 loan).
The structure of the modification also varies, as different steps in the HAMP waterfall are required for
different premodification DTI ratios to bring borrowers down to a 31 percent postmodification ratio. For
borrowers with a starting DTI ratio of 60 percent, the postmodification target DTI ratio is reached by
reducing their interest rate to the floor of 2 percent and extending their loan term to 453 months.

Default rates are lower under standard HAMP than under a policy of no modification, particularly in the
years immediately following a payment reduction. (Default rates after one year are projected to be more
than 60 percentage points lower, CBO estimates.) Over time, however, the difference in default rates

narrows, according to CBO’s simulation, as the impact of high annual default rates under HAMP causes
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total defaults to continue to accumulate, and total defaults for borrowers not receiving a modification slow
as there are fewer borrowers left to default after the first few years.

Finally, subsidy costs to the GSEs increase by offering HAMP modifications to borrowers who do not
show a large enough improvement in expected defaults to offset the costs incurred by offering a lower
monthly payment. For example, the subsidy cost for the illustrative borrower described above increases
by nearly $11,000 under standard HAMP relative to the cost under no modification. Other borrowers,
particularly those with lower premodification DTI ratios and higher LTV ratios, will show a smaller
increase or even a subsidy cost decrease under HAMP, CBO estimates.

HAMP Principal Reduction Alternative

In the case of HAMP PRA, borrowers would receive the same postmodification monthly payment as
under standard HAMP for each premodification DTI ratio. Unlike HAMP, however, the structure of that
payment relief would differ depending on the borrower’s premodification LTV ratio. Borrowers with a
premodification LTV ratio of less than 115 percent, which is already below the HAMP PRA target, would
receive a modification identical to standard HAMP across all premodification DTI buckets. For higher
LTV ratios, principal forgiveness would play a larger role in reducing the borrower’s monthly payment to
31 percent DTI. For example, borrowers with a premodification DT ratio of 60 percent and an LTV of
160 percent would receive both principal forgiveness and an interest rate reduction, but not the term
extension required under standard HAMP.

HAMP PRA would reduce expected defaults relative to standard HAMP for all borrowers with a
premodification LTV ratio greater than 115 percent, CBO estimates, as borrowers respond to both a lower
monthly payment and increased equity. Those improvements would be relatively modest one year after
the modification but would grow over time as expected defaults for standard HAMP borrowers, who
received no reduction in their loan balance, accumulate.

HAMP PRA would lower costs to the government relative to standard HAMP for the illustrative borrower
and other borrowers who show a large enough improvement in expected default costs to cover the amount
of principal forgiven. In most cases, the advantage of HAMP PRA decreases as the LTV ratio decreases,
as those less distressed borrowers perform well on their loans even without the principal forgiveness
concession provided under HAMP PRA. As the LTV ratio increases, however, HAMP PRA would have
an advantage, CBO estimates, as the combination of principal forgiveness, interest rate reductions, and
term extensions reduced default costs more than interest rate and term changes alone.

Principal Forgiveness to 100 Percent of Home Value

For principal forgiveness down to 100 percent LTV, the size of the borrower’s monthly payment
reduction would be determined by his or her premodification LTV ratio, so that borrowers with a higher
current LTV ratio would receive the largest reduction. For example, borrowers with a premodification
LTV ratio of 160 percent and a DT ratio of 60 percent would receive a postmodification monthly
payment of $671 (a reduction of $528) for a $200,000 loan, which exceeds the payment they would
receive under either HAMP or HAMP PRA. In some cases, principal forgiveness to 100 percent might
reduce the postmodification payment and DT] ratio below the HAMP payment based on a target DT] ratio
of 31 percent.
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Unlike standard HAMP, in which the size of a borrower’s payment reduction is independent of his or her
LTV ratio, the amount of the payment reduction would increase as the premodification LTV ratio
increased under principal forgiveness to 100 percent. As a result, the reduction in expected defaults under
principal forgiveness to 100 percent LTV relative to HAMP would increase as the premodification LTV
increased. At a premodification DT ratio of 60 percent and LTV ratio of 120 percent, for example, CBO
estimates that expected defaults under principal forgiveness to 100 percent would exceed those under
HAMP after one year, as the borrower would receive a larger reduction in his or her monthly payment
under HAMP. At a premodification DTI ratio of 60 percent and LTV ratio of 200 percent, however,
expected defaults under HAMP after one year would be much higher than those under principal
forgiveness to 100 percent LTV, in which case both the borrower’s payment and the mortgage balance are
cut in half.

Principal forgiveness to 100 percent LTV would be less costly than standard HAMP for a borrower with a
160 percent LTV ratio, 60 percent DT] ratio, and credit score of 660 and for many other groups of
borrowers. Even at the highest levels of current LTVs, for which the amount of principal forgiven is
greatest, the reduction in default costs for borrowers is often large enough to offer an improvement over
HAMP.

Principal Forgiveness to 90 Percent of Home Value

Principal forgiveness to 90 percent LTV would produce similar results relative to standard HAMP to the
alternative of reducing principal to 100 percent of a home’s current value. The main difference is that a
larger reduction in the loan balance would yield a larger reduction in monthly payments and more positive
equity, both of which would serve to lower defaults relative to principal forgiveness to 100 percent. For
example, borrowers with a premodification LTV ratio of 160 percent would receive more principal
reduction ($87,500 versus $75,000 for principal forgiveness to 100 percent) and a smaller monthly
payment ($604 versus $671 for principal forgiveness to 100 percent) under principal forgiveness to 90
percent. Both factors would serve to drive defaults lower because of the larger reduction in
postmodification LTV.

Like principal forgiveness to 100 percent, principal forgiveness to 90 percent LTV would be less costly
than standard HAMP for the illustrative borrower and many other groups of borrowers.

Total Budgetary Costs and Impact on Borrowers

The net costs of the options relative to current policy capture the differences in the costs per borrower and
the rates of participation in the populations of eligible and potentially eligible borrowers. CBO evaluates
the impact on borrowers by comparing the expected numbers of modifications and defaults. For those
effects, CBO reports central estimates (which use the agency’s best estimates of values for key parameters
of relevant economic behavior) and ranges based on alternative assumptions.

CBO’s Central Estimates
CBO examined the costs and impact on borrowers of standard HAMP (current policy) and the three
options.
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e Standard HAMP. Offering HAMP alone will result in 227,000 modifications and expected
defaults of 599,000, CBO projects (see Table 6).

e Option 1: Standard HAMP or HAMP Principal Reduction Alternative. Combining HAMP PRA
with standard HAMP would generate 29,000 additional modifications and avert 18,000 defaults,
generating expected savings to the government of $0.16 billion.

e Option 2: Standard HAMP or Principal Forgiveness to 100 Percent of a Home’s Value. HAMP
offered in tandem with principal forgiveness to 100 percent LTV would produce 26,000 more
modifications than HAMP alone and reduce defaults by 43,000. That combination would generate
savings to the government of $2.77 billion.

e Option 3: Standard HAMP or Principal Forgiveness to 90 Percent of a Home’s Value. The
combination of standard HAMP and principal forgiveness to 90 percent LTV would increase
modifications by 57,000 and reduce defaults by nearly 95,000 when compared with standard
HAMP. Savings to the government under this option would be $2.21 billion, CBO estimates.

In all three options, the combination of standard HAMP and principal forgiveness would result in a lower
cost to the government than offering either modification program alone, CBO estimates. In addition to
reducing costs, augmenting HAMP with principal forgiveness and providing the GSEs with control over
which option a borrower is offered would act as a mitigant to participation by borrowers who would
increase the cost to the GSEs relative to receiving no modification. Because borrowers would be uncertain
whether they would receive a principal forgiveness modification or a standard HAMP modification,
relatively few additional borrowers would be willing to risk the potential negative effects of becoming
delinquent to qualify for that modification. In addition, borrowers who would make themselves eligible
for HAMP by becoming delinquent would only receive a principal forgiveness modification if offering
that option lowered expected costs to the GSEs relative to HAMP. CBO expects that given the observable
characteristics of borrowers and their loans, most borrowers in this population would be offered HAMP
modifications without principal forgiveness. Approximately 7,000 of such borrowers, or slightly more
than 1 percent of the total population of borrowers, would receive a principal forgiveness modification
under Option 1, CBO estimates. Those numbers increase to 12,000 borrowers (or 2 percent) for Option 2
but fall to 5,000 borrowers (or 1 percent) for Option 3.

As an alternative to having the GSEs choose the type of modification offered, the program could be
designed to allow eligible borrowers to select the type of modification they would receive (see Table 7).
That approach would increase borrower participation and reduce foreclosures but would boost costs to the
government relative to CBO’s central estimate. A larger proportion of the potentially eligible population
would receive principal forgiveness modifications, and those loans would impose a small cost relative to
costs under standard HAMP. Under Option 3, for example, 85,000 potentially HAMP-eligible borrowers
would opt for a principal forgiveness modification to 90 percent of their home’s current value. As a result,
costs to the government would increase by $2.9 billion relative to CBO’s central estimate when the GSEs
choose the type of modification offered, or $0.7 billion compared with costs under current policy.

Effects of Additional Participation Induced by Principal Forgiveness
Every loan group in CBO’s analysis generates some expected cost to the GSEs if it is not modified.
Introduction of a program of principal forgiveness, which induces additional borrowers to participate,
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changes that expected cost. In some cases, modifying the loan amount may lower the expected cost to the
GSEs. For example, some borrowers have a very high expected default rate and, therefore, very high
expected cost of default. Inducing those borrowers to seek a modification will reduce costs to the GSEs if
the reduction in expected default costs exceeds the cost of the payment reduction granted to the borrower
as a part of the modification.

In other cases, allowing new borrowers to participate in the program may raise the expected cost to the
GSEs. For example, some borrowers have a very low expected default rate and, therefore, very low
expected cost of default. Inducing those borrowers to seek a modification will do little to reduce their
already low expected default cost. It will, however, raise the expected cost of the loan because the GSEs
will bear the cost of the payment reduction granted as a part of that modification.

Moral hazard, whereby borrowers might become delinquent in order to obtain principal forgiveness but
would not have done so in the absence of the program, is one form of costly participation. For example,
borrowers may know that they are very unlikely to default on their mortgage because they have access to
funds that the lender does not know about. Under those circumstances, offering principal forgiveness to
those borrowers results only in an increase in expected costs to the GSEs because the principal reduction
offers little to no offsetting benefit from reducing the likelihood of default.

In CBO's analysis, the HAMP-eligible and potentially HAMP-eligible populations have borrowers of both
types: those for whom a modification would raise expected costs to the GSEs, and those for whom it
would reduce expected costs. That finding is in contrast to the analysis by FHFA, which treats all
additional participants as costly because of moral hazard. The potentially HAMP-eligible population, with
its better average credit profile and lower expected default costs without a modification, has a greater
proportion of borrowers for whom a principal forgiveness modification would raise expected default costs
relative to no modification. However, for the central estimate CBO assumed that those borrowers would
be offered a principal forgiveness modification only if that modification lowered expected costs relative
to HAMP. (Potentially eligible borrowers who did not pass that test do not receive any modification.)
That test reduces the cost of offering principal forgiveness to the potentially HAMP-eligible population.
The HAMP eligibility requirements, which are assumed to also apply to principal forgiveness
modifications and hence restrict eligibility to borrowers who are, on average, more distressed than the
entire population of underwater borrowers, contributes to that result.

Analysis Under Alternative Assumptions

CBO's estimates of borrowers’ defaults and costs to the government may be significantly higher or lower
than CBO's central estimate because of the lack of historical data or experience dealing with distressed
mortgages on a large scale and the inherent uncertainties in estimating the likely response of borrowers to
mortgage modifications. CBO’s statistical models were developed using data from performing and
nonperforming mortgage loans over a long period of time. Although CBO adjusted those models to
attempt to capture borrowers’ response to HAMP, the models still may not completely reflect how
borrowers react in dealing with a modified loan. Furthermore, the only evidence on the response of
borrowers to principal forgiveness comes from non-GSE loans, which may not be representative of the
response among borrowers on GSE-backed loans.

The following concerns may be particularly important:
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o Potentially HAMP-eligible borrowers may be more or less likely to default to become eligible for
principal forgiveness than CBO’s models predict;

o Defaults by borrowers may be more or less sensitive to changes in monthly payment (as
measured by the postmodification DT ratio) than CBO’s models predict;

o Defaults by borrowers may be more or less sensitive to LTV ratios than CBO’s models predict;
and

e The market risk premium, a measure of the sensitivity of private investors to losses that cannot be
avoided through diversification (known as market risk), may be higher or lower than CBO
estimates.

To assess the potential impact of those concerns, CBO recalculated the total subsidy cost for each
scenario (standard HAMP and the three policy options combining HAMP and principal forgiveness)
under a range of conditions that differ from those in CBO’s central estimate (see Table 8 for a summary
of the range of estimates and Appendix D for a description of the specific sensitivity tests CBO performed
and more detailed estimates). To the extent possible, CBO chose values for alternative parameters that
encompassed the range of opinion of outside experts on what those parameters might be.

This sensitivity analysis points to three main conclusions:

o Expected defaults and total budgetary costs are quite sensitive to modeling assumptions,
particularly with respect to borrowers’ sensitivity to LTV ratios and investors’ sensitivity to
market risk. Adjusting those sensitivities yields subsidy costs that are nearly $10 billion above or
below CBQ’s central estimate, creating a total range of nearly $20 billion for each scenario.

e The improvement in expected defaults created by principal forgiveness compared with standard
HAMP is robust across all changes to modeling assumptions.

e Options 2 and 3 result in savings relative to standard HAMP under nearly the entire range of
conditions tested here, indicating that the expected improvement in budgetary costs offered by a
combination of HAMP and certain forms of principal forgiveness is fairly robust across the range
of alternative assumptions analyzed by CBO.

The one sensitivity test that generated a cost to the government for principal forgiveness (relative to
current policy) was the assessment of potential moral hazard, or whether borrowers who would not
default without the introduction of principal forgiveness would do so in order to participate in such a
program. As a part of that test, CBO made two adjustments to its central estimate:

o Potentially HAMP-eligible borrowers were assumed to be less likely to default in the absence of a
modification; and

e Potentially HAMP-eligible borrowers were assumed to be more likely to participate in principal
forgiveness once it was made available to them.
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Based on that approach, decreasing expected defaults for potentially HAMP-eligible borrowers alone
reduces but does not eliminate budgetary savings associated with augmenting standard HAMP with
principal forgiveness under Options 1, 2, and 3 (see Table 9). If that default rate reduction is combined
with an expectation that the GSEs are not as effective at assigning borrowers to the lowest-cost
modification (specifically, that effectiveness would be as low as when borrowers select the type of
modification they would receive), savings to the government are further reduced. If those two conditions
are combined with a doubling of the participation rate by potentially HAMP-eligible borrowers, Option 1
and Option 3 no longer offer budgetary savings relative to current policy. Only Option 2, augmenting
standard HAMP with principal forgiveness down to 100 percent, maintains its cost advantage over
standard HAMP under all three scenarios.

Finally, the savings generated by principal forgiveness found in CBO’s estimates are broadly consistent
with FHFA’s analysis of expected losses and benefits to the government for a portfolio of underwater
borrowers with GSE-backed loans receiving a standard HAMP or HAMP PRA maodification, which
shows that small savings would result from HAMP PRA.?® Most of the difference between FHFA’s and
CBO’s estimates can be reconciled to differences in assumptions about populations of borrowers and
modeling methodologies (see Appendix D for a detailed comparison of FHFA’s and CBO’s analyses).

Effects on the Macroeconomy

The options could spur economic activity by boosting the amounts that households spend because of
increases in their monthly disposable income, net wealth, and creditworthiness (facilitating borrowing for
their purchases of automobiles and other durable goods).* In CBO’s view, the effects of the options on
consumer spending would depend primarily on the resulting increase in households’ resources and on the
number of foreclosures averted, but those effects would be small. Specifically, even if a much higher
fraction of the principal forgiven was spent in the near term than is typical following an increase in wealth
and if the indirect effects on the economy were equal to CBO’s high estimates of those effects (generating
an additional $1.50 of other spending per dollar of direct increase in consumer spending), the total effect
from the options with the largest amount of principal forgiven would be an increase in gross domestic
product of less than one-tenth of 1 percent in the near term, CBO estimates.

# Federal Housing Finance Agency, Review of Options Available for Underwater Borrowers and Principal
Forgiveness (July 2012), www.fhfa.gov/Default.aspx?Page=403.

%0 Another potential effect of the options is a reduction in “house lock,” a circumstance in which borrowers who owe
more than the value of their home are constrained in their ability to move to take advantage of employment outside
of their local area. Research has found mixed evidence on the effects of such situations on migration or labor
mobility. One study focusing on permanent moves finds negative equity reduces household mobility by 30 percent;
see Fernando Ferreira, Joseph Gyourko, and Joseph Tracy, Housing Busts and Household Mobility: An Update,
Economic Policy Review (Federal Reserve Bank of New York, November 2012). In contrast, another study that
included permanent and temporary moves by homeowners found that homeowners who had negative equity were
slightly more likely to move than homeowners who had positive equity; see Sam Schulhofer-Wohl, “Negative
equity Does Not Reduce Homeowners’ Mobility,” Federal Reserve Bank of Minneapolis Quarterly Review, vol. 35,
no. 1 (February 2012), pp. 2-14, www.minneapolisfed.org/research/pub_display.cfm?id=4820.
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With respect to the housing market, the overall impact of any of the options would also be small on a
national scale, although some local areas might see a larger effect; the number of foreclosures averted by
the policy would probably have a minor impact on the path of future home prices overall, given the total
size of the housing market. In addition, the options would not create significant additional demand for
homes, because all participants would already own at least one property.

This paper focuses on policies targeted toward borrowers who have missed payments and are underwater
on their mortgage; policies with broader eligibility could have larger effects. For example, in November
2011, CBO analyzed a policy subsidizing the interest rate on certain mortgages refinanced by borrowers
currently making their payments—specifically, providing a subsidy of 0.25 percentage points to the
interest rate for the refinancing of loans during 2012 under the terms of the Home Affordable Refinancing
Program.* CBO estimated that adding that interest rate subsidy to HARP would have raised economic
output over two years by $0.20 to $1.10 per dollar of total budgetary cost. Because the number of
borrowers eligible under that policy of subsidizing interest rates would be much greater than those
eligible under the options in this paper, both the budgetary cost and the effects on the macroeconomy
would be substantially larger.

%! See the testimony of Douglas W. Elmendorf, Director, Congressional Budget Office, before the Senate Committee
on the Budget, Policies for Increasing Economic Growth and Employment in 2012 and 2013 (November 15, 2011),
pp. 29-31, www.cho.gov/publication/42717.
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Appendix A:

Issues in Designing Principal Forgiveness Options

In implementing principal forgiveness at Fannie Mae and Freddie Mac—two government-sponsored
enterprises (GSEs)—the Federal Housing Finance Agency (FHFA) and other policymakers would need to
make a number of decisions on key design elements of the program. Those decisions—which would
affect the expected number of borrowers who participate and the budgetary cost of the program—include:
the amount of principal forgiveness, approaches to reduce moral hazard, eligibility requirements, the
handling of default after modification, the role of private mortgage insurers and second mortgages,
expenditures on operational costs, and timing.

Amount of Principal Forgiveness

The key design consideration is how much principal to forgive. To be cost-effective, each dollar of
principal forgiven must be recouped through savings from averted defaults. An amount of principal
forgiveness that is too small may not generate as large an improvement in default rates as a larger amount
of forgiveness. However, increasing the amount of principal forgiveness will most likely attract more
borrowers to the program, some of whom may not be at risk of foreclosure. The three principal
forgiveness options that the Congressional Budget Office (CBO) considered in this analysis differ
primarily in how much forgiveness borrowers are offered.

Approaches to Reduce Moral Hazard

Principal forgiveness programs have been cited as particularly vulnerable to “moral hazard”— a tendency
for people to be more willing to take risks for which the potential costs or burdens will be borne in whole
or in part by others —because borrowers’ incentive to become delinquent to obtain a lower mortgage
balance may be stronger than for other types of modifications.*

The Home Affordable Modification Program (HAMP), the main modification program used by the GSEs,
and the HAMP Principal Reduction Alternative (HAMP PRA) already include a number of mitigants to
moral hazard. Participating in HAMP has an adverse impact on a borrower’s credit score, which helps to
discourage borrowers with good credit and no distress from participating. The ultimate impact on credit
depends on a number of factors, including the delinquency status of the borrower before modification. For
example, nondelinquent borrowers who have also maintained their payments on other financial
obligations may suffer the most significant reduction in their credit score by accepting a modification,
while severely delinquent borrowers (and those with a history of nonpayment on other loans) will have
already seen their credit scores decline below a level acceptable to most lenders. In addition, borrowers

%2 Federal Housing Finance Agency, Review of Options Available for Underwater Borrowers and Principal
Forgiveness (July 2012), www.fhfa.gov/Default.aspx?Page=403.
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who receive a principal reduction may experience a tax burden associated with the amount of principal
forgiven, as that forgiveness may count as income in the period in which it is received.*

HAMP also imposes checks on borrowers’ income and ability to pay, which tend to reduce moral hazard
because lowering income partially offsets potential benefits from a mortgage modification (although
borrowers may also misrepresent income to become eligible). Finally, for a borrower to receive a HAMP
offer, the modification must increase the expected value of the loan to the GSEs relative to the value if the
loan remains unmodified, referred to as the net-present-value test. For its analysis, CBO assumes that all
of those conditions would continue to apply to the principal forgiveness alternatives. In addition, CBO
assumes that eligibility would be restricted to borrowers who are underwater on their mortgage (not
counting any second mortgages or home equity lines of credit).

Several approaches have been proposed by policymakers, academics, and industry participants to address
those moral hazard concerns in other ways.>* The most straightforward approach would be to offer
principal forgiveness only to borrowers who were delinquent at the time the program was announced.
That rule would have the disadvantage of excluding borrowers who became delinquent after the cutoff
date but for whom principal forgiveness would be the lowest cost solution for the GSEs.

Alternatively, policymakers could make the option less attractive to borrowers in ways that would not
affect their ability or willingness to make payments on a modified loan. One such cost already exists in
the form of a negative impact on the borrower’s credit score. An additional cost could be to allow the
investor in the modified loan greater access to the borrower’s other assets or income in the event of a
future default (also known as a “recourse” loan). Another approach would be to forgive a portion of the
loan in exchange for granting the lender a claim on future equity or home appreciation—known as a
“shared appreciation” modification. (See Appendix B for an overview of such modifications.) CBO does
not incorporate a cutoff date, changes to the borrower’s recourse obligation, or shared appreciation as
additional mitigants in this analysis.

Eligibility Requirements

Policymakers and FHFA would need to make several decisions about which borrowers would be eligible
for principal forgiveness. In all cases, broader eligibility would expand participation and increase the
number of borrowers who might benefit from a modified loan. However, the type of borrowers who are
made eligible will have an impact on delinquency rates and costs to the government. Allowing
participation by borrowers who are too distressed to sustain the modified payment for an extended period
may do little to reduce defaults and may ultimately increase the program’s costs. Conversely, allowing
relatively less distressed borrowers to participate may increase costs to the government if those borrowers
would have continued to pay their mortgage even with a less generous modification program.

% Generally, forgiven debt is considered income for tax purposes. The Mortgage Debt Relief Act of 2007 allows
taxpayers to avoid taxation of certain income created from forgiveness of mortgage debt on their principal residence;
that provision was extended until January 1, 2014, in the American Taxpayer Relief Act of 2012 (enacted on
January 1, 2013).

% Laurie Goodman and others, Modification Effectiveness: The Private Label Experience and Their Public Policy

Implications (report submitted by Amherst Securities Group to the Pew Charitable Trusts Conference on Strategies
for Revitalizing the Housing Market, May 30, 2012).
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Some of the key eligibility criteria to be addressed include the following:

e In addition to delinquent borrowers, would borrowers who are current on payments but deemed to
be at risk of imminent default be eligible?

o Would the number of months of delinquent payments among eligible borrowers be capped?
o Would borrowers who own vacation homes or investment properties be eligible?
e Would eligibility be based on borrowers’ current credit score?

In all cases, CBO selected eligibility criteria consistent with the standard HAMP (Tier 1) program for
each of the policy options.* Specifically, borrowers would be eligible if they are delinquent on mortgage
payments or provide evidence of financial distress, with no cap on the number of months of delinquency
required to qualify. Only owner-occupants would be eligible, and no credit score restrictions would be
imposed.

Handling of Default After Modification

Borrowers could be required to “earn” their forgiven principal through continued timely payment on their
modified loan. Similar to the approach used by HAMP PRA, Options 2 and 3 assume that principal would
be forgiven in annual increments over a three-year period. If a borrower defaulted before the end of the
“early termination window,” he or she would be required to repay the unearned portion of the forgiven
principal. Although such conditions may reduce the expected cost of the program by making the
reinstated principal eligible for repayment through some form of recovery (such as the proceeds from a
foreclosure sale or through recourse), they may also reduce borrowers’ willingness to continue to make
payments on the modified loan as they may still remain deeply underwater during the first few years of
the modification.

The Role of Private Mortgage Insurers and Second Mortgages

If principal is forgiven on the primary, or first, mortgage on a home, then the likelihood of default on that
mortgage is reduced—thereby lowering expected payments by private mortgage insurers that make
payments to lenders in the event of default. (Generally, mortgage insurance policies pay the lender a
claim based on a “coverage percentage” applied to the unpaid principal balance. The coverage percentage
is based on the original loan-to-value ratio and the term of the loan.) The GSEs can renegotiate the private
mortgage insurance contract as a part of the modification. Alternatives include requesting a partial
payment from the insurer to defer the cost of the principal write-down (also known as a “preclaim”
advance) or resetting the principal balance to the premodification amount to calculate a future private
mortgage insurance claim should the modified loan ultimately default.

Similarly, if principal is forgiven on the first mortgage on a home, then the likelihood of default on a
second mortgage is also reduced—benefiting the investor in the second mortgage. According to standard

% Effective June 1, 2012, HAMP was expanded beyond the original HAMP eligibility criteria (Tier 1) to include a
broader set of borrowers (Tier 2). That expansion made HAMP available to investor loans and provided greater
flexibility with respect to target postmodification debt-to-income ratios, among other changes. The eligibility criteria
considered by CBO for this analysis are for those loans in Tier 1.
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practice, however, the first mortgage has highest priority for repayment and a second mortgage would
generally absorb losses up to the entire value lent before the first mortgage absorbed a loss such as from
principal forgiveness. Therefore, the GSEs, as investors in first mortgages, could request concessions
from investors in second mortgages on properties of borrowers who are eligible for a modification to their
first mortgage. For example, the GSEs could request principal forgiveness in a second mortgage
proportional to that in the first mortgage. Alternatively, the GSEs could make all loans with a second
mortgage ineligible for a principal forgiveness modification on the first. While that policy could limit the
scope of the program, it would reduce operational issues and concerns about mortgage priority.

For all options, CBO assumed that current private mortgage insurance coverage would stay in effect
without change. In the case of principal forgiveness, the claim would be paid on the basis of the
postmodification loan amount, which would generally reduce the size of claim payments by insurers in
the event of a subsequent default. In cases in which no mortgage insurance exists on the loan prior to
modification, CBO assumed that situation would continue after the modification. CBO’s analysis does not
reflect any additional compensation from private mortgage insurers or second-lien holders who would
benefit from the smaller losses that would result from a modification.

Expenditures on Operational Costs

Each of the principal forgiveness approaches CBO examined may create additional operational, technical,
or legal issues for the GSEs relative to current policy, raising indirect costs of the modification. Such
indirect costs could also complicate the strategy for piloting or testing principal forgiveness on a smaller
scale as investments to resolve legal, technical, or operational barriers must be made before launching a
modification program. Because of those concerns, the GSEs and others have attempted to thoroughly
evaluate the costs, benefits, and potential scope of a principal forgiveness modification program. FHFA
estimated that a principal forgiveness modification option could cost the GSEs approximately $70 million
to $90 million and take more than a year to implement.*

CBO incorporated $80 million, or the midpoint of that estimate, as the cost to the GSEs of implementing
principal forgiveness in the options it analyzed.

Timing

Not all eligible borrowers who choose to participate in a modification program will receive that
modification immediately. First, it will take the GSEs and mortgage servicers some time to implement
principal forgiveness. Second, some borrowers choose to apply for a modification as soon as they
experience delinquency or distress, whereas others wait some time. Finally, once they decide to apply,
borrowers must complete a modification application and satisfy any requirements necessary to receive a
permanent modification, including completion of any trial modification that is part of the program.

Although HAMP is set to expire on December 31, 2013, CBO’s analysis is based on modifications that
would be performed over a period of two years after the GSEs have implemented a principal forgiveness
modification program. In addition, the analysis is based only on permanent modifications, considering

% Federal Housing Finance Agency, Review of Options Available for Underwater Borrowers and Principal
Forgiveness (July 2012).
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borrowers who failed to successfully complete a trial modification as nonparticipants. Thus, “current
policy” in this analysis reflects the assumption that HAMP would be extended for at least one additional
year.
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Appendix B

Shared Appreciation Modifications

One potential strategy for mitigating moral hazard associated with principal forgiveness modifications
that has received considerable attention is the use of shared appreciation.*” A shared appreciation
modification (SAM) allows the investor in a mortgage to share in future appreciation of the value of the
underlying home in exchange for forgiving a portion of the loan balance. At least one major servicer has
implemented SAMs, combining principal reduction with a program that gives 25 percent of the home’s
appreciation in value to the investor.® For example, a borrower who owes $120,000 on a home with a
current value of $100,000 may have the loan written down to $95,000 in exchange for granting the
investor the right to receive 25 percent of any future increase in the value of the home (see Figure B-1).

When the home is sold, the proceeds of the sale go first to paying off the remaining balance on the
modified loan. The remaining proceeds are split between the homeowner and the investor, with the exact
nature of the split determined by the SAM contract (see Table B-1 for an overview of design
considerations in a SAM). Assuming that split is based solely on the appreciation in a home’s value from
modification to sale ($50,000 in this example), the investor will receive $12,500 and the homeowner will
receive the remaining proceeds of $57,500. The homeowner’s share of proceeds in this example comes
from three different sources of equity:

e 35,000 initial equity created at the time of modification;
e $37,500 from the 75 percent share of the home’s appreciation in value; and
e $15,000 from the pay-down of the modified mortgage from $95,000 to $80,000.

The shared appreciation arrangement is designed to address concerns about moral hazard by raising the
cost of the modification to borrowers and to reduce the net cost to investors by granting them some future
claim on home appreciation to offset the loss they experienced from the principal reduction. With respect
to moral hazard, the prospect of sharing future home appreciation with a third party may be sufficient to
dissuade some nondistressed homeowners from seeking a principal forgiveness option using shared
appreciation. The strength of that deterrent depends on a number of factors, including the borrower’s

¥ For references to the use of shared appreciation in modifications, see Andrew Caplin and others, Facilitating
Shared Appreciation Mortgages to Prevent Housing Crashes and Affordability Crises, Discussion Paper 2008-12
(Brookings Institution, The Hamilton Project, September 2008),
www.brookings.edu/research/papers/2008/09/mortgages-caplin; John Griffith and Jordan Eizenga, Sharing the Pain
and Gain in the Housing Market (Center for American Progress, March 2012),
www.americanprogress.org/issues/housing/report/2012/03/29/11251/sharing-the-pain-and-gain-in-the-housing-
market; and Sanjiv R. Das, “The Principal Principle,” Journal of Financial and Quantitative Analysis (forthcoming),
http://dx.doi.org/10.1017/S0022109012000506.

% Jon Prior, “Ocwen Reduces Principal on Old Saxon Mortgages,” HousingWire (September 7, 2012),
www. housingwire.com/news/ocwen-slashes-principal-old-saxon-mortgages.
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expectations for future home appreciation. If borrowers expect rapid appreciation, the prospect of sharing
that growth with an investor may far outweigh the prospect of receiving a reduction in their loan balance
today. However, if borrowers expect home prices to grow slowly (or to continue to decline), the future
cost of sharing that appreciation may be somewhat low, reducing the effectiveness of SAMs in mitigating
moral hazard.

From the investor’s perspective, the value of a shared appreciation modification depends on the
expectation of borrowers’ behavior and the future path of home prices. For investors to collect on their
share of appreciation granted under the SAM, two things must happen. First, the home must appreciate in
value enough to generate a claim. Second, some event must take place that triggers the termination of the
SAM contract, such as the sale of the home. The combination of those two factors will affect not only the
amount that the investor collects at some point in the future but also the value the investor places on the
contract at the time of the modification.*® For example, if the homeowner sells the home shortly after the
SAM is put in place, the amount of appreciation (and the investor’s share) is likely to be limited.
However, the investor will receive that share quickly, which increases the present value of the expected
future cash flows to the investor. But if the homeowner remains in the home for several years, the
probability of future home price increases may be higher.*’ The present value of those increases may be
lower, however, given that they will not be collected for many years (see Table B-2 for a stylized example
of SAM investor cash flows).

Investors must also address a number of issues in implementing a shared appreciation modification
program, including the following:

o Legal contracts to clearly define the rights and responsibilities of the investor and the
homeowner;

¢ Educational materials to enhance consumers’ understanding of their contractual obligations; and

e Technological and operational changes to acquire, track, report, and terminate SAM interests.

% The presence of a SAM would reduce net losses for the investor from offering a principal forgiveness
modification. The extent of that reduction would depend on the value placed on the SAM claim at the time of
initiation.

“0 In most models that project home prices, those prices depend on the expected future value as well as the volatility
of those values. Both factors will play a role in how an investor values a SAM at the time the contract is initiated.

30



Case 4:18-cv-12652-TSH Document 1-8 Filed 12/28/18 Page 33 of 69

Appendix C

Modeling Approach and Assumptions

All results in this paper were derived using the Congressional Budget Office’s (CBO’s) macroeconomic
forecast and models of mortgage defaults and prepayments. Estimates of costs were developed from those
models using standard financial techniques. This appendix briefly describes those models and techniques
as well as adjustments made to reflect the unique nature of the specific policy options analyzed in this

paper.

Modeling Mortgage Performance

CBO estimated statistical models of prepayment, default, and loss-given-default using data provided by
the Federal Housing Finance Agency (FHFA) and the Federal Housing Administration (FHA). The
prepayment and default models were developed using a sample of approximately 2.2 million single-
family mortgages guaranteed by the government-sponsored enterprises (GSEs), Fannie Mae and Freddie
Mac, over the 1989-2011 period. The models use the set of static and dynamic explanatory variables
contained in Table C-1 to predict the conditional probability that a mortgage will prepay or default during
a particular quarter.*

As measured by the model, default is defined as a borrower missing three consecutive mortgage payments
and thus becoming 90-days delinquent on the loan. Because not all borrowers who miss three payments
ultimately result in a guarantee claim against the GSEs, default rates generated by CBO’s model are
reduced before a loss is calculated. CBO used the following transition rates from delinquent status to
default:

Borrowers who were current at the time of the modification decision have a 50 percent transition
rate from a subsequent 90-day delinquency to default;

e Borrowers who were 30 to 59 days delinquent at the time of the modification decision have a 60
percent transition rate from a subsequent 90-day delinquency to default;

o Borrowers who were 60 to 89 days delinquent at the time of the modification decision have a 70
percent transition rate from a subsequent 90-day delinquency to default;

e Borrowers who were 90 to 119 days delinquent at the time of the modification decision have a 80
percent transition rate from a subsequent 90-day delinquency to default;

e Borrowers who were 120 to 179 days delinquent at the time of the modification decision have a
90 percent transition rate from a subsequent 90-day delinquency to default; and

*! Static variables are based on a single observation captured either at the time of a loan’s origination or
modification. Dynamic variable values change over the life of the mortgage and are updated each period to reflect
the latest values.
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e Borrowers who were 180 or more days delinguent at the time of the modification decision have a
100 percent transition rate from a subsequent 90-day delinquency to default.

Those transition rates are higher than standard transition rates for borrowers moving from delinquency to
default.** However, a higher transition rate is consistent with the assumption that borrowers with previous
delinquency (which, in this case, was resolved through a modification) are more likely to default than
those who have not missed a prior mortgage payment.

CBO made an additional adjustment to the default model to reflect the potential that borrowers with a
modified loan may be more sensitive to debt-to-income (DTI) ratios than the population as a whole. That
adjustment, which was used to calibrate the parameters of the default model, involved doubling the
coefficient of the DTI parameter in the default equation. That change was designed to yield 1-year default
rates for the Home Affordable Modification Program (HAMP) policy option in line with redefault rates
published by the Department of the Treasury and the Office of the Comptroller of the Currency for loans
modified under the program. In tandem, CBO also adjusted the constant of the equation such that the
projected default rates in the case of no modification were equal to those generated by the model without
the adjustment to the DT coefficient.

The loss-given-default model was developed using a sample of FHA mortgages terminated by a claim
between 1990 and 2011, consisting of more than 800,000 claims. The model predicts the severity of the
loss the GSEs will experience once a default occurs, using the set of static and dynamic parameters
provided in Table C-2.

FHA data were used for the model because robust data on FHA claims was more readily available to
CBO than claims information on the GSEs themselves. FHA severity is often higher than GSE severity as
a result of the presence of private mortgage insurance on some GSE loans. In those cases, the GSES’
losses are reduced by claim payments from the mortgage insurers. FHA loans do not have private
mortgage insurance policies, leaving FHA to bear the full amount of the loss in the event of a default.
Although the impact of mortgage insurance depends on a number of factors—including the age of the
loan, the original loan-to-value (LTV) ratio, and the coverage level of the policy—CBO made the
simplifying assumption that GSE severity rates would be 30 percent lower than the rates generated by the
loss-given-default model based on FHA claims. That assumption reflects a relatively high percentage of
loans having an amount of mortgage insurance coverage consistent with a high LTV ratio at origination.

In addition, CBO calibrated the current loan-to-value parameter of the loss-given-default model to
produce a loss equal to approximately 20 percent of the current value of the home. That 20 percent loss
reflects a weighted average outcome across all potential dispositions (including foreclosure, short sale, or
other future loss-mitigation action) and includes expected settlement charges, disposition costs, and the
value of mortgage insurance coverage, if any.

“2 For example, see Federal Reserve Bank of New York, Quarterly Report on Household Debt and Credit (August
2012) for transition rates from delinquencies of 30 to 60 days to delinquencies of 90 days or more.
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Cash Flows and the Calculation of Subsidy Cost

CBO used the outputs of the prepayment, default, and loss-given-default models to generate quarterly
cash flows for each group of borrowers. Those cash flows provided the foundation for calculating the
expected subsidy cost to the government for a loan under current policy and under each option.

The subsidy cost to the GSEs of a loan held by investors is equal to the cost of the guarantee provided by
the GSEs minus the present value of fees collected by the enterprises and the cost of any concessions
provided on those loans. For the analysis, CBO assumed that the GSEs would collect a 0.25 percent
annual guarantee fee on all loans and would not collect any upfront fees as a part of the modification
process. Because fees collected (other than upfront fees) expose investors to the same risk as
unguaranteed cash flows, those quarterly fee cash flows are discounted at the same rate as the cash flows
associated with the loan without a guarantee.

In addition to the subsidy cost incurred by the GSEs in restructuring loans held by investors, CBO
estimated the cost associated with incremental modifications created by a change in modification policy
on the mortgage-backed securities (MBSs) held directly by the GSEs, the Treasury, and the Federal
Reserve. For that cost, CBO estimated that the modified loans were in securities with a current market
value that is 2 percentage points above par or principal value and that one-half of all incremental
modifications were made to loans contained in MBSs held in the portfolios of federal investors. For
example, Option 3 generated 57,000 incremental modifications, or $11 billion of MBS balances, in
CBO’s central estimate. On the basis of a loss of 2 percentage points and a federal share of 50 percent,
those incremental modifications created a budgetary cost of $0.10 billion. Losses on MBSs held in the
portfolios of federal investors are smaller under Option 1 ($0.06 billion) and Option 2 ($0.05 billion),
respectively. Those amounts, along with the $80 million in operational costs to implement principal
forgiveness, were added to the subsidy cost to calculate the net increase or decrease in the budget deficit
under each option.

CBO calculated the fair-value subsidy cost to the GSEs of a guarantee on a loan held by investors as the
difference between the present value of the loan with a guarantee reimbursing the investor for credit
losses and the present value of that same loan without a guarantee.”® The investor in the loan with a full
credit guarantee receives scheduled payments of principal and interest, prepaid principal, and defaulted
principal in each period. The investor in the loan without the guarantee receives payments of scheduled
principal and interest, prepaid principal, and any recoveries received from defaulted principal in each
period.

Finally, the subsidy cost also captures the effect of concessions made to the borrower as a part of the
modification. For interest rate reductions offered under HAMP and under the HAMP Principal Reduction
Alternative (PRA), CBO based the cost on the difference between the modified note rate during the first
five years and 5 percent, a proxy for an unsubsidized interest rate for a modified borrower. At the end of
five years, when the borrower’s note rate is reset to the current market rate, the cost of the interest rate
reduction was set to zero. For principal forgiveness to 100 percent and 90 percent LTV ratios, when

*® That approach is consistent with financial methods included in standard texts such as Richard A. Brealey, Stewart
C. Myers, and Franklin Allen, Principles of Corporate Finance, 5" ed. (McGraw-Hill, 1996), pp. 669-670.
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borrowers are given a 5 percent note rate as a part of the modification, the interest rate concession was set
to zero. For all principal forgiveness modifications, the cost of forgiven principal was included in the
subsidy cost calculation. Loans that were not modified were assumed to remain in the pools backing the
MBSs issued by the GSEs. Thus, for unmodified loans, the subsidy cost includes credit losses net of the
guarantee fees received by the GSEs, but the 6 percent rate paid by the borrower minus the guarantee and
other fees is assumed to accrue to MBS investors.

The discount rate used to calculate the present value of all quarterly cash flows is an estimate of the rate
of return that mortgage investors require to invest in mortgages with or without a credit guarantee. For the
guaranteed loan, the only uncertainty the investor has is the level of prepayments that may occur as the
loan matures. Thus, guaranteed loan cash flows are discounted at a risk-free rate plus a premium to
compensate investors for the risk of prepayments. In this analysis, the risk-free rate was set at 2 percent
per year and the additional risk premium for bearing prepayment risk was set at 0.50 percent per year. For
the loan without a guarantee, the investor is exposed to prepayment risk and market risk associated with
the number of defaults and recoveries that may occur because of worse-than-expected macroeconomic
conditions. Given that additional market risk, cash flows from the unguaranteed loan are discounted at a
combination of the risk-free rate (2 percent per year), the prepayment risk premium (0.50 percent per
year), and an additional market risk premium. For this analysis, the market risk premium was set on the
basis of the expected number of lifetime cumulative defaults projected for the individual group of
borrowers (with a cap at 50 percent lifetime cumulative defaults) and ranged from 0.40 percent per year
(in line with CBQO’s estimate for the entire portfolio of GSE guarantees) to more than 2.40 percent per
year (see Figure C-1).

Adjustments for Policy Options

For each policy option, a distinct set of loan cash flows was generated for each group of loans. Those cash
flows depend on the terms of the modification, which changes either the amortization schedule or
borrowers’ behavior—specifically, their propensity to prepay or default.

CBO’s model was adapted for each group by adjusting the values of the key parameters pertaining to each
modification program. The model includes variables related to the borrower’s interest rate (expressed as a
spread above current market rates), the original and current LTV ratios of the mortgage, and the
borrower’s DTI ratio. Policy options can affect some or all of those variables. For example, a HAMP
modification lowers the interest rate spread, lowers the DT] ratio, leaves the postmodification LTV ratio
unchanged, and may slightly reduce or increase future LTV ratios depending on what happens to the term
of the mortgage. (See Table C-3 for an overview of key loan-level features changed for each policy option
before the calculation of subsidy cost.)

CBO made a number of other assumptions that affected the cash flows:

o All loans were assumed to have an unpaid principal balance at the time of the modification of
$200,000.

o Borrowers’ interest rates were assumed to be 6 percent prior to modification. Postmodification
rates were set to 5 percent for principal forgiveness loans. For HAMP and HAMP PRA loans,
mortgage rates were set according to the HAMP waterfall process and were reset to the current

34



Case 4:18-cv-12652-TSH Document 1-8 Filed 12/28/18 Page 37 of 69

market rate after five years. The impact of that interest rate reduction is included in CBO’s
subsidy cost calculation.

¢ For HAMP and HAMP PRA loans for which forbearance was required to reach the target
postmodification monthly payment, that forbearance was valued at 25 percent of the total amount,
reflecting both a probability that some forborne principal would not be collected because of
borrower default and that any amount collected would occur in the future and need to be
discounted to a present value.

o For HAMP PRA, incentive payments made by the Treasury to reimburse the GSEs for principal
forgiven are not included given that they have no net impact on the deficit.

e Inall principal forgiveness options, CBO assumed that the forgiveness would be earned over a
three-year period of on-time payment. If the borrower defaults prior to the completion of that
three-year period, the amount of principal forgiven would be added back into the current loan
amount to determine the borrower’s total mortgage indebtedness.

¢ All modified loans were assumed to perform like newly originated loans (with the interest rate,
monthly payment, and LTV ratio created by the modification) for the purposes of calculating
prepayment and default probabilities postmodification. Although that assumption ignores the
impact of mortgage age on those probabilities, it does recognize that borrower performance
would probably change from the original loan as a result of the concessions granted by the
modification.* To keep cash flow calculations consistent with modified loans, unmodified loans
were also assumed to have no payment history. (Alternative scenarios, assuming some payment
history for the loans before the modification decision, did change the total subsidy costs for each
policy option but did not materially change the relative cost differences across those scenarios.)

Borrowers’ Eligibility, Participation, and Loan Characteristics

For its analysis, CBO estimates that under current policy approximately 20 percent of underwater
borrowers would meet the standard HAMP eligibility criteria, amounting to approximately 610,000 loans
with an unpaid principal balance of $122 billion. The 20 percent estimate and $200,000 average loan size
are based on CBO’s analysis of FHFA’s review of the potential effects of implementing principal
forgiveness at the GSEs. * |n that review, 497,000 loans with a balance of $99.3 billion had an LTV ratio
exceeding 115 percent and met other HAMP eligibility criteria as of June 30, 2011. That amount
represents approximately 20 percent of the total population of $488.7 billion of loans with LTV ratios
above 115 percent at that same date.

CBO uses the population of GSE-backed loans with negative equity ($608 billion, and approximately 3.0
million borrowers as of December 31, 2012) as a starting point for its estimate of the population of

* Mortgage age, or the number of periods since loan origination, is a factor in many mortgage prepayment and
default models. Generally, prepayment and default rates increase in the initial years after origination before leveling
out or decreasing as the loan ages.

*® Federal Housing Finance Agency, Appendix to FHFA Review of Options, www.fhfa.gov/Default.aspx?Page=403.
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potentially HAMP-eligible borrowers. From that portfolio, borrowers expected to be eligible for HAMP
($122 billion) or to refinance and those that fail other HAMP eligibility criteria (including owner-
occupancy, a current DT ratio greater than 31 percent, and a positive net-present-value, or NPV, test
result) must be removed. As a final step, CBO used loan-level data provided by FHFA to approximate the
size and distribution by key borrower and loan characteristics of remaining loans. That analysis resulted
in an estimate that an additional 18 percent of the population of underwater borrowers ($110 billion, and
550,000 loans) could become eligible for a principal forgiveness modification with the same eligibility
criteria as standard HAMP by becoming delinquent.

CBO estimated rates of participation by borrowers on the basis of the size of the concession they would
receive, with either a larger reduction in DTI ratio or loan balance expected to produce a higher
participation rate. FHFA’s review of the potential effect of implementing principal forgiveness at the
GSEs is in line with CBO’s estimate that nearly 40 percent of eligible loans, or 227,000 borrowers and
$45 billion in unpaid principal, will be modified. According to that information, approximately 25 percent
to 30 percent of delinquent borrowers with high LTV and DTI ratios will receive a permanent
modification within one year. However, FHFA and the GSEs expect that rate to rise as high as 50 percent
as a result of servicer process improvements. The borrowers who do not receive a permanent modification
include those who do not apply for a modification, those who do not receive a positive NPV test, and
those who do not successfully complete their trial modification. In this analysis, CBO did not attempt to
quantify the impact of those different factors on reducing overall participation.

Although that amount of participation over two years represents an increase over the estimated 192,000
HAMP maodifications the GSEs would perform on the basis of completed permanent modifications
through the first eight months of 2012 (at approximately 8,000 per month), it is consistent with FHFA’s
expectation that participation rates are expected to increase as servicers improve their borrower outreach
and processing capabilities as HAMP matures.“®

For potentially HAMP-eligible borrowers, CBO employed additional steps beyond those already used
with the HAMP-eligible population for each modification. First, participation in standard HAMP was set
to zero to recognize that borrowers in that population have opted not to pursue a modification that does
not offer principal forgiveness in spite of the level of participation expected on the basis of the
concessions offered by HAMP. Second, participation in each principal forgiveness modification was set
equal to the difference between expected participation in the principal forgiveness modification and
expected participation in standard HAMP based on the concessions offered by each program (with a floor
of zero percent). That adjustment is designed to set participation in principal forgiveness as an increment
to HAMP participation resulting from the introduction of concessions that reduce loan balances rather
than monthly payments alone.

For example, borrowers with a premodification LTV ratio of 180 percent and DT ratio of 60 percent
would be expected to have a participation rate of 47 percent in HAMP and 72 percent in principal

“® Federal Housing Finance Agency, Foreclosure Prevention Report (August 2012),
www.fhfa.gov/Default.aspx?Page=172.
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forgiveness to 100 percent LTV, implying 25 percent of borrowers with those characteristics who are in
the potentially HAMP-eligible population would participate in principal forgiveness to 100 percent LTV.

The distribution of borrowers’ characteristics is as important as the total number of participants. The
distribution for the HAMP-eligible population would match the distribution of borrowers with GSE-
backed loans who have received a positive result from the HAMP NPV model under HAMP to date, CBO
projects. * Although the NPV test used for standard HAMP would need to be modified to accommodate a
principal forgiveness modification program, CBO’s analysis suggests that those revised tests would not
result in a significantly different profile of loans receiving a positive result.

In total, HAMP-eligible borrowers were classified into 432 distinct groups, representing the combination
of six current LTV ratios (100 percent, 120 percent, 140 percent, 160 percent, 180 percent, and 200
percent), four credit scores (600, 660, 700, and 740), six delinquency categories (current, 30 days, 60
days, 90 days, 120 days, and 180 days), and three DTI ratios (40 percent, 60 percent, and 80 percent) (see
Table C-4).

The composition of the borrowers expected to seek a principal forgiveness modification from outside the
expected HAMP-eligible population under current policy is based on two factors. First, some portion of
the borrowers are expected to share characteristics (including current LTV ratio, credit score, and DTI
ratio) with the population of borrowers already eligible for HAMP, with the sole distinction being that
they were not expected to become delinquent prior to the introduction of the principal forgiveness
modification program. That overlap would come largely from the less-distressed segments of the HAMP-
eligible population, as the more-distressed borrowers would most likely already have taken advantage of
standard HAMP. Second, a different portion of the population would come from borrowers with higher
credit scores and lower DTlIs than the HAMP-eligible segment.

The population of potentially HAMP-eligible borrowers was further classified into 80 distinct groups,
representing the combination of four current LTV ratios (100 percent, 120 percent, 150 percent, and 180
percent), five credit scores (600, 660, 700, 750, and 780), and four DT] ratios (34 percent, 38 percent, 45
percent, and 60 percent). Although those borrowers must become delinquent to qualify for a modification,
all borrowers were considered to be nondelinquent for evaluation in CBO's statistical model (see Table C-
5).

“" HAMP records were compiled by the Department of the Treasury, Making Home Affordable Data Files,
www.treasury.gov/initiatives/financial-stability/results/Pages/mha_publicfile.aspx. CBO’s tabulations exclude non-
GSE loans, adjustable-rate loans, loans with a current LTV ratio of less than 100 percent or greater than 300 percent,
and loans with a mortgage debt-to-income ratio greater than 100 percent.
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Appendix D

Policy Options Under Alternative Assumptions

The Congressional Budget Office (CBO) examined the sensitivity of subsidy costs to alternative
assumptions about various factors, including the following:

o Delinquency and participation rates,

e Changes in monthly payments,

e Changes in loan-to-value (LTV) ratios, and
o Alternative market risk premiums.

Sensitivity to Delinquency and Participation Rates

Borrowers who are potentially eligible for the Home Affordable Modification Program (HAMP), or
borrowers who meet all HAMP eligibility criteria except for the fact that they not delinquent or deemed at
risk of default today, may be less likely to become delinquent in the absence of a program of principal
forgiveness than CBO’s models predict. CBO tested three different scenarios, in each case reducing
conditional per-period default rates for potentially HAMP-eligible borrowers who do not receive a
modification to 50 percent of CBO’s central estimate. In the first scenario, only the reduction in default
rates was done. In the second and third scenarios, the default rate reduction was combined with increased
participation by those borrowers in principal forgiveness modifications under Options 1, 2, and 3. The
second scenario set participation rates to a level consistent with borrowers, rather than Fannie Mae and
Freddie Mac (the government-sponsored enterprises, or GSESs), having control of the selection of which
modification offer they receive; that treatment served as a proxy for a situation in which the GSEs are less
effective at assigning borrowers to the lowest-cost modification. In the third scenario, borrowers are again
assumed to select the modification, and participation was set at twice the level implied by the standard
equation.

In all cases, costs to the government under current policy and Options 1 to 3 declined as the costs
associated with potentially HAMP-eligible borrowers who do not receive a modification dropped (see
Table D-1). However, the cost under standard HAMP decreased more as all potentially HAMP-eligible
borrowers remain unmodified and receive the lower conditional default rates, CBO estimates. When those
default rate decreases are combined with additional participation in principal forgiveness in the second
scenario, the budgetary savings associated with Option 1 disappear and with Option 3 decrease
significantly. Under the third scenario, the savings found in CBO’s central estimate no longer exist for
either Options 1 or 3 and decrease to $1.3 billion under Option 2.

Sensitivity to Changes in Monthly Payments

Alternatively, borrowers may be more or less sensitive to changes in their monthly payment. One method
for assessing those concerns is to adjust the borrower’s expected propensity to default after a change in
the postmodification debt-to-income (DT]) ratio in the behavioral model, both decreasing it by 50 percent
and increasing it by 100 percent and then recalculating the total subsidy cost.
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When borrower sensitivity is cut in half, the subsidy cost of all modifications increases. That increase is a
function of borrowers being less prone to avoid default as a result of the reduction in their DTI ratio
created by a modification, though the cost of that modification remains the same. When borrower
sensitivity to the postmodification DTI ratio is increased, all modifications generate lower subsidy costs,
as fewer borrowers are projected to default because of the lower mortgage payment created by the
modification. In both cases, the relative cost of Options 1 to 3 remains at or below that of standard HAMP
alone. That advantage narrows slightly with lower sensitivity and increases slightly with higher
sensitivity.

Sensitivity to Changes in Loan-To-Value Ratios

A similar exercise was performed to examine the change in subsidy costs when borrower sensitivity to
LTV ratios is both halved and doubled. With borrowers less sensitive to LTV under all policy options, all
modifications show a reduction in total subsidy costs for this population of high LTV loans. That
improvement is a result of the expectation that a high LTV ratio will be less of a factor in a borrower’s
decision to default once his or her sensitivity to that variable is decreased in CBO’s model. When
sensitivity to LTV was doubled, total subsidy costs for current policy and all policy options increased. In
both cases, the relative cost difference between standard HAMP and principal forgiveness narrowed, but
not enough to make HAMP alone a less costly alternative to an option that augments HAMP with
principal forgiveness.

Sensitivity to Alternative Market Risk Premiums

CBO calculated the cost of the policy alternatives on a fair-value basis, which can be interpreted as an
estimate of the price that a competitive private investor would charge as a market risk premium to take on
the taxpayers’ obligations under each policy. *® Setting higher market risk premiums for loans with higher
expected default rates is consistent with research and industry practice.*® That practice benefits policy
options that produce lower default rates, like principal forgiveness to 90 percent LTV, relative to those,
like HAMP, that result in higher postmodification default rates, because the effect of market risk
premiums on subsidy costs is greater when those premiums are large and the value of future payments is
heavily discounted. That benefit is relatively small for borrowers with low LTV ratios, for whom the
relative difference between principal forgiveness and HAMP default rates are small. That benefit
increases, however, when borrowers’ LTV ratios increase and the relative difference in lifetime default
rates between policy options widens.

If the degree to which the market risk premium increases as expected defaults increase is reduced, total
subsidy costs drop for all policy options as the compensation private investors would demand is lower. In
addition, the advantage of principal forgiveness to standard HAMP declines for Options 2 and 3 (while
remaining nearly the same for Option 1), as higher default rates have a smaller impact on the risk
premium. If investors’ sensitivity to higher expected default rates is increased, that pattern reverses as

*® Congressional Budget Office, Fair-Value Accounting for Federal Credit Programs (March 2012),
www.cho.gov/publication/43027.

“® See John Hull, Mirela Prediscu, and Alan White, “Bond Prices, Default Probabilities, and Risk Premiums,”
Journal of Credit Risk, vol. 1, no. 2 (Spring 2005), pp. 53-60, www-2.rotman.utoronto.ca/~hull/
DownloadablePublications/CreditSpreads.pdf.
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total subsidy costs for all scenarios increase and the relative advantage of the lower-default principal
forgiveness options widens against standard HAMP.
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Appendix E

Comparing CBO’s and FHFA’s Methodologies and Results

On July 31, 2012, the Federal Housing Finance Agency (FHFA) released an analysis of expected losses
and benefits to the government for a portfolio of underwater borrowers with government-sponsored
enterprise (GSE)-backed loans receiving a modification through standard HAMP (the Home Affordable
Modification Program) and the HAMP Principal Reduction Alternative (PRA).* Although estimates from
both FHFA and the Congressional Budget Office (CBO) show that loan modifications through HAMP
PRA would be less costly than HAMP, CBQO’s estimates are quite different in magnitude because of
differences in the agencies’ modeling choices and policy assumptions. To illustrate the effect of those
differences, CBO reconciled its analysis with FHFA’s in a sequence of steps. (For a summary of the
effect of each of those changes on the estimated cost of each policy option, see Table E-1.)

¢ Modification Policy: Moving to a policy whereby the GSEs replace, rather than augment,
standard HAMP with a principal forgiveness modification increases the number of modifications
completed (because participation rates are generally higher for principal forgiveness relative to
HAMP) and increases the total cost to the GSEs (because the GSEs are no longer able to offer
HAMP to borrowers when it lowers the expected cost). However, because the cost difference
between standard HAMP and a principal forgiveness alternative averages less than $20,000 per
loan, that policy change has only a small effect on the relative value of each policy option in
CBO’s analysis.

e Population Adjustment: Adjusting CBQO’s population of borrowers receiving a modification to
be more consistent with FHFA’s—by removing potentially HAMP-eligible borrowers, removing
loans with a loan-to-value (LTV) ratio of less than 115 percent, and increasing participation to
100 percent under all modification policy options—increases the subsidy cost as a percentage of
the loan’s balance for both no-modification and all-modification scenarios.™® Removing
potentially-HAMP eligible borrowers and those with LTVs of less than 115 percent had the
greatest impact in raising relative subsidy costs as those less-risky borrowers tend to have a lower
per-loan subsidy cost than borrowers with higher LTVs or some evidence of financial distress.

% Federal Housing Finance Agency, Review of Options Available for Underwater Borrowers and Principal
Forgiveness (July 2012), www.fhfa.gov/Default.aspx?Page=403.

1 FHFA, with access to nonpublic loan-level data from the GSEs, based its analysis on a population of current and
delinquent loans as of June 2011 with marked-to-market LTV ratios above 115 percent, resulting in 497,000
HAMP-eligible loans with an unpaid balance of $99.3 billion in Analysis 11. CBO, on the other hand, used
publically available data from the GSEs as of the fourth quarter of 2012 and included borrowers with marked-to-
market LTV ratios above 100 percent, yielding a population of 740,000 HAMP-eligible loans with an unpaid
balance of $148 billion and 670,000 potentially HAMP-eligible loans with an unpaid balance of $134 billion. CBO’s
inclusion of borrowers with LTV ratios between 100 percent and 115 percent and borrowers who are not currently
HAMP-eligible because of their delinquency status creates both a different sized portfolio for analysis and,
undoubtedly, a different mix of borrowers based on important characteristics such as current LTV ratio, credit score,
and debt-to-income ratio.
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With those adjustments, standard HAMP still produces higher relative subsidy costs than no
modification and each principal forgiveness option.

o Default Loss Estimates: On the basis of a review of the HAMP net-present-value (NPV) model
that FHFA used in its analysis, CBO concludes that a number of elements of that model yield
different results than the statistical models used in CBO’s own analysis. In particular, FHFA’s
default equation appears to produce slightly lower default rates for borrowers who do not receive
a modification and even lower results for borrowers who do receive a modification. In addition,
the HAMP NPV severity model appears to produce higher losses given default than CBO’s
model.

o Discount Rates: The use of a single discount rate in the HAMP NPV model equal to the Freddie
Mac Primary Mortgage Market Survey weekly rate for 30-year fixed-rate conforming loans,
rather than a rate used by CBO that adds a risk premium to the Treasury rate that changes with
the number of expected defaults, has two effects. First, it provides an advantage to standard
HAMP compared with no modification. Both scenarios produce high default rates relative to
principal forgiveness and, therefore, receive essentially the same high risk premium under CBO’s
approach. However, default rates under the no-modification scenario are much higher, and those
defaults occur sooner than under standard HAMP. As a result, more cash flows are received in the
earlier years, making the impact of a higher discount rate much smaller than under standard
HAMP, in CBO’s analysis. Removing that risk premium in the HAMP NPV model makes both
scenarios look less expensive but provides a greater improvement to standard HAMP than no
modification. Second, the use of a single discount rate provides a relative advantage to standard
HAMP and HAMP PRA, which yield higher expected defaults and receive a higher risk premium
under CBQO’s approach, than principal forgiveness under Options 2 and 3. Once again, removing
that risk premium in the HAMP NPV model benefits both standard HAMP and all policy options
but provides a larger benefit to HAMP and HAMP PRA.

e Other Considerations: Removing fee income from the subsidy cost calculation slightly
increases the cost for each modification option but does not have a significant impact on the
difference in cost across options.

Taken together, those adjustments bring CBO’s estimates much closer to those reported by FHFA for the
no-modification, HAMP, and HAMP PRA policies. Principal forgiveness to 100 percent of a home’s
value continues to show savings relative to HAMP after those adjustments. In contrast, principal
forgiveness to 90 percent of a home’s value produces a cost nearly equal to that of standard HAMP after
those adjustments, removing the savings obtained in CBO’s central estimate.
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Table 1.

CBO’s Central Estimates of the Impact of the GSEs’ Current Policy and Three Options Involving Principal Forgiveness

Current Policy:
Standard HAMP

Option 1:
Standard HAMP or
HAMP Principal

Reduction Alternative

Option 2:

Standard HAMP or
Principal Forgiveness to 100
Percent of a Home’s Value

Option 3:

Standard HAMP or
Principal Forgiveness to 90
Percent of a Home’s Value

Standard HAMP Modifications® 227,000
Principal Forgiveness Modifications® n.a.

Total Number of Modifications® 227,000
Number of Defaults® 599,000

Net Increase or Decrease (-) in the Budget Deficit
Relative to Current Policy (Billions of 2013 dollars) n.a.

69,000
187,000
256,000

581,000

39,000
214,000
253,000

556,000

-2.8

63,000
221,000
284,000

504,000

-2.2

Source: Congressional Budget Office.

Notes: The HAMP Principal Reduction Alternative involves lowering the monthly mortgage payment to 31 percent of gross monthly income primarily by reducing the

outstanding loan balance to as low as 115 percent of a home’s current assessed value.

The central estimates are based on CBO’s values for key parameters of relevant economic behavior (such as the sensitivity of defaults to additional incentives offered under
principal forgiveness, changes in monthly payments, or changes in loan-to-value ratios) and the sensitivity of private investors to losses that cannot be avoided through

diversification (known as market risk).

GSE = government-sponsored enterprise (specifically, Fannie Mae and Freddie Mac); HAMP = Home Affordable M odification Program; n.a. = not applicable.

a. Out of 1.2 million eligible or potentially eligible borrowers
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Table 2.
Number of Residential Mortgages, Fourth Quarter of 2012

Loans Owned or Guaranteed Percentage Owned or Guaranteed

Total by Fannie Mae or Freddie Mac by Fannie Mae or Freddie Mac

Seriously Delinquent Loans®

Loan-to-value ratio of 100 percent or greater 1,560,000 390,000 25

Loan-to-value ratio of less than 100 percent 1,720,000 540,000 31
Not Seriously Delinquent Loans

Loan-to-value ratio of 100 percent or greater 8,840,000 2,650,000 30

Loan-to-value ratio of less than 100 percent 36,250,000 24,880,000 69

Total 48,370,000 28,460,000 59

Memorandum:
Total with Loan-to-Value Ratio of 100 Percent or Greater 10,400,000 3,040,000 29
Fannie Mae or Freddie Mac Loans Eligible for Principal Forgiveness ° n.a. 610,000 n.a.
Fannie Mae or Freddie Mac Loans Potentially Eligible for Principal Forgiveness® n.a. 550,000 n.a.

Sources: Congressional Budget Office; CoreLogic; M ortgage Bankers Association.
Note: n.a. = not applicable.
a. Seriously delinquent borrowers are 90 days or more past due on their mortgage pay ments or are in the process of foreclosure.

b. Fannie M ae or Freddie Mac loans eligible for principal forgiveness are loans held by borrowers who meet all Home Affordable M odification Program (HAMP) eligibility criteria,
including debt-to-income ratios greater than 31 percent and evidence of financial distress.

c. Fannie Mae or Freddie Mac loans potentially eligible for principal forgiveness are loans held by borrowers who meet all HAMP eligibility criteria but do not show evidence of financial distress.
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Overview of Home Affordable Modification Program and Principal Forgiveness Modifications

Standard HAMP

HAMP Principal Reduction
Alternative

Principal Forgiveness to 100 Percent
of a Home’s Value

Principal Forgiveness to 90 Percent of
a Home’s Value

Target

Reduce borrower’s monthly mortgage
payment to 31 percent of monthly gross
income

Reduce borrower’s monthly mortgage
payment to 31 percent of monthly gross
income

Reduce borrower’s unpaid mortgage
principal balance to 100 percent of
current home value

Reduce borrower’s unpaid mortgage
principal balance to 90 percent of
current home value

Payment Reduction
Mechanism

e Step 1: Capitalize accrued interest
and other fees owed by the borrower

e Step 2: Reduce loan interest rate to a
floor of 2%

e Step 3: Extend loan termto a
maximum of 40 years (if necessary)

e Step 4: Forbear principal into a non-
interest bearing, non-amortizing
balloon loan (if necessary)

e Step 1: Capitalize accrued interest
and other fees owed by the borrower

e Step 2: Reduce principal to a floor
of 115 percent of current home value

e Step 3: Reduce loan interest rate to a
floor of 2% (if necessary)

e Step 4: Extend loan termto a
maximum of 40 years (if necessary)

e Step 5: Forbear principal into a non-
interest bearing, non-amortizing
balloon loan (if necessary)

e Step 1: Capitalize accrued interest
and other fees owed by the borrower

e Step 2: Reduce principal to 100
percent of current home value

e Step 1: Capitalize accrued interest
and other fees owed by the borrower

e Step 2: Reduce principal to 90
percent of current home value

Borrower Advantages Relative to Standard HAMP

e Principal reduction to 115 percent

e Principal reduction to 100 percent

¢ Unlike HAMP and HAMP PRA,
which reset the borrower’s interest
rate to a market rate after five years,
the full monthly mortgage payment
reduction remains beyond five years

e Principal reduction to 90 percent

e Unlike HAMP and HAMP PRA,
which reset the borrower’s interest
rate to a market rate after five years,
the full monthly mortgage payment
reduction remains beyond five years

Borrower Disadvantages Relative to Standard HAMP

Tax burden associated with forgiven principal

Advantages to the Government Relative to Standard

HAMP

e Improved performance on mortgage as a result of improved equity

Disadvantages to the Government Relative to Standard

HAMP

e Lost principal from forgiveness

Source: Congressional Budget Office.

Note: HAMP = Home Affordable Modification Program.
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Table 4.

Design Considerations Used in CBO’s Analysis of Principal Forgiveness Modifications

Design Consideration

Assumption in CBO’s Analysis

Amount of Principal Forgiveness

Approaches to Reduce Moral Hazard

Eligibility

Prepayment or Default After
Modification

The Role of Private Mortgage Insurers
and Second-Lien Holders

Operational Costs

Timing

Postmodification loan-to-value ratios would be as low as 115 percent for Home Affordable
Modification Program Principal Reduction Alternative and 100 percent or 90 percent for stand-
alone principal forgiveness modifications

Program features designed to target borrowers experiencing greater financial distress
Delinquent borrowers and current borrowers who provide evidence of financial distress and
have a current debt-to-income ratio greater than 31 percent are eligible; no cap on the number of
months of delinquency; only owner-occupants are eligible; no explicit restrictions with respect
to credit score

Forgiven principal must be earned over a three-year period

A level of private mortgage insurer risk-sharing consistent with the modified loan; no explicit
additional compensation is provided by second-lien holders

Operational costs are set at $80 million

Modifications are completed over a two-year period

Source: Congressional Budget Office.
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Table 5.
Impact of Different Modification Programs for an Illustrative Borrower

. Principal Forgiven Principal Forgiven
HAMP Principal cipal Forgiveness to cipal Forgiveness to

No Modification Standard HAMP . b 100 Percent 90 Percent
Reduction Alte rnative . X

ofaHome's Value ofaHome's Value

Home Value $125,000 $125,000 $125,000 $125,000 $125,000
Monthly Income $2,000 $2,000 $2,000 $2,000 $2,000
Loan Balance $200,000 $200,000 $143,750 $125,000 $112,500
Loan Interest Rate 6.00% 2.00% 3.25% 5.00% 5.00%
Loan Term (Months) 360 453 360 360 360
Monthly Payment $1,199 $629 $629 $671 $604
Loan-to-Value Ratio 160% 160% 115% 100% 90%
Debt-to-Income Ratio 60% 31% 31% 34% 30%
Expected One-Year Default Rate 80% 17% 9% 5% 1%
Expected Three-Year Default Rate 97% 55% 33% 16% 5%
Expected Lifetime Default Rate 98% 89% 51% 31% 12%
Principal Forbearance n.a. n.a. n.a. n.a. n.a.
Principal Forgiveness n.a. n.a. $56,250 $75,000 $87,500
Expected Subsidy Cost $97,502 $108,274 $107,881 $98,510 $97,299

Source: Congressional Budget Office.
Notes: The illustrative borrower is assumed to have a credit score of 660 and to be delinquent on his or her loan payments for 60 days.

The HAMP Principal Reduction Alternative involves lowering the monthly mortgage payment to 31 percent of gross monthly income primarily by reducing the outstanding loan balance to as

low as 115 percent of a home’s current assessed value.

HAMP = Home Affordable M odification Program; n.a. = not applicable.
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Table 6.
CBO’s Central Estimates of the Impact of the GSEs’ Current Policy and Three Options Involving Principal Forgiveness

Option 1: Option 2: Option 3:

(Billions of 2013 dollars) Current Policy: Standard HAMP or Standard HAMP or Standard HAMP or
Standard HAMP HAMP Principal Principal Forgiveness to 100 Principal Forgiveness to 90

Reduction Alternative Percent of a Home’s Value Percent of a Home’s Value

;Oi;'b:“é?ﬁ:v‘;:z“g'b'e and Potentially 1,160,000 1,160,000 1,160,000 1,160,000
Modified Borrowers 227,000 256,000 253,000 284,000
Standard HAMP Modifications 227,000 69,000 39,000 63,000
Principal Forgiveness Modifications n.a. 187,000 214,000 221,000
HAMP-Eligible Borrowers 227,000 249,000 241,000 279,000
Potentially HAMP-Eligible Borrowers n.a. 7,000 12,000 5,000
Number of Defaults 599,000 581,000 556,000 504,000
][\if):nlrg::er?:ito;cljiecc;rease (-) in Subsidy Cost na 2030 290 240
Portfolio Costs for Federal Investors® n.a 0.06 0.05 0.11
Operational Costs for the GS Es® n.a. 0.08 0.08 0.08
Net Increase or Decrease (-) in the na 016 277 291

Budget Deficit Relative to Current Policy

Source: Congressional Budget Office.

Notes: The HAMP Principal Reduction Alternative involves lowering the monthly mortgage payment to 31 percent of gross monthly income primarily by reducing the outstanding loan balance to as

low as 115 percent of a home’s current assessed value.

The central estimates are based on CBO’s values for key parameters of relevant economic behavior (such as the sensitivity of defaults to additional incentives offered under principal
forgiveness, changes in monthly payments, or changes in loan-to-value ratios) and the sensitivity of private investors to losses that cannot be avoided through diversification (known

as market risk).

Estimates are for GSE-selected modifications.

HAM P-eligible borrowers meet all HAMP eligibility criteria, including debt-to-income ratios greater than 31 percent and evidence of financial distress.
Potentially HAM P-eligible borrowers meet all HAMP eligibility criteria but do not show evidence of financial distress.

HAMP = Home Affordable M odification Program; GSE = government-sponsored enterprise (specifically, Fannie M ae and Freddie Mac); n.a. = not applicable.

a. Based on the cost of incremental modifications usinga 2 percent premium on modified loans and a 50 percent share for federal investors in mortgage-backed securities containing

modified loans.

b. Based on an $80 million cost to the GSEs for implementing principal forgiveness.
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Table 7.
Effects of GSE- and Borrower-Selected Modifications on CBO's Estimates of the Number of Borrowers and the Federal Budget Deficit
(Billions of 2013 dollars)

Option 1: Option 2: Option 3:

Standard HAMP or Standard HAMP or Standard HAMP or

Current Policy: HAMP Principal Principal Forgiveness to 100  Principal Forgiveness to 90
Standard HAMP Reduction Alternative  Percent of a Home’s Value  Percent of a Home’s Value

Central Estimate with GSE-Selected Modifications

Number of Modified Borrowers 227,000 256,000 253,000 284,000
HAMP-Eligible Borrowers® 227,000 249,000 241,000 279,000
Potentially HAMP-Eligible Borrowers® n.a. 7,000 12,000 5,000

Net Increase or Decrease (-) in the

Budget Deficit Relative to Current Policy n.a. -0.2 -2.8 -2.2

Central Estimate with Borrower-Selected Modifications

Modified Borrowers 227,000 273,000 337,000 425,000
HAMP-Eligible Borrowers® 227,000 263,000 300,000 340,000
Potentially HAMP-Eligible Borrowers® n.a. 10,000 37,000 85,000

Net Increase or Decrease (-) in the
Budget Deficit Relative to Current Policy n.a. 0.1 -0.4 0.7

Source: Congressional Budget Office.

Notes: The HAMP Principal Reduction Alternative involves lowering the monthly mortgage payment to 31 percent of gross monthly income primarily by reducing
the outstanding loan balance to as low as 115 percent of a home’s current assessed value.

The central estimates are based on CBO’s values for key parameters of relevant economic behavior (such as the sensitivity of defaults to additional incentives offered
under principal forgiveness, changes in monthly payments, or changes in loan-to-value ratios) and the sensitivity of private investors to losses that cannot be avoided
through diversification (known as market risk).

HAM P-eligible borrowers meet all HAM P eligibility criteria, including debt-to-income ratios greater than 31 percent and evidence of financial distress.
Potentially HAM P-eligible borrowers meet all HAMP eligibility criteria but do not show evidence of financial distress.

HAMP = Home Affordable M odification Program; GSE = government-sponsored enterprise (specifically, Fannie M ae and Freddie M ac); n.a. = not applicable.
a. Out of 610,000 HAM P-eligible borrowers

b. Out of 550,000 potentially HAM P-eligible borrowers
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Table 8.
CBO’s Estimates of the Impact of Three Options for the GSEs Involving Principal Forgiveness Under Alternative Assumptions

Option 1: Option 2: Option 3:
(Billions of 2013 dollars) Standard HAMP or Standard HAMP or Standard HAMP or
HAMP Principal Principal Forgiveness to 100 Principal Forgiveness to 90
Reduction Alternative Percent of a Home’s Value Percent of a Home’s Value
Difference in Number of
Defaults Relative to Current Policy
Central Estimate -18,000 -43,000 -95,000
Range -28,000 to -3,000 -63,000 to -30,000 -146,000 to -73,000
Net Increase or Decrease (-) in the
Budget Deficit Relative to Current Policy
Central Estimate -0.2 -2.8 -2.2
Range -0.3t00.1 -42t0-1.3 -4.0t0 1.9

Source: Congressional Budget Office.

Notes: The HAMP Principal Reduction Alternative involves lowering the monthly mortgage pay ment to 31 percent of gross monthly income primarily by reducing the outstanding loan balance
to as low as 115 percent of a home’s current assessed value.

The central estimates are based on CBO’s values for key parameters of relevant economic behavior (such as the sensitivity of defaults to additional incentives offered under principal

forgiveness, changes in monthly payments, or changes in loan-to-value ratios) and the sensitivity of private investors to losses that cannot be avoided through diversification (known
as market risk). The ranges are based on estimated high and low values for those key parameters.

HAMP = Home Affordable M odification Program; GSE = government-sponsored enterprise (specifically, Fannie Mae and Freddie Mac); n.a. = not applicable.

a. Option 3 would decrease the budget deficit in eight out of nine alternative scenarios that CBO analyzed.
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Table 9.
Effects of Fewer Defaults on the Federal Budget Deficit

Option 1: Option 2: Option 3:
(Billions of 2013 dollars) Standard HAMP or Standard HAMP or Standard HAMP or
HAMP Principal Principal Forgiveness to 100 Principal Forgiveness to 90
Reduction Alternative Percent of a Home’s Value Percent of a Home’s Value
CBO's Central Estimate -0.2 -2.8 -2.2
50 Percent I_Dgfaglt Rate and the GSEs 02 27 29
Select Modification
50 Percent Default Rate and Potentially
HAMP-Eligible Borrowers Select 0 -2.0 -0.2
Modification
50 Percent Default Rate and Potentially
HAMP-Eligible Borrowers Select 01 13 19

Modification at Two Times Expected
Participation Rate

Source: Congressional Budget Office.

Notes: The HAMP Principal Reduction Alternative involves lowering the monthly mortgage pay ment to 31 percent of gross monthly income primarily by reducing the outstanding loan

balance to as low as 115 percent of a home’s current assessed value.

The central estimates are based on CBO’s values for key parameters of relevant economic behavior (such as the sensitivity of defaults to additional incentives offered under principal

forgiveness, changes in monthly payments, or changes in loan-to-value ratios) and the sensitivity of private investors to losses that cannot be avoided through diversification (known
as market risk).

HAM P-eligible borrowers meet all HAM P eligibility criteria, including debt-to-income ratios greater than 31 percent and evidence of financial distress.

Potentially HAM P-eligible borrowers meet all HAM P eligibility criteria but do not show evidence of financial distress.

HAMP = Home Affordable M odification Program; GSE = government-sponsored enterprise (specifically, Fannie Mae and Freddie M ac); n.a. = not applicable.
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Table B-1.
Design Considerations in a Shared Appreciation Modification (SAM)

Design Consideration SAM Options

Amount of Principal Forgiveness | e Like a standard principal forgiveness modification, a SAM could
reduce negative equity (creating a postmodification loan-to-value
ratio, or LTV, greater than 100 percent), eliminate negative equity
(creating a postmodification LTV ratio of 100 percent), or create
positive equity (a postmodification LTV ratio of less than 100
percent).

Type of Equity Shared e Three types of equity can be shared: 1) Equity created by a write-
down of the loan to a current LTV ratio of less than 100 percent; 2)
Equity created by home appreciation; and 3) Equity created by a
pay-down of the mortgage. *2

e Home appreciation created by homeowner improvements may
complicate the equity-sharing agreement and should be codified in
detail in the SAM contract.

Share Arrangement e Granting a large share of equity to homeowners may increase their
incentive to perform on the modified loan. However, it may reduce
investors’ willingness to participate in the modification.

e Granting a large share of equity to homeowners may also limit the
effectiveness of shared appreciation as a mitigant to moral hazard.

Exercise or Termination of e A number of different dates could be used to determine the value of
Agreement the home for the purposes of calculating the amount of equity to be
shared, including the sale of the home or the payoff of the loan.

e The impact of refinancing or defaulting on the modified mortgage
may complicate the equity-sharing agreement and should be
codified in detail in the SAM contract.

Source: Congressional Budget Office.

%2 The terms “shared appreciation” and “shared equity” are often used interchangeably. The main distinction is that with a shared equity modification, the homeowner and
third-party investor will share both home appreciation and equity created through the amortization of the mortgage. With shared appreciation, the two parties typically
share only the value created through appreciation.
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Table B-2.
Shared Appreciation Modification (SAM) Investor Cash Flows
Current
Home Value $100,000
Investor
Share 25%
Discount
Rate 10%
Years Until Termination of Shared Appreciation Modification
Two Years Five Years Ten Years Twenty Years
Total Home
Price Value at Present Value at Present Value at Present Value at Present
Change Home Value |Appreciation| [ Termination Value Termination Value Termination Value Termination Value
-10% $90,000 ($10,000) $0 $0 $0 $0 $0 $0 $0 $0
0% $100,000 $0 $0 $0 $0 $0 $0 $0 $0 $0
10% $110,000 $10,000 $2,500 $2,066 $2,500 $1,552 $2,500 $964 $2,500 $372
20% $120,000 $20,000 $5,000 $4,132 $5,000 $3,105 $5,000 $1,928 $5,000 $743
30% $130,000 $30,000 $7,500 $6,198 $7,500 $4,657 $7,500 $2,892 $7,500 $1,115
40% $140,000 $40,000 $10,000 $8,264 $10,000 $6,209 $10,000 $3,855 $10,000 $1,486
50% $150,000 $50,000 $12,500 $10,331 $12,500 $7,762 $12,500 $4,819 $12,500 $1,858
60% $160,000 $60,000 $15,000 $12,397 $15,000 $9,314 $15,000 $5,783 $15,000 $2,230
70% $170,000 $70,000 $17,500 $14,463 $17,500 $10,866 $17,500 $6,747 $17,500 $2,601
80% $180,000 $80,000 $20,000 $16,529 $20,000 $12,418 $20,000 $7,711 $20,000 $2,973
90% $190,000 $90,000 $22,500 $18,595 $22,500 $13,971 $22,500 $8,675 $22,500 $3,344
100% $200,000 $100,000 $25,000 $20,661 $25,000 $15,523 $25,000 $9,639 $25,000 $3,716

Source: Congressional Budget Office.

Note: This example assumes that the home has a current value of $100,000, that investors receive a 25 percent share of the appreciation in the home's value, and that those
proceeds are discounted at a 10 percent rate. The present value of expected cash flows is not necessarily equal to the value of the SAM contract to the investor at the time of
the modification.
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Explanatory Variables in Prepayment and Default Equations

Variable Name Description Type Notes on Usage

Loan-to-Value (LTV) A ratio of the unpaid principal balance of the Static e For both unmodified borrowers and borrowers receiving standard

Ratio loan relative to the value of the home. HAMP (the Home Affordable Modification Program), LTV is based

on the full loan amount and the value of the home at the time of the
decision to modify.

e For HAMP PRA (Principal Reduction Alternative) and principal
forgiveness, LTV is based on the loan amount minus the forgiven
principal amount and the value of the home at the time of the decision
to modify.

Credit Score A score derived from the models developed Static e For all borrowers, the credit score is assumed to be the one provided
by Fair Isaac Corporation used to measure a by a servicer as a part of the HAMP net-present-value submission.
borrower’s credit risk.

Debt-to-Income (DTI) A ratio of a borrower’s monthly mortgage Static e For unmodified borrowers, DTI is based on the existing mortgage

Ratio payment to his or her gross monthly income. payment and does not include taxes and insurance.

e For HAMP, HAMP PRA, and principal forgiveness, DTI is based on
the mortgage payment after modification and does not include taxes
and insurance.

Loan Purpose Flag Designates whether the loan is for the Static e For all borrowers, the loan is assumed to be a refinance.
purchase of a home or the refinance of an
existing loan.

Mortgage Age The age of the loan during the current period. | Dynamic e For all borrowers, the loan is assumed to be zero months seasoned at

the time of the decision to modify.

Probability of Negative A measure of the probability that the unpaid Dynamic e For all borrowers, future house prices are based on CBO’s forecast of

Equity principal balance of the loan in the current the Federal Housing Finance Agency’s house price index (all
period will be greater than the current value of transactions, not seasonally adjusted) and a measure of house price
the home. volatility.

Treasury Yield Curve A ratio of the 10-year Treasury rate to the 1- Dynamic o For all borrowers, Treasury rates are based on CBO’s macroeconomic

Slope year Treasury rate during the current period. forecast from February 2013.

Mortgage Premium A measure of the difference between the Dynamic o For all borrowers, the current market rate is based on the conventional

borrower’s note rate and the current market
rate relative to the borrower’s note rate.

30-year fixed-rate mortgage from CBO’s macroeconomic forecast for
February 2013.

For unmodified borrowers, the borrower’s current note rate is
assumed to be 6 percent.

For HAMP and HAMP PRA, the borrower’s current note rate is set by
the waterfall process for the first five years and set to the current
market rate for the remaining term.

For principal forgiveness, the borrower’s current note rate is assumed
to be 5 percent after the modification.
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Variable Name

Description

Type

Notes on Usage

Burnout

A measure of whether a borrower has missed
recent opportunities to refinance. It is set to
zero for the first eight quarters and equal to
the average difference between the borrower’s
note rate and the current market rate over the
past eight quarters for the remaining term.

Dynamic

o For all borrowers, the current market rate is based on the conventional
30-year fixed-rate mortgage from CBO’s macroeconomic forecast
from February 2013.

Source: Congressional Budget Office.
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Explanatory Variables in Loss-Given-Default Equation

Variable Name Description Type Notes on Usage

Original Loan-to-Value A ratio of the unpaid principal balance of the Static e For all borrowers, the original LTV is assumed to be the LTV at the

(LTV) Ratio loan relative to the value of the home at the time of modification.
time of origination.

Credit Score A score derived from the models developed Static e For all borrowers, the credit score is assumed to be the one provided
by Fair Isaac Corporation used to measure a by a servicer as a part of the Home Affordable Modification
borrower’s credit risk. Program’s net-present-value submission.

Origination Year The year during which the loan was Static e  For all borrowers, the origination year is assumed to be 2014.
originated.

Loan Purpose Flag Designates whether the loan is for the Static e  For all borrowers, the loan is assumed to be a refinance.
purchase of a home or the refinance of an
existing loan.

Mortgage Age The age of the loan during the current period. | Dynamic o For all borrowers, the loan is assumed to be zero months seasoned at

the time of the decision to modify.

Current Loan-to-Value A ratio of the unpaid principal balance of the Dynamic e For all borrowers, future house prices are based on CBO’s forecast of

Ratio loan in the current period to the current value the Federal Housing Finance Agency’s house price index (all
of the home. transactions, not seasonally adjusted) and a measure of house price

volatility.

Treasury Yield Curve A ratio of the 10-year Treasury rate to the 1- Dynamic e For all borrowers, Treasury rates are based on CBO’s macroeconomic

Slope

year Treasury rate during the current period.

forecast from February 2013.

Source: Congressional Budget Office.
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Changes to Variables in the Behavioral Model for Each Policy Option

Variable Name

No Modification

Home Affordable Modification
Program (HAMP)

HAMP Principal Reduction
Alternative

Principal Forgiveness to 90 or
100 Percent

Loan-to-Value (LTV)
Ratio (Default and
Prepayment Models)

Equal to premodification loan
amount divided by current value
of the home.

Equal to premodification loan
amount divided by current value of
the home.

Decreased to produce payment
resulting in 31 percent DTI
ratio or 115 percent LTV ratio,
whichever is lower.

Set to 90 percent or 100 percent.

Debt-to-Income (DTI)
Ratio (Default and
Prepayment Models)

Equal to premodification value.

Set to 31 percent.

Set to 31 percent.

Based on monthly payment on loan
amount producing a 90 percent or
100 percent LTV ratio.

Probability of Negative
Equity (Default and
Prepayment Models)

Based on marked-to-market
LTV ratio calculated on
premodification loan amount,
premodification term of 360
months, and projected house
price.

Based on marked-to-market LTV
ratio calculated on premodification
loan amount, modified term, and
projected house price.

Based on marked-to-market
LTV ratio calculated on
modified loan amount,
modified term, and projected
house price.

Based on marked-to-market LTV
ratio calculated on modified loan
amount, premodification term of
360 months, and projected house
price.

Mortgage Premium and
Burnout (Default and
Prepayment Models)

Based on difference between

premodification note rate of 6
percent and projected market

rate.

Based on difference between
modified note rate and projected
market rate. Modified note rate for
first five years will be set to the
higher of 2 percent or rate needed
to produce payment resulting in 31
percent DTI ratio. In year five,
note rate will be set to prevailing
market rate and remain fixed for
the remainder of the term.

Based on difference between
modified note rate and
projected market rate. Modified
note rate for first five years will
be set to the higher of 2 percent
or rate needed to produce
payment resulting in 31 percent
DTl ratio. In year five, note rate
will be set to prevailing market
rate and remain fixed for the
remainder of the term.

Based on difference between
modified note rate of 5 percent and
projected market rate.

Current LTV Ratio (Loss-
Given-Default Model)

Based on premodification loan
amount, premodification term of
360 months, and projected house
price.

Based on premodification loan
amount, modified term, and
projected house price.

Based on modified loan
amount, modified term, and
projected house price.

Based on modified loan amount,
premodification term of 360
months, and projected house price.

Source: Congressional Budget Office.
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Sample Statistics for Population Eligible for the Home Affordable Modification Program

Current Loan-to-
Value Ratio Bucket

Percentage of Premodification
Unpaid Principal Balance

Days Delinquent

Percentage of Premodification

100 36
120 24
140 16
160 10
180 6
200 8

Bucket Unpaid Principal Balance
0 18

30 10

60 8

90 7

120 12

180 45

Credit Score Bucket

Percentage of Premodification
Unpaid Principal Balance

Debt-to-Income
Ratio Bucket

Percentage of Premodification
Unpaid Principal Balance

600 52
660 21
700 10
740 17

40 63
60 30
80 7

Source: Congressional Budget Office.
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Sample Statistics for the Population Potentially Eligible for the Home Affordable Modification Program

Current Loan-to-
Value Ratio Bucket

Percentage of Premodification
Unpaid Principal Balance

Debt-to-Income
Ratio Bucket

Percentage of Premodification
Unpaid Principal Balance

100 52
120 44
150 2
180 2

34 35
38 24
45 28
60 13

Credit Score Bucket

Percentage of Premodification
Unpaid Principal Balance

600 Less than 1
660 Less than 1
700 15
750 56
820 29

Source: Congressional Budget Office.
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Table D-1.

Subsidy Cost and Modifications for Policy Options Under Alternative Assumptions

Current Policy:
Standard HAMP

Option 1:
HAMP or
HAMP Principal
Reduction Alternative

Option 2:

HAMP or
Principal Forgiveness to
100 Percent of a Home's

Value

Option 3:
HAMP or
Principal Forgiveness to
90 Percent of a Home's
Value

CBO's Central Estimate

Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.al -$0.3 -$2.9 -$2.4
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a -$0.2 -$2.8 -$2.2
Number of Borrowers Modified 226,700 256,300 252,700 284,000

HAMP Modifications 226,700 69,300 39,100 63,200

Principal Forgiveness Modifications 0 187,000 213,600 220,800
Cumulative Lifetime Default Rate 52 50 48 43
Expected Defaults 599,200 581,000 555,900 504,200
Number of Mods for Potentially HAMP-Eligible Borrowers 0 6,500 11,900 4,500
Awverage Modified DTI 31% 31% 35% 33%
Average Payment Reduction $440 $431 $350 $410

50 Percent Default Rate and GSEs Select Modification

Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.a| -$0.3 -$2.8 -$2.3
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a -$0.2 -$2.7 -$2.2
Number of Borrowers Modified 226,700 249,900 240,900 279,400

HAMP Modifications 226,700 69,300 39,100 63,200

Principal Forgiveness Modifications 0 180,600 201,800 216,300
Cumulative Lifetime Default Rate 47 45 43 39
Expected Defaults 541,700 524,900 502,300 448,600
Number of Mods for Potentially HAMP-Eligible Borrowers 0 0 100 0
Average Modified DTI 31% 31% 36% 33%
Awverage Payment Reduction $440 $436 $352 $412

50 Percent Default Rate and Borrowers Select Modification

Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.a -$0.1 -$2.2 -$0.6
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a $0.0 -$2.0 -$0.2
Number of Borrowers Modified 226,700 259,600 277,800 364,000

HAMP Modifications 226,700 69,300 39,100 63,200

Principal Forgiveness Modifications 0 190,300 238,700 300,900
Cumulative Lifetime Default Rate 47 45 43 38
Expected Defaults 541,700 523,700 497,300 436,900
Number of Mods for Potentially HAMP-Eligible Borrowers 0 9,700 37,000 84,600
Average Modified DTI 31% 31% 35% 32%
Average Payment Reduction $440 $431 $352 $403

50 Percent Default Rate and Borrowers Select Modification at Two Times Expected Participation Rate

Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.a $0.0 -$1.6 $1.4
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a $0.1 -$1.3 $1.9
Number of Borrowers Modified 226,700 269,300 314,800 448,600

HAMP Modifications 226,700 69,300 39,100 63,200

Principal Forgiveness Modifications 0 200,000 275,700 385,500
Cumulative Lifetime Default Rate 47 45 42 37
Expected Defaults 541,700 522,500 492,200 425,100
Number of Mods for Potentially HAMP-Eligible Borrowers 0 19,400 74,000 169,200
Average Modified DTI 31% 31% 34% 31%
Awverage Payment Reduction $440 $427 $351 $397
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Option 2: Option 3:
Option 1: HAMP or HAMP or
HAMP or Principal Forgiveness to | Principal Forgiveness to
Current Policy: HAMP Principal 100 Percent of a Home's 90 Percent of a Home's
Standard HAMP Reduction Alternative Value Value
Low Sensitivity to DTI Ratio
Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.al -$0.2 -$2.6 -$2.0
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a $0.0 -$2.5 -$1.9
Number of Borrowers Modified 226,700 252,200 242,500 271,100
HAMP Modifications 226,700 75,300 60,400 76,300
Principal Forgiveness Modifications 0 176,800 182,100 194,800
Cumulative Lifetime Default Rate 52 51 49 45
Expected Defaults 599,500 587,200 567,500 522,200
Number of Mods for Potentially HAMP-Eligible Borrowers 0 3,500 20,600 5,400
Average Modified DTI 31% 31% 36% 34%
Average Payment Reduction $440 $431 $318 $391
High Sensitivity to DTI Ratio
Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.a -$0.4 -$3.5 -$2.9
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a -$0.3 -$3.3 -$2.6
Number of Borrowers Modified 226,700 260,800 279,400 330,400
HAMP Modifications 226,700 61,400 27,600 24,900
Principal Forgiveness Modifications 0 199,400 251,800 305,400
Cumulative Lifetime Default Rate 52 50 47 40
Expected Defaults 607,400 579,700 544,700 461,300
Number of Mods for Potentially HAMP-Eligible Borrowers 0 9,300 15,800 17,600
Average Modified DTI 31% 31% 34% 32%
Average Payment Reduction $440 $431 $382 $437
Low Sensitivity to LTV Ratio
Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.a -$0.2 -$2.5 -$2.4
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a -$0.1 -$2.4 -$2.2
Number of Borrowers Modified 226,700 245,200 248,000 282,900
HAMP Modifications 226,700 80,700 35,900 56,900
Principal Forgiveness Modifications 0 164,500 212,100 226,000
Cumulative Lifetime Default Rate 37 36 33 29
Expected Defaults 430,200 413,200 387,400 341,900
Number of Mods for Potentially HAMP-Eligible Borrowers 0 2,000 200 1,300
Average Modified DTI 31% 31% 35% 34%
Average Payment Reduction $440 $440 $357 $402
High Sensitivity to LTV Ratio
Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.a -$0.2 -$2.1 -$1.5
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a $0.0 -$2.0 -$1.3
Number of Borrowers Modified 226,700 250,400 250,400 297,900
HAMP Modifications 226,700 83,400 73,700 126,800
Principal Forgiveness Modifications 0 167,000 176,700 171,100
Cumulative Lifetime Default Rate 78 78 76 72
Expected Defaults 908,900 906,400 879,200 836,400
Number of Mods for Potentially HAMP-Eligible Borrowers 0 2,600 31,200 47,800
Average Modified DTI 31% 31% 35% 32%
Awverage Payment Reduction $440 $433 $336 $400

61




Case 4:18-cv-12652-TSH

Document 1-8

Filed 12/28/18 Page 64 of 69

Current Policy:
Standard HAMP

Option 1:
HAMP or
HAMP Principal
Reduction Alternative

Option 2:

HAMP or
Principal Forgiveness to
100 Percent of a Home's

Value

Option 3:
HAMP or
Principal Forgiveness to
90 Percent of a Home's
Value

Flat Market Risk Premium

Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.al -$0.4 -$2.4 -$1.7
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a -$0.3 -$2.3 -$1.6
Number of Borrowers Modified 226,700 260,300 256,600 279,800

HAMP Modifications 226,700 35,700 15,100 65,500

Principal Forgiveness Modifications 0 224,600 241,500 214,300
Cumulative Lifetime Default Rate 52 50 47 43
Expected Defaults 599,200 574,700 541,300 498,900
Number of Mods for Potentially HAMP-Eligible Borrowers 0 2,900 800 0
Awverage Modified DTI 31% 31% 35% 33%
Awverage Payment Reduction $440 $436 $367 $419

Steep Market Risk Premium

Net Increase or Decrease (-) in Subsidy Cost from Current Policy n.a| -$0.3 -$4.3 -$4.3
Net Increase or Decrease (-) in the Budget Deficit from Current Policy n.a| -$0.2 -$4.2 -$4.0
Number of Borrowers Modified 226,700 247,400 260,800 346,500

HAMP Modifications 226,700 98,900 80,500 49,500

Principal Forgiveness Modifications 0 148,500 180,400 297,000
Cumulative Lifetime Default Rate 52 51 49 41
Expected Defaults 599,200 587,900 568,700 473,300
Number of Mods for Potentially HAMP-Eligible Borrowers 0 7,900 30,400 49,400
Average Modified DTI 31% 31% 35% 31%
Awverage Payment Reduction $440 $430 $349 $426

Source: Congressional Budget Office.

Notes: The HAMP Principal Reduction Alternative involves lowering the monthly mortgage payment to 31 percent of gross monthly income primarily by reducing the outstanding loan balance to as

low as 115 percent of a home’s current assessed value.

The central estimates are based on CBO’s values for key parameters of relevant economic behavior (such as the sensitivity of defaults to additional incentives offered under principal
forgiveness, changes in monthly payments, or changes in loan-to-value ratios) and the sensitivity of private investors to losses that cannot be avoided through diversification (known

as market risk).

DTI parameter was either reduced by 50 percent (for decreased sensitivity) or increased by 100 percent (for increased sensitivity). In both cases,

the constant of the equation was adjusted such that total subsidy costs in the case of no modification were equal to those generated by the

model without the adjustment to the DT coefficient.

LTV parameter was either reduced by 50 percent (for decreased sensitivity) or increased by 100 percent (for increased sensitivity). No change

was made to the constant in either scenario, in an effort to have the sensitivity to LTV reflected in standard HAMP and all policy options.

The slope of the relationship between the risk premium and the cumulative lifetime default rate was either reduced by approximately 50 percent

(for a flatter premium) or increased by approximately 100 percent (for a steeper premium).

HAMP = Home Affordable M odification Program; LTV = loan to value; DT = debt to income; GSE = government-sponsored enterprise (specifically, Fannie Mae and Freddie Mac);

n.a. = not applicable.
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Table E-1.
Reconciling CBO's and FHFA's Estimates of Modification Costs
Current Policy: Option 1: Option 2: Option 3.
(Cost as a share of unpaid principal balance) No Modification u Y- HAMP Principal Reduction Principal Forgiveness to 100 Principal Forgiveness to 90
Standard HAMP - \ \
Alternative Percent of a Home's Value Percent of a Home's Value
CBO’s Central Estimate 25% 27% 27% 26% 26%
with modification policy adjustment® 25% 21% 21% 26% 21%
and with population adjustments
minus potentially HAMP-eligible loans 33% 36% 36% 34% 35%
with 100 percent participation 33% 39% 39% 35% 35%
without less than 115 LTV ratio loans 41% 46% 45% 43% 43%
and with model adjustments
with lower defaults® 41% 45% 44% 41% 42%
with higher severity” 48% 50% 48% 43% 43%
with discount rate changes® 45% 38% 36% 34% 37%
and without guarantee fee income 45% 39% 3% 35% 39%
FHFA's Estimate® 45% 39% 38% n.a. n.a.

Source: Congressional Budget Office.

Notes: The HAMP Principal Reduction Alternative involves lowering the monthly mortgage payment to 31 percent of gross monthly income primarily by reducing the outstanding loan balance to as

low as 115 percent of a home’s current assessed value.

The central estimates are based on CBO’s values for key parameters of relevant economic behavior (such as the sensitivity of defaults to additional incentives offered under principal
forgiveness, changes in monthly payments, or changes in loan-to-value ratios) and the sensitivity of private investors to losses that cannot be avoided through diversification (known

as market risk).
FHFA = Federal Housing Finance Agency; HAMP = Home Affordable M odification Program; LTV = loan to value; n.a. = not applicable.
a. Based on replacing, rather than augmenting, standard HAM P with a principal forgiveness modification.
b. Reduces expected defaults on unmodified loans by approximately 10 percent and modified loans by approximately 25 percent.
c. Increases severity by approximately 15 percent.
d. Sets discount rate to Freddie Mac survey rate for June 28, 2012, and sets risk premium to zero for all loans.

e. From FHFA's Analysis 11, based on a $99.3 billion HAM P-eligible population and 100 percent participation in each modification.
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Figure 1.
Share of Residential Mortgages, by Category of Borrower, Fourth Quarter of 2012

All Borrowers Underwater Borrowers

= Other Loans = Other Loans

H |_oans Owned or
Guaranteed by Fannie
Mae or Freddie Mac

m |_oans Owned or
Guaranteed by Fannie Mae
or Freddie Mac

Seriously Delinquent Borrowers Loans Owned or Guaranteed by
Fannie Mae or Freddie Mac

2%

= Eligible for Principal R
Forgiveness 2%%&

& Potentially Eligible for
Principal Forgiveness

m Not Eligible or Potentially
Eligible

= Other Loans

= | oans Owned or
Guaranteed by Fannie
Mae or Freddie Mac

Sources: Congressional Budget Office; CoreLogic; M ortgage Bankers Association.

Notes: Underwater borrowers owe more on their mortgages than the value of their homes.
Seriously delinquent borrowers are 90 days or more past due on their mortgage payments or are in the process of foreclosure.

Fannie Mae or Freddie Mac loans eligible for principal forgiveness are loans held by borrowers who meet all Home Affordable M odification Program (HAMP) eligibility criteria,
including debt-to-income ratios greater than 31 percent and evidence of financial distress.

Fannie Mae or Freddie Mac loans potentially eligible for principal forgiveness are loans held by borrowers who meet all HAMP eligibility criteria but do not show evidence of financial distress.
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Figure 2.
Default Rates and Subsidy Costs for an Illustrative Borrower

100% 7Y $150,000

90% / /l
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70% /

60% / $50,000
50% / /
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Subsidy Cost
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o One-Y Default Rat ' Th Year Default Rat ' Lifetime Default Rat: ' (5100,000)
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==#=HAMP Principal Reduction Alternative === Principal Forgiveness to 100 Percent of a Home's Value @ Subsidy Cost with No Modification ~ OBenefit of Reduced Default Costs

===Principal Forgiveness to 90 Percent of a Home's Value B Cost of Borrower Payment Reduction @ Subsidy Cost with Modification

Source: Congressional Budget Office.
Notes: The HAMP Principal Reduction Alternative involves lowering the monthly mortgage payment to 31 percent of gross monthly income primarily by reducing the outstanding loan balance to as

low as 115 percent of a home’s current assessed value.

HAMP = Home Affordable M odification Program.
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Figure B-1.
Shared Appreciation Modification (SAM) Process at Modification and Sale

Existing
Mortgage

$120,000
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Modified
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Homeowner
Payoff of
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$20,000

$80,000 $12,500

$80,000 S0 $57,500

Note: The current market value at the time of modification in this example is $100,000. With a value of $150,000 at sale, the
appreciation is $50,000, and 25 percent of that amount, or $12,500, goes to the government.

Source: Congressional Budget Office.
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Figure C-1.

Risk Premium by Cumulative Expected Lifetime Defaults
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PART I

We have been under conservatorship, with the Federal Housing Finance Agency (“FHFA”) acting as conservator, since
September 6, 2008. As conservator, FHFA succeeded to all rights, titles, powers and privileges of the company, and of any
shareholder, officer or director of the company with respect to the company and its assets. The conservator has since
delegated specified authorities to our Board of Directors and has delegated to management the authority to conduct our
day-to-day operations. Our directors do not have any fiduciary duties to any person or entity except to the conservator
and, accordingly, are not obligated to consider the interests of the company, the holders of our equity or debt securities or
the holders of Fannie Mae MBS unless specifically directed to do so by the conservator. We describe the rights and
powers of the conservator, key provisions of our agreements with the U.S. Department of the Treasury (“Treasury”), and
their impact on shareholders in “Business—Conservatorship and Treasury Agreements.”

This report contains forward-looking statements that are based on management’s current expectations and are subject to
significant uncertainties and changes in circumstances. Please review “Business—Forward-Looking Statements” for more
information on the forward-looking statements in this report. Our actual results may differ materially from those reflected in
our forward-looking statements due to a variety of factors including, but not limited to, those discussed in “Risk Factors”
and elsewhere in this report.

You can find a “Glossary of Terms Used in This Report” in “Management’s Discussion and Analysis of Financial Condition
and Results of Operations (‘MD&A’).”

Item 1. Business

INTRODUCTION

Fannie Mae is a government-sponsored enterprise (“GSE”) that was chartered by Congress in 1938. We serve an essential
role in the functioning of the U.S. housing market and are investing in improvements to the U.S. housing finance system.
Our public mission is to support liquidity and stability in the secondary mortgage market, where existing mortgage-related
assets are purchased and sold, and to increase the supply of affordable housing. Our charter does not permit us to originate
loans or lend money directly to consumers in the primary mortgage market.

Fannie Mae provides reliable, large-scale access to affordable mortgage credit and indirectly enables families to buy,
refinance or rent homes. We securitize mortgage loans originated by lenders into Fannie Mae mortgage-backed securities
that we guarantee, which we refer to as Fannie Mae MBS. One of our key functions is to evaluate, price and manage the
credit risk on the loans and securities that we guarantee. We also purchase mortgage loans and mortgage-related securities,
primarily for securitization and sale at a later date. We use the term “acquire” in this report to refer to both our securitizations
and our purchases of mortgage-related assets. We obtain funds to support our business activities by issuing a variety of debt
securities in the domestic and international capital markets, which attracts global capital to the United States housing market.

Our conservatorship has no specified termination date, and we do not know when or how the conservatorship will terminate,
whether we will continue to exist following conservatorship, what changes to our business structure will be made during or
following the conservatorship, or what ownership interest, if any, our current common and preferred stockholders will hold
in us after the conservatorship is terminated. In addition, our agreements with Treasury that provide for financial support
include covenants that significantly restrict our business activities and provide for dividends to accrue at a rate equal to our
net worth less a capital reserve amount, which continues to decrease annually until it reaches zero, allowing us to retain only
a limited and decreasing amount of our net worth. We provide additional information on the conservatorship, the provisions
of our agreements with Treasury, and their impact on our business under “Conservatorship and Treasury Agreements” and
“Risk Factors.” We discuss the uncertainty of our future in “Executive Summary—Outlook” and “Risk Factors.” We discuss
proposals for housing finance reform that could materially affect our business in “Housing Finance Reform.”

Although Treasury owns our senior preferred stock and a warrant to purchase 79.9% of our common stock, and has made a
commitment under a senior preferred stock purchase agreement to provide us with funds to maintain a positive net worth
under specified conditions, the U.S. government does not guarantee our securities or other obligations.

Our common stock is traded in the over-the-counter market and quoted on the OTC Bulletin Board under the symbol
“FNMA..” Our debt securities are actively traded in the over-the-counter market.

1
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EXECUTIVE SUMMARY

Please read this Executive Summary together with our MD&A and our consolidated financial statements as of December 31,
2014 and related notes to the consolidated financial statements.

Our Strategy
We are focused on:
» achieving strong financial and credit performance;

*  supporting the housing recovery by providing reliable, large-scale access to affordable mortgage credit for qualified
borrowers and helping struggling homeowners;

e serving customer needs and improving our business efficiency; and

*  helping to build a sustainable housing finance system.

Achieving strong financial and credit performance
We continued to achieve strong financial and credit performance in 2014:

*  Financial Performance. We reported net income of $14.2 billion and pre-tax income of $21.1 billion in 2014,
compared with net income of $84.0 billion and pre-tax income of $38.6 billion in 2013. See “Summary of Our
Financial Performance” below for an overview of our 2014 financial performance. We expect to remain profitable
on an annual basis for the foreseeable future; however, certain factors, such as changes in interest rates or home
prices, could result in significant volatility in our financial results from quarter to quarter or year to year. For more
information regarding our expectations for our future financial performance, see “Outlook—Financial Results” and
“Outlook—Revenues” below.

*  Dividend Payments to Treasury. With our expected March 2015 dividend payment to Treasury, we will have paid a
total of $136.4 billion in dividends to Treasury on our senior preferred stock. The aggregate amount of draws we
have received from Treasury to date under the senior preferred stock purchase agreement is $116.1 billion. Under
the terms of the senior preferred stock purchase agreement, dividend payments do not offset prior Treasury draws.
See “Treasury Draws and Dividend Payments” and “Outlook—Dividend Obligations to Treasury” below for more
information regarding our dividend payments to Treasury.

*  Book of Business and Credit Performance. Beginning in 2008, we made changes to strengthen our underwriting and
eligibility standards that have improved the credit quality of our single-family guaranty book of business, and
contributed to improvement in our credit performance. Our single-family serious delinquency rate has decreased
each quarter since the first quarter of 2010, and was 1.89% as of December 31, 2014, compared with 2.38% as of
December 31, 2013. Single-family seriously delinquent loans are loans that are 90 days or more past due or in the
foreclosure process. See “Single-Family Guaranty Book of Business” below for information on the credit
performance of the mortgage loans in our single-family guaranty book of business and on our single-family
acquisitions for each of the last five years.

Our business model has changed significantly since we entered into conservatorship in 2008 and continues to evolve. To
meet the requirements of our senior preferred stock purchase agreement with Treasury, our retained mortgage portfolio has
declined substantially since entering conservatorship and will continue to decline until 2018, which has resulted in, and is
expected to continue to result in, declines in our revenues from our retained mortgage portfolio assets. In addition, the
amount of guaranty fee income we receive for managing the credit risk of loans in our book of business has increased
significantly since entering into conservatorship and we expect will continue to increase. See “Outlook—Revenues” for more
information on the shift in, and future expectations regarding, the sources of our revenue. Our business also continues to
evolve as a result of our efforts to build a safer and sustainable housing finance system and to pursue the strategic goals
identified by our conservator. For example, we have begun to transfer a portion of the existing credit risk on our single-
family guaranty book of business in order to reduce the risk to taxpayers of future borrower defaults, and we expect to
continue engaging in economically sensible ways to expand our offerings of credit risk transfer transactions in the future. See
“Helping to Build a Sustainable Housing Finance System” for a discussion of our credit risk transfer transactions and other
efforts to build a safer and sustainable housing finance system.

We remain under conservatorship and subject to the restrictions of the senior preferred stock purchase agreement with
Treasury. As a result of the senior preferred stock purchase agreement and directives from our conservator, we are not
permitted to retain our net worth (other than a limited amount that will decrease to zero by 2018), rebuild our capital position
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or pay dividends or other distributions to stockholders other than Treasury. See “Conservatorship and Treasury Agreements”
for more information regarding our conservatorship and our senior preferred stock purchase agreement with Treasury. In
addition, the future of our company remains uncertain. Congress continues to consider options for reform of the housing
finance system, including the GSEs, and we cannot predict the prospects for the enactment, timing or final content of
housing finance reform legislation. See “Housing Finance Reform” for information on recent proposals for housing finance
reform.

Supporting the housing recovery by providing reliable, large-scale access to affordable mortgage credit for qualified
borrowers and helping struggling homeowners

We continued our efforts to support the housing recovery in 2014. We remained the largest single issuer of mortgage-related
securities in the single-family secondary market in 2014 and a continuous source of liquidity in the multifamily market. We
also continued to help struggling homeowners. In 2014, we provided approximately 165,000 loan workouts to help
homeowners stay in their homes or otherwise avoid foreclosure. We discuss our activities to support the housing and
mortgage markets in “Contributions to the Housing and Mortgage Markets” below.

Serving customer needs and improving our business efficiency

We are undertaking various initiatives to better serve our customers’ needs and improve our business efficiency, including:
revising and clarifying our representation and warranty framework to reduce lenders’ repurchase risk; simplifying our
business processes; and updating our infrastructure. We discuss these initiatives in “Serving Customer Needs and Improving
Our Business Efficiency” below.

Helping to build a sustainable housing finance system

We continued to help lay the foundation for a safer and sustainable housing finance system in 2014. Our efforts included
pursuing the strategic goals and objectives identified by our conservator, as well as investing in enhancements to our
business and infrastructure. We discuss these efforts in “Helping to Build a Sustainable Housing Finance System” below.

Summary of Our Financial Performance
Comprehensive Income

We recognized comprehensive income of $14.7 billion in 2014, consisting of net income of $14.2 billion and other
comprehensive income of $530 million. In comparison, we recognized comprehensive income of $84.8 billion in 2013,
consisting of net income of $84.0 billion and other comprehensive income of $819 million. The decrease in comprehensive
income was primarily driven by a provision for federal income taxes of $6.9 billion in 2014 compared to a benefit for federal
income taxes of $45.4 billion in 2013 primarily due to the release of our valuation allowance against our deferred tax assets
in the first quarter of 2013. See “MD&A—Critical Accounting Polices and Estimates—Deferred Tax Assets” for additional
information.

Our 2014 pre-tax income was $21.1 billion, compared with $38.6 billion in 2013. The decrease in our pre-tax income was
primarily due to a decrease in credit-related income and a shift to fair value losses from fair value gains.

Credit-related income decreased to $3.8 billion in 2014 from $11.8 billion in 2013. This decrease was primarily attributable
to home prices increasing at a slower pace in 2014 as compared with 2013. In addition, 2013 credit-related income benefited
from foreclosed property income primarily due to the recognition of income related to compensatory fee arrangements.

Fair value losses of $4.8 billion in 2014 were primarily driven by a decline in longer-term swap rates in 2014. Fair value
gains of $3.0 billion in 2013 were primarily driven by an increase in longer-term swap rates in 2013.

Our results included pre-tax income of $5.7 billion in each of 2014 and 2013 as a result of resolution agreements we reached
relating to private-label mortgage-related securities (“PLS”) sold to us, representation and warranty matters, and
compensatory fees.

We expect volatility from period to period in our financial results from a number of factors, particularly changes in market
conditions that result in fluctuations in the estimated fair value of the financial instruments that we mark to market through
our earnings. These instruments include derivatives and certain securities. The estimated fair value of our derivatives and
securities may fluctuate substantially from period to period because of changes in interest rates, the yield curve, mortgage
spreads and implied volatility, as well as activity related to these financial instruments. We use derivatives to manage the
interest rate risk exposure of our net portfolio, which consists of our retained mortgage portfolio, cash and other investments
portfolio, and our outstanding debt of Fannie Mae. Some of these financial instruments in our net portfolio are not recorded
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at fair value in our consolidated financial statements, and as a result we may experience accounting gains or losses due to
changes in interest rates or other market conditions that may not be indicative of the economic interest rate risk exposure of
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our net portfolio. See “MD&A—Risk Management—Market Risk Management, Including Interest Rate Risk Management”
for more information. In addition, our credit-related income or expense can vary substantially from period to period
primarily due to changes in home prices, borrower payment behavior and economic conditions.

See “MD&A—Consolidated Results of Operations” for more information on our results.

Net Worth

Our net worth decreased to $3.7 billion as of December 31, 2014 from $9.6 billion as of December 31, 2013 primarily due to
our payments to Treasury of $20.6 billion in senior preferred stock dividends, partially offset by our comprehensive income
of $14.7 billion during 2014.

The dividend amount payable to Treasury on the senior preferred stock for each dividend period from January 1, 2013
through and including December 31, 2017 is the amount, if any, by which our net worth as of the end of the immediately
preceding fiscal quarter exceeds an applicable capital reserve amount. The capital reserve amount was $2.4 billion for
dividend periods in 2014 and further decreased to $1.8 billion for dividend periods in 2015. Our expected dividend payment
of $1.9 billion for the first quarter of 2015 is calculated based on our net worth of $3.7 billion as of December 31, 2014 less
the applicable capital reserve amount of $1.8 billion.

Single-Family Guaranty Book of Business

Credit Performance

We continued to achieve strong credit performance in 2014. In addition to acquiring loans with strong credit profiles, as we
discuss below in “Recently Acquired Single-Family Loans,” we continued to execute on our strategies for reducing credit
losses, such as helping eligible Fannie Mae borrowers with high loan-to-value (“LTV”) ratio loans refinance into more
sustainable loans through the Obama Administration’s Home Affordable Refinance Program® (“HARP®”), offering
borrowers loan modifications that can significantly reduce their monthly payments, pursuing foreclosure alternatives and
managing our real estate owned (“REO”) inventory to appropriately manage costs and maximize sales proceeds. As we work
to reduce credit losses, we also seek to assist struggling homeowners, help stabilize communities and support the housing
market.

Table 1 presents information for each of the last three years about the credit performance of mortgage loans in our single-
family guaranty book of business and our workouts. The term “workouts” refers to both home retention solutions (loan
modifications and other solutions that enable a borrower to stay in his or her home) and foreclosure alternatives (short sales
and deeds-in-lieu of foreclosure). The workout information in Table 1 does not reflect repayment plans and forbearances that
have been initiated but not completed, nor does it reflect trial modifications that have not become permanent.

4
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Table 1: Credit Statistics, Single-Family Guaranty Book of Business™

2014 2013 2012

(Dollars in millions)

As of the end of each period:

Serious delinquency rate® 1.89 % 2.38 % 329 %
Seriously delinquent loan count 329,590 418,837 576,591
Foreclosed property inventory:
Number of properties® 87,063 103,229 105,666
Carrying value $ 9,745 $ 10,334 $ 9,505
Total loss reserves® $ 37,762 $ 46,689 $ 61,396
During the period:
Credit-related income® $ 3,625 $ 11,205 $ 919
Credit losses® $ 5,978 $ 4,452 $ 14,392
REO net sales prices to unpaid principal balance” 69 % 67 % 59 %
Short sales net sales price to unpaid principal balance® 72 % 67 % 61 %
Loan workout activity (number of loans):
Home retention loan workouts® 130,132 172,029 186,741
Short sales and deeds-in-lieu of foreclosure 34,480 61,949 88,732
Total loan workouts 164,612 233,978 275,473
Loan workouts as a percentage of delinquent loans in our guaranty book of business 23.20 % 29.20 % 26.38 %

M Our single-family guaranty book of business consists of (a) single-family mortgage loans of Fannie Mae, (b) single-family mortgage
loans underlying Fannie Mae MBS, and (c) other credit enhancements that we provide on single-family mortgage assets, such as long-
term standby commitments. It excludes non-Fannie Mae mortgage-related securities held in our retained mortgage portfolio for which
we do not provide a guaranty.

@ Calculated based on the number of single-family conventional loans that are 90 days or more past due and loans that have been referred
to foreclosure but not yet foreclosed upon, divided by the number of loans in our single-family conventional guaranty book of business.

® Includes held-for-use properties (properties that we do not intend to sell or that are not ready for immediate sale in their current
condition), which are reported in our consolidated balance sheets as a component of “Other assets,” and acquisitions through deeds-in-
lieu of foreclosure.

@ Consists of (a) the combined loss reserves, (b) allowance for accrued interest receivable, and (c) allowance for preforeclosure property
taxes and insurance receivables.

©) Consists of (a) the benefit for credit losses and (b) foreclosed property (expense) income.

©  Consists of (a) charge offs, net of recoveries and (b) foreclosed property expense (income), adjusted to exclude the impact of fair value
losses resulting from credit impaired loans acquired from MBS trusts.

™ Calculated as the amount of sale proceeds received on disposition of REO properties during the respective periods, excluding those
subject to repurchase requests made to our seller or servicers, divided by the aggregate unpaid principal balance of the related loans at
the time of foreclosure. Net sales price represents the contract sales price less selling costs for the property and other charges paid by
the seller at closing.

®  Calculated as the amount of sale proceeds received on properties sold in short sale transactions during the respective period divided by
the aggregate unpaid principal balance of the related loans. Net sales price represents the contract sales price less the selling costs for
the property and other charges paid by the seller at the closing, including borrower relocation incentive payments and subordinate lien
(s) negotiated payoffs.

© Consists of (a) modifications (which do not include trial modifications, loans to certain borrowers who have received bankruptcy relief
that are classified as troubled debt restructurings (“TDRs”), or repayment plans or forbearances that have been initiated but not
completed) and (b) repayment plans and forbearances completed. See “Table 40: Statistics on Single-Family Loan Workouts™ in “Risk
Management—Credit Risk Management—Single-Family Mortgage Credit Risk Management—Problem Loan Management—Loan
Workout Metrics” for additional information on our various types of loan workouts.
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Beginning in 2008, we took actions to significantly strengthen our underwriting and eligibility standards and change our
pricing to promote sustainable homeownership and stability in the housing market. These actions have improved the credit
quality of our book of business and contributed to improvement in our credit performance. For information on the credit risk
profile of our single-family guaranty book of business, see “MD&A—Risk Management—Credit Risk Management—
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Single-Family Mortgage Credit Risk Management,” including “Table 36: Risk Characteristics of Single-Family
Conventional Business Volume and Guaranty Book of Business.”

We continue to experience disproportionately higher credit losses and serious delinquency rates from single-family loans
originated in 2005 through 2008 than from loans originated in other years. Single-family loans originated in 2005 through
2008 constituted 12% of our single-family book of business as of December 31, 2014, but constituted 59% of our seriously
delinquent loans as of December 31, 2014 and drove 75% of our 2014 credit losses. For information on the credit
performance of our single-family book of business based on loan vintage, see “Table 15: Credit Loss Concentration
Analysis” in “MD&A—Consolidated Results of Operations—Credit-Related Income—Credit Loss Performance Metrics”
and “Table 39: Single-Family Conventional Seriously Delinquent Loan Concentration Analysis” in “MD&A—Risk
Management—Credit Risk Management—Single-Family Mortgage Credit Risk Management.” For information on certain
credit characteristics of our single-family book of business based on the period in which we acquired the loans, see “Table
33: Selected Credit Characteristics of Single-Family Conventional Guaranty Book of Business, by Acquisition Period” in
“MD&A—Risk Management—Credit Risk Management—Single-Family Mortgage Credit Risk Management.”

We provide additional information on our credit-related expense or income in “Consolidated Results of Operations—Credit-
Related Income” and on the credit performance of mortgage loans in our single-family book of business in “Risk
Management—Credit Risk Management—Single-Family Mortgage Credit Risk Management.”

We provide more information on our efforts to reduce our credit losses in “MD&A—Risk Management—Credit Risk
Management—Single-Family Mortgage Credit Risk Management” and “MD&A—Risk Management—Institutional
Counterparty Credit Risk Management.” See also “Risk Factors,” where we describe factors that may adversely affect the
success of our efforts, including our reliance on third parties to service our loans, conditions in the foreclosure environment,
and risks relating to our mortgage insurer counterparties.

Recently Acquired Single-Family Loans

Table 2 below displays information regarding our average charged guaranty fee on and select risk characteristics of the
single-family loans we acquired in each of the last five years. Table 2 also displays the volume of our single-family Fannie
Mae MBS issuances for these periods, which is indicative of the volume of single-family loans we acquired in these periods.

Table 2: Single-Family Acquisitions Statistics

For the Year Ended December 31,

2014 2013 2012 2011 2010

(Dollars in millions)

Single-family average charged guaranty fee on new
acquisitions (in basis points)"® 62.9 57.4 39.9 28.8 25.7

Single-family Fannie Mae MBS issuances $375,676  $733,111 $827,749  $564,606  $603,247

Select risk characteristics of single-family
conventional acquisitions:®

Weighted average FICO® credit score at

origination 744 753 761 762 762
FICO credit score at origination less than 660 7 % 5 % 3 % 2 % 2 %
Weighted average original LTV ratio® 77 % 76 % 75 % 69 % 68 %
Original LTV ratio over 80%“W® 32 % 29 % 25 % 18 % 16 %
Original LTV ratio over 95%“® 4 % 10 % 11 % 4 % 3%
Loan purpose:

Purchase 52 % 30 % 21 % 24 % 22 %

Refinance 48 % 70 % 79 % 76 % 78 %

a

For the periods 2012 forward, includes the impact of a 10 basis point guaranty fee increase implemented in April 2012 pursuant to the
Temporary Payroll Tax Cut Continuation Act of 2011, the incremental revenue from which must be remitted to Treasury. The resulting
revenue is included in guaranty fee income and the expense is recognized in “TCCA fees.”

@

Calculated based on the average contractual fee rate for our single-family guaranty arrangements entered into during the period plus the
recognition of any upfront cash payments ratably over an estimated average life, expressed in basis points.
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®  Calculated based on unpaid principal balance of single-family loans for each category at time of acquisition.
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@ The original LTV ratio generally is based on the original unpaid principal balance of the loan divided by the appraised property value
reported to us at the time of acquisition of the loan. Excludes loans for which this information is not readily available.

) We purchase loans with original LTV ratios above 80% as part of our mission to serve the primary mortgage market and provide

liquidity to the housing finance system. Except as permitted under HARP, our charter generally requires primary mortgage insurance

or other credit enhancement for loans that we acquire that have an LTV ratio over 80%.

©  Approximately 79% of the greater than 95% LTV ratio loans we acquired in 2014 were acquired pursuant to HARP. See “Risk
Management—Credit Risk Management—Single-Family Mortgage Credit Risk Management” for information on HARP loans.

As shown in Table 2, our single-family average charged guaranty fee on new acquisitions has increased significantly since
2012, driven by guaranty fee increases implemented in 2012 and increases in loan level price adjustments charged on our
acquisitions, as our acquisitions in 2013 and 2014 included a higher proportion of loans with higher LTV ratios and a higher
proportion of loans with lower FICO credit scores than our 2010, 2011 and 2012 acquisitions. Loan level price adjustments
refer to one-time cash fees that we charge at the time we initially acquire a loan based on the credit characteristics of the
loan. The guaranty fee increases implemented in 2012 included a 10 basis point increase implemented pursuant to the
Temporary Payroll Tax Cut Continuation Act of 2011 (the “TCCA?”), the incremental revenue from which must be remitted
to Treasury. See “Our Charter and Regulation of Our Activities—Potential Changes to Our Single-Family Guaranty Fee
Pricing” for information on potential future changes to our guaranty fee pricing.

The increase in our average charged guaranty fee on newly-acquired single-family loans in 2014 as compared with 2013 was
driven primarily by an increase in loan level price adjustments charged on our acquisitions in 2014, as these acquisitions
included a higher proportion of loans with higher LTV ratios and a higher proportion of loans with lower FICO credit scores
than our 2013 acquisitions. The increase in our acquisitions of loans with higher LTV ratios in 2014 as compared with 2013
was primarily due to a decline in the percentage of our acquisitions consisting of refinance loans and a corresponding
increase in the percentage of our acquisitions consisting of home purchase loans, which typically have higher LTV ratios
than non-HARP refinance loans. Despite this shift in the credit risk profile of our acquisitions, the single-family loans we
acquired in 2014 continued to have a strong credit profile, with a weighted average original LTV ratio of 77% and a
weighted average FICO credit score of 744. For more information on the credit risk profile of our single-family conventional
loan acquisitions in 2014, 2013 and 2012, see “Risk Management—Credit Risk Management—Single-Family Mortgage
Credit Risk Management,” including “Table 36: Risk Characteristics of Single-Family Conventional Business Volume and
Guaranty Book of Business.”

Our single-family acquisition volume and single-family Fannie Mae MBS issuances decreased significantly in 2014
compared with 2013; however, liquidations of loans from our single-family guaranty book of business also declined due to
lower refinance activity. Accordingly, the size of our single-family guaranty book of business remained relatively flat.

Whether the loans we acquire in the future will exhibit an overall credit profile and performance similar to our more recent
acquisitions will depend on a number of factors, including our future pricing and eligibility standards and those of mortgage
insurers, the Federal Housing Administration (“FHA”) and the Department of Veterans Affairs (“VA”), the percentage of
loan originations representing refinancings, changes in interest rates, our future objectives and activities in support of those
objectives, including actions we may take to reach additional underserved creditworthy borrowers, government policy,
market and competitive conditions, and the volume and characteristics of HARP loans we acquire in the future. In addition,
if our lender customers retain more of the higher-quality loans they originate, it could negatively affect the credit risk profile
of our new single-family acquisitions.

Providing Targeted Access to Credit Opportunities for Creditworthy Borrowers

Pursuant to FHFA’s 2015 conservatorship scorecard and our statutory mission, we are continuing to work to increase access
to mortgage credit for creditworthy borrowers, consistent with the full extent of our applicable credit requirements and risk
management practices. As part of this effort, we are encouraging lenders to originate loans across the full range of credit
eligibility for those borrowers meeting our credit requirements. Some actions we are taking in this regard include: providing
additional clarity regarding seller and servicer representations and warranties and remedies for poor performance; making
new quality control tools available to lenders; conducting increased outreach to lenders and other industry stakeholders to
increase awareness of our available products and programs; and conducting consumer research to provide industry partners
with information to support their efforts to reach underserved market segments.

In addition, in December 2014, we changed our eligibility requirements to increase our maximum LTV ratio for loans to
first-time home buyers from 95% to 97%. We previously acquired loans with LTV ratios up to 97% from all lenders, but in
late 2013, we changed our eligibility requirements to reduce our maximum LTV ratio to 95% for non-HARP acquisitions
from lenders other than housing finance agencies, effective for acquisitions beginning in July 2014. Although higher LTV
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ratio loans typically present a higher credit risk than lower LTV ratio loans, we believe our acquisition of single-family loans
with
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95.01% to 97% LTV ratios will not materially affect our overall credit risk due to our requirements for these loans and our
expectation that they will constitute a small portion of our overall acquisition volumes. Our requirements for these loans
include compensating factors and risk mitigants, which reduce risk layering. For purchase transactions, at least one borrower
on the loan must be a first-time home buyer and occupy the property as his or her principal residence. In some cases, we also
require the borrower to receive housing counseling before obtaining the loan. Eligibility for refinance transactions is limited
to existing Fannie Mae loans to provide support for borrowers who may not otherwise be eligible for our Refi Plus™
initiative. For both purchase and refinance loans, the loans must have fixed-rate terms and must be underwritten through
Desktop Underwriter®, our proprietary automated underwriting system. Desktop Underwriter provides a comprehensive
credit risk assessment on loan applications submitted through the system, assessing risk layers and compensating factors, and
denying loan applications that do not meet our eligibility requirements. We require mortgage insurance or other appropriate
credit enhancement for all non-HARP loans with LTV ratios greater than 80%.

To the extent we are able to encourage lenders to increase access to mortgage credit, we may acquire a greater number of
single-family loans with higher risk characteristics than we have acquired in the most recent periods; however, we believe
our single-family acquisitions will continue to have a strong overall credit risk profile given our current underwriting and
eligibility standards and product design. We actively monitor the credit risk profile and credit performance of our single-
family loan acquisitions.

Contributions to the Housing and Mortgage Markets

Liquidity and Support Activities

As the largest provider of residential mortgage credit in the United States, we indirectly enable families to buy, refinance or
rent homes. During 2014, we continued to provide critical liquidity and support to the U.S. mortgage market in a number of
important ways:

+  Weserve as a stable source of liquidity for purchases of homes and financing of multifamily rental housing, as well
as for refinancing existing mortgages. We provided approximately $434 billion in liquidity to the mortgage market
in 2014 through our purchases and guarantees of loans and securities. This liquidity enabled borrowers to complete
approximately 937,000 mortgage refinancings and approximately 887,000 home purchases, and provided financing
for approximately 446,000 units of multifamily housing.

e Our role in the market enables qualified borrowers to have reliable access to affordable mortgage credit, including a
variety of conforming mortgage products such as the prepayable 30-year fixed-rate mortgage that protects
homeowners from fluctuations in interest rates.

*  We provided approximately 165,000 loan workouts in 2014 to help homeowners stay in their homes or otherwise
avoid foreclosure. Our loan workout efforts have helped to stabilize neighborhoods, home prices and the housing
market.

*  We helped borrowers refinance loans, including through our Refi Plus initiative, which offers additional refinancing
flexibility to eligible borrowers who are current on their loans and whose loans are owned or guaranteed by us and
meet certain additional criteria. We acquired approximately 302,000 Refi Plus loans in 2014. Refinancings
delivered to us through Refi Plus in the fourth quarter of 2014 reduced borrowers’ monthly mortgage payments by
an average of $172.

*  We support affordability in the multifamily rental market. Over 85% of the multifamily units we financed in 2014
were affordable to families earning at or below the median income in their area.

* In addition to purchasing and guaranteeing loans, we provide funds to the mortgage market through short-term
financing and other activities. These activities are described in “Business Segments—Capital Markets.”

2014 Market Share

We estimate that our single-family market share was 32% in 2014, compared with 39% in 2013. These amounts represent
our single-family mortgage acquisitions for each year, excluding delinquent loans we purchased from our MBS trusts, as a
percentage of the single-family first-lien mortgages we currently estimate were originated in the United States that year.
Because our estimate of mortgage originations in prior periods is subject to change as additional data become available, these
market share estimates may change in the future, perhaps materially.

We remained the largest single issuer of mortgage-related securities in the secondary market during the fourth quarter of
2014, with an estimated market share of new single-family mortgage-related securities issuances of 40%, compared with
38%
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in the third quarter of 2014 and 46% in the fourth quarter of 2013. For all of 2014, we estimate our market share of new
single-family mortgage-related securities issuances was 40%, compared with 47% for 2013.

We remained a continuous source of liquidity in the multifamily market in 2014. We owned or guaranteed approximately
19% of the outstanding debt on multifamily properties as of September 30, 2014 (the latest date for which information is
available).

Serving Customer Needs and Improving Our Business Efficiency

We are undertaking various initiatives to better serve our customers’ needs and improve our business efficiency. We are
committed to providing our lender partners with the products, services and tools they need to serve the market efficiently and
profitably. To further this commitment, we are focused on revising and clarifying our representation and warranty framework
to reduce lenders’ repurchase risk, and making our customers’ interactions with us simpler and more efficient.

We have taken several actions in recent years to improve our representation and warranty framework and help lenders reduce
their repurchase risk relating to loans they deliver to us, including:

*  Revising our representation and warranty framework in 2013 to limit our ability to require lenders to repurchase
loans for breaches of certain selling representations and warranties, effective for loans delivered on or after January
1, 2013 that have had 36 timely payments (or 12 timely payments for Refi Plus loans) and meet other eligibility
requirements. We further revised our representation and warranty framework in 2014 to relax the timely payment
requirement effective for conventional loans delivered on or after July 1, 2014 to permit two instances of 30-day
delinquency, and to allow loans to qualify for relief after satisfactory conclusion of a quality control review.

*  Providing lenders with greater clarity on the circumstances that would result in a loan repurchase request. For
example, in November 2014, we issued a lender announcement updating and clarifying aspects of our new
representation and warranty framework, particularly relating to the “life of loan” representations and warranties that
are not eligible for repurchase relief.

*  Expediting our review of newly acquired performing loans to identify loan defects earlier, and making more
frequent use of the alternatives to repurchase specified in our Selling Guide.

+  Offering lenders new, innovative tools to help them ensure the quality of the loans they deliver to us. These tools
include EarlyCheck™, which enables early validation of loan delivery eligibility, allowing lenders to make
corrections and avoid the delivery of ineligible loans, and Collateral Underwriter™, which gives lenders access to
the same appraisal review tool we use so that they can address potential appraisal issues prior to delivery of the loan
to us.

*  Providing lenders with training and feedback to help them resolve origination issues and reduce loan origination
defects.

We believe these actions have significantly reduced uncertainty surrounding lenders’ repurchase risk relating to loans they
deliver to us, and our intention is that these actions will encourage lenders to safely expand their lending to a wider range of
qualified borrowers. We continue to consider new ways to reduce or clarify lenders’ repurchase risk. See “MD&A—Risk
Management—Credit Risk Management—Single-Family Mortgage Credit Risk Management” for further discussion of
changes to our representation and warranty framework and actions we have taken to reduce and clarify lenders’ repurchase
risk.

We are also working on a multi-year effort to improve our business efficiency and agility through simplification of our
business processes and enhancements to our infrastructure. Many of these improvements are also designed to enhance our
customers’ experience when doing business with us, including making our customers’ interactions with us simpler and more
efficient. These efforts include replacing some of our systems with simpler, more automated infrastructure that will enable us
to more efficiently process transactions and manage our book of business, as well as to better adapt to industry and
regulatory changes in the future. We are also working on implementing infrastructure improvements to support the
integration of our business with the common securitization platform and our ability to issue a single common security, which
we describe below under “Helping to Build a Sustainable Housing Finance System.”
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Helping to Build a Sustainable Housing Finance System

We have invested significant resources towards helping to build a safer and sustainable housing finance system, primarily
through pursuing the strategic goals identified by our conservator. FHFA’s current strategic goals are to:

¢ Maintain, in a safe and sound manner, credit availability and foreclosure prevention activities for new and
refinanced mortgages to foster liquid, efficient, competitive and resilient national housing finance markets.

*  Reduce taxpayer risk through increasing the role of private capital in the mortgage market.

*  Build a new single-family securitization infrastructure for use by Fannie Mae and Freddie Mac and adaptable for
use by other participants in the secondary market in the future.

Beginning in 2012, FHFA has released annual corporate performance objectives for Fannie Mae and Freddie Mac, referred
to as the conservatorship scorecard, which detail specific priorities for implementing FHFA’s strategic goals. FHFA released
its 2014 conservatorship scorecard in May 2014, and its 2015 conservatorship scorecard in January 2015. Both FHFA’s 2014
and 2015 conservatorship scorecards include objectives designed to further the goal of reforming the housing finance system.
We describe below some of the initiatives we are undertaking pursuant to the mandates of the scorecards in order to build the
policies and infrastructure for a sustainable housing finance system.

Representation and Warranty Framework. FHFA’s 2014 and 2015 conservatorship scorecards include an objective relating
to improving the representation and warranty framework for mortgage originations. We discuss actions we have taken to
improve this framework and reduce lenders’ repurchase risk relating to loans they deliver to us under “Serving Customer
Needs and Improving Our Business Efficiency” above.

Credit Risk Transfer Transactions. FHFA’s 2014 and 2015 conservatorship scorecards include objectives relating to credit
risk transfer transactions. The goal of these transactions is, to the extent economically sensible, to transfer a limited portion
of the existing credit risk on a portion of our single-family guaranty book of business in order to reduce the risk to taxpayers
of future borrower defaults. We completed a total of five Connecticut Avenue Securities™ (“CAS”) credit risk transfer
transactions in 2013 and 2014, which transferred some of the credit risk on single-family mortgages with an unpaid principal
balance of $249.0 billion. While these transactions have been relatively small compared to our overall mortgage credit risk
exposure, we believe they have attracted broad interest in the private market. We currently intend to complete additional
CAS transactions in 2015. In addition to our CAS transactions, we executed additional types of risk sharing transactions in
2014. We expect to continue engaging in economically sensible ways to expand our offerings of credit risk transfer
transactions in the future. See “Business Segments—Single-Family Business—Single-Family Credit Risk Transfer
Transactions” and “MD&A—Risk Management—Credit Risk Management” for more information on these transactions.

Mortgage Insurance. FHFA’s 2014 conservatorship scorecard includes an objective relating to finalizing mortgage insurance
master policies and enhanced mortgage insurer eligibility requirements. FHFA’s 2015 conservatorship scorecard includes an
objective relating to implementing final mortgage insurer eligibility requirements. These reforms are intended to strengthen
our mortgage insurer counterparties and reduce the risk to taxpayers of future defaults by mortgage insurers on their
obligations to the GSEs. See “MD&A—Risk Management—Credit Risk Management—Institutional Counterparty Credit
Risk Management” for a description of these new policies and requirements.

Common Securitization Platform. FHFA’s 2014 and 2015 conservatorship scorecards include objectives relating to the
development of a common securitization platform that is intended to replace certain elements of Fannie Mae’s and Freddie
Mac’s proprietary systems for securitizing mortgages and performing associated back office and administrative functions. In
October 2013, Fannie Mae and Freddie Mac established Common Securitization Solutions, LLC (“CSS”), a jointly owned
limited liability company formed to design, develop, build and ultimately operate the platform. We continue to work with
FHFA, Freddie Mac and CSS on building and testing the common securitization platform, as well as on implementing
required changes to our systems and operations to integrate with the common securitization platform. We expect it will be a
number of years before CSS will have sufficient operational capabilities to serve its intended purpose as a common
securitization platform for us and Freddie Mac. See “Housing Finance Reform—Conservator Developments” for more
information on the progress of the common securitization platform initiative.

Single Common Security. FHFA’s 2014 and 2015 conservatorship scorecards include objectives relating to the development
of a single common mortgage-backed security for Fannie Mae and Freddie Mac. FHFA believes a single common security
would increase liquidity in the housing finance market. The development of the single common security is expected to be a
multi-year initiative. See “Housing Finance Reform—Conservator Developments” for information on FHFA’s single
security proposal and “Risk Factors” for a discussion of the risks to our business associated with a single common security
for Fannie Mae and Freddie Mac.
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Mortgage Data Standardization Initiatives. FHFA’s 2014 and 2015 conservatorship scorecards include objectives relating to
support of mortgage data standardization initiatives. These initiatives are designed to improve the accuracy and quality of
loan data through the mortgage lifecycle with the development and implementation of the uniform data standards for single-
family mortgages.

For more information on FHFA’s 2014 conservatorship scorecard objectives and our performance against these objectives,
see “Executive Compensation—Compensation Discussion and Analysis—Determination of 2014
Compensation—Assessment of Corporate Performance on 2014 Conservatorship Scorecard.” For more information on
FHFA’s 2015 conservatorship scorecard objectives, see our Current Report on Form 8-K filed with the Securities and
Exchange Commission (“SEC”) on January 20, 2015.

We are also working on additional related initiatives to help prepare our business and infrastructure for potential future
changes in the structure of the U.S. housing finance system and to help ensure our safety and soundness. These projects will
likely take a number of years to implement. See “Serving Customer Needs and Improving Our Business Efficiency” above
for a description of some of these initiatives.

We are devoting significant resources to and incurring significant expenses in implementing FHFA’s objectives and these
additional related initiatives. As described in “Risk Factors,” the magnitude of the many new initiatives we are undertaking
may increase our operational risk.

Treasury Draws and Dividend Payments

From 2009 through the first quarter of 2012, we received a total of $116.1 billion from Treasury under the senior preferred
stock purchase agreement. This funding provided us with the capital and liquidity needed to fulfill our mission of providing
liquidity and support to the nation’s housing finance markets and to avoid a trigger of mandatory receivership under the
Federal Housing Finance Regulatory Reform Act of 2008 (the “2008 Reform Act”). In addition, a portion of the $116.1
billion we received from Treasury was drawn to pay dividends to Treasury because, prior to 2013, our dividend payments on
the senior preferred stock accrued at an annual rate of 10%, and we were directed by our conservator to pay these dividends
to Treasury each quarter even when we did not have sufficient income to pay the dividend. We have not received funds from
Treasury under the agreement since the first quarter of 2012. As of the date of this filing, the maximum amount of remaining
funding under the agreement is $117.6 billion.

From 2008 through 2014, we paid a total of $134.5 billion in dividends to Treasury on the senior preferred stock. Under the
terms of the senior preferred stock purchase agreement, dividend payments do not offset prior Treasury draws, and we are
not permitted to pay down draws we have made under the agreement except in limited circumstances. Accordingly, the
current aggregate liquidation preference of the senior preferred stock is $117.1 billion, due to the initial $1.0 billion
liquidation preference of the senior preferred stock (for which we did not receive cash proceeds) and the $116.1 billion we
have drawn from Treasury.

The Director of FHFA directs us on a quarterly basis to make dividend payments on the senior preferred stock. In March
2015, we expect to pay Treasury additional senior preferred stock dividends of $1.9 billion for the first quarter of 2015.

Outlook

Uncertainty Regarding our Future Status. We expect continued significant uncertainty regarding the future of our company
and the housing finance system, including how long the company will continue to be in its current form, the extent of our
role in the market, what form we will have, what ownership interest, if any, our current common and preferred stockholders
will hold in us after the conservatorship is terminated and whether we will continue to exist following conservatorship.

We cannot predict the prospects for the enactment, timing or final content of housing finance reform legislation. See
“Housing Finance Reform” for a discussion of proposals for reform of the housing finance system, including the GSEs, that
could materially affect our business, including proposals to wind down Fannie Mae and Freddie Mac. See “Risk Factors” for
a discussion of the risks to our business relating to the uncertain future of our company.

Financial Results. Our financial results continued to be strong in 2014, with pre-tax income of $21.1 billion and net income
of $14.2 billion. We expect to remain profitable on an annual basis for the foreseeable future; however, we expect our
earnings in future years will be substantially lower than our earnings for 2014, primarily due to our expectation of
substantially lower income from resolution agreements, continued declines in net interest income from our retained mortgage
portfolio assets and lower credit-related income. In addition, certain factors, such as changes in interest rates or home prices,
could result in significant volatility in our financial results from quarter to quarter or year to year. Our future financial results
also will be affected by a number of other factors, including: our guaranty fee rates; the volume of single-family mortgage
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originations in the future; the size, composition and quality of our retained mortgage portfolio and guaranty book of
business;
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and economic and housing market conditions. Our expectations for our future financial results do not take into account the
impact on our business of potential future legislative or regulatory changes, which could have a material impact on our
financial results, particularly the enactment of housing finance reform legislation as noted in “Uncertainty Regarding our
Future Status” above.

As noted under “Dividend Obligations to Treasury” below, under the terms of the senior preferred stock, our capital reserve
will decline by $600 million each year until it reaches zero in 2018. Although we expect to remain profitable on an annual
basis for the foreseeable future, due to our declining capital reserve, our expectation of substantially lower earnings in future
years than our earnings for 2014, and the potential for significant volatility in our financial results, we could experience a net
worth deficit in a future quarter, particularly as our capital reserve approaches zero. If that were to occur, we would be
required to draw additional funds from Treasury under the senior preferred stock purchase agreement in order to avoid being
placed into receivership. See “Risk Factors” for a discussion of the risks associated with our declining capital reserves.

Revenues. We currently have two primary sources of revenues: (1) the guaranty fees we receive for managing the credit risk
on loans underlying Fannie Mae MBS held by third parties; and (2) the difference between interest income earned on the
assets in our retained mortgage portfolio and the interest expense associated with the debt that funds those assets. Our
“retained mortgage portfolio” refers to the mortgage-related assets we own (which excludes the portion of assets held by
consolidated MBS trusts that back mortgage-related securities owned by third parties). In recent years, an increasing portion
of our net interest income has been derived from guaranty fees rather than from our retained mortgage portfolio assets, due to
the shrinking of our retained mortgage portfolio and the impact of guaranty fee increases. We estimate that the portion of our
net interest income derived from guaranty fees on loans underlying our Fannie Mae MBS increased from more than one-third
in 2013 to approximately half in 2014. We expect that guaranty fees will continue to account for an increasing portion of our
net interest income.

The decrease in the balance of mortgage assets held in our retained mortgage portfolio contributed to a decline in our net
interest income and revenues in 2014 as compared with 2013. We expect continued decreases in the size of our retained
mortgage portfolio, which will continue to negatively impact our net interest income and revenues; however, we also expect
increases in our guaranty fee revenues will partially offset the negative impact of the decline in our retained mortgage
portfolio. We expect our guaranty fee revenues to increase over the long term, as loans with lower guaranty fees liquidate
from our book of business and are replaced with new loans with higher guaranty fees. The extent to which the positive
impact of increased guaranty fee revenues will offset the negative impact of the decline in the size of our retained mortgage
portfolio will depend on many factors, including: changes to guaranty fee pricing we may make in the future, including any
directive we receive from FHFA to change our guaranty fee pricing; the size, composition and quality of our guaranty book
of business; the life of the loans in our guaranty book of business; the size, composition and quality of our retained mortgage
portfolio, including the pace at which we are required by our conservator to reduce the size of our portfolio and the types of
assets we are required to sell; economic and housing market conditions, including changes in interest rates; our market share;
and legislative and regulatory changes.

Dividend Obligations to Treasury. We expect to retain only a limited amount of any future net worth because we are
required by the dividend provisions of the senior preferred stock and quarterly directives from our conservator to pay
Treasury each quarter the amount, if any, by which our net worth as of the end of the immediately preceding fiscal quarter
exceeds an applicable capital reserve amount. This capital reserve amount is $1.8 billion for each quarter of 2015 and
continues to decrease by $600 million annually until it reaches zero in 2018.

As described in “Legal Proceedings” and “Note 19, Commitments and Contingencies,” several lawsuits have been filed by
preferred and common stockholders of Fannie Mae and Freddie Mac against the United States, Treasury and/or FHFA
challenging actions taken by the defendants relating to the senior preferred stock purchase agreements and the
conservatorships of Fannie Mae and Freddie Mac, including challenges to the net worth sweep dividend provisions of the
senior preferred stock. We cannot predict the course or the outcome of these lawsuits, or the actions the U.S. government
(including Treasury or FHFA) may take in response to any ruling or finding in any of these lawsuits.

Overall Market Conditions. We expect that single-family mortgage loan serious delinquency and severity rates will continue
their downward trend, but at a slower pace than in recent years. We expect that single-family serious delinquency and
severity rates will remain high compared with pre-housing crisis levels because it will take some time for the remaining
delinquent loans with high mark-to-market LTV ratios originated prior to 2009 to work their way through the foreclosure
process. Despite steady demand and stable fundamentals at the national level, the multifamily sector may continue to exhibit
below average fundamentals in certain local markets and with certain properties.

We forecast that total originations in the U.S. single-family mortgage market in 2015 will increase from 2014 levels by
approximately 7% from an estimated $1.19 trillion in 2014 to $1.28 trillion in 2015, and that the amount of originations in
the
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U.S. single-family mortgage market that are refinancings will increase from an estimated $516 billion in 2014 to $574 billion
in 2015.

Home Prices. Based on our home price index, we estimate that home prices on a national basis increased by 4.7% in 2014.
We expect a lower rate of home price appreciation in 2015 than in 2014. Future home price changes may be very different
from our expectations as a result of significant inherent uncertainty in the current market environment, including uncertainty
about the effect of recent and future changes in mortgage rates; actions the federal government has taken and may take with
respect to fiscal policies, mortgage finance programs and policies, and housing finance reform; the Federal Reserve’s
purchases and sales of mortgage-backed securities; the impact of those actions on and changes generally in unemployment
and the general economic and interest rate environment; and the impact on the U.S. economy of global economic and
political conditions. We also expect significant regional variation in the timing and rate of home price growth.

Credit Losses. Our credit losses, which include our charge-offs, net of recoveries, reflect our realization of losses on our
loans. Our credit losses were $5.9 billion in 2014, up from $4.5 billion in 2013 and down from $14.6 billion in 2012. Our
credit losses increased in 2014 compared with 2013 primarily due to a lower level of credit loss recoveries in 2014 compared
with 2013. We expect our credit losses in 2015 will be higher than 2014 levels because we expect our approach to
implementing the charge-off provisions of FHFA’s Advisory Bulletin AB 2012-02 in 2015 will increase our credit losses for
2015 from what they otherwise would be. We expect our credit losses to resume their downward trend beginning in 2016.
See “Our Charter and Regulation of Our Activities—FHFA Advisory Bulletin Regarding Framework for Adversely
Classifying Loans” for further information about this Advisory Bulletin.

Loss Reserves. Our total loss reserves consist of (1) our allowance for loan losses, (2) our allowance for accrued interest
receivable, (3) our allowance for preforeclosure property taxes and insurance receivables, and (4) our reserve for guaranty
losses. Our total loss reserves were $38.2 billion as of December 31, 2014, down from $47.3 billion as of December 31,
2013. As described in “Our Charter and Regulation of Our Activities—FHFA Advisory Bulletin Regarding Framework for
Adversely Classifying Loans,” our approach to implementing the charge-off provisions of FHFA’s Advisory Bulletin AB
2012-02 on January 1, 2015 will result in a decrease to our allowance for loan losses as of that date of approximately $2
billion to eliminate the allowance for loan losses on the charged-off loans, which will be reflected in our financial results for
the first quarter of 2015. Although our loss reserves have declined substantially from their peak and are expected to decline
further, we expect our loss reserves will remain elevated relative to the levels experienced prior to the 2008 housing crisis for
an extended period because (1) we expect future defaults on loans that we acquired prior to 2009 and the resulting charge-
offs will occur over a period of years and (2) a significant portion of our reserves represents concessions granted to
borrowers upon modification of their loans and our reserves will continue to reflect these concessions until the loans are fully
repaid or default.

Factors that Could Cause Actual Results to be Materially Different from Our Estimates and Expectations. We present a
number of estimates and expectations in this executive summary regarding our future performance, including estimates and
expectations regarding our future financial results and profitability, the level and sources of our future revenues and net
interest income, our future dividend payments to Treasury, the level and credit characteristics of, and the credit risk posed
by, our future acquisitions, our future credit losses and our future loss reserves. We also present a number of estimates and
expectations in this executive summary regarding future housing market conditions, including expectations regarding future
single-family loan delinquency and severity rates, future mortgage originations, future refinancings, future home prices and
future conditions in the multifamily market. These estimates and expectations are forward-looking statements based on our
current assumptions regarding numerous factors. Our future estimates of our performance and housing market conditions, as
well as the actual results, may differ materially from our current estimates and expectations as a result of: the timing and
level of, as well as regional variation in, home price changes; changes in interest rates, unemployment rates and other
macroeconomic and housing market variables; our future guaranty fee pricing, including any directive from FHFA to change
our guaranty fee pricing, and the impact of that pricing on our guaranty fee revenues and competitive environment; our
future serious delinquency rates; our future objectives and activities in support of those objectives, including actions we may
take to reach additional underserved creditworthy borrowers; future legislative or regulatory requirements or changes that
have a significant impact on our business, such as a requirement that we implement a principal forgiveness program or the
enactment of housing finance reform legislation; actions we may be required to take by FHFA, as our conservator or as our
regulator, such as changes in the type of business we do; future updates to our models relating to our loss reserves, including
the assumptions used by these models; future changes to our accounting policies; significant changes in modification and
foreclosure activity; changes in borrower behavior, such as an increasing number of underwater borrowers who strategically
default on their mortgage loans; the effectiveness of our loss mitigation strategies, management of our REO inventory and
pursuit of contractual remedies; whether our counterparties meet their obligations in full; resolution or settlement agreements
we may enter into with our counterparties; changes in the fiscal and monetary policies of the Federal Reserve, including any
change in the Federal Reserve’s policy towards the reinvestment of principal payments of mortgage-backed securities or any
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future sales of such securities; changes in the fair value of our assets and liabilities; changes in generally accepted accounting
principles (“GAAP”); credit availability; global political risks; natural disasters, terrorist attacks, pandemics or other major
disruptive events; information security breaches; and other factors, including those discussed in “Forward-Looking
Statements,” “Risk Factors” and elsewhere in this report. Due to the large size of our guaranty book of business, even small
changes in these factors could have a significant impact on our financial results for a particular period.

RESIDENTIAL MORTGAGE MARKET

The U.S. Residential Mortgage Market

We conduct business in the U.S. residential mortgage market and the global securities market. According to the Federal
Reserve, total U.S. residential mortgage debt outstanding, which includes $9.9 trillion of single-family mortgage debt
outstanding, was estimated to be approximately $10.8 trillion as of September 30, 2014 (the latest date for which information
is available). We owned or guaranteed mortgage assets representing approximately 29% of total U.S. residential mortgage
debt outstanding as of September 30, 2014.

We operate our business solely in the United States and its territories, and accordingly, we generate no revenue from and
have no long-lived assets, other than financial instruments, in geographic locations other than the United States and its
territories.

Housing and Mortgage Market and Economic Conditions

According to the U.S. Bureau of Economic Analysis advance estimate, the inflation-adjusted U.S. gross domestic product, or
GDP, rose by 2.4% in 2014, compared with an increase of 2.2% in 2013. According to the U.S. Bureau of Labor Statistics as
of January 2015, the economy created an estimated 3.2 million non-farm jobs in 2014 and 2.4 million non-farm jobs in 2013.
The unemployment rate declined to 5.6% in December 2014 from 6.7% in December 2013. In January 2015, non-farm
payrolls increased by 257,000 jobs, and the unemployment rate increased to 5.7%.

The most comprehensive measure of the unemployment rate, which includes those working part-time who would rather work
full-time (part-time workers for economic reasons) and those not looking for work but who want to work and are available
for work (discouraged workers), declined to 11.2% in December 2014 from 13.1% in December 2013.

Housing activity was mixed in 2014 as compared with 2013. Total existing home sales of 4.9 million units in 2014 represent
a decrease of 3.1% from 2013, compared with a 9.2% increase in 2013, according to data from the National Association of
REALTORS®. Sales of foreclosed homes and preforeclosure, or “short,” sales (together, “distressed sales™) accounted for
11% of existing home sales in December 2014, compared with 14% in December 2013. According to the U.S. Census
Bureau, new single-family home sales increased 1.2% in 2014, after increasing by 16.6% in 2013. Homebuilding activity
continued to increase in 2014, as single-family housing starts rose approximately 5% in 2014, compared with an increase of
15% in 2013. Multifamily starts rose approximately 16% in 2014, compared with an increase of 25% in 2013.

At the end of 2014, the number of months’ supply, or the inventory/sales ratio, of available existing homes and of new
homes were each below their historical average. According to the U.S. Census Bureau, the months’ supply of new single-
family unsold homes was 5.5 months as of December 31, 2014, compared with 5.1 months as of December 31, 2013.
According to the National Association of REALTORS®, the months’ supply of existing unsold homes was 4.4 months as of
December 31, 2014, compared with a 4.6 months’ supply as of December 31, 2013.

The overall mortgage market serious delinquency rate, which has trended down since peaking in the fourth quarter of 2009,
remained historically high at 4.7% as of September 30, 2014 (the latest date for which information is available), according to
the Mortgage Bankers Association National Delinquency Survey, compared with 5.4% as of December 31, 2013. We
provide information about Fannie Mae’s serious delinquency rate, which also decreased during 2014, in “Executive
Summary—Single-Family Guaranty Book of Business—Credit Performance.”

Despite recent improvement in the housing market and declining delinquency rates, approximately one out of twelve
borrowers was delinquent or in foreclosure during the third quarter of 2014, according to the Mortgage Bankers Association
National Delinquency Survey.
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Table 3 displays several key indicators related to the total U.S. residential mortgage market.

Table 3: Housing and Mortgage Market Indicators®”

% Change
2014 vs. 2013 vs.
2014 2013 2012 2013 2012

Home sales (units in thousands) 5,365 5,519 5,028 28)% 98 %

New home sales 435 429 368 1.2 16.6

Existing home sales 4930 5,090 4,660 3.1 9.2
Home price change based on Fannie Mae Home Price Index

(“HPI”)® 4.7 % 8.0 % 41 %
Annual average fixed-rate mortgage interest rate® 42 % 4.0 % 3.7 %
Single-family mortgage originations (in billions) $ 1,193 $ 1,866 $§ 2,154 (36.1) (13.4)
Type of single-family mortgage origination:

Refinance share 43 9% 60 % 7 o,

Adjustable-rate mortgage share 9 v, 7 % 5 0,
Total U.S. residential mortgage debt outstanding (in billions)® $10,824  $10,819  $10,877 * (0.5)

* Represents less than 0.05%.

M The sources of the housing and mortgage market data in this table are the Federal Reserve Board, the U.S. Census Bureau, the
Department of Housing and Urban Development, the National Association of REALTORS" and the Mortgage Bankers Association.
Home sales data are based on information available through December 2014. Single-family mortgage originations, as well as
refinance shares, are based on February 2015 estimates from Fannie Mae’s Economic & Strategic Research group. The adjustable-
rate mortgage share is based on the number of conventional mortgage applications data reported by the Mortgage Bankers
Association. Certain previously reported data may have been changed to reflect revised historical data from any or all of these
organizations.

@ Calculated internally using property data information on loans purchased by Fannie Mae, Freddie Mac and other third-party home
sales data. Fannie Mae’s HPI is a weighted repeat transactions index, measuring average price changes in repeat sales on the same
properties. Fannie Mae’s HPI excludes prices on properties sold in foreclosure. The reported home price change reflects the
percentage change in Fannie Mae’s HPI from the fourth quarter of the prior year to the fourth quarter of the reported year.

®  Based on the annual average 30-year fixed-rate mortgage interest rate reported by Freddie Mac.

@ U.S. residential mortgage debt outstanding information for 2014 is provided as of September 30, 2014, the latest date for which
information is available.

Based on our home price index, we estimate that home prices on a national basis increased by 4.7% in 2014, following
increases of 8.0% in 2013 and 4.1% in 2012. Despite the recent increases in home prices, we estimate that, through
December 31, 2014, home prices on a national basis remained 10.1% below their peak in the third quarter of 2006. Our home
price estimates are based on preliminary data and are subject to change as additional data become available.

Many homeowners continue to have “negative equity” in their homes as a result of declines in home prices since 20006,
which means their mortgage principal balance exceeds the current market value of their home. This increases the likelihood
that borrowers will abandon their mortgage obligations and that the loans will become delinquent and proceed to foreclosure.
According to CoreLogic, Inc., the number of residential properties with mortgages in a negative equity position in the third
quarter of 2014 was approximately 5.1 million, down from 6.5 million in the third quarter of 2013. The percentage of
properties with mortgages in a negative equity position in the third quarter of 2014 was 10.3%, down from 13.3% in the third
quarter of 2013.

Thirty-year fixed-rate mortgage rates declined during the year, starting at 4.53% for the week of January 2, 2014 and ending
at 3.87% for the week of December 31, 2014, according to the Freddie Mac Primary Mortgage Market Survey®. Thirty-year
fixed-rate mortgage rates declined further in January 2015, reaching 3.66% for the week of January 29, 2015.

Mortgage rates were generally higher during 2014 than they were in the first half of 2013, which contributed to a decline in
single-family mortgage originations in 2014, driven by a decline in refinancing activity. We estimate that total single-family
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mortgage originations decreased by approximately 36% to $1.19 trillion in 2014, compared with $1.87 trillion in 2013. We
estimate that the amount of single-family mortgage originations that were refinancings decreased by approximately 54% to
$516 billion in 2014, compared with $1.12 trillion in 2013. While single-family mortgage originations declined by an
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estimated 36% in 2014, we estimate that the amount of single-family mortgage debt outstanding was relatively flat in 2014.
As of September 30, 2014 (the latest date for which information is available), total single-family mortgage debt outstanding
was $9.9 trillion, a decrease of 0.6% from the amount of total single-family mortgage debt outstanding as of September 30,
2013. Total U.S. residential mortgage debt outstanding decreased by 0.1% from the third quarter of 2013 to the third quarter
of 2014 (the latest date for which information is available).

National multifamily market fundamentals, which include factors such as vacancy rates and rents, remained relatively stable
during 2014, despite an increase in new apartment supply. Although the national estimated vacancy level increased toward
the end of the year, it remained near historic lows, benefiting from steady rental demand coupled with ongoing job growth
and new household formation. According to preliminary third-party data, the national multifamily vacancy rate for
institutional investment-type apartment properties was an estimated 5.0% as of December 31, 2014, up from an estimated
4.75% as of September 30, 2014 and down from an estimated 5.1% as of December 31, 2013.

Effective rents and net absorption both continued to increase during 2014. National asking rents increased by an estimated
3.0% in 2014 and by an estimated 0.5% during the fourth quarter of 2014, compared with an estimated increase of 1.0% in
the third quarter of 2014.

Continued demand for multifamily rental units was reflected in the estimated positive net absorption (that is, the net change
in the number of occupied rental units during the time period) of approximately 165,000 units in 2014, according to
preliminary data from Reis, Inc. There was positive net absorption of approximately 45,000 units during the fourth quarter of
2014, compared with approximately 37,000 units during the third quarter of 2014. Although an estimated 240,000
multifamily units were added to the nation’s inventory in 2014, demand remained healthy.

Vacancy rates and rents are important to loan performance because multifamily loans are generally repaid from the cash
flows generated by the underlying property. Several years of improvement in these fundamentals helped to increase property
values in most metropolitan areas in 2014, and contributed to the ongoing increase in new multifamily construction
development. As a result, it is estimated that there will be approximately 340,000 new multifamily units completed in 2015.
The bulk of this new supply is concentrated in a limited number of metropolitan areas. We believe this increase in supply
will result in a temporary slowdown in net absorption rates, occupancy levels and effective rents in those areas throughout
2015. Nevertheless, the overall national rental market supply and demand is expected to remain in balance over the longer
term, based on expected construction completions, expected obsolescence, positive rental household formation trends and
expected increases in the population of 20- to 34-year olds, which is the primary age group that tends to rent multifamily
housing.

MORTGAGE SECURITIZATIONS

We support market liquidity by issuing Fannie Mae MBS that are readily traded in the capital markets. We create Fannie
Mae MBS by placing mortgage loans in a trust and issuing Fannie Mae MBS that are backed by those mortgage loans.
Monthly payments received on the loans are the primary source of payments passed through to Fannie Mae MBS
holders. We guarantee to the MBS trust that we will supplement amounts received by the MBS trust as required to permit
timely payment of principal and interest on the trust certificates. In return for this guaranty, we receive guaranty fees.

Below we discuss (1) two broad categories of securitization transactions: lender swaps and portfolio securitizations;
(2) features of our MBS trusts; (3) circumstances under which we purchase loans from MBS trusts; and (4) single-class and
multi-class Fannie Mae MBS.

Lender Swaps and Portfolio Securitizations

We currently securitize a substantial majority of the single-family and multifamily mortgage loans we acquire. Our
securitization transactions primarily fall within two broad categories: lender swap transactions and portfolio securitizations.

Our most common type of securitization transaction is our “lender swap transaction.” Mortgage lenders that operate in the
primary mortgage market generally deliver pools of mortgage loans to us in exchange for Fannie Mae MBS backed by these
mortgage loans. A pool of mortgage loans is a group of mortgage loans with similar characteristics. After receiving the
mortgage loans in a lender swap transaction, we place them in a trust for which we serve as trustee. This trust is established
for the sole purpose of holding the mortgage loans separate and apart from our corporate assets. We deliver to the lender (or
its designee) Fannie Mae MBS that are backed by the pool of mortgage loans in the trust and that represent an undivided
beneficial ownership interest in each of the mortgage loans. We guarantee to each MBS trust that we will supplement
amounts received by the MBS trust as required to permit timely payment of principal and interest on the related Fannie Mae
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MBS. We retain a portion of the interest payment as a fee for providing our guaranty. The mortgage servicer also retains a
portion of the interest payment as a fee for servicing the loan. Then, on behalf of the trust, we make monthly distributions to
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the Fannie Mae MBS certificateholders from the principal and interest payments and other collections on the underlying
mortgage loans.

In contrast to our lender swap securitizations, in which lenders deliver pools of mortgage loans to us that we immediately
place in a trust for securitization, our “portfolio securitization transactions” involve creating and issuing Fannie Mae MBS
using mortgage loans and mortgage-related securities that we hold in our retained mortgage portfolio.

Features of Our MBS Trusts

Our MBS trusts hold either single-family or multifamily mortgage loans or mortgage-related securities. Each trust operates
in accordance with a trust agreement or a trust indenture. Each MBS trust is also governed by an issue supplement
documenting the formation of that MBS trust, the identification of its related assets and the issuance of the related Fannie
Mae MBS. The trust agreement or the trust indenture, together with the issue supplement and any amendments, are
considered the “trust documents” that govern an individual MBS trust.

Purchases of Loans from our MBS Trusts

Under the terms of our MBS trust documents, we have the option or, in some instances, the obligation, to purchase mortgage
loans that meet specific criteria from an MBS trust. For example, we have the option under the terms of the trust documents
to purchase a loan from an MBS trust if the loan is delinquent as to four or more consecutive monthly payments. We
generally have the obligation to purchase a mortgage loan from an MBS trust when the mortgage loan becomes delinquent as
to 24 monthly payments. Our acquisition cost for these loans is the unpaid principal balance of the loan plus accrued interest.

In deciding whether and when to exercise our option to purchase a loan from a single-family MBS trust, we consider a
variety of factors, including: our legal ability to purchase loans under the terms of the trust documents; whether we have
agreed to modify the loan, which we cannot do while it remains in the trust; our mission and public policy; our loss
mitigation strategies and the exposure to credit losses we face under our guaranty; our cost of funds; the impact on our
results of operations; relevant market yields; the accounting impact; the administrative costs associated with purchasing and
holding the loans; counterparty exposure to lenders that have agreed to cover losses associated with delinquent loans; and
general market conditions. The weight we give to these factors changes depending on market circumstances and other
factors.

The cost of purchasing most delinquent loans from Fannie Mae MBS trusts and holding them in our retained mortgage
portfolio is currently less than the cost of advancing delinquent payments to security holders. We generally purchase loans
from MBS trusts as they become four or more consecutive monthly payments delinquent. During 2014, we purchased
delinquent loans with an unpaid principal balance of approximately $17.9 billion from our single-family MBS trusts. We
expect to continue purchasing loans from MBS trusts as they become four or more consecutive monthly payments delinquent
subject to market conditions, economic benefit, servicer capacity and other factors, including the limit on the amount of
mortgage assets that we may own pursuant to the senior preferred stock purchase agreement and FHFA’s portfolio plan
requirements.

For our multifamily MBS trusts, we typically exercise our option to purchase a loan from the trust if the loan is delinquent as
to four or more consecutive monthly payments, whether those payments were made in whole or in part.

Single-Class and Multi-Class Fannie Mae MBS

Fannie Mae MBS trusts may be single-class or multi-class. Single-class MBS are MBS in which the investors receive
principal and interest payments on the mortgage loans backing the MBS directly in proportion to their percentage ownership
of the MBS issuance. Multi-class MBS are MBS, including Real Estate Mortgage Investment Conduits (“REMICs”), in
which the cash flows on the underlying mortgage assets are divided, creating several classes of securities, each of which
represents an undivided beneficial ownership interest in the assets of the related MBS trust and entitles the related holder to a
specific portion of cash flows. Terms to maturity of some multi-class Fannie Mae MBS, particularly REMIC classes, may
match or be shorter than the maturity of the underlying mortgage loans and/or mortgage-related securities. After these classes
mature, cash flows received on the underlying mortgage assets are allocated to the remaining classes in accordance with the
payment terms of the securities. As a result, each of the classes in a multi-class MBS may have a different coupon rate,
average life, repayment sensitivity or final maturity. Structured Fannie Mae MBS are either multi-class MBS or single-class
MBS that are typically resecuritizations of other single-class Fannie Mae MBS. In a resecuritization, pools of MBS are
collected and securitized.
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BUSINESS SEGMENTS

We have three business segments for management reporting purposes: Single-Family Credit Guaranty, Multifamily and
Capital Markets. In this report we refer to our business groups that run these segments as our “Single-Family business,” our
“Multifamily business” and our “Capital Markets group.” These groups engage in complementary business activities in
pursuing our mission of providing liquidity, stability and affordability to the U.S. housing market. These activities are
summarized in the table below and described in more detail following this table. We also summarize in the table below the
key sources of revenue for each of our segments and the primary expenses.

Business Segment

Primary Business Activities

Primary Drivers of Revenue

Primary Drivers of Expense

Single-Family

Mortgage acquisitions: Works
with our lender customers to
acquire single-family mortgage
loans through lender swap
transactions or, working also with
our Capital Markets group,
through loan purchases

Credit risk management: Prices
and manages the credit risk on
loans in our single-family
guaranty book of business

Credit loss management: Works
to prevent foreclosures and
reduce costs of defaulted single-
family loans through home
retention solutions and
foreclosure alternatives, through
management of foreclosures and
REO, and through pursuing
contractual remedies from
lenders, servicers and providers
of credit enhancement

Guaranty fees: Compensation for
assuming and managing the credit
risk on our single-family guaranty
book of business

Interest income not recognized.
Consists of reimbursement costs
for interest income not
recognized for loans on
nonaccrual status in our retained
mortgage portfolio or in
consolidated trusts, which are
recorded as a reduction to our
interest income

Fee and other
income: Compensation received
for providing services to lenders

Credit-related expense: Consists
of provision for single-family
loan losses, provision for single-
family guaranty losses and
foreclosed property expense on
loans underlying our single-
family guaranty book of business

Administrative expenses: Consists
of salaries and benefits,
occupancy costs, professional
services, and other expenses
associated with our Single-
Family business operations

Remittances to Treasury of a
|portion of our guaranty

[fees: Consists of amounts
remitted to Treasury pursuant to
the TCCA, which we expect will
increase in future periods

Multifamily

Mortgage securitizations: Works
with our lender customers to
securitize multifamily mortgage
loans delivered to us by lenders
into Fannie Mae MBS in lender
swap transactions

Credit risk management: Prices
and manages the credit risk on
loans in our multifamily guaranty
book of business

Credit loss management: Works
to prevent foreclosures and
reduce costs of defaulted
multifamily loans through
foreclosure alternatives, through
management of foreclosures and
REO, and through pursuing
contractual remedies from
lenders, servicers and providers
of credit enhancement

Guaranty fees: Compensation for
assuming and managing the credit
risk on our multifamily guaranty
book of business

Fee and other income: Other fees
associated with multifamily
business activities, including
prepayments

Credit-related expense: Consists
of provision for multifamily
credit losses and foreclosed
property expense on loans
underlying our multifamily
guaranty book of business

Administrative expenses: Consists
of salaries and benefits,
occupancy costs, professional
services, and other expenses
associated with our Multifamily
business operations
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Business Segment

Primary Business Activities

Primary Drivers of Revenue

Primary Drivers of Expense

Capital Markets

Mortgage and other investments:
Purchases mortgage assets and
invests in non-mortgage interest-
earning assets

Mortgage

securitizations: Purchases loans
from a large group of lenders,
securitizes them, and may sell the
securities to dealers and investors

Structured mortgage
securitizations and other
customer services: Issues
structured Fannie Mae MBS for
customers in exchange for a
transaction fee and provides other
fee-related services to our lender
customers

Interest rate risk

management: Manages the
interest rate risk on our portfolio
by issuing a variety of debt
securities in a wide range of
maturities and by using
derivatives

Net interest income: Generated
from the difference between the
interest income earned on our
interest-earning assets and the
interest expense associated with
the debt funding those assets

Fee and other income:
Compensation received for
engaging in structured
transactions and providing other
lender services. In addition, the
substantial majority of fee and
other income for 2013 and 2014
consisted of income resulting
from settlement agreements
resolving certain lawsuits relating
to PLS sold to us.

Fair value gains and losses:
Primarily consists of fair value
gains and losses on derivatives,
trading securities and other
financial instruments

Investment gains and losses:
Primarily consists of (1) gains
and losses on the sale or
securitization of mortgage assets
and (2) impairments recognized
on our investments

Administrative expenses: Consists
of salaries and benefits,
occupancy costs, professional
services, and other expenses
associated with our Capital
Markets business operations

Revenues from our Business Segments

Table 4 displays our total net revenues for each of our business segments for each of the last three years. Net revenues
include net interest income, guaranty fee income, and fee and other income. Under our segment reporting, the sum of the
results for our three business segments does not equal our consolidated statements of operations and comprehensive income,
as we separate the activity related to our consolidated trusts from the results generated by our three segments. We also
include an eliminations/adjustments category to reconcile our business segment financial results and the activity related to
our consolidated trusts to net income in our consolidated statements of operations and comprehensive income. For more
information about the financial results and performance and total assets of each of our segments, see “MD&A—Business
Segment Results” and “Note 13, Segment Reporting.”

Table 4: Business Segment Revenues

Single-Family
Multifamily
Capital Markets

Consolidated Trusts and Eliminations/Adjustments

Total

Single-Family Business

For the Year Ended
December 31,

2014 2013 2012
$12,332 $11,303 § 8,120
1,384 1,325 1,234
11,182 11,659 12,667
957 2,047 967
$25,855 $26,334 $22,988

Working with our lender customers, our Single-Family business provides funds to the mortgage market by acquiring single-
family loans through lender swap transactions or, working also with our Capital Markets group, through loan purchases. Our
Single-Family business has primary responsibility for pricing and managing the credit risk on our single-family guaranty
book of business, which consists of single-family mortgage loans underlying Fannie Mae MBS and single-family loans held
in our retained mortgage portfolio.
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A single-family loan is secured by a property with four or fewer residential units. Our Single-Family business and Capital
Markets group securitize and purchase primarily conventional (not federally insured or guaranteed) single-family fixed-rate
or adjustable-rate, first-lien mortgage loans, or mortgage-related securities backed by these types of loans. We also securitize
or purchase loans insured by FHA, loans guaranteed by the VA, loans guaranteed by the Rural Development Housing and
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Community Facilities Program of the U.S. Department of Agriculture (the “Department of Agriculture”), manufactured
housing loans and other mortgage-related securities.

Revenues for our Single-Family business are derived primarily from guaranty fees received as compensation for assuming
the credit risk on the mortgage loans underlying single-family Fannie Mae MBS. We also allocate guaranty fee revenues to
the Single-Family business for assuming and managing the credit risk on the single-family mortgage loans held in our
retained mortgage portfolio. The aggregate amount of single-family guaranty fees we receive or that are allocated to our
Single-Family business in any period depends on the amount of single-family Fannie Mae MBS outstanding and loans held
in our retained mortgage portfolio during the period and the applicable guaranty fee rates. The amount of Fannie Mae MBS
outstanding at any time is primarily determined by the rate at which we issue new Fannie Mae MBS and by the repayment
rate for the loans underlying our outstanding Fannie Mae MBS.

We describe the credit risk management process employed by our Single-Family business, including its key strategies in
managing credit risk and key metrics used in measuring and evaluating our single-family credit risk, in “MD&A—Risk
Management—Credit Risk Management—Single-Family Mortgage Credit Risk Management.”

Single-Family Mortgage Securitizations and Other Acquisitions

Our Single-Family business securitizes single-family mortgage loans and issues single-class Fannie Mae MBS, which are
described above in “Mortgage Securitizations—Single-Class and Multi-Class Fannie Mae MBS,” for our lender customers.
Unlike our Capital Markets group, which securitizes loans from our retained mortgage portfolio, our Single-Family business
securitizes loans solely in lender swap transactions. We describe lender swap transactions, and how they differ from portfolio
securitizations, in “Mortgage Securitizations—Lender Swaps and Portfolio Securitizations.” Our Single-Family business also
works with our Capital Markets group to acquire single-family loans through purchases of loans.

Loans from our lender customers are delivered to us through either our “flow” or “bulk” transaction channels. In our flow
business, we enter into agreements that generally set agreed-upon guaranty fees and other contract terms for a lender’s future
delivery of individual loans to us over a specified time period. Our bulk business generally consists of transactions in which
a set of loans is delivered to us in bulk, typically with guaranty fees and other contract terms negotiated individually for each
transaction.

Single-Family Mortgage Servicing, REO Management, and Lender Repurchase Evaluations

Servicing

Generally, the servicing of the mortgage loans that are held in our retained mortgage portfolio or that back our Fannie Mae
MBS is performed by mortgage servicers on our behalf. Some loans are serviced for us by the lenders that initially sold the
loans to us. In other cases, our loans are serviced by third-party servicers that did not originate or sell the loans to us. For
loans we own or guarantee, the lender or servicer must obtain our approval before selling servicing rights to another servicer.

Our mortgage servicers typically collect and deliver principal and interest payments, administer escrow accounts, monitor
and report delinquencies, perform default prevention activities, evaluate transfers of ownership interests, respond to requests
for partial releases of security, and handle proceeds from casualty and condemnation losses. Our mortgage servicers are the
primary point of contact for borrowers and perform a key role in the effective implementation of our homeownership
assistance initiatives, negotiation of workouts of troubled loans, and other loss mitigation activities. If necessary, mortgage
servicers inspect and preserve properties and process foreclosures and bankruptcies. Because we generally delegate the
servicing of our mortgage loans to mortgage servicers and do not have our own servicing function, our ability to actively
manage troubled loans that we own or guarantee is limited. For more information on the risks of our reliance on servicers,
refer to “Risk Factors” and “MD&A—Risk Management—Credit Risk Management—Institutional Counterparty Credit Risk
Management.”

We compensate servicers primarily by permitting them to retain a specified portion of each interest payment on a serviced
mortgage loan as a servicing fee. Servicers also generally retain assumption fees, late payment charges and other similar
charges, to the extent they are collected from borrowers, as additional servicing compensation. We also compensate servicers
for negotiating workouts on problem loans.

REO Management

If a loan defaults and we acquire a home through foreclosure or a deed-in-lieu of foreclosure, we market and sell the home
through local real estate professionals. Our primary objectives are both to minimize the severity of loss to Fannie Mae by
maximizing sales prices and to stabilize neighborhoods by preventing empty homes from depressing home values. In cases
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where the property does not sell, we use alternative methods of disposition, including selling homes to municipalities, other
public entities or non-profit organizations, and selling properties in bulk or through public auctions.

Lender Repurchase Evaluations

We conduct post-purchase quality control file reviews to ensure that loans sold to, and serviced for, us meet our guidelines.
If we discover violations through reviews, we generally issue repurchase demands to the seller or other responsible party and
seek to collect on our repurchase claims; however, under our revised representation and warranty framework, we no longer
require repurchase for loans that have breaches of certain selling representations and warranties if they have met specified
criteria for relief. We discuss changes we have made to our post-purchase loan review process and our representation and
warranty framework in “MD&A—Risk Management—Credit Risk Management—Single-Family Mortgage Credit Risk
Management—Single-Family Acquisition and Servicing Policies and Underwriting and Servicing Standards.”

Single-Family Credit Risk Transfer Transactions

Our Single-Family business has developed risk-sharing capabilities to transfer limited portions of our single-family mortgage
credit risk to the private market in support of FHFA’s 2014 Strategic Plan for the Conservatorships of Fannie Mae and
Freddie Mac. We completed a total of five CAS credit risk transfer transactions in 2013 and 2014, which transferred some of
the credit risk on single-family mortgages with an unpaid principal balance of $249.0 billion. In addition to our CAS
transactions, we executed additional types of risk sharing transactions in 2014. See “MD&A—Risk Management—Credit
Risk Management” for a description of these transactions.

We expect to continue engaging in economically sensible ways to expand our offerings of credit risk transfer transactions in
the future. FHFA’s 2015 conservatorship scorecard includes an objective that we transact credit risk transfers on reference
pools of single-family mortgages with an unpaid principal balance of at least $150 billion in 2015, with this unpaid principal
balance requirement to be reviewed periodically and adjusted as necessary to reflect market conditions. In meeting this
target, we must utilize at least two types of risk transfer structures.

Multifamily Business

Our Multifamily business provides mortgage market liquidity for properties with five or more residential units, which may
be apartment communities, cooperative properties, seniors housing, dedicated student housing or manufactured housing
communities. Our Multifamily business works with our lender customers to provide funds to the mortgage market primarily
by securitizing multifamily mortgage loans into Fannie Mae MBS. We also purchase multifamily mortgage loans and
provide credit enhancement for bonds issued by state and local housing finance authorities to finance multifamily housing.

Our Multifamily business also works with our Capital Markets group to facilitate the purchase and securitization of
multifamily mortgage loans and securities. Our multifamily guaranty book of business consists primarily of multifamily
mortgage loans underlying Fannie Mae MBS and multifamily loans held in our retained mortgage portfolio. Our Multifamily
business has primary responsibility for pricing and managing the credit risk on our multifamily guaranty book of business,
including managing the credit risk on multifamily loans and Fannie Mae MBS backed by multifamily loans that are held in
our retained mortgage portfolio.

We describe the credit risk management process employed by our Multifamily business, with oversight from our Multifamily
Enterprise Risk Management group, including its key strategies in managing credit risk and key metrics used in measuring
and evaluating our multifamily credit risk, in “MD&A—Risk Management—Credit Risk Management—Multifamily
Mortgage Credit Risk Management.”

Revenues for our Multifamily business are derived from a variety of sources, including: (1) guaranty fees received as
compensation for assuming credit risk on the mortgage loans underlying multifamily Fannie Mae MBS and on the
multifamily mortgage loans held in our retained mortgage portfolio and on other mortgage-related securities; and (2) other
fees associated with multifamily business activities. In addition, our Capital Markets group earns revenue generated from the
difference between the interest income earned on the multifamily mortgage loans and securities held in our retained
mortgage portfolio and the interest expense associated with the debt that funds those loans and securities.

Key Characteristics of the Multifamily Mortgage Market and Multifamily Transactions

The multifamily mortgage market and our transactions in that market have a number of key characteristics that affect our
multifamily activities and distinguish them from our activities in the single-family residential mortgage market.

e Funding sources: The multifamily market is made up of a wide variety of lending sources, including commercial
banks, life insurance companies, investment banks, FHA, state and local housing finance agencies, and the GSEs.
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*  Lenders: During 2014, we executed multifamily transactions with 28 lenders. Of these, 24 lenders delivered loans
to us under our Delegated Underwriting and Servicing, or DUS®, product line. In determining whether to partner
with a multifamily lender, we consider the lender’s financial strength, multifamily underwriting and servicing
experience, portfolio performance and willingness and ability to share in the risk of loss associated with the
multifamily loans they originate.

*  Loan size: The average size of a loan in our multifamily guaranty book of business is $6 million. A significant
number of our multifamily loans are under $5 million, and some of our multifamily loans are greater than $25
million.

*  Collateral: Multifamily loans are collateralized by properties that generate cash flows and effectively operate as
businesses, such as garden and high-rise apartment complexes, seniors housing communities, cooperatives,
dedicated student housing and manufactured housing communities.

*  Borrower and sponsor profile: Multifamily borrowers are entities that are typically owned, directly or indirectly, by
for-profit corporations, limited liability companies, partnerships, real estate investment trusts and individuals who
invest in real estate for cash flow and equity returns in exchange for their original investment in the asset. The
ultimate owners of a multifamily borrower are referred to as the borrower’s “sponsors.” In this report, we refer to
both the borrowing entities and their sponsors as “borrowers.” Because borrowing entities are typically single-asset
entities, with the property as their only asset, in evaluating a borrowing entity we also evaluate its sponsors.
Multifamily loans are generally non-recourse to the sponsors. When considering a multifamily borrower,
creditworthiness is evaluated through a combination of quantitative and qualitative data including liquid assets, net
worth, number of units owned, experience in a market and/or property type, multifamily portfolio performance,
access to additional liquidity, debt maturities, asset/property management platform, senior management experience,

reputation and lender exposure.

*  Borrower and lender investment: Borrowers are required to contribute equity into multifamily properties on which
they borrow, while lenders generally share in any losses realized from the loans that we guarantee.

*  Underwriting process: Multifamily loans require detailed underwriting of the property’s operating cash flow. Our
underwriting includes an evaluation of the property’s ability to support the loan, property quality, market and
submarket factors, ability to exit at maturity and an initial risk categorization for the loan.

o Term and lifecycle: In contrast to the standard 30-year single-family residential loan, multifamily loans typically
have terms of 5, 7 or 10 years, with balloon payments due at maturity.

*  Prepayment terms: Most multifamily Fannie Mae loans and MBS have limits on prepayments of loans and impose
prepayment premiums, consistent with standard commercial investment terms.

Multifamily Mortgage Securitizations

Our Multifamily business generally creates multifamily Fannie Mae MBS in lender swap transactions in a manner similar to
our Single-Family business, as described in “Single-Family Business—Single-Family Mortgage Securitizations and Other
Acquisitions.” Our multifamily lender customers typically deliver only one mortgage loan, often a fixed-rate loan, to back
each multifamily Fannie Mae MBS. The characteristics of each mortgage loan are used to establish guaranty fees on a risk-
adjusted basis. Securitizing a single multifamily mortgage loan into a Fannie Mae MBS facilitates its sale into the secondary
market.

We also issue structured transactions backed by multifamily Fannie Mae MBS through the Fannie Mae Guaranteed
Multifamily Structures (“Fannie Mae GeMS™”) program. This provides additional liquidity and stability to the multifamily
market, while expanding the investor base for multifamily Fannie Mae MBS.

Delegated Underwriting and Servicing (“DUS”)

In an effort to promote product standardization in the multifamily marketplace, in 1988 Fannie Mae initiated the DUS
product line for acquiring individual multifamily loans.

DUS is a unique business model in the commercial mortgage industry. The standard industry practice for a multifamily loan
requires the purchaser or guarantor to underwrite or re-underwrite each loan prior to deciding whether to purchase or
guaranty the loan. Under our model, DUS lenders are pre-approved and delegated the authority to underwrite and service
loans on behalf of Fannie Mae. In exchange for this authority, DUS lenders are required to share with us the risk of loss over
the life of the loan, as discussed in more detail in “MD&A—Risk Management—Credit Risk Management—Multifamily
Mortgage Credit Risk Management—Multifamily Acquisition Policy and Underwriting Standards.” Since DUS lenders share
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in the credit risk, the servicing fee to the lenders includes compensation for credit risk. Delegation permits lenders to respond
to customers more rapidly, as the lender generally has the authority to approve a loan within prescribed parameters, which
provides an important competitive advantage.

Our DUS model aligns the interests of the lender and Fannie Mae. Our current 24-member DUS lender network, which is
comprised of large financial institutions and independent mortgage lenders, continues to be our principal source of
multifamily loan deliveries.

Multifamily Mortgage Servicing

Multifamily mortgage servicing is typically performed by the lenders who sell the mortgages to us. Multifamily mortgage
servicers that are members of our DUS network have agreed to accept loss sharing, which we believe increases the alignment
of interests between us and our multifamily loan servicers. Because of our loss-sharing arrangements with our multifamily
lenders, transfers of multifamily servicing rights are infrequent, and we carefully monitor our servicing relationships and
enforce our right to approve servicing transfers. As a seller-servicer, the lender is responsible for evaluating the financial
condition of properties and property owners, administering various types of agreements (including agreements regarding
replacement reserves, completion or repair, and operations and maintenance), as well as conducting routine property
inspections.

The Multifamily Markets in Which We Operate

In the multifamily mortgage market, we aim to address the rental housing needs of a wide range of the population in all
markets across the country, with the substantial majority of our focus on supporting rental housing that is affordable to
families earning at or below the median income in their area. Our mission requires us to serve the market steadily, rather than
moving in and out depending on market conditions. Through the secondary mortgage market, we support rental housing for
the workforce population, for senior citizens and students, and for families with the greatest economic need. Our Multifamily
business is organized and operated as an integrated commercial real estate finance business, addressing the spectrum of
multifamily housing finance needs, including the needs described below.

*  To meet the growing need for smaller multifamily property financing, we focus on the acquisition of multifamily
loans up to $3 million ($5 million in high cost areas). We acquire these loans primarily from DUS lenders; however,
we have also acquired these loans from other financial institutions. Over the years, we have been an active
purchaser of these loans from both DUS and non-DUS lenders, and, as of December 31, 2014, they represented
58% of our multifamily guaranty book of business by loan count and 11% based on unpaid principal balance.

e To serve low- and very low-income households, we have a team that focuses exclusively on relationships with
lenders financing privately-owned multifamily properties that receive public subsidies in exchange for maintaining
long-term affordable rents. We enable borrowers to leverage housing programs and subsidies provided by local,
state and federal agencies. These public subsidy programs are largely targeted to providing housing to families
earning less than 60% of area median income (as defined by the U.S. Department of Housing and Urban
Development “HUD”)) and are structured to ensure that the low and very low-income households who benefit from
the subsidies pay no more than 30% of their gross monthly income for rent and utilities. As of December 31, 2014,
this type of financing represented approximately 15% of our multifamily guaranty book of business, based on
unpaid principal balance, including $14.3 billion in bond credit enhancements.

Capital Markets

Our Capital Markets group manages our mortgage-related assets and other interest-earning non-mortgage investments. We
fund our purchases primarily through proceeds we receive from the issuance of debt securities in the domestic and
international capital markets. Our Capital Markets group has primary responsibility for managing the interest rate risk
associated with our investments in mortgage assets.

Our Capital Markets group’s business activity is primarily focused on making short-term use of our balance sheet rather than
on long-term investments. As a result, our Capital Markets group works with lender customers to provide funds to the
mortgage market through short-term financing and investing activities. Activities we are undertaking to provide liquidity to
the mortgage market include the following:

*  Whole Loan Conduit. Whole loan conduit activities involve our purchase of single-family loans principally for the
purpose of securitizing them. We purchase loans from a large group of lenders and then securitize them as Fannie
Mae MBS, which may then be sold to dealers and investors.

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 47 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 47 of 554

Early Funding. Lenders who deliver whole loans or pools of whole loans to us in exchange for MBS typically must
wait between 30 and 45 days from the closing and settlement of the loans or pools and the issuance of the MBS.
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This delay may limit lenders’ ability to originate new loans. Under our early lender funding programs, we purchase
whole loans or pools of loans on an accelerated basis, allowing lenders to receive quicker payment for the whole
loans and pools, which replenishes their funds and allows them to originate more mortgage loans.

e  REMICs and Other Structured Securitizations. We issue structured Fannie Mae MBS (including REMICs),
typically for our lender customers or securities dealer customers, in exchange for a transaction fee.

e MBS Trading. We regularly enter into purchase and sale transactions with other market participants involving
mortgage-backed securities issued by Fannie Mae, Freddie Mac and Ginnie Mae, which we refer to as “agency
MBS.” These transactions can provide for the future delivery of mortgage-backed securities with underlying single-
family loans that share certain general characteristics (often referred to as the “TBA market”). These purchase and
sale transactions also can provide for the future delivery of specifically identified mortgage-backed securities with
underlying loans that have other characteristics considered desirable by some investors (often referred to as the
“Specified Pools market”). Through our trading activity in the TBA and Specified Pools markets, we provide
significant liquidity to the agency MBS markets.

Securitization Activities

Our Capital Markets group is engaged in issuing both single-class and multi-class Fannie Mae MBS through both portfolio
securitizations and structured securitizations involving third-party assets.

*  Portfolio securitizations. Our Capital Markets group creates single-class and multi-class Fannie Mae MBS from
mortgage-related assets held in our retained mortgage portfolio. Our Capital Markets group may sell these Fannie
Mae MBS into the secondary market or may retain the Fannie Mae MBS in our retained mortgage portfolio.

o Structured securitizations. Our Capital Markets group creates single-class and multi-class structured Fannie Mae
MBS, typically for our lender customers or securities dealer customers, in exchange for a transaction fee. In these
transactions, the customer “swaps” a mortgage-related asset that it owns (typically a mortgage security) in exchange
for a structured Fannie Mae MBS we issue. The process for issuing Fannie Mae MBS in a structured securitization
is similar to the process involved in our lender swap securitizations. For more information about that process and
how it differs from portfolio securitizations, see “Mortgage Securitizations—Lender Swaps and Portfolio
Securitizations.”

For a description of single-class Fannie Mae MBS, see “Mortgage Securitizations—Single-Class and Multi-Class Fannie
Mae MBS.”

Other Customer Services

Our Capital Markets group provides our lender customers with services that include offering to purchase mortgage assets;
segregating customer portfolios to obtain optimal pricing for their mortgage loans; and assisting customers with hedging
their mortgage business. These activities help to create a broader market for our customers and enhance liquidity in the
secondary mortgage market.

Retained Mortgage Portfolio

Revenue from our Capital Markets group is derived primarily from the difference, or spread, between the interest we earn on
our mortgage and non-mortgage investments and the interest we incur on the debt we issue to fund these assets. Our Capital
Markets revenues are primarily derived from our retained mortgage portfolio. We expect these revenues to continue to
decrease over time as the maximum allowable amount of mortgage assets we may own continues to decrease each year under
our senior preferred stock purchase agreement with Treasury and pursuant to FHFA’s additional request that we cap our
mortgage portfolio at 90% of the annual limit under the senior preferred stock purchase agreement. See “Conservatorship
and Treasury Agreements—Treasury Agreements—Covenants under Treasury Agreements” for more information on the
decreasing limits on the amount of mortgage assets we are permitted to hold.

We describe the interest rate risk management process employed by our Capital Markets group, including its key strategies
in managing interest rate risk and key metrics used in measuring and evaluating our interest rate risk, in “MD&A—Risk
Management—Market Risk Management, Including Interest Rate Risk Management.”

Liquidity Support and Financing Activities

Our Capital Markets group seeks to increase the liquidity of the mortgage market by maintaining a presence as an active
aggregator of mortgage loans and supports the liquidity of Fannie Mae MBS in a variety of market conditions.
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Our Capital Markets group funds its purchases primarily through the issuance of a variety of debt securities in a wide range
of maturities in the domestic and international capital markets. The most active investors in our debt securities include
commercial bank portfolios and trust departments, investment fund managers, insurance companies, pension funds, state and
local governments, and central banks. The approved dealers for underwriting various types of Fannie Mae debt securities
may differ by funding program. See “MD&A—Liquidity and Capital Management—Liquidity Management” for
information on the composition of our outstanding debt and a discussion of our liquidity and debt activity.

Our Capital Markets group’s liquidity support and financing activities are affected by market conditions. In addition, the
Capital Markets group’s purchases are subject to contractual limitations, including the provisions of the senior preferred
stock purchase agreement with Treasury, and to regulatory constraints, to the extent described below under “Conservatorship
and Treasury Agreements” and “Our Charter and Regulation of Our Activities.”

CONSERVATORSHIP AND TREASURY AGREEMENTS

Conservatorship

On September 6, 2008, the Director of FHFA appointed FHFA as our conservator, pursuant to authority provided by the
Federal Housing Enterprises Financial Safety and Soundness Act of 1992, as amended by the Federal Housing Finance
Regulatory Reform Act of 2008, or 2008 Reform Act (together, the “GSE Act”). The conservatorship is a statutory process
designed to preserve and conserve our assets and property and put the company in a sound and solvent condition.

The conservatorship has no specified termination date and there continues to be significant uncertainty regarding the future
of our company, including how long the company will continue to exist in its current form, the extent of our role in the
market, what form we will have, what ownership interest, if any, our current common and preferred stockholders will hold in
us after the conservatorship is terminated and whether we will continue to exist following conservatorship. For more
information on the risks to our business relating to the conservatorship and uncertainties regarding the future of our company
and business, as well as the adverse effects of the conservatorship on the rights of holders of our common and preferred
stock, see “Risk Factors.”

Management of the Company during Conservatorship

Upon its appointment, the conservator immediately succeeded to (1) all rights, titles, powers and privileges of Fannie Mae,
and of any shareholder, officer or director of Fannie Mae with respect to Fannie Mae and its assets, and (2) title to the books,
records and assets of any other legal custodian of Fannie Mae. The conservator subsequently delegated specified authorities
to our Board of Directors and delegated to management the authority to conduct our day-to-day operations. In connection
with its delegation of authority, FHFA has instructed the Board to oversee that management consult with and obtain the
written approval of the conservator before taking action in any of the areas described in “Directors, Executive Officers and
Corporate Governance—Corporate Governance—Conservatorship and Delegation of Authority to Board of Directors.”
FHFA’s instructions also require the company to notify FHFA of planned changes in business processes or operations, so
that FHF A may participate in decision-making as FHFA determines appropriate. The conservator retains the authority to
amend or withdraw its delegations at any time.

Our directors serve on behalf of the conservator and exercise their authority as directed by and with the approval, where
required, of the conservator. Our directors have no fiduciary duties to any person or entity except to the conservator.
Accordingly, our directors are not obligated to consider the interests of the company, the holders of our equity or debt
securities or the holders of Fannie Mae MBS unless specifically directed to do so by the conservator.

Because we are in conservatorship, our common stockholders currently do not have the ability to elect directors or to vote on
other matters. The conservator eliminated common and preferred stock dividends (other than dividends on the senior
preferred stock issued to Treasury) during the conservatorship, and we are no longer managed with a strategy to maximize
shareholder returns. For additional information about our primary goals, see “Executive Summary—OQOur Strategy,” and for
additional information about the goals of the conservatorship, see “Executive Summary—Helping to Build a Sustainable
Housing Finance System” and “Housing Finance Reform—Conservator Developments.”

Powers of the Conservator under the GSE Act

FHFA has broad powers when acting as our conservator. As conservator, FHFA can direct us to enter into contracts or enter
into contracts on our behalf. Further, FHFA may transfer or sell any of our assets or liabilities (subject to limitations and
post-transfer notice provisions for transfers of certain types of financial contracts), without any approval, assignment of
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been
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transferred to a Fannie Mae MBS trust must be held by the conservator for the beneficial owners of the Fannie Mae MBS
and cannot be used to satisfy the general creditors of the company. For more information on FHFA’s powers as conservator
and the rules governing conservatorship and receivership operations for the GSEs, see “Our Charter and Regulation of Our
Activities—The GSE Act—Receivership.”

Neither the conservatorship nor the terms of our agreements with Treasury change our obligation to make required payments
on our debt securities or perform under our mortgage guaranty obligations.

Under the GSE Act, FHFA must place us into receivership if the Director of FHFA makes a written determination that our
assets are less than our obligations (that is, we have a net worth deficit) or if we have not been paying our debts, in either
case, for a period of 60 days. In addition, the Director of FHFA may place us in receivership at his discretion at any time for
other reasons set forth in the GSE Act, including if we are critically undercapitalized or if we are undercapitalized and have
no reasonable prospect of becoming adequately capitalized. Placement into receivership would likely have a material adverse
effect on holders of our common stock, preferred stock, debt securities and Fannie Mae MBS. Should we be placed into
receivership, different assumptions would be required to determine the carrying value of our assets, which could lead to
substantially different financial results. For more information on the risks to our business relating to conservatorship and
uncertainties regarding the future of our business, see ‘“Risk Factors.”

Treasury Agreements

On September 7, 2008, we, through FHFA, in its capacity as conservator, and Treasury entered into a senior preferred stock
purchase agreement, which was amended and restated on September 26, 2008. The amended and restated agreement was
subsequently amended on May 6, 2009, December 24, 2009 and August 17, 2012. Unless the context indicates otherwise,
references in this report to the senior preferred stock purchase agreement refer to the agreement as amended through
August 17, 2012. The terms of the senior preferred stock purchase agreement, senior preferred stock and the warrant
discussed below will continue to apply to us even if we are released from the conservatorship. See “Risk Factors” for a
description of the risks to our business relating to the Treasury agreements, as well as the adverse effects of the senior
preferred stock and the warrant on the rights of holders of our common stock and other series of preferred stock.

Senior Preferred Stock Purchase Agreement and Related Issuance of Senior Preferred Stock and Common Stock
Warrant

Senior Preferred Stock Purchase Agreement

Under the senior preferred stock purchase agreement, we issued to Treasury (a) one million shares of Variable Liquidation
Preference Senior Preferred Stock, Series 2008-2, which we refer to as the “senior preferred stock,” and (b) a warrant to
purchase, for a nominal price, shares of common stock equal to 79.9% of the total number of shares of our common stock
outstanding on a fully diluted basis at the time the warrant is exercised, which we refer to as the “warrant.”

The senior preferred stock and warrant were issued to Treasury as an initial commitment fee in consideration of the
commitment from Treasury to provide funds to us under the terms and conditions set forth in the senior preferred stock
purchase agreement. The senior preferred stock purchase agreement provides that, on a quarterly basis, we may draw funds
up to the amount, if any, by which our total liabilities exceed our total assets, as reflected in our consolidated balance sheet,
prepared in accordance with GAAP, for the applicable fiscal quarter (referred to as the “deficiency amount™), up to the
maximum amount of remaining funding under the agreement. As of the date of this filing, the maximum amount of
remaining funding under the agreement is $117.6 billion. If we were to draw additional funds from Treasury under the
agreement in a future period, the amount of remaining funding under the agreement would be reduced by the amount of our
draw. Dividend payments we make to Treasury do not restore or increase the amount of funding available to us under the
agreement. The senior preferred stock purchase agreement provides that the deficiency amount will be calculated differently
if we become subject to receivership or other liquidation process.

The terms of the senior preferred stock purchase agreement provided for the payment of an unspecified quarterly
commitment fee to Treasury; however, the August 2012 amendment to the agreement provided that this commitment fee will
not be set, accrue or be payable, as long as the current dividend payment provisions of the senior preferred stock remain in
effect.

The senior preferred stock purchase agreement provides that Treasury’s funding commitment will terminate under any of the
following circumstances: (1) the completion of our liquidation and fulfillment of Treasury’s obligations under its funding
commitment at that time, (2) the payment in full of, or reasonable provision for, all of our liabilities (whether or not
contingent, including mortgage guaranty obligations), or (3) the funding by Treasury of the maximum amount that may be
funded under the agreement. In addition, Treasury may terminate its funding commitment and declare the senior preferred

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 53 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 53 of 554

stock purchase agreement null and void if a court vacates, modifies, amends, conditions, enjoins, stays or otherwise affects
the appointment of the conservator or otherwise curtails the conservator’s powers. Treasury may not terminate its funding
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commitment under the agreement solely by reason of our being in conservatorship, receivership or other insolvency
proceeding, or due to our financial condition or any adverse change in our financial condition.

The senior preferred stock purchase agreement provides that most provisions of the agreement may be waived or amended
by mutual written agreement of the parties; however, no waiver or amendment of the agreement is permitted that would
decrease Treasury’s aggregate funding commitment or add conditions to Treasury’s funding commitment if the waiver or
amendment would adversely affect in any material respect the holders of our debt securities or guaranteed Fannie Mae MBS.

In the event of our default on payments with respect to our debt securities or guaranteed Fannie Mae MBS, if Treasury fails
to perform its obligations under its funding commitment and if we and/or the conservator are not diligently pursuing
remedies in respect of that failure, the holders of our debt securities or Fannie Mae MBS may file a claim in the United
States Court of Federal Claims for relief requiring Treasury to fund to us the lesser of (1) the amount necessary to cure the
payment defaults on our debt and Fannie Mae MBS and (2) the lesser of (a) the deficiency amount and (b) the maximum
amount that may be funded under the agreement less the aggregate amount of funding previously provided under the
commitment. Any payment that Treasury makes under those circumstances will be treated for all purposes as a draw under
the senior preferred stock purchase agreement that will increase the liquidation preference of the senior preferred stock.

Senior Preferred Stock

Pursuant to the senior preferred stock purchase agreement, we issued one million shares of senior preferred stock to Treasury
on September 8, 2008 with an aggregate initial liquidation preference of $1.0 billion. The stock’s liquidation preference is
subject to adjustment. For any dividend period for which dividends are payable, to the extent that dividends are not paid in
cash they will accrue and be added to the liquidation preference. In addition, any amounts Treasury pays to us pursuant to its
funding commitment under the senior preferred stock purchase agreement and any quarterly commitment fees that are either
not paid in cash to Treasury or not waived by Treasury will be added to the liquidation preference. Accordingly, the
aggregate liquidation preference of the senior preferred stock was $117.1 billion as of December 31, 2014.

Treasury, as holder of the senior preferred stock, is entitled to receive, when, as and if declared, out of legally available
funds, cumulative quarterly cash dividends. Pursuant to the August 2012 amendment to the agreement, beginning in 2013,
the method for calculating the amount of dividends for each quarter was changed from an annual rate of 10% per year on the
then-current liquidation preference of the senior preferred stock to an amount determined based on our net worth as of the
end of the immediately preceding fiscal quarter. Our net worth as defined by the agreement is the amount, if any, by which
our total assets (excluding Treasury’s funding commitment and any unfunded amounts related to the commitment) exceed
our total liabilities (excluding any obligation in respect of capital stock), in each case as reflected on our balance sheet
prepared in accordance with GAAP. The new dividend payment provision is referred to as a “net worth sweep” dividend
provision. For each dividend period from January 1, 2013 through and including December 31, 2017, the dividend amount
will be the amount, if any, by which our net worth as of the end of the immediately preceding fiscal quarter exceeds an
applicable capital reserve amount. The capital reserve amount was $3.0 billion for dividend periods in 2013, decreased to
$2.4 billion for dividend periods in 2014 and further decreased to $1.8 billion for dividend periods in 2015. The capital
reserve amount will continue to be reduced by $600 million each year until it reaches zero on January 1, 2018. For each
dividend period beginning in 2018, the dividend amount will be the entire amount of our net worth, if any, as of the end of
the immediately preceding fiscal quarter. As a result of these dividend payment provisions, when we have quarterly earnings
that result in a net worth greater than the applicable capital reserve amount, we will pay dividends to Treasury in the next
quarter; but if our net worth does not exceed the applicable capital reserve amount as of the end of a quarter, then we will not
be required to accrue or pay any dividends in the next quarter. See “Risk Factors” for a discussion of the risks relating to our
dividend obligations to Treasury on the senior preferred stock.

The senior preferred stock ranks ahead of our common stock and all other outstanding series of our preferred stock, as well
as any capital stock we issue in the future, as to both dividends and rights upon liquidation. The senior preferred stock
provides that we may not, at any time, declare or pay dividends on, make distributions with respect to, or redeem, purchase
or acquire, or make a liquidation payment with respect to, any common stock or other securities ranking junior to the senior
preferred stock unless (1) full cumulative dividends on the outstanding senior preferred stock (including any unpaid
dividends added to the liquidation preference) have been declared and paid in cash, and (2) all amounts required to be paid
with the net proceeds of any issuance of capital stock for cash (as described in the following paragraph) have been paid in
cash. Shares of the senior preferred stock are not convertible. Shares of the senior preferred stock have no general or special
voting rights, other than those set forth in the certificate of designation for the senior preferred stock or otherwise required by
law. The consent of holders of at least two-thirds of all outstanding shares of senior preferred stock is generally required to
amend the terms of the senior preferred stock or to create any class or series of stock that ranks prior to or on parity with the
senior preferred stock.
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We are not permitted to redeem the senior preferred stock prior to the termination of Treasury’s funding commitment under
the senior preferred stock purchase agreement. Moreover, we are not permitted to pay down the liquidation preference of the
outstanding shares of senior preferred stock except to the extent of (1) accrued and unpaid dividends previously added to the
liquidation preference and not previously paid down; and (2) quarterly commitment fees previously added to the liquidation
preference and not previously paid down. In addition, if we issue any shares of capital stock for cash while the senior
preferred stock is outstanding, the net proceeds of the issuance must be used to pay down the liquidation preference of the
senior preferred stock; however, the liquidation preference of each share of senior preferred stock may not be paid down
below $1,000 per share prior to the termination of Treasury’s funding commitment. Following the termination of Treasury’s
funding commitment, we may pay down the liquidation preference of all outstanding shares of senior preferred stock at any
time, in whole or in part.

Common Stock Warrant

Pursuant to the senior preferred stock purchase agreement, on September 7, 2008, we, through FHFA, in its capacity as
conservator, issued a warrant to purchase common stock to Treasury. The warrant gives Treasury the right to purchase shares
of our common stock equal to 79.9% of the total number of shares of our common stock outstanding on a fully diluted basis
on the date of exercise, for an exercise price of $0.00001 per share. The warrant may be exercised in whole or in part at any
time on or before September 7, 2028.

Covenants under Treasury Agreements

The senior preferred stock purchase agreement and warrant contain covenants that significantly restrict our business
activities and require the prior written consent of Treasury before we can take certain actions. These covenants prohibit us
from taking a number of actions, including:

*  paying dividends or other distributions on or repurchasing our equity securities (other than the senior preferred
stock or warrant);

*  issuing additional equity securities (except in limited instances);

« selling, transferring, leasing or otherwise disposing of any assets, except for dispositions for fair market value in
limited circumstances including if (a) the transaction is in the ordinary course of business and consistent with past
practice or (b) in one transaction or a series of related transactions if the assets have a fair market value individually
or in the aggregate of less than $250 million;

e issuing subordinated debt;

* entering into any new compensation arrangements or increasing amounts or benefits payable under existing
compensation arrangements for any of our executive officers (as defined by SEC rules) without the consent of the
Director of FHFA, in consultation with the Secretary of the Treasury; and

+  seeking or permitting the termination of our conservatorship, other than in connection with a receivership.

We also are subject to limits, which are described below, on the amount of mortgage assets that we may own and the total
amount of our indebtedness. As a result of these covenants, we can no longer obtain additional equity financing (other than
pursuant to the senior preferred stock purchase agreement) and we are limited in the amount and type of debt financing we
may obtain.

*  Mortgage Asset Limit. We are restricted in the amount of mortgage assets that we may own. Pursuant to the August
2012 amendment to the agreement, the maximum allowable amount of our mortgage assets was reduced to
$650.0 billion on December 31, 2012 and, on each December 31 thereafter, we are required to reduce our mortgage
assets to 85% of the maximum allowable amount that we were permitted to own as of December 31 of the
immediately preceding calendar year, until the amount of our mortgage assets reaches $250 billion in 2018. Our
mortgage asset limit under the agreement was $469.6 billion as of December 31, 2014 and will be $399.2 billion as
of December 31, 2015. For purposes of the agreement, the definition of mortgage asset is based on the unpaid
principal balance of such assets and does not reflect market valuation adjustments, allowance for loan losses,
impairments, unamortized premiums and discounts and the impact of our consolidation of variable interest entities.
Based on this definition, our mortgage assets were $413.3 billion as of December 31, 2014. We disclose the amount
of our mortgage assets on a monthly basis under the caption “Gross Mortgage Portfolio” in our Monthly
Summaries, which are available on our Web site and announced in a press release.
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FHFA’s 2014 conservatorship scorecard required us to submit a portfolio plan to FHFA outlining how we will
meet, even under adverse conditions, the reductions in our portfolio required by our senior preferred stock purchase
agreement with Treasury. We submitted this plan to FHFA in July 2014. In October 2014, FHFA requested that we
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revise our portfolio plan to cap the portfolio each year at 90% of the annual limit under our senior preferred stock
purchase agreement with Treasury. FHFA’s request noted that we may seek FHFA permission to increase this cap
up to 95% of the annual limit under our senior preferred stock purchase agreement with Treasury upon written
request and with a documented basis for exception, such as changed market conditions. To comply with FHFA’s
request, we submitted a revised portfolio plan in October 2014 and reduced our mortgage portfolio to $413.3 billion
as of December 31, 2014, below the $422.7 billion cap requested by FHFA. See “MD&A—Business Segment
Results—The Capital Markets Group’s Mortgage Portfolio” for more information about our mortgage portfolio.

*  Debt Limit. We are subject to a limit on the amount of our indebtedness. Our debt limit in 2014 was $663.0 billion
and in 2015 is $563.6 billion. For every year thereafter, our debt cap will equal 120% of the amount of mortgage
assets we are allowed to own under the senior preferred stock purchase agreement on December 31 of the
immediately preceding calendar year. The definition of indebtedness for purposes of our debt cap is based on the
par value of each applicable loan and does not reflect the impact of consolidation of variable interest entities. Under
this definition, our indebtedness as of December 31, 2014 was $464.5 billion. We disclose the amount of our
indebtedness on a monthly basis under the caption “Total Debt Outstanding” in our Monthly Summaries, which are
available on our Web site and announced in a press release.

Annual Risk Management Plan Covenant. We are required to provide an annual risk management plan to Treasury not later
than December 15 of each year we remain in conservatorship, beginning in 2012. Each annual risk management plan is
required to set out our strategy for reducing our risk profile and to describe the actions we will take to reduce the financial
and operational risk associated with each of our business segments. Each plan delivered after the first plan must include an
assessment of our performance against the planned actions described in the prior year’s plan. We submitted our annual risk
management plan to Treasury in December 2014.

Lawsuits Challenging the Senior Preferred Stock Purchase Agreements and Conservatorship

Several lawsuits have been filed by preferred and common stockholders of Fannie Mae and Freddie Mac against the United
States, Treasury and/or FHFA challenging actions taken by the defendants relating to the senior preferred stock purchase
agreements and the conservatorships of Fannie Mae and Freddie Mac. Some of these lawsuits also contain claims against
Fannie Mae and Freddie Mac. For a description of these lawsuits, see “Legal Proceedings,” “Note 19, Commitments and
Contingencies” and “Risk Factors.”

HOUSING FINANCE REFORM

Overview

Policymakers and others have focused significant attention in recent years on how to reform the nation’s housing finance
system, including what role, if any, the GSEs should play. The Dodd-Frank Wall Street Reform and Consumer Protection
Act (the “Dodd-Frank Act”), which was signed into law in July 2010, called for enactment of meaningful structural reforms
of Fannie Mae and Freddie Mac, and for the Treasury Secretary to submit recommendations to Congress for ending the
conservatorships of Fannie Mae and Freddie Mac.

Administration Developments

In 2011, the Administration released a white paper with its recommendations on the future of housing finance reform. The
report provides that the Administration will work with FHFA to determine the best way to responsibly reduce Fannie Mae
and Freddie Mac’s role in the market and ultimately wind down both institutions. The report identifies a number of possible
policy steps for winding down Fannie Mae and Freddie Mac, reducing the government’s role in housing finance and helping
bring private capital back to the mortgage market. In addition, the report outlines three potential options for a new long-term
structure for the housing finance system following the wind-down of Fannie Mae and Freddie Mac.

In August 2013, President Obama publicly discussed the Administration’s housing policy priorities, including a core
principle that included winding down Fannie Mae and Freddie Mac through a responsible transition. In a paper released by
the White House, the Administration endorsed several initiatives to facilitate this transition, including the reduction of Fannie
Mae’s and Freddie Mac’s investment portfolios by at least 15% per year through 2018, engaging in credit risk transfer pilot
programs and continuing to develop a common securitization platform. In January 2015, the White House reaffirmed the
Administration’s view that housing finance reform should include ending Fannie Mae and Freddie Mac’s business model.
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Legislative Developments

Congress has also continued to consider housing finance reform. In the last session of Congress, the Senate Committee on
Banking, Housing and Urban Affairs and the House Committee on Financial Services each approved bills to reform the
housing finance system. Among other matters, these bills would have required the wind down and eventual liquidation of, or
the imposition of receivership for, Fannie Mae and Freddie Mac, and would have constrained our business even prior to
these events. Several other bills that would have materially changed the housing finance system, including Fannie Mae’s role
within the system, were introduced in the last Congress.

We expect Congress to consider housing finance reform in the current congressional session, including conducting hearings
and considering legislation that would alter the housing finance system or the activities or operations of the GSEs. We cannot
predict the prospects for the enactment, timing or final content of legislative proposals regarding the future status of the
GSEs. As a result, there continues to be significant uncertainty regarding the future of our company. See “Risk Factors” for
discussions of the risks to our business relating to the uncertain future of our company and of how the uncertain future of our
company may adversely affect our ability to retain and recruit well-qualified employees, including senior management.

Conservator Developments

FHFA has taken a number of steps as conservator to further the reform of the housing finance system. In 2012, FHFA’s then-
Acting Director identified FHFA’s initial strategic goals for Fannie Mae and Freddie Mac’s conservatorships. In May 2014,
FHFA released its 2014 Strategic Plan for the Conservatorships of Fannie Mae and Freddie Mac, which updated FHFA’s
2012 strategic plan and identified three reformulated strategic goals for Fannie Mae and Freddie Mac’s conservatorships:

*  Maintain, in a safe and sound manner, foreclosure prevention activities and credit availability for new and
refinanced mortgages to foster liquid, efficient, competitive and resilient national housing finance markets.

*  Reduce taxpayer risk through increasing the role of private capital in the mortgage market.

*  Build a new single-family securitization infrastructure for use by Fannie Mae and Freddie Mac and adaptable for
use by other participants in the secondary market in the future.

In addition, beginning in 2012, FHFA has released annual corporate performance objectives for Fannie Mae and Freddie
Mac, referred to as the conservatorship scorecard, which detail specific priorities for implementing FHFA’s strategic goals.
FHFA released its 2015 conservatorship scorecard in January 2015. FHFA’s 2015 conservatorship scorecard identifies
essentially the same three strategic goals identified in FHFA’s 2014 strategic plan and scorecard; however, the “maintain”
goal was revised slightly as follows: “Maintain, in a safe and sound manner, credit availability and foreclosure prevention
activities for new and refinanced mortgages to foster liquid, efficient, competitive and resilient national housing finance
markets.”

FHFA’s 2014 Strategic Plan for the Conservatorships of Fannie Mae and Freddie Mac and FHFA’s 2014 and 2015
conservatorship scorecards include objectives relating to the development of a common securitization platform that can be
used to perform certain aspects of the securitization process and the development of a single common mortgage-backed
security for Fannie Mae and Freddie Mac.

Common Securitization Platform. In October 2013, Fannie Mae and Freddie Mac established Common Securitization
Solutions, LLC, a jointly owned limited liability company formed to design, develop, build and ultimately operate a common
securitization platform. The intended purpose of the common securitization platform is to replace certain elements of Fannie
Mae’s and Freddie Mac’s proprietary systems for securitizing mortgages and performing associated back office and
administrative functions. In addition, FHFA’s 2015 conservatorship scorecard specifies that the design of the common
securitization platform should allow for the integration of additional market participants in a future system. In November
2014, Fannie Mae and Freddie Mac took further steps to develop CSS’s capabilities with the execution of three

agreements. Fannie Mae and Freddie Mac entered into an Amended and Restated Limited Liability Company Agreement
with CSS that provides further detail regarding the rights, obligations and understandings between the companies with
respect to CSS, including the governance of CSS. In connection with the agreement, the companies appointed a chief
executive officer and four members of the CSS Board of Managers, two each from Fannie Mae and Freddie Mac. Fannie
Mae, Freddie Mac and CSS also entered into a contribution agreement providing for, among other things, the contribution by
Fannie Mae and Freddie Mac of intellectual property and cash resources to CSS, as well as the assignment of various
agreements necessary for CSS’s development and operation of securitization functions. In addition, Fannie Mae and Freddie
Mac each entered into a separate agreement with CSS with respect to the administrative support services the companies will
provide to CSS until CSS has the capabilities to provide these services on its own. Although these are important steps
towards the further development of the common securitization platform, we expect it will be a number of years before CSS
will have sufficient operational capabilities to serve its intended purpose as a common securitization platform for us and
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Freddie Mac. We continue to work with FHFA, Freddie Mac and CSS on building and testing the common securitization
platform, as well as on implementing required changes to our systems and operations to integrate with the common
securitization platform.

Single Common Security. In August 2014, FHFA published a request for public input on a proposed structure for a single
security that would be issued and guaranteed by Fannie Mae or Freddie Mac. FHFA’s request for public input states that
development of the single security will be a multi-year initiative, and that FHFA’s goal for the proposed single security
structure is for legacy Fannie Mae MBS and legacy Freddie Mac participation certificates to be fungible with the new single
security for purposes of fulfilling “to-be-announced” (“TBA”) contracts. Many of the proposed features of the single security
are similar to those of current Fannie Mae MBS. FHFA’s 2015 conservatorship scorecard includes objectives to finalize the
structure for the single common security and to develop a plan to implement the single common security in the market. We
believe the development of a single common security would likely reduce, and could eliminate, the trading advantage Fannie
Mae mortgage-backed securities have over Freddie Mac mortgage-backed securities. If this occurs, we believe it would
negatively impact our ability to compete for mortgage assets in the secondary market, and therefore could adversely affect
our results of operations. See “Risk Factors” for a discussion of the risks to our business associated with a single common
security for Fannie Mae and Freddie Mac.

For more information on FHFA’s 2014 conservatorship scorecard objectives and our performance in meeting these
objectives, see “Executive Compensation—Compensation Discussion and Analysis—Determination of 2014
Compensation—Assessment of Corporate Performance on 2014 Conservatorship Scorecard.” For more information on
FHFA’s 2015 conservatorship scorecard objectives, see our Current Report on Form 8-K filed with the SEC on January 20,
2015.

OUR CHARTER AND REGULATION OF OUR ACTIVITIES

Charter Act

We are a shareholder-owned corporation, originally established in 1938, organized and existing under the Federal National
Mortgage Association Charter Act, as amended, which we refer to as the Charter Act or our charter. The Charter Act sets
forth the activities that we are permitted to conduct, authorizes us to issue debt and equity securities, and describes our
general corporate powers. The Charter Act states that our purposes are to:

+ provide stability in the secondary market for residential mortgages;
» respond appropriately to the private capital market;

» provide ongoing assistance to the secondary market for residential mortgages (including activities relating to
mortgages on housing for low- and moderate-income families involving a reasonable economic return that may be less
than the return earned on other activities) by increasing the liquidity of mortgage investments and improving the
distribution of investment capital available for residential mortgage financing; and

* promote access to mortgage credit throughout the nation (including central cities, rural areas and underserved areas) by
increasing the liquidity of mortgage investments and improving the distribution of investment capital available for
residential mortgage financing.

It is from these sections of the Charter Act that we derive our mission of providing liquidity, increasing stability and
promoting affordability in the residential mortgage market. In addition to the alignment of our overall strategy with these
purposes, all of our business activities must be permissible under the Charter Act. Our charter authorizes us to: purchase,
service, sell, lend on the security of, and otherwise deal in certain mortgage loans; issue debt obligations and mortgage-
related securities; and “do all things as are necessary or incidental to the proper management of [our] affairs and the proper
conduct of [our] business.”

Loan Standards

Mortgage loans we purchase or securitize must meet the following standards required by the Charter Act.

* Principal Balance Limitations. Our charter permits us to purchase and securitize mortgage loans secured by either a
single-family or multifamily property. Single-family conventional mortgage loans are subject to maximum original
principal balance limits, known as “conforming loan limits.” The conforming loan limits are established each year
based on the average prices of one-family residences.

The national conforming loan limit for mortgages that finance one-family residences is $417,000 in 2015, as it was in
2010 through 2014, with higher limits for mortgages secured by two- to four-family residences and in four statutorily-
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designated states and territories (Alaska, Hawaii, Guam and the U.S. Virgin Islands). Higher loan limits also apply in
designated high-cost areas (counties or county-equivalent areas). FHFA provides Fannie Mae with the designated high-
cost areas annually. Our charter sets loan limits for high-cost areas up to 150% of the national loan limit ($625,500 for
a one-family residence; higher for two- to four-family residences and in the four statutorily-designated states and
territories).

No statutory limits apply to the maximum original principal balance of multifamily mortgage loans that we purchase or
securitize. In addition, the Charter Act imposes no maximum original principal balance limits on loans we purchase or
securitize that are insured by FHA or guaranteed by the VA.

»  Loan-to-Value and Credit Enhancement Requirements. The Charter Act generally requires credit enhancement on any
single-family conventional mortgage loan that we purchase or securitize if it has a loan-to-value ratio over 80% at the
time of purchase. Although we do not currently purchase or securitize second lien single-family mortgage loans, the
Charter Act requires a second lien mortgage loan to have credit enhancement if the combined loan-to-value ratio
exceeds 80%. The credit enhancement required by our charter may take the form of one or more of the following:

(1) insurance or a guaranty by a qualified insurer of the over-80% portion of the unpaid principal balance of the
mortgage; (2) a seller’s agreement to repurchase or replace the mortgage in the event of default (for such period and
under such circumstances as we may require); or (3) retention by the seller of at least a 10% participation interest in the
mortgage. Regardless of loan-to-value ratio, the Charter Act does not require us to obtain credit enhancement to
purchase or securitize loans insured by FHA or guaranteed by the VA.

Authority of U.S. Treasury to Purchase GSE Securities

Pursuant to our charter, at the discretion of the Secretary of the Treasury, Treasury may purchase our obligations up to a
maximum of $2.25 billion outstanding at any one time.

Other Charter Act Provisions
The Charter Act has the following additional provisions.

o Issuances of Our Securities. We are authorized, upon the approval of the Secretary of the Treasury, to issue debt
obligations and mortgage-related securities. Neither the U.S. government nor any of its agencies guarantees, directly
or indirectly, our debt or mortgage-related securities.

»  Exemptions for Our Securities. The Charter Act generally provides that our securities are exempt under the federal
securities laws administered by the SEC. As a result, we are not required to file registration statements with the SEC
under the Securities Act of 1933 with respect to offerings of any of our securities. Our non-equity securities are also
exempt securities under the Securities Exchange Act of 1934 (the “Exchange Act”). However, our equity securities
are not treated as exempt securities for purposes of Sections 12, 13, 14 or 16 of the Exchange Act. Consequently,
we are required to file periodic and current reports with the SEC, including annual reports on Form 10-K, quarterly
reports on Form 10-Q and current reports on Form 8-K.

*  Exemption from Specified Taxes. Fannie Mae is exempt from taxation by states, territories, counties, municipalities
and local taxing authorities, except for taxation by those authorities on our real property. We are not exempt from
the payment of federal corporate income taxes.

*  Other Limitations and Requirements. We may not originate mortgage loans or advance funds to a mortgage seller
on an interim basis, using mortgage loans as collateral, pending the sale of the mortgages in the secondary market.
In addition, we may only purchase or securitize mortgages on properties located in the United States and its
territories.

The GSE Act

As a federally chartered corporation, we are subject to government regulation and oversight. FHFA is an independent agency
of the federal government with general supervisory and regulatory authority over Fannie Mae, Freddie Mac and the 12
Federal Home Loan Banks (“FHLBs”). FHFA was established in July 2008, assuming the duties of our former safety and
soundness regulator, the Office of Federal Housing Enterprise Oversight (“OFHEQ”), and our former mission regulator,
HUD. HUD remains our regulator with respect to fair lending matters. Our regulators also include the SEC and Treasury.

The GSE Act provides FHFA with safety and soundness authority that is comparable to and in some respects broader than
that of the federal banking agencies. Even if we were not in conservatorship, the GSE Act gives FHFA the authority to raise
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capital levels above statutory minimum levels, regulate the size and content of our portfolio and approve new mortgage
products, among other things.
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Capital. The GSE Act provides FHFA with broad authority to increase the level of our required minimum capital and to
establish capital or reserve requirements for specific products and activities. FHFA also has broad authority to establish risk-
based capital requirements, to ensure that we operate in a safe and sound manner and maintain sufficient capital and reserves.
During the conservatorship, FHFA has suspended our capital classifications. We continue to submit capital reports to FHFA
during the conservatorship, and FHFA continues to monitor our capital levels. We describe our capital requirements below
under “Capital Adequacy Requirements.”

Portfolio. The GSE Act requires FHFA to establish standards governing our portfolio holdings, to ensure that they are
backed by sufficient capital and consistent with our mission and safe and sound operations. FHFA is also required to monitor
our portfolio and, in some circumstances, may require us to dispose of or acquire assets. In 2010, FHFA published a final
rule adopting, as the standard for our portfolio holdings, the portfolio limits specified in the senior preferred stock purchase
agreement described under “Conservatorship and Treasury Agreements—Treasury Agreements—Covenants under Treasury
Agreements,” as it may be amended from time to time. The rule is effective for as long as we remain subject to the terms and
obligations of the senior preferred stock purchase agreement.

New Products and Activities. The GSE Act requires us to request FHFA’s approval before initially offering any new product,
subject to certain exceptions. The GSE Act also requires us to provide FHFA with written notice before commencing any
new activity. In July 2009, FHFA published an interim final rule implementing these provisions of the GSE Act.
Subsequently, the then-Acting Director of FHFA concluded that permitting us to engage in new products was inconsistent
with the goals of the conservatorship. He therefore instructed us not to submit requests for approval of new products under
the interim final rule.

Receivership. Under the GSE Act, FHFA must place us into receivership if it determines that our assets are less than our
obligations for 60 days, or we have not been paying our debts as they become due for 60 days. FHFA has notified us that the
measurement period for any mandatory receivership determination with respect to our assets and liabilities would commence
no earlier than the SEC public filing deadline for our quarterly or annual financial statements and would continue for 60
calendar days thereafter. FHF A has advised us that if, during that 60-day period, we receive funds from Treasury in an
amount at least equal to the deficiency amount under the senior preferred stock purchase agreement, the Director of FHFA
will not make a mandatory receivership determination.

In addition, we could be put into receivership at the discretion of the Director of FHFA at any time for other reasons set forth
in the GSE Act. The statutory grounds for discretionary appointment of a receiver include: a substantial dissipation of assets
or earnings due to unsafe or unsound practices; the existence of an unsafe or unsound condition to transact business; an
inability to meet our obligations in the ordinary course of business; a weakening of our condition due to unsafe or unsound
practices or conditions; critical undercapitalization; undercapitalization and no reasonable prospect of becoming adequately
capitalized; the likelihood of losses that will deplete substantially all of our capital; or by consent.

In June 2011, FHFA issued a final rule establishing a framework for conservatorship and receivership operations for the
GSEs, which became effective in July 2011. The rule implements and supplements the procedures and processes set forth in
the GSE Act, and does not seek to anticipate or predict future conservatorships or receiverships. For example, the final rule
clarifies that:

» the powers of the conservator or receiver include continuing our mission and ensuring that our operations foster
liquid, efficient, competitive and resilient national housing finance markets;

+ the conservator or receiver may disaffirm or repudiate any contract or lease to which we are a party for up to
18 months following the appointment of a conservator or receiver;

* we are prohibited from making capital distributions while in conservatorship unless authorized by the Director of
FHFA; and

«  claims by current or former shareholders (including securities litigation claims) would receive the lowest priority in
a receivership, behind: (1) administrative expenses of the receiver (or an immediately preceding conservator),
(2) our other general or senior liabilities, and (3) obligations subordinated to those of general creditors.

The rule also provides that FHFA, as conservator, will not pay securities litigation claims against us during conservatorship,
unless the Director of FHFA determines it is in the interest of the conservatorship.

Prudential Management and Operational Standards. As required by the GSE Act, in June 2012, FHFA published a final rule
establishing prudential standards relating to the management and operations of Fannie Mae, Freddie Mac and the FHLBs in
the following ten areas: (1) internal controls and information systems; (2) independence and adequacy of internal audit
systems; (3) management of market risk exposure; (4) management of market risk—measurement systems, risk limits, stress
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testing, and monitoring and reporting; (5) adequacy and maintenance of liquidity and reserves; (6) management of asset and
investment portfolio growth; (7) investments and acquisitions of assets; (8) overall risk management processes;
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(9) management of credit and counterparty risk; and (10) maintenance of adequate records. These standards were established
as guidelines, which the Director of FHFA may modify, revoke or add to at any time by order or notice. The rule also
specifies actions FHF A may take if a regulated entity fails to meet one or more of the standards or fails to comply with the
rule, such as requiring the entity to submit a corrective plan or increasing its capital requirements.

Affordable Housing Goals and Duty to Serve. We discuss our affordable housing goals and our duty to serve underserved
markets below under “Housing Goals and Duty to Serve Underserved Markets.”

Affordable Housing Allocations. The GSE Act requires us and Freddie Mac to set aside in each fiscal year an amount equal
to 4.2 basis points for each dollar of the unpaid principal balance of our total new business purchases to fund HUD’s
Housing Trust Fund and Treasury’s Capital Magnet Fund. The GSE Act authorizes the Director of FHFA to temporarily
suspend these allocations in specified circumstances. In November 2008, FHFA suspended allocations for these funds and
directed Fannie Mae and Freddie Mac to not set aside or allocate funds for the Housing Trust Fund and Capital Magnet Fund
until further notice.

In December 2014, FHFA ended its temporary suspension of allocations to the Housing Trust Fund and the Capital Magnet
Fund and directed Fannie Mae and Freddie Mac to begin making contributions to these funds pursuant to the GSE Act.
FHFA’s directive reinstating these contributions requires us to set aside amounts during each fiscal year beginning in fiscal
year 2015, and to allocate or otherwise transfer the amounts set aside within 60 days after the end of each fiscal year, unless
during such fiscal year we have made a draw from Treasury under the terms of the senior preferred stock purchase agreement
or unless such allocation or transfer would cause us to have to make a draw from Treasury under the agreement, in which
case we will make no allocation or transfer for that year and the amounts set aside for that year will be reversed. In
connection with FHFA’s directive, FHFA issued an interim final rule in December 2014 prohibiting Fannie Mae and Freddie
Mac from redirecting or passing through the cost of these allocations to originators of mortgages that we purchase or
securitize. The interim final rule became effective upon publication in the Federal Register on December 16, 2014.

Based on FHFA’s directive, we expect to make our first allocation to the funds on or before February 29, 2016, based on the
amount of our new business purchases in 2015. If this requirement had been in effect during fiscal year 2014, we estimate
that we would have incurred approximately $172 million of additional expense in our consolidated statement of operations
and comprehensive income related to the allocation of these funds.

Executive Compensation. Fannie Mae’s Charter provides that the company has the power to pay compensation to our
executives that the Board of Directors determines is reasonable and comparable with the compensation of executives
performing similar duties in similar businesses, except that a significant portion of potential compensation must be based on
our performance. The GSE Act directs FHFA to prohibit us from providing unreasonable or non-comparable compensation
to our executive officers. FHFA may at any time review the reasonableness and comparability of an executive officer’s
compensation and may require us to withhold any payment to the officer during such review. FHFA is also authorized by the
GSE Act to prohibit or limit certain golden parachute and indemnification payments to directors, officers and certain other
parties. In addition, pursuant to the Stop Trading on Congressional Knowledge Act (the “STOCK Act”) and related
regulations issued by FHFA, our senior executives are prohibited from receiving bonuses during any period of
conservatorship on or after the April 4, 2012 enactment of the law.

In January 2014, FHFA issued a revised final rule relating to the compensation of executive officers (as defined under the
rule), which became effective in February 2014. The rule, among other things, provides that the Director of FHFA must
prohibit us from providing any compensation to an executive officer that the Director determines is not reasonable or
comparable with compensation for employment in other similar businesses involving similar duties and responsibilities. The
rule also requires the approval of the Director of FHFA before we may enter into any agreement providing compensation in
connection with the termination of an executive officer’s employment. FHFA also issued a revised final rule relating to
golden parachute payments in January 2014, which became effective in February 2014. The rule generally prohibits us from
making golden parachute payments to any current or former director, officer, employee, controlling stockholder or agent of
the company during any period in which we are in conservatorship, receivership or other troubled condition unless either a
specific exception applies or the Director of FHFA approves the payments. For a description of regulatory and other legal
requirements affecting our executive compensation, see “Executive Compensation—Compensation Discussion and
Analysis—Chief Executive Officer Compensation and 2014 Executive Compensation Program—Impact of Conservatorship
and Other Legal Requirements.”

Fair Lending. The GSE Act requires the Secretary of HUD to assure that the GSEs meet their fair lending
obligations. Among other things, HUD periodically reviews and comments on the underwriting and appraisal guidelines of
each company to ensure consistency with the Fair Housing Act.
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Capital Adequacy Requirements

The GSE Act establishes capital adequacy requirements. The statutory capital framework incorporates two different
quantitative assessments of capital—a minimum capital requirement and a risk-based capital requirement. The minimum
capital requirement is ratio-based, while the risk-based capital requirement is based on simulated stress test performance. The
GSE Act requires us to maintain sufficient capital to meet both of these requirements in order to be classified as “adequately
capitalized.” However, during the conservatorship, FHFA has suspended our capital classifications and announced that our
existing statutory and FHFA-directed regulatory capital requirements will not be binding. FHFA has advised us that, because
we are under conservatorship, we will not be subject to corrective action requirements that would ordinarily result from our
receiving a capital classification of “undercapitalized.”

Minimum Capital Requirement. Under the GSE Act, we must maintain an amount of core capital that equals or exceeds our
minimum capital requirement. The GSE Act defines core capital as the sum of the stated value of outstanding common stock
(common stock less treasury stock), the stated value of outstanding non-cumulative perpetual preferred stock, paid-in capital,
and retained earnings, as determined in accordance with GAAP. Our minimum capital requirement is generally equal to the
sum of 2.50% of on-balance sheet assets and 0.45% of off-balance sheet obligations. For purposes of minimum capital,

FHFA has directed us to continue reporting loans backing Fannie Mae MBS held by third parties based on 0.45% of the
unpaid principal balance regardless of whether these loans have been consolidated pursuant to accounting rules. FHFA
retains authority under the GSE Act to raise the minimum capital requirement for any of our assets or activities.

Risk-Based Capital Requirement. The GSE Act requires FHFA to establish risk-based capital requirements for Fannie Mae
and Freddie Mac, to ensure that we operate in a safe and sound manner. Existing risk-based capital regulation under the GSE
Act ties our capital requirements to the risk in our book of business, as measured by a stress test model. The stress test
simulates our financial performance over a ten-year period of severe economic conditions characterized by both extreme
interest rate movements and high mortgage default rates. FHFA has stated that it does not intend to publish our risk-based
capital level during the conservatorship and has discontinued stress test simulations under the existing rule. We continue to
submit detailed profiles of our books of business to FHFA to support FHFA’s monitoring of our business activity and their
research into future risk-based capital rules.

Critical Capital Requirement. The GSE Act also establishes a critical capital requirement, which is the amount of core
capital below which we would be classified as “critically undercapitalized.” Under the GSE Act, such classification is a
discretionary ground for appointing a conservator or receiver. Our critical capital requirement is generally equal to the sum
of 1.25% of on-balance sheet assets and 0.25% of off-balance sheet obligations. FHFA has directed us, for purposes of
critical capital, to continue reporting loans backing Fannie Mae MBS held by third parties based on 0.25% of the unpaid
principal balance, notwithstanding our consolidation of substantially all of the loans backing these securities. FHFA has
stated that it does not intend to publish our critical capital level during the conservatorship.

Housing Goals and Duty to Serve Underserved Markets

Since 1993, we have been subject to housing goals. The structure of our housing goals changed in 2010 as a result of the
2008 Reform Act. The 2008 Reform Act also created a new duty for us to serve three underserved markets, which we discuss
below.

Housing Goals for 2012 to 2014

In November 2012, FHFA published a final rule establishing the following single-family home purchase and refinance
housing goal benchmarks for 2012 to 2014 for Fannie Mae and Freddie Mac. A home purchase mortgage may be counted
toward more than one home purchase benchmark.

*  Low-Income Families Home Purchase Benchmark: At least 23% of our acquisitions of single-family owner-
occupied purchase money mortgage loans must be affordable to low-income families (defined as income equal to or
less than 80% of area median income).

»  Very Low-Income Families Home Purchase Benchmark: At least 7% of our acquisitions of single-family owner-
occupied purchase money mortgage loans must be affordable to very low-income families (defined as income equal
to or less than 50% of area median income).

*  Low-Income Areas Home Purchase Goal Benchmark: The benchmark level for our acquisitions of single-family
owner-occupied purchase money mortgage loans for families in low-income areas is set annually by notice from
FHFA, based on the benchmark level for the low-income areas home purchase subgoal (below), plus an adjustment
factor reflecting the additional incremental share of mortgages for moderate-income families (defined as income
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equal to or less than 100% of area median income) in designated disaster areas. For 2014, FHFA set the overall low-
income areas home purchase benchmark goal at 18%.

*  Low-Income Areas Home Purchase Subgoal Benchmark: At least 11% of our acquisitions of single-family owner-
occupied purchase money mortgage loans must be affordable to families in low-income census tracts or to
moderate-income families in high-minority census tracts.

e Low-Income Families Refinancing Benchmark: At least 20% of our acquisitions of single-family owner-occupied
refinance mortgage loans must be affordable to low-income families.

Private-label mortgage-related securities, second liens and single-family government loans do not count towards our housing
goals. In addition, only permanent modifications of mortgages under the Administration’s Home Affordable Modification
Program (“HAMP®”) completed during the year count towards our housing goals; trial modifications are not counted.
Moreover, these modifications count only towards our single-family low-income families refinance goal, not any of the
home purchase goals. Refinancings under HARP also count toward our single-family low-income families refinancing goal.

If we do not meet these benchmarks, we may still meet our goals. Our single-family housing goals performance is measured
against benchmarks and against goals-qualifying originations in the primary mortgage market after the release of data
reported under the Home Mortgage Disclosure Act (“HMDA”). HMDA data are typically released each year in the fall. We
will be in compliance with the housing goals if we meet either the benchmarks or market share measures.

To meet FHFA’s housing goals, our multifamily mortgage acquisitions must finance a certain number of units affordable to
low-income families and a certain number of units affordable to very low-income families. The specific requirements for
each year are set forth in Table 5 below. There is no market-based alternative measurement for the multifamily goals.

Table S: Multifamily Housing Goals for 2012 to 2014

Goals for
2012 2013 2014
(in units)
Affordable to low-income families 285,000 265,000 250,000
Affordable to very low-income families 80,000 70,000 60,000

In adopting the rule in 2010 establishing the structure of our housing goals, FHFA indicated “FHFA does not intend for
[Fannie Mae] to undertake uneconomic or high-risk activities in support of the [housing] goals. However, the fact that
[Fannie Mae is] in conservatorship should not be a justification for withdrawing support from these market segments.” If our
efforts to meet our goals prove to be insufficient, FHFA determines whether the goals were feasible. If FHFA finds that our
goals were feasible, we may become subject to a housing plan that could require us to take additional steps that could have
an adverse effect on our results of operations and financial condition. The housing plan must describe the actions we would
take to meet the goal in the next calendar year and be approved by FHFA. The potential penalties for failure to comply with
housing plan requirements include a cease-and-desist order and civil money penalties. As described in “Risk Factors,”
actions we may take to meet our housing goals may increase our credit losses and credit-related expense.

In January 2015, FHFA determined that we met all of our single-family and multifamily housing goals for 2013, except for
the single-family very low-income families home purchase goal. FHFA determined that our performance for this goal failed
to meet both the applicable benchmark and the overall market level, and that our achievement of this goal was feasible.
FHFA has notified us that it will not require us to submit a formal housing plan with respect to this goal.
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Table 6 displays our performance for 2013 against our single-family housing benchmarks and market share measures, as well
as our multifamily housing goals, as validated by FHFA.

Table 6: Housing Goals Performance

2013
Bench- Single-Family
Result mark Market Level
Single-family housing goals:"
Low-income families home purchases 23.8 % 23 % 24.0 %
Very low-income families home purchases 6.0 7 6.3
Low-income areas home purchases 21.6 21 22.1
Low-income and high-minority areas home purchases 14.0 11 14.2
Low-income families refinancing 243 20 243
2013
Result Goal
(in units)
Multifamily housing goals:
Affordable to families with income no higher than 80% of area median income 326,597 265,000
Affordable to families with income no higher than 50% of area median income 78,071 70,000

M Our single-family results and benchmarks are expressed as a percentage of the total number of eligible mortgages acquired during the
period.

We will report our performance with respect to the 2014 housing goals in March 2015. FHFA will issue a final determination
on our performance after the release of data reported under HMDA later this year.

Proposed Housing Goals for 2015 to 2017

In August 2014, FHFA published a proposed rule that would establish single-family and multifamily housing goals for
Fannie Mae and Freddie Mac for 2015 to 2017. Comments on the proposed rule were due in October 2014. FHFA will issue
a final rule after considering the comments received on the proposed rule.

Proposed Single-Family Housing Goals

FHFA’s proposed rule requests comment on three alternative approaches for measuring Fannie Mae and Freddie Mac’s
performance on the single-family housing goals for 2015 to 2017:

*  Alternative 1 would use the current two-step process, which measures performance by comparing it to both (1)
benchmark levels that are set prospectively and (2) actual market levels that are determined retrospectively based on
HMDA data;

e Alternative 2 would measure performance against prospective benchmark levels only; and
*  Alternative 3 would measure performance against retrospective market levels only.

FHFA has proposed the following single-family home purchase and refinance housing goal benchmarks for 2015 to 2017
under Alternative 1. A home purchase mortgage may be counted toward more than one home purchase benchmark.

*  Low-Income Families Home Purchase Benchmark: At least 23% of our acquisitions of single-family owner-
occupied purchase money mortgage loans must be affordable to low-income families (defined as income equal to or
less than 80% of area median income). This is the same benchmark that applied for 2014.

o Very Low-Income Families Home Purchase Benchmark: At least 7% of our acquisitions of single-family owner-
occupied purchase money mortgage loans must be affordable to very low-income families (defined as income equal
to or less than 50% of area median income). This is the same benchmark that applied for 2014.
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Low-Income Areas Home Purchase Goal Benchmark: The benchmark level for our acquisitions of single-family
owner-occupied purchase money mortgage loans for families in low-income areas is set annually by notice from
FHFA, based on the benchmark level for the low-income areas home purchase subgoal (below), plus an adjustment
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factor reflecting the additional incremental share of mortgages for moderate-income families (defined as income
equal to or less than 100% of area median income) in designated disaster areas.

*  Low-Income Areas Home Purchase Subgoal Benchmark: At least 14% of our acquisitions of single-family owner-
occupied purchase money mortgage loans must be affordable to families in low-income census tracts or to
moderate-income families in high-minority census tracts. This is an increase from the benchmark of 11% that
applied for 2014.

o Low-Income Families Refinancing Benchmark: At least 27% of our acquisitions of single-family owner-occupied
refinance mortgage loans must be affordable to low-income families. This is an increase from the benchmark of
20% that applied for 2014.

Under Alternative 1, if we do not meet these benchmarks, we may still meet our goals. Our single-family housing goals
performance would be measured against both these benchmarks and against goals-qualifying originations in the primary
mortgage market after the release of HMDA data, which is typically released each year in the fall. We would be in
compliance with the housing goals if we met either the benchmarks or market share measures.

FHFA’s proposed rule noted that, if it were to adopt Alternative 2, it would consider adopting single-family benchmark
levels that are lower than the proposed levels for Alternative 1 described above. Alternative 3 would not involve setting
prospective benchmark levels.

Proposed Multifamily Housing Goals

FHFA’s proposed rule also includes benchmark levels for a multifamily special affordable housing goal and subgoal, and
establishes a new subgoal for small multifamily properties (defined as those with 5 to 50 units) affordable to low-income
families. FHFA’s proposed multifamily benchmark levels for Fannie Mae for 2015 to 2017 would be the same levels that
applied to Fannie Mae for 2014: 250,000 units per year must be affordable to low-income families and 60,000 units per year
must be affordable to very low-income families. FHFA’s proposed new subgoal for Fannie Mae for small multifamily
properties affordable to low-income families increases each year: 20,000 units in 2015; 25,000 units in 2016; and 30,000
units in 2017. There is no market-based alternative measurement for the multifamily goal or subgoals.

Duty to Serve

The 2008 Reform Act created the duty to serve underserved markets in order for us and Freddie Mac to “provide leadership
to the market in developing loan products and flexible underwriting guidelines to facilitate a secondary market for very low-,
low-, and moderate-income families” with respect to three underserved markets: manufactured housing, affordable housing
preservation and rural areas.

The 2008 Reform Act requires FHFA to separately evaluate the following four assessment factors:

*  The loan product assessment factor requires evaluation of our “development of loan products, more flexible
underwriting guidelines, and other innovative approaches to providing financing to each” underserved market.

*  The outreach assessment factor requires evaluation of “the extent of outreach to qualified loan sellers and other
market participants.” We are expected to engage market participants and pursue relationships with qualified sellers
that serve each underserved market.

*  The loan purchase assessment factor requires FHFA to consider the volume of loans acquired in each underserved
market relative to the market opportunities available to us. The 2008 Reform Act prohibits the establishment of
specific quantitative targets by FHFA. However, in its evaluation FHFA could consider the volume of loans
acquired in past years.

*  The investment and grants assessment factor requires evaluation of the amount of investment and grants in projects
that assist in meeting the needs of underserved markets.

In June 2010, FHFA published a proposed rule to implement our duty to serve. Under the proposed rule, we would be
required to submit an underserved markets plan establishing benchmarks and objectives against which FHFA would evaluate
and rate our performance. This proposed rule was not finalized. However, FHFA indicated in its proposed rule on housing
goals for 2015 to 2017 that a separate proposed rulemaking on the duty to serve underserved markets was forthcoming. In
addition, one of FHFA’s 2015 conservatorship scorecard objectives for us is to prepare to implement duty to serve
requirements upon publication of a final rule.
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The Dodd-Frank Act

The Dodd-Frank Act has significantly changed the regulation of the financial services industry, including requiring new
standards related to regulatory oversight of systemically important financial companies, derivatives transactions, asset-
backed securitization, mortgage underwriting and consumer financial protection. The Dodd-Frank Act has directly affected
and will continue to affect our business through new and expanded regulatory oversight and standards applicable to us. We
are also indirectly affected by provisions of the Dodd-Frank Act and implementing regulations that impact the activities of
our customers and counterparties in the financial services industry. We discuss the potential risks to our business resulting
from the Dodd-Frank Act in “Risk Factors.” Below we summarize some key provisions of the Dodd-Frank Act, as well as
some proposed and final rules that have been promulgated by various government agencies to implement provisions of the
legislation.

Enhanced supervision and prudential standards. The Dodd-Frank Act established the Financial Stability Oversight Council
(the “FSOC”), chaired by the Secretary of the Treasury, to ensure that all financial companies—not just banks—whose
failure could pose a threat to the financial stability of the United States will be subject to strong oversight. Under the Dodd-
Frank Act, the FSOC is responsible for designating systemically important nonbank financial companies, while the Federal
Reserve is responsible for establishing stricter prudential standards that will apply to FSOC-designated systemically
important nonbank financial companies, as well as to large bank holding companies. The Federal Reserve must establish
standards related to risk-based capital, leverage limits, liquidity, single-counterparty exposure limits, resolution plans,
reporting credit exposures and other risk management measures. In December 2011, the Board of Governors of the Federal
Reserve System issued proposed rules addressing a number of these enhanced prudential standards and, in February 2014,
the Board of Governors of the Federal Reserve System issued a final rule implementing some of these enhanced prudential
standards for large bank holding companies. The Federal Reserve may also impose other standards related to contingent
capital, enhanced public disclosure, short-term debt limits and other requirements as appropriate.

Depending on the scope and final form of the Federal Reserve’s enhanced standards, and the extent to which they apply to us
if we are designated by the FSOC as a systemically important nonbank financial company, or to our customers and other
counterparties, their adoption and application could increase our costs, pose operational challenges and adversely affect
demand for Fannie Mae debt and MBS. We have not received any notification of possible designation as a systemically
important financial institution.

Swap Transactions, Minimum Capital and Margin Requirements. The Dodd-Frank Act includes provisions requiring
additional regulation of swap transactions. Because we are a user of interest rate swaps, the Dodd-Frank Act requires us,
among other items, to submit new swap transactions for clearing to a derivatives clearing organization. Additionally, in
September 2014, the Federal Reserve Board, the Federal Deposit Insurance Corporation (“FDIC”), FHFA, the Farm Credit
Administration and the Office of the Comptroller of the Currency issued new proposed rules under the Dodd-Frank Act
governing margin and capital requirements applicable to entities that are subject to their oversight. These proposed rules
would require that, for all trades that have not been submitted to a derivatives clearing organization, we collect from and
provide to our counterparties collateral in excess of the amounts we have historically collected or provided relative to our
level of activity.

Ability to Repay. The Dodd-Frank Act amended the Truth in Lending Act to require creditors to determine that borrowers
have a “reasonable ability to repay” most mortgage loans prior to making such loans. In 2013, the Consumer Financial
Protection Bureau (the “CFPB”) issued a final rule under Regulation Z that, among others things, requires creditors to
determine a borrower’s “ability to repay” a mortgage loan. If a creditor fails to comply, a borrower may be able to offset a
portion of the amount owed in a foreclosure proceeding or recoup monetary damages. The rule offers several options for
complying with the ability to repay requirement, including making loans that meet certain terms and characteristics (so-
called “qualified mortgages”), which may provide creditors and their assignees with special protection from liability.
Generally, a loan will be a qualified mortgage under the rule if, among other things, (1) the points and fees paid in
connection with the loan do not exceed 3% of the total loan amount, (2) the loan term does not exceed 30 years, (3) the loan
is fully amortizing with no negative amortization, interest-only or balloon features and (4) the debt-to-income ratio on the
loan does not exceed 43% at origination. The CFPB also defined a special class of conventional mortgage loans that will be
qualified mortgages if they (1) meet the points and fees, term and amortization requirements of qualified mortgages generally
and (2) are eligible for sale to Fannie Mae or Freddie Mac. This class of qualified mortgages expires on the earlier of January
10, 2021 or when the GSEs cease to be in conservatorship or receivership.

In May 2013, FHFA directed Fannie Mae and Freddie Mac to limit our acquisition of single-family loans to those loans that
meet the points and fees, term and amortization requirements for qualified mortgages, or to loans that are exempt from the
ability-to-repay rule, such as loans made to investors. This limitation applies to loans with application dates on or after
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January 10, 2014, the effective date of the ability-to-repay rule. We continue to evaluate the potential impact of these
changes on our business.

Risk Retention. The Dodd-Frank Act requires financial regulators to jointly prescribe regulations requiring securitizers to
retain a portion of the credit risk in assets transferred, sold or conveyed through the issuance of asset-backed securities, with
certain exceptions. In October 2014, the Office of the Comptroller of the Currency, the Board of Governors of the Federal
Reserve System, the FDIC, the SEC, FHFA and HUD issued a final rule implementing this credit risk retention

requirement. The final rule generally requires securitizers to retain at least 5% of the credit risk of the assets they

securitize. The rule offers several compliance options, one of which is to have either Fannie Mae or Freddie Mac (so long as
they are in conservatorship or receivership) securitize and fully guarantee the assets, in which case no further retention of
credit risk is required. In addition, securities backed solely by mortgage loans meeting the definition of a “qualified
residential mortgage” are exempt from the risk retention requirements of the rule. The rule defines “qualified residential
mortgage” to have the same meaning as the term “qualified mortgage” as defined by the CFPB in connection with its “ability
to repay” rule under Regulation Z discussed above. The final risk retention rule will become effective on December 24, 2015
for single-family mortgage loans and on December 24, 2016 for multifamily mortgage loans. We do not expect any
significant changes in our current business practices as a result of the risk retention rule.

Stress Testing. The Dodd-Frank Act requires certain financial companies to conduct annual stress tests to determine whether
the companies have the capital necessary to absorb losses as a result of adverse economic conditions. In September 2013,
FHFA issued a final rule implementing the Dodd-Frank Act’s stress test requirements for Fannie Mae, Freddie Mac and the
FHLBs. Under the rule, each year we are required to conduct a stress test, based on our data as of September 30 of that year,
using three different scenarios of financial conditions provided by FHFA: baseline, adverse and severely adverse. In
conducting the stress test, we are required to calculate the impact of the scenario conditions on our capital levels and other
specified measures of financial condition and performance over a period of at least nine quarters. The rule requires us to
submit the stress test results for the three scenarios to FHFA and the Federal Reserve Board of Governors by February 5 of
each year. In addition, we are required to publish the stress test results for the severely adverse scenario between April 15
and April 30 of each year. We submitted our first stress test results under this rule to FHFA and the Federal Reserve Board of
Governors on February 5, 2014 and published the stress test results for the severely adverse scenario on our Web Site on
April 30, 2014. On February 5, 2015, we submitted our second stress test results under this rule based on scenarios and
assumptions provided to us by FHFA in November 2014.

Bank Capital and Liquidity Standards

Although we are not subject to banking regulations, our business may be affected by changes to the capital and liquidity
requirements applicable to U.S. banks. The capital and liquidity regimes for the U.S. banking industry are currently
undergoing significant changes as a result of actions by international bank regulators. In December 2010, the Basel
Committee on Banking Supervision issued a set of revisions to the international capital requirements. These revisions,
known as Basel III, generally narrow the definition of capital that can be used to meet risk-based standards and raise the
amount of capital that must be held. Basel III also introduces new quantitative liquidity requirements. In July 2013, U.S.
banking regulators issued a final regulation implementing Basel III’s capital standards. In September 2014, U.S. banking
regulators also issued a final regulation setting minimum liquidity standards for large U.S. banks generally in accordance
with Basel III standards. See “Risk Factors” for a discussion of this rule and how it could materially adversely affect demand
by banks for our debt and MBS securities in the future, as well as how Basel III could otherwise affect our company and the
future business practices of our customers and counterparties.

In addition, although we are not subject to bank capital or liquidity requirements, any revised framework for GSE standards
may be based on bank requirements, particularly if the GSEs are deemed to be systemically important financial companies
subject to Federal Reserve oversight.

Potential Changes to Our Single-Family Guaranty Fee Pricing

In December 2013, FHFA directed us and Freddie Mac to increase our base single-family guaranty fees for all mortgages by
10 basis points. FHFA also directed us and Freddie Mac to make changes to our single-family loan level price adjustments,
which are one-time cash fees that we charge at the time we initially acquire a loan based on the credit characteristics of the
loan. These changes to our single-family loan level price adjustments consisted of: (1) eliminating the 25 basis point adverse
market delivery charge, which has been assessed on all single-family mortgages purchased by us since 2008, for all loans
except those secured by properties located in Connecticut, Florida, New Jersey and New York, due to the significantly higher
foreclosure carrying costs in these states; and (2) implementing changes to our upfront fees for single-family loans to better
align pricing with the credit risk characteristics of the borrower. FHFA’s December 2013 directive stated that these price
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changes would be effective in early 2014; however, in January 2014, FHFA directed us and Freddie Mac to delay
implementation of these guaranty fee changes pending further review by FHFA.

FHFA subsequently announced on June 5, 2014 that it was requesting public input on the guaranty fees that Fannie Mae and
Freddie Mac charge lenders. FHFA’s request for input included questions related to guaranty fee policy and implementation,
including what factors and goals should be considered in setting guaranty fees, target return on capital and amount of capital
required. FHFA is currently reviewing and considering the public input that was received. See “Risk Factors” for a
discussion of the potential risks to our business relating to an FHFA directive to change our guaranty fee pricing.

FHFA Adyvisory Bulletin Regarding Framework for Adversely Classifying Loans

In April 2012, FHFA issued Advisory Bulletin AB 2012-02, “Framework for Adversely Classifying Loans, Other Real
Estate Owned, and Other Assets and Listing Assets for Special Mention” (the “Advisory Bulletin™). The Advisory Bulletin
provides, among other things, that we classify the portion of an outstanding single-family loan balance in excess of the fair
value of the underlying property, less costs to sell and adjusted for any credit enhancements, as a “loss” no later than when
the loan becomes 180 days delinquent, except in certain specified circumstances (such as those involving properly secured
loans with an LTV ratio equal to or less than 60%). The Advisory Bulletin also provides that we charge off the portion of the
loan classified as a “loss.” We implemented the asset classification provisions of the Advisory Bulletin on January 1, 2014.

Our current analytics and historical data do not support charging off loans at 180 days delinquent. As a result, for the vast
majority of our delinquent single-family loans, we expect to continue to charge off the loan at the date of foreclosure or other
liquidation event (such as a deed-in-lieu of foreclosure or a short sale). For a small subset of delinquent loans deemed to be
uncollectible prior to foreclosure by our historical data, we will classify them as “loss” and charge off the portion of the loan
classified as “loss” prior to the date of foreclosure or other liquidation event, which given our current credit analytics and
historical data, will be when the loans are excessively delinquent and the outstanding loan balance exceeds the fair value of
the underlying property. We continue to enhance our data collection and analysis efforts to further refine our loss estimates
as we obtain incremental information on the performance of our loans.

Our approach to adopting the charge-off provisions of the Advisory Bulletin on January 1, 2015 will result in a decrease in
total loans held for investment of approximately $2 billion to reduce the recorded investment on the charged-off loans, and a
corresponding decrease to our allowance for loan losses of approximately $2 billion to eliminate the allowance for loan
losses associated with the charged-off loans. The adoption of the Advisory Bulletin is not expected to have a material impact
on our consolidated results of operations for the first quarter of 2015.

OUR CUSTOMERS

Our principal customers are lenders that operate within the primary mortgage market where mortgage loans are originated
and funds are loaned to borrowers. Our customers include mortgage banking companies, savings and loan associations,
savings banks, commercial banks, credit unions, community banks, specialty servicers, insurance companies, and state and
local housing finance agencies. Lenders originating mortgages in the primary mortgage market often sell them in the
secondary mortgage market in the form of whole loans or in the form of mortgage-related securities.

We have a diversified funding base of domestic and international investors. Purchasers of Fannie Mae MBS or Fannie Mae
debt securities include fund managers, commercial banks, pension funds, insurance companies, Treasury, foreign central
banks, corporations, state and local governments, and other municipal authorities.

During 2014, approximately 1,200 lenders delivered single-family mortgage loans to us, either for securitization or for
purchase. We acquire a significant portion of our single-family mortgage loans from several large mortgage lenders. During
2014, our top five lender customers, in the aggregate, accounted for approximately 33% of our single-family business
volume, down from approximately 42% in 2013. Wells Fargo Bank, N.A., together with its affiliates, was the only customer
that accounted for 10% or more of our single-family business volume in 2014, with approximately 12%.

A number of factors impacted our customers in 2014 and affected the volume of business and mix of customers with whom
we and our competitors do business. We obtained a smaller portion of our single-family loan acquisitions from large
mortgage lenders in the last three years than in prior years as a result of a reduction in the aggregation of third-party
mortgage originations among large mortgage originators and other factors. At the same time, we sought and continue to seek
to provide liquidity to a broader, more diverse set of mortgage lenders. In addition to the decrease in single-family mortgage
seller concentration, we are acquiring an increasing portion of our business volume from non-depository sellers rather than
depository financial institutions. Doing more business with a more diverse set of mortgage lenders has lowered to a degree
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strength, liquidity and operational capacity of many of these smaller or non-depository mortgage sellers and servicers may
negatively affect their ability to satisfy their repurchase or compensatory fee obligations or to service the loans on our behalf.
The decrease in the concentration of our business with large depository financial institutions could increase both our
institutional counterparty credit risk and our mortgage credit risk and, as a result, could have a material adverse effect on our
business, results of operations, financial condition, liquidity and net worth.

See “Risk Factors” for a discussion of risks relating to our institutional counterparties, changes in the mortgage industry and
our acquisition of a significant portion of our mortgage loans from several large mortgage lenders.

COMPETITION

We compete to acquire mortgage assets in the secondary market. We also compete for the issuance of mortgage-related
securities to investors. Competition in these areas is affected by many factors, including the number of residential mortgage
loans offered for sale in the secondary market by loan originators and other market participants, the nature of the residential
mortgage loans offered for sale (for example, whether the loans represent refinancings), the current demand for mortgage
assets from mortgage investors, the interest rate risk investors are willing to assume and the yields they will require as a
result, and the credit risk and prices associated with available mortgage investments.

Competition to acquire mortgage assets is significantly affected by both our and our competitors’ pricing and eligibility
standards, as well as investor demand for our and our competitors’ mortgage-related securities. Any future changes in our
guaranty fees would likely affect our competitive environment. See “Our Charter and Regulation of Our
Activities—Potential Changes to Our Single-Family Guaranty Fee Pricing” for more information on potential future changes
in our guaranty fees. Our competitive environment also may be affected by many other factors in the future, such as new
legislation or regulations. See “Housing Finance Reform,” “Our Charter and Regulation of Our Activities” and “Risk
Factors” for information on legislation and regulations that could affect our business and competitive environment.

Our competitors for the acquisition of single-family mortgage assets are financial institutions and government agencies that
manage residential mortgage credit risk or invest in residential mortgage loans, including Freddie Mac, FHA, the VA, Ginnie
Mae (which primarily guarantees securities backed by FHA-insured loans and VA-guaranteed loans), the twelve FHLBs,
U.S. banks and thrifts, securities dealers, insurance companies, pension funds, investment funds and other mortgage
investors. Our primary competitors for the issuance of single-family mortgage-related securities are Freddie Mac and Ginnie
Mae, as many private market competitors dramatically reduced or ceased their activities in the single-family secondary
mortgage market following the 2008 housing crisis. For the issuance of multifamily mortgage-related securities, we
primarily compete with Freddie Mac, life insurers, U.S. banks and thrifts, other institutional investors, Ginnie Mae and
private-label issuers of commercial mortgage-backed securities.

Although our market share of single-family mortgage acquisitions remained high in 2014 as we continued to meet the needs
of the single-family mortgage market, our market share declined from 2013. We estimate that our single-family market share
was 32% in 2014, compared with 39% in 2013. These amounts represent our single-family mortgage acquisitions for each
year, excluding delinquent loans we purchased from our MBS trusts, as a percentage of the single-family first-lien mortgages
we currently estimate were originated in the United States that year. Because our estimate of mortgage originations in prior
periods is subject to change as additional data become available, these market share estimates may change in the future,
perhaps materially. We remained the largest single issuer of mortgage-related securities in the secondary market in 2014 in
the absence of substantial issuances of mortgage-related securities by private institutions during the year.

We also compete for low-cost debt funding with institutions that hold mortgage portfolios, including Freddie Mac and the
FHLBs.

EMPLOYEES

As of January 31, 2015, we employed approximately 7,600 personnel, including full-time and part-time employees, term
employees and employees on leave.
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WHERE YOU CAN FIND ADDITIONAL INFORMATION

We make available free of charge through our Web site our annual reports on Form 10-K, quarterly reports on Form 10-Q,
current reports on Form 8-K and all other SEC reports and amendments to those reports as soon as reasonably practicable
after we electronically file the material with, or furnish it to, the SEC. Our Web site address is www.fanniemae.com.
Materials that we file with the SEC are also available from the SEC’s Web site, www.sec.gov. You may also request copies
of any filing from us, at no cost, by calling the Fannie Mae Fixed-Income Securities Helpline at 1-888-BOND-HLP (1-888-
266-3457) or 1-202-752-7115 or by writing to Fannie Mae, Attention: Fixed-Income Securities, 3900 Wisconsin Avenue,
NW, Area 2H-3N, Washington, DC 20016.

All references in this report to our Web site addresses or the Web site address of the SEC are provided solely for your
information. Information appearing on our Web site or on the SEC’s Web site is not incorporated into this annual report on
Form 10-K.

FORWARD-LOOKING STATEMENTS

This report includes statements that constitute forward-looking statements within the meaning of Section 21E of the
Exchange Act. In addition, our senior management may from time to time make forward-looking statements orally to
analysts, investors, the news media and others. Forward-looking statements often include words such as “expect,”
“anticipate,” “intend,” “plan,” “believe,” “seek,” “estimate,” “forecast,” “project,” “would,” “should,” “could,” “likely,”

“may,” “will” or similar words.

99 < 29 .

Among the forward-looking statements in this report are statements relating to:
e Our expectation that we will remain profitable on an annual basis for the foreseeable future;

*  Our expectation that our earnings in future years will be substantially lower than our earnings for 2014, primarily
due to our expectation of substantially lower income from resolution agreements, continued declines in net interest
income from our retained mortgage portfolio assets and lower credit-related income;

*  Our expectation that certain factors, such as changes in interest rates or home prices, could result in significant
volatility in our financial results from quarter to quarter or year to year;

*  Our expectation that our future financial results also will be affected by a number of other factors, including: our
guaranty fee rates; the volume of single-family mortgage originations in the future; the size, composition and
quality of our retained mortgage portfolio and guaranty book of business; and economic and housing market
conditions;

*  Our expectation of volatility from period to period in our financial results due to changes in market conditions that
result in periodic fluctuations in the estimated fair value of the financial instruments that we mark to market through
our earnings;

*  Our expectation that we will pay Treasury a senior preferred stock dividend for the first quarter of 2015 of $1.9
billion by March 31, 2015;

e Our expectation that we will retain only a limited amount of any future net worth because we are required by the
dividend provisions of the senior preferred stock and quarterly directives from our conservator to pay Treasury each
quarter the amount, if any, by which our net worth as of the end of the immediately preceding fiscal quarter exceeds
an applicable capital reserve amount;

*  Our belief that our acquisition of single-family loans with 95.01% to 97% LTV ratios will not materially affect our
overall credit risk due to our requirements for these loans and our expectation that they will constitute a small
portion of our overall acquisition volumes;

*  Our belief that our single-family acquisitions will continue to have a strong overall credit risk profile given our
current underwriting and eligibility standards and product design;

*  Our expectation that the guaranty fees we receive for managing the credit risk on loans underlying Fannie Mae
MBS held by third parties will continue to account for an increasing portion of our net interest income;

*  Our expectation that our guaranty fee revenues will increase over the long term, as loans with lower guaranty fees
liquidate from our book of business and are replaced with new loans with higher guaranty fees;
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*  Our expectation that continued decreases in the size of our retained mortgage portfolio will continue to negatively
impact our net interest income and revenues;

«  Our expectation that increases in our guaranty fee revenues will partially offset the negative impact of the decline in
our retained mortgage portfolio, and that the extent to which the positive impact of increased guaranty fee revenues
will offset the negative impact of the decline in the size of our retained mortgage portfolio will depend on many
factors, including: changes to guaranty fee pricing we may make in the future, including any directive we receive
from FHFA to change our guaranty fee pricing; the size, composition and quality of our guaranty book of business;
the life of the loans in our guaranty book of business; the size, composition and quality of our retained mortgage
portfolio, including the pace at which we are required by our conservator to reduce the size of our portfolio;
economic and housing market conditions, including changes in interest rates; our market share; and legislative and
regulatory changes;

e Our belief that actions we have taken in recent years to improve our representation and warranty framework and
help lenders reduce their repurchase risk relating to loans they deliver to us have significantly reduced uncertainty
surrounding lenders’ repurchase risk relating to loans they deliver to us, and our intention that these actions will
encourage lenders to safely expand their lending to a wider range of qualified borrowers;

e Our intention to complete additional CAS transactions in 2015;

*  Our expectation that we will continue engaging in economically sensible ways to expand our offerings of credit risk
transfer transactions in the future;

*  Our expectation that it will be a number of years before CSS will have sufficient operational capabilities to serve its
intended purpose as a common securitization platform for us and Freddie Mac;

*  Our expectation that the development of a single common security for Fannie Mae and Freddie Mac will be a multi-
year initiative;

*  Our belief that the development of a single common security for Fannie Mae and Freddie Mac would likely reduce,
and could eliminate, the trading advantage Fannie Mae mortgage-backed securities have over Freddie Mac
mortgage-backed securities and, if this were to occur, would negatively impact our ability to compete for mortgage
assets in the secondary market, and therefore could adversely affect our results of operations;

*  Our expectation that, despite steady demand and stable fundamentals at the national level, the multifamily sector
may continue to exhibit below average fundamentals in certain local markets and with certain properties;

*  The estimate that there will be approximately 340,000 new multifamily units completed in 2015;

*  Our belief that the increase in the supply of multifamily units concentrated in a limited number of metropolitan
areas in 2015 will result in a temporary slowdown in net absorption rates, occupancy levels and effective rents in
those areas throughout 2015;

*  Our expectation that overall national rental market supply and demand will remain in balance over the longer term,
based on expected construction completions, expected obsolescence, positive household formation trends and
expected increases in the population of 20- to 34-year olds, which is the primary age group that tends to rent
multifamily housing;

*  Our expectation that single-family mortgage loan serious delinquency and severity rates will continue their
downward trend, but at a slower pace than in recent years;

*  Our expectation that single-family serious delinquency and severity rates will remain high compared with pre-
housing crisis levels because it will take some time for the remaining delinquent loans with high mark-to-market
LTV ratios originated prior to 2009 to work their way through the foreclosure process;

e Our forecast that total originations in the U.S. single-family mortgage market in 2015 will increase from 2014 levels
by approximately 7% from an estimated $1.19 trillion in 2014 to $1.28 trillion in 2015;

¢ Our forecast that the amount of originations in the U.S. single family mortgage market that are refinancings will
increase from an estimated $516 billion in 2014 to $574 billion in 2015;

*  Our expectation of a lower rate of home price appreciation in 2015 than in 2014;

*  Our expectation of significant regional variation in the timing and rate of home price growth;
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*  Our expectation that our credit losses in 2015 will be higher than 2014 levels because we expect our approach to
implementing the charge-off provisions of FHFA’s Advisory Bulletin AB 2012-02 in 2015 will increase our credit
losses for 2015 from what they otherwise would be;

*  Our expectation that our credit losses will resume their downward trend beginning in 2016;

*  Our expectation that, although our loss reserves have declined substantially from their peak and are expected to
decline further, our loss reserves will remain elevated relative to the levels experienced prior to the 2008 housing
crisis for an extended period because (1) we expect future defaults on loans that we acquired prior to 2009 and the
resulting charge-offs will occur over a period of years and (2) a significant portion of our reserves represents
concessions granted to borrowers upon modification of their loans and our reserves will continue to reflect these
concessions until the loans are fully repaid or default;

*  Our expectation that uncertainty regarding the future of our company will continue;

*  Our expectation that Congress will consider housing finance system reform in the current congressional session,
including conducting hearings and considering legislation that would alter the housing finance system or the
activities or operations of the GSEs;

*  Our expectation that, for the vast majority of our delinquent single-family loans, we will continue to charge off the
loan at the date of foreclosure or other liquidation event (such as a deed-in-lieu of foreclosure or a short sale) and
that, for a small subset of delinquent loans deemed to be uncollectible prior to foreclosure by our historical data, we
will classify them as “loss” and charge off the portion of the loan classified as “loss” prior to the date of foreclosure
or other liquidation event, which given our current credit analytics and historical data, will be when the loans are
excessively delinquent and the outstanding loan balance exceeds the fair value of the underlying property;

*  Our expectation that our approach to adopting the charge-off provisions of FHFA’s Advisory Bulletin AB 2012-02
on January 1, 2015 will result in a decrease in total loans held for investment of approximately $2 billion to reduce
the recorded investment on the charged-off loans, and a corresponding decrease to our allowance for loan losses of
approximately $2 billion to eliminate the allowance for loan losses associated with the charged-off loans;

*  Our expectation that the adoption of FHFA’s Advisory Bulletin AB 2012-02 will not have a material impact on our
consolidated results of operations for the first quarter of 2015;

*  Our expectation, based on FHFA’s directive, that we will make our first allocation to HUD’s Housing Trust Fund
and Treasury’s Capital Magnet Fund on or before February 29, 2016, based on the amount of our new business
purchases in 2015;

*  Our expectation that the final risk retention rule under the Dodd-Frank Act will not significantly change our current
business practices;

*  Our expectation that our placement into receivership would likely have a material adverse effect on holders of our
common stock, preferred stock, debt securities and Fannie Mae MBS;

e Our belief that, if we are liquidated, it is unlikely that there would be sufficient funds remaining after payment of
amounts to our creditors and to Treasury as holder of the senior preferred stock to make any distribution to holders
of our common stock and other preferred stock;

*  Our expectation that if there were several high-level employee departures at approximately the same time, our
ability to conduct our business and our results of operations would likely be materially adversely affected;

*  Our expectation that we will continue to devote significant resources to meeting FHFA’s goals for our
conservatorship;

*  Our expectation that the execution of our strategic goals will contribute to an increase in our administrative
expenses in 2015;

*  Our expectation that the guaranty fees we collect and the expenses we incur under the TCCA will continue to
increase in the future;

*  Our expectation that we will continue to purchase loans from MBS trusts as they become four or more consecutive
monthly payments delinquent subject to market conditions, economic benefit, servicer capacity and other factors
including the limit on the amount of mortgage assets that we may own pursuant to the senior preferred stock
purchase agreement with Treasury and FHFA’s portfolio plan requirements;

e Our belief that our liquidity contingency plans may be difficult or impossible to execute for a company of our size
in our circumstances;

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 86 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 86 of 554

45

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 87 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 87 of 554

¢ Our belief that the amount of mortgage-related assets that we could successfully sell or borrow against in the event
of a liquidity crisis or significant market disruption is substantially lower than the amount of mortgage-related assets
we hold;

«  Our intention to repay our short-term and long-term debt obligations as they become due primarily through
proceeds from the issuance of additional debt securities;

*  Our expectation that we may also use proceeds from our mortgage assets to pay our debt obligations;

e Our belief that continued federal government support of our business, as well as our status as a GSE, are essential to
maintaining our access to debt funding;

*  Our belief that changes or perceived changes in federal government support of our business or our status as a GSE
could materially and adversely affect our liquidity, financial condition and results of operations;

*  Our expectations regarding our credit ratings and their impact on us as set forth in “MD&A—Liquidity and Capital
Management—Liquidity Management—Credit Ratings” and “Risk Factors”;

*  Our expectation that the slow pace of single-family foreclosures in some states will continue to negatively affect our
foreclosure timelines, credit-related income (expense) and single-family serious delinquency rates, and will
continue to adversely affect our business, results of operations, financial condition and net worth;

*  Our expectation that we will not remediate the material weakness in our disclosure controls and procedures while
we are under conservatorship;

e Our expectation that the ultimate performance of all our loans will be affected by borrower behavior, public policy
and macroeconomic trends, including unemployment, the economy and home prices;

*  Our expectation that the serious delinquency rates for single-family loans acquired in more recent years will be
higher after the loans have aged, but will not be as high as the December 31, 2014 serious delinquency rates of
loans acquired in 2005 through 2008;

e Our belief that we have limited exposure to credit losses on home equity conversion mortgages;

*  Our expectation that loans we acquire under Refi Plus and HARP will perform better than the loans they replace,
because they should either reduce the borrowers’ monthly payments or provide more stable terms than the
borrowers’ old loans (for example, by refinancing into a mortgage with a fixed interest rate instead of an adjustable
rate);

*  Our expectation that the volume of refinancings under HARP will continue to decline, due to a decrease in the
population of borrowers with loans that have high LTV ratios who are willing to refinance and would benefit from
refinancing;

*  Our expectation that our acquisitions of Alt-A mortgage loans (which are limited to refinancings of existing Fannie
Mae loans) will continue to be minimal in future periods and the percentage of the book of business attributable to
Alt-A will continue to decrease over time;

*  Our expectation that the recent performance trends for our interest-only loans and negative-amortizing loans that
have recently reset compared to those that are still in the initial period would not continue if interest rates rose
significantly;

*  Our expectation that the recent trend of a slower pace of declines in our single-family serious delinquency rates will
continue,

*  Our expectation that the number of our single-family loans in our book of business that are seriously delinquent will
remain above pre-2008 levels for years;

e Our belief that the performance of our workouts will be highly dependent on economic factors, such as
unemployment rates, household wealth and income, and home prices;

*  Our belief that retaining special servicers to service loans using high-touch protocols will reduce our future credit
losses on the transferred loan portfolio;

*  Our expectation that we will enter into additional credit insurance risk transfer transactions in the future;

*  Our expectation, given the stressed financial condition of some of our single-family lenders, that in some cases we
will recover less than the amount the lender is obligated to provide us under our risk sharing arrangement with the
lender;
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*  Our expectation that our institutional credit risk exposure to derivatives clearing organizations and certain of their
members will increase substantially in the future as cleared derivative contracts comprise a larger percentage of our
derivative instruments;

*  Our expectation that the total amount we will receive under the terms of the Lehman Brothers Holdings, Inc.
(“Lehman Brothers™) Plan of Reorganization will constitute only a portion of the allowed amount;

*  Our assumption that the guaranty fee income generated from our future business activity will largely replace the
guaranty fee income lost due to mortgage prepayments;

*  Our expectations regarding our role as HAMP program administrator, including how long we will continue in the
role and amounts we will receive from Treasury pursuant to the role;

*  Our plans and expectations relating to the distribution of benefits remaining under our terminated pension plans,
including our expectations regarding the timing and financial impact of the distributions;

e Our belief that our valuation allowance related to our capital loss carryforwards will likely expire unused;

*  Our expectation that we will conclude the audit of our federal income tax returns related to the 2009 and 2010 tax
years with the IRS during 2015;

*  Our expectation that we will receive full cash payment from only half of our non-governmental financial guarantor
counterparties; and

*  Our expectation that the reasonably possible loss or range of loss arising from the Comprehensive Investment
Services vs. Mudd litigation will not have a material impact on our results of operations or financial condition.

Forward-looking statements reflect our management’s expectations, forecasts or predictions of future conditions, events or
results based on various assumptions and management’s estimates of trends and economic factors in the markets in which we
are active, as well as our business plans. They are not guarantees of future performance. By their nature, forward-looking
statements are subject to risks and uncertainties. Our actual results and financial condition may differ, possibly materially,
from the anticipated results and financial condition indicated in these forward-looking statements. There are a number of
factors that could cause actual conditions, events or results to differ materially from those described in the forward-looking
statements contained in this report, including, but not limited to, the following: the uncertainty of our future; legislative and
regulatory changes affecting us; the timing and level of, as well as regional variation in, home price changes; changes in
interest rates, unemployment rates and other macroeconomic and housing market variables; our future guaranty fee pricing,
including any directive from FHFA to change our guaranty fee pricing, and the impact of that pricing on our guaranty fee
revenues and competitive environment; challenges we face in retaining and hiring qualified employees; our future serious
delinquency rates; the deteriorated credit performance of many loans in our guaranty book of business; the conservatorship
and its effect on our business; the investment by Treasury and its effect on our business; adverse effects from activities we
undertake to support the mortgage market and help borrowers; actions we may be required to take by FHFA, as our
conservator or as our regulator; our future objectives and activities in support of those objectives, including actions we may
take to reach additional underserved creditworthy borrowers; a decrease in our credit ratings; limitations on our ability to
access the debt capital markets; disruptions in the housing and credit markets; significant changes in modification and
foreclosure activity; changes in borrower behavior; the effectiveness of our loss mitigation strategies, management of our
REO inventory and pursuit of contractual remedies; defaults by one or more institutional counterparties; resolution or
settlement agreements we may enter into with our counterparties; our need to rely on third parties to fully achieve some of
our corporate objectives; our reliance on mortgage servicers; changes in GAAP; guidance by the Financial Accounting
Standards Board (“FASB”); future changes to our accounting policies; changes in the fair value of our assets and liabilities;
operational control weaknesses; our reliance on models; future updates to our models, including the assumptions used by
these models; the level and volatility of interest rates and credit spreads; changes in the fiscal and monetary policies of the
Federal Reserve; changes in the structure and regulation of the financial services industry; credit availability; global political
risks; natural disasters, terrorist attacks, pandemics or other major disruptive events; information security breaches; and those
factors described in “Risk Factors,” as well as the factors described in “Executive Summary—Outlook—Factors that Could
Cause Actual Results to be Materially Different from our Estimates and Expectations.”

Readers are cautioned to place forward-looking statements in this report or that we make from time to time into proper
context by carefully considering the factors discussed in this report. These forward-looking statements are representative
only as of the date they are made, and we undertake no obligation to update any forward-looking statement as a result of new
information, future events or otherwise, except as required under the federal securities laws.
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Item 1A. Risk Factors

Refer to “MD&A—Risk Management” for more detailed descriptions of the primary risks to our business and how we seek
to manage those risks.

The risks we face could materially adversely affect our business, results of operations, financial condition, liquidity and net
worth, and could cause our actual results to differ materially from our past results or the results contemplated by forward-
looking statements contained in this report. However, these are not the only risks we face. In addition to the risks we discuss
below, we face risks and uncertainties not currently known to us or that we currently believe are immaterial.

RISKS RELATING TO OUR BUSINESS

The future of our company is uncertain.

There continues to be significant uncertainty regarding the future of our company, including how long the company will
continue to exist in its current form, the extent of our role in the market, what form we will have, and what ownership
interest, if any, our current common and preferred stockholders will hold in us after the conservatorship is terminated and
whether we will continue to exist following conservatorship. The conservatorship is indefinite in duration and the timing,
conditions and likelihood of our emerging from conservatorship are uncertain. Termination of the conservatorship, other than
in connection with a receivership, requires Treasury’s consent under the senior preferred stock purchase agreement.

In 2011, the Administration released a report to Congress on ending the conservatorships of the GSEs and reforming
America’s housing finance market. The report provides that the Administration will work with FHFA to determine the best
way to responsibly reduce Fannie Mae and Freddie Mac’s role in the market and ultimately wind down both institutions. The
report also addresses three options for a reformed housing finance system. The report does not state whether or how the
existing infrastructure or human capital of Fannie Mae may be used in the establishment of such a reformed system. The
report emphasizes the importance of proceeding with a careful transition plan and providing the necessary financial support
to Fannie Mae and Freddie Mac during the transition period. In August 2013, the White House released a paper confirming
that a core principle of the Administration’s housing policy priorities is to wind down Fannie Mae and Freddie Mac through
a responsible transition. In January 2015, the White House reaffirmed the Administration’s view that housing finance reform
should include ending Fannie Mae and Freddie Mac’s business model.

In the last Congress, members of Congress considered several bills to reform the housing finance system, including bills that,
among other things, would require Fannie Mae and Freddie Mac to be wound down after a period of time and place certain
restrictions on Fannie Mae’s and Freddie Mac’s activities prior to being wound down. We expect that Congress will continue
to hold hearings and consider legislation on the future status of Fannie Mae and Freddie Mac, including proposals that would
result in Fannie Mae’s liquidation or dissolution. Congress or FHFA may also consider legislation or regulation aimed at
increasing the competition we face or reducing our market share. We cannot predict the prospects for the enactment, timing
or final content of housing finance reform legislation. See “Business—Housing Finance Reform” for more information about
the Administration’s report and paper, and Congressional proposals regarding housing finance reform.

Our dividend obligations on Treasury’s investment result in our retaining a limited and decreasing amount of our net
worth each year until 2018. Beginning in 2018, we will no longer retain any of our net worth.

As a result of the dividend provisions of the senior preferred stock and quarterly directives from our conservator, we are
obligated to pay Treasury each quarter the amount, if any, by which our net worth as of the end of the immediately preceding
fiscal quarter exceeds an applicable capital reserve amount. This capital reserve amount is $1.8 billion for each quarterly
dividend period in 2015 and decreases by $600 million annually until it reaches zero in 2018. Accordingly, our dividend
obligations will result in our retaining a limited and decreasing amount of our net worth each year until 2018. Beginning in
2018, we will no longer retain any of our net worth, as the entire amount of our net worth at the end of each quarter will be
required to be paid to Treasury.

Because we are permitted to retain only a limited and decreasing amount of capital reserves through 2017, we may not have
sufficient reserves to avoid a net worth deficit if we experience a comprehensive loss in a future quarter. In addition,
beginning in 2018, we are not permitted to retain any capital reserves against losses in subsequent quarters; therefore, if we
have a comprehensive loss for a quarter we will also have a net worth deficit for that quarter. We have experienced and
expect to continue to experience volatility in our financial results from period to period due to a number of factors,
particularly changes in market conditions that result in fluctuations in the estimated fair value of the financial instruments,
such as derivatives and certain securities, that we mark to market through our earnings. Our credit-related income or expense
also can vary substantially from period to period primarily due to changes in home prices, borrower payment behavior and
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economic conditions. In addition, as described in “Executive Summary—Outlook,” we expect substantially lower earnings in
future years than our earnings for 2014. Accordingly, although we expect to remain profitable on an annual basis for the
foreseeable future, the expected volatility in our financial results, which may be significant from quarter to quarter, could
result in a net worth deficit in a future quarter, particularly as our capital reserve approaches zero.

For any quarter for which we have a net worth deficit, we will be required to draw funds from Treasury under the senior
preferred stock purchase agreement in order to avoid being placed into receivership. As of the date of this filing, the
maximum amount of remaining funding under the agreement is $117.6 billion. If we were to draw additional funds from
Treasury under the agreement in a future period, the amount of remaining funding under the agreement would be reduced by
the amount of our draw. Dividend payments we make to Treasury do not restore or increase the amount of funding available
to us under the agreement.

Our regulator is authorized or required to place us into receivership under specified conditions, which would result in the
liquidation of our assets. Amounts recovered from the liquidation may not be sufficient to repay the liquidation
preference of any series of our preferred stock or to provide any proceeds to common shareholders.

FHFA is required to place us into receivership if the Director of FHFA makes a written determination that our assets are less
than our obligations for a period of 60 days after the filing deadline for our Form 10-K or Form 10-Q with the SEC.
Although Treasury committed to providing us funds in accordance with the terms of the senior preferred stock purchase
agreement, if we need funding from Treasury to avoid triggering FHFA’s obligation, Treasury may not be able to provide
sufficient funds to us within the required 60 days if it has exhausted its borrowing authority, if there is a government
shutdown, or if the funding we need exceeds the amount available to us under the agreement. In addition, we could be put
into receivership at the discretion of the Director of FHFA at any time for other reasons set forth in the GSE Act, including if
we are critically undercapitalized or if we are undercapitalized and have no reasonable prospect of becoming adequately
capitalized.

A receivership would terminate the conservatorship. In addition to the powers FHFA has as our conservator, the appointment
of FHFA as our receiver would terminate all rights and claims that our shareholders and creditors may have against our
assets or under our charter arising from their status as shareholders or creditors, except for their right to payment, resolution
or other satisfaction of their claims as permitted under the GSE Act. Unlike a conservatorship, the purpose of which is to
conserve our assets and return us to a sound and solvent condition, the purpose of a receivership is to liquidate our assets and
resolve claims against us.

To the extent we are placed into receivership and do not or cannot fulfill our guaranty to the holders of our Fannie Mae
MBS, the MBS holders could become unsecured creditors of ours with respect to claims made under our guaranty, to the
extent the mortgage collateral underlying the Fannie Mae MBS is insufficient to satisfy the claims of the MBS holders.

In the event of a liquidation of our assets, only after payment of the administrative expenses of the receiver and the
immediately preceding conservator, the secured and unsecured claims against the company (including repaying all
outstanding debt obligations), and the liquidation preference of the senior preferred stock, would any liquidation proceeds be
available to repay the liquidation preference on any other series of preferred stock. Finally, only after the liquidation
preference on all series of preferred stock is repaid would any liquidation proceeds be available for distribution to the holders
of our common stock. We believe that in the event of a liquidation of our assets it is unlikely that there would be sufficient
proceeds to make any distribution to holders of our preferred stock or common stock, other than to Treasury as a holder of
our senior preferred stock.

Our business and results of operations may be materially adversely affected if we are unable to retain and recruit well-
qualified employees. The limitations on our employee compensation put us at a disadvantage compared to many other
companies in attracting and retaining employees.

Our business processes are highly dependent on the talents and efforts of our employees. The conservatorship, the
uncertainty of our future, limitations on employee compensation and negative publicity concerning the GSEs have had and
are likely to continue to have an adverse effect on our ability to retain and recruit well-qualified employees. Turnover in key
management positions and challenges in integrating new management could harm our ability to manage our business
effectively and ultimately adversely affect our financial performance.

Actions taken by Congress, FHFA and Treasury to date, or that may be taken by them or other government agencies in the
future, have had, and may continue to have, an adverse effect on the retention and recruitment of senior executives,
management and other employees. We are subject to significant restrictions on the amount and type of compensation we may
pay our executives and other employees under conservatorship. For example, in April 2012, the STOCK Act was enacted,
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which includes a provision that prohibits senior executives at Fannie Mae and Freddie Mac from receiving bonuses during
any period of conservatorship on or after the date of enactment of the law. In addition, we are unable to offer equity-based
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compensation. As a result, we have not been able to incent and reward excellent performance with compensation structures
that provide upside potential to our executives, which places us at a disadvantage compared to many other companies in
attracting and retaining executives.

In addition, the amount of compensation we pay our senior executives is significantly less than executives’ compensation at
many comparable companies. As discussed more fully in “Executive Compensation—Compensation Discussion and
Analysis—Other Executive Compensation Considerations—Comparator Group and Role of Benchmark Data,” our named
executives’ total target direct compensation under the 2014 executive compensation program in aggregate was substantially
below the market median for comparable firms. Our Chief Executive Officer’s annual total direct compensation is $600,000,
which was more than 90% below the market median in 2014. While many of our executives have accepted below market
compensation for the past several years, our inability to increase executive compensation to market levels for the foreseeable
future puts us at greater risk of attrition, and also hampers our ability to recruit new executives. Moreover, our inability to
offer market-based compensation makes succession planning very difficult, particularly for our Chief Executive Officer role.

Congress has considered other legislation in the past that would alter the compensation for Fannie Mae and Freddie Mac
employees. In 2011, the Financial Services Committee of the House of Representatives approved a bill that would put our
employees on a federal government pay scale. Although this legislation was not passed by the House or the Senate, if similar
legislation were to become law, our employees could experience a sudden and sharp decrease in compensation, which would
harm our ability to retain and recruit employees. In addition, the uncertainty of potential Congressional action with respect to
housing finance reform, which may result in the wind-down of the company, negatively affects our ability to retain and
recruit employees.

We face competition from within the financial services industry and from businesses outside of the financial services
industry for qualified employees. Additionally, an improving economy has put additional pressures on turnover, as attractive
opportunities have become available to our employees. Our competitors for talent are generally not subject to the same
limitations on employee compensation. The constraints on our compensation could adversely affect our ability to attract
qualified candidates. While we engage in succession planning for our senior management and other critical positions and
have been able to fill a number of important positions internally, our inability to offer market-based compensation may limit
our ability to attract and retain qualified employees below the senior executive level that could fill our senior executive level
positions if there is an increase in turnover.

If we are unable to retain, promote and attract employees with the necessary skills and talent, we would face increased risks
for operational failures. If there were several high-level departures at approximately the same time, our ability to conduct our
business and our results of operations would likely be materially adversely affected.

Our business activities are significantly affected by the conservatorship and the senior preferred stock purchase
agreement.

We are currently under the control of our conservator, FHFA, and we do not know when or how the conservatorship will
terminate. As conservator, FHFA can direct us to enter into contracts or enter into contracts on our behalf, and generally has
the power to transfer or sell any of our assets or liabilities. In addition, our directors do not have fiduciary duties to any
person or entity except to the conservator. Accordingly, our directors are not obligated to consider the interests of the
company, the holders of our equity or debt securities, or the holders of Fannie Mae MBS in making or approving a decision
unless specifically directed to do so by the conservator.

We are subject to significant restrictions on our business activities during conservatorship. We may be prevented by our
conservator from engaging in business activities or transactions that we believe would benefit our business and financial
results. For example, we publish risk-based loan level price adjustment grids that specify the additional cash fees we charge
at the time we initially acquire a loan based on the credit characteristics of the loan. These fees allow us to price
appropriately for the credit risk we assume in providing our guaranty on the loans. We do not have the ability to implement
changes to these pricing grids without the approval of FHFA. If the mix of our single-family loan acquisitions changes, and
FHFA does not approve requested changes to our pricing grids in response to these changes, it could adversely affect our
financial results and condition.

In addition, we may be required by our conservator to engage in activities that are operationally difficult, costly to implement
or unprofitable, or that may adversely affect our financial results or the credit risk profile of our book of business. For
example, in 2014, FHFA requested that we reduce our retained mortgage portfolio each year to 90% of the amount permitted
under the senior preferred stock purchase agreement, which requires that we reduce our retained mortgage portfolio at a
faster rate than previously required. This could result in the sale of assets at prices below the levels recorded in our financial
statements or the sale of assets that may be more economical to hold, and will result in a faster decline in the revenues
generated by our retained mortgage portfolio. In addition, as described in “Business—Our Charter and Regulation of Our
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Activities—Potential Changes to Our Single-Family Guaranty Fee Pricing,” FHFA announced in June 2014 that it was
requesting public input on the guaranty fees that Fannie Mae and Freddie Mac charge lenders, and FHFA is currently
reviewing and considering the public input that was received. Based on its review, FHFA may direct us to make changes to
our guaranty fee pricing that could materially affect our financial results. If FHFA directs us to decrease our guaranty fee
pricing, depending on the extent of the decrease, it could result in a significant decrease in our guaranty fee revenues in
future periods. If FHFA directs us to increase our guaranty fee pricing, depending on the extent of the increase, it could result
in some of our lender customers retaining lower credit risk loans for their portfolio instead of delivering the loans to us. This
could lead to a decrease in our single-family business volume, negatively affect the credit risk profile of our new single-
family acquisitions and adversely affect our financial results and condition.

Because we are under the control of our conservator, our business objectives may not be consistent with the investment
objectives of our investors. FHFA has changed our business objectives significantly since we entered conservatorship, and
could make additional changes at any time. In May 2014, FHFA released its 2014 Strategic Plan for the Conservatorships of
Fannie Mae and Freddie Mac, which replaced FHFA’s strategic goals identified in 2012. Actions we take to meet FHFA’s
goals and objectives could adversely affect our financial results. For example, FHFA’s 2014 and 2015 conservatorship
scorecards include objectives relating to the development of a single common security for Fannie Mae and Freddie Mac. We
believe the development of a single common security would likely reduce, and could eliminate, the trading advantage Fannie
Mae mortgage-backed securities have over Freddie Mac mortgage-backed securities. If this occurs, we believe it would
negatively impact our ability to compete for mortgage assets in the secondary market, and therefore could adversely affect
our results of operations. Our objectives and business activities may continue to change, possibly significantly, including in
pursuit of our public mission and other non-financial objectives. Significant changes in our business objectives could
adversely affect our financial results. Moreover, we are devoting significant resources to meeting FHFA’s goals for our
conservatorship and expect to continue to do so.

The senior preferred stock purchase agreement with Treasury includes a number of covenants that significantly restrict our
business activities. We cannot, without the prior written consent of Treasury: pay dividends (except on the senior preferred
stock); sell, issue, purchase or redeem Fannie Mae equity securities; sell, transfer, lease or otherwise dispose of assets in
specified situations; engage in transactions with affiliates other than on arm’s-length terms or in the ordinary course of
business; issue subordinated debt; or incur indebtedness that would result in our aggregate indebtedness exceeding 120% of
the amount of mortgage assets we are allowed to own under the agreement. In deciding whether to consent to any request for
approval it receives from us under the agreement, Treasury has the right to withhold its consent for any reason and is not
required by the agreement to consider any particular factors, including whether or not management believes that the
transaction would benefit the company. Pursuant to the senior preferred stock purchase agreement, the maximum allowable
amount of mortgage assets we were permitted to own as of December 31, 2014 was $469.6 billion, and on each December 31
thereafter, our mortgage assets may not exceed 85% of the maximum allowable amount that we were permitted to own as of
December 31 of the immediately preceding calendar year until the amount of our mortgage assets reaches $250 billion. In
addition, as described above, FHFA has requested that we further cap our mortgage assets each year at 90% of the annual
limit under our senior preferred stock purchase agreement with Treasury.

Actions taken by the conservator and the restrictions set forth in the senior preferred stock purchase agreement could
adversely affect our business, results of operations, financial condition, liquidity and net worth.

A number of lawsuits have been filed against the U.S. government relating to the senior preferred stock purchase agreement
and the conservatorship. See “Note 19, Commitments and Contingencies” and “Legal Proceedings” for a description of these
lawsuits. We cannot predict the course or the outcome of these lawsuits, or the actions the U.S. government (including
Treasury or FHFA) may take in response to any ruling or finding in any of these lawsuits. Accordingly, we cannot predict
what impact, if any, these lawsuits will have on our business.

The conservatorship and investment by Treasury have had, and will continue to have, a material adverse effect on our
common and preferred shareholders.

We do not know when or how the conservatorship will terminate. Moreover, even if the conservatorship is terminated, we
remain subject to the terms of the senior preferred stock purchase agreement, senior preferred stock and warrant, which can
only be canceled or modified with the consent of Treasury. The conservatorship and investment by Treasury have had, and
will continue to have, material adverse effects on our common and preferred shareholders, including the following:

No voting rights during conservatorship. The rights and powers of our shareholders are suspended during the
conservatorship. The conservatorship has no specified termination date. During the conservatorship, our common
shareholders do not have the ability to elect directors or to vote on other matters unless the conservator delegates this
authority to them.
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Dividends to common and preferred shareholders, other than to Treasury, have been eliminated. Our conservator announced
in September 2008 that we would not pay any dividends on the common stock or on any series of preferred stock, other than
the senior preferred stock, while we are in conservatorship. In addition, under the terms of the senior preferred stock
purchase agreement, dividends may not be paid to common or preferred shareholders (other than on the senior preferred
stock) without the prior written consent of Treasury, regardless of whether we are in conservatorship.

Our future profits will effectively be distributed to Treasury. As described in a risk factor above, the terms of the senior
preferred stock purchase agreement and the senior preferred stock ultimately require the payment of our entire net worth to
Treasury. As a result, our net income is not available to common shareholders or preferred shareholders other than Treasury
as holder of the senior preferred stock.

Liquidation preference of senior preferred stock is high and could increase. The senior preferred stock ranks prior to our
common stock and all other series of our preferred stock, as well as any capital stock we issue in the future, as to both
dividends and distributions upon liquidation. Accordingly, if we are liquidated, the senior preferred stock is entitled to its
then-current liquidation preference, plus any accrued but unpaid dividends, before any distribution is made to the holders of
our common stock or other preferred stock. The liquidation preference on the senior preferred stock is currently $117.1
billion and would increase if we draw on Treasury’s funding commitment in any future quarters or if we do not pay
dividends owed on the senior preferred stock. If we are liquidated, we believe it is unlikely that there would be sufficient
funds remaining after payment of amounts to our creditors and to Treasury as holder of the senior preferred stock to make
any distribution to holders of our common stock and other preferred stock.

Exercise of the Treasury warrant would substantially dilute investment of current shareholders. If Treasury exercises its
warrant to purchase shares of our common stock equal to 79.9% of the total number of shares of our common stock
outstanding on a fully diluted basis, the ownership interest in the company of our then existing common shareholders will be
substantially diluted, and we would thereafter have a controlling shareholder.

No longer managed for the benefit of shareholders. Because we are in conservatorship, we are no longer managed with a
strategy to maximize shareholder returns.

For additional description of the restrictions on us and the risks to our shareholders, see “Business—Conservatorship and
Treasury Agreements.”

Basel III and U.S. capital and liquidity rules could materially and adversely affect demand by banks for our debt and
MBS securities in the future and otherwise could affect the future business practices of our customers and counterparties.

Basel III is a set of revised global regulatory standards developed by the Basel Committee on Banking Supervision
establishing minimum bank capital and liquidity requirements. U.S. banking regulators have issued rules regarding new bank
capital and liquidity requirements in accordance with Basel III that are expected to go into effect over the next few years.
Although we are not subject to banking regulations, these new requirements could materially adversely affect demand by
U.S. banks for our debt securities and MBS in the future, which could adversely affect the price of those securities and could
have a material adverse effect on our business, results of operations, financial condition, liquidity and net worth.

For example, in September 2014, U.S. banking regulators issued a final regulation setting minimum liquidity standards for
large U.S. banks generally in accordance with Basel I1I standards. Under the final rule, U.S. banks subject to the standards
are required to hold a minimum level of high-quality liquid assets based on projections of their short-term cash needs. The
debt and mortgage-related securities of Fannie Mae and Freddie Mac are permitted to count toward only up to 40% of the
banks’ high-quality liquid asset requirement, and then only after applying a 15% discount to the market value of those
securities. The final rule became effective January 1, 2015 and provides for a transition period. Banks subject to the rule are
required to maintain a minimum liquidity coverage ratio of 80% beginning on January 1, 2015, 90% beginning on January 1,
2016 and 100% beginning on January 1, 2017. U.S. banks currently hold large amounts of our outstanding debt and MBS
securities, and prior U.S. banking regulations did not limit the amount of these securities that banks were permitted to count
toward their liquidity requirements. Accordingly, the implementation of this rule could materially adversely affect demand
by banks for Fannie Mae debt securities and MBS in the future.

In addition, in April 2014, U.S. banking regulators issued a final rule for enhanced supplementary leverage ratio
requirements applicable to the largest U.S. banks. The rule requires bank holding companies to maintain a minimum
enhanced supplementary leverage ratio of more than 5% in order to avoid restrictions on capital distributions and
discretionary bonus payments. Covered companies are required to report their supplementary leverage ratio starting January
1, 2015 and to comply with the enhanced supplementary leverage ratio requirement beginning on January 1, 2018. These
higher leverage requirements may require large U.S. banks to hold more capital against the securities they hold, including
Fannie Mae debt and MBS securities, which could adversely affect demand by these banks for our debt and MBS securities
in the future.
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Basel I1I’s revisions to international capital requirements could limit some lenders’ ability to count the value of their rights to
service mortgage loans as assets in meeting their regulatory capital requirements, which may reduce the economic value of
mortgage servicing rights. As a result, a number of our customers and counterparties may change their business practices,
including reducing the amount of loans they service or exiting servicing altogether.

We may incur additional credit-related expenses, particularly in light of the poor credit performance of loans we acquired
prior to 2009.

Some of the mortgage loans we acquired prior to 2009 have performed poorly, which increased our credit losses and credit-
related expenses, and our risk of future credit losses and credit-related expenses, as a result of borrowers failing to make
required payments of principal and interest on their mortgage loans. In addition, although home prices have improved in each
of the last three years on a national basis, a portion of the loans in our single-family guaranty book of business continues to
have an estimated mark-to-market LTV ratio greater than 100%, which increases the likelihood that either these borrowers
will strategically default on their mortgage loans even if they have the ability to continue to pay the loans or that distressed
homeowners will sell their homes in a “short sale” for significantly less than the unpaid amount of the loans. We present
detailed information about the risk characteristics of our single-family conventional guaranty book of business in
“MD&A—Risk Management—Credit Risk Management—Single-Family Mortgage Credit Risk Management,” and we
present detailed information on our 2014 credit-related expenses, credit losses and results of operations in
“MD&A—Consolidated Results of Operations.” The credit performance of loans in our guaranty book of business,
particularly those acquired prior to 2009, could deteriorate in the future, particularly if we experience national or regional
declines in home prices, weakening economic conditions or high unemployment.

A failure in our operational systems or infrastructure, or those of third parties, could materially adversely affect our
business, impair our liquidity, cause financial losses and harm our reputation.

Shortcomings or failures in our internal processes, people or systems could disrupt our business or have a material adverse
effect on our risk management, liquidity, financial statement reliability, financial condition and results of operations. Such a
failure could result in legislative or regulatory intervention or sanctions, liability to customers, financial losses, business
disruptions and damage to our reputation. For example, our business is highly dependent on our ability to manage and
process, on a daily basis, an extremely large number of transactions, many of which are highly complex, across numerous
and diverse markets and in an environment in which we must adapt to changing external conditions. These transactions are
subject to various legal, accounting and regulatory standards. Our financial, accounting, data processing or other operating
systems and facilities may fail to operate properly or become disabled or damaged as a result of a number of factors,
including events that are wholly or partially beyond our control, adversely affecting our ability to process these transactions.
In addition, we rely on information provided by third parties in processing many of our transactions; that information may be
incorrect or we may fail to properly manage or analyze it.

We rely upon business processes that are highly dependent on people, legacy technology and the use of numerous complex
systems and models to manage our business and produce books and records upon which our financial statements are
prepared. This reliance increases the risk that we may be exposed to financial, reputational or other losses as a result of
inadequately designed internal processes or systems, or failed execution of our systems. While we continue to enhance our
technology, operational controls and organizational structure in order to reduce our operational risk, these actions may not be
effective to manage these risks and may create additional operational risk as we execute these enhancements. In addition, our
increased use of third-party service providers for some of our business functions increases the risk that an operational failure
by a third party will adversely affect us.

We also face the risk of operational failure, termination or capacity constraints of any of the clearing agents, exchanges,
clearinghouses or other financial intermediaries we use to facilitate our securities and derivatives transactions. In recent
years, there has been significant consolidation among clearing agents, exchanges and clearing houses. This consolidation and
interconnectivity increases the risk of operational failure, on both an individual basis and an industry-wide basis, as disparate
complex systems need to be integrated, often on an accelerated basis. Any such failure, termination or constraint could
adversely affect our ability to effect transactions or manage our exposure to risk, and could have a significant adverse impact
on our business, liquidity, financial condition, net worth and results of operations.

Additionally, nearly all of our employees in our primary locations, including the Washington, DC and Dallas, Texas
metropolitan areas, work in relatively close proximity to one another. Notwithstanding the business continuity plans and
facilities that we have in place, given that most of our facilities and employees are located in the Washington, DC and Dallas
metropolitan areas, a catastrophic event such as a terrorist attack, natural disaster, extreme weather event or disease
pandemic could overwhelm our recovery capabilities. Although we have built an out-of-region data center for disaster
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DC and Dallas metropolitan areas. If a regional disruption occurs and our employees are not able to occupy our facilities,
work remotely, or communicate with or travel to other locations, we may not be able to successfully implement our
contingency plans, which could materially adversely affect our ability to conduct our business and lead to financial losses.

A breach of the security of our systems, or those of third parties with which we do business, including as a result of cyber
attacks, could disrupt our business or result in the disclosure or misuse of confidential information, which could damage
our reputation, increase our costs and cause losses.

Our operations rely on the secure receipt, processing, storage and transmission of confidential and other information in our
computer systems and networks and with our business partners, including confidential or personal information that is subject
to privacy laws, regulations or customer-imposed controls. Information security risks for large institutions like us have
significantly increased in recent years in part because of the proliferation of new technologies, the use of the Internet and
telecommunications technologies to conduct financial transactions, and the increased sophistication and activities of
organized crime, hackers, terrorists and other external parties, including foreign state-sponsored actors. From time to time we
have been, and likely will continue to be, the target of attempted cyber attacks, computer viruses, malicious code, phishing
attacks and other information security breaches. To date, we have not experienced any material losses relating to cyber
attacks or other information security breaches, but we could suffer such losses in the future. Our risk and exposure to these
matters remains heightened because of, among other things, the evolving nature of these threats, our prominent size and scale
and our role in the financial services industry, the outsourcing of some of our business operations, and the current global
economic and political environment. As a result, we have increased our investments in the development and enhancement of
controls, processes and practices designed to detect and prevent information security threats.

Although we take measures to protect the security of our computer systems, software and networks, our computer systems,
software and networks may be vulnerable to cyber attack, breaches, unauthorized access, misuse, computer viruses or other
malicious code and other events that could have a security impact. The occurrence of such an event could jeopardize or result
in the unauthorized disclosure, gathering, monitoring, misuse, corruption, loss or destruction of our or our customers’, our
counterparties’ or borrowers’ confidential and other information processed and stored in, and transmitted through, our
computer systems and networks, damage to our computers or systems, or otherwise cause interruptions or malfunctions in
our, our customers’, our counterparties’ or third parties’ operations. This could result in significant losses, loss of customers
and business opportunities, reputational damage, violation of applicable privacy laws and other laws, litigation, regulatory
fines, penalties or intervention, reimbursement or other compensatory costs, or otherwise adversely affect our business,
financial condition or results of operations. In addition, we may be required to expend significant additional resources to
modify our protective measures and to investigate and remediate vulnerabilities or other exposures arising from operational
and security risks. We currently do not maintain insurance coverage relating to cybersecurity risks.

Third parties with which we do business may also be sources of cybersecurity or other technological risks. We outsource
certain functions and these relationships allow for the storage and processing of our information, as well as customer,
counterparty and borrower information. While we engage in actions to mitigate our exposure resulting from outsourcing,
ongoing threats may result in unauthorized access, loss or destruction of data or other cybersecurity incidents with increased
costs and consequences to us such as those described above.

Our implementation of FHFA directives and other initiatives may increase our operational risk and result in one or more
significant deficiencies or material weaknesses in our internal control over financial reporting.

The magnitude of the many new initiatives we are undertaking, including as part of our effort to help build a sustainable
housing finance system, may increase our operational risk. Some actions we have been directed to take by FHFA also
present significant operational challenges for us, and we believe that implementing these directives will increase our
operational risk and could result in one or more significant deficiencies or material weaknesses in our internal control over
financial reporting in a future period. We are working with FHFA and Freddie Mac on a multi-year effort to build a common
securitization platform to eventually replace some of our current securitization infrastructure. This initiative, in coordination
with related internal infrastructure upgrades, is expected to result in significant changes to our current systems and
operations, and involves a high degree of complexity. We are also currently working on implementing a number of other
FHFA directives and initiatives that may increase our operational burdens and our costs.

While implementation of each individual initiative and directive creates operational challenges, implementing multiple
initiatives and directives during the same time period significantly increases these challenges. Implementing these initiatives
and directives requires a substantial time commitment from management and the employees responsible for implementing
the changes, limiting the amount of time they can spend on other corporate priorities. In addition, some of these initiatives
and directives require significant changes to our accounting methods and systems. Due to the operational complexity
associated with these changes and the limited time periods for implementing them, we believe there is a significant risk that
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implementing these changes could result in one or more significant deficiencies or material weaknesses in our internal
control over financial reporting in a future period. If this were to occur, we could experience material errors in our reported
financial results. In addition, FHF A, Treasury, other agencies of the U.S. government or Congress may require us to take
actions in the future that could further increase our operational risk.

We may undertake efforts that adversely affect our business, results of operations, financial condition, liquidity and net
worth.

In conservatorship our business is no longer managed with a strategy to maximize shareholder returns while fulfilling our
mission. In May 2014, FHFA released its 2014 Strategic Plan for the Conservatorships of Fannie Mae and Freddie Mac,
which identifies three strategic goals that are described in “Business—Executive Summary—Helping to Build a Sustainable
Housing Finance System.” In pursuit of these or other goals prescribed by our conservator, we may take a variety of actions
that could adversely affect our economic returns, possibly significantly, such as modifying loans to defer principal, lower the
interest rate or extend the maturity; engaging in principal reduction; expanding our underwriting and eligibility requirements
to increase access to mortgage credit; or issuing a single common GSE security. We are already taking some of these actions.
These activities may have short- and long-term adverse effects on our business, results of operations, financial condition,
liquidity and net worth.

Other agencies of the U.S. government or Congress also may ask us to undertake significant efforts to support the housing
and mortgage markets, as well as struggling homeowners. They may also ask us to take actions in support of other goals. For
example, in December 2011 Congress enacted the TCCA under which, at the direction of FHFA, we increased the guaranty
fee on all single-family residential mortgages delivered to us by 10 basis points effective April 1, 2012. This fee increase
helps offset the cost of a two-month extension of the payroll tax cut from January 1, 2012 through February 29, 2012. FHFA
and Treasury advised us to remit this fee increase to Treasury with respect to all loans acquired by us on or after April 1,
2012 and before January 1, 2022, and to continue to remit these amounts to Treasury on and after January 1, 2022 with
respect to loans we acquired before this date until those loans are paid off or otherwise liquidated.

We are also required by the GSE Act to undertake efforts in support of the housing market that could adversely affect our
financial results and condition. For example, we are subject to housing goals under the GSE Act that require that a portion of
the mortgage loans we acquire must be for low- and very-low income families, families in low-income census tracts and
moderate-income families in minority census tracts or designated disaster areas. FHFA’s proposed 2015 to 2017 housing
goals include higher benchmarks for some of the goals than those that were applicable for 2014. In addition, the 2008
Reform Act created a new duty to serve underserved markets. We could be required to make changes to our business and our
acquisitions in the future in response to this duty. Although FHFA has not yet published a final rule with respect to this
requirement, FHFA has indicated that a proposed rulemaking on the duty to serve underserved markets is forthcoming and
FHFA’s 2015 conservatorship scorecard includes an objective for us to prepare to implement duty to serve requirements
upon publication of a final rule. We may take actions to meet our housing goals and duty to serve obligations that could
adversely affect our profitability. For example, we may acquire loans that offer lower expected returns on our investment
than our other loan acquisitions and that may potentially increase our credit losses and credit-related expenses. If we do not
meet our housing goals or duty to serve requirements, and FHFA finds that the goals or requirements were feasible, we may
become subject to a housing plan that could require us to take additional steps that could have an adverse effect on our
results of operations and financial condition. See “Business—Our Charter and Regulation of Our Activities—The GSE
Act—Housing Goals and Duty to Serve Underserved Markets” for more information on our housing goals and duty to serve
underserved markets.

Limitations on our ability to access the debt capital markets could have a material adverse effect on our ability to fund
our operations and generate net interest income.

Our ability to fund our business depends primarily on our ongoing access to the debt capital markets. The level of net interest
income generated by our retained mortgage portfolio assets depends on how much lower our cost of funds is compared with
what we earn on our mortgage assets. Market concerns about matters such as the extent of government support for our
business, the future of our business (including future profitability, future structure, regulatory actions and GSE status) and
the creditworthiness of the U.S. government could cause a severe negative effect on our access to the unsecured debt
markets, particularly for long-term debt. We believe that our ability in recent years to issue debt of varying maturities at
attractive pricing resulted from federal government support of our business. As a result, we believe that our status as a GSE
and continued federal government support is essential to maintaining our access to debt funding. Changes or perceived
changes in federal government support of our business or our status as a GSE could materially and adversely affect our
liquidity, financial condition and results of operations. There can be no assurance that the government will continue to
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support, our access to debt funding also could be materially adversely affected by a change or perceived change in the
creditworthiness of the U.S. government.

Future changes or disruptions in the financial markets could significantly change the amount, mix and cost of funds we
obtain, as well as our liquidity position. If we are unable to issue both short- and long-term debt securities at attractive rates
and in amounts sufficient to operate our business and meet our obligations, it likely would interfere with the operation of our
business and have a material adverse effect on our liquidity, results of operations, financial condition and net worth.

Our liquidity contingency plans may be difficult or impossible to execute during a liquidity crisis.

We believe that our liquidity contingency plans may be difficult or impossible to execute during a liquidity crisis. If we
cannot access the unsecured debt markets, our ability to repay maturing indebtedness and fund our operations could be
eliminated or significantly impaired. In this event, our alternative sources of liquidity—consisting of our cash and other
investments portfolio and the unencumbered mortgage assets in our retained mortgage portfolio—may not be sufficient to
meet our liquidity needs.

We believe that the amount of mortgage-related assets that we could successfully sell or borrow against in the event of a
liquidity crisis or significant market disruption is substantially lower than the amount of mortgage-related assets we hold.
Due to the large size of our portfolio of mortgage assets, current market conditions and the significant amount of distressed
assets in our retained mortgage portfolio, there would likely be insufficient market demand for large amounts of these assets
over a prolonged period of time, which would limit our ability to borrow against or sell these assets.

To the extent that we are able to obtain funding by pledging or selling mortgage-related securities as collateral, we anticipate
that a discount would be applied that would reduce the value assigned to those securities. Depending on market conditions at
the time, this discount could result in proceeds significantly lower than the current market value of these securities and could
thereby reduce the amount of financing we obtain. In addition, our primary source of collateral is Fannie Mae MBS that we
own. In the event of a liquidity crisis in which the future of our company is uncertain, counterparties may be unwilling to
accept Fannie Mae MBS as collateral. As a result, we may not be able to sell or borrow against these securities in sufficient
amounts to meet our liquidity needs.

A decrease in the credit ratings on our senior unsecured debt could have an adverse effect on our ability to issue debt on
reasonable terms, and would likely do so if such a decrease were not based on a similar action on the credit ratings of the
U.S. government. A decrease in our credit ratings also could trigger additional collateral requirements under our
derivatives contracts.

Credit ratings on our senior unsecured debt, as well as the credit ratings of the U.S. government, are primary factors that
could affect our borrowing costs and our access to the debt capital markets. Credit ratings on our debt are subject to revision
or withdrawal at any time by the rating agencies. Actions by governmental entities impacting the support we receive from
Treasury could adversely affect the credit ratings on our senior unsecured debt. As of February 12, 2015, our long-term debt
was rated “AA+” by Standard & Poor’s Ratings Services (“S&P”), “Aaa” by Moody’s Investors Services (“Moody’s”) and
“AAA” by Fitch Ratings Limited (“Fitch”).

Because we rely on the U.S. government for capital support, in recent years, when a rating agency has taken an action
relating to the U.S. government’s credit rating, they have taken a similar action relating to our ratings at approximately the
same time. S&P, Moody’s and Fitch have all indicated that they would likely lower their ratings on the debt of Fannie Mae
and certain other government-related entities if they were to lower their ratings on the U.S. government. We currently cannot
predict whether one or more of these rating agencies will downgrade our debt ratings in the future, nor can we predict the
potential impact. Although S&P’s downgrade of our credit rating from “AAA” to “AA+” in August 2011 has not increased
our borrowing costs or limited our access to the debt capital markets to date, an additional reduction in our credit ratings
could have a material adverse impact on our access to debt funding or on the cost of our debt funding, and would likely do so
if it were not based on a similar action on the credit ratings of the U.S. government.

An additional reduction in our credit ratings may also trigger additional collateral requirements under our derivative
contracts because a majority of our over-the-counter (“OTC”) derivative contracts contain provisions that require our senior
unsecured debt to maintain a minimum credit rating from S&P and Moody’s. If our senior unsecured debt credit ratings were
downgraded to established thresholds in our OTC derivative contracts, which range from A+ to BBB+, we could be required
to provide additional collateral to or terminate transactions with certain counterparties. The aggregate fair value of all OTC
derivatives with credit-risk-related contingent features that were in a net liability position as of December 31, 2014 was $2.6
billion, for which we posted collateral of $2.4 billion in the normal course of business. If our senior unsecured debt had been
downgraded to AA or Aal, or even to AA- or Aa2, we would not have been required to post any additional collateral under
these agreements as of December 31, 2014. If all of the credit-risk-related contingency features underlying these agreements
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had been triggered, an additional $269 million would have been required either to be posted as collateral or to immediately
settle our positions based on the individual agreements and our fair value position as of December 31, 2014. An additional
reduction in our credit ratings also could cause derivatives clearing organizations or their members to demand that we post
additional collateral for our cleared derivative contracts. Further, an additional reduction in our credit ratings may materially
adversely affect our liquidity, our ability to conduct our normal business operations, our financial condition and our results of
operations. Our credit ratings and ratings outlook are included in “MD&A—Liquidity and Capital Management—Liquidity
Management—Credit Ratings.”

One or more of our institutional counterparties may fail to fulfill their contractual obligations to us, resulting in financial
losses, business disruption and decreased ability to manage risk.

We face the risk that one or more of our institutional counterparties may fail to fulfill their contractual obligations to us. Our
primary exposures to institutional counterparty risk are with mortgage servicers that service the loans we hold in our retained
mortgage portfolio or that back our Fannie Mae MBS; mortgage sellers and servicers that are obligated to repurchase loans
from us or reimburse us for losses in certain circumstances; third-party providers of credit enhancement on the mortgage
assets that we hold in our retained mortgage portfolio or that back our Fannie Mae MBS, including mortgage insurers,
lenders with risk sharing arrangements, financial guarantors and reinsurers; issuers of investments held in our cash and other
investments portfolio; and derivatives counterparties.

We may have multiple exposures to one counterparty as many of our counterparties provide several types of services to us.
For example, our lender customers or their affiliates may also act as derivatives counterparties, mortgage servicers, custodial
depository institutions or document custodians. Accordingly, if one of these counterparties were to become insolvent or
otherwise default on its obligations to us, it could harm our business and financial results in a variety of ways.

An institutional counterparty may default in its obligations to us for a number of reasons, such as changes in financial
condition that affect its credit rating, changes in its servicer rating, a reduction in liquidity, operational failures or insolvency.
Although the liquidity and financial condition of some of our institutional counterparties continued to improve in 2014, there
is still significant risk to our business of defaults by these counterparties. Counterparty defaults or limitations on their ability
to do business with us could result in significant financial losses or hamper our ability to do business, which would adversely
affect our business, results of operations, financial condition, liquidity and net worth.

We routinely execute a high volume of transactions with counterparties in the financial services industry. Many of the
transactions we engage in with these counterparties expose us to credit risk relating to the possibility of a default by our
counterparties. In addition, to the extent these transactions are secured, our credit risk may be exacerbated to the extent that
the collateral we hold cannot be realized or can be liquidated only at prices too low to recover the full amount of our
exposure. These losses could materially and adversely affect our business, results of operations, financial condition, liquidity
and net worth.

We depend on our ability to enter into derivatives transactions in order to manage the duration and prepayment risk of our
retained mortgage portfolio. If we lose access to our derivatives counterparties, it could adversely affect our ability to
manage these risks, which could have a material adverse effect on our business, results of operations, financial condition and
liquidity.

Our financial condition or results of operations may be adversely affected if mortgage servicers fail to perform their
obligations to us.

We delegate the servicing of the mortgage loans in our guaranty book of business to mortgage servicers; we do not have our
own servicing function. Functions performed by mortgage servicers on our behalf include collecting and delivering principal
and interest payments, administering escrow accounts, monitoring and reporting delinquencies, performing default
prevention activities and other functions. The inability of a mortgage servicer to perform these functions due to financial,
operational, regulatory or other issues could negatively affect our ability to manage our book of business, delay or prevent
our collection of amounts due to us or otherwise result in the failure to perform other servicing duties, resulting in financial
losses. In addition, our servicers have an active role in our loss mitigation efforts, and a decline in their performance could
affect our credit performance, including through missed opportunities for loan modifications.

In recent periods, non-depository servicers that specialize in servicing troubled loans have experienced rapid growth in their
servicing portfolios, and now service a large portion of our loans. The rapid expansion of these servicers’ servicing portfolios
results in increased operational risk, which could negatively impact their ability to effectively manage their servicing
portfolios. In addition, regulatory bodies have been reviewing the activities of some of our largest non-depository servicers.

If we replace a mortgage servicer, we likely would incur costs and potential increases in servicing fees and could also face
operational risks. If a mortgage servicer counterparty fails, it could result in a temporary disruption in servicing and loss
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mitigation activities relating to the loans serviced by that mortgage servicer, particularly if there is a loss of experienced
servicing personnel. We may also face challenges in transferring a large servicing portfolio.

Multifamily mortgage servicing is typically performed by the lenders who sell the mortgages to us. We are exposed to the
risk that multifamily servicers could come under financial pressure, which could potentially result in a decline in the quality
of the servicing they provide us.

We may incur losses as a result of claims under our mortgage insurance policies not being paid in full or at all.

We rely heavily on mortgage insurers to provide insurance against borrower defaults on single-family conventional mortgage
loans with LTV ratios over 80% at the time of acquisition. Several of our mortgage insurer counterparties incurred losses in
recent years, which increases the risk that these counterparties may fail to fulfill their obligations to pay in full our claims
under insurance policies.

PMI Mortgage Insurance Co. (“PMI”), Triad Guaranty Insurance Corporation (“Triad”) and Republic Mortgage Insurance
Company (“RMIC”) are under various forms of supervised control by their state regulators and are in run-off. A mortgage
insurer that is in run-off continues to collect renewal premiums and process claims on its existing insurance business, but no
longer writes new insurance, which increases the risk that the mortgage insurer will pay claims only in part or fail to pay
claims at all under existing insurance policies. Entering run-off may close off a source of profits and liquidity that may have
otherwise assisted a mortgage insurer in paying claims under insurance policies, and could also cause the quality and speed
of its claims processing to deteriorate. PMI and Triad have been paying only a portion of policyholder claims and deferring
the remaining portion. PMI is currently paying 67% of claims under its mortgage insurance policies in cash and is deferring
the remaining 33%, and Triad is currently paying 75% of claims in cash and deferring the remaining 25%. It is uncertain
whether PMI or Triad will be permitted in the future to pay any remaining deferred policyholder claims and/or increase or
decrease the amount of cash they pay on claims. RMIC is no longer deferring payments on policyholder claims and has paid
us its previously outstanding deferred payment obligations; however, RMIC has not paid us interest on its deferred payment
obligations and remains in run-off and under the supervisory control of its state regulator. PMI, Triad and RMIC provided a
combined $12.3 billion, or 11%, of our risk in force mortgage insurance coverage of our single-family guaranty book of
business as of December 31, 2014.

From time to time we assess our mortgage insurer counterparties’ respective abilities to fulfill their obligations to us, and our
loss reserves take into account this assessment. If our assessment indicates their ability to pay claims has deteriorated
significantly or if our projected claim amounts have increased, it could result in an increase in our loss reserves and our
credit losses.

Changes in the mortgage industry may negatively impact our business.

A number of our largest single-family mortgage seller and servicer counterparties have reduced or eliminated their purchases
of mortgage loans from mortgage brokers and correspondent lenders. As a result, we have been acquiring an increasing
portion of our business volume directly from, and a larger portion of our servicing is being performed by, smaller or non-
depository financial institutions that may not have the same financial strength, liquidity or operational capacity as our larger
depository financial institution counterparties.

Our top five lender customers in terms of single-family business acquisition volume, in the aggregate, accounted for
approximately 33% of our single-family business acquisition volume in 2014, compared with approximately 42% in 2013.
Our five largest single-family mortgage servicers, including their affiliates, serviced approximately 46% of our single-family
guaranty book of business as of December 31, 2014, compared with approximately 49% as of December 31, 2013.

The potentially lower financial strength, liquidity and operational capacity of smaller or non-depository mortgage sellers and
servicers may negatively affect their ability to satisfy their repurchase or compensatory fee obligations or to service the loans
on our behalf. In addition, some of our non-depository mortgage servicer counterparties have grown significantly in recent
years, which could negatively impact their ability to effectively manage their servicing portfolios and increase their
operational risk. The decrease in the concentration of our business with large depository financial institutions could increase
both our institutional counterparty credit risk and our mortgage credit risk, and could have a material adverse effect on our
business, results of operations, financial condition, liquidity and net worth.

The loss of business volume from a key lender customer could adversely affect our business and result in a decrease in
our revenues, especially if we are unable to replace the business volume that customer provided to us.

Our ability to generate revenue from the purchase and securitization of mortgage loans depends on our ability to acquire a
steady flow of mortgage loans from the originators of those loans. Although we have been acquiring an increasing portion of
our single-family business volume directly from smaller financial institutions, we have continued to acquire a significant
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portion of our mortgage loans from several large mortgage lenders, with our top five lender customers in terms of single-
family business acquisition volume, in the aggregate, accounting for approximately 33% of our single-family business
acquisition volume in 2014. Accordingly, maintaining our current business relationships and business volumes with our top
lender customers is important to our business. To the extent a key lender customer significantly reduces the volume or
quality of mortgage loans that the lender delivers to us or that we are willing to buy from them, we could lose significant
business volume that we might be unable to replace, which could adversely affect our business and result in a decrease in our
revenues. In addition, a significant reduction in the volume of mortgage loans that we securitize could reduce the liquidity of
Fannie Mae MBS, which in turn could have an adverse effect on their market value.

Our reliance on third parties to service our mortgage loans may impede our efforts to keep people in their homes and
adversely affect the re-performance rate of loans we modify.

Mortgage servicers, or their agents and contractors, typically are the primary point of contact for borrowers on our loans. We
rely on these mortgage servicers to identify and contact troubled borrowers as early as possible, to assess the situation and
offer appropriate options for resolving the problem and to successfully implement a solution. Over the past few years, the
demands placed on experienced mortgage loan servicers to service delinquent loans have increased significantly across the
industry, straining servicer capacity. To the extent that mortgage servicers are hampered by limited resources or other
factors, they may not be successful in conducting their servicing activities in a manner that fully accomplishes our objectives
within the timeframe we desire. Further, our servicers have advised us that they have not been able to reach many of the
borrowers who may need help with their mortgage loans even when repeated efforts have been made to contact the borrower.

For these reasons, our ability to actively manage the troubled loans that we own or guarantee, and to implement our
homeownership assistance and foreclosure prevention efforts quickly and effectively, is limited by our reliance on our
mortgage servicers. This reliance could have a material adverse effect on our business, results of operations and financial
condition.

We expect the slow pace of single-family foreclosures in some states will continue to adversely affect our business, results
of operations, financial condition and net worth.

The processing of foreclosures of single-family loans continues to be slow in a number of states, primarily as a result of the
elevated level of foreclosures caused by the housing market downturn that began in 2006, changes in state foreclosure laws,
and federal and state servicing requirements imposed by regulatory actions and legal settlements in recent years. The slow
pace of foreclosures in some states has negatively affected our foreclosure timelines, credit-related income (expense) and
single-family serious delinquency rates, and we expect they will continue to do so. We believe the slow pace of foreclosures
in certain states is contributing to a slower recovery of those housing markets.

Challenges to the MERS" company, system and processes could pose operational, reputational and legal risks for us.

MERSCORP Holdings, Inc. (“MERSCORP”) is a privately held company that maintains an electronic registry (the “MERS
System”) that tracks servicing rights and ownership of loans in the United States. Mortgage Electronic Registration Systems,
Inc. (“MERS”), a wholly owned subsidiary of MERSCORP, can serve as a nominee for the owner of a mortgage loan and, in
that role, become the mortgagee of record for the loan in local land records. Fannie Mae sellers and servicers may choose to
use MERS as a nominee; however, we have prohibited servicers from initiating foreclosures on Fannie Mae loans in
MERS’s name. A large portion of the loans we own or guarantee are registered in MERS’s name and the related servicing
rights are tracked in the MERS System. The MERS System is widely used by participants in the mortgage finance industry.
Along with a number of other organizations in the mortgage finance industry, we are a shareholder of MERSCORP.

Numerous legal challenges have been made disputing MERS’s ability to initiate foreclosures, act as nominee in local land
records, and/or assign mortgages or take other action on behalf of the loan owner. These challenges seek judicial relief
ranging from money damages, fines and penalties to injunctive/declaratory relief seeking the prevention of mortgage
assignments by MERS and/or the voiding of completed foreclosures in which MERS appeared in the chain of title. These
challenges have focused public attention on MERS and on how loans are recorded in local land records. As a result, these
challenges could negatively affect MERS’s ability to serve as the mortgagee of record in some jurisdictions, which could
cause additional costs and time in the recordation process and could negatively impact our interest in the loans. These
challenges also could result in court decisions that substantially delay new or pending foreclosures, or void completed
foreclosures in certain jurisdictions, which would require that we re-foreclose on the affected properties, thereby increasing
our costs and lengthening the time it takes for us to foreclose on and dispose of the properties.

In addition, where MERS is the mortgagee of record, it must execute assignments of mortgages, affidavits and other legal
documents in connection with foreclosure proceedings. In April 2011, federal banking regulators and FHFA announced that
they were taking enforcement action against MERS and MERSCORP to address significant weaknesses in, among other
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things, oversight, management supervision and corporate governance at MERS and MERSCORP that were uncovered as part
of the regulators’ review of mortgage servicers’ foreclosure processing. Failures by MERS or MERSCORP to apply prudent
and effective process controls and to comply with legal and other requirements could pose counterparty, operational,
reputational and legal risks for us. If investigations or new regulation or legislation restricts servicers’ use of MERS, our
counterparties may be required to record all mortgage transfers in land records, incurring additional costs and time in the
recordation process. At this time, we cannot predict the ultimate outcome of these legal challenges to, or the enforcement
action against, MERS and MERSCORP or the impact on our business, results of operations or financial condition.

Changes in accounting standards and policies can be difficult to predict and can materially impact how we record and
report our financial results.

Our accounting policies and methods are fundamental to how we record and report our financial condition and results of
operations. From time to time, the FASB or the SEC changes the financial accounting and reporting standards or the policies
that govern the preparation of our financial statements. In addition, FHFA provides guidance that affects our adoption or
implementation of financial accounting or reporting standards. These changes can be difficult to predict and expensive to
implement, and can materially impact how we record and report our financial condition and results of operations. We could
be required to apply new or revised guidance retrospectively, which may result in the revision of prior period financial
statements by material amounts. The implementation of new or revised accounting guidance could have a material adverse
effect on our financial results or net worth and result in or contribute to the need for additional draws from Treasury under
the senior preferred stock purchase agreement.

Material weaknesses in our internal control over financial reporting could result in errors in our reported results or
disclosures that are not complete or accurate.

Management has determined that, as of the date of this filing, we have ineffective disclosure controls and procedures that
result in a material weakness in our internal control over financial reporting. In addition, our independent registered public
accounting firm, Deloitte & Touche LLP, has expressed an adverse opinion on our internal control over financial reporting
because of the material weakness. Our ineffective disclosure controls and procedures and material weakness could result in
errors in our reported results or disclosures that are not complete or accurate, which could have a material adverse effect on
our business and operations.

Our material weakness relates specifically to the impact of the conservatorship on our disclosure controls and procedures.
Because we are under the control of FHFA, some of the information that we may need to meet our disclosure obligations
may be solely within the knowledge of FHFA. As our conservator, FHFA has the power to take actions without our
knowledge that could be material to our shareholders and other stakeholders, and could significantly affect our financial
performance or our continued existence as an ongoing business. Because FHFA currently functions as both our regulator and
our conservator, there are inherent structural limitations on our ability to design, implement, test or operate effective
disclosure controls and procedures relating to information within FHFA’s knowledge. As a result, we have not been able to
update our disclosure controls and procedures in a manner that adequately ensures the accumulation and communication to
management of information known to FHFA that is needed to meet our disclosure obligations under the federal securities
laws, including disclosures affecting our financial statements. Given the structural nature of this material weakness, we do
not expect to remediate this weakness while we are under conservatorship. See “Controls and Procedures” for further
discussion of management’s conclusions on our disclosure controls and procedures and internal control over financial
reporting.

In many cases, our accounting policies and methods, which are fundamental to how we report our financial condition
and results of operations, require management to make judgments and estimates about matters that are inherently
uncertain. Management also relies on models in making these estimates.

Our accounting policies and methods are fundamental to how we record and report our financial condition and results of
operations. Our management must exercise judgment in applying many of these accounting policies and methods so that
these policies and methods comply with GAAP and reflect management’s judgment of the most appropriate manner to report
our financial condition and results of operations. In some cases, management must select the appropriate accounting policy
or method from two or more alternatives, any of which might be reasonable under the circumstances but might affect the
amounts of assets, liabilities, revenues and expenses that we report. See “Note 1, Summary of Significant Accounting
Policies” for a description of our significant accounting policies.

We have identified some of our accounting policies as being critical to the presentation of our financial condition and results
of operations. These accounting policies are described in “MD&A—Critical Accounting Policies and Estimates.” We believe
these policies are critical because they require management to make particularly subjective or complex judgments about
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matters that are inherently uncertain and because of the likelihood that materially different amounts would be reported under
different conditions or using different assumptions.

Because our financial statements involve estimates for amounts that are very large, even a small change in the estimate can
have a significant impact for the reporting period. For example, because our total loss reserves are so large, even a change
that has a small impact relative to the size of our loss reserves can have a meaningful impact on our results for the quarter in
which we make the change.

Due to the complexity of the critical accounting policies we have identified, our accounting methods relating to these
policies involve substantial use of models. Models are inherently imperfect predictors of actual results because they are
based on assumptions, including assumptions about future events. Our models may not include assumptions that reflect very
positive or very negative market conditions and, accordingly, our actual results could differ significantly from those
generated by our models. As a result of the above factors, the estimates that we use to prepare our financial statements, as
well as our estimates of our future results of operations, may be inaccurate, perhaps significantly.

Failure of our models to produce reliable results may adversely affect our ability to manage risk and make effective
business decisions.

We make significant use of quantitative models to measure and monitor our risk exposures and to manage our business. For
example, we use models to measure and monitor our exposures to interest rate, credit and market risks, and to forecast credit
losses. The information provided by these models is used in making business decisions relating to strategies, initiatives,
transactions, pricing and products.

Models are inherently imperfect predictors of actual results because they are based on historical data and assumptions
regarding factors such as future loan demand, borrower behavior, creditworthiness and home price trends. Other potential
sources of inaccurate or inappropriate model results include errors in computer code, bad data, misuse of data, or use of a
model for a purpose outside the scope of the model’s design. Modeling often assumes that historical data or experience can
be relied upon as a basis for forecasting future events, an assumption that may be especially tenuous in the face of
unprecedented events.

Given the challenges of predicting future behavior, management judgment is used at every stage of the modeling process,
from model design decisions regarding core underlying assumptions, to interpreting and applying final model output. To
control for these inherent imperfections, our primary models are vetted by an independent model risk management team
within our Enterprise Risk Division.

When market conditions change quickly and in unforeseen ways, there is an increased risk that the model assumptions and
data inputs for our models are not representative of the most recent market conditions. Under such circumstances, we must
rely on management judgment to make adjustments or overrides to our models. A formal model update is typically an
extensive process that involves basic research, testing, independent validation and production implementation. In a rapidly
changing environment, it may not be possible to update existing models quickly enough to properly account for the most
recently available data and events. Management adjustments to modeled results are applied within the confines of the
governance structure provided by a combination of our model risk management team and our business, finance and risk
committees.

If our models fail to produce reliable results on an ongoing basis, we may not make appropriate risk management decisions,
including decisions affecting loan purchases, management of credit losses, guaranty fee pricing, asset and liability
management and the management of our net worth. Any of these decisions could adversely affect our businesses, results of
operations, liquidity, net worth and financial condition. Furthermore, strategies we employ to manage and govern the risks
associated with our use of models may not be effective or fully reliable.

Changes in interest rates or our loss of the ability to manage interest rate risk successfully could adversely affect our
financial results and condition, and increase interest rate risk.

We fund our operations primarily through the issuance of debt and invest our funds primarily in mortgage-related assets that
permit mortgage borrowers to prepay their mortgages at any time. These business activities expose us to market risk, which
is the risk of adverse changes in the fair value of financial instruments resulting from changes in market conditions. Our most
significant market risks are interest rate risk and prepayment risk. We describe these risks in more detail in “MD&A—Risk
Management—Market Risk Management, Including Interest Rate Risk Management.” Changes in interest rates affect both
the value of our mortgage assets and prepayment rates on our mortgage loans.

Changes in interest rates could have a material adverse effect on our business, results of operations, financial condition,
liquidity and net worth. Our ability to manage interest rate risk depends on our ability to issue debt instruments with a range
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of maturities and other features, including call provisions, at attractive rates and to engage in derivatives transactions. We
must exercise judgment in selecting the amount, type and mix of debt and derivatives instruments that will most effectively
manage our interest rate risk. The amount, type and mix of financial instruments that are available to us may not offset
possible future changes in the spread between our borrowing costs and the interest we earn on our mortgage assets.

We mark to market changes in the estimated fair value of our derivatives through our earnings on a quarterly basis, but we
do not similarly mark to market changes in some of the financial instruments that generate our interest rate risk exposures.
As a result, changes in interest rates, particularly significant changes, can have a significant adverse effect on our earnings
and net worth for the quarter in which the changes occur, depending on the nature of the changes and the derivatives we hold
at that time. We have experienced significant fair value losses in some periods due to changes in interest rates, and we expect
to continue to experience volatility from period to period in our financial results as a result of fair value losses or gains on
our derivatives.

Changes in interest rates also can affect our credit losses. When interest rates increase, our credit losses from loans with
adjustable payment terms may increase as borrower payments increase at their reset dates, which increases the borrower’s
risk of default, particularly for adjustable-rate loans with interest-only features. Rising interest rates may also reduce the
opportunity for these borrowers to refinance into a fixed-rate loan. Similarly, many borrowers may have additional debt
obligations, such as home equity lines of credit and second liens, that also have adjustable payment terms. If a borrower’s
payment on his or her other debt obligations increases due to rising interest rates or a change in amortization, it increases the
risk that the borrower may default on a loan we own or guarantee.

Changes in spreads could materially impact our results of operations, net worth and the fair value of our net assets.

Spread risk or basis risk is the resulting impact of changes in the spread between our mortgage assets and our debt and
derivatives we use to hedge our position. Changes in market conditions, including changes in interest rates, liquidity,
prepayment and default expectations, and the level of uncertainty in the market for a particular asset class may cause
fluctuations in spreads. Changes in mortgage spreads have contributed to significant volatility in our financial results in
certain periods, due to fluctuations in the estimated fair value of the financial instruments that we mark to market through our
earnings, and this could occur again in a future period. A widening of mortgage spreads could cause significant fair value
losses, and could adversely affect our near-term financial results and net worth. We do not actively manage or hedge our
spread risk after we purchase mortgage assets, other than through asset monitoring and disposition.

Our business is subject to laws and regulations that restrict our activities and operations, which may prohibit us from
undertaking activities that management believes would benefit our business and limit our ability to diversify our business.

As a federally chartered corporation, we are subject to the limitations imposed by the Charter Act, extensive regulation,
supervision and examination by FHFA and regulation by other federal agencies, including Treasury, HUD and the SEC. As a
company under conservatorship, our primary regulator has management authority over us in its role as our conservator. We
are also subject to other laws and regulations that affect our business, including those regarding taxation and privacy.

The Charter Act defines our permissible business activities. For example, we may not originate mortgage loans or purchase
single-family loans in excess of the conforming loan limits, and our business is limited to the U.S. housing finance sector. In
addition, as described in a previous risk factor, our business activities are subject to significant restrictions as a result of the
conservatorship and the senior preferred stock purchase agreement. As a result of these limitations on our ability to diversify
our operations, our financial condition and results of operations depend almost entirely on conditions in a single sector of the
U.S. economy, specifically, the U.S. housing market. Weak or unstable conditions in the housing market, as we have seen in
recent years, can therefore have a significant adverse effect on our results of operations, financial condition and net worth.

Our business and financial results could be materially adversely affected by legal or regulatory proceedings.

We are a party to various claims and other legal proceedings. We also have been, and in the future may be, involved in
government investigations. We may be required to establish reserves and to make substantial payments in the event of
adverse judgments or settlements of any such claims, investigations or proceedings, which could have a material adverse
effect on our business, results of operations, financial condition, liquidity and net worth. Any legal proceeding or
governmental investigation, even if resolved in our favor, could result in negative publicity or cause us to incur significant
legal and other expenses. In addition, certain of our former officers are involved in legal proceedings for which they may be
entitled to reimbursement by us for costs and expenses of the proceedings.

Developments in, outcomes of, impacts of, and costs, expenses, settlements and judgments related to these legal proceedings
and governmental investigations may differ from our expectations and exceed any amounts for which we have reserved or
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require adjustments to such reserves. In addition, responding to these matters could divert significant internal resources away
from managing our business.

An active trading market in our equity securities may cease to exist, which would adversely affect the market price and
liquidity of our common and preferred stock.

Our common stock and preferred stock are now traded exclusively in the over-the-counter market. We cannot predict the
actions of market makers, investors or other market participants, and can offer no assurances that the market for our
securities will be stable. If there is no active trading market in our equity securities, the market price and liquidity of the
securities will be adversely affected.

Mortgage fraud could result in significant financial losses and harm to our reputation.

We use a process of delegated underwriting in which lenders make specific representations and warranties about the
characteristics of the mortgage loans we purchase and securitize. As a result, we do not independently verify most borrower
information that is provided to us. This exposes us to the risk that one or more of the parties involved in a transaction (the
borrower, seller, broker, appraiser, title agent, lender or servicer) will engage in fraud by misrepresenting facts about a
mortgage loan. Similarly, we rely on delegated servicing of loans and use of a variety of external resources to manage our
REO. We have experienced financial losses resulting from mortgage fraud, including institutional fraud perpetrated by
counterparties. In the future, we may experience additional financial losses or reputational damage as a result of mortgage
fraud.

RISKS RELATING TO OUR INDUSTRY

Our business and financial results are affected by general economic conditions, particularly home prices and employment
trends, and a deterioration of economic conditions or the financial markets may materially adversely affect our result of
operations, net worth and financial condition.

Our business is significantly affected by the status of the U.S. economy, particularly home prices and employment trends.
Although the U.S. economy has continued to gradually improve, economic growth and improvement in the housing market
have been modest. A prolonged period of slow growth in the U.S. economy or any deterioration in general economic
conditions or the financial markets could materially adversely affect our result of operations, net worth and financial
condition. For example, if home prices decrease or the unemployment rate increases, it could result in significantly higher
levels of credit losses and credit-related expense.

Global economic conditions can also adversely affect our business and financial results. Changes or volatility in market
conditions resulting from deterioration in or uncertainty regarding global economic conditions can adversely affect the value
of our assets, which could materially adversely affect our results of operations, net worth and financial condition. For
example, weak economic conditions in Europe and concerns about the European banking system resulted in a significant
decline in interest rates in the fourth quarter of 2014. This decline in interest rates contributed to the fair value losses on our
derivatives in the fourth quarter of 2014. Volatility or uncertainty in global political conditions can also significantly affect
economic conditions and the financial markets. We describe above the risks to our business posed by changes in interest
rates and changes in spreads. In addition, as described above, future changes or disruptions in the financial markets could
significantly change the amount, mix and cost of funds we obtain, as well as our liquidity position.

A decline in activity in the U.S. housing market or increasing interest rates could lower our business volumes.

Our business volume is affected by the rate of growth in total U.S. residential mortgage debt outstanding and the size of the
U.S. residential mortgage market. A decline in mortgage debt outstanding reduces the unpaid principal balance of mortgage
loans available for us to securitize or purchase, which in turn could reduce our guaranty fee income and net interest income.
Even if we were able to increase our share of the secondary mortgage market, it may not be sufficient to make up for a
decline in the rate of growth in mortgage originations.

Mortgage interest rates also affect our business volume. Rising interest rates generally result in fewer mortgage originations,
particularly for refinances. Interest rates increased significantly in the second half of 2013, which reduced our business
volume in the second half of 2013 and in 2014. Interest rates subsequently declined in late 2014 and early 2015 to levels
similar to mid-2013. If interest rates rise again, particularly if the increase is sudden and steep, it could significantly reduce
our business volume. Significant reductions in our business volume could adversely affect our results of operations and
financial condition.
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In recent years, the Federal Reserve has purchased a significant amount of mortgage-backed securities issued by us, Freddie
Mac and Ginnie Mae. The Federal Reserve began to taper these purchases in January 2014 and concluded its asset purchase
program in October 2014. In announcing the conclusion of its asset purchase program, the Federal Reserve stated that it is
maintaining its existing policy of reinvesting principal payments from its holdings of agency debt and agency mortgage-
backed securities in agency mortgage-backed securities; therefore, it has continued to purchase a significant amount of
agency mortgage-backed securities. Any change in the Federal Reserve’s policy towards the reinvestment of principal
payments of mortgage-backed securities, or possible future sales of mortgage-backed securities by the Federal Reserve,
could result in increases in mortgage interest rates and adversely affect our business volume, which could adversely affect
our results of operations and financial condition.

The Dodd-Frank Act and regulatory changes in the financial services industry may negatively impact our business.

The Dodd-Frank Act has significantly changed the regulation of the financial services industry. This legislation is affecting
and will continue to affect many aspects of our business and could affect us in substantial and unforeseeable ways. The
Dodd-Frank Act and related regulatory changes have required us to change certain business practices, limit the types of
products we offer and incur additional costs. Additionally, implementation of this legislation has resulted in and will
continue to result in increased supervision and more comprehensive regulation of our customers and counterparties in the
financial services industry, which may have a significant impact on the business practices of our customers and
counterparties, as well as on our counterparty credit risk. The Dodd-Frank Act’s impact on our customers’ and
counterparties’ business practices could indirectly adversely affect our business. For example, if our customers reduce the
amount of their mortgage originations, it would adversely affect the number of mortgages available for us to purchase or
guarantee.

Examples of aspects of the Dodd-Frank Act and related regulatory changes that have affected us or may affect us in the
future include: rules requiring the clearing of certain derivatives transactions and margin and capital rules for uncleared
derivative trades, which impose additional costs on us; the CFPB’s “ability to repay” rule, which has limited the types of
products we offer and could impact the volume of loans sold to us in the future; and the development of single-counterparty
credit limit regulations, which could cause our customers to change their business practices. We could also be designated as
a systemically important nonbank financial company subject to supervision and regulation by the Federal Reserve. If this
were to occur, the Federal Reserve would have the authority to examine us and could impose stricter prudential standards on
us, including risk-based capital requirements, leverage limits, liquidity requirements, single-counterparty exposure limits,
resolution plan and credit exposure reporting requirements, overall risk management requirements, contingent capital
requirements, enhanced public disclosures and short-term debt limits. We have not received any notification of possible
designation as a systemically important financial institution.

In addition, the actions of Treasury, the Commodity Futures Trading Commission, the SEC, the FDIC, the Federal Reserve
and international central banking authorities directly or indirectly impact financial institutions’ cost of funds for lending,
capital-raising and investment activities, which could increase our borrowing costs or make borrowing more difficult for us.
Changes in monetary policy are beyond our control and difficult to anticipate.

Overall, these legislative and regulatory changes could affect us in substantial and unforeseeable ways and could have a
material adverse effect on our business, results of operations, financial condition, liquidity and net worth.

Legislative, regulatory or judicial actions could negatively impact our business, results of operations, financial condition
or net worth.

Legislative, regulatory or judicial actions at the federal, state or local level could negatively impact our business, results of
operations, financial condition or net worth. Legislative, regulatory or judicial actions could affect us in a number of ways,
including by imposing significant additional costs on us and diverting management attention or other resources. For example,
we could be affected by legislative or regulatory changes that expand the responsibilities and liabilities of servicers and
assignees for maintaining vacant properties prior to foreclosure, which could increase our costs. We also could be affected by
state laws and court decisions granting priority rights for homeowners associations in foreclosure proceedings, which could
adversely affect our ability to recover our losses on affected loans. In addition, as described above, our business could be
materially adversely affected by legislative and regulatory actions relating to housing finance reform or the financial services
industry or by legal or regulatory proceedings.

The occurrence of a major natural or other disaster in the United States could negatively impact our credit losses and
credit-related expenses, and could disrupt our business operations in the affected geographic area or nationally.
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We conduct our business in the residential and multifamily mortgage markets and own or guarantee the performance of
mortgage loans throughout the United States. The occurrence of a major natural or environmental disaster, terrorist attack,
cyber attack, pandemic, or similar event (a “major disruptive event”) in a regional geographic area of the United States could
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negatively impact our credit losses and credit-related expenses in the affected area or, depending on the nature of the event,
nationally.

The occurrence of a major disruptive event could negatively impact a geographic area in a number of different ways,
depending on the nature of the event. A major disruptive event that either damages or destroys residential or multifamily real
estate securing mortgage loans in our book of business or negatively impacts the ability of borrowers to continue to make
principal and interest payments on mortgage loans in our book of business could increase our delinquency rates, default rates
and average loan loss severity of our book of business in the affected region or regions, which could have a material adverse
effect on our business, results of operations, financial condition, liquidity and net worth. While we attempt to create a
geographically diverse mortgage credit book of business, there can be no assurance that a major disruptive event, depending
on its magnitude, scope and nature, will not generate significant credit losses and credit-related expenses.

In addition, as described in a risk factor above, although we have business continuity plans and facilities in place, the
occurrence of a catastrophic event could overwhelm our recovery capabilities, which could materially adversely affect our
ability to conduct our business and lead to financial losses.

Item 1B. Unresolved Staff Comments

None.

Item 2. Properties

We own our principal office, which is located at 3900 Wisconsin Avenue, NW, Washington, DC, as well as additional
Washington, DC facilities at 3939 Wisconsin Avenue, NW and 4250 Connecticut Avenue, NW. We also own two office
facilities in Herndon, Virginia, as well as two additional facilities located in Reston, Virginia and Urbana, Maryland. These
owned facilities contain a total of approximately 1,459,000 square feet of space. We lease the land underlying the 4250
Connecticut Avenue building pursuant to a ground lease that automatically renews on July 1, 2029 for an additional 49 years
unless we elect to terminate the lease by providing notice to the landlord of our decision to terminate at least one year prior
to the automatic renewal date. In addition, we lease approximately 429,000 square feet of office space, including a
conference center, at 4000 Wisconsin Avenue, NW, which is adjacent to our principal office. The lease term for the office
and conference center at 4000 Wisconsin Avenue expires in April 2018. We also lease an additional approximately

170,000 square feet of office space at two other locations in Washington, DC and Virginia. We maintain approximately
715,000 square feet of office space in leased premises in Pasadena, California; Irvine, California; Atlanta, Georgia; Chicago,
[llinois; Philadelphia, Pennsylvania; and three facilities in Dallas, Texas.

In January 2015, we entered into a lease for a future principal office to be built at 1150 15th Street, NW, Washington, DC.
The lease provides that the building will be delivered in two phases in 2017 and 2018.

Item 3. Legal Proceedings

This item describes our material legal proceedings. We describe additional material legal proceedings in “Note 19,
Commitments and Contingencies,” which is incorporated herein by reference. In addition to the matters specifically
described or incorporated by reference in this item, we are involved in a number of legal and regulatory proceedings that
arise in the ordinary course of business that do not have a material impact on our business. Litigation claims and proceedings
of all types are subject to many factors that generally cannot be predicted accurately.

We record reserves for legal claims when losses associated with those claims become probable and the amounts can be
reasonably estimated. The actual costs of resolving legal claims may be substantially higher or lower than the amounts
reserved for those claims. For matters where the likelihood or extent of a loss is not probable or cannot be reasonably
estimated, we do not recognize in our consolidated financial statements the potential liability that may result from these
matters. Except for matters that have been settled, we presently cannot determine the ultimate resolution of the matters
described below or incorporated by reference into this item. If certain of these matters are determined against us, it could
have a material adverse effect on our results of operations, liquidity and financial condition, including our net worth.

FHFA Private-Label Mortgage-Related Securities Litigation

In the third quarter of 2011, FHFA, as conservator, filed 16 lawsuits on behalf of both Fannie Mae and Freddie Mac against
various financial institutions, their officers and affiliated and unaffiliated underwriters that were responsible for marketing
and selling private-label mortgage-related securities to us. Fourteen of these lawsuits were resolved during 2013 and 2014,
and two remain pending.

One of the remaining lawsuits is against Nomura Holding America Inc. and certain related entities and individuals, and is
pending in the U.S. District Court for the Southern District of New York. The other remaining lawsuit is against The Royal
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Bank of Scotland Group PLC and certain related entities and individuals, and is pending in the U.S. District Court for the
District of Connecticut. Both lawsuits were filed on September 2, 2011. These two remaining lawsuits seek to recover losses
we and Freddie Mac incurred on the private-label mortgage-related securities the defendants sold to us and Freddie Mac. The
lawsuits allege that the defendants violated federal and state securities laws by making material misstatements and omissions
regarding the characteristics of the loans underlying the securities in the offering documents for the securities that were sold
to Fannie Mae and Freddie Mac. The complaints seek, among other things, rescission and recovery of consideration paid for
the securities at issue in the lawsuits, monetary damages and interest.

Senior Preferred Stock Purchase Agreements Litigation

Between June 2013 and August 2014, several lawsuits were filed by preferred and common stockholders of Fannie Mae and
Freddie Mac in the U.S. Court of Federal Claims, the U.S. District Court for the District of Columbia and the U.S. District
Court for the Southern District of lowa against the United States, Treasury and/or FHFA, challenging actions taken by the
defendants relating to the senior preferred stock purchase agreements and the conservatorships of Fannie Mae and Freddie
Mac. Some of these lawsuits also contain claims against Fannie Mae and Freddie Mac. The legal claims being advanced by
one or more of these lawsuits include challenges to the net worth sweep dividend provisions of the senior preferred stock that
were implemented pursuant to the August 2012 amendments to the agreements, as well as to FHFA’s decision to require
Fannie Mae and Freddie Mac to draw funds from Treasury in order to pay dividends to Treasury during conservatorship. The
plaintiffs seek various forms of equitable and injunctive relief, including rescission of the August 2012 amendments, as well
as damages. On September 30, 2014, the U.S. District Court for the District of Columbia dismissed all but one of the cases
pending before that court. The plaintiffs in each of the dismissed cases have filed a notice of appeal. The plaintiffs in the case
that was not dismissed by the court voluntarily dismissed their lawsuit on October 31, 2014. On February 3, 2015, the U.S.
District Court for the Southern District of lowa dismissed the single case pending before it. The matters where Fannie Mae is
a named defendant are described below or in “Note 19, Commitments and Contingencies.”

Fannie Mae is a nominal defendant in two actions filed against the United States in the U.S. Court of Federal Claims: Fisher
v. United States of America, filed on December 2, 2013, and Rafter v. United States of America, filed on August 14, 2014.
Plaintiffs in these cases allege that the net worth sweep dividend provisions of the senior preferred stock that were
implemented pursuant to the August 2012 amendment to the senior preferred stock purchase agreement constitute a taking of
Fannie Mae’s property without just compensation in violation of the U.S. Constitution. The Fisher plaintiffs are pursuing this
claim derivatively on behalf of Fannie Mae, while the Rafter plaintiffs are pursing the claim directly against the United
States. Plaintiffs in Rafter also allege a derivative claim that the government breached an implied contract with Fannie Mae’s
Board of Directors by implementing the net worth sweep dividend provisions. Plaintiffs in Fisher request just compensation
to Fannie Mae in an unspecified amount. Plaintiffs in Rafter seek just compensation to themselves on their constitutional
claim and payment of damages to Fannie Mae on their derivative claim for breach of an implied contract. The United States
filed a motion to dismiss the Fisher case on January 23, 2014; however, the court has stayed proceedings in this case until
discovery in a related case, Fairholme Funds v. United States, is complete and the court sets a date for the Fairholme
plaintiffs to respond to the government’s motion to dismiss filed in that case. In the Rafter case, the court has ordered the
government to file a response to the complaint within sixty days after discovery is complete in the Fairholme Funds case.

LIBOR Lawsuit

On October 31, 2013, Fannie Mae filed a lawsuit in the U.S. District Court for the Southern District of New York against
Barclays Bank PLC, UBS AG, The Royal Bank of Scotland Group PLC, The Royal Bank of Scotland PLC, Deutsche Bank
AG, Credit Suisse Group AG, Credit Suisse International, Bank of America Corp., Bank of America, N.A., Citigroup Inc.,
Citibank, N.A., J.P. Morgan Chase & Co., J.P. Morgan Chase Bank, N.A., Codperative Centrale Raiffeisen-Boerenleenbank
B.A., the British Bankers Association (“BBA”) and BBA LIBOR Ltd. alleging they manipulated LIBOR. On October 6,
2014, Fannie Mae filed an amended complaint alleging, among other things, that the banks submitted false borrowing costs
to the BBA in order to suppress LIBOR. The amended complaint seeks compensatory and punitive damages based on claims
for breach of contract, breach of the implied duty of good faith and fair dealing, unjust enrichment, fraud and conspiracy to
commit fraud. The defendants filed motions to dismiss the lawsuit on November 5, 2014.

Item 4. Mine Safety Disclosures

None.
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PART 11

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities

Our common stock is traded in the over-the-counter market and quoted on the OTC Bulletin Board under the ticker symbol
“FNMA.” The transfer agent and registrar for our common stock is Computershare, P.O. Box 30170, College Station, TX
77845-3170.

Common Stock Data

The following table displays, for the periods indicated, the high and low prices per share of our common stock as reported in
the Bloomberg Financial Markets service. These prices represent high and low trade prices. No dividends were declared on
shares of our common stock during the periods indicated.

Quarter High Low
2013

First Quarter $ 147 $ 026
Second Quarter 5.44 0.68
Third Quarter 1.79 1.03
Fourth Quarter 3.50 1.31
2014

First Quarter § 635 § 276
Second Quarter 4.80 3.57
Third Quarter 4.64 2.54
Fourth Quarter 2.61 1.43
Dividends

Our payment of dividends is subject to the following restrictions:

Restrictions Relating to Conservatorship. Our conservator announced on September 7, 2008 that we would not pay any
dividends on the common stock or on any series of preferred stock, other than the senior preferred stock. In addition,
FHFA’s regulations relating to conservatorship and receivership operations prohibit us from paying any dividends while in
conservatorship unless authorized by the Director of FHFA. The Director of FHFA directs us to make dividend payments on
the senior preferred stock on a quarterly basis.

Restrictions Under Senior Preferred Stock Purchase Agreement. The senior preferred stock purchase agreement prohibits us
from declaring or paying any dividends on Fannie Mae equity securities (other than the senior preferred stock) without the
prior written consent of Treasury. In addition, in 2012 the terms of the senior preferred stock purchase agreement and the
senior preferred stock were amended to ultimately require the payment of our entire net worth to Treasury. As a result, our
net income is not available to common stockholders. For more information on the terms of the senior preferred stock
purchase agreement and senior preferred stock, see “Business—Conservatorship and Treasury Agreements—Treasury
Agreements—Senior Preferred Stock Purchase Agreement and Related Issuance of Senior Preferred Stock and Common
Stock Warrant.”

Additional Restrictions Relating to Preferred Stock. Payment of dividends on our common stock is also subject to the prior
payment of dividends on our preferred stock and our senior preferred stock. Payment of dividends on all outstanding
preferred stock, other than the senior preferred stock, is also subject to the prior payment of dividends on the senior preferred
stock.

Statutory Restrictions. Under the GSE Act, FHFA has authority to prohibit capital distributions, including payment of
dividends, if we fail to meet our capital requirements. If FHFA classifies us as significantly undercapitalized, approval of the
Director of FHFA is required for any dividend payment. Under the GSE Act, we are not permitted to make a capital
distribution if, after making the distribution, we would be undercapitalized, except the Director of FHFA may permit us to
repurchase shares if the repurchase is made in connection with the issuance of additional shares or obligations in at least an
equivalent amount and will reduce our financial obligations or otherwise improve our financial condition.
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Holders

As of January 31, 2015, we had approximately 13,000 registered holders of record of our common stock. In addition, as of
January 31, 2015, Treasury held a warrant giving it the right to purchase shares of our common stock equal to 79.9% of the
total number of shares of our common stock outstanding on a fully diluted basis on the date of exercise.

Recent Sales of Unregistered Securities

Under the terms of our senior preferred stock purchase agreement with Treasury, we are prohibited from selling or issuing
our equity interests, other than as required by (and pursuant to) the terms of a binding agreement in effect on September 7,
2008, without the prior written consent of Treasury. During the quarter ended December 31, 2014, we did not issue any
equity securities.

Information about Certain Securities Issuances by Fannie Mae

Pursuant to SEC regulations, public companies are required to disclose certain information when they incur a material direct
financial obligation or become directly or contingently liable for a material obligation under an off-balance sheet
arrangement. The disclosure must be made in a current report on Form 8-K under Item 2.03 or, if the obligation is incurred in
connection with certain types of securities offerings, in prospectuses for that offering that are filed with the SEC.

Because the securities we issue are exempted securities under the Securities Act of 1933, we do not file registration
statements or prospectuses with the SEC with respect to our securities offerings. To comply with the disclosure requirements
of Form 8-K relating to the incurrence of material financial obligations, we report our incurrence of these types of
obligations either in offering circulars or prospectuses (or supplements thereto) that we post on our Web site or in a current
report on Form 8-K that we file with the SEC, in accordance with a “no-action” letter we received from the SEC staff in
2004. In cases where the information is disclosed in a prospectus or offering circular posted on our Web site, the document
will be posted on our Web site within the same time period that a prospectus for a non-exempt securities offering would be
required to be filed with the SEC.

The Web site address for disclosure about our debt securities is www.fanniemae.com/debtsearch. From this address,
investors can access the offering circular and related supplements for debt securities offerings under Fannie Mae’s universal
debt facility, including pricing supplements for individual issuances of debt securities.

Disclosure about our obligations pursuant to some of the MBS we issue, some of which may be off-balance sheet
obligations, can be found at www.fanniemae.com/mbsdisclosure. From this address, investors can access information and
documents about our MBS, including prospectuses and related prospectus supplements.

We are providing our Web site address solely for your information. Information appearing on our Web site is not
incorporated into this report.

Our Purchases of Equity Securities

We did not repurchase any of our equity securities during the fourth quarter of 2014.
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Item 6. Selected Financial Data

The selected consolidated financial data displayed below are summarized from our results of operations for the five-year
period ended December 31, 2014, as well as selected consolidated balance sheet data as of the end of each year within this
five-year period. This data should be reviewed in conjunction with the audited consolidated financial statements and related
notes and with the MD&A included in this annual report on Form 10-K.

For the Year Ended December 31,
2014 2013 2012 2011 2010

(Dollars in millions)

Statement of operations data:

Net revenues"” $ 25,855 $ 26,334 $ 22,988 $ 20,444 $ 17,493
Net income (loss) attributable to Fannie
Mae 14,208 83,963 17,224 (16,855) (14,014)
New business purchase data:
New business purchases® $ 409,834 $ 759,535 $ 867,387 $ 580,574 $ 625,282
Performance ratios:
Net interest yield® 0.63 % 0.70 % 0.68 % 0.60 % 051 %
Credit loss ratio (in basis points)® 19.4 bps 14.7 bps 48.2 bps 61.3 bps 77.4 bps
As of December 31,
2014 2013 2012 2011 2010

(Dollars in millions)

Balance sheet data:

Investments in securities $ 62,158 $ 68939 $ 103,876 $ 151,780 $ 151,248
Mortgage loans, net of allowance® 3,019,494 3,026,240 2,949,406 2,898,621 2,923,720
Total assets 3,248,176 3,270,108 3,222,422 3,211,484 3,221,972
Short-term debt 106,572 74,449 108,716 151,725 157,243
Long-term debt 3,115,583 3,160,074 3,080,801 3,038,147 3,039,757
Total liabilities 3,244,456 3,260,517 3,215,198 3,216,055 3,224,489
Senior preferred stock 117,149 117,149 117,149 112,578 88,600
Preferred stock 19,130 19,130 19,130 19,130 20,204
Total Fannie Mae stockholders’ equity (deficit) 3,680 9,541 7,183 (4,624) (2,599)
Net worth surplus (deficit) 3,720 9,591 7,224 (4,571) (2,517)
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As of December 31,
2014 2013 2012 2011 2010

(Dollars in millions)
Book of business data:
Mortgage credit book of business® $ 3,091,102 $3,136,765 $3,116,842 $3,127,634 $3,156,192
Guaranty book of business” 3,056,219 3,090,538 3,039,457 3,037,549 3,054,488

Credit quality:
Total troubled debt restructurings on

accrual status $ 145,294 $ 141,227 $ 136,064 $ 108,797 $ 82,702
Total nonaccrual loans® 64,959 83,606 114,833 143,152 170,877
Total loss reserves 38,173 47,290 62,629 76,938 66,251
Total loss reserves as a percentage of

total guaranty book of business 1.25 % 1.53 % 2.06 % 2.53 % 2.17 %
Total loss reserves as a percentage of

total nonaccrual loans 58.76 56.56 54.54 53.75 38.77

(" Consists of net interest income and fee and other income.

@ New business purchases consist of single-family and multifamily whole mortgage loans purchased during the period and single-family
and multifamily mortgage loans underlying lender swaps issued during the period.

) Calculated based on net interest income for the reporting period divided by the average balance of total interest-earning assets during
the period, expressed as a percentage.

@ Consists of (a) charge-offs, net of recoveries and (b) foreclosed property expense (income) for the reporting period (adjusted to exclude
the impact of fair value losses resulting from credit-impaired loans acquired from MBS trusts) divided by the average guaranty book of
business during the period, expressed in basis points. See “MD&A—Consolidated Results of Operations—Credit-Related
Income—Credit Loss Performance Metrics” for a discussion of how our credit loss metrics are calculated.

() Mortgage loans consist solely of domestic residential real-estate mortgages.

©  Refers to the sum of the unpaid principal balance of: (a) mortgage loans of Fannie Mae; (b) mortgage loans underlying Fannie Mae
MBS; (¢) non-Fannie Mae mortgage-related securities held in our retained mortgage portfolio; and (d) other credit enhancements that
we provide on mortgage assets.

@ Reflects mortgage credit book of business less non-Fannie Mae mortgage-related securities held in our retained mortgage portfolio for
which we do not provide a guaranty.

®  We generally classify single-family loans as nonaccrual when the payment of principal or interest on the loan is 60 days or more past
due. Includes off-balance sheet loans in unconsolidated Fannie Mae MBS trusts that would meet our criteria for nonaccrual status if the
loans had been on-balance sheet.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

You should read this MD&A in conjunction with our consolidated financial statements as of December 31, 2014 and related
notes to the consolidated financial statements, and with “Business—Executive Summary.” Please also see “Glossary of
Terms Used in This Report.”

This report contains forward-looking statements that are based upon management’s current expectations and are subject to
significant uncertainties and changes in circumstances. Please review “Business—Forward-Looking Statements” for more
information on the forward-looking statements in this report and “Risk Factors” for a discussion of factors that could cause
our actual results to differ, perhaps materially, from our forward-looking statements.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements in accordance with GAAP requires management to make a number of judgments,
estimates and assumptions that affect the reported amount of assets, liabilities, income and expenses in the consolidated
financial statements. Understanding our accounting policies and the extent to which we use management judgment and
estimates in applying these policies is integral to understanding our financial statements. We describe our most significant
accounting policies in “Note 1, Summary of Significant Accounting Policies.”

We evaluate our critical accounting estimates and judgments required by our policies on an ongoing basis and update them
as necessary based on changing conditions. Management has discussed any significant changes in judgments and
assumptions in applying our critical accounting policies with the Audit Committee of our Board of Directors. See “Risk
Factors” for a discussion of the risks associated with the need for management to make judgments and estimates in applying
our accounting policies and methods. We have identified three of our accounting policies as critical because they involve
significant judgments and assumptions about highly complex and inherently uncertain matters, and the use of reasonably
different estimates and assumptions could have a material impact on our reported results of operations or financial condition.
These critical accounting policies and estimates are as follows:

* Fair Value Measurement
« Total Loss Reserves

e Deferred Tax Assets

Fair Value Measurement

The use of fair value to measure our assets and liabilities is fundamental to our financial statements and our fair value
measurement is a critical accounting estimate because we account for and record a portion of our assets and liabilities at fair
value. In determining fair value, we use various valuation techniques. We describe the valuation techniques and inputs used
to determine the fair value of our assets and liabilities and disclose their carrying value and fair value in “Note 18, Fair
Value.”

The fair value accounting rules provide a three-level fair value hierarchy for classifying financial instruments. This hierarchy
is based on whether the inputs to the valuation techniques used to measure fair value are observable or unobservable. Each
asset or liability is assigned to a level based on the lowest level of any input that is significant to its fair value measurement.
The three levels of the fair value hierarchy are described below:

Level 1: Quoted prices (unadjusted) in active markets for identical assets or liabilities.
Level 2: Observable market-based inputs, other than quoted prices in active markets for identical assets or liabilities.
Level 3: Unobservable inputs.

The majority of the financial instruments that we report at fair value in our consolidated financial statements fall within the
Level 2 category and are valued primarily utilizing inputs and assumptions that are observable in the marketplace, that can be
derived from observable market data or that can be corroborated by recent trading activity of similar instruments with similar
characteristics. For example, we generally request non-binding prices from at least three independent pricing services to
estimate the fair value of our trading and available-for-sale securities at an individual security level. We use the average of
these prices to determine the fair value.

In the absence of such information or if we are not able to corroborate these prices by other available, relevant market
information, we estimate their fair values based on single source quotations from brokers or dealers or by using internal
calculations or discounted cash flow techniques that incorporate inputs, such as prepayment rates, discount rates and
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delinquency, default and cumulative loss expectations, that are implied by market prices for similar securities and collateral
structure types. Because this valuation technique relies on significant unobservable inputs, the fair value estimation is
classified as Level 3. The process for determining fair value using unobservable inputs is generally more subjective and
involves a high degree of management judgment and assumptions. These assumptions may have a significant effect on our
estimates of fair value, and the use of different assumptions as well as changes in market conditions could have a material
effect on our results of operations or financial condition.

Fair Value Hierarchy—Level 3 Assets and Liabilities

The assets and liabilities that we have classified as Level 3 consist primarily of financial instruments for which there is
limited market activity and therefore little or no price transparency. As a result, the valuation techniques that we use to
estimate the fair value of Level 3 instruments involve significant unobservable inputs, which generally are more subjective
and involve a high degree of management judgment and assumptions. Our Level 3 assets and liabilities consist of certain
mortgage-backed securities and residual interests, certain mortgage loans, acquired property, certain long-term debt
arrangements and certain highly structured, complex derivative instruments. We provide a detailed discussion of our Level 3
assets and liabilities, including the valuation techniques and significant unobservable inputs used to measure the fair value of
these instruments, in “Note 18, Fair Value.”

Valuation Control Processes

We have control processes that are designed to ensure that our fair value measurements are appropriate and reliable, that they
are based on observable inputs wherever possible and that our valuation approaches are consistently applied and the
assumptions used are reasonable. Our control processes consist of a framework that provides for a segregation of duties and
oversight of our fair value methodologies and valuations, as well as validation procedures. We provide a detailed discussion
of our valuation control processes in “Note 18, Fair Value.”

Total Loss Reserves
Our total loss reserves consist of the following components:
» Allowance for loan losses;
» Allowance for accrued interest receivable;
* Reserve for guaranty losses; and
* Allowance for preforeclosure property tax and insurance receivable.
These components can be further allocated into our single-family and multifamily loss reserves.

We maintain an allowance for loan losses and an allowance for accrued interest receivable for loans classified as held for
investment, including both loans we hold in our portfolio and loans held in consolidated Fannie Mae MBS trusts. We
maintain a reserve for guaranty losses for loans held in unconsolidated Fannie Mae MBS trusts we guarantee and loans we
have guaranteed under long-term standby commitments and other credit enhancements we have provided. We also maintain
an allowance for preforeclosure property tax and insurance receivable on delinquent loans that is included in “Other assets”
in our consolidated balance sheets. These amounts, which we collectively refer to as our total loss reserves, represent
probable losses incurred related to loans in our guaranty book of business, including concessions granted to borrowers upon
modifications of their loans, as of the balance sheet date.

The allowance for loan losses, allowance for accrued interest receivable and allowance for preforeclosure property tax and
insurance receivable are valuation allowances that reflect an estimate of incurred credit losses related to our recorded
investment in loans held for investment. The reserve for guaranty losses is a liability account in our consolidated balance
sheets that reflects an estimate of incurred credit losses related to our guaranty to each unconsolidated Fannie Mae MBS trust
that we will supplement amounts received by the Fannie Mae MBS trust as required to permit timely payments of principal
and interest on the related Fannie Mae MBS. As a result, the guaranty reserve considers not only the principal and interest
due on the loan at the current balance sheet date, but also an estimate of any additional interest payments due to the trust
from the current balance sheet date until the point of loan acquisition or foreclosure. Our loss reserves consist of a specific
loss reserve for individually impaired loans and a collective loss reserve for all other loans.

We have an established process, using analytical tools, benchmarks and management judgment, to determine our loss
reserves. Our process for determining our loss reserves is complex and involves significant management judgment. Although
our loss reserve process benefits from extensive historical loan performance data, this process is subject to risks and
uncertainties, including a reliance on historical loss information that may not be representative of current conditions. We
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continually monitor prepayment, delinquency, modification, default and loss severity trends and periodically make changes
in
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our historically developed assumptions and estimates as necessary to better reflect present conditions, including current
trends in borrower risk and/or general economic trends, changes in risk management practices, and changes in public policy
and the regulatory environment. We also consider the recoveries that we expect to receive on mortgage insurance and other
loan-specific credit enhancements entered into contemporaneously with and in contemplation of a guaranty or loan purchase
transaction, as such recoveries reduce the severity of the loss associated with defaulted loans.

We provide more detailed information on our accounting for the allowance for loan losses in “Note 1, Summary of
Significant Accounting Policies.”

Single-Family Loss Reserves

We establish a specific single-family loss reserve for individually impaired loans, which includes loans we restructure in
TDRs, certain nonperforming loans in MBS trusts and acquired credit-impaired loans that have been further impaired
subsequent to acquisition. The single-family loss reserve for individually impaired loans represents the majority of our
single-family loss reserves due to the high volume of restructured loans. We typically measure impairment based on the
difference between our recorded investment in the loan and the present value of the estimated cash flows we expect to
receive, which we calculate using the effective interest rate of the original loan or the effective interest rate at acquisition for
an acquired credit-impaired loan. However, when foreclosure is probable on an individually impaired loan, we measure
impairment based on the difference between our recorded investment in the loan and the fair value of the underlying
property, adjusted for the estimated discounted costs to sell the property and estimated insurance or other proceeds we expect
to receive. We then allocate a portion of the reserve to interest accrued on the loans as of the balance sheet date.

We establish a collective single-family loss reserve for all other single-family loans in our single-family guaranty book of
business using a model that estimates the probability of default of loans to derive an overall loss reserve estimate given
multiple factors such as: origination year, mark-to-market LTV ratio, delinquency status and loan product type. The loss
severity estimates we use in determining our loss reserves reflect current available information on actual events and
conditions as of each balance sheet date, including current home prices. Our loss severity estimates do not incorporate
assumptions about future changes in home prices. We do, however, use recent regional historical sales and appraisal
information, including the sales of our own foreclosed properties, to develop our loss severity estimates for all loan
categories. We then allocate a portion of the reserve to interest accrued on the loans as of the balance sheet date.

In the third quarter of 2014, we updated the model and the assumptions used to estimate cash flows for individually impaired
single-family loans within our allowance for loan losses. In addition to incorporating recent loan performance, this update
better captures regional variations in expected future cash flows, particularly with respect to expectations of future home
prices. This update resulted in a decrease to our allowance for loan losses and an incremental benefit for credit losses of
approximately $600 million.

Multifamily Loss Reserves

We establish a collective multifamily loss reserve for all loans in our multifamily guaranty book of business that are not
individually impaired using an internal model that applies loss factors to loans in similar risk categories. Our loss factors are
developed based on our historical default and loss severity experience. Management may also apply judgment to adjust the
loss factors derived from our models, taking into consideration model imprecision and specific, known events, such as
current credit conditions, that may affect the credit quality of our multifamily loan portfolio but are not yet reflected in our
model-generated loss factors. We then allocate a portion of the reserve to interest accrued on the loans as of the balance sheet
date.

We establish a specific multifamily loss reserve for multifamily loans that we determine are individually impaired. We
identify multifamily loans for evaluation for impairment through a credit risk assessment process. As part of this assessment
process, we stratify multifamily loans into different internal risk categories based on the credit risk inherent in each
individual loan and management judgment. We categorize loan credit risk, taking into consideration available operating
statements and expected cash flows from the underlying property, the estimated value of the property, the historical loan
payment experience and current relevant market conditions that may impact credit quality. If we conclude that a multifamily
loan is impaired, we measure the impairment based on the difference between our recorded investment in the loan and the
fair value of the underlying property less the estimated discounted costs to sell the property and any lender loss sharing or
other proceeds we expect to receive. When a multifamily loan is deemed individually impaired because we have modified it,
we measure the impairment based on the difference between our recorded investment in the loan and the present value of
expected cash flows discounted at the loan’s original interest rate unless foreclosure is probable, at which time we measure
impairment the same way we measure it for other individually impaired multifamily loans. We then allocate a portion of the
reserve to interest accrued on the loans as of the balance sheet date.
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Deferred Tax Assets

We recognize deferred tax assets and liabilities for future tax consequences arising from differences between the carrying
amounts of existing assets and liabilities under GAAP and their respective tax bases, and for net operating loss carryforwards
and tax credit carryforwards. We evaluate the recoverability of our deferred tax assets as of the end of each quarter, weighing
all positive and negative evidence, and are required to establish or maintain a valuation allowance for these assets if we
determine that it is more likely than not that some or all of the deferred tax assets will not be realized. The weight given to
the evidence is commensurate with the extent to which the evidence can be objectively verified. If negative evidence exists,
positive evidence is necessary to support a conclusion that a valuation allowance is not needed.

As of December 31, 2012, we had a valuation allowance against our deferred tax assets of $58.9 billion. After weighing all
of the evidence, we determined that the positive evidence in favor of releasing the valuation allowance, particularly the
evidence that was objectively verifiable, outweighed the negative evidence against releasing the allowance as of March 31,
2013. Therefore, we concluded that it was more likely than not that our deferred tax assets, except the deferred tax assets
relating to capital loss carryforwards, would be realized. As a result, we released the valuation allowance on our deferred tax
assets as of March 31, 2013, except for amounts that were expected to be released against income before federal income
taxes for the remainder of the year. We recognized a benefit for federal income taxes of $58.3 billion in our consolidated
statement of operations and comprehensive income for the year ended December 31, 2013 related to the release of the
valuation allowance against our deferred tax assets, partially offset by our 2013 provision for federal income taxes, resulting
in a net tax benefit of $45.4 billion in 2013.

As of December 31, 2014, we continued to conclude that the positive evidence in favor of the recoverability of our deferred
tax assets outweighed the negative evidence and that it was more likely than not that our deferred tax assets, except the
deferred tax assets relating to capital loss carryforwards, will be realized. The balance of our net deferred tax assets was
$42.2 billion as of December 31, 2014, compared with net deferred tax assets of $47.6 billion as of December 31, 2013.

CONSOLIDATED RESULTS OF OPERATIONS

This section provides a discussion of our consolidated results of operations for the periods indicated and should be read
together with our consolidated financial statements, including the accompanying notes.

Table 7 displays a summary of our consolidated results of operations for the periods indicated.

Table 7: Summary of Consolidated Results of Operations

For the Year Ended December 31, Variance
2014 2013 2012 2014 vs. 2013 2013 vs. 2012
(Dollars in millions)
Net interest income $19,968 $22,404 $21,501 $ (2,436) $ 903
Fee and other income 5,887 3,930 1,487 1,957 2,443
Net revenues 25,855 26,334 22,988 (479) 3,346
Investment gains (losses), net 936 1,127 (226) (191) 1,353
Fair value (losses) gains, net (4,833) 2,959 (2,977) (7,792) 5,936
Administrative expenses 2,777)  (2,545) (2,367) (232) (178)
Credit-related income
Benefit for credit losses 3,964 8,949 852 (4,985) 8,097
Foreclosed property (expense) income (142) 2,839 254 (2,981) 2,585
Total credit-related income 3,822 11,788 1,106 (7,966) 10,682
Other non-interest expenses" (1,853)  (1,096) (1,304) (757) 208
Income before federal income taxes 21,150 38,567 17,220 (17,417) 21,347
(Provision) benefit for federal income taxes (6,941) 45415 — (52,356) 45,415
Net income 14,209 83,982 17,220 (69,773) 66,762
Less: Net (income) loss attributable to noncontrolling interest )] (19) 4 18 (23)
Net income attributable to Fannie Mae $14,208 $83,963 $17,224  $(69,755) $ 66,739

Total comprehensive income attributable to Fannie Mae
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$14,738 $84,782 §18,843  $(70,044) $ 65,939
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M Consists of TCCA fees, debt extinguishment gains (losses), net, and other expenses, net.

We recognized income of $5.7 billion in both 2014 and 2013, and $1.9 billion in 2012, as a result of resolution agreements
we reached relating to PLS sold to us, representation and warranty matters and compensatory fees. These amounts are
included in net interest income, fee and other income, benefit for credit losses and foreclosed property (expense) income in
our consolidated result of operations. We expect income from resolution agreements will be significantly lower in future
years.

Net Interest Income

We currently have two primary sources of net interest income: (1) the difference between interest income earned on the
assets in our retained mortgage portfolio and the interest expense associated with the debt that funds those assets; and (2) the
guaranty fees we receive for managing the credit risk on loans underlying Fannie Mae MBS held by third parties, which we
refer to as mortgage loans of consolidated trusts.

Table 8 displays an analysis of our net interest income, average balances, and related yields earned on assets and incurred on
liabilities for the periods indicated. For most components of the average balances, we use a daily weighted average of
amortized cost. When daily average balance information is not available, such as for mortgage loans, we use monthly
averages. Table 9 displays the change in our net interest income between periods and the extent to which that variance is
attributable to: (1) changes in the volume of our interest-earning assets and interest-bearing liabilities or (2) changes in the
interest rates of these assets and liabilities.
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Table 8: Analysis of Net Interest Income and Yield

For the Year Ended December 31,

2014 2013 2012
Interest Average Interest Average Interest Average
Average Income/ Rates Average Income/ Rates Average Income/ Rates
Balance Expense Earned/Paid Balance Expense  Earned/Paid Balance Expense  Earned/Paid
(Dollars in millions)
Interest-earning assets:
Mortgage loans of
Fannie Mae $ 286,042 $ 10,285 360 % $ 326,399 $ 12,790 392 % $ 370,455 $ 14,255 3.85%
Mortgage loans of
consolidated trusts 2,769,418 101,835 3.68 2,710,838 101,448 3.74 2,621,317 110,451 4.21
Total mortgage loans”  3,055.460 112,120 3.67 3,037,237 114,238 3.76 2,991,772 124,706 4.17
Mortgage-related
securities 143,934 6,713 4.66 203,514 9,330 4.58 268,761 12,709 4.73
Elimination of Fannie
Mae MBS held in
retained mortgage
portfolio (98,778)  (4,572)  4.63 (133,243)  (6,236)  4.68 (173,933)  (8,492) 4588
Total mortgage-related
securities, net 45,156 2,141 4.74 70,271 3,094 4.40 94,828 4,217 4.45
Non-mortgage securities
@ 35,184 34 0.10 41,484 42 0.10 50,282 71 0.14
Federal funds sold and
securities purchased
under agreements to
resell or similar
arrangements 33,631 32 0.10 61,644 68 0.11 38,708 73 0.19
Advances to lenders 3,454 78 2.26 5,115 107 2.09 6,220 123 1.98
Total interest-earning assets $3,172,885  $114,405 3.61 % $3,215751 §117,549 3.66 % $3,181,810 129,190 4.06 %
Interest-bearing liabilities:
Short-term debt $ 86,866 $ 92 011 % $ 95,098 128 0.13 % $ 102,877 $ 147 0.14 %
Long-term debt 398,876 8,508 2.13 498,735 10,263 2.06 561,280 11,925 2.12
Total short-term and
long-term funding
debt 485,742 8,600 1.77 593,833 10,391 1.75 664,157 12,072 1.82
Debt securities of
consolidated trusts 2,824,638 90,409 3.20 2,783,622 90,990 3.27 2,697,592 104,109 3.86
Elimination of Fannie
Mae MBS held in
retained mortgage
portfolio 98,778)  (4,572)  4.63 (133243)  (6236)  4.68 (173,933)  (8,492)  4.88
Total debt securities of
consolidated trusts
held by third parties 2,725,860 85,837 3.15 2,650,379 84,754 3.20 2,523,659 95,617 3.79
Total interest-bearing
liabilities $3,211,602  § 94,437 294 % $3.244212 § 95,145 293 % $3,187.816  $107,689 3.38%
Net interest income/net
interest yield $ 19,968 0.63 % $ 22,404 0.70 % $ 21,501 0.68 %

Selected benchmark interest rates

3-month LIBOR

As of December 31,

2014

2013 2012

0.26 %

0.25 % 0.31 %
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2-year swap rate 0.90 0.49 0.39
5-year swap rate 1.77 1.79 0.86
30-year Fannie Mae MBS par coupon rate 2.83 3.61 2.23

(M Average balance includes mortgage loans on nonaccrual status. Interest income on nonaccrual mortgage loans is recognized when
cash is received. Interest income not recognized for loans on nonaccrual status was $1.8 billion, $2.8 billion and $4.0 billion for the
years ended December 31, 2014, 2013 and 2012, respectively.

@ Includes cash equivalents.
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Table 9: Rate/Volume Analysis of Changes in Net Interest Income

2014 vs. 2013 2013 vs. 2012
Total Variance Due to:" Total Variance Due to:"
Variance Volume Rate Variance Volume Rate

(Dollars in millions)

Interest income:

Mortgage loans of Fannie Mae $ (2,505) $(1,503) $(1,002) $ (1,465) $(1,722) $§ 257
Mortgage loans of consolidated trusts 387 2,171 (1,784) (9,003) 3,673  (12,676)
Total mortgage loans (2,118) 668 (2,786) (10,468) 1,951  (12,419)
Total mortgage-related securities, net (953) (1,180) 227 (1,123)  (1,085) (38)
Non-mortgage securities® ®) (6) 2) (29) (11) (18)
Federal funds sold and securities purchased under
agreements to resell or similar arrangements (36) (28) (®) %) 33 (38)
Advances to lenders (29) (37) 8 (16) (23) 7
Total interest income $(3,144) $§ (583) $(2,561) $(11,641) $§ 865 $(12,506)
Interest expense:
Short-term debt (36) (10) (26) (19) (10) 9
Long-term debt (1,755)  (2,118) 363 (1,662)  (1,297) (365)
Total short-term and long-term funding debt (1,791)  (2,128) 337 (1,681)  (1,307) (374)
Total debt securities of consolidated trusts held by third
parties 1,083 2,925 (1,842) (10,863) 5,150  (16,013)
Total interest expense $§ (708) $§ 797 $(1,505) $(12,544) $ 3,843 $(16,387)
Net interest income $ (2,436) $(1,380) $(1,056) $ 903 $(2,978) $ 3,881

(M Combined rate/volume variances are allocated to both rate and volume based on the relative size of each variance.

@ Includes cash equivalents.

Net interest income decreased in 2014 compared with 2013, primarily due to a decline in the average balance of our retained
mortgage portfolio as we continued to reduce this portfolio pursuant to the requirements of our senior preferred stock
purchase agreement with Treasury and FHFA’s additional portfolio cap. The average balance of our retained mortgage
portfolio was 19% lower in 2014 than in 2013. See “Business Segment Results—The Capital Markets Group’s Mortgage
Portfolio” for more information about our retained mortgage portfolio. The decrease in net interest income was partially
offset by increased guaranty fee revenue, as loans with higher guaranty fees have become a larger part of our guaranty book
of business. We recognize almost all of our guaranty fee revenue in net interest income due to the consolidation of the
substantial majority of loans underlying our MBS trusts on our balance sheet.

Net interest yield decreased in 2014 compared with 2013 due to the decline in the percentage of net interest income from our
retained mortgage portfolio, which has a higher net interest yield than the net interest yield from guaranty fees.

Net interest income increased in 2013 compared with 2012, primarily due to: (1) an increase in net amortization income
related to mortgage loans and debt of consolidated trusts driven by an increase in prepayments; (2) higher guaranty fees,
primarily due to the impact of an average increase in single-family guaranty fees of 10 basis points implemented during the
fourth quarter of 2012 and the 10 basis point increase in single-family guaranty fees related to the TCCA implementation on
April 1, 2012; and (3) and a reduction in interest income not recognized on nonaccrual mortgage loans. The increase in net
interest income was partially offset by lower interest income on mortgage loans and securities held in our retained mortgage
portfolio, primarily due to a decrease in their average balance. The average balance of our retained mortgage portfolio was
17% lower in 2013 than in 2012.

We initially recognize mortgage loans and debt of consolidated trusts in our consolidated balance sheets at fair value. We
recognize the difference between: (1) the initial fair value of the consolidated trust’s mortgage loans and debt and (2) the
unpaid principal balance as cost basis adjustments in our consolidated balance sheets. We amortize cost basis adjustments,
including premiums and discounts on mortgage loans and securities, as a yield adjustment over the contractual life of the
loan or security as a component of net interest income. Net unamortized premiums on debt of consolidated trusts exceeded

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 144 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 144 of 554

net unamortized premiums on the related mortgage loans of consolidated trusts by $29.3 billion as of December 31, 2014,
compared with $25.0 billion as of December 31, 2013. This net premium position represents deferred revenue, which is

71

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 145 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 145 of 554

amortized within net interest income. This deferred revenue primarily relates to upfront fees we receive from lenders for
loans with greater credit risk and upfront payments we receive from lenders to adjust the monthly contractual guaranty fee
rate on Fannie Mae MBS so that the pass-through coupon rate on the MBS is in a tradable increment of a whole or half
percent.

We had $13.0 billion in net unamortized discounts and other cost basis adjustments on mortgage loans of Fannie Mae
included in our consolidated balance sheets as of December 31, 2014, compared with $14.3 billion as of December 31, 2013.
These discounts and other cost basis adjustments were primarily recorded upon the acquisition of credit-impaired loans and
the extent to which we may record them as income in future periods will be based on the actual performance of the loans.

For a discussion of the interest income from the assets we have purchased and the interest expense from the debt we have
issued, see the discussion of our net interest income in “Business Segment Results—Capital Markets Group Results.”
Fee and Other Income

Fee and other income includes transaction fees, technology fees, multifamily fees and other miscellaneous income. Fee and
other income increased in 2014 compared with 2013 primarily due to an increase in income recognized as a result of
settlement agreements resolving certain lawsuits relating to PLS sold to us from $2.2 billion in 2013 to $4.8 billion in 2014.

Investment Gains (Losses), Net

Investment gains (losses), net include gains and losses recognized from the sale of available-for-sale (“AFS”) securities,
gains and losses recognized on the securitization of loans and securities from our retained mortgage portfolio, and net other-
than-temporary impairments recognized on our investments. Investment gains decreased in 2014 compared with 2013
primarily due to a significantly lower volume of sales of non-agency mortgage-related securities in 2014 as compared with
2013. See “Business Segment Results—The Capital Markets Group’s Mortgage Portfolio” and “Consolidated Balance Sheet
Analysis—Investments in Securities” for additional information on our mortgage-related securities portfolio.

Fair Value (Losses) Gains, Net

Table 10 displays the components of our fair value gains and losses.
Table 10: Fair Value (Losses) Gains, Net

For the Year Ended December 31,
2014 2013 2012

(Dollars in millions)

Risk management derivatives fair value (losses) gains attributable to:

Net contractual interest expense accruals on interest rate swaps $(1,062) § (767) § (1,430)
Net change in fair value during the period (3,562) 3,546 (508)
Total risk management derivatives fair value (losses) gains, net (4,624) 2,779 (1,938)
Mortgage commitment derivatives fair value (losses) gains, net (1,140) 501 (1,688)
Total derivatives fair value (losses) gains, net (5,764) 3,280 (3,626)
Trading securities gains, net 485 260 1,004
Other, net 446 (581) (355)
Fair value (losses) gains, net $(4,833) $ 2959 $(2,977)

As of December 31,

2014 2013 2012
5-year swap rate 1.77% 1.79% 0.86%
10-year swap rate 2.28% 3.09% 1.84%

(M Consists of debt fair value gains (losses), net; debt foreign exchange gains (losses), net; and mortgage loans fair value gains (losses),
net.

We expect volatility from period to period in our financial results from a number of factors, particularly changes in market
conditions that result in fluctuations in the estimated fair value of the financial instruments that we mark to market through
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our earnings. These instruments include derivatives and certain securities. The estimated fair value of our derivatives and
securities may fluctuate substantially from period to period because of changes in interest rates, the yield curve, mortgage
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spreads and implied volatility, as well as activity related to these financial instruments. We use derivatives to manage the
interest rate risk exposure of our net portfolio, which consists of our retained mortgage portfolio, cash and other investments
portfolio, and our outstanding debt of Fannie Mae. Some of these financial instruments in our net portfolio are not recorded
at fair value in our consolidated financial statements, and as a result we may experience accounting gains or losses due to
changes in interest rates or other market conditions that may not be indicative of the economic interest rate risk exposure of
our net portfolio.

Risk Management Derivatives Fair Value (Losses) Gains, Net

Risk management derivative instruments are an integral part of our interest rate risk management strategy. We supplement
our issuance of debt securities with derivative instruments to further reduce duration risk, which includes prepayment risk.
We purchase option-based risk management derivatives to economically hedge prepayment risk. In cases where options
obtained through callable debt issuances are not needed for risk management derivative purposes, we may sell options in the
over-the-counter derivatives market in order to offset the options obtained in the callable debt. Our principal purpose in using
derivatives is to manage our aggregate interest rate risk profile within prescribed risk parameters. We generally use only
derivatives that are relatively liquid and straightforward to value. We consider the cost of derivatives used in our
management of interest rate risk to be an inherent part of the cost of funding and hedging our mortgage investments and
economically similar to the interest expense that we recognize on the debt we issue to fund our mortgage investments.

We present, by derivative instrument type, the fair value gains and losses on our derivatives in “Note 9, Derivative
Instruments.”

The primary factors affecting the fair value of our risk management derivatives include the following:

*  Changes in interest rates: Our derivatives, in combination with our issuances of debt securities, are intended to
offset changes in the fair value of our mortgage assets. Mortgage assets tend to increase in value when interest rates
decrease and, conversely, decrease in value when interest rates rise. Pay-fixed swaps decrease in value and receive-
fixed swaps increase in value as swap rates decrease (with the opposite being true when swap rates increase).
Because the composition of our pay-fixed and receive-fixed derivatives varies across the yield curve, the overall fair
value gains and losses of our derivatives are sensitive to flattening and steepening of the yield curve.

» Implied interest rate volatility: Our derivatives portfolio includes option-based derivatives, which we purchase to
economically hedge the prepayment option embedded in our mortgage investments and sell to offset the options
obtained through callable debt issuances when those options are not needed for risk management purposes. A key
variable in estimating the fair value of option-based derivatives is implied volatility, which reflects the market’s
expectation of the magnitude of future changes in interest rates. Assuming all other factors are held equal, including
interest rates, a decrease in implied volatility would reduce the fair value of our purchased options and an increase
in implied volatility would increase the fair value of our purchased options, while having the opposite effect on the
options that we have sold.

e Changes in our derivative activity: As interest rates change, we are likely to rebalance our portfolio to manage our
interest rate exposure. As interest rates decrease, expected mortgage prepayments are likely to increase, which
reduces the duration of our mortgage investments. In this scenario, we generally will rebalance our existing
portfolio to manage this risk by adding receive-fixed swaps, which shortens the duration of our liabilities.
Conversely, when interest rates increase and the duration of our mortgage assets increases, we are likely to add pay-
fixed swaps, which have the effect of extending the duration of our liabilities. We use derivatives to rebalance our
portfolio when the duration of our mortgage assets changes as the result of mortgage purchases or sales. We also
use foreign-currency swaps to manage the foreign exchange impact of our foreign currency-denominated debt
issuances.

o Time value of purchased options: Intrinsic value and time value are the two primary components of an option’s
price. The intrinsic value is determined by the amount by which the market rate exceeds or is below the exercise, or
strike rate, such that the option is in-the-money. The time value of an option is the amount by which the price of an
option exceeds its intrinsic value. Time decay refers to the diminishing value of an option over time as less time
remains to exercise the option.

We recognized risk management derivative fair value losses in 2014 primarily as a result of decreases in the fair value of our
pay-fixed derivatives due to declines in longer-term swap rates during the year. We recognized risk management derivative
fair value gains in 2013 primarily as a result of increases in the fair value of our pay-fixed derivatives as longer-term swap
rates increased during the year. We recognized risk management derivative fair value losses in 2012 primarily as a result of
decreases in the fair value of our pay-fixed derivatives due to declines in swap rates during the year.
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Because risk management derivatives are an important part of our interest rate risk management strategy, it is important to
evaluate the impact of our derivatives in the context of our overall interest rate risk profile and in conjunction with the other
mark-to-market gains and losses presented in Table 10. For additional information on our use of derivatives to manage
interest rate risk, see “Risk Management—Market Risk Management, Including Interest Rate Risk Management—Interest
Rate Risk Management.”

Mortgage Commitment Derivatives Fair Value (Losses) Gains, Net

Certain commitments to purchase or sell mortgage-related securities and to purchase single-family mortgage loans are
generally accounted for as derivatives. For open mortgage commitment derivatives, we include changes in their fair value in
our consolidated statements of operations and comprehensive income. When derivative purchase commitments settle, we
include the fair value of the commitment on the settlement date in the cost basis of the loan or security we purchase. When
derivative commitments to sell securities settle, we include the fair value of the commitment on the settlement date in the
cost basis of the security we sell. Purchases of securities issued by our consolidated MBS trusts are treated as
extinguishments of debt; we recognize the fair value of the commitment on the settlement date as a component of debt
extinguishment gains and losses. Sales of securities issued by our consolidated MBS trusts are treated as issuances of
consolidated debt; we recognize the fair value of the commitment on the settlement date as a component of debt in the cost
basis of the debt issued.

We recognized fair value losses on our mortgage commitments in 2014 primarily due to losses on commitments to sell
mortgage-related securities driven by an increase in prices as interest rates decreased during the commitment period. We
recognized fair value gains on our mortgage commitments in 2013 primarily due to gains on commitments to sell mortgage-
related securities driven by a decrease in prices as interest rates increased during the commitment period. We recognized fair
value losses on our mortgage commitments in 2012 primarily due to losses on commitments to sell mortgage-related
securities driven by an increase in prices as interest rates decreased during the commitment period.

Trading Securities Gains, Net

Gains from trading securities in 2014 were primarily driven by higher prices on our trading investments resulting from lower
long-term interest rates, in addition to a narrowing of credit spreads on PLS.

Gains from trading securities in 2013 were primarily driven by higher prices on Alt-A and subprime PLS due to narrowing of
credit spreads on these securities, as well as improvements in the credit outlook of certain financial guarantors of these
securities. These gains were partially offset by losses on commercial mortgage-backed securities (“CMBS”) and agency
securities due to lower prices resulting from higher interest rates. Gains from our trading securities in 2012 were primarily
driven by the narrowing of credit spreads on CMBS.

We provide additional information on our trading and available-for-sale securities in “Consolidated Balance Sheet
Analysis—Investments in Securities.”

Administrative Expenses

Administrative expenses increased in 2014 compared with 2013 driven by costs related to the execution of FHFA’s 2014
conservatorship scorecard objectives and additional related initiatives. See “Executive Summary—Helping to Build a
Sustainable Housing Finance System” for additional information on FHFA’s conservatorship scorecard objectives and other
initiatives. These costs more than offset reductions in our ongoing operating costs. We have terminated our defined benefit
pension plans and expect to settle and distribute all benefits under these plans during 2015. We expect that upon settlement,
all related amounts currently recognized in accumulated other comprehensive income will be reclassified to administrative
expenses. We expect this reclassification will increase our administrative expenses and will be offset by an increase in other
comprehensive income with no material impact to our total comprehensive income during 2015. We expect the execution of
our strategic goals will also contribute to an increase in our administrative expenses in 2015.

Administrative expenses increased in 2013 compared with 2012 driven by costs related to the execution of FHFA’s 2013
conservatorship scorecard objectives, as well as costs associated with FHFA’s private-label mortgage-related securities
litigation. These costs more than offset reductions in our ongoing operating costs.

Credit-Related Income

We refer to our (benefit) provision for loan losses and (benefit) provision for guaranty losses collectively as our “(benefit)
provision for credit losses.” Credit-related (income) expense consists of our (benefit) provision for credit losses and
foreclosed property expense (income).
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(Benefit) Provision for Credit Losses

Our total loss reserves provide for an estimate of credit losses incurred in our guaranty book of business, including
concessions we granted borrowers upon modification of their loans. We establish our loss reserves through our provision for
credit losses for losses that we believe have been incurred and will eventually be realized over time in our financial
statements. When we reduce our loss reserves, we recognize a benefit for credit losses. When we determine that a loan is
uncollectible, typically upon foreclosure, we recognize a charge-off against our loss reserves. We record recoveries of
previously charged-off amounts as a reduction to charge-offs.

Table 11 displays the components of our total loss reserves and our total fair value losses previously recognized on loans
purchased out of unconsolidated MBS trusts reflected in our consolidated balance sheets. Because these fair value losses
lowered our recorded loan balances, we have fewer inherent losses in our guaranty book of business and consequently
require lower total loss reserves. For these reasons, we consider these fair value losses as an “effective reserve,” apart from
our total loss reserves, to the extent that we expect to realize these amounts as credit losses on the acquired loans in the
future. The fair value losses shown in Table 11 represent credit losses we expect to realize in the future or amounts that will
eventually be recovered, either through net interest income for loans that cure or through foreclosed property income for
loans where the sale of the collateral exceeds our recorded investment in the loan. We exclude these fair value losses from
our credit loss calculation as described in “Credit Loss Performance Metrics.”

Table 11: Total Loss Reserves

As of December 31,
2014 2013
(Dollars in millions)
Allowance for loan losses $35,541 $43,846
Reserve for guaranty losses 1,246 1,449
Combined loss reserves 36,787 45,295
Allowance for accrued interest receivable 723 1,156
Allowance for preforeclosure property taxes and insurance receivable 663 839
Total loss reserves 38,173 47,290
Fair value losses previously recognized on acquired credit-impaired loans®” 9,864 11,316
Total loss reserves and fair value losses previously recognized on acquired credit-impaired
loans $48,037 $58,606

(M Represents the fair value losses on loans purchased out of unconsolidated MBS trusts reflected in our consolidated balance sheets.
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Table 12 displays changes in our combined loss reserves.
Table 12: Changes in Combined Loss Reserves

For the Year Ended December 31,
2014 2013 2012 2011 2010

(Dollars in millions)

Changes in combined loss reserves:

Beginning balance $45,295 $60,026 §$73,150 $61,879 $64,355
Adoption of consolidation accounting guidance — — — — (10,527)
(Benefit) provision for credit losses (3,964) (8,949) (852) 26,718 24,896
Charge-offs (6,589) (9,017)  (15,313)  (21,308)  (23,081)
Recoveries 1,436 2,627 1,856 5,277 3,082
Other™® 609 608 1,185 584 3,154

Ending balance $36,787 $45295 $60,026 $73,150 $61,879

Allocation of combined loss reserves:
Balance at end of each period attributable to:

Single-family $36,383 $44,705 $58,809 §$71,512 $60,163
Multifamily 404 590 1,217 1,638 1,716
Total $36,787 $45295 $60,026 $73,150 $61,879

Single-family and multifamily combined loss reserves as a
percentage of applicable guaranty book of business:

Single-family 1.28% 1.55% 2.08% 2.52% 2.10%

Multifamily 0.20 0.29 0.59 0.84 0.91
Combined loss reserves as a percentage of:

Total guaranty book of business 1.20% 1.47% 1.97% 2.41% 2.03%

Recorded investment in nonaccrual loans 56.63 54.20 52.31 51.15 36.23

Certain higher risk loan categories as a percentage of
single-family combined loss reserves:

2005-2008 loan vintages 81% 84% 85% 88% 91%
Alt-A loans 25 26 27 29 30

(M Amounts represent the net activity recorded in our allowances for accrued interest receivable and preforeclosure property taxes and
insurance receivable from borrowers. The (benefit) provision for credit losses, charge-offs and recoveries activity included in this table
reflects all changes for both the allowance for loan losses and the valuation allowances for accrued interest and preforeclosure property
taxes and insurance receivable that relate to the mortgage loans.

Our benefit or provision for credit losses continues to be a key driver of our results for each period presented. The amount of
our benefit or provision for credit losses varies from period to period based on changes in actual and expected home prices,
borrower payment behavior, the types and volumes of loss mitigation activities and foreclosures completed, and actual and
estimated recoveries from our mortgage insurer counterparties. See “Risk Management—Credit Risk
Management—Institutional Counterparty Credit Risk Management” for information on mortgage insurers. In addition, our
benefit or provision for credit losses and our loss reserves can be impacted by updates to the models, assumptions and data
used in determining our allowance for loan losses.

We recognized a benefit for credit losses in 2014 primarily due to increases in home prices of 4.7% in 2014. Higher home
prices decrease the likelihood that loans will default and reduce the amount of credit loss on loans that do default, which
impacts our estimate of losses and ultimately reduces our total loss reserves and provision for credit losses. In addition,
mortgage interest rates declined in 2014 resulting in higher discounted cash flow projections on our individually impaired
loans. Lower mortgage interest rates shorten the expected lives of modified loans, which reduces the impairment on these
loans and results in a decrease in the provision for credit losses. In the third quarter of 2014, we updated the model and the
assumptions used to estimate cash flows for individually impaired single-family loans within our allowance for loan losses,
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which resulted in a decrease to our allowance for loan losses and an incremental benefit for credit losses of approximately
$600 million. For additional information, see “Critical Accounting Policies and Estimates—Total Loss Reserves.”

We recognized a benefit for credit losses in 2013 primarily due to increases in home prices of 8.0% in 2013, as well as
higher sales prices of our REO properties as a result of strong demand. In addition, in 2013, we updated the assumptions and
data used to estimate our allowance for loan losses for individually impaired single-family loans, which resulted in a
decrease to our allowance for loan losses and an incremental benefit for credit losses of approximately $2.2 billion in 2013.

We recognized a benefit for credit losses in 2012 primarily due to an increase in home prices in 2012, including the sales
prices of our REO properties, and a continued reduction in the number of delinquent loans in our single family book of
business.

We discuss our expectations regarding our future loss reserves in “Business—Executive Summary—OQutlook—Loss
Reserves.”

Troubled Debt Restructurings and Nonaccrual Loans

Table 13 displays the composition of loans restructured in a TDR that are on accrual status and loans on nonaccrual status.
The table includes the recorded investment of held-for-investment and held-for-sale mortgage loans. For information on the
impact of TDRs and other individually impaired loans on our allowance for loan losses, see “Note 3, Mortgage Loans.” For
activity related to our single-family TDRs, see Table 41 in “MD&A—Risk Management—Credit Risk
Management—Single-Family Mortgage Credit Risk Management.”

Table 13: Troubled Debt Restructurings and Nonaccrual Loans

As of December 31,
2014 2013 2012 2011 2010

(Dollars in millions)

TDRs on accrual status:

Single-family $ 144,649 $140,512 $135,196 $107,991 § 81,767
Multifamily 645 715 868 806 935
Total TDRs on accrual status $145294 $141,227 $136,064 $108,797 $ 82,702
Nonaccrual loans:
Single-family $ 64,136 $ 81,355 $112,555 $140,234 $169,775
Multifamily 823 2,209 2,206 2,764 1,013
Total nonaccrual loans $ 64959 $ 83,564 $114,761 $142,998 $170,788

Accruing on-balance sheet loans past due 90 days or more”  $ 585 % 719 $ 3,580 $ 768 $ 896

For the Year Ended December 31,
2014 2013 2012 2011 2010

(Dollars in millions)

Interest related to on-balance sheet TDRs and nonaccrual

loans:
Interest income forgone® $5,945 $6,805 $7,554 $8,224 $8,185
Interest income recognized for the period® 6,139 5,915 6,442 6,598 7,995

M TIncludes loans that, as of the end of each period, are 90 days or more past due and continuing to accrue interest. The majority of these

amounts consists of loans insured or guaranteed by the U.S. government and loans for which we have recourse against the seller in the
event of a default. Amount as of December 31, 2012 includes loans of $2.8 billion which were repurchased by the lender in January
2013 pursuant to a resolution agreement.
@ Represents the amount of interest income we did not recognize, but would have recognized during the period for nonaccrual loans and
TDRs on accrual status as of the end of each period had the loans performed according to their original contractual terms.
Represents interest income recognized during the period for loans classified as either nonaccrual loans or TDRs on accrual status as of
the end of each period. Includes primarily amounts accrued while the loans were performing and cash payments received on
nonaccrual loans.

3)
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Foreclosed Property (Expense) Income

We recognized foreclosed property expense in 2014 compared with foreclosed property income in 2013 primarily due to a
decrease in the amount of compensatory fee income recognized related to servicing matters and a decrease in the gains
resulting from resolution agreements reached related to representation and warranty matters. Compensatory fees are amounts
we charge our primary servicers to reimburse us for damages and losses related to certain violations of our Servicing Guide,
which sets forth our policies and procedures related to servicing our single-family mortgages.

We recognized foreclosed property income in 2013 compared with foreclosed property expense in 2012 primarily due to the
recognition of compensatory fee income in 2013 related to servicing matters, gains resulting from resolution agreements
reached in 2013 related to representation and warranty matters, and an improvement in sales prices of dispositions of our
REO properties.

Credit Loss Performance Metrics

Our credit-related (income) expense should be considered in conjunction with our credit loss performance metrics. Our credit
loss performance metrics, however, are not defined terms within GAAP and may not be calculated in the same manner as
similarly titled measures reported by other companies. Because management does not view changes in the fair value of our
mortgage loans as credit losses, we adjust our credit loss performance metrics for the impact associated with our acquisition
of credit-impaired loans from unconsolidated MBS trusts. We also exclude interest forgone on nonaccrual loans and TDRs,
other-than-temporary impairment losses resulting from deterioration in the credit quality of our mortgage-related securities
and accretion of interest income on acquired credit-impaired loans from credit losses. We believe that credit loss
performance metrics may be useful to investors as the losses are presented as a percentage of our book of business and have
historically been used by analysts, investors and other companies within the financial services industry. Moreover, by
presenting credit losses with and without the effect of fair value losses associated with the acquisition of credit-impaired
loans, investors are able to evaluate our credit performance on a more consistent basis among periods. Table 14 displays the
components of our credit loss performance metrics as well as our single-family and multifamily initial charge-off severity
rates.

Table 14: Credit Loss Performance Metrics

For the Year Ended December 31,
2014 2013 2012

Amount Ratio® Amount Ratio® Amount Ratio®

(Dollars in millions)

Charge-offs, net of recoveries $ 5,153 16.8 bps $ 6,390 20.9 bps $13,457 44.2 bps
Foreclosed property expense (income) 142 0.5 (2,839) 9.3) (254) (0.8)
Credit losses including the effect of fair value

losses on acquired credit-impaired loans 5,295 17.3 3,551 11.6 13,203 43.4

Plus: Impact of acquired credit-impaired loans on
charge-offs and foreclosed property expense

(income)® 637 2.1 953 3.1 1,446 4.8
Credit losses and credit loss ratio $ 5,932 19.4 bps $ 4,504 14.7 bps $14,649 48.2 bps
Credit losses attributable to:

Single-family $ 5,978 $ 4,452 $14,392

Multifamily © (46) 52 257

Total $ 5,932 $ 4,504 $14,649
Single-family initial charge-off severity rate 19.60 % 2422 % 30.71 %
Multifamily initial charge-off severity rate ) 25.08 % 23.56 % 3743 %

(' Basis points are based on the amount for each line item presented divided by the average guaranty book of business during the period.
@ Includes fair value losses from acquired credit-impaired loans.

) Negative credit losses are the result of recoveries on previously charged-off amounts.
(O]
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Single-family and multifamily rates exclude fair value losses on credit-impaired loans acquired from MBS trusts and any costs, gains
or losses associated with REO after initial acquisition through final disposition. Single-family rate excludes charge-offs from short
sales and third-party sales. Multifamily rate is net of risk sharing agreements.

Credit losses increased in 2014 compared with 2013 primarily due to a lower level of recoveries resulting from repurchase
and compensatory fee resolution agreements in 2014 compared with 2013. The amounts we recognized in 2013 pursuant to a
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number of these resolution agreements significantly reduced our credit losses in 2013. We recognized less income as a result
of resolution agreements in 2014. This increase in our credit losses was partially offset by lower REO acquisitions in 2014,
driven by lower delinquencies and the slow pace of foreclosures in certain areas of the country. For additional information on
our single-family REO inventory, refer to “Risk Management—Credit Risk Management—Single-Family Mortgage Credit
Risk Management.”

The decrease in credit losses in 2013 compared with 2012 was primarily due to the recognition of compensatory fee income
in 2013 related to servicing matters and gains resulting from resolution agreements reached in 2013 related to representation
and warranty matters. Also contributing to the decrease in credit losses in 2013 was an improvement in sales prices on
dispositions of our REO properties and lower REO acquisitions primarily driven by lower delinquencies.

We discuss our expectations regarding our future credit losses in “Business—Executive Summary—Outlook—Credit
Losses.”

Table 15 displays concentrations of our single-family credit losses based on geography, credit characteristics and loan
vintages.

Table 15: Credit Loss Concentration Analysis

Percentage of Single-Family
Conventional Guaranty

Book of Business Percentage of Single-Family
Outstanding” Credit Losses”
For the Year Ended
As of December 31, December 31,

2014 2013 2012 2014 2013 2012

Geographical Distribution:

California® 20%  20% 19% (D)% 5% 18%
Florida 6 6 6 33 29 21
Ilinois 4 4 4 11 13 10
All other states 70 70 71 57 53 51
Select higher-risk product features® 22 23 22 51 55 54
Vintages:©®
2004 and prior 7 9 13 12 12 13
2005 - 2008 12 15 22 75 78 82
2009 - 2014 81 76 65 13 10 5

(M Calculated based on the unpaid principal balance of loans, where we have detailed loan-level information, for each category divided by

the unpaid principal balance of our single-family conventional guaranty book of business.

@ Excludes the impact of recoveries resulting from resolution agreements related to representation and warranty matters and

compensatory fee income related to servicing matters that have not been allocated to specific loans.
) Negative credit losses in 2014 are the result of recoveries on previously recognized credit losses.

@ Includes Alt-A loans, subprime loans, interest-only loans, loans with original LTV ratios greater than 90% and loans with FICO credit
scores less than 620.

©) Credit losses on mortgage loans typically do not peak until the third through sixth years following origination; however, this range can

vary based on many factors, including changes in macroeconomic conditions and foreclosure timelines.

As shown in Table 15, the substantial majority of our credit losses in 2014 continued to be driven by loans originated in 2005
through 2008. We provide more detailed single-family credit performance information, including serious delinquency rates
share and foreclosure activity, in “Risk Management—Credit Risk Management—Single-Family Mortgage Credit Risk
Management.”

Other Non-Interest Expenses

Other non-interest expenses increased in 2014 compared with 2013 primarily due to an increase in the percentage of loans in
our single-family book of business subject to TCCA fees and lower gains from partnership investments. We expect the
guaranty fees collected and expenses incurred under the TCCA to continue to increase in the future.
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Other non-interest expenses decreased in 2013 compared with 2012 primarily due to increased gains from partnership
investments and debt extinguishment gains in 2013 compared with debt extinguishment losses in 2012. These decreases in
non-interest expenses were partially offset by an increase in TCCA fees in 2013.

Gains from partnership investments increased in 2013 compared with 2012 as the continued strength of national multifamily
market fundamentals resulted in improved property-level operating performance and increased gains on the sale of
investments.

Debt extinguishment gains in 2013 were primarily driven by an increase in interest rates in 2013 compared with debt
extinguishment losses in 2012 driven by a decrease in interest rates in 2012.

TCCA fees increased in 2013 compared with 2012 due to an increase in the volume of loans in our single-family book of
business subject to TCCA provisions.

Federal Income Taxes

We recognized a provision for federal income taxes of $6.9 billion in 2014. We recognized a benefit for federal income taxes
of $58.3 billion in our consolidated statement of operations and comprehensive income for the year ended December 31,
2013 related to the release of the valuation allowance against our deferred tax assets, partially offset by our 2013 provision
for federal income taxes, resulting in a net tax benefit of $45.4 billion in 2013. We did not recognize a provision or a benefit
for federal income taxes in 2012.

BUSINESS SEGMENT RESULTS

We provide a more complete description of our business segments in “Business—Business Segments.” Results of our three
business segments are intended to reflect each segment as if it were a stand-alone business. Under our segment reporting
structure, the sum of the results for our three business segments does not equal our consolidated results of operations as we
separate the activity related to our consolidated trusts from the results generated by our three segments. In addition, because
we apply accounting methods that differ from our consolidated results for segment reporting purposes, we include an
eliminations/adjustments category to reconcile our business segment results and the activity related to our consolidated trusts
to our consolidated results of operations. We describe the management reporting and allocation process used to generate our
segment results and provide a reconciliation of our segment results to our consolidated results in “Note 13, Segment
Reporting.”

In this section, we provide a comparative discussion of our segment results for the years ended December 31, 2014, 2013 and
2012. This section should be read together with our comparative discussion of our consolidated results of operations in
“Consolidated Results of Operations.”

Single-Family Business Results

Table 16 displays the financial results of our Single-Family business for the periods indicated. For a discussion of Single-
Family credit risk management, including information on serious delinquency rates and loan workouts, see “Risk
Management—Credit Risk Management—Single-Family Mortgage Credit Risk Management.” The primary source of
revenue for our Single-Family business is guaranty fee income. Expenses and other items that impact income or loss
primarily include credit-related income, net interest income (loss), TCCA fees and administrative expenses.
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Table 16: Single-Family Business Results

For the Year Ended December 31, Variance
2014 2013 2012 2014 vs. 2013 2013 vs. 2012
(Dollars in millions)

Net interest income (loss)®" $ 6 $ 205 $ (790) $ (199 $ 995
Guaranty fee income® 11,702 10,468 8,151 1,234 2,317
Credit-related income® 3,625 11,205 919 (7,580) 10,286
TCCA fees® (1,375) (1,001) (238) (374) (763)
Other expenses® (1,983) (1,711) (1,672) (272) (39)
Income before federal income taxes 11,975 19,166 6,370 (7,191) 12,796
(Provision) benefit for federal income taxes (3,496) 29,110 (80) (32,606) 29,190
Net income attributable to Fannie Mae $ 8,479 $ 48,276 $ 6,290 $ (39,797) $ 41,986

Other key performance data:

Securitization Activity/New Business

Single-family Fannie Mae MBS issuances § 375,676 $§ 733,111 $§ 827,749
Credit Guaranty Activity

Average single-family guaranty book of

business® $2,867,787 $2,855,821 $2,843,718
Single-family effective guaranty fee rate (in

basis points)®® 40.8 36.7 28.7
Single-family average charged guaranty fee on

new acquisitions (in basis points)®®” 62.9 57.4 39.9
Single-family serious delinquency rate, at end
of period® 1.89 % 238 % 329 %
Market
Single-family mortgage debt outstanding, at
end of period (total U.S. market)® $9,855,232 $9,886,512 $9,982,578
30-year mortgage rate, at end of period'? 3.87 % 448 % 335 %

1)

2)

3)
)

)

©6)

(@)

®)

©)

Includes the cost to reimburse the Capital Markets group for interest income not recognized for loans in our retained mortgage
portfolio on nonaccrual status, the cost to reimburse MBS trusts for interest income not recognized for loans in consolidated trusts on
nonaccrual status and income from cash payments received on loans that have been placed on nonaccrual status.

Includes the impact of a 10 basis point guaranty fee increase implemented pursuant to the TCCA, the incremental revenue from which
must be remitted to Treasury. The resulting revenue is included in guaranty fee income and the expense is recognized in “TCCA fees.”
Consists of the benefit for credit losses and foreclosed property (expense) income.

Consists of investment gains (losses), net, fair value losses, net, losses from partnership investments, fee and other income,
administrative expenses and other expenses.

Our single-family guaranty book of business consists of (a) single-family mortgage loans of Fannie Mae, (b) single-family mortgage
loans underlying Fannie Mae MBS, and (c) other credit enhancements that we provide on single-family mortgage assets, such as long-
term standby commitments. It excludes non-Fannie Mae mortgage-related securities held in our retained mortgage portfolio for which
we do not provide a guaranty.

Calculated based on Single-Family segment guaranty fee income divided by the average single-family guaranty book of business,
expressed in basis points.

Calculated based on the average contractual fee rate for our single-family guaranty arrangements entered into during the period plus the
recognition of any upfront cash payments ratably over an estimated average life, expressed in basis points.

Calculated based on the number of single-family conventional loans that are 90 days or more past due or in the foreclosure process,
divided by the number of loans in our single-family conventional guaranty book of business.
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Information labeled as of December 31, 2014 is as of September 30, 2014 and is based on the Federal Reserve’s December 2014
mortgage debt outstanding release, the latest date for which the Federal Reserve has estimated mortgage debt outstanding for single-
family residences. Prior period amounts may have been changed to reflect revised historical data from the Federal Reserve.
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(19 Based on Freddie Mac’s Primary Mortgage Market Survey® rate for the last week in the period, which represents the national average
mortgage commitment rate to a qualified borrower exclusive of any fees and points required by the lender.

2014 compared with 2013

Pre-tax income decreased in 2014 compared with 2013 primarily due to a decrease in credit-related income, partially offset
by an increase in guaranty fee income.

Our single-family credit-related income decreased in 2014 compared with 2013 primarily due to home prices increasing at a
slower pace in 2014 as compared with 2013. In addition, 2013 single-family credit-related income benefited from foreclosed
property income primarily due to the recognition of income related to compensatory fee arrangements. Our single-family
credit-related income represents the substantial majority of our consolidated credit-related income reflected on our
consolidated statements of operations and comprehensive income. See “Consolidated Results of Operations—Credit-Related
Income” for more information on the drivers of our credit-related income.

Guaranty fee income and our effective guaranty fee rate increased in 2014 compared with 2013 as loans with higher guaranty
fees have become a larger part of our single-family guaranty book of business due to the cumulative impact of guaranty fee
price increases implemented in 2012.

TCCA fees increased in 2014 compared with 2013, as single-family loans acquired since the implementation of the TCCA-
related guaranty fee increase constituted a larger portion of our single-family guaranty book of business in 2014.

We recognized a provision for federal income taxes in 2014 compared with a benefit for federal income taxes in 2013. The
benefit for federal income taxes in 2013 primarily represented the release in the first quarter of 2013 of the substantial
majority of the valuation allowance against the portion of our deferred tax assets that we attributed to our Single-Family
segment.

Our single-family acquisition volume and single-family Fannie Mae MBS issuances decreased significantly in 2014
compared with 2013; however, liquidations of loans from our single-family guaranty book of business also declined due to
lower refinance activity. Accordingly, the size of our single-family guaranty book of business remained relatively flat.

Our average charged guaranty fee on newly acquired single-family loans increased in 2014 compared with 2013 primarily as
the result of an increase in loan level price adjustments charged on our acquisitions in 2014, as these acquisitions included a
higher proportion of loans with higher LTV ratios and a higher proportion of loans with lower FICO credit scores than our
acquisitions in 2013.

2013 compared with 2012

Pre-tax income increased in 2013 compared with 2012 primarily due to an increase in credit-related income and increased
guaranty fee income combined with net interest income in 2013 compared with a net interest loss in 2012.

Our credit results for 2013 and 2012 were positively impacted by increases in home prices, which resulted in reductions in
our loss reserves. The improvement in our credit results in 2013 as compared with 2012 was due in part to a decline in the
number of delinquent loans in our single-family conventional guaranty book of business, as well as the recognition of
compensatory fee income in 2013 related to servicing matters and gains resulting from resolution agreements reached in
2013 related to representation and warranty matters. In addition, in 2013, we updated the assumptions and data used to
estimate our allowance for loan losses for individually impaired single-family loans to reflect faster prepayment and lower
default expectations for these loans, which resulted in a decrease to our allowance for loan losses. The positive impact of
these factors on our credit-related income in 2013 was partially offset by lower discounted cash flow projections on our
individually impaired loans due to increasing mortgage interest rates in 2013.

Guaranty fee income increased in 2013 compared with 2012 due to the cumulative impact of price increases and higher
amortization income on risk-based fees.

We recognized net interest income in 2013 compared with a net interest loss in 2012 primarily due to the reduction in the
amount of interest income not recognized for nonaccrual mortgage loans as the population of delinquent loans declined, as
well as a resolution agreement, which resulted in the recognition of unamortized cost basis adjustments on repurchased
loans.

Net income in 2013 included a benefit for federal income taxes that primarily represents the release of the substantial
majority of the valuation allowance against the portion of our deferred tax assets that we attributed to our single-family
segment.
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Multifamily Business Results

Multifamily business results primarily reflect our multifamily guaranty business. Our multifamily business results also
include activity relating to our low-income housing tax credit (“LIHTC”) investments and equity investments. Although we
are not currently making new LIHTC or equity investments, we continue to make contractually required contributions for our
legacy investments. Activity from multifamily products is also reflected in the Capital Markets group results, which include
net interest income related to multifamily loans and securities held in our retained mortgage portfolio, gains and losses from
the sale of multifamily Fannie Mae MBS, mortgage loans and re-securitizations, and other miscellaneous income.

Table 17 displays the financial results of our Multifamily business for the periods indicated. The primary sources of revenue
for our Multifamily business are guaranty fee income and fee and other income. Other items that affect income or loss
primarily include credit-related income and administrative expenses.

Table 17: Multifamily Business Results

For the Year Ended December 31, Variance
2014 2013 2012 2014 vs. 2013 2013 vs. 2012
(Dollars in millions)
Guaranty fee income $ 1,297 $ 1,217 $ 1,040 $ 80 $ 177
Fee and other income 166 182 207 (16) (25)
Gains from partnership investments") 299 498 123 (199) 375
Credit-related income®® 197 583 187 (386) 396
Other expenses® (338) (335) (250) 3) (83)
Income before federal income taxes 1,621 2,145 1,307 (524) 838
(Provision) benefit for federal income taxes (158) 7,924 204 (8,082) 7,720
Net income attributable to Fannie Mae $§ 1463 $ 10,069 § 1,511 $ (8,606) $ 8,558

Other key performance data:

Securitization Activity/New Business

Multifamily new business volume® $ 28,908 $§ 28,752 $ 33,763
Multifamily units financed from new business

volume 446,000 507,000 559,000
Multifamily Fannie Mae MBS issuances® $ 31,997 $§ 31,403 $ 37,738

Multifamily Fannie Mae structured securities
issuances (issued by Capital Markets group) $ 12,040 $ 10,185 § 10,084

Multifamily Fannie Mae MBS outstanding, at end
of period® $167,010 $148,724  $128,477

Credit Guaranty Activity
Average multifamily guaranty book of business”  $200,150  $204,284  $199,797
Multifamily effective guaranty fee rate (in basis

points)® 64.8 59.6 52.1
Multifamily credit loss ratio (in basis points)®®’ 2.3) 2.5 12.9
Multifamily serious delinquency rate, at end of
period 0.05 % 0.10 % 0.24 %

Percentage of multifamily guaranty book of
business with credit enhancement, at end of

period 93 % 91 % 90 %
Fannie Mae percentage of total multifamily

mortgage debt outstanding, at end of period"? 19 % 20 % 21 %
Portfolio Data

Additional net interest income earned on Fannie
Mae multifamily mortgage loans and MBS
(included in Capital Markets group’s results)')  $ 507 $ 709 $ 827

$ 49,677 $ 74,613 § 98,025
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Average Fannie Mae multifamily mortgage loans
and Fannie Mae MBS in Capital Markets group’s
portfolio?
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M Gains from partnership investments are included in other expenses in our consolidated statements of operations and comprehensive
income. Gains from partnership investments are reported using the equity method of accounting. As a result, net income attributable to
noncontrolling interest from partnership investments is not included in income for the Multifamily segment.

@ Consists of the benefit for credit losses and foreclosed property income (expense).
) Consists of net interest losses, investment gains, net, administrative expenses and other expenses.

@ Reflects unpaid principal balance of multifamily Fannie Mae MBS issued (excluding portfolio securitizations), multifamily loans
purchased, and credit enhancements provided during the period.

() Reflects unpaid principal balance of multifamily Fannie Mae MBS issued during the period. Includes: (a) issuances of new MBS,
(b) Fannie Mae portfolio securitization transactions of $3.4 billion, $2.9 billion and $4.4 billion for the years ended December 31,
2014, 2013 and 2012, respectively, and (c) conversions of adjustable-rate loans to fixed-rate loans and discount MBS (“DMBS”) to
MBS of $3 million, $68 million and $215 million for the years ended December 31, 2014, 2013 and 2012, respectively.

© Includes $18.7 billion and $22.4 billion of Fannie Mae multifamily MBS held in the retained mortgage portfolio, the vast majority of
which have been consolidated to loans in our consolidated balance sheets as of December 31, 2014 and 2013, respectively.

@ Qur Multifamily guaranty book of business consists of (a) multifamily mortgage loans of Fannie Mae, (b) multifamily mortgage loans
underlying Fannie Mae MBS, and (c) other credit enhancements that we provide on multifamily mortgage assets. It excludes non-
Fannie Mae mortgage-related securities held in our retained mortgage portfolio for which we do not provide a guaranty.

®  Calculated based on Multifamily segment guaranty fee income divided by the average multifamily guaranty book of business,
expressed in basis points.

© Calculated based on Multifamily segment credit losses divided by the average multifamily guaranty book of business, expressed in

basis points. Negative credit losses are the result of recoveries on previously charged-off amounts.
(9 Includes mortgage loans and Fannie Mae MBS guaranteed by the Multifamily segment. Information labeled as of December 31, 2014
is as of September 30, 2014 and is based on the Federal Reserve’s September 2014 mortgage debt outstanding release, the latest date
for which the Federal Reserve has estimated mortgage debt outstanding for multifamily residences. Prior period amounts may have

been changed to reflect revised historical data from the Federal Reserve.

(1 Interest expense estimate is based on allocated duration-matched funding costs. Net interest income was reduced by guaranty fees
allocated to Multifamily from the Capital Markets group on multifamily loans in our retained mortgage portfolio.

(12 Based on unpaid principal balance.
2014 compared with 2013

Pre-tax income decreased in 2014 compared with 2013 primarily due to decreases in credit-related income and gains on
partnership investments, partially offset by an increase in guaranty fee income.

Credit-related income decreased in 2014 compared with 2013 primarily as a result of smaller improvements in property
valuations in 2014 compared with 2013, as well as improvements in loss severity trends in 2013.

Guaranty fee income increased in 2014 compared with 2013 as loans with higher guaranty fees have become a larger part of
our multifamily guaranty book of business, while loans with lower guaranty fees continue to liquidate.

Gains from partnership investments decreased in 2014 compared with 2013 primarily as a result of lower sales activity.

We recognized a provision for federal income taxes in 2014 compared with a benefit for federal income taxes in 2013. The
benefit for federal income taxes in 2013 primarily represented the release in the first quarter of 2013 of the substantial
majority of the valuation allowance against the portion of our deferred tax assets that we attributed to our Multifamily
segment.

Multifamily new business volume in 2014 was consistent with 2013 levels. FHFA’s 2014 conservatorship scorecard included
an objective to maintain the dollar volume of new multifamily business at or below the 2013 cap, excluding volume
associated with affordable housing loans, as well as loans to small multifamily properties and loans to manufactured housing
rental communities. Similar to the 2014 scorecard, the 2015 conservatorship scorecard includes a provision to maintain the
dollar volume of new multifamily business at $30 billion or below, with the same exclusions as the 2014 scorecard.

2013 compared with 2012

Pre-tax income increased in 2013 compared with 2012 primarily due to increased guaranty fee income, increased credit-
related income and increased gains from partnership investments.
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Guaranty fee income increased in 2013 compared with 2012 as we continued to acquire loans with higher guaranty fees.
Loans with higher guaranty fees have become a larger part of our multifamily guaranty book of business, while loans with
lower guaranty fees continue to liquidate.
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Credit-related income increased in 2013 compared with 2012, primarily due to improvements in default and loss severity
trends and improvements in property valuations.

Gains from partnership investments increased in 2013 compared with 2012 as the continued strength of national multifamily
market fundamentals resulted in improved property-level operating performance and increased gains on the sale of
investments.

Net income in 2013 included a benefit for federal income taxes that primarily represents the release of the substantial
majority of the valuation allowance against the portion of our deferred tax assets that we attributed to our Multifamily
segment. A benefit for federal income taxes in 2012 was driven by the utilization of tax credits related to LIHTC investments
to offset our alternative minimum tax liability resulting from our projected 2012 taxable income.

Capital Markets Group Results

Table 18 displays the financial results of our Capital Markets group for the periods indicated. For a discussion of the debt
issued by the Capital Markets group to fund its investment activities, see “Liquidity and Capital Management.” For a
discussion of the derivative instruments that the Capital Markets group uses to manage interest rate risk, see “Risk
Management—Market Risk Management, Including Interest Rate Risk Management” and “Note 9, Derivative Instruments.”
The primary sources of revenue for our Capital Markets group are net interest income and fee and other income. Expenses
and other items that impact income or loss primarily include fair value gains and losses, investment gains and losses,
allocated guaranty fee expense and administrative expenses.

Table 18: Capital Markets Group Results

For the Year Ended December 31, Variance
2014 2013 2012 2014 vs. 2013 2013 vs. 2012
(Dollars in millions)

Net interest income § 7,243 $ 9,764 $13,241 § (2,521) $ (3.477)
Investment gains, net® 6,378 4,847 5,506 1,531 (659)
Fair value (losses) gains, net® (5,476) 3,148 (3,041) (8,624) 6,189
Fee and other income 4,894 3,010 717 1,884 2,293
Other expenses® (1,638) (1,627)  (2,098) (11) 471
Income before federal income taxes 11,401 19,142 14,325 (7,741) 4,817
(Provision) benefit for federal income taxes (3,287) 8,381 (124) (11,668) 8,505
Net income attributable to Fannie Mae $§ 8,114 $ 27,523 $14,201  $(19,409) § 13,322

(M Includes contractual interest income, excluding recoveries, on nonaccrual loans received from the Single-Family segment of $2.6

billion, $3.8 billion and $5.2 billion for the years ended December 31, 2014, 2013 and 2012, respectively. The Capital Markets group’s
net interest income is reported based on the mortgage-related assets held in the segment’s retained mortgage portfolio and excludes
interest income on mortgage-related assets held by consolidated MBS trusts that are owned by third parties and the interest expense on
the corresponding debt of such trusts.

@ We include the securities that we own regardless of whether the trust has been consolidated in reporting of gains and losses on
securitizations and sales of available-for-sale securities. Also includes net other-than-temporary impairments on available-for-sale
securities.

®  Includes fair value gains or losses on derivatives and trading securities that we own, regardless of whether the trust has been
consolidated.

@ Includes allocated guaranty fee expense, debt extinguishment gains, net, administrative expenses, and other expenses. Gains or losses
related to the extinguishment of debt issued by consolidated trusts are excluded from the Capital Markets group’s results because
purchases of securities are recognized as such.

2014 compared with 2013

Pre-tax income decreased in 2014 compared with 2013 primarily due to the recognition of fair value losses in 2014
compared with fair value gains recognized in 2013 and a decrease in net interest income. The decrease in pre-tax income in
2014 compared with 2013 was partially offset by increases in fee and other income and investment gains.
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Fair value losses in 2014 were primarily due to fair value losses on our risk management derivatives. The derivatives fair
value gains and losses that are reported for the Capital Markets group are consistent with the gains and losses reported in our
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consolidated statements of operations and comprehensive income. We discuss our derivatives fair value gains and losses in
“Consolidated Results of Operations—Fair Value (Losses) Gains, Net.”

The decrease in net interest income in 2014 compared with 2013 was primarily due to a decline in the average balance of our
retained mortgage portfolio as we continued to reduce this portfolio pursuant to the requirements of our senior preferred
stock purchase agreement with Treasury and FHFA’s additional portfolio cap. See “The Capital Markets Group’s Mortgage
Portfolio” for additional information on our retained mortgage portfolio.

We supplement our issuance of debt securities with derivative instruments to further reduce interest rate risk. The effect of
these derivatives, in particular the periodic net interest expense accruals on interest rate swaps, is not reflected in the Capital
Markets group’s net interest income but is included in our results as a component of “Fair value (losses) gains, net” and is
displayed in “Table 10: Fair Value (Losses) Gains, Net.”

Fee and other income increased in 2014 compared with 2013 due to an increase in income recognized as a result of
settlement agreements resolving certain lawsuits relating to PLS sold to us from $2.2 billion in 2013 to $4.8 billion in 2014.

Investment gains increased in 2014 compared with 2013 primarily due to higher gains on the sale of Fannie Mae MBS AFS
securities as a result of a decline in interest rates in 2014. During 2013, we had lower gains on the sale of Fannie Mae MBS
AFS securities due to an increase in interest rates in 2013.

We recognized a provision for federal income taxes in 2014 compared with a benefit for federal income taxes in 2013. The
benefit for federal income taxes in 2013 primarily represented the release in the first quarter of 2013 of the substantial
majority of the valuation allowance against the portion of our deferred tax assets that we attributed to our Capital Markets
group.

2013 compared with 2012

Pre-tax income increased in 2013 compared with 2012 primarily due to fair value gains in 2013 compared with fair value
losses in 2012, an increase in fee and other income and a decrease in net other-than-temporary impairments. These factors
were partially offset by a decrease in net interest income and a decrease in investment gains.

Fair value gains in 2013 were primarily driven by fair value gains on our risk management derivatives.

Fee and other income increased in 2013 compared with 2012 primarily as a result of funds we received in 2013 pursuant to
settlement agreements resolving certain lawsuits relating to PLS sold to us. In addition, we recognized higher yield
maintenance fees in 2013 related to large multifamily loan prepayments during the year.

The decrease in net interest income in 2013 compared with 2012 was primarily due to a decrease in the balance of our
retained mortgage-related assets as we continued to reduce our retained mortgage portfolio pursuant to the requirements of
our senior preferred stock purchase agreement with Treasury. In addition, during 2013, we sold $21.7 billion of non-agency
mortgage-related assets to meet an objective of FHFA’s 2013 conservatorship scorecard.

Investment gains decreased in 2013 compared with 2012 primarily due to decreased gains on the sale of Fannie Mae MBS
AFS securities and decreased gains on portfolio securitizations due to an increase in mortgage interest rates in 2013. The
decrease in gains during 2013 was partially offset by a decrease in net other-than-temporary impairments and gains on sales
of non-agency mortgage-related securities.

Net income in 2013 included a benefit for federal income taxes that primarily represents the release of the substantial
majority of the valuation allowance against the portion of our deferred tax assets that we attributed to our Capital Markets

group.
The Capital Markets Group’s Mortgage Portfolio

The Capital Markets group’s mortgage portfolio, which we also refer to as our retained mortgage portfolio, consists of
mortgage loans and mortgage-related securities that we own. Mortgage-related securities held by the Capital Markets group
include Fannie Mae MBS and non-Fannie Mae mortgage-related securities. The Fannie Mae MBS that we own are
maintained as securities on the Capital Markets group’s balance sheets. The portion of assets held by consolidated MBS
trusts that back mortgage-related securities owned by third parties are not included in the Capital Markets group’s mortgage
portfolio.

The amount of mortgage assets that we may own is restricted by our senior preferred stock purchase agreement with
Treasury. By December 31 of each year, we are required to reduce our mortgage assets to 85% of the maximum allowable
amount that we were permitted to own as of December 31 of the immediately preceding calendar year, until the amount of
our mortgage assets reaches $250 billion in 2018. Under the agreement, the maximum allowable amount of mortgage assets
we were permitted to own as of December 31, 2014 was $469.6 billion and will be $399.2 billion as of December 31, 2015.
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FHFA’s 2014 conservatorship scorecard required us to submit a portfolio plan to FHFA outlining how we will meet, even
under adverse conditions, the reductions in our portfolio required by our senior preferred stock purchase agreement with
Treasury. In connection with this portfolio plan, in October 2014, FHFA requested that we cap our portfolio each year at
90% of the annual limit under our senior preferred stock purchase agreement with Treasury. FHFA’s request noted that we
may seek FHFA permission to increase this cap up to 95% of the annual limit under our senior preferred stock purchase
agreement with Treasury upon written request and with a documented basis for exception, such as changed market
conditions. To comply with FHFA’s request, we submitted a revised portfolio plan in October 2014 and reduced our
mortgage portfolio to $413.3 billion as of December 31, 2014, below the $422.7 billion cap requested by FHFA, and are
required to reduce our mortgage portfolio to $359.3 billion as of December 31, 2015.

As we reduce the size of our retained mortgage portfolio, our revenues generated by our retained mortgage portfolio will
decrease. For additional information on the terms of the senior preferred stock purchase agreement with Treasury, see
“Business—Conservatorship and Treasury Agreements—Treasury Agreements.”

Table 19 displays our Capital Markets group’s mortgage portfolio activity based on unpaid principal balance.
Table 19: Capital Markets Group’s Mortgage Portfolio Activity

For the Year Ended December 31,
2014 2013 2012

(Dollars in millions)

Mortgage loans:

Beginning balance $ 314,664 $ 371,708 $ 398,271
Purchases 153,430 232,582 261,463
Securitizations (131,576)  (207,437)  (211,455)
Liquidations and sales @ (50,908)  (82,189)  (76,571)

Mortgage loans, ending balance 285,610 314,664 371,708

Mortgage securities:

Beginning balance 176,037 261,346 310,143
Purchases @ 24,885 36,848 26,874
Securitizations 131,576 207,437 211,455
Sales (177,883)  (278,421)  (224,208)
Liquidations @ (26,912) (51,173) (62,918)

Mortgage securities, ending balance 127,703 176,037 261,346

Total Capital Markets group’s mortgage portfolio $ 413,313 § 490,701 $ 633,054

M Includes portfolio securitization transactions that do not qualify for sale treatment under GAAP.
@ Includes scheduled repayments, prepayments, foreclosures, and lender repurchases.

® Includes purchases of Fannie Mae MBS issued by consolidated trusts.
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Table 20 displays the composition of the unpaid principal balance of the Capital Markets group’s mortgage portfolio and our
assessment of the liquidity of these assets. Our assessment is based on the liquidity within the markets in which the assets are
traded, the issuer of the asset and the nature of the collateral underlying the asset. Our unsecuritized mortgage loans, PLS and
other non-agency securities are considered less liquid. Fannie Mae securities that are collateralized by non-agency mortgage-

related securities are also considered to be less liquid.

Table 20: Capital Markets Group’s Mortgage Portfolio Composition

As of December 31,
2014 2013
More Less More Less
Liquid Liquid Total Liquid Liquid Total
(Dollars in millions)

Mortgage loans:
Single-family loans:

Government insured or guaranteed $ — $ 36,442 $ 36,442 § — $ 39,399 $ 39,399

Conventional — 225,800 225,800 — 237,501 237,501
Total single-family loans — 262,242 262,242 — 276,900 276,900
Multifamily loans:

Government insured or guaranteed — 243 243 — 267 267

Conventional — 23,125 23,125 — 37,497 37,497
Total multifamily loans — 23,368 23,368 — 37,764 37,764
Total mortgage loans — 285,610 285,610 — 314,664 314,664
Mortgage-related securities:

Fannie Mae 80,377 12,442 92,819 116,356 13,485 129,841

Freddie Mac 6,368 — 6,368 8,124 — 8,124

Ginnie Mae 572 — 572 899 — 899

Alt-A private-label securities — 7,745 7,745 — 11,153 11,153

Subprime private-label securities — 8,913 8,913 — 12,322 12,322

CMBS — 3,686 3,686 — 3,983 3,983

Mortgage revenue bonds — 4,556 4,556 — 6,319 6,319

Other mortgage-related securities — 3,044 3,044 — 3,396 3,396
Total mortgage-related securities™” 87,317 40,386 127,703 125,379 50,658 176,037
Total Capital Markets group’s mortgage portfolio $87,317 $325,996 $413,313 $125,379 $365,322 $490,701

M The fair value of these mortgage-related securities was $133.5 billion and $179.5 billion as of December 31, 2014 and 2013,

respectively.

The Capital Markets group’s mortgage portfolio decreased 16% during 2014, primarily due to sales and liquidations
outpacing purchases during 2014. Purchase activity declined in 2014 compared with 2013 primarily due to fewer loan
purchases as a result of lower mortgage origination volume in 2014 compared with 2013. We also continued to reduce the
size of our retained mortgage portfolio to comply with the requirement of our senior preferred stock purchase agreement with

Treasury and FHFA’s request to further cap our portfolio.
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The loans we purchased in 2014 included $17.9 billion in delinquent loans we purchased from our single-family MBS trusts.
We expect to continue purchasing loans from MBS trusts as they become four or more consecutive monthly payments
delinquent subject to market conditions, economic benefit, servicer capacity and other factors, including the limit on the
amount of mortgage assets that we may own pursuant to the senior preferred stock purchase agreement and FHFA’s portfolio
plan requirements. As a result of purchasing these loans, an increasing portion of the Capital Markets group’s mortgage
portfolio is comprised of loans restructured in a TDR and nonaccrual loans. Table 21 displays the composition of loans
restructured in a TDR that were on accrual status, loans on nonaccrual status and all other mortgage-related assets in our
Capital Markets group’s mortgage portfolio.

Table 21: Capital Markets Group’s Mortgage Portfolio

As of December 31,
2014 2013
Unpaid Unpaid
Principal Percent of Principal Percent of
Balance Total Balance Total

(Dollars in millions)

TDRs on accrual status $140,828 34% $136,237 28%

Nonaccrual loans 58,597 14 75,006 15

All other mortgage-related assets 213,888 52 279,458 57
Total Capital Markets group’s mortgage portfolio $413,313 100% $490,701 100%

CONSOLIDATED BALANCE SHEET ANALYSIS

We seek to structure the composition of our balance sheet and manage its size to comply with our regulatory requirements, to
provide adequate liquidity to meet our needs, and to mitigate our interest rate risk and credit risk exposure. The major asset
components of our consolidated balance sheets include our mortgage investments and our cash and other investments
portfolio. We fund and manage the interest rate risk on these investments through the issuance of debt securities and the use
of derivatives. Our debt securities and derivatives represent the major liability components of our consolidated balance
sheets.

This section provides a discussion of our consolidated balance sheets as of the dates indicated and should be read together
with our consolidated financial statements, including the accompanying notes.
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Table 22 displays a summary of our consolidated balance sheets.
Table 22: Summary of Consolidated Balance Sheets

As of December 31,

2014 2013 Variance
(Dollars in millions)
Assets
Cash and cash equivalents and federal funds sold and securities purchased
under agreements to resell or similar arrangements $§ 52973 $§ 58203 % (5,230)
Restricted cash 32,542 28,995 3,547
Investments in securities” 62,158 68,939 (6,781)
Mortgage loans:
Of Fannie Mae 272,666 300,508 (27,842)
Of consolidated trusts 2,782,369 2,769,578 12,791
Allowance for loan losses (35,541) (43,846) 8,305
Mortgage loans, net of allowance for loan losses 3,019,494 3,026,240 (6,746)
Deferred tax assets, net 42,206 47,560 (5,354)
Other assets 38,803 40,171 (1,368)
Total assets $ 3,248,176  $ 3,270,108 $ (21,932)
Liabilities and equity
Debt:
Of Fannie Mae $§ 460,443 § 529434 § (68,991)
Of consolidated trusts 2,761,712 2,705,089 56,623
Other liabilities 22,301 25,994 (3,693)
Total liabilities 3,244,456 3,260,517 (16,061)
Senior preferred stock 117,149 117,149 —
Other® (113,429) (107,558) (5,871)
Total equity 3,720 9,591 (5,871)
Total liabilities and equity $ 3,248,176  § 3,270,108 § (21,932)

M Includes $19.5 billion as of December 31, 2014 and $16.3 billion as of December 31, 2013 of U.S. Treasury securities that are included
in our other investments portfolio, which we present in “Table 30: Cash and Other Investments Portfolio.”

@ Consists of preferred stock, common stock, accumulated deficit, accumulated other comprehensive income, treasury stock and
noncontrolling interest.

Cash and Other Investments Portfolio

Our cash and other investments portfolio consists of cash and cash equivalents, securities purchased under agreements to
resell or similar arrangements, and investments in U.S. Treasury securities. See “Liquidity and Capital
Management—Liquidity Management—Cash and Other Investments Portfolio” for additional information on our cash and
other investments portfolio.

Restricted Cash

Restricted cash primarily includes unscheduled borrower payments received by the servicer or consolidated trusts due to be
remitted to the MBS certificateholders in the subsequent month. Our restricted cash increased as of December 31, 2014
compared with the balance as of December 31, 2013, resulting from an increase in unscheduled payments received due to
higher payoff volumes in December 2014 compared with December 2013.

Investments in Securities
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Our investments in securities are classified in our consolidated balance sheets as either trading or available-for-sale and are
measured at fair value. Table 23 displays the fair value of our investments in mortgage-related securities, including trading
and available-for-sale securities, as of the dates indicated. We classify private-label securities as Alt-A, subprime or CMBS if
the securities were labeled as such when issued. We have also invested in subprime private-label mortgage-related securities
that we have resecuritized to include our guaranty (which we refer to as “wraps”).
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Table 23: Summary of Mortgage-Related Securities at Fair Value

As of December 31,

2014 2013 2012

(Dollars in millions)

Mortgage-related securities:

Fannie Mae $ 10,579 $ 12,443  $16,683
Freddie Mac 6,897 8,681 12,173
Ginnie Mae 642 995 1,188
Alt-A private-label securities 6,598 8,865 12,405
Subprime private-label securities 6,547 8,516 8,766
CMBS 3,912 4,324 22,923
Mortgage revenue bonds 4,745 5,821 8,517
Other mortgage-related securities 2,772 2,988 3,271

Total $ 42,692 $ 52,633  $85,926

The decrease in mortgage-related securities at fair value in 2014 was primarily driven by sales and liquidations outpacing
purchases. We continue to reduce the size of our retained mortgage portfolio to comply with the requirement of our senior
preferred stock purchase agreement with Treasury and FHFA’s request to further cap our portfolio. See “Business Segment
Results—The Capital Markets Group’s Mortgage Portfolio” for additional information related to the reduction in our
retained mortgage portfolio.

See “Note 5, Investments in Securities” for additional information on our investments in mortgage-related securities,
including the composition of our trading and available-for-sale securities at amortized cost and fair value and the gross
unrealized gains and losses related to our available-for-sale securities as of December 31, 2014 and 2013.

Mortgage Loans

The mortgage loans reported in our consolidated balance sheets include loans owned by Fannie Mae and loans held in
consolidated trusts and are classified as either held for sale or held for investment. The increase in the balance of mortgage
loans, net of the allowance for loan losses, as of December 31, 2014 compared with the balance as of December 31, 2013
was primarily driven by an increase in mortgage loans held for investment due to securitization activity from our lender swap
and portfolio securitization programs and a decrease in our allowance for loan losses. For additional information on our
mortgage loans, see “Note 3, Mortgage Loans,” and for changes in our allowance for loan losses, see “Note 4, Allowance for
Loan Losses.” For additional information on the mortgage loan purchase and sale activities reported by our Capital Markets
group, see “Business Segment Results—Capital Markets Group Results.”

The decrease in our allowance for loan losses during 2014 was primarily due to the recognition of a benefit for credit losses
and a decline in the number of seriously delinquent single-family loans. The number of our seriously delinquent single-
family loans declined 21% to approximately 330,000 as of December 31, 2014 from approximately 419,000 as of
December 31, 2013. The reduction in the number of delinquent loans was due to home retention solutions, foreclosure
alternatives, completed foreclosures and improved loan payment performance. For additional information on our seriously
delinquent single-family conventional loans, see “Risk Management—Credit Risk Management—Single-Family Mortgage
Credit Risk Management—Problem Loan Management—Problem Loan Statistics.” For information on our benefit for credit
losses, see “Consolidated Results of Operations—Credit-Related Income—(Benefit) Provision for Credit Losses.”

Debt

Debt of Fannie Mae is the primary means of funding our mortgage investments. Debt of consolidated trusts represents the
amount of Fannie Mae MBS issued from consolidated trusts and held by third-party certificateholders. We provide a
summary of the activity of the debt of Fannie Mae and a comparison of the mix between our outstanding short-term and
long-term debt in “Liquidity and Capital Management—Liquidity Management—Debt Funding.” Also see “Note 8, Short-
Term Borrowings and Long-Term Debt” for additional information on our outstanding debt.

The decrease in debt of Fannie Mae in 2014 was primarily driven by lower funding needs, as our retained mortgage portfolio
decreased. The increase in the balance of debt of consolidated trusts during 2014 was primarily driven by sales of Fannie
Mae
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MBS, which are accounted for as reissuances of debt of consolidated trusts in our consolidated balance sheets, since the
MBS certificate ownership is transferred from us to a third party.

Stockholders’ Equity

Our net equity decreased as of December 31, 2014 compared with December 31, 2013 due to the payment of senior preferred
stock dividends to Treasury during the year, partially offset by comprehensive income recognized during the year.

LIQUIDITY AND CAPITAL MANAGEMENT

Liquidity Management

Our business activities require that we maintain adequate liquidity to fund our operations. Our liquidity risk management
policy is designed to address our liquidity risk. Liquidity risk is the risk that we will not be able to meet our funding
obligations in a timely manner. Liquidity risk management involves forecasting funding requirements, maintaining sufficient
capacity to meet our needs based on our ongoing assessment of financial market liquidity and adhering to our regulatory
requirements.

Our treasury function is responsible for implementing our liquidity and contingency planning strategies. See “Liquidity Risk
Management Practices and Contingency Planning” for a discussion of our liquidity contingency plans. Also see “Risk
Factors” for a description of the risks associated with our liquidity risk and liquidity contingency planning.

Primary Sources and Uses of Funds

Our primary source of funds is proceeds from the issuance of short-term and long-term debt securities. Accordingly, our
liquidity depends largely on our ability to issue unsecured debt in the capital markets. Our status as a GSE and federal
government support of our business continue to be essential to maintaining our access to the unsecured debt markets.

In addition to funding we obtain from the issuance of debt securities, our other sources of cash include:

«  principal and interest payments received on mortgage loans, mortgage-related securities and non-mortgage
investments we own;

* proceeds from the sale of mortgage-related securities, mortgage loans and non-mortgage assets, including proceeds
from the sales of foreclosed real estate assets;

e guaranty fees received on Fannie Mae MBS;

*  payments received from mortgage insurance counterparties and other providers of credit enhancement;
* netreceipts on derivative instruments;

»  receipt of cash collateral; and

*  borrowings under a secured intraday funding line of credit and borrowings against mortgage-related securities and
other investment securities we hold pursuant to repurchase agreements and loan agreements.

Our primary funding needs include:
*  the repayment of matured, redeemed and repurchased debt;

+ the purchase of mortgage loans (including delinquent loans from MBS trusts), mortgage-related securities and other
investments;

* interest payments on outstanding debt;

* dividend payments made to Treasury pursuant to the senior preferred stock purchase agreement;
* net payments on derivative instruments;

+ the pledging of collateral under derivative instruments;

* administrative expenses;

* losses incurred in connection with our Fannie Mae MBS guaranty obligations;

* payments of federal income taxes; and

+  payments of TCCA fees to Treasury.
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Liquidity Risk Management Practices and Contingency Planning

Our liquidity position could be adversely affected by many factors, both internal and external to our business, including:
actions taken by our conservator, the Federal Reserve, U.S. Treasury or other government agencies; legislation relating to us
or our business; a U.S. government payment default on its debt obligations; a downgrade in the credit ratings of our senior
unsecured debt or the U.S. government’s debt from the major ratings organizations; a systemic event leading to the
withdrawal of liquidity from the market; an extreme market-wide widening of credit spreads; public statements by key policy
makers; a significant decline in our net worth; potential investor concerns about the adequacy of funding available to us
under the senior preferred stock purchase agreement; loss of demand for our debt, or certain types of our debt, from a major
group of investors; a significant credit event involving one of our major institutional counterparties; a sudden catastrophic
operational failure in the financial sector; or elimination of our GSE status. See “Risk Factors” for a discussion of factors that
could adversely affect our liquidity.

We conduct liquidity contingency planning to prepare for an event in which our access to the unsecured debt markets
becomes limited. We plan for alternative sources of liquidity that are designed to allow us to meet our cash obligations
without relying upon the issuance of unsecured debt for specific periods of time.

Our liquidity management policies and practices require that we maintain:

« aportfolio of highly liquid securities to cover a minimum of 30 calendar days of net cash needs, assuming no access
to the short- and long-term unsecured debt markets;

*  within our cash and other investment portfolio a daily balance of U.S. Treasury securities and/or cash with the
Federal Reserve Bank of New York that has a redemption amount of at least 50% of our average projected 30-day
cash needs over the previous three months; and

+ aliquidity profile that meets or exceeds our projected 365-day net cash needs by supplementing liquidity holdings
with unencumbered agency mortgage securities.

As of December 31, 2014, we were in compliance with each of the liquidity risk management policies and practices set forth
above.

We run routine operational testing of our ability to rely upon mortgage and U.S. Treasury collateral to obtain financing. We
enter into relatively small repurchase agreements in order to confirm that we have the operational and systems capability to
do so. In addition, we have provided collateral in advance to a number of clearing banks in the event we seek to enter into
repurchase agreements in the future. We do not, however, have committed repurchase agreements with specific
counterparties, as historically we have not relied on this form of funding. As a result, our use of such facilities and our ability
to enter into them in significant dollar amounts may be challenging in a stressed market environment. See “Risk Factors” for
the risks associated with our ability to fund operations.

See “Cash and Other Investments Portfolio” and “Unencumbered Mortgage Portfolio” for further discussions of our
alternative sources of liquidity if our access to the debt markets were to become limited.

While our liquidity contingency planning attempts to address stressed market conditions and our status under
conservatorship and Treasury arrangements, we believe that our liquidity contingency plans may be difficult or impossible to
execute for a company of our size in our circumstances. See “Risk Factors” for a description of the risks associated with our
liquidity contingency planning.

Debt Funding

We separately present the debt from consolidations (“debt of consolidated trusts”) and the debt issued by us (“debt of Fannie
Mae”) in our consolidated balance sheets and in the debt tables below. Our discussion regarding debt funding in this section
focuses on the debt of Fannie Mae. We fund our business primarily through the issuance of short-term and long-term debt
securities in the domestic and international capital markets. Because debt issuance is our primary funding source, we are
subject to “roll-over,” or refinancing, risk on our outstanding debt.

We have a diversified funding base of domestic and international investors. Purchasers of our debt securities are
geographically diversified and include fund managers, commercial banks, pension funds, insurance companies, foreign
central banks, corporations, state and local governments, and other municipal authorities.

Our debt funding needs and debt funding activity may vary from quarter to quarter depending on market conditions and are
influenced by anticipated liquidity needs, the size of our retained mortgage portfolio and our dividend payment obligations to
Treasury. See “Business Segment Results—The Capital Markets Group’s Mortgage Portfolio” for information about our
retained mortgage portfolio, our requirement to reduce the size of our retained mortgage portfolio and our portfolio reduction
plan.
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Fannie Mae Debt Funding Activity

Table 24 displays the activity in debt of Fannie Mae. This activity excludes the debt of consolidated trusts and intraday loans.
The reported amounts of debt issued and paid off during the period represent the face amount of the debt at issuance and
redemption, respectively. Activity for short-term debt of Fannie Mae relates to borrowings with an original contractual
maturity of one year or less while activity for long-term debt of Fannie Mae relates to borrowings with an original
contractual maturity of greater than one year.

Table 24: Activity in Debt of Fannie Mae

For the Year Ended December 31,

2014 2013 2012

(Dollars in millions)

Issued during the period:

Short-term:
Amount $ 213,683  $216,475 $ 246,092
Weighted-average interest rate 0.08% 0.11% 0.12%
Long-term:
Amount $ 45,805 § 138,404  § 255,902
Weighted-average interest rate 1.79% 1.07% 1.26%
Total issued:
Amount $ 259,488  §$ 354,879  § 501,994
Weighted-average interest rate 0.38% 0.49% 0.70%
Paid off during the period:"
Short-term:
Amount $ 180,920  § 249,357  § 287,624
Weighted-average interest rate 0.09% 0.12% 0.12%
Long-term:
Amount $ 148,186  §$ 192,861  § 334,564
Weighted-average interest rate 1.80% 1.72% 1.88%
Total paid off:
Amount $ 329,106 $442218 $ 622,188
Weighted-average interest rate 0.86% 0.82% 1.06%

M Consists of all payments on debt, including regularly scheduled principal payments, payments at maturity, payments resulting from
calls and payments for any other repurchases. Repurchases of debt and early retirements of zero-coupon debt are reported at original
face value, which does not equal the amount of actual cash payment.

Debt issuances decreased in 2014 compared with 2013 primarily due to lower funding needs as our retained mortgage
portfolio decreased. Redemptions of callable debt decreased in 2014 compared with 2013 due to higher average interest
rates.

Many factors could affect the amount, mix and cost of our debt funding, reduce demand for our debt securities, increase our
liquidity or roll-over risk, or have a material adverse impact on our liquidity, financial condition and results of operations,
including:

»  changes or perceived changes in federal government support of our business;
e our status as a GSE,;
»  future changes or disruptions in the financial markets;

+ achange or perceived change in the creditworthiness of the U.S. government, due to our reliance on the U.S.
government’s support; or

* adowngrade in our credit ratings.
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We believe that continued federal government support of our business, as well as our status as a GSE, are essential to
maintaining our access to debt funding. See “Risk Factors” for a discussion of the risks we face relating to: (1) the uncertain
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future of our company; (2) our reliance on the issuance of debt securities to obtain funds for our operations and the relative
cost to obtain these funds; (3) our liquidity contingency plans; and (4) our credit ratings. Also see “Business—Housing
Finance Reform” for more information on GSE reform.

Outstanding Debt

Total outstanding debt of Fannie Mae includes short-term and long-term debt, excluding debt of consolidated trusts.

Our outstanding short-term debt, based on its original contractual maturity, as a percentage of our total outstanding debt was
23% as of December 31, 2014 compared with 14% as of December 31, 2013. For information on our outstanding debt
maturing within one year, including the current portion of our long-term debt, as a percentage of our total debt, see “Maturity
Profile of Outstanding Debt of Fannie Mae.” In addition, the weighted-average interest rate on our long-term debt, based on
its original contractual maturity, increased to 2.24% as of December 31, 2014 from 2.14% as of December 31, 2013.

Pursuant to the terms of the senior preferred stock purchase agreement, we are prohibited from issuing debt without the prior
consent of Treasury if it would result in our aggregate indebtedness exceeding our outstanding debt limit, which is 120% of
the amount of mortgage assets we were allowed to own under the senior preferred stock purchase agreement on

December 31 of the immediately preceding calendar year. Our debt limit under the senior preferred stock purchase
agreement was reduced to $663.0 billion in 2014. As of December 31, 2014, our aggregate indebtedness totaled $464.5
billion, which was $198.5 billion below our debt limit. Our debt limit in 2015 is $563.6 billion. The calculation of our
indebtedness for purposes of complying with our debt limit reflects the unpaid principal balance and excludes debt basis
adjustments and debt of consolidated trusts. Because of our debt limit, we may be restricted in the amount of debt we issue to
fund our operations.
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Table 25 displays information as of the dates indicated on our outstanding short-term and long-term debt based on its
original contractual terms.

Table 25: Outstanding Short-Term Borrowings and Long-Term Debt®

As of December 31,

2014 2013
Weighted- Weighted-
Average Average
Interest Interest
Maturities Outstanding Rate Maturities Outstanding Rate

(Dollars in millions)

Federal funds purchased and securities sold
under agreements to repurchase® — $ 50 —% — $ — —%

Short-term debt:

Fixed-rate:
Discount notes — $ 105,012 0.11% — $ 71,933 0.12%
Foreign exchange discount notes — — — — 362 1.07
Total short-term debt of Fannie Mae 105,012 0.11 72,295 0.13
Debt of consolidated trusts — 1,560 0.09 — 2,154 0.09
Total short-term debt $ 106,572 0.11% $ 74,449 0.13%

Long-term debt:

Senior fixed:

Benchmark notes and bonds 2015-2030 $ 173,010 2.41% 2014-2030 $ 212,234 2.45%
Medium-term notes® 2015 - 2024 114,556 1.42 2014 - 2023 161,445 1.28
Foreign exchange notes and bonds 2021 - 2028 619 5.44 2021 - 2028 682 5.41
Other 2015 - 2038 32,322 4.63 2014 - 2038 38,444 © 4.99
Total senior fixed 320,507 2.29 412,805 2.24
Senior floating:
Medium-term notes® 2015 -2019 24,469 0.15 2014 - 2019 38,441 0.20
Connecticut Avenue Securities® 2023 - 2024 6,041 2.97 2023 689 3.81
Other® 2020 - 2037 363 8.71 2020 - 2037 266 8.52
Total senior floating 30,873 0.81 39,396 0.32
Subordinated fixed:
Qualifying subordinated — — — 2014 1,169 5.27
Subordinated debentures 2019 3,849 9.93 2019 3,507 9.92
Total subordinated fixed 3,849 9.93 4,676 8.76
2021 - 2021 -
Secured borrowings® 2022 202 1.90 2022 262 1.86
Total long-term debt of Fannie Mae 355,431 2.24 457,139 2.14
2015 -
Debt of consolidated trusts® 2054 2,760,152 3.02 2014 - 2053 2,702,935 3.26
Total long-term debt $3,115,583 2.93% $ 3,160,074 3.10%
Outstanding callable debt of Fannie Mae” $ 114,990 1.79% $ 168,397 1.59%

(M Outstanding debt amounts and weighted-average interest rates reported in this table include the effects of discounts, premiums and
other cost basis adjustments. Reported outstanding amounts include fair value gains and losses associated with debt that we elected to
carry at fair value. Reported amounts for total debt of Fannie Mae include unamortized discounts and premiums, other cost basis
adjustments and fair value adjustments of $4.1 billion and $4.9 billion as of December 31, 2014 and 2013, respectively. The unpaid
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principal balance of outstanding debt of Fannie Mae, which excludes unamortized discounts, premiums and other cost basis

adjustments, and debt of consolidated trusts, totaled $464.6 billion and $534.3 billion as of December 31, 2014 and 2013, respectively.

@ Represents agreements to repurchase securities for a specified price, with repayment generally occurring on the following day.

® Includes long-term debt with an original contractual maturity of greater than 1 year and up to 10 years, excluding zero-coupon debt.

102

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 188 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 188 of 554

@ Credit risk sharing securities that transfer a portion of the credit risk on specified pools of mortgage loans in our single-family guaranty

book of business to the investors in these securities. Connecticut Avenue Securities are reported at fair value. For additional
information on our credit risk sharing transactions, see “Risk Management—Credit Risk Management—Single-Family Mortgage
Credit Risk Management—Single-Family Acquisition and Servicing Policies and Underwriting and Servicing Standards—Risk-
Sharing Transactions.”

® Includes a portion of structured debt instruments that is reported at fair value.

©  Represents remaining liability for transfer of financial assets from our consolidated balance sheets that did not qualify as a sale.

™ Consists of the unpaid principal balance of long-term callable debt of Fannie Mae that can be paid off in whole or in part at our option

at any time on or after a specified date.
Table 26 below displays additional information for each category of our short-term borrowings.

Table 26: Outstanding Short-Term Borrowings®

2014
As of December 31 Average During the Year
Weighted- Weighted-
Average Average
Interest Interest Maximum
Outstanding Rate Outstanding®” Rate Outstanding®

(Dollars in millions)
Federal funds purchased and securities sold under

agreements to repurchase $ 50 —% 3 28 —% § 273
Total short-term debt of Fannie Mae $ 105,012 0.11% $ 86,839 0.11% $ 114,741
2013
As of December 31 Average During the Year
Weighted- Weighted-
Average Average
Interest Interest Maximum
Outstanding Rate Outstanding®” Rate Outstanding®

(Dollars in millions)

Federal funds purchased and securities sold under

agreements to repurchase $ — —% S 15 —% S 218
Total short-term debt of Fannie Mae $ 72,295 0.13% $ 95,082 0.13% $ 128,419
2012
As of December 31 Average During the Year
Weighted- Weighted-
Average Average
Interest Interest Maximum
Outstanding Rate Outstanding®” Rate Outstanding®

(Dollars in millions)

Federal funds purchased and securities sold under

agreements to repurchase $ —% $ 18 —% $ 490

Total short-term debt of Fannie Mae $ 105,233 0.16% $ 102,859 0.14% $ 152,502
M Includes the effects of discounts, premiums and other cost basis adjustments.

@ Average amount outstanding has been calculated using daily balances.

® Maximum outstanding represents the highest daily outstanding balance during the year.
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Maturity Profile of Qutstanding Debt of Fannie Mae

Table 27 displays the maturity profile, as of December 31, 2014, of our outstanding debt maturing within one year, including
the current portion of our long-term debt and amounts we have announced for early redemption. Our outstanding debt
maturing within one year, as a percentage of our total outstanding debt, excluding debt of consolidated trusts, was 37% as of
December 31, 2014 and 31% as of December 31, 2013. The weighted-average maturity of our outstanding debt that is
maturing within one year was 131 days as of December 31, 2014, compared with 151 days as of December 31, 2013.

Table 27: Maturity Profile of Outstanding Debt of Fannie Mae Maturing Within One Year"
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M Includes unamortized discounts, premiums and other cost basis adjustments.

Table 28 displays the maturity profile, as of December 31, 2014, of the portion of our long-term debt that matures in more
than one year, on a quarterly basis for one year and on an annual basis thereafter, excluding amounts we have announced for
early redemption within one year. The weighted-average maturity of our outstanding debt maturing in more than one year
was approximately 61 months as of December 31, 2014 and approximately 59 months as of December 31, 2013.
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Table 28: Maturity Profile of Outstanding Debt of Fannie Mae Maturing in More Than One Year®"

$100
§79.2

$75 $72.2
‘2
2
£ $50 $475
P
E
3 $32.6
$25 $22.5

$16.0 §15.3

$5.3 .

%0 [

Q12016 Q22016 Q32016 Q42016 2017 2018 2019  Thereafter

(M Includes unamortized discounts, premiums and other cost basis adjustments.

We intend to repay our short-term and long-term debt obligations as they become due primarily through proceeds from the
issuance of additional debt securities. We also may use proceeds from our mortgage assets to pay our debt obligations.

Contractual Obligations

Table 29 displays, by remaining maturity, our future cash obligations related to our long term debt, announced calls,
operating leases, purchase obligations and other material noncancelable contractual obligations as of December 31, 2014.

Table 29: Contractual Obligations

Payment Due by Period as of December 31, 2014

Less than 1 More than 5
Total Year 1to <3 Years 3to 5 Years Years

(Dollars in millions)

Long-term debt obligations” $ 355431 $ 64,655 $ 138317 $ 80,016 § 72443
Contractual interest on long-term obligations® 47,197 6,779 10,660 6,730 23,028
Operating lease obligations® 109 39 59 8 3
Purchase obligations:
Mortgage commitments® 56,333 56,333 — — —
Other purchase obligations® 470 209 225 36 —
Other liabilities reflected in the consolidated
balance sheet® 479 398 67 5 9
Total contractual obligations $ 460,019 § 128,413 $ 149328 § 86,795 § 95,483

(' Represents the carrying amount of our long-term debt assuming payments are made in full at maturity. Amounts exclude $2.8 trillion
in long-term debt from consolidations. Amounts include a net unamortized discount, fair value adjustments and other cost basis
adjustments of $4.1 billion.

@ Excludes contractual interest on long-term debt from consolidations.

®  Includes certain premises and equipment leases.
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@ Includes on- and off-balance sheet commitments to purchase mortgage loans and mortgage-related securities.

' Includes only unconditional purchase obligations that are subject to a cancellation penalty for certain telecom services, software and
computer services, and other agreements. Excludes arrangements that may be canceled without penalty. Amounts also include off-
balance sheet commitments for the unutilized portion of lending agreements entered into with multifamily borrowers.

©  Excludes risk management derivative transactions that may require cash settlement in future periods and our obligations to stand ready
to perform under our guarantees relating to Fannie Mae MBS and other financial guarantees, because the amount and timing of
payments under these arrangements are generally contingent upon the occurrence of future events. For a description of the amount of
our on- and off-balance sheet Fannie Mae MBS and other financial guarantees as of December 31, 2014, see “Off-Balance Sheet
Arrangements.” Includes cash received as collateral, unrecognized tax benefits and future cash payments due under our contractual
obligations to fund LIHTC and other partnerships that are unconditional and legally binding, which are included in our consolidated
balance sheets under “Other liabilities.”

Equity Funding

As aresult of the covenants under the senior preferred stock purchase agreement, Treasury’s ownership of the warrant to
purchase up to 79.9% of the total shares of our common stock outstanding and the uncertainty regarding our future, we
effectively no longer have access to equity funding except through draws under the senior preferred stock purchase
agreement. For a description of the funding available and the covenants under the senior preferred stock purchase agreement,
see “Business—Conservatorship and Treasury Agreements—Treasury Agreements.”

Cash and Other Investments Portfolio

Our cash and other investments portfolio decreased in 2014. The balance of our cash and other investments portfolio
fluctuates based on changes in our cash flows, overall liquidity in the fixed income markets and our liquidity risk
management policies and practices. See “Risk Management—Credit Risk Management—Institutional Counterparty Credit
Risk Management—Counterparty Credit Exposure of Investments Held in our Cash and Other Investments Portfolio” for
additional information on the risks associated with the assets in our cash and other investments portfolio.

Table 30 displays information on the composition of our cash and other investments portfolio.
Table 30: Cash and Other Investments Portfolio

As of December 31,

2014 2013 2012
(Dollars in millions)
Cash and cash equivalents $ 22,023 $ 19,228 $ 21,117
Federal funds sold and securities purchased under agreements to resell or similar
arrangements 30,950 38,975 32,500
U.S. Treasury securities 19,466 16,306 17,950
Total cash and other investments $ 72,439 $ 74509 § 71,567

Unencumbered Mortgage Portfolio

Another potential source of liquidity in the event our access to the unsecured debt market becomes impaired is the
unencumbered mortgage assets in our retained mortgage portfolio, which could be sold or used as collateral for secured
borrowing. We believe that the amount of mortgage-related assets that we could successfully sell or borrow against in the
event of a liquidity crisis or significant market disruption is substantially lower than the amount of mortgage-related assets
we hold. Our ability to sell whole loans from our retained mortgage portfolio is limited due to the credit-related issues of
these loans, as well as operational constraints. See “Risk Factors” for a discussion of the limitations on our ability to
successfully sell or borrow against the unencumbered mortgage assets in our retained mortgage portfolio in the event of a
liquidity crisis.

Credit Ratings

Our credit ratings from the major credit ratings organizations, as well as the credit ratings of the U.S. government, are
primary factors that could affect our ability to access the capital markets and our cost of funds. In addition, our credit ratings
are important when we seek to engage in certain long-term transactions, such as derivative transactions. S&P, Moody’s and
Fitch have all indicated that, if they were to lower the sovereign credit ratings on the U.S., they would likely lower their
ratings on the debt of Fannie Mae and certain other government-related entities. We cannot predict whether one or more of
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these ratings agencies will lower our debt ratings in the future. See “Risk Factors” for a discussion of the risks to our
business
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relating to a decrease in our credit ratings, which could include an increase in our borrowing costs, limits on our ability to
issue debt, and additional collateral requirements under our derivatives contracts.

Table 31 displays the credit ratings issued by the three major credit rating agencies as of February 12, 2015.
Table 31: Fannie Mae Credit Ratings

As of February 12, 2015

S&P Moody’s Fitch

Long-term senior debt AA+ Aaa AAA
Short-term senior debt A-1+ P-1 F1+
Subordinated debt AA- Aa2 AA-
Preferred stock D Ca C/RR6
Outlook Stable Stable Stable

(for Long-Term (for Long-Term (for AAA rated Long-

Senior Debt and Senior Debt and Term Issuer Default

Subordinated Debt) Preferred Stock) Ratings)

We have no covenants in our existing debt agreements that would be violated by a downgrade in our credit ratings. However,
in connection with certain derivatives counterparties, we could be required to provide additional collateral to or terminate
transactions with certain counterparties in the event that our senior unsecured debt ratings are downgraded. The amount of
additional collateral required depends on the contract and is usually a fixed incremental amount, the market value of the
exposure, or both. See “Note 9, Derivative Instruments” and “Risk Factors” for additional information on collateral we
would be required to provide to our derivatives counterparties in the event of downgrades in our credit ratings.

Cash Flows

Year ended December 31, 2014. Cash and cash equivalents increased by $2.8 billion from $19.2 billion as of December 31,
2013 to $22.0 billion as of December 31, 2014. This increase in the balance was primarily driven by cash inflows from: (1)
the sale of Fannie Mae MBS, (2) proceeds from repayments of loans of Fannie Mae, (3) the sale of our REO inventory, (4)
proceeds from the sale and liquidation of mortgage-related securities and (5) proceeds from resolution and settlement
agreements related to PLS sold to us.

Partially offsetting these cash inflows were cash outflows from: (1) the redemption of funding debt, which outpaced
issuances, due to lower funding needs, (2) the payment of dividends to Treasury under our senior preferred stock purchase
agreement and (3) the acquisition of delinquent loans out of MBS trusts.

Year Ended December 31, 2013. Cash and cash equivalents decreased by $1.9 billion from $21.1 billion as of December 31,
2012 to $19.2 billion as of December 31, 2013. This decrease in the balance was primarily driven by cash outflows from: (1)
the payment of dividends to Treasury under our senior preferred stock purchase agreement, (2) payments to redeem debt,
which outpaced issuances due to lower funding needs as we reduced our retained mortgage portfolio and (3) the acquisitions
of delinquent loans out of MBS trusts.

Partially offsetting these cash outflows were cash inflows from: (1) the sale of Fannie Mae MBS, (2) proceeds from
repayments of loans of Fannie Mae, (3) proceeds from the sale and liquidation of mortgage-related securities, (4) the sale of
our REO inventory and (5) proceeds from resolution and settlement agreements related to representation and warranty,
compensatory fees and PLS sold to us.

Capital Management

Regulatory Capital

FHFA has announced that, during the conservatorship, our existing statutory and FHFA-directed regulatory capital
requirements will not be binding and that FHFA will not issue quarterly capital classifications. We submit capital reports to
FHFA and FHFA monitors our capital levels. We report the deficit of our core capital over statutory minimum capital and
GAAP net worth in our periodic reports on Form 10-Q and Form 10-K, and FHFA also reports them on its website. FHFA is
not reporting our critical, risk-based capital or subordinated debt levels during the conservatorship. For information on our
minimum capital requirements see “Note 15, Regulatory Capital Requirements.”
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Dodd-Frank Act—FHFA Rule Regarding Stress Testing

See “Business—Our Charter and Regulation of Our Activities—The Dodd-Frank Act—Stress Testing” for a description of
FHFA'’s final rule implementing the Dodd-Frank Act’s stress test requirements for Fannie Mae, Freddie Mac and the FHLBs.

Capital Activity

We are effectively unable to raise equity capital from private sources at this time and, therefore, are reliant on the funding
available under the senior preferred stock purchase agreement to address any net worth deficit.

Senior Preferred Stock Purchase Agreement

As aresult of the covenants under the senior preferred stock purchase agreement, Treasury’s ownership of the warrant to
purchase up to 79.9% of the total shares of our common stock outstanding and the significant uncertainty regarding our
future, we effectively no longer have access to equity funding except through draws under the senior preferred stock
purchase agreement.

Under the senior preferred stock purchase agreement, Treasury made a commitment to provide funding, under certain
conditions, to eliminate deficiencies in our net worth. We have received a total of $116.1 billion from Treasury pursuant to
the senior preferred stock purchase agreement as of December 31, 2014. The aggregate liquidation preference of the senior
preferred stock, including the initial aggregate liquidation preference of $1.0 billion, remains at $117.1 billion.

While we had a positive net worth as of December 31, 2014 and have not received funds from Treasury under the agreement
since the first quarter of 2012, we will be required to obtain additional funding from Treasury pursuant to the senior
preferred stock purchase agreement if we have a net worth deficit in future periods. As of the date of this filing, the amount
of remaining available funding under the senior preferred stock purchase agreement is $117.6 billion. If we were to draw
additional funds from Treasury under the agreement in a future period, the amount of remaining funding under the agreement
would be reduced by the amount of our draw. Dividend payments we make to Treasury do not restore or increase the amount
of funding available to us under the agreement. For additional information, see “Business—Conservatorship and Treasury
Agreements—Treasury Agreements—Senior Preferred Stock Purchase Agreement and Related Issuance of Senior Preferred
Stock and Common Stock Warrant—Senior Preferred Stock Purchase Agreement.”

We are not permitted to redeem the senior preferred stock prior to the termination of Treasury’s funding commitment under
the senior preferred stock purchase agreement. Moreover, we are not permitted to pay down the liquidation preference of the
outstanding shares of senior preferred stock except in limited circumstances. The limited circumstances under which
Treasury’s funding commitment will terminate and under which we can pay down the liquidation preference of the senior
preferred stock are described in “Business—Conservatorship and Treasury Agreements—Treasury Agreements.”

Dividends

Our fourth quarter 2014 dividend of $4.0 billion was declared by FHFA and subsequently paid by us on December 31, 2014,
bringing our senior preferred stock dividends paid in 2014 to $20.6 billion. For each dividend period from January 1, 2013
through and including December 31, 2017, when, as and if declared, the dividend amount will be the amount, if any, by
which our net worth as of the end of the immediately preceding fiscal quarter exceeds an applicable capital reserve amount.
The capital reserve amount was $3.0 billion for dividend periods in 2013, decreased to $2.4 billion for dividend periods in
2014, and to $1.8 billion for dividend periods in 2015 and will continue to be reduced by $600 million each year until it
reaches zero on January 1, 2018. For each dividend period beginning in 2018, the dividend amount will be the entire amount
of our net worth, if any, as of the end of the immediately preceding fiscal quarter. Based on the terms of the senior preferred
stock, we expect to pay Treasury a dividend for the first quarter of 2015 of $1.9 billion by March 31, 2015. The Director of
FHFA directs us to make dividend payments on the senior preferred stock on a quarterly basis.

See “Risk Factors” for a discussion of the risks relating to our dividend obligations to Treasury on the senior preferred stock.
See “Business—Conservatorship and Treasury Agreements—Treasury Agreements” for more information on the terms of
the senior preferred stock and our senior preferred stock purchase agreement with Treasury.
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OFF-BALANCE SHEET ARRANGEMENTS

We enter into certain business arrangements to facilitate our statutory purpose of providing liquidity to the secondary
mortgage market and to reduce our exposure to interest rate fluctuations. Some of these arrangements are not recorded in our
consolidated balance sheets or may be recorded in amounts different from the full contract or notional amount of the
transaction, depending on the nature or structure of, and accounting required to be applied to, the arrangement. These
arrangements are commonly referred to as “off-balance sheet arrangements” and expose us to potential losses in excess of
the amounts recorded in our consolidated balance sheets.

Our off-balance sheet arrangements result primarily from the following:
e our guaranty of mortgage loan securitization and resecuritization transactions over which we do not have control;
e other guaranty transactions;
*  liquidity support transactions; and
*  partnership interests.

Our maximum potential exposure to credit losses relating to our outstanding and unconsolidated Fannie Mae MBS and other
financial guarantees is primarily represented by the unpaid principal balance of the mortgage loans underlying outstanding
and unconsolidated Fannie Mae MBS and other financial guarantees of $31.7 billion as of December 31, 2014 and $44.3
billion as of December 31, 2013.

For more information on the mortgage loans underlying both our on- and off-balance sheet Fannie Mae MBS, as well as
whole mortgage loans that we own, see “Risk Management—Credit Risk Management.”

Partnership Investment Interests

For partnership investments where we have determined that we are the primary beneficiary, we have consolidated these
investments and recorded all of the partnership assets and liabilities in our consolidated balance sheets. Our partnership
investments primarily consist of investments in affordable rental and for-sale housing partnerships. The carrying value of our
partnership investments, including those we have consolidated, totaled $721 million as of December 31, 2014, compared
with $809 million as of December 31, 2013.

LIHTC Partnership Interests

In most instances, we are not the primary beneficiary of our LIHTC partnership investments, and therefore our consolidated
balance sheets reflect only our investment in the LIHTC partnership, rather than the full amount of the LIHTC partnership’s
assets and liabilities. FHFA informed us in 2009 that, after consultation with Treasury, generally we are not authorized to sell
or transfer our LIHTC partnership interests. Some exceptions to this rule exist in very limited circumstances and, in most
cases, only with FHFA consent. In 2009, we reduced the carrying value of our LIHTC partnership investments to zero, as we
no longer had both the intent and ability to sell or otherwise transfer our LIHTC investments for value. However, we still
have an obligation to fund our LIHTC partnership investments and have recorded such obligation as a liability in our
financial statements. We did not make any LIHTC investments in 2014, other than pursuant to existing prior commitments.

Treasury Housing Finance Agency Initiative

During 2009, we entered into a memorandum of understanding with Treasury, FHFA and Freddie Mac pursuant to which we
agreed to provide assistance to state and local housing finance agencies (“HFAs”) through two primary programs, which
together comprise what we refer to as the HFA initiative.

In November 2011, we entered into an Omnibus Consent to HFA Initiative Program Modifications with Treasury, Freddie
Mac and FHFA pursuant to which the parties agreed to specified modifications to the HFA initiative programs, including a
three-year extension of the expiration date for the temporary credit and liquidity facilities (“TCLFs”) from December 2012 to
December 2015. See “Certain Relationships and Related Transactions, and Director Independence—Transactions with
Related Persons—Transactions with Treasury—Treasury Housing Finance Agency Initiative” for a discussion of the HFA
initiative.

Pursuant to the TCLF program that we describe in “Related Parties” in “Note 1, Summary of Significant Accounting
Policies,” Treasury has purchased participation interests in TCLFs provided by us and Freddie Mac to the HFAs. These
facilities create a credit and liquidity backstop for the HFAs. Our outstanding commitments under the TCLF program totaled
$390 million as of December 31, 2014 and $821 million as of December 31, 2013.

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 198 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 198 of 554

109

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 199 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 199 of 554

Multifamily Bond Credit Enhancement Liquidity Commitments

Our total outstanding liquidity commitments to advance funds for securities backed by multifamily housing revenue bonds
totaled $12.3 billion as of December 31, 2014 and $13.0 billion as of December 31, 2013. These commitments require us to
advance funds to third parties that enable them to repurchase tendered bonds or securities that are unable to be remarketed.
We hold cash and cash equivalents in our cash and other investments portfolio in excess of these commitments to advance
funds.

RISK MANAGEMENT

Our business activities expose us to the following three major categories of financial risk: credit risk, market risk (including
interest rate and liquidity risk) and operational risk. We seek to actively monitor and manage these risks by using an
established risk management framework. Our risk management framework is intended to provide the basis for the principles
that govern our risk management activities.

* Credit Risk. Credit risk is the potential for financial loss resulting from the failure of a borrower or institutional
counterparty to honor its financial or contractual obligations, resulting in a potential loss of earnings or cash flows. In
regards to financial securities or instruments, credit risk is the risk of not receiving principal, interest or any other
financial obligation on a timely basis, for any reason. Credit risk exists primarily in our mortgage credit book of
business and derivatives portfolio.

* Market Risk. Market risk is the exposure generated by adverse changes in the value of financial instruments caused by
a change in market prices or interest rates. Two significant market risks we face and actively manage are interest rate
risk and liquidity risk. Interest rate risk is the risk of changes in our long-term earnings or in the value of our assets due
to fluctuations in interest rates. Liquidity risk is our potential inability to meet our funding obligations in a timely
manner.

* Operational Risk. Operational risk is the loss resulting from inadequate or failed internal processes, people, systems or
from external events.

In addition to our exposure to credit, market and operational risks, there is significant uncertainty regarding the future of our
company, including how long we will continue to be in existence, which we discuss in more detail in “Business—Housing
Finance Reform” and in “Risk Factors.” This uncertainty, along with limitations on our employee compensation arising from
our conservatorship, could affect our ability to retain and hire qualified employees. We are also subject to a number of other
risks that could adversely impact our business, financial condition, earnings and cash flow, including human capital, legal,
regulatory and compliance, reputational, technological and cybersecurity, strategic and execution risks. These risks may arise
due to a failure to comply with laws, regulations or ethical standards and codes of conduct applicable to our business
activities and functions. These risks are typically brought to the attention of our Management Committee, our Board of
Directors or one or more of the Board’s committees and, in some cases, FHFA for discussion.

Another risk that can impact our financial condition, earnings and cash flow is model risk, which is defined as the potential
for model errors to adversely affect the company. This occurs because of our use of modeled estimations of future economic
environments, borrower behavior and valuation methodologies. See “Risk Factors” for a discussion of the risks associated
with our reliance on models.

Our risk management framework and governance structure are intended to provide comprehensive controls and ongoing
management of the major risks inherent in our business activities. Our ability to identify, assess, mitigate and control, and
report and monitor risk is crucial to our safety and soundness.

* Risk Identification. Risk identification is the process of finding, recognizing and describing risk. The identification of
risk facilitates effective risk management by achieving awareness of the sources, impact and magnitude of risk.

* Risk Assessment. We assess risk using a variety of methodologies, such as calculation of potential losses from loans
and stress tests relating to interest rate sensitivity. When we assess risk, we look at metrics such as frequency, severity,
concentration, correlation, volatility and loss. Information obtained from these assessments is reviewed on a regular
basis to ensure that our risk assumptions are reasonable and reflect our current positions.

* Risk Mitigation & Control. We proactively develop appropriate mitigation strategies to prevent excessive risk
exposure, address risks that exceed established tolerances and address risks that create unanticipated business impact.
Mitigation strategies and controls can be in the form of reduction, transference, acceptance or avoidance of the
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identified risk. We also manage risk through four control elements that are designed to work in conjunction with each
other: (1) risk policies, (2) risk limits, (3) delegations of authority and (4) risk committees.

* Risk Reporting & Monitoring. Our business units actively monitor emerging and identified risks that are taken when
executing our strategies. Risks and concerns are reported to the appropriate level of management to ensure that the
necessary action is taken to mitigate the risk.

We manage risk by using a “three lines of defense” structure. The first line of defense is the active management of risk by
the business unit. Each business unit is charged with conforming to the risk guidelines, risk appetite, risk policies and limits
approved by the Board of Directors, the Board’s Risk Policy & Capital Committee and the executive-level Management
Committee. The second line of defense is the Enterprise Risk Management division, which is responsible for ensuring
compliance with the risk framework and independently reporting on risk management issues and performance, and the
Compliance division, which is responsible for developing policies and procedures to help ensure that Fannie Mae and its
employees comply with the law, our code of conduct and all regulatory obligations. The third line of defense is the Internal
Audit group, which is responsible for ensuring all parties are performing the actions for which they are accountable and for
identifying any omissions or potential process improvements. Enterprise Risk Management reports independently to the
Board’s Risk Policy & Capital Committee and Internal Audit reports independently to the Board’s Audit Committee.

Enterprise Risk Governance

Our enterprise risk management structure consists of the Board of Directors, executive leadership, including the Chief Risk
Officer, Deputy Chief Risk Officer and Chief Credit Officer, and the Enterprise Risk Management division, designated
officers responsible for managing our financial risks, business unit chief risk officers and risk management committees. This
structure is designed to encourage a culture of accountability within the divisions and promote effective risk management
throughout the company.

Our organizational structure and risk management framework work in conjunction with each other to identify risk-related
trends with respect to customers, products or portfolios and external events and to develop appropriate strategies to mitigate
emerging and identified risks.

Under our enterprise risk management framework, each business unit is responsible for managing its risks but is subject to a
governance and oversight process that includes independent oversight functions, management-level risk committees and
Board-level engagement.

Board of Directors

The Risk Policy & Capital Committee of the Board, pursuant to its Charter, assists the Board in overseeing our management
of risk and recommends for Board approval enterprise risk governance policy and limits. In addition, the Audit Committee
reviews the system of internal controls that we rely upon to provide reasonable assurance of compliance with our enterprise
risk management processes.

The Board of Directors delegates day-to-day management responsibilities to the Chief Executive Officer who then further
delegates this responsibility among the company’s business unit heads, including the Chief Risk Officer and the Chief
Compliance Officer. Risk management oversight authority, including responsibility for setting appropriate controls such as
limits and policies, is delegated to the Chief Risk Officer, who then delegates certain levels of risk management oversight
authority to our Chief Credit Officer and to the chief risk officers of each business unit or functional risk area (for example,
model and operational risk). Management-level business risk committees serve in an advisory capacity to those officers to
whom risk management authority has been delegated. In addition, certain activities require the approval of our conservator.
See “Directors, Executive Officers and Corporate Governance—Corporate Governance—Conservatorship and Delegation of
Authority to Board of Directors” for information about these activities.

Enterprise Risk Management Division

Our Enterprise Risk Management division reports directly to the Chief Risk Officer who reports directly to the Chief
Executive Officer. The Chief Risk Officer also reports independently to the Board’s Risk Policy & Capital Committee and
may be removed only upon Board approval. Enterprise Risk Management is responsible for the identification of emerging
risks, the monitoring and reporting of risk within the existing policies and limits, and independent oversight of risk
management across the company.

Risk Committees

We use our management-level risk committees as a forum for discussing emerging risks, risk mitigation strategies and
communication across business lines. Risk committees enhance the risk management framework by reinforcing our risk
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management culture and providing accountability for the resolution of key risk issues and decisions. Each business risk
committee is chaired by the head of the business unit. In addition, the business unit chief risk officer can be designated as the
committee co-chair or as a member of the committee who is responsible for the oversight of the risks discussed. Committees
are also populated with key business and risk leaders from the respective business units.

The primary management-level business risk committees include the Asset Liability Committee, the Enterprise Risk
Committee, the Model Oversight Committee and the Operational Risk Committee, as well as specific committees for each
line of business. Executive-level risk discussions are held primarily by the Operating Committee, which consists of members
of our executive management. On a periodic basis, the Chief Risk Officer prepares a detailed summary of current and
emerging risks, compliance with risk limits and other risk reports, and reports on these matters to both the Operating
Committee and the Risk Policy & Capital Committee of the Board. The Chief Risk Officer also reports periodically on other
topics to the Risk Policy & Capital Committee of the Board, as appropriate.

Internal Audit

Our Internal Audit group, under the direction of the Chief Audit Executive, provides an objective assessment of the design
and execution of our internal control system, including our management systems, risk governance and policies and
procedures. The Chief Audit Executive reports directly and independently to the Audit Committee of the Board of Directors,
and audit personnel are compensated based on objectives set for the group by the Audit Committee rather than corporate
financial results or goals. The Chief Audit Executive reports administratively to the Chief Executive Officer and may be
removed only upon approval by the Board’s Audit Committee. Internal audit activities are designed to provide reasonable
assurance that resources are safeguarded; that significant financial, managerial and operating information is complete,
accurate and reliable; and that employee actions comply with our policies and applicable laws and regulations.

Compliance and Ethics

The Compliance and Ethics division, under the direction of the Chief Compliance Officer, is dedicated to developing and
maintaining policies and procedures to help ensure that Fannie Mae and its employees comply with the law, our Code of
Conduct and all regulatory obligations. The Chief Compliance Officer reports directly to our Chief Executive Officer and
independently to the Audit Committee of the Board of Directors, and Compliance and Ethics personnel are compensated on
objectives set for the group by the Audit Committee of the Board of Directors rather than corporate financial results or goals.
The Chief Compliance Officer may be removed only upon Board approval. The Chief Compliance Officer is responsible for
overseeing our compliance activities; developing and promoting a code of ethical conduct; evaluating and investigating any
allegations of misconduct; and overseeing and coordinating regulatory reporting and examinations.

Credit Risk Management

We are generally subject to two types of credit risk: mortgage credit risk and institutional counterparty credit risk. The
metrics used to measure credit risk are generated using internal models. Our internal models require numerous assumptions
and there are inherent limitations in any methodology used to estimate macroeconomic factors such as home prices,
unemployment and interest rates, and their impact on borrower behavior. When market conditions change rapidly and
dramatically, the assumptions of our models may no longer accurately capture or reflect the changing conditions.
Management periodically makes judgments about the appropriateness of the risk assessments indicated by the models. See
“Risk Factors” for a discussion of the risks associated with our use of models.

Mortgage Credit Risk Management

We are exposed to credit risk on our mortgage credit book of business because we either hold mortgage assets, have issued a
guaranty in connection with the creation of Fannie Mae MBS backed by mortgage assets or provided other credit
enhancements on mortgage assets. While our mortgage credit book of business includes all of our mortgage-related assets,
both on- and off-balance sheet, our guaranty book of business excludes non-Fannie Mae mortgage-related securities held in
our retained mortgage portfolio for which we do not provide a guaranty. See “Glossary of Terms Used in This Report” for
more detail.

Mortgage Credit Book of Business

Table 32 displays the composition of our mortgage credit book of business based on unpaid principal balance. Our single-
family mortgage credit book of business accounted for 93% of our mortgage credit book of business as of December 31,
2014 and 2013.
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Table 32: Composition of Mortgage Credit Book of Business

As of
December 31, 2014 December 31, 2013
Single- Single-
Family Multifamily Total Family Multifamily Total
(Dollars in millions)
Mortgage loans and Fannie Mae MBS $2,837,211 $187,300  $3,024,511 $2.862,306 $183.,891 $3,046,197
Unconsolidated Fannie Mae MBS, held by third
parties® 11,660 1,267 12,927 12,430 1,314 13,744
Other credit guarantees® 4,033 14,748 18,781 15,183 15,414 30,597
Guaranty book of business $2,852,904  $203,315  $3,056,219 $2,889,919  $200,619  $3,090,538
Agency mortgage-related securities 6,932 8 6,940 8,992 32 9,024
Other mortgage-related securities® 19,973 7,970 27,943 27,563 9,640 37,203
Mortgage credit book of business $2,879,809  $211,293  $3,091,102 $2,926,474  $210,291  $3,136,765
Guaranty Book of Business Detail:
Conventional Guaranty Book of Business® $2,795,666 $201,763 $2,997,429 $2,827,169 $198,906  $3,026,075
Government Guaranty Book of Business” $ 57,238 $ 1552 $§ 58,790 $ 62,750 $ 1,713 $ 64,463

M Consists of mortgage loans and Fannie Mae MBS recognized in our consolidated balance sheets. The principal balance of resecuritized
Fannie Mae MBS is included only once in the reported amount.
@ The principal balance of resecuritized Fannie Mae MBS is included only once in the reported amount.

® " Consists of single-family and multifamily credit enhancements that we have provided and that are not otherwise reflected in the table.

@ Consists of mortgage-related securities issued by Freddie Mac and Ginnie Mae.

Primarily includes mortgage revenue bonds, Alt-A and subprime PLS and CMBS.

Refers to mortgage loans and mortgage-related securities that are not guaranteed or insured, in whole or in part, by the U.S.
government or one of its agencies.

Refers to mortgage loans and mortgage-related securities guaranteed or insured, in whole or in part, by the U.S. government or one of
its agencies.

New business purchases consist of single-family and multifamily whole mortgage loans purchased during the period and
single-family and multifamily mortgage loans underlying lender swaps issued during the period. New business purchases
were $409.8 billion for the year ended December 31, 2014 and $759.5 billion for the year ended December 31, 2013.

In the following sections, we discuss the mortgage credit risk of the single-family and multifamily loans in our guaranty
book of business. The credit statistics reported below, unless otherwise noted, pertain generally to the portion of our guaranty
book of business for which we have access to detailed loan-level information, which constituted approximately 99% of each
of our single-family conventional guaranty book of business and our multifamily guaranty book of business, excluding
defeased loans, as of December 31, 2014 and 2013. We typically obtain this data from the sellers or servicers of the
mortgage loans in our guaranty book of business and receive representations and warranties from them as to the accuracy of
the information. While we perform various quality assurance checks by sampling loans to assess compliance with our
underwriting and eligibility criteria, we do not independently verify all reported information and we rely on lender
representations regarding the accuracy of the characteristics of loans in our guaranty book of business. See “Risk Factors”
for a discussion of the risk that we could experience mortgage fraud as a result of this reliance on lender representations.

Single-Family Mortgage Credit Risk Management

Our strategy in managing single-family mortgage credit risk consists of four primary components: (1) our acquisition and
servicing policies along with our underwriting and servicing standards, including the use of credit enhancements;

(2) portfolio diversification and monitoring; (3) management of problem loans; and (4) REO management. These approaches
may increase our expenses and may not be effective in reducing our credit-related expense or credit losses. We provide
information on our credit-related income and credit losses in “Consolidated Results of Operations—Credit-Related Income.”

In evaluating our single-family mortgage credit risk, we closely monitor changes in housing and economic conditions and the
impact of those changes on the credit risk profile and performance of our single-family mortgage credit book of business. We
regularly review and provide updates to our underwriting standards and eligibility guidelines that take into consideration
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changing market conditions. The credit risk profile of our single-family mortgage credit book of business is influenced by,
among other things, the credit profile of the borrower, features of the loan, such as the loan product type and the type of
property securing the loan, the housing market and the general economy. We focus more on those loans that we believe pose
a higher risk of default, which typically have been loans associated with higher mark-to-market LTV ratios, loans to
borrowers with lower FICO credit scores and certain higher risk loan product categories, such as Alt-A loans. These and
other factors affect both the amount of expected credit loss on a given loan and the sensitivity of that loss to changes in the
economic environment.

The single-family credit statistics we focus on and report in the sections below generally relate to our single-family
conventional guaranty book of business, which represents the substantial majority of our total single-family guaranty book of
business. We provide information on non-Fannie Mae mortgage-related securities held in our portfolio in “Note 5,
Investments in Securities.”

Single-Family Acquisition and Servicing Policies and Underwriting and Servicing Standards

Our Single-Family business, with the oversight of our Enterprise Risk Management division, is responsible for pricing and
managing credit risk relating to the portion of our single-family mortgage credit book of business consisting of single-family
mortgage loans and Fannie Mae MBS backed by single-family mortgage loans (whether held in our portfolio or held by third
parties). Desktop Underwriter®, our proprietary automated underwriting system which measures credit risk by assessing the
primary risk factors of a mortgage, is used to evaluate the majority of the loans we purchase or securitize. As part of our
regular evaluation of Desktop Underwriter, we conduct periodic examinations of the underlying risk assessment models and
recalibrate the models based on actual loan performance and market assumptions to improve Desktop Underwriter’s ability
to effectively analyze risk. Subject to our prior approval, we also may purchase and securitize mortgage loans that have been
underwritten using other automated underwriting systems, as well as manually underwritten mortgage loans that meet our
stated underwriting requirements or meet agreed-upon standards that differ from our standard underwriting and eligibility
criteria.

We initiated underwriting and eligibility changes that became effective for deliveries in late 2008 and 2009 that focused on
strengthening our underwriting and eligibility standards to promote sustainable homeownership. The result of many of these
changes is reflected in the substantially improved risk profile of our single-family loan acquisitions since 2009. We
periodically make updates to Desktop Underwriter for underwriting and eligibility changes and changes to our Selling Guide,
which sets forth our policies and procedures related to selling single-family mortgages to us.

Our proprietary appraisal analysis application, Collateral Underwriter™, is now available to our lenders. This tool may be
used by lenders to analyze appraisals against Fannie Mae’s database of appraisals and market data before the loan is
delivered to us by providing an overall risk score and detailed messaging to highlight specific aspects of the appraisal that
may warrant further attention. Collateral Underwriter will be integrated with Desktop Underwriter to incorporate into a
lender’s existing underwriting process. Using Collateral Underwriter allows the lender to assess the appraisal and address
any issues prior to delivery of the loan to us, which helps lenders mitigate repurchase risk resulting from appraisal
representations and warranties.

Table 33 below displays information regarding the credit characteristics of the loans in our single-family conventional
guaranty book of business by acquisition period.

Table 33: Selected Credit Characteristics of Single-Family Conventional Guaranty Book of Business, by Acquisition
Period

As of December 31, 2014

% of Single-Family Current
Conventional Current Estimated  Estimated Mark- Serious
Guaranty Book of Mark-to-Market to-Market LTV Delinquency
Business” LTV Ratio?® Ratio >100%® Rate®
2009-2014 acquisitions, excluding HARP and other
Refi Plus loans 62 % 60 % * % 0.24 %
HARP loans® 11 86 19 1.04
Other Refi Plus loans© 8 51 * 0.37
2005-2008 acquisitions 12 81 22 8.17
2004 and prior acquisitions 7 48 2 3.28
Total Single-Family Book of Business 100 % 64 % 5% 1.89 %
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As of December 31, 2013

% of Single-Family Current
Conventional Current Estimated Estimated Mark- Serious
Guaranty Book of Mark-to-Market to-Market LTV Delinquency
Business"” LTV Ratio?® Ratio >100%" Rate®
2009-2013 acquisitions, excluding HARP and other
Refi Plus loans 57 % 61 % * % 0.23 %
HARP loans® 11 91 25 0.84
Other Refi Plus loans® 9 53 * 0.31
2005-2008 acquisitions 15 86 27 9.32
2004 and prior acquisitions 8 50 3 3.52
Total Single-Family Book of Business 100 % 67 % 7 % 2.38 9%

* Represents less than 0.5%.

(M Calculated based on the aggregate unpaid principal balance of single-family loans for each category divided by the aggregate unpaid
principal balance of loans in our single-family conventional guaranty book of business as of December 31, 2014 and 2013.

@ The aggregate estimated mark-to-market LTV ratio is based on the unpaid principal balance of the loans as of the end of the applicable
period divided by the estimated current value of the properties, which we calculate using an internal valuation model that estimates
periodic changes in home value. Excludes loans for which this information is not readily available.

®  The current estimated mark-to-market LTV ratio greater than 100% is based on the unpaid principal balance of the loans with mark-to-
market LTV ratios greater than 100% for each category as of the end of the applicable period divided by the aggregate unpaid principal
balance of loans for each category in our single-family conventional guaranty book of business as of December 31, 2014 and 2013.

@ The serious delinquency rates for loans acquired in more recent years will be higher after the loans have aged, but we do not expect
them to approach the levels of the December 31, 2014 serious delinquency rates of loans acquired in 2005 through 2008.

) HARP loans, which we began to acquire in 2009, have LTV ratios at origination in excess of 80%. In the fourth quarter of 2012, we
revised our presentation of the data to reflect all loans under our Refi Plus program with LTV ratios at origination in excess of 80% as
HARRP loans. Previously we did not reflect loans that were backed by second homes or investor properties as HARP loans.

©  Other Refi Plus loans, which we began to acquire in 2009, includes all other Refi Plus loans that are not HARP loans.

Beginning with loans delivered in 2013, and in conjunction with our new representation and warranty framework that is
discussed below, we have made changes in our quality control process that move the primary focus of our quality control
reviews from the time a loan defaults to shortly after the loan is delivered to us. We have implemented new tools to help
identify loans delivered to us that may not have met our underwriting or eligibility guidelines and use these tools to help
select discretionary and random samples of performing loans for quality control reviews shortly after delivery. Our quality
control includes reviewing and recording underwriting defects noted in the file, and determining if the loan met our
underwriting and eligibility guidelines. We also use these reviews to provide lenders with earlier feedback on underwriting
defects. We derive an eligibility defect rate from our random reviews, which represents the proportion of loans in the sample
population with underwriting defects that would make them potentially ineligible for delivery to us. The eligibility defect
rate does not necessarily indicate how well the loans will ultimately perform. Instead, we use it to estimate the percentage of
loans we acquired that potentially had a significant error in the underwriting process.

As of February 12, 2015, the eligibility defect rate for our single-family non-Refi Plus loan acquisitions in 2013 was 1.52%.
Because of enhancements to the sampling methodology of our random reviews that we implemented in 2013, the eligibility
defect rate for our 2013 loan acquisitions is not directly comparable to the “significant findings rate” we reported on our
acquisitions in prior periods. We continue to work with lenders to reduce the number of defects identified.

We continue to actively pursue our contractual rights associated with outstanding repurchase requests. Failure by a mortgage
seller or servicer to repurchase a loan or to otherwise make us whole for our losses may result in the imposition of certain
sanctions including, but not limited to:

»  requiring the posting of collateral,
* denying transfer of servicing requests or denying pledged servicing requests,
* modifying or suspending any contract or agreement with a lender, or

« suspending or terminating a lender or imposing some other formal sanction on a lender.
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If we are unable to resolve our repurchase requests, either through collection or additional remedies, we will not recover the
losses we have recognized on the associated loans. The unpaid principal balance of our outstanding repurchase requests was
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$1.0 billion as of December 31, 2014, compared with $1.5 billion as of December 31, 2013. The amount of our outstanding
repurchase requests is based on the unpaid principal balance of the loans underlying the repurchase requests and does not
reflect the actual amount we have requested from the mortgage sellers or servicers, or the amount we ultimately believe we
are going to collect, because in some cases we allow mortgage sellers or servicers to remit payment to make us whole for our
losses, which is less than the unpaid principal balance of the loan.

As of December 31, 2014, 0.33% of the $728.6 billion of unpaid principal balance of single-family loans acquired in 2013
had been subject to a repurchase request, compared with 0.18% of the $2.70 trillion of unpaid principal balance of single-
family loans acquired between 2009 and 2012 and 3.75% of the $2.33 trillion of unpaid principal balance of single-family
loans acquired between 2005 and 2008. We believe the slightly higher percentage of repurchase requests for our 2013
acquisitions as compared with our 2009 to 2012 acquisitions is due to the new tools we implemented in 2013 that have
improved our ability to identify loans with underwriting defects, as well as our shift in the primary focus of our quality
control reviews from the time a loan defaults to shortly after the loan is delivered to us. We substantially completed our up-
front loan reviews for potential underwriting defects on the loans we acquired in 2013 by the end of 2014. We will continue
to review loans acquired beginning in 2009 for underwriting defects if a loan defaults and has not previously been reviewed
and, for loans acquired beginning in 2013, if it has not already met the criteria for repurchase relief.

Representation and Warranty Framework

Our representation and warranty framework for single-family mortgage loans delivered on or after January 1, 2013, which is
part of FHFA’s seller-servicer contract harmonization initiative, seeks to provide lenders a higher degree of certainty and
clarity regarding their repurchase exposure and liability on future deliveries, as well as consistency around repurchase
timelines and remedies. Under the framework, lenders are relieved of repurchase liability for loans that meet specific
payment history requirements and other eligibility requirements. For example, a lender would not be required to repurchase a
mortgage loan in breach of certain underwriting and eligibility representations and warranties if the borrower has made
timely payments for 36 months following the delivery date (or, for Refi Plus loans, including HARP loans, for 12 months
following the delivery date), and the loan meets other specified eligibility requirements. Certain representations and
warranties are “life of loan” representations and warranties, meaning that no relief from their enforcement is available to
lenders regardless of the number of payments made by a borrower. Examples of life of loan representations and warranties
include, but are not limited to, a lender’s representation and warranty that it has originated the loan in compliance with
applicable laws and that the loan conforms to our charter requirements.

In May 2014, at FHFA’s direction, we and Freddie Mac announced changes to our representation and warranty framework
effective for single-family mortgage loans delivered on or after July 1, 2014. The primary changes to the framework
consisted of relaxing the 36-month timely payment history requirement to permit two instances of 30-day delinquency and
adding an alternative path to relief if there is a satisfactory conclusion of a quality control review.

In November 2014, we and Freddie Mac announced additional changes and clarifications to our representation and warranty
framework effective for single-family mortgage loans delivered on or after January 1, 2013, except for loans for which
Fannie Mae has issued a repurchase request prior to November 20, 2014. The primary change to the framework was a
significance test for post-relief date remedies related to misrepresentations or data inaccuracies. Under the significance test,
we clarified that we will only seek repurchase on these loans if we would not have purchased the loans had we known the
accurate information at the time of delivery. In addition, for whole loans delivered after November 20, 2014, and mortgage
loans delivered into MBS with pool issue dates on or after December 1, 2014, we will only seek repurchase of a loan for
failure to comply with applicable laws if we determine the failure to comply with laws could be expected to impair our rights
under the note or mortgage, the failure to comply with laws could be expected to impose assignee liability on Fannie Mae, or
if one of a specified list of laws or regulations is or may have been violated. All other remedies are unaffected by this
change.

We continue to work with FHFA to identify opportunities to enhance our framework to provide the mortgage finance
industry with more certainty and clarity regarding selling representation and warranty obligations.

As of December 31, 2014, approximately 29% of the outstanding loans in our single-family conventional guaranty book of
business were acquired under the new representation and warranty framework, compared with 20% as of December 31,
2013. Table 34 below displays information regarding the relief status of single-family conventional loans, based on payment
history, delivered to us beginning in 2013 under the new representation and warranty framework.
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Table 34: Representation and Warranty Status of Single-Family Conventional Loans Acquired in 2013-2014

As of December 31, 2014

Refi Plus Non-Refi Plus Total
Unpaid Unpaid Unpaid
Principal Number of Principal Number of Principal Number of
Balance Loans Balance Loans Balance Loans

(Dollars in millions)

Single-family conventional loans that:

Obtained relief $ 141,393 927,345 § — — § 141,393 927,345
Remain eligible for relief 47,154 319,830 781,590 3,733,863 828,744 4,053,693
Are not eligible for relief 2,686 16,890 9,043 44,387 11,729 61,277

Total outstanding loans acquired under the

new representation and warranty
framework $ 191,233 1,264,065 $§ 790,633 3,778,250 $§ 981,866 5,042,315

As of December 31, 2013

Refi Plus Non-Refi Plus Total
Unpaid Unpaid Unpaid
Principal Number of Principal Number of Principal Number of
Balance Loans Balance Loans Balance Loans

(Dollars in millions)

Single-family conventional loans that:

Obtained relief $ — — 3 — — § — —
Remain eligible for relief 158,025 1,000,147 537,887 2,460,012 695,912 3,460,159
Are not eligible for relief 802 4,844 515 2,582 1,317 7,426

Total outstanding loans acquired under the

new representation and warranty
framework $ 158,827 1,004,991 § 538,402 2,462,594 $ 697,229 3,467,585

As of December 31, 2014, approximately 18% of loans acquired under the new representation and warranty framework had
obtained relief. Providing lenders with relief from repurchasing loans for breaches of certain representations and warranties
on loans acquired beginning in 2013 that meet specified eligibility requirements shifts some of the risk of non-compliance
with our requirements back to us. However, we believe that we have taken appropriate steps to mitigate this risk, including
moving the primary focus of our quality control reviews to shortly after the time the loans are delivered to us. We also retain
the right to review any defaulted loans that were not previously reviewed and have not obtained relief, in addition to
retaining the right to review all loans for any violations of life of loan representations and warranties.

Credit Enhancements

As discussed in “Business—Our Charter and Regulation of Our Activities—Charter Act,” our charter generally requires
credit enhancement on any single-family conventional mortgage loan that we purchase or securitize if it has an LTV ratio
over 80% at the time of purchase. However, under HARP, we allow our borrowers who have mortgage loans with current
LTV ratios above 80% to refinance their mortgages without obtaining new mortgage insurance in excess of what was already
in place. See “Credit Profile Summary—HARP and Refi Plus Loans” below for more discussion of HARP and its impact on
our single-family conventional business volume and guaranty book of business.

Borrower-paid primary mortgage insurance is the most common type of credit enhancement in our single-family guaranty
book of business. Primary mortgage insurance transfers varying portions of the credit risk associated with a mortgage loan to
a third-party insurer. In order for us to receive a payment in settlement of a claim under a primary mortgage insurance policy,
the insured loan must be in default and the borrower’s interest in the property that secured the loan must have been
extinguished, generally in a foreclosure action. The claims process for primary mortgage insurance typically takes three to
six months after title to the property has been transferred.

Mortgage insurers may also provide pool mortgage insurance, which is insurance that applies to a defined group of loans.
Pool mortgage insurance benefits typically are based on actual loss incurred and are subject to an aggregate loss limit. Under

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 211 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 211 of 554

some of our pool mortgage insurance policies, we are required to meet specified loss deductibles before we can recover
under
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the policy. We typically collect claims under pool mortgage insurance three to six months after disposition of the property
that secured the loan. For a discussion of our aggregate mortgage insurance coverage as of December 31, 2014 and 2013, see
“Risk Management—Credit Risk Management—Institutional Counterparty Credit Risk Management—Credit
Guarantors—Mortgage Insurers.”

Risk-Sharing Transactions

FHFA’s 2014 conservatorship scorecard included an objective to transact credit risk transfers on single-family mortgages
with at least $90 billion of unpaid principal balance, adjusted for the amount of credit risk transferred. Our primary method
of achieving this objective was through the issuance of CAS, which transfer some of the credit risk associated with losses on
the underlying mortgage loans to investors in these securities. During 2014, we issued $5.8 billion in CAS, transferring some
of the credit risk on single-family mortgages with an unpaid principal balance of $222.2 billion. In addition to our CAS
offerings, we executed additional types of credit risk sharing transactions in 2014. For information on our credit risk transfer
transaction with a panel of reinsurers, see “Risk Management—Credit Risk Management—Institutional Counterparty Credit
Risk Management—Credit Guarantors—Reinsurers.”

In a CAS transaction, we create a reference pool consisting of recently acquired single-family mortgage loans included in our
single-family guaranty book of business in our consolidated balance sheet. We then create a hypothetical securitization
structure with notional credit risk positions, or tranches (e.g., first loss, mezzanine and senior). We receive cash and issue
CAS (which relate to the mezzanine loss position) to investors, which we recognize as “Debt of Fannie Mae” in our
consolidated balance sheet.

We are obligated to make payments of principal and interest on the CAS, and we recognize the interest paid as “Long-term
debt interest expense” in our consolidated statements of operations and comprehensive income. The principal balance of the
CAS is reduced as a result of principal liquidations of loans in the reference pool or when certain specified credit events
(such as a loan becoming 180 days delinquent) occur on the loans in the reference pool. In turn, these credit events may
reduce the total amount of payments we ultimately make on the CAS. However, principal reductions will first occur on the
first loss position, which is retained by us, until it is fully reduced before the CAS begin participating in reductions to the
principal balances. As the reference pools underlying CAS issued to date consist of recently acquired single-family mortgage
loans (loans in the reference pools underlying the 2014 transactions were acquired between October 2012 and August 2013),
we have recognized minimal credit losses on loans in these reference pools to date.

Table 35 displays the credit risk transferred to third parties and retained by Fannie Mae pursuant to our 2013 and 2014 CAS
transactions.

Table 35: Credit Risk Transferred Pursuant to CAS Issuances

As of December

At Issuance 31,2014
Transferred
to Third
Retained by Fannie Mae Parties
Mezzanine Total Total
First Loss Loss Senior Loss Mezzanine Reference Outstanding
Position Position Position Loss Position Pool Reference Pool”

(Dollars in millions)

2014 CAS issuances:

CAS 2014 Co01 $ 88 § 41 $ 28430 § 750 $ 29,309 $ 27,400

CAS 2014 C02 231 98 58,889 1,600 60,818 57,972

CAS 2014 C03 301 138 75,734 2,050 78,223 75,557

CAS 2014 C04 225 78 52,122 1,449 53,874 53,401
Total 2014 CAS issuances $ 845 § 355 $ 215,175 % 5,849 $222,224 $ 214,330
Prior year CAS issuances:

CAS 2013 Co1 80 47 25,954 675 26,756 24,433
Total CAS issuances $§ 925 % 402 $ 241,129 $ 6,524 $248,980 $ 238,763
Total outstanding reference pool as a percentage of single-family conventional guaranty book of

business 8.54 %

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 213 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 213 of 554

118

https://www.sec.gov/Archives/edgar/data/310522/000031052215000081/fanniemae20141... 11/17/2018



FannieMae 2014 10K Page 214 of 554
Case 4:18-cv-12652-TSH Document 1-9 Filed 12/28/18 Page 214 of 554

M Includes $6.2 billion outstanding for the mezzanine loss tranche transferred to third parties as of December 31, 2014.

FHFA’s 2015 conservatorship scorecard includes an objective that we transact credit risk transfers on reference pools of
single-family mortgages with an unpaid principal balance of at least $150 billion in 2015, with this unpaid principal balance
requirement to be reviewed periodically and adjusted as necessary to reflect market conditions. In meeting this target, we
must utilize at least two types of risk transfer structures.

Single-Family Portfolio Diversification and Monitoring

Diversification within our single-family mortgage credit book of business by product type, loan characteristics and
geography is an important factor that influences credit quality and performance and may reduce our credit risk. We monitor
various loan attributes, in conjunction with housing market and economic conditions, to determine if our pricing, eligibility
and underwriting criteria accurately reflect the risk associated with loans we acquire or guarantee. In some cases, we may
decide to significantly reduce our participation in riskier loan product categories. We also review the payment performance
of loans in order to help identify potential problem loans early in the delinquency cycle and to guide the development of our
loss mitigation strategies.

The profile of our guaranty book of business is comprised of the following key loan attributes:

* LTV ratio. LTV ratio is a strong predictor of credit performance. The likelihood of default and the gross severity of a
loss in the event of default are typically lower as the LTV ratio decreases. This also applies to the estimated mark-to-
market LTV ratios, particularly those over 100%, as this indicates that the borrower’s mortgage balance exceeds the
property value.

*  Product type. Certain loan product types have features that may result in increased risk. Generally, intermediate-term,
fixed-rate mortgages exhibit the lowest default rates, followed by long-term, fixed-rate mortgages. Historically,
adjustable-rate mortgages (“ARMs”), including negative-amortizing and interest-only loans, and balloon/reset
mortgages have exhibited higher default rates than fixed-rate mortgages, partly because the borrower’s payments
rose, within limits, as interest rates changed.

*  Number of units. Mortgages on one-unit properties tend to have lower credit risk than mortgages on two-, three- or
four-unit properties.

*  Property type. Certain property types have a higher risk of default. For example, condominiums generally are
considered to have higher credit risk 