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EXECUTIVE SUMMARY

l. INTRODUCTION

The Office of Federal Housing Enterprise Oversight ("OFHEO™) began a
special examinationof Federal National Mortgage Association ("' Fannie Mag" or the
“Company”) in November 2003 (the" Special Examination™). Almost one year | ater,
OFHEO issued a report of itsfindingsto date as of September 17,2004 (the" OFHEO
Report™). Among other things, the OFHEO Report found that the Company's accounting
in various respectswas not consistent with generally accepted accounting principles
("GAAP") and was motivated by management's desireto portray FannieMae"'as a
consistent generator of stable and growing earnings,” and by an** executive compensation
structurethat rewarded management for meeting goal stied to earnings-per-share, a
metric subject to manipulation by management.* OFHEO also concludedin its Report
that the Company had ** dysfunctional accounting policy development, key person
dependencies, and poor segregation of duties” that contributedto accountingfailuresand
safety and soundness problems.*

In September 2004, the Special Review Committeeof the Board of
Directors of FannieMae (the “SRC”) engaged former Senator Warren B. Rudman and
Paul, Weiss, Rifkind, Wharton & Garrison LLP (collectively," Paul, Weiss™) to conduct
an independent investigation of, among other things, the issues that wereraised in the
OFHEO Report and to report our findingsand conclusionsto the SRC. This Executive
Summary highlightsthe key findings and conclusionsof the Paul, Weiss investigation.
The fu}l | findingsand conclusionsare contained in a Report, which we also publish
today.

The scope of our investigationwasinitially defined by an agreement dated
September 27,2004 between the Board of Directorsof Fannie Mae (the' Board") and
OFHEO, which was supplemented by an agreement dated March 7,2005, between
OFHEO and the Board (collectively," OFHEO Agreements™). Theissuesraisedin the
OFHEO Agreementsprimarily concerned the Company's accounting, internal controls,
and corporategovernanceand structure. The scope of our investigation, however, was
not limited to the issuesin the OFHEO Agreements. In fact, the SRC did not place any

1
OFHEO Report of Findingsto Date in the Special Examination of Fannie Mae, dated

Sept. 17,2004, availableat http://www.ofheo.gov/media/pdf/FNMfindingstodate17sept04.pdf.,
Executive Summary at i.

2 1d. at viii.

See"" A Report to the Special Review Committee of the Board of Directorsof Fannie
Mae" (the “PW Report™ or the " Report™). The three-volume Appendix to the PW
Report includes sample documentsof interest that are discussed in the PW Report,
and certain submissionsthat Paul, Weiss received from attorneyswho represent
former Company officers.
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limitationson our inquiry and instructed usto follow whatever |eads we discovered
during the course of our investigation.* We received the full support of the SRC and the
Board during the course of our review, and the SRC instructed the Company to cooperate
fully with our investigation.

Pursuant to the OFHEO Agreements, and with the approval of both the
SRC and OFHEO, we retained the forensi c accounting services of Huron Consulting
Group Inc. ("Huron™) to assist in our investigation. During the course of the
investigation, Paul, Weissand Huron collectively reviewed more than four million pages
of hardcopy and el ectronic documents and conducted more than 240 interviews® The
accounting opinions expressed in this Report are Huron's. Neither Paul, Weiss nor
Huron, however, conducted an audit of the Company's financial statements. Thetask of
preparing restated financial statementsremainsthat of the Company, and the task of
auditing those financial statementsremainsthat of the Company's independent auditor,
Deloitte & ToucheLLP.

Our engagcment was unusual in that the OFHEO Agreementsrequired the
Company, contemporaneoudy with our investigation, to undertake prompt remedial
measures with respect to Fannie Mae's accounting processes and proceduresand
corporate governance. Aswe detail in the Chapter of our Report addressing Corporate
Governance and Internal Controls, the Board and the Company, with our input, have
diligently pursued their obligationsunder the OFHEO A greementsand many remedial
measures are already underway. Asaresult, many recommendationsthat we would have
made are already in the processof being implemented. Accordingly, while we document
in the Report many of the significant corrective measures the Company has taken, we do
not make significant additional recommendations.

Our factua findingsand conclusionsfocus on management's intent and
motivewith respect to the transactionswe reviewed. Paul, Weiss’s mandate, however,
did not include determining whether any of the conduct we reviewed constituted a
violation of law or breach of professional standardsor whether the Company may
properly assert legal claimsagainst any individualsor entities.® We leaveto othersthe
task of determining the consequencesthat should flow from our factual findings.

4

The SRC aso specifically asked Paul, Weissto review allegationsmade by aformer-
employee, Roger Barnes, including how the Company addressed Barnes's allegations,
and any other mattersraised anonymously by employeesand former employees.

> Asdetailedfurther in Chapter II of the Report, our document review isongoing. As

recently as February 16,2006, the Company brought to our attention the existence of
new materialsthat could be relevant to our investigation. If necessary after reviewing
all of the materialsproduced by the Company, we will supplement our findings and
conclusionsin this Report.

For example, whilethe SRC wasiinitially formed in January 2004 in responseto a
shareholder demand letter, we were not retained until September 2004 and were not
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Aswith any private investigation, werelied on the voluntary cooperation
of the Company, its employees (both current and former), and its agents. We did not
havethe power to compel testimony or production of documents. Whilewe received
good cooperation from the Company and its current employees, counsel and auditors, we
were not ableto interview certainformer employees. Most significantly, Timothy
Howard, aformer Vice Chairman, Chief Financial Officer, and member of Fannie Mag's
Board, declined our repeated requestsfor interviews. Similarly, Leanne G. Spencer, a
former Senior Vice President and Controller, cooperated with our investigationduring its
early stages but declined further interviewsafter we became aware of a critical document
in her files, which Spencer had failed to producein responseto Paul, Weiss's document
requeststo the Company.

Finally, under the SRC’s direction, we cooperated fully with the United
States Department of Justice (“DOJ”), the Securitiesand Exchange Commission
("SEC'), OFHEO, and the Public Company Accounting Oversight Board (""PCAOB").
Almost immediately after our retention, beginningin October 2004, we met with and
regularly briefed the regulatory agencieson the progressof our investigation.

II. SUMMARY OF FINDINGS

The Company, under the Board's directionand with OFHEQO’s input, has
undergonean extensivetransformation both in personnel and structure since September
2004. Sincethat time, as we observein the Chapter describing Corporate Governance
and Internal Controls, there has been a dramatic shift in both the "'tone at the top' and the
Company's internal organization. During the course of our investigation, we
communicated our findingsto the SRC and the full Board, and the Company has not
waited for the issuance of the PW Report before making necessary changes. Asaresult,
(2) the Company has disclosed the principal problematic accountingissuesthat are the
subject of this Report,” (2) no member of management who we found knowingly
participatedin improper conduct continuesto be an employee of the Company, and (3) as
noted above, our suggestionsfor changesin corporate governanceeither have been
implemented or are underway.

We summarize below our principal conclusionsabout the Company's
accounting practices, internal controls, and corporate governanceand structureprior to
2005. We next summarizein detail each of the accountingissuesand the related findings

asked to addressthe demand letter. We understand that the SRC and the Board are
ably represented by other counsel in connectionwith the demand letter and with
respect to pending civil actions, and it wasnot ow role to advisethe SRC or the
Board in such matters.

7 Asnoted above, management and its current outside auditor are engaged in a

restatement effort that involves adetailed review of all of the Company's accounting
policiesand practices. This processcould result in additional mattersbeing identified
that are not addressed in this Report.
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and conclusionscontained in the Report. Due to the complexity of both the accounting
and factual issuesaddressed in the PW Report, however, no summary can serveas an
adequate substitutefor reading the chaptersthat contain afull exposition of both the facts
and our analyses.

Our principal conclusionswith respect to Fannie Mae's historical
accounting practices, internal controls, corporate governance, and structureprior to 2005,
areasfollows:

First, management's accounting practicesin virtually al of the areasthat
we reviewed were not consistent with GAAP, and, in many instances, management was
aware of the departuresfrom GAAP. Management often justified departuresfrom GAAP
based upon materiality assessmentsthat were not comprehensive, the need to
accommodatesystems inadequaci es, the unique nature of FannieMag's business, or
""substance over form™ arguments. For example, management unjustifiably departed from
GAAP with respectto: (1) itsimplementation of Statement of Financial Accounting
Standards('FAS") 133 in order to minimizeearningsvolatility and to avoid having to
make investments in new systemsto accommodate the standard; (2) its application of
FAS 91, because compliance with FAS 91 would have resulted in greater earnings
volatility than management had wanted; and (3) its approachto accountingfor interest-
only securitiesin combinationwith other securitiesto avoid impairment write-downsthat
would have been required under GAAPfor the interest-only securities.

Second, except for oneinstancein connection with the 1998 financial
statements, we did not find evidence supporting the conclusion that management's
departuresfrom GAAP were motivated by a desire to maximize bonusesin a given
period. We did, however, find evidence amply supporting the conclusion that
management's adoption of certain accounting policiesand financial reporting procedures
was motivated by a desire to show stable earningsgrowth, achieveforecasted earnings,
and avoid income statement volatility. For example, management's strategic execution
of debt buybacks, purchase of finiterisk insurance products, and acceleration of certain
expensesrelated to corporate-owned lifeinsurance, anong other strategies, helped the
Company to show atrend of stable earningsgrowth from 2001 to 2004. Similarly,
management did not alter its accounting practicefor the allowance for loan losses, even
though management was awarethat the allowancewas overstated, becausethe reduction
of the allowance would have generated a' spike' in income.

Third, employeeswho occupied critical accounting, financial reporting,
and audit functions at the Company were either unqualifiedfor their positions, did not
understand their roles, or failed to carry out their roles properly. Thisdeficiency was
most clearly manifested by employees who occupied senior positionsin the Office of the
Controller (" Controller's Office™) and the Office of Auditing (*'Interna Audit™). In
addition, the resourcesdevoted to accounting, financial reporting, and audit functions
were not sufficient to addressthe needsof an institution as large and complex as Fannie
Mae. Thiswasapparent, for example, in our review of the Company's implementation of



FAS 149 (concerningthe accounting for forward commitments), in which resource
constraintsled to a haphazard adoption of the standard.

Fourth, the information that management providedto the Board of
Directorswith respect to accounting, financial reporting, and internal audit issues
generally was incompleteand, at times, misleading. Management tightly controlled the
informationflow to the Board generally, and Howard, in particular, filtered the
accounting and financial informationthe Board received. For example, management
provided incompleteor misleading informationin connection with (1) presentations
regarding the 1998 amortization expense calculation; (2) briefingsrequested by the Board
concerning FreddieMac's restatement announcement in 2003, and whether Fannie Mae
had any similar accounting issues; and (3) a presentation regarding the Special
Examination in 2004, where the Board was | eft with the incorrect impression that the
Company's accountingunder FAS 91 and FAS 133 wasjustifiableand defensible, and
that no restatement would be required.

Fifth, the Company's accounting systems were grossly inadequate. This
fact became apparent in our review of several areas— most notably our review of the
Company's accounting for premium and discount amortizationunder FAS 91, but alsoin
connection with the Company's accounting under FAS 133 and FAS 149. The
accounting for the Company's investmentsin affordable housing partnershipsalso was
affected by systemslimitations.

Finally, we concludethat Howard, the former CFO, and L eanne Spencer,
the former Controller, were primarily responsiblefor adopting or implementing
accounting practicesthat departed from GAAP, and that they put undue emphasison
avoiding earningsvolatility and meeting EPS targetsand growth expectations. Asfor
former Chairman and CEO Franklin D. Raines, we did not find that he knew that the
Company's accounting practices departed from GAAP in significant ways. Wedid find,
however, that Raines contributedto a culturethat improperly stressed stable earnings
growth and that, as the Chairman and CEO of the Company from 1999 through 2004, he
was ultimately responsiblefor thefailuresthat occurred on hiswatch.

* 3k %k 3k

A. Fannie Mae's Applicationof FAS 91

We reviewed two primary issues with respect to management's
applicationof FAS91: first, welooked at management's support and motivation for its
decisionto record only $240 million in additional premium expensein the fourth quarter
of 1998 when the Company's own analysisindicated it should have recorded $439
million in additional premium expense; second, we reviewed management's devel opment
and implementation of a purchase premium and discount amortization policy in 2000 (the
" Amortization Policy" or " Policy™) that included a'* precision threshold" within which
management retai ned substantial discretion not to make adjustmentsthat were required
under FAS 91.
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1 1998 FAS 91 Adjustment

The Company was required under FAS 91 to amortize premiumsand
discountson itsloans and mortgage-backed securities("MBS") using the"*level yield"
method. The application of the level yield method resulted in periodic adjustmentsto
increaseor decrease interest incometo reflect, among other things, the effect on the
cumulativeamortization of premium and discount of differencesin actual and estimated
prepayments as a result of interest rate movements(this adjustment is referredto at
Fannie Mae as “catch-up”). The amount generated for this catch-up adjustment for the
fourth quarter of 1998 was $439 million in expense, which, under FAS 91, the Company
was requiredto recognizein the same period. Howard and Spencer, however,
recommended to the Office of the Chairman that the Company recognize only $240
million out of $439 million in expenseand defer $199 million in expenseto future
periods. The reductionwould be accomplished through periodic ' on-top™ entries.
Recognizing the full $439 million in expensewould have caused the Company to miss
then forecasted earningsper share ("EPS") for 1998 of $3.22 per share, and also would
have resulted in falling below the EPS-based threshold for triggering employees bonus
payments. We concludethat deferral of the $199 millionin catch-up expenseviol ated
GAAP.

Howard and Spencer al so recommended and recorded other adjustments
that had the effect of making up for the shortfall from forecasted EPS caused by
recognizingthe $240 millionin catch-up expensefor 1998. First, Howard and Spencer
accelerated a planned changefrom anon-GAAPto G M P method of accounting for the
tax creditsreceived in connection with the Company's investmentin low incomehousing
tax partnerships, which resulted in recognizingan extrayear's worth of creditsin 1998.
The net after-tax effect of the changein accounting for investmentsin low income
housing partnershipswas $108 millionin income. We concludethat the accounting
method adopted by management wasin accordancewith GM P, but that management's
motivefor acceleratingthe method change was to offset the EPS shortfall created by
recording the $240 million in amortization expense.

The second adjustment made by management wasthe reversal of $3.9
million in "' aged balances™ from a suspenseaccount. The adjustment, which had no
support, was recorded as " miscellaneousincome™ and served to incrementally increase
EPS to $3.2309, which triggered maximum employee bonusesfor 1998. Becausethe
Company had already exceeded published analyst expectationsof $3.22 for 1998 through
management's other 1998 actions— i.e., recording only $240 million of catch-up expense
and accel eratingthe recognition of tax credits— weinfer that this unsupported $3.9
million entry can be explained only by a motiveto increase EPSresults from $3.22to
$3.2309, the minimum amount of EPS needed to trigger the maximum bonuses.

Howard and Spencer then made incompl eteand mi sl eading disclosuresto
the Board about these entriesin their reports on the 1998 financial results. For example,
at the January 19, 1999 meeting of the Board of Directors, Howard's presentationomitted
thefact that the Company's systemsindicated that $439 million in catch-up expense



should be recorded, and misleadingly suggested that the $240 million in catch-up expense
was recorded at management's option becausethere was “room” created by the recording
of two years worth of tax credits. Similarly, Spencer failed to inform the Audit
Committee in February 1999 that the full catch-up expense adjustment should have been
$439 million, and that, in fact, the Company's auditor had noted an audit differencefor
the unrecorded $199 million expense. Further, Spencer misleadingly described the

reason for the ability to record an extrayear's tax creditsas due to improvementsin the
Company's systemsand controls, rather than management's correction of historical
accounting methodology that had not been in accordancewith GAAP.

Spencer did inform the Company's outside auditor of the decisionto
reduceinterest and guaranty fee incomeby only $240 millionin expense as opposed to
the cal culated $439 million in expense, and of the accounting changefor thetax credits.
The outside auditor noted an audit differencefor the deferred catch-up expense amount of
$199 million, and certified the Company's financial statementsfor 1998 without
qualification. Also, the auditor's 1998 workpapers showed that the outside auditor
reviewed the activity in the account from which the $3.9 million was reversed into
income and noted an audit differencefor the remaining balancein the suspense account.

2. Management's Devel opment and I mplementation of the
Amortization Policy

After noting an audit differencefor the $199 million unrecorded
amortization adjustment for 1998, the Company's outside auditor asked management to
develop and formalizea policy concerningits FAS 91 calculations. Management, under
the direction of Howard, developed an AmortizationPolicy and implemented it in
December 2000.

We concludethat the Policy was developedfor the purpose of avoiding
audit differenceswith the outside auditor, rather than for the purpose of complying with
GAAP. For example, the Policy contained provisions that were inconsistent with GAAP,
such asthe provision creatinga'* precision threshold" within which management did not
haveto recognize adjustmentsthat were otherwiserequired under FAS 91 on the grounds
that all amountswithin the threshold were the “functional equivalent of zero."
Management, however, did review the significant terms of the Policy with the
Company's auditor at thetime of its adoption and we did not see any evidencethat the
auditor disagreed with itsterms.

Significantly, management disregarded the terms of the Policy when it did
not suit its purpose. The most obviousexampleof management's disregard for its own
policy was the recognition of catch-upthat fell within the cal culated range, which was
supposedly the “functional equivalent of zero."

Howard and Spencer also misled the Board about the purpose of the
Policy and how it was implemented. Spencer made a presentation about the
Amortization Policy to the Audit Committee in November 2003 in which shefailed to
disclosethe fact that management's implementationof the Policy was not consistent with



the Policy's terms. Further, Spencer and Howard were both present at a July 19,2004
joint meeting of the Audit and the Specia Review Committees of the Board where one of
the critical issuesunder discussionwas OFHEQO's potential allegationthat management
engaged in earnings management by inconsi stently applying the AmortizationPolicy.
Neither Spencer nor Howard disclosed at this meeting the fact that management had, in
fact, applied the Policy inconsistently, and that OFHEQO's allegationswould find support
inthefacts.

B. Fannie Mae's Application of FAS 133

The Company's outstanding debt grew dramatically during the 1990s
(commensurate with the growth in its portfolio). The ability to hedgethat debt against
interest-rate risk was a substantial component of the Company's risk management
strategy. The Company used derivativesto hedgethe interest-raterisk associated with its
debt, and the notional amount of its derivative portfolio also grew tremendously during
the 1990s and into the 2000s.

FAS 133, whichwas issued in 1998 and was adopted by the Company on
January 1,2001, required companiesto recognizederivativesat fair value, with changes
infair value recognizedin income. Companies could avoid the earningsvolatility
associated with FAS 133 by entering into transactionsthat qualified for hedge
accounting. FAS 133 refersto thisas' special accounting.™

We recognizethat there has been substantial criticismof FAS 133 and, in
particular, that some hold the view that FAS 133 injectsinappropriatevolatility into
earnings. We are also awarethat, in the wake of the SEC’s announcement concerning
errorsin FannieMage's accounting under FAS 133, a number of companies have
announced that they would restate their FAS 133 accounting.

With respect to Fannie Mae's application of FAS 133, we concludethat
management did not engagein mere innocuous practical interpretationsor modest
deviationsfrom a strict reading of the standard. Rather, management's implementation
of FAS 133 was motivated not only by a desire to avoid earningsvolatility, but also by a
desire to avoid substantial changesto the Company's business methods, and/or the need
to develop the new and complex accounting systemsthat would be required to satisfy
FAS 133 standards. These considerationsled management, with Howard's support and
with the knowledgeof senior managersin the Controller's Office, to adopt an approach
to hedge accounting that deviated from the standard's clear requirementsin numerous
and important respects.

For example, management adopted the so-called " shortcut™ method of
hedge accountingfor many of its hedgetransactions, even when the derivativesin those
transactionsdid not have afair value equal to zero and the terms of the derivatives and
the hedged instrument were not ** exactly the same,"* as FAS 133 requires. The Company
also disregarded amendmentsto FAS 133 that the FASB adopted over a year beforethe
standard took effect that forecl osed management's approach to the accounting for
transactionsthe Company referred to as'*term-outs,"* which were an important element of




the Company's hedge strategies. The Company's accounting policy regarding
anticipated debt issuancesalso violated FA S 133 requirements by not specifyingasingle,
proper methodol ogy to assessa hedge's effectiveness, and by treating those transactions
as perfectly effectivebased on a" duration matching" methodology that was inconsistent
with FAS 133 requirements. Finally, the Company's hedge documentationwas
insufficient and in most casesincorrect; for example, the Company's documentation
posited that the critical terms of the hedged instrument and the derivativewere
"identica," which was not the case.

It appearsthat senior accountantsin the Controller's Officewere of the
view that any deviationsfrom a"' strict application™ of FAS 133 were immaterial.
However, management did not conduct a systematic or comprehensivetest to support that
proposition, and the teststhat it did conduct provided inadequate support for that view.

The record al so shows that management took steps throughout the FAS
133 implementation processto keep the Company's outside auditor informed of its
decisions. Management engaged the auditor to review the Company's new hedge
accounting policies(the™ Derivatives Accounting Guidelines™) prior to the effectivedate
of FAS 133, to ensurethat the principal features of the Company's implementation
program complied with GAAP. The audit workpapersreveal that the auditor knew of,
and accepted, FannieMage's major accounting policiesconcerning FAS 133 on the
groundsthat any deviationsfrom GAAP reflected in FannieMae's policieswere
immaterial. In April 2000, moreover, the auditor describedto the Board's Audit
Committeeits planned involvement in the FAS 133 implementationeffort and prior to
OFHEOQ’s Special Examination, the auditor did not raise any concernsto the Audit
Committee or the full Board regarding the Company's approachto hedge accounting.

In addition, the Company's DerivativesAccounting Guidelineswere
availableto, and werereviewed by, OFHEO examination staff. Aslate as June 2002,
when OFHEO issued its report on Fannie Mae's operationsin 2001, OFHEO reported
that the Company's implementationof FAS 133 had a sound basis.

Howard set the tone for the FAS 133 implementation effort and, from the
outset and throughout the process, he focused the implementation team's effortson
avoiding the volatility associated with FAS 133 whilenot changing the Company's
businesspractices to any significant degree. However, we did not find any evidencethat
Howard directed anyoneto violate GAAP.

Raines's involvement in the implementation effort was minimal. While he
wasfamiliar with the Company's goal of avoidingincome statement volatility and the
complex systems devel opment effort associated with complex hedge accounting under
FAS 133, we saw no indication that he knew that the Company's application of FAS 133
contained substantial departuresfrom GAAP.

Finally, the Board received assurancesfrom management on several
occasions(as well as from the Company's auditor and OFHEOQ) that the Company's
implementation of FAS 133 was appropriate. Prior to the OFHEO Special Examination,



the Board did not have any indication that the Company's application of FAS 133
contained substantial departuresfrom GAAP.

The SEC’s Officeof the Chief Accountant announcedin December 2004
that the Company's historical applicationof FAS 133 did not comply with GAAP, and
that the Company was disqualifiedfrom applying hedge accounting from FAS 133’s
effectivedate. The Company is restatingitsfinancial statementswith respect to its hedge
accounting.

C. ConclusionsAbout Other Accounting I ssues

In addition to management's application of FAS 91 and FAS 133, we
reviewed management's application of numerous other accountingissues, most of which
were identified by OFHEO in the February 11,2005 Letter, and by the Company in a
November 2005 SEC Form 12b-25filing. We summarizebelow our findingswith
respect to those issues.

1. Accounting for the Allowance for Loan Losses

We reviewed the Company's accounting for the allowancefor losseson
loansin its mortgage portfolio and the liability for | osses associated with its guaranty of
mortgage-backed securities(collectively referred to asthe™ Allowance™). From 1997
through 2003, the Allowancewas essentially unchanged at roughly $800 million despite
improved credit quality and improved credit administration. For example, creditlosses as
a percentageof the average book of businessdeclined from 0.027% in 1998 to 0.006% in
2003, which caused the number of years of losses covered by thereserveto increasefrom
3.3 yearsof lossesin 1998 to 7.2 years of lossesin 2003.

The methodol ogy the Company used for setting the Allowancebefore
2004 (roughly from 1997 through 2003) did not comply with GAAP becauseit was not
based upon a detailed and documented assessment of the |oss exposureinherentin the
portfolio as required by GAAP. Management, a ong with the Company's auditor,
recognizedits departurefrom GAAP as early as 1998, but did not make any changesto
the methodology or the accountinguntil 2002. Management's methodology for setting
the Allowancealso did not incorporateits improved credit performance, which should
have been afactor in the analysisfor setting the level of the Allowance. For example, the
Company's forecasted |oan losses over the period were consistently in excess of actual
loan lossesincurred, yet the Allowancewas never adjusted to reflect the actual results.

Wedid not find any evidencethat management actually used the
Allowanceto manipulate earningsor to offset unrelated one-time expensesin agiven
period. We did find, however, that certain members of management — particularly,
Spencer — viewed the Allowanceas a**war chest™ that could be drawn down to offset
unrelated one-timeevents. While, thereis no evidencethat Spencer used the Allowance
in thisway, the evidence, at a minimum, reflected her awarenessthat the Allowancewas
overstated. In addition, the overstated Allowancemadeit easier for management to meet
year over year earningstargetsin subsequent years. Had the excessreserve been
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reversed when managementfirst became aware that the Allowancewas overstated, this
“non-recurring” income would have made the subsequent year's earningsgrowth goals
that much more difficult to achieve.

2. Accounting for Dollar Rolls

A typical "dollar roll"" transaction at Fannie Mae involved atransactionin
which the Company borrowed funds from a counterparty for a specified period of time,
using a security from the Company's portfolioas collateral. To effect adollar roll
transaction, Fannie Mae would "' sdl™* to the counterparty a security from its portfolio as
collateral and simultaneously enter into an agreement to **purchase™ a similar security at a
future date. Assuming that the relevant accounting standardscurrently set forthin FAS
140 were satisfied, the Company was required to account for the arrangementas a
financing (i.e., a short-termloan) rather than as a sale and a purchase.

Failureto comply with the relevant accounting standards had two potential
consequences. (1) Fannie Mae would haveto account for the transfer of collatera asa
sale, with consequent recognitionof gain or loss; and (2) asthe collateral for dollar rolls
were MBS held in the Company's " held-to-maturity** portfolio, the treatment of the
transfer of the collateral as a sale would have resulted in the'tainting' of the portfolio
(that is, the Company's held-to-maturity securities portfolio would bereclassified as
available-for-sale,with significant accounting consequences).

Fannie Mae's accountingfor dollar roll transactionsdid not comply with
GAAPfor asignificant portion of the time period covered by this Report. Although FAS
140 became effectivein 2000, and the accounting requirementsfor treating dollar rollsas
financingswere set forth in previous authoritativeliterature, the Company did not have
an accounting policy that addressed al of the relevant requirements until 2003.

In addition, coordination among the officesresponsiblefor dollar roll
transactions— particularly between Financial Standardsin the Controller's Office, the
Securities Trading Operationsgroup in the Treasurer's Office, and Portfolio—was weak.
Consequently, there were significant gaps in the Company's processesfor addressingthe
accounting requirementsfor dollar rolls. The processesfailedto addressthe FAS 140
reguirement that the collateral returned to Fannie Mae be ' substantially the same” asthe
securitiesthat FannieMae " rolled out.”" There also was no evidencethat, prior to about
2002, and possibly thereafter, the Company satisfiedthe FAS 140 requirement that the
value of the collateral be adequateto reacquirethe security. Accordingly, we conclude
that management lacked a basisfor reaching the conclusion that any given dollar roll
transaction properly should be accounted for as a financing.

Although we noted significant gapsin the Company's accounting for
dollar rolls asfinancings, we concludethat the failureto follow GAAPn thisinstance
was not intentional or motivated by an effort to achieveforecasted earnings. Rather, the
failure stemmed from alack of rigor in the Company's accounting. We understand that,
as part of itsrestatement effort, the Company is reviewing itsdollar roll transactionsto
determine whether individual transactionsdid, in fact, comply with the accounting
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standards, and which transactionsshould properly have been accounted for as salesand
purchases.

3. Accounting for Forward Commitments

FAS 149, which had an effectivedate of July 1,2003, amended FAS 133
to clarify that firm commitmentsto purchase mortgageloansor purchaseand sell certain
MBS should be treated as derivatives. Accordingly, FAS 149 required that these firm
commitments (like other derivativescovered by FAS 133) be recorded on the Company's
balance sheet at fair value and subsequently marked to fair value at the end of each
reporting period until the settlement date. Changesin thefair value of the commitments
would be reflected in the Company's earningsunlessthe derivativequalified as part of a
hedging relationship.

Fannie M ae designated many of its firm commitmentsas hedges of the
risk resulting from changesin the price of the mortgage loans or MBS the Company
would acquireor deliver when the commitment settled. Under FAS 149, hedge
accounting would have been appropriateonly if the provisionsof FAS 133 — and
specifically the provisions regarding hedges of forecasted or anticipated transactions—
were met. Consequently, as FAS 133 specifiesin these circumstances, the Company was
reguired to document the hedged transactionwith sufficient specificity so asto identify
when that transaction occurred.

We reviewed the history of management's implementation of FAS 149
and the policiesand proceduresthat were adopted with regard to hedged transactions
involving firm commitments. We found that the effort to implement the standard
stretched the Company's resourcesin both of the departmentsthat were most
immediately affected by the new standard: Financial Standardsand Portfolio. The
resourceswere strained by alack of systemsand staffing to the point that it became
difficult, if not impossible, for the Company to implement the standard correctly and in a
timely fashion. The Company did not adopt a final accounting policy regarding FAS 149
until October 2003, nearly four months after the standard's effectivedate. Likewise, the
Company's proceduresto addressseveral of the importantissuesraised by FAS 149 were
not completeuntil months after the standard took effect. The Company revisedits hedge
documentation several times after the standard's effectivedate, and, aslate as mid-2004,
the specificationsfor the systemsnecessary to account properly for the hedgetransactions
werestill in the discussion stage.

The policiesand proceduresthe Company adopted to implement FAS 149
did not comply with GAAP. For example, the Company's hedge documentationdid not
describe a hedged forecasted transaction with sufficient specificity such that one could
identify whether a transactionthat occurred was the hedged transaction.

These departuresfrom GAAP resulted from three related factors: (1) the
lack of advance preparationfor the changesthat FAS 149 required; (2) the incorrect
assumption at the outset of the implementation that, with only minor exceptions, all
commitmentswould be eligiblefor hedge accounting; and (3) the unexpected complexity
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involved in the application of FAS 149 to the wide variety of FannieMage's commitments
and forwardtrade transactions. We did not find that the failuresin this arearesulted from
an effort to manipulatethe Company's financial results.

Weaknessin the Company's implementationof FAS 149 became apparent
the first time the Company closed its books after FAS 149's effectivedate, which
resulted in a$1 billion error on the Company's balance sheet. Although the error was
immediately brought to the Board's attention, rather than explaining the problems
associ ated with the implementation effort, Spencer informed the Board that the
implementation processwaswell in hand. Thisomission was especially significant asthe
balance sheet error triggered an examinationby OFHEO of Fannie Mag's FAS 149
implementation processand its “end-user” accounting systems. The Board thus lacked
relevant informationrelating to an issuethat the Company's principal regulator deemed
particularly significant.

4. Classification of SecuritiesHeld in Portfolio

Our investigationincluded an assessment of the Company's interpretation
and application of FAS 115, which specifiesthe accountingfor a security dependingon
itsclassificationaseither: (1) held to maturity (""HTM"), (2) available-for-sale("AFS"),
or (3) trading. Once asecurity isclassifiedas HTM, the security may be reclassified only
in narrow, specified circumstances.

FAS 115 states: At acquisition, an enterprise shall classify debt and
equity securitiesinto one of three categories: held-to-maturity, available-for-sale,or
trading.” Management's accounting policy did not requirethe classificationof a security
to be determined on the date of acquisition, asrequired by FAS 115. Instead,
management interpreted the phrase™at acquisition™ to mean *'a the end of the month of
acquisition.” We found no support or justificationfor such an interpretation.

In practice, the Company classified securities™at acquisition,” but that
classificationwas subject to change. When a Company trader executed atrade, he or she
either would select a classificationor the system would classify the security asHTM by
default. Near the end of the month, management determined whether HTM securities
should bereclassifiedto AFS. That practiceviolated GAAP.

The Company's approach violated an unambiguous accountingrule
regardingthe classificationof securitiesasHTM, AFS, or trading. Althoughthe
Company's procedurefor determiningasecurity's final classificationinvolved the
consideration of factors such as'*balance sheet effects” and ** economic opportunities,” we
saw no evidencethat management intentionally used this mechanism to manipulateits net
income. Moreover, at least as of 2003, the Company's auditor was aware of
management's practicesin thisareaand did not raise an objection. We also found no
evidencethat management discussed this issue with the Board prior to the OFHEO
Special Examination.
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5. Recognition of Interest Expense and Income

Until early in 2003, the Company's liquid investment portfolio ("LIP")
and debt accounting systems (known as ORION and STAR, respectively) calcul ated
interest expense and income on certain investmentsand debt instrumentsasif therewere
30.4 daysin each month, even if theinstrument's terms required interest paymentson an
“actual/365” or “actual/360” basis. Asaresult of this practice, management avoided the
fluctuationsin interest income and expense that would result from the fact that the twelve
months of the year and the four calendar quartersdo not have the same number of days.
Management al so periodically accrued additional interest expensethrough ** on-top™
entries, and these entrieswere then amortized over the remainder of the year.

M anagement should have accountedfor these investments and borrowings
by recognizinginterestincome and expensein accordancewith the legal terms of those
arrangements, regardlessof the fact that such treatment would generate fluctuationsin the
recognitionof income and expense from month to month and from quarter to quarter.
Management discontinued these practicesin the second quarter of 2003, at which timeit
began to recognizeinterest income and expense in accordancewith the actual terms of
the instruments.

Spencer and other officersin the Controller's Office knew or should have
known that the Company's practicesdid not comply with GAAP. The audit workpapers
indicated that the Company's outside auditor was aware of this practiceat least as of July
2003. We saw no indicationthat thisissuewas ever brought to the attention of the
Board.

6. Accounting for Other-Than-TemporaryImpairment of
Manufactured Housing Bonds and Aircraft Asset-Backed
Securities

In April 2004, OFHEO raised concernsabout the Company's accounting
for other-than-temporaryimpairment (*"OTTI") of investmentsin manufactured housing
bonds (“MH bonds™) and aircraft asset-backed securities(" Aircraft ABS"). Wefound
that the Company did not have aformal processfor monitoring investmentsfor OTTI
until mid-2003, when it formed an Impairment Committee, and also did not evaluate al
of itsHTM or AFSinvestmentsfor OTTI, asrequired by GAAP, prior or subsequent to
formation of the Impairment Committee. Management's failureto monitor al HTM and
AFSinvestmentsfor OTTI representsa control weakness, and suggeststhe possibility
that the Company underreported OTTI on investmentsthat it did not monitor.

In addition, prior to 2004, Fannie Maerelied primarily on internally
devel oped discounted cash flow ("DCF") modelsto measureimpairment on MH bonds
and Aircraft ABS and, thus, to determinethe OTTI amountsit recognized, even though
bid/ask dealer pricing wasavailable. Whilewe did not find that management choseto
rely on DCF modeling in order to achieve particular earningsgoals, we note that the DCF
model included assumptionsthat were subject to management discretion and data errors
that impacted both the timing and the amount of OTTI the Company recorded.
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After OFHEO raised its concernsregarding impairment on MH bonds and
Aircraft ABS in 2004, Fannie Mae discussed its policiesfor measuringand recognizing
OTTI with the SEC, and ultimately worked with OFHEO to implement anew policy in
April 2004.

7. Accounting for Investmentsin Interest-Only Mortgage-Backed
Securities (“JO MBS”)

Beginningin 1995, management combined its IO MBS investments with
other securities (specifically, MBS and REMIC securities) for accounting purposes, and
treated the IO MBS as an increasein the premium or reduction in the discount on the
other security.® Management initially consulted the Company's outside auditor for this
accountingtreatment for the I0 MBS investments, and the auditor did not object to the
Company's approach.

We believethat the Company's account for 10 MBS investmentsviol ated
GAAP. EITF 90-2, which addressed an anal ogoussituation and should have been
applied by management to the accountingfor its IO MBS investments, required that an
exchangetransactiontake place before the accountingfor the individual interest-onlyand
principal-only securitiescan change.

Furthermore, management's primary motivefor engagingin this
accounting treatment was to avoid recognizingimpairment chargeson the I0 MBS.
Management did not fully discloseits motivation or all of the materia factsrelatingto its
10 MBS accounting to the outside auditor. While management did consult with the
auditor for its accountingtreatment of 10 MBS investmentsin 1995, by 1998,
management intentional ly withheld from the auditor its impairment analysis of the IO
MBS. Management did so apparently fearing that the new audit team might disagree
with the old audit team and require management to changeits accountingfor I0 MBS,
which could have resulted in the Company being required to recognizeimpairment
losses.

Management failed to inform the Board of the issuesrelatingto its
accountingfor the I0 MBS investments until OFHEO raised questionsabout these
practicesin April 2004. In particular, FreddieMac's restatement raised nearly identical
issues, but management, in its presentationto the Board about the Freddie Mac
restatement, failed to disclosethe existenceof its own problematic " synthetic” I0 MBS
combinations.

8. Securitization of Wholly-Owned MBS

In the normal course of its business, Fannie Mae i ssues guaranteesto
holders of securitiesbacked by pools of mortgageloans. In amajority of these
transactions, lenderstransfer pools of mortgage loans meeting certain criteriato Fannie

¥ TheseIO MBSareaso referredto as' syntheticREMICS" in the PW Report.
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Mae, which transfersthose loansto trusts that Fannie Mae establishes, and for which it
servesastrustee. Thelendersusually receivea certificate(i.e., MBS) evidencingthe
right to receive cash flowsfrom the underlying loans (lessa guaranty fee).

Fannie Mae acquiresinterestsin the MBS it guaranteesas an investment,
and at times has acquired 100 percent of the MBS from a particular trust. Withthe
adoption of FIN 46 in 2003, the Company was required to determinewhether it needed to
consolidateany of thosetrustsonto its balancesheet. However, under FIN 46 a party
(other than the transferor) with a variableinterest in a Qualifying Specia Purpose Entity
("QSPE") isnot required to consolidatethat entity, aslong as it does not have the
unilateral right to dissolvethetrust or changethe entity so it no longer meetsthe
definitionof aQSPE. An entity isa QSPE if the transferor does not have the unilateral
right to dissolvethetrust, and either (1) third partieshold more than ten percent of the
beneficial interestsin the entity, or (2) the transaction is a guaranteed mortgage
securitization("GMS'"). Management treats the securitization of poolsof loansas GMSs
and thetrusts as QSPEs.

Under FIN 46, management was required to evaluateitstrust portfolioto
determine whether it should consolidatethose trustsin which it owned 100 percent of the
beneficial interests becauseit had the unilateral ability to dissolvethetrust. To avoid the
need to evaluatethousandsof trusts and the requirement to consolidatethose trusts
(which would have required the Company to recognizethe loansheld in the trust rather
than the MBS on its balance sheet), management devel oped a structurein whichit would
transfer wholly-owned MBS to anew trust, called aMega, and sell one percent of the
beneficial interest in each Megato athird party. According to management's initial
analysisof the relevant accounting standardsin 2003, this approach would allow it to
avoid consolidation of the trusts because the Company would no longer havethe
unilateral ability to dissolvethem.

During a discussion between an accountant in Financial Standardsand
members of the FASB staff in 2004 regarding another transaction, the accountant raised
the issue of whether structureslike Megas —which are securitizationsof securities, not
securitizationsof loans— qudified asa GMS. The FASB staff did not disagreewith her
conclusionthat the answer was no. Accordingly, management reeval uated its accounting
for Megas; essentially, management concluded that it should consolidatethe Megas and
account for the transfer of the one percent interest as a secured financing.

Management's initial accountingpolicy in this areawasincorrect, but we
concludethat thiswasthe result of an inadvertent misinterpretationof the applicable
accounting literature.” We have not found any evidence suggestingit was motivated by a

®  Aswediscussin our Report, management also took an alternative approach to certain

poolsin whichit acquired a 100 percent interestin the MBS. Rather than consolidate
the loans or includethetrust in a Mega, management reclassified the MBS from AFS
to HTM. This approachalso wasinconsistent with relevant accounting standards.
The policy that supported this approach was reversed in 2004 as well, and our
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desire to manipulatethe Company's financial statements. In fact, the Company reversed
course after Financial Standardslearned of its mistake and corrected the Company's
accounting policy. Accountantsin SecuritiesAccounting then assessed the impact of the
error on thefinancial statementsand determined it to be immaterial.

We understand that management is reviewing these transactions, including
the Company's approach to the consolidation of trusts under its new policy, as part of its
restatement effort.

9. Accountingfor  Income Tax Reserves and Certain Tax-Advantaged
Transactions

We reviewed the Company's processfor establishing reservesrelatedto
tax creditsthe Company received asaresult of itsinvestmentsin synfuel partnershipsand
in connection with certain tax-advantaged transactionsknown at Fannie M ae as Short
Term Interest Securities("STIS™"). We also considered management's reporting of the
tax benefitsfrom its synfuel sinvestmentsand STIS transactionson its financial
statements.

The processthat management used to determineits tax reservesappears
reasonable. However, we are not ableto form any conclusionsas to whether specific tax
reservelevelswere appropriateand represented known tax liabilities because the
Company did not maintain documentationadequateto explain therationalefor its
decisionswith respect to the establishment and amount of individual tax reserves.
Severa documents, however, indicatethat Spencer and othersin Financial Reporting, in
some instances, may have recorded amountsto the Company's tax reservethat were not
connected to known tax liabilities, but instead were booked for inappropriateearnings
management purposes.

With respect to the synfuel s partnerships, management establisheda
reserve percentagefor the purposeof calculatingthe Company's tax reserve. However, it
appearsthe Company also recorded an additional unsupported **excess” amount in the
reserveat year-end 2002 that it did not releaseto earningsuntil the third quarter of 2003.
Theremainder of thereservewasreleased in the fourth quarter of 2003. Interviewees
were unableto explain why the amountswere released over two quartersand we have
seen no documentsthat offer a reason.

Management opted to obtain only a draft " should" level opinion from
outside counsel for its STIS transactions, even though it expected the IRS to examinethe
transactions. Apparently, the Company sought to avoid the additional expenseassociated
with issuanceof afinal opinion, and it believed that the draft opinion provided adequate
support for the Company's position. Although certain documents from the Company's
files may beread as questioningwhether the STIS transactionshad an adequate business

conclusions regarding the basesfor the error and management's intent apply to these
circumstancesas well.
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justification, intervieweesstated their belief that the STIS transactionshad genuine
economic benefitsdistinct from the tax benefits, and, based on evidencethat the
transactionswere expected to (and did in fact) generate a profit, we have no reason to
disputethat assessment.

10.  Accountingfor Insurance Products

Fannie M ae purchases mortgageinsurancein order to mitigateits
exposureto credit losses on loans, to comply with the Charter Act (i.e., the Company is
required to have credit enhancementfor loanswith aloan to value (“LLTV”) ratio equa to
or greater than eighty percent), and as a broader risk mitigation strategy. Beginningin
2001, however, management, under Raines's direction, began consideringfiniterisk
insurance productsas a method for accomplishingearnings-relatedgoalsin additionto
mitigating the Company's exposureto losses. Several of these contemplated transactions
were motivated either by adesireto shift income between periods (in particul ar from
2001 and 2002, into 2003 and 2004), or to offset the impact of other actionsthat were
expected to result in asharp increasein earnings.

In January 2002, management executed a policy with Radian that
absorbed a portion of a deductible on an existing insurance policy covering certain high-
risk loans, and which had a large premium in 2002 with predictablereturnsin future
periods(the' Radian Transaction™). In November 2005, the Company announced that the
Radian Transaction had not been accounted for in accordancewith GAAP and that it had
to be restated becausethe policy " did not transfer sufficient underlying risk of economic
lossto theinsurer'” to qualify for the insurance accounting treatment it was given. We
agree with this assessment, and also concludethat the Radian Transaction was entered
into for the primary purpose of **shifting™ income out of 2002 into 2003 and 2004, to
demonstrate stable earningsgrowth.

11.  Accountingfor Out-of-Portfolio Securitization ("' Portfolio Pooling
System”’)

InitsFebruary 11,2005 letter to Stephen B. Ashley, OFHEO reported that
an error in Fannie Mae's Portfolio Pooling System ("PPS”) had led to the
misclassificationof loansthat the Company held in its portfolio. We determinedthat the
error appeared in the interface between PPS, which the Company usesto securitizethe
loansthat it acquires, and LASER, the Company's system of record for loansthat it holds
inits portfolio. The error resulted in loans destined for securitization at a future date
being erroneously classified as held-for-investment (""HH") rather than held-for-sale
(“HFS”).

Our inquiry focused on why the error had gone undetected since the
program was implemented in the 1980s. We determined that the error in classification
would have been relevant to the Controller's Office, as the accounting for loansin the
Company's portfolio differs depending on whether they are classifiedas HFI or HFS.
We concluded that the Controller's Office received informationregarding the
classification of theloans from the PPS system beforethe system error resulted in an
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erroneousclassification. Moreover, under the Company's accountingpolicy at the time,
loans that were designated within a given month for securitizationwere accounted for as
securities rather than asloans. Because most of theloansthat flowed through the PPS
system were accounted for as securitiesunder this policy, the number of loansthat the
Company accounted for asHFSwasrelatively small. Thus, any discrepanciesthat
resulted from the classificationerror would have been difficult to detect.

12. TheDebt Repurchase ("' Buyback'? Program

We reviewed the Company's debt buybacks for the period from 2000 to
2004, including the motive, accounting, and disclosuresfor the buybacks. We conclude
that buyback transactionswere accounted for and reported in accordancewith GAAP.
Management disclosed the extent of the debt buybacks and the resulting lossesin Fannie
Mae's public disclosures.

We do not disputethat management had |egitimate business purposesfor
executing debt buybacks during the period, including a desireto manage interest-rate
risk. However, we concludethat management's execution of buybacks suffered from
several deficiencies.

First, management's motivation for executing buybacks was primarily
earningsdriven. Management used debt buybacks to depressincomein 2001 through
2003, in order to show stable earningsgrowth; and management also focused primarily
on the present period EPS impact of the buybacks in determiningthe size of the
buybacks. Management never discussed its motivation with the Board, including at a
meeting of the Assets & LiabilitiesPolicy Committee of the Board in 2004, where
management presented an after-the-fact view of the buybacks conductedin prior years.
As aresult, the Board was not ableto assess the impact of the buyback transactionsfor
awarding bonuses, which weretied to achieving stable EPS growth.

Second, buybacks were executed with little or no formal contemporaneous
documentation of the economic benefit to the Company, and no clear policy or
proceduresfor the approvalsrequired for the transactions. While Huron's analysisdid
not identify any clearly non-economic buyback transactions, the absence of any
documentation supporting buyback decisionsor proceduresrepresentsa control
weakness.

13.  Accounting for the Amortization of Callable Debt Expenses

Fannie Mae issued both callable and noncallabledebt to financeits
activities. When Fannie Mae issued debt, it incurred various expensessuch as
commissions, legal fees, and similar costs. In addition, any difference between the face
amount of the debt and the proceedsfrom issuing the debt gave rise to a premium or
discount on the debt issuance.

Relevant accounting literature requiresthat callable debt expense be
amortized over thelife of the debt, regardless of a possiblecall of the debt prior to
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maturity. Any unamortized expense must be recorded in the accounting period in which
the call occursand the debt is extinguished. Management established a policy, however,
of amortizing callable debt expense over the estimated life of the debt — that is, the period
between issuance of the debt and the expected call date. In addition, the Controller's
Office implemented " amortization end date changes™ to reflect new expected call dates,
resulting in achangein the amount of expenserecorded in future periods. Neither the
initial amortization of the expense over the estimated life of the debt, nor the
implementation of amortization end date changes, was consistent with GAAP.

Moreover, the Company did not apply its approach to the accounting for
call able debt expense— and particularly the amortizationend date changes— in a
consistentfashion. On at least one occasion, for the third quarter of 2002, Financial
Reporting made alate on-top entry that was inconsistent with its past practices. The
purpose of entry wasto offset an unrelated entry by recognizing additional interest
income, and thereby bringing net interest income back in line with the Company's
expectations.

The Company's accounting policy regarding the amortizationof callable
debt expense appearsto reflect Financial Standards' |ong-standing misinterpretationof
the applicableaccounting rules, rather than a deliberate disregard of them. However, the
evidence concerning the periodic adjustments, and particularly the adjustment in the third
quarter of 2002, leadsto the conclusionthat the Company used these adjustmentsto meet
earnings expectations. Spencer and other Financial Reporting personnel played akey
role in recording that adjustment.

The Company's outside auditor was aware of the Company's accounting
policy regarding callable debt expense, and of the on-top adjustment in thethird quarter
of 2002, but may not have been fully informed of the nature of, or reasonsfor, this
adjustment.

14. Minority Lending Initiative

Fannie Mae implemented a Minority Lending Initiative ("MLI") program
in 2002 to increasethe Company's financial support for mortgagesto African-American
homeowners. Theinitiativewas considered an important component of the Company's
overall mission and was viewed by some as a means of securing loansthat would meet
the guidelinesset by the Department of Housing and Urban Devel opment (“HUD”).

A Company employeeraised concernsregarding the initiativein response
to an e-mail broadcast to all employeesby the Chair of the SRC. Theemployeewas
concerned that the Company appeared to be paying an excessivepricefor loansthat were
underperformingand that the MLI program might have been devised to meet corporate
targets.

We saw nothing to indicatethat the MLI program had an improper
purpose. We did identify one issue concerning the accounting for paymentsin 2003 that
the Company made to Resource BancsharesMortgage Group, Inc. ("“RBMG), the
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mortgagelender that originated a mgjority of the loans acquired under the MLI program.
Becausedirect acquisition of the loans from RBMG may have violated Fannie Mag's
Charter, the Company arranged for RBM G to sell the loansto athird party, Self Help.
Self Help then sold the loans to Fannie M ae on terms that management concluded were
Charter-compliant. The paymentsat issue were intended to compensateRBMG for the
difference between the price the Company had committedto pay RBMG, and the price
paid to RBMG by Self Help. The Company capitalized these paymentsas part of the cost
of the acquiredloans when they should have been expensed. The aggregate amount of
the paymentswe have been able to identify was approximately $35.5 million.

15.  Accounting for Realignmentsand the Security Master Project

We reviewed management's accounting for differencesgeneratedin the
processof identifyingand correcting errors and mismatchesbetween its amortization
database and loan and securitiesdatabases. The processof adjusting the amortization
databaseto match the loan and securities databaseswas known as "' realignments."

Realignmentswere essentially correctionsof errors, and as such,
management should have analyzed and accounted for their impact in accordancewith
APB 20. Management failed to do so.

We found that management did not account for realignment impacts
properly under GAAP. For the most part, management deferred the recognition of these
differencesby recording them to balance sheet accountsand amortizingthem over
multipleyears. On other occasions, in addition to deferring the recognition of these
differencesand amortizing them over time, management included the cumulative
deferred realignment amountsand estimatesof future realignmentsin its cal culation of
catch-up; and on still other occasi ons, management recognized the realignment impacts
into incomein the period they were identified.

No one we interviewed could explain why management failed to apply
APB 20 to realignment impactsor the basisfor the inconsi stent accounting treatment of
suchimpacts. At aminimum, this demonstratesthat the Company did not have adequate
accounting policiesor proceduresto ensurethat its personnel complied with GAAPIn
thisarea. Furthermore, the decision to capitalizeand defer realignment impacts over time
smoothed out the errors' impact on incomein any one period. With respect to the
inclusion of realignmentsand estimatesof realignmentsin the catch-up calculationin
2003, we concludethat management was motivated, in part, to avoid recording or to
reducethe amount of the catch-up adjustment required under the Company's
amortizationpolicy.

16.  Accounting for Investmentsin Affordable Housing Partnerships

Our inquiry regarding affordable housing partnershipsfocused on three
issues: (1) the Company's accounting for its capital contributionsto the partnerships;
(2) the methodol ogy used to account for low income housing tax credits("LIHTC™) and
net operating losses associated with the partnerships; and (3) the Company's policy and
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practice regarding the accounting for possibleimpairment of theseinvestments. In each
of these areas, we concludethat the Company's accounting policy and itsfinancial
reporting was inconsistentwith GAAP.

FannieMae's accounting for investmentsin affordable housing
partnershipsviolated GAAP in several respects. Thiswas particularly truein the first
half of the 1990s when the Company used an inappropriate accounting methodol ogy to
calculateits portion of the net operating lossesin the partnerships. In addition, the
accountingfor the partnerships' net operatinglosses was incorrect when the Company
had obligationswith respect to future capital contributions. Management also did not.
have aformal policy regarding the assessment of impairmentin its partnership
investments until 2000. The policy the Company developed at that time required that it
recognizeimpairment of each investment only in the tenth year; prior to the tenth year,
management did not assess individual investmentsfor impairment as the accounting
literaturerequires.

Excludingthe events surrounding the accountingfor net operating losses
and tax creditsin 1998 (discussedin Part A.1. above), we have not seen any evidencethat
the Company's accounting or reporting regarding aff ordable housing partnershipswas
done with the intent to affect earningsin any period. Rather, the problemsassociated
with the Company's accounting in this area appear to stem from misinterpretati onsof
relevant accounting standards, and a lack of resources, particularly in the systemsarea,
prior to the late 1990s.

The Company is reviewing the accountingfor these partnershipsduring
the past severa yearsas part of its restatement effort.

1. CORPORATE GOVERNANCE AND INTERNAL CONTROLS

Our conclusionswith respect to the Company's corporate governanceand
structure prior to 2005 are organized into the following areas: the Board of Directors; the
Office of the Chairman and other key elementsof senior management; the Company's
ethics and compliancefunctions; Internal Audit; and the Office of the Controller. In
addition to our findingsand conclusions, we al so describethe substantial changes that
have taken place since September 2004.

A. Board of Directors

With respect to the conduct of the Board prior to September 2004, we
concludethat the Board endeavored to operatein a manner consistent with itsfiduciary
obligationsand evolving corporate governancestandards. The Board was open to
examination by third partiesand responsiveto outside commentary, and it generally
received high marks from outside observers. The Board sought, received, and relied on
support and assurancesfrom Company management, internal and external auditors, and
regulators. Management shared its accounting policiesand practiceswith its outside
auditorsand with OFHEO during the relevant period. Asaresult, both were generally
aware of many of the accounting and financial reporting matters and related judgments
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discussedin thisReport. Prior to the release of the OFHEO Report, however, the Board
was not notified of any substantial concerns, and received assurances from internal and
external sourcesthat the Company was complying with applicablerules and regulations,
and with best practicesin the industry.

The Board, and in particular the Audit Committee, was sensitiveto
mattersrel ating to accounting and financial reporting. The Audit Committeerequested
and received briefingsregarding the Company's critical accounting policies, and was
regularly assured that Fannie Mae was acting in accordancewith relevant standards. For
example, the Board reacted quickly to the rel ease of Freddie Mac's announcementin
2003 about its accounting issues. Fannie Mae's Board requested reportsfrom
management and the Company's outside auditors on whether Fannie Mae might have
accounting problemssimilar to the ones discovered at FreddieMac. In response,
management provided the Audit Committeewith a misleading report that identified only
minor and immaterial issuesat Fannie Mae.

The Board also responded appropriately when it received indications that
thereweresignificant issuesat the Company. The Board has made considerableeffort to
examineand improveits structure, composition, policies, and practices. The separation
of the Chairman and CEO positions, the creation of the Risk Policy and Capital
Committeeto overseefinancial and operational risk management, and the transformation
of the Compliance Committeeinto a permanent committeewith broad oversight of
compliancematters, are al positive devel opments.

B. Office of the Chairman

Through the end of 2004, management did not fully inform the Board of
the Company's accountingissues, internal control deficiencies, or the inadequaciesof its
internal systems. Further, although management paid lip serviceto a culture of openness,
intellectual honesty, and transparency, the actual corporate culture suffered from an
attitude of arrogance (both internally and externally) and an absence of cross-enterprise
teamwork (with a*'siloing™ of information), and discouraged dissenting views, criticism,
and bad news. Finally, the Company lacked appropriate structure and personnel for
adequaterisk management acrossrisk areas (with an extremely broad collection of
functionsand authoritiesresiding in the CFO), and lacked a genuine cross-enterprise
approach to operational risk management.

Sincethe end of 2004, the new management team led by CEO Daniel H.
Mudd, with the active engagement of the Board, has made a concerted effort to reform
the management structure and the"tone at thetop.” These changesinclude: (1)
redefining management committeesand lines of reporting with a view to improving
internal controls, management of risks, and horizontal and vertical informationflow; (2)
adopting a management style that seeksto be more open, collaborative, and humble; (3)
establishing a Chief Risk Officer position (with an independent Risk organization);
(4) revampingthe CFO position with a set of responsibilitiesmore appropriatefor the
position; (5) eliminatingthe Law and Policy group, with the movement of core
compliance functionsto a new, independent Office of Compliance, Ethics &
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Investigations; (6) integrating the Company's businesses(including the Mortgage
Portfolio business, which historically reported to the CFO) under anew Chief Business
Officer position; and (7) shifting the Company's external relationstoward a more
cooperativerelationship with OFHEO, Congress, and customers (with a substantial
reduction in the size and aggressivenessof Fannie Mage's |obbying and grassroots
activities).

In sum, as of the date of this Report, the new senior managementteamis
in the process of undertaking meaningful substantiveand tonal changes. These changes
have improved the functioning of the Company both internally and externally.

C. Internal Audit

Prior to release of the OFHEO Report in September 2004, the head of
Internal Audit lacked the requisite expertise and experienceto lead the internal audit
operation at an organizationas large and complex as FannieMae. Moreover, on more
than one occasion, the head of Internal Audit took stepsthat suggested he did not fully
appreciate his organization's role within the Company or his proper relationship with
Senior management.

Internal Audit also did not possessa sufficient number of auditorswith the
requisitemix of technical accounting expertise and auditing experienceto carry out its
responsibilitiesrelated to Fannie Mae's increasingly complex business. Although
Internal Audit's workload increased substantially in the years prior to 2005, Internal
Audit requested only modest increasesin headcount. In addition, the department's
training programswere inadequateto compensatefor these deficiencies.

Internal Audit's communicationswith the Board and management were
deficient and, at times, inaccurate. On a number of occasions, Internal Audit provided
assurancesto the Audit Committeethat Internal Audit's staffing was adequatein terms of
quantity and quality (when it had told management otherwise) and that it had audited
Fannie Mae's accounting for compliance with GAAP (when it actually audited only for
compliance with Fannie Mae policiesinterpreting GAAP). In addition, Internal Audit's
reporting of its audit issues to the Audit Committee (and to members of senior
management) lacked clarity and did not succinctly prioritizethe findingsor the
subsequent remediation.

The Audit Committeeand senior management have acted to address many
of these deficiencies. They havetaken stepsto replaceInternal Audit's leadership,
restructureits organization, focusitsresponsibilitieson its core audit mission, and reform
its processes and procedures. Substantial progressis underway in each of these areas.

D. Ethics and Compliance Functions

For more than a decade, Fannie Mae has maintained a Code of Business
Conduct, provided Code-related training to employees, and investigated violations of the
Code and other corporate policies. The Company also has alongstanding and
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experiencedinvestigative unit to handle employee complaints. Moreover, at the
beginning of 2003, Fannie Mae acted to enhanceits ethicsand complianceprogram, by
(1) pulling together ethics and compliancefunctionswithin the Legal Department;

(2) creating the Office of Corporate Compliance(“OCC”) to develop and monitor
business unit compliance plans, administer employeetraining, and otherwiseprovide
central management of ethics and compliancematters; (3) appointing a Chief Compliance
Officer to overseethe existing investigativeunit (the Office of CorporateJustice

("OCJ")) and the OCC; and (4) replacing the old Business Conduct Committee (which
had been chaired by the head of Human Resources) with a new management-level
compliance committee chaired by the General Counsel.

Although these accomplishmentsare worthy of note, and the ethicsand
compliancefunctions contained many well-meaning and dedi cated professionals, the
Company's ethics and compliance program as of late 2004 continuedto suffer from the
following deficiencies:

. M anagement devoted too few resourcesto Fannie Mae's ethicsand
compliancefunctions (and especially the OCC).

o Management undermined the perceived independenceand
impartiality of the Company's ethicsand compliance functionshby
housing them within alitigation section of the Legal Department,
headed by a Chief Compliance Officer who also served as the head
of the employment practiceslitigation group responsiblefor
defending the Company against employeecomplaints.

o Management failed to invest appropriateresponsibilitiesand
staturein its Chief Compliance Officer, who did not hold a
dedicated position; did not report to the Board of Directors; and
had no discernable complianceresponsibilitiesother than to
supervisethe activities of the OCC and the OCJ.

o Without an active management-level oversight committee, and
with an under-resourced and relatively low-stature OCC, the
Company lacked an effective mechanism for coordinating
compliance matters acrossthe enterprise.

Since September 2004, Fannie Mae has taken important stepsto rectify
deficienciesin its ethicsand compliancefunctions. Most notably, it has created anew
Office of Compliance, Ethics& Investigations(**OCEI"), which (1) is independent of the
Legal Department, (2) reportsdirectly to the CEO and the Compliance Commiittee, (3) is
led by anew Chief Compliance Officer who is committed full-timeto ethicsand
compliancefunctions, and (4) will not only absorb the functionsand resources of the
OCC and the OCJ, but will also have a dedicated ethicsunit. Moreover, management
now providesthe Board with detailed written reports on ethics and compliance programs
and activities.

25


Highlight

Note
Did the BOD previously only receive un-"detailed reports" or no reports, whatsoever?


E. The Controller's Office

Prior to September 2004, the Controller's Office suffered from significant
resourcedeficiencies. The headcount of the Controller's Officeincreased only modestly
in the years prior to 2005, even asthat office experienced dramatic increasesin workload
stemming from the introduction of new and complex accounting standards, the
Company's decision to become an SEC registrant, and the growth of FannieMae's
business. The Controller's Office leadershiplacked adequate staffing, sufficient
accounting and financial reporting expertise, and experiencefor afinancial services
company as complex as Fannie M ae.

In addition, the Controller's Officerelied to a substantial degree on
inadequate systemsthat required considerable manual effort, further straining the already
overburdenedstaff. For example, the closing processwas manually intensive and unduly
susceptibleto human error. The relevant computer systemswere not integrated and,
consequently, the process of preparing the Company's monthly financial information
required significant manual processes, including numerous manual journal entries to the
general ledger. In addition, prior to the middle of 2004, the Controller's Officelacked
formal written proceduresregarding journal entries and account reconciliations, did not
have standardized documentation to support journal entries, and permitted employeesto
sign off onjournal entriesfor other employees.

Sincethe release of the OFHEO Report, Fannie Mae has made changesto
the structure and personnel of the Controller's Office, and to the Company's approach to
the development of accounting policy. The Controller's Office, with active support from
senior management and considerablereliance on outside expertise, has made significant
effortsto augment its resources and the procedures and systemsused in the devel opment
and oversight of accounting policiesand financial reporting.

V. EXECUTIVE COMPENSATION

In the September 2004 Agreement, Fannie Mae agreed to report on the
Company's "' compensation regime and its relation to strategic plansand their impact on
accounting and transaction decisionsand any revisionsto avoid inappropriate
incentives." In accordancewith thisundertaking, the SRC initiated a two-part review:
(1) ahistorical analysisof FannieMage's executive compensation structureand its
relationshipto effortsto meet financial goals (such as EPS targets); and (2) a prospective
assessment of the Company's compensationstructure and recommendationsfor revisions
to that structure. The SRC asked Paul, Weissto review Fannie Mae's compensation
programs and to assessthe role of EPS or other financial indicatorsas a compensation
trigger. Paul, Weiss was not asked to review or analyze employment contract i ssues or
any individual compensation issues. "

10

The SRC engaged Semler Brossy Consulting Group (' Semler Brossy™) to evaluate
the Company's current compensation structureand to make recommendationson
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Historically, the Company's target compensation levelsconsistently
lagged behind those of the Company's ** comparator corporations.” Therefore, to
facilitate payment of market-competitivecompensationfor executives, FannieMae
intentionally set its" maximum'* EPStarget at levelsthat the Company expectedto
achieve. Because the expected EPS number was not an aggressive goal, the Company
regularly exceeded it and triggered maximum bonus, stock, and stock option awards.
This resulted in executive compensation at (but not above) the target compensation level.
Beginning in 2002, the Company attempted to correct this situation and to align EPS
targetsand target bonusesin accordancewith Fannie Mag's written compensation
philosophy (that is, executive compensation would have been consistent with the
Company's philosophy if the Company met the "'target™ EPS, rather than the " maximum’*
EPS). However, due to unanticipated shiftsin market compensation, even under its new
program Fannie Mag's executive compensation continued to lag behind market levels,
and Fannie M ae executivesreceived total compensation at market levelsonly if the
Company met maximum EPS bonustargets.

Non-financial corporate performancegoals played a part in executives
long-term executive compensation through the Company's PSP. These goalswere s,
and performanceagainst them was assessed, by the Compensation Committee of Fannie
Mae's Board of Directors based on areport prepared by management. We found that
management consistently tendered excessively positivereportsto the Compensation
Committee.

During the course of our review, OFHEO requested, and the SRC agreed,
that we also review therole that the Legal Department played in compensation decisions.
OFHEO’s request stemmed from two anonymousl ettersthat accused attorneysin Fannie
Mae's Legal Department of excessiveand inappropriateinvolvement in compensation
decisionsand, specifically, of improperly attemptingto “cloak’” compensation decisions
with confidentiality under the guise of the attorney-client privilege. We found no
evidenceto support these allegationsor that the Legal Department wasinappropriately
involved in executive compensation decisions.

V. FANNIE MAE'S INVESTIGATION OF ROGER BARNES S
ALLEGATIONS

In August 2003, Roger Barnes, then amanager in the Controller's Office,
raised allegationsof accountingimpropriety at Fannie Mae, including potential
noncompliancewith FAS 91. Barnesalso alleged that Controller's Office management
was not receptiveto employee concernsregarding FannieMae's accounting, and, shortly
thereafter, he alleged that he had been discriminated against on the basis of race and
gender. Approximately three monthslater, after Internal Audit and the Legal Department
had conducted three investigationsinto Barnes's allegations, and Barnes had threatened
to bring alawsuit against Fannie Mag, Barnes and Fannie Mae executed a settlement

revisions. Semler Brossy presented its report and recommendationsto OFHEO on
February 24,2005.
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agreement. In the agreement, Barnesrelinquishedal legal claimsagainst FannieMaein
exchangefor monetary consideration. The agreement also required Barnesto cooperate
with investigationsinto matters relating to his allegations. Barnes subsequently
submitted written testimony to Congress, and he participated in an interview by OFHEO.
His testimony and interview raised additional accounting issues and included other
allegationsagainst Fannie Mae.

Inlight of these events, the SRC asked Paul, Weissto determine:
(1) whether the Company's investigationsinto Barnes's accounting allegationswere
conducted appropriately, and (2) whether the Company entered into the settlement
agreement with Barnesfor an improper purpose, such asto prevent him from pressing his
allegationsof accounting impropriety. Asthe substanceof Barnes's allegations
concerned the accounting for premium/discount amortization under FAS 91, we also
inquired into the substance of those allegations.

We concludethat the Company's responseto Barnes's allegationswas
flawed in several respects. The Controller's Office did not communicateappropriately
with Barnesregarding either accounting or personnel matters. The remedial measures
Fannie Mae directed the Controller's Officeto undertakefollowing the investigations
into Barnes's allegationswere not effectivein improvingthe reporting environment
within the Controller's Office. The Company's investigationinto Barnes's allegations
also suffered from conflicts-of -interest and inappropriatepressureto completethe
investigationsin an unreasonabl etime frame due to looming CEO/CFO certification
deadlines. In addition, the Legal Department assignedto Internal Audit the task of
assessing whether the accounting practices Barnesidentified violated GAAP, but Internal
Audit was not equipped to render such determinations.

Asfor Barnes's underlying allegations of accounting problems, we
concludethat some of his allegationshad merit. For example, we addresshis claims
regarding FAS 91 in a separate section and we al so concludethat management's practice
of editing certain conditional prepayment rates (""CPRSs") was inappropriatebecause,
among other things, management could not identify a consistent rationalefor changing
the CPRs, the Controller's Office made the changeswithout consulting the economists
who devel oped the CPRs, and the changes were not applied consistently to all areas of
FannieMae.

Asfor the Company's decisionto reach a settlement of threatened
litigation with Barnes, we concludethat the decision was based on an appropriate
analysisof the Company's litigationrisk and was not motivated by a desireto concesal
misconduct by Fannie Mae or its employees or officersor by a desireto silence Barnes.

V. MANAGEMENT'S CONDUCT DURING OFHEQO'S SPECIAL
EXAMINATION

We reviewed management's conduct during the OFHEO Special

Examinationthrough the issuance of the OFHEO Report in September 2004. In
particular, we focused on the adequacy of the Company's document production in
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responseto OFHEQ's requests, and on the conduct of the Legal Department and its
advisorsduring the examination, including the accuracy of the informationthey provided
to the Board.

With respect to the Company's responseto OFHEO's document requests,
we found no evidencethat anyone at the Company, or its counsel, intended to obstruct or
impede OFHEQO's Special Examination, or that anyone directed othersto destroy
evidence or not to cooperatefully with OFHEO. We do find, however, that the
Company's Legal Department did not initially undertake a sufficiently comprehensive
search for documentsin responseto OFHEO requests. Many of the documentsthat were
responsiveto OFHEO requests did not turn up until 2005, when the Company's lawyers
abandoned their approach of allowing employeesto search their own files and adopted a
new approach of having attorneysreview all filesin employees' officesfor responsive
documents.

We also found that the Company's outside counsel, which was charged
with the task of conductingresponsivenessand privilegereviews of the documents
collected by the Legal Department, construed OFHEQO's requestsvery narrowly. While
we believethat those decisionswere madein good faith, itisclear to usthat the
Company would have been better served by a less restrictiveapproach by itslawyersto
collect and produce documentsin responseto OFHEO's requests. First and foremost, a
more expansive document collection approach would have provided the attorneyswith
documentsthat would have enabled them to have a more compl ete understanding of the
factsand be in a better position to recognizethe many problemswith the Company's
accounting practices. Second, a fuller document production may have staunched the
increasingly hostile relationship between the Company and OFHEO during the Specia
Examination.

We aso reviewed the information and advicethat the Board received
during the Special Examination, including from the Company's outside counsel and its
accounting expert. OFHEO added thisissueto our review after it rai sed questionsabout
whether the Company's lawyers shielded certain documents from OFHEO through an
overly aggressive use of privilege during the course of the Special Examination, and
whether any lawyers“lied to" or "misled” the Board in connectionwith the Special
Examination.

With respect to the Company's assertion of privilege during the Special
Examination, while there were instanceswhere documentsthat the Company had
identified as privileged were later determined not to be privileged, we did not find any
evidencethat |awyers made aggressive privil ege determinationsin order to shield
relevant informationfrom OFHEO. Wefound that lawyers— both in-houseand outside -
sought to make good faith determinationsof privilegein the fast-movingexamination,
and did not find any instance where critical documentswere placed on privilegelogs
without any basisfor aclaim of privilegesmply to prevent their productionto OFHEO.

Asfor the advicethe Board received, our interviewsof Board members
revealed that they mistakenly believed that the forensic accounting firm outside counsel
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had retained to assist it in the Special Examination had been engaged to validatethe
Company's accounting practices, and had opined that those practices complied with
GAAP. Thismisconception arose because outside counsel did not clearly explain to the
Board the accountant's limited role throughout the course of the Special Examination.
Asaresult, Board memberstook significant but unwarranted comfort in the belief that
the Company's accounting practiceswere supported by two major accounting firms: the
Company's outside auditors, and the forensic accounting firm hired by outside counsel
for the Special Examination.

We saw no evidencethat would call into questionthe good faith of the
Company's lawyers, or their experts, who were undoubtedly taking directionsdirectly
from management about the overall strategy to take with respect to defending the
Company in the Special Examination. However, neither management nor the Company's
lawyers provided the Board with sufficient information about the issuesraisedin
OFHEOQO's Special Examinationto allow the Board to weigh the risks and make an
informed decision about the best coursefor the Company. Management and the
Company's counsdl focused unduly on OFHEQ's motivesin conductingthe Specia
Examination, and they incorrectly dismissed numerous accountingissuesas “OFHEO’s
arguments” and "' disagreements.” On the one occasion when management and Company
attorneysgave the Board a substantive presentation about the issuesunder review during
the Special Examination, they understated the problems, telling the Board of possible
" OFHEO arguments™ or " disagreements™ accompani ed by ready assurancesthat such
practiceswere reasonableand defensible, and did not give the Board a sufficient
indicationthat OFHEQO's "'arguments™ may be well founded. It turned out, of course, that
management and the Company's lawyerswere wrong about the accounting issuesraised
by OFHEO. The Company would have been better served if management and the
Company's lawyershad informed the Board of all of the materia factsand analyzed and
discussed the risks arising from those facts in a more dispassionatefashion, and we
recommend that the Company's lawyers make a concerted effort to give more balanced
and comprehensivepresentationsto the Board in the future

VII. OTHERALLEGATIONS

A. Issues Raised by Current and Former Fannie Mae Employees

The Chairperson of the SRC caused a**broadcast™ message to be sent to
all Fannie Mae employees on November 29,2004, which encouraged Company
employeesto contact Paul, Weiss directly with any information or knowledgethey might
have about "*any unusual or atypical transactionsin the past fiveyears." Inresponse, a
number of Fannie Mae employeescontactedus. Several of the issues that were raised
were incapableof further review dueto the unavailability of the employeeto provide
specific factual information, and we referred one issue to the Company for further
resolution. Some of the informationwe received related to topics already within our
scope from the OFHEO Agreementsand other issues. One contact led to our review of
the Minority Lending Initiativesand another led to our investigation of the Company's
considerationof certaininsurancepolicies.
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B. Fannie Mae's Equity Investmentsin Gulf Bank

Finally, we investigatedthe all egationsraised by an anonymousformer
employeein aletter submitted to OFHEO and to the Chairman of the Board concerning
the Company's investment in a bank in South Florida, Gulf Bank. The anonymous |etter
raised questionsabout the basisfor, and the motive behind, an $800,000 equity
investment in the minority-ownedbank that the Company made as part of its Community
Development Financial Institution (**CDFI") program. The author of the letter also made
specific allegationsthat a senior Fannie Mae officer received inappropriategifts from the
Chairman of Gulf Bank, Salvador Bonilla-Mathe.

We concluded that the allegations against the officer were unfounded. He
received two gifts from Bonillaof minimal value (a bag of coffee and a book about a
charity with which Bonillawas associated). Bonillaalso sent him a chess set which,
following the advice of counsel, he returnedto Bonilla. We have found no evidence of
misconduct on his part in this respect, or in any other aspect of the Gulf Bank transaction.

We aso did not find that the decisionto invest in Gulf Bank was
inappropriateat the time the investment in Gulf Bank closed, Fannie Mae was aware that
the bank was under some scrutiny by the Federal Reserve Bank, but it does not appear
that the extent of the scrutiny was known; moreover, the decision to proceed with the
investment was made with the advice of outside counsel. Finaly, although Fannie Mae's
investment in Gulf Bank was not written off immediately, it was written off about
eighteen months after the investment took place followingan outsidefirm's valuation of
all CDFI investments.
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