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Dear Mr. Pollard:

Fannie Mae respectfully submits the following comments in response to comments on OFHEQO’s
proposed corporate govemance regulations filed on December 13, 2001 by representatives of FM
Watch and the Consumer Mortgage Coalition (“CMC™)." The purpose of this comment letter is to
correct the record with regard to the issues raised by FM Watch/CMC, many of which are either (i)
outside the scope of OFHEQ’s proposal and thus should be disregarded; or (ii) distort both the
federal government’s regulatory regime for Fannie Mae and Fannie Mae’s status as a privale
company. In their substantially similar letters,” FM Watch and the CMC belittle OFHEO's
regulatory authority and members of Fannie Mae’s Board of Directors and urge OFHEQ to adopt
provisions that advance their member companies’ financial agendas rather than good corporate
governance principles.

The FM Watch and CMC letters make a series of recommendations that are founded on two false
premises: (1) the assertion that Fanme Mae and Freddie Mac are not “private companies;” and (2)
the claim that Fannie Mae and Freddie Mac are not subject to market discipline. These propositions
crumble under even the most cursory of inspections and recommendations based on them thus have
no merit. The remaining assertions and recommendations made by FM Watch and CMC, also
discussed in detail below, run counter to law, Congressional intept and sound principles of
corporate govemance.

First. both the FM Watch and CMC comments assert that Fannie Mae and Freddis Mac are
sufficiently different from “fully private companies™ as to watrant coTporate

Letter from W. M. House to A. Pollard (December 13, 2001) (*FM Watch Lener™) and Lener from A,
Canficld to A, Pollard {December 13, 2001) (“CMC Letter™).
> The two letiers make the same arguments, urge OFHEO to adopt the same recommendations and even cite the
same law review arficles.
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governance treatment that diverges radically from that of other private financial firms.” There is
no basis for such an assertion. To the contrary, Congress established Fannie Mae as a fully private
company in order 1o achieve a private, self-sustaining secondary mortgage market subject to the
discipline of private capital and private management.

As President Johnson stated in transmitting the Administration’s housing proposals to Congress in
1968:

“I propose legislation to transfer the secondury market operation of the Federal National
Mortgage Association on an orderly basis to completely private ownership. This new

[Fannie Mae will be] concerned excfusweh with providing an increasing and continuous
flow of funds into residential financing.’

It is worth reviewing the history of the legislation that ensued. Under the Housing and Urban
Development Act of 1968 (the “1968 Act”), Fannie Mae as it existed on August 31, 1968 was
divided into two separate corporations. One corporation, retaining the Fannie Mae name, was to
become privately owned. The other, to be known as the Government National Mortgage
Association (“Ginnie Mae”), was to remain in the Department of Housing and Urban Development
("HUD"). Importantly, the 1968 Act provided for a transitional period during which control of
Fannie Mae’s Board of Directors would pass from the federal government to stockholders.
Congress required that Fannie Mae operate with private cap:tal and that Fanmie Mae's operations be
“fully self-supporting.”” Congress also authorized Fannic Mae’s Board of Directors to appoint,
employ, compensate, promote, and terminate officers, agents, and emplovees outside of the federal
civil service system.®

Indeed. the Senate R.EIJD]'T. on the legislation that pnivatized Fannie Mae confirms Congress’ intent in
making Fannie Mae a privately owned and managed company. The Senate Banking Committee
wrote that:

“The committee expects that the privately owned corporation, with its improved financing
methods, will add a significant impetus o the flow r::f zmds in the-secondary market and the
availability of credit in the fzome mortgage market.

FM Watch Letter at 1; see also CMC Letter at 2 (“The Enterprizes |, . . should not be treated &s fundamentally
similar to private corporations.”).

* President’s Messsze, Housing and Cities, HR. Doc. Mo 261, 90th Cong., 2d Sess. 13 (1968), emphasis in
onginsl
: 12 U.S.C. § 1719(a)(1).
. 12U.8.C. § 1723(h).

Report of the Committze on Banking and Currency, United States Senate, on the Housing and Urban
Dievelopment Act of 1968, 5. Rep. No. 1123, at 79 (1968}




Alfred M. Pollard, Esq.
Page 3 of 16
January 22, 2002

It is important to note that Fannie Mae receives no federal appropriations, and by law its obligations
are explicitly not guaranteed by the U.S. government and do not constitute a debt or obligation of
the Umted States: a factw hu:h Fannie Mae and Freddie Mac are required by law to indicate clearly
on each of their obligations.”

In contrast, other private financial institutions (including FM Watch and CMC members) take
deposits from the public. which, in turn, are backed by federally guarantesd deposit insurance. As
of September 30, 2001, 9.701 depositories held $3,179.8 billion in federally insured deposits. It is
unclear why FM Watch and the CMC believe that their member firms that enjov, among other
federal benefits, the benefits of government-backed deposit insurance are *“fully private,” while
Fannie Mae and Freddie Mac — that lack this express, direct public benefit — are not.

Since 1968, when Fannie Mae became a private company, the company has increased its capital
from 5185 million to $25.2 billion. That $25.2 billion in private capital keeps liquidity flowing in
the conventional mortgage market and keeps interest rates for homebuyers as low as possible. It is
also the clearest evidence of the compact between the federal government and private investors — a
compact in which pnivate squity capital and private management play a critical role, allowing
Fannie Mae to link more efficiently than ever the international capital markets with the U.S.
housing finance market. and, at the same time, requiring the company to serve affordable housing
and homeownership nesds throughout the country.

Second, the FM Watch comment letter asserts that Fannie Mae and Freddie Mac “are not subject to
effective market discjpline."p In fact, Fannie Mae and Freddie Mac are subject to more effective
market discipline than the vast majority (if not all) of the companies FM Watch represents. In
October 2000, Fannie Mae and Freddie Mac adopted a series of initiatives designed to place the
companies at the forefront of evolving world practices on safety and soundness. These initiatives
give investors and policymakers more information about Fannie Mae’s risk exposure — and
confidence that Fannie Mae can manage that exposure — than they can get from anv other financial
institution. The following is a brief description of just two of these initatives:

Subordinated debt issuance. Fannie Mae and Freddie Mac are the two largest issuers of
subordinated debt in the world, Federal Reserve Chdirman Alan Greenspan has
characterized subordinated debt as “the canary in the coa] mine™ with regard to alerting the
public to deterioration in a company’s credit position. '® Fannie Mae and Freddie Mac have
committed to issue subordinated debt in an amount such that core capital plus subordinated

E 12 U.S.C. § 1719(e).
: FM Watch Letterar 1.

When asked about his view on mandatory subordinzied debt proposals at his re-nommnation hearing in 2000,
Chairman Greenspan tespondad: “The great advantage of having vehicles on the balance shest such as subordinated
debeniures is that it is something in the nature .. ; of a canary in a mine, that if ... some of the credit capacity of these
instiutons seems to be croding at the edges, it is very much more likely to show up in the prices of liabilities which are

0
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debt and unallocated loss reserves will equal at least 4 percent of on-balance-sheet assets
plus 0.45 percent of mortgage-backed secunities (“MBS™) outstanding. In 2001, Fannie Mae
alone 1ssued 35 billion of such debt, which made it the single largest issuer of subordinated
debt.

Fanme Mae’s subordinated debt contains features that make it particularly useful to
investors and regulators as a market discipline tool. For example, interest pavments on
Fannie Mae's subordinated debt will be automatically suspended under defined conditions
of economic stress and. should the company experience difficulties, holders of subordinated
debl securities will stand in line behind senior debt creditors and morigage-backed securities
investors before they can recover their principal. Unlike other subordinated debt issues, the
interest deferral cannot be delayed by Fannie Mae or by any other party if the defined
conditions oceur.

Fannie Mae’s first two subordinated debt 1ssuances received Aa2 ratings from Moody’s
I[nvestor Services and AA- ratings from Standard and Poor’s. The rating agencies rated the
subordinated debt without regard to Fannie Mae’s federal charter. Evidence that investors
view Fannie Mae’s subordinated debt as truly subordinated to the company’s senior debt can
be found in the differences between vields on the company’s senior debt and subordinated
debt. Over the course of 2001, Fannie Mae's subordinate debt traded at 25 basis points
more in vield than the company s senior debt obligations.

Disclosures. Subordinated debt is most effective as a tool of market discipline if the issuer
makes available to investors a quantum of information sufficient for investors to determine
the financial position of the issuer. In this regard also, Fannie Mae and Freddie Mac meet or
exceed best practices for disclosures by financial services firms and exceed the practices of
nearly all of the firms represented by FM Watch and CMC.

2 Fannie Mae issues an annual Information Statement and quarterly supplements to that
Statement that provide imnformation similar to what other companies make available in
an SEC 10-K or 10Q). Fannie Mae also publishes a quarterly Investor/Analyst report
that provides extensive additional statistical data and interim financial statements.

. On a monthly basis, the company discloses the sensitivity of Fannie Mae’s projected
net interest income to an immediate 50 basis point increase or decrease in interest
rates and a 25 basis point increase or decrease in the slope of the yield curve over both
a one- and four-year period. Fannie Mae supplements its net interest income at risk
disclosure with monthly disclosure of the company’s effective asset/hability duration

not insured and have no collateral behind them.” See Testimony of Alan Greenspan, Hearing of the Senate Banking,
Housing and Urban Affairs Committee, January 26, 2000,
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gap. Effective duration is a measure of the sensitivity of a security’s value to changes
In Inierest rates, and is commonly used in fixed-income portfolio management. Few
other financial companies report interest rate risk information as frequently.

. On a quarterly basis. Fannie Mae discloses the sensitivity of expected credit losses
from a five percent drop in property values.

. Also on a quarterly basis, Fannie Mae discloses the share of its on-balance-sheet
assets held m a liquid, marketable portfolio of non-mortgage securities.

These disclosures are world-class and are consistent with the recommendations of the Basel
Commitiee on Banking Supervision, the Federal Reserve’s Working Group on Public Disclosure,
and other basic statements of regulatory principles. In summarizing the value of the package of
disclosures to which Fannie Mae committed itself, Moody's Investor Services, in a Special
Comment, stated:

“These financial disclosure commirtments by Fannie Mae and Freddie Mac set new
standards not only for them, but for the global financial market.

The pravision by Fannie Mae and Freddie Mac of periodic, detailed risk information to the
broad market will permit better independent reviews and monitoring of their risk profiles
and should substantially reduce the uncertainty abowt their actual financial health as well as
dampen any systemic risks they present.

The regular disclosures of their interest and credit risk exposure, combined with stress

resting their capital base, should significantly increase market comfort with their risk
PRI T . ef [

management disciplines and capital adeguacy.””’

Third. FM Waich asserts that Fannie Mae and Freddie Mac “are not subject to comprehensive
examination by a regulator with the resources and authority to ensure both safety and soundness and
fulfillment of their public mission.””* This vote of no-confidence in HUD and OFHEOQ is not
supported by the facts. The 1992 Act reaffirmed and strengthéned HUD s role as Fannie Mae’s and
Freddie Mac’s mission regulator and established OFHEO to ensyre the capital adequacy and safe
operation of the companies.

OFHEO has been conducting a comprehensive, continuous, on-site examination program since
1994, the scope and rigor of which equals or exceeds that to which any other regulated financial
mstitution 1s subject. OFHEOQ devotes more resources to its examination program of Fannie Mae

" Moody’s Invester Services, Special Comment: New Fannie Mae and Freddie Mac “Open Book ™ Policy: A

Positive Credit Development, March 2001; ar4.
. FM Wartch Lerer at 2.
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and Freddie Mac than the Office of the C :}mpl:rcrlfer of the Currency (“OCC”) and the FDIC devote
to large and far more complex banking institutions.” In addition, Congress required that the results
of OFHEQ'’s examinations be made public in OFHEO’s Annual Report to Congress. Other
financial regulators issue annual reports to Congress, but only OFHEO reports on individual
companies’ exam results.

The 1992 Act also includes a forward-looking capital standard for Farnnie Mae and Freddie Mac.
The nisk-based capital standard requires the two companies to be able to withstand severe economic
conditions that are far more catastrophic and persist far longer than those of the thrift crisis in the
1980s. As stated in the statute, the standard requires each company to hold enough capital to
withstand a 10-year stress period characterized by unprecedented interest rate movements and credit
losses occurring simultaneously, with an additional capital requirement to cover management and
operations risk. The standard is truly extraordinary, and Fannie Mae has operated under its version
of the standard since 1993, as OFHEO has developed and is now nearing implementation of its rule.
This 1s a risk-based capital standard that none of the members of FM Watch or CMC could meet.

With regard to mission regulation, HUD is responsible under the 1992 Act for ensuring that Fannie
Mae and Freddie Mac carry out their housing missions and comply with their charters. By statute,
HUD sets the annual percent-of-business housing goals for the companies® service to low- and
moderate-income borrowers, to residents of central cities and other underserved areas. and to very
low-income borrowers. Regulations promulgated by HUD for 2001-2003 raised all three goals
substantially. HUD also regulates the companies with regard to the fair lending laws, and must give
its prior approval to new conventional mortgage programs that are significantly different from those
in place before 1992 or previously approved.

Fourth. FM Watch asserts, “there is no formal mechanism corresponding to the Community
Reinvestment Act axammauun of insured depository institutions to ensure that the Enterprises meet
their public responsibilities.”™ " In fact, the 1992 Act established precisely such a formal mechanism
in the form of annual affordable housing goals set by HUD. The goals — which Fannie Mae has
exceeded every year since 1994 —impose on Fannie Mae and Freddie Mac tougher affordable
housing targets, a greater degree of reporting and monitoring, and stronger penalties than the
Community Reinvestment Act (“CRA") requirements imposed on insured depository institutions.

Under the housing goals, HUD sets specific quantitative gn*ﬁls'[hal are measured as a percentage of
Fanme Mae’s business each year, including a subgoal for targeted multifamily housing business. If
Fannie Mae does not meet one of the housing goals or if HUD believes that Fannie Mae will not

o The size of OFHEO s examnation staff relative to the number of regulated entitizs demonstrates the resources
that OFHED is able to devote 1o irs exarmination responsibiliics. OFHEQ has 29 examminers for two regolated
mstitutions in a moneline business: a ratio of more than 14 to 1. In 2000, for example, the OCC had an examiner to
bank ratio of 0.75 (with regulated entitizs in a wide range of financial businesses) and the FDIC had a matio of 0.30.

= FM Watch Lener ar 2.
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mest a goal in a specific year. HUD can compel Fannie Mae to produce a plan for achieving
compliance. Failure to provide the plan in a timely fashion or to implement the plan in good faith
could lead HUD to exercise its cease and desist powers or impose civil money penalties.

In contrast, the CRA does not impose quantifiable goals but instead relies on the evaluations of
examiners, who look at a vaniety of quantitative and qualitative factors, including relative
performance of the banks and thrifts in their service areas. CRA exams occur in a two-year cycle
for larger depositories and over a five-year cycle for smaller institutions. A less-than-satisfactory
CRA record may be the basis for disapproval of bank activities (including domestic branches or
mergers, acquisitions, or consolidations), but the CRA does not authorize civil money penalties.
Insurance companies and mortgage banks are not subject to CRA or any affordable housing
business requirement.

Put another way: Fannie Mae and Freddie Mac are subject to more rigorous regulation of their
achievement of their public responsibilities than are the FM Watch and CMC member companies —
and at risk of more serious enforcement consequences should they fail to meset these responsibilities.

Fifth, FM Watch asserts that Fannie Mae and Freddie Mac “are not required to file registration
statements and reports with the Securities and Exchange Commission (“SEC”) and they are exempt
from most class action securities lawsuits and SEC enforcement actions.”” As described above,
Fannie Mae provides more information to investors than required by the relevant SEC regulations.
Moreover, Fannie Mae 1s not exempt from antifraud provisions of the federal securities laws and
regulations and thus has every incentive to provide full and fair disclosure to investors.

Sixth, FM Watch asseris that Fannie Mae and Freddie Mac have a “government-granted duopoly
pcsiﬁﬂn,”lﬁ Agan, this 15 a flat misstatement of the facts. Contrary to the FM Waich assertion of a
“government granted duopoly.” Fannie Mae competes vigorously with Freddie Mac as well as with
many other entities, including members of FM Watch and CMC. In the interest rate nisk and credit
guarantee markets, Fannie Mae held in its portfolio only 11 percent, and guaranteed an additional
12 percent, of the 86.1 trillion in total residential mortgage debt outstanding as of Q3 2001. Fannie
Mae faces competition in these arenas from Freddie Mac. commercial banks and thrifts. the Federal
Home Loan Bank (FHLB) System, Ginnie Mae, private invésfors, insurance companies, state and
local credit agencies, credit unions, finance companies, and other investors and managers of
mortgage risk. In the broad and liquid fixed income market. Fannie Mae competes with all other
issuers of debt, including other agency and MBS issuers, U.S. Treasury debt, corporate bonds,
asset-based securities, commercial MBS, municipal bonds, and other bonds. Moreover, Fannie Mae
and Freddie Mac are two separate companies pursuing separate business sirategies, and they
compete vigorously in all dimensions of their businesses. The benefits of this competition among

M Watch Letter at 1-2.
= d.
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many players flow directly to American consumers in the form of observably lower mortgage
interest rates.

In short, try as they may, FM Watch and the CMC are unable to paint a convincing portrait of
Fannie Mae and Freddie Mac as either quasi-public government-subsidized entities (on the one
hand) or free-wheeling corporations that are unaccountable to financial regulators or to the markets
(on the other) — and the absurdity of the FM Watch/CMC position is driven home by the mutually
contradictory nature of these two characterizations. The reality is that Fannie Mae and Freddie Mac
are private entities subject to constant and unyielding market discipline that is at least as strict as (if
not stricter than) the discipline brought to bear on other financial institutions — as well as an even
greater degree of regulatory and supervisory oversight than that brought to bear on FM Watch and
CMC member companies.

FM Watch/CMC Recommendations

Given the stringent regulatory regime that governs Fannie Mae and Freddie Mac and the fact that
the companies are subject to market discipline and public accountability, the nearly identical FM
Watch/CMC recommendations are unnecessary and inappropriate. As explained below, not only do
the recommendations diverge radically from well-established corporate governance principles and
from express provisions of law, they would actually weaken corporate governance and safe
operation of the two companies.

I The FM Watch/CMC recommendation that OFHEQ not apply one particular body of
corporate governance law to Fannie Mae and Freddie Mac misconstrues the relationship
berween state and federal law.

The most curious recommendation in the FM Watch/CMC letters is that OFHEQO not apply any
particular body of law to the two companies because the application of a uniform body of -:Drpuratc
law might somehow enable the companies to evade the restrictions in their Congressional charters.'

Clearly, the stated reason for this concern is illogical. OFHEQ’s proposal would simply apply the
corporate governance law of one jurisdiction to the corporat® gavernance practices and pmcedures

of a company; obviously, it would not - and could not — supersede the provisions set forth in the
Congressional charters for the two companies. (Indeed, under FM Watch’s skewed logie, other
companies would be able to argue that they need not comply with federal laws — such as
environmental or labor laws — on the ground that they are subject to the corporate law of their state
of incorporation. Tt should go without saying that any court would reject such an argument out of
hand.) Moreover, FM Waich fails to note that the OCC has a similar provision in its corporate
governance regulations for national banks; of course, no national bank has suggested that this
exempts it from federal banking laws and other federal statutes that limit its activities.

Fivf Watch Letter at 10; CMC letter at 2-3.
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I The FM Watch/CMC recommendation that Presidentially appointed directors have different
responsibilities and powers from the shareholder-elected directors would undermine the
intent of Congress and diminish — rather than increase — the Board's focus on mission-
related issues.

FM Watch questions the “role and effectiveness of presidential appointees...™* and FM Watch and
the CMC recommend that OFHEO establish separate tiers of directors — by imposing additional
responsibilities on Presidentially appointed directors that would give them “a special responsibility
to serve the public interest and to ensure that the Enterprise fulfills its public mission in a manner
consistent with safety and soundness.”'® FM Watch’s comment belittles the value and experience
these individuals bring to the Board. Congress required the appointment of knowledgeable and
effective housing, industry, and consumer advocates to the Fannie Mae Board. Section 308 of the
company’s charter requires that:

“The board shall at all times have s members appointed by the President at least one
person from the homebuilding indusiry, at least one person from the morigage lending
industry, at least one person from the real estate industry, and at least one person from an
organization that has represented consumer or community interesis for not less than two
vears or one person who has demonstrared a career commitment to the provision of housing
for low-income kouseholds. "

The charter further states the responsibilities of all of the members of the Fannie Mae Board:

" Within the limits of lavw and reguiation, the board shall determine the general powers
which shall govern the operations of the corporation, and shall have the power to adopr,
amend, and repeal bylaws governing the performance of the powers and duties granted to or
imposed upon it by law. "

This provision gives the full Board, and not some subset thereof, the responsibility to adopt and
oversee policies that implement the statutory affordable housing mission imposed on Fannie Mae by
section 301 of the charter.” This section also requires the Board to adopt policies that comply with
all of the provisions in Fannie Mae’s charter --not just the dnés that Fannie Mae’s competitors may

15

FM Waich Letter at 4.

FM Watch Letter at 7; see also CMC Letter at 4.
= 12US.C § 1723(b).

- {d. (emphasis added)

=y

19

12 11.5.C. § 1716 (in part requiring Fannie Mae to (1} provide stability in the secondary macket for residential
mortgages; (2) respond appropriately to private capital markets; (3) increase liquidity of morizage imvestment (including
activities related to mortgages on housing for low- and moderate-income families); and (4} promote access Lo morlgage
credit throughout the Nation (including central cities, rural arcas and underserved areas)).
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choose to emphasize at any given time. Any change in this structure would reguire a legislative
change to the company’s charter.

By creating two classes of directors, the commenters’ proposal would contravene the intent of
Congress and could damage the cohesion and collegiality necessary for an effective board. Just as
importantly, however, this proposal would likely diminish — rather than increase — the Board’s focus
on those issues for which Presidential appointees have “a special responsibility,” by implying that
only Presidentially appointed directors need to focus on mission and safety-and-soundness issues.
Inevitably, any time one group of individuals is told that a specific matter is its particular bailiwick,
the non-stated implication is that others are less responsible for those matters. That is not how the
Fannie Mae Board operates — it is the responsibility of all directors to promote the company’s
public mission and financial health. ™

In any event, the implication of the FM Watch proposal — that Fannie Mae's directors are not
sufficiently focused on promoting the company’s mission — is simply false. To the contrary, the
company continues to demonsirate its strong commitment to expanding homeownership — and
helping moderate-income families become first-time homeowners. In March 2000, Fannie Mae
launched the “American Dream Commitment,” a $2 trillion targeted lending program designed to
increase homeownership by breaking down the barriers between underserved families and
mainstream mortgage finance. The project will help 18 million American families by the end of the
decade. During the first year alone, Fannie Mae financed over $190 billion of home mortgages for
nearly two million American families in need through its lender partners. Fannie Mae has also
committed to contribute at least $420 billion in mortgage investments to serve more than three
million minority households by 2010. In 2000, Fannie Mae purchased minority loans totaling
nearly 535 billion and served more than 316,000 minority households.

Today, the nation’s rate of homeownership is at its highest level in history — approaching 68 percent
overall, with record high rates reported among minority groups. Studies show that Fannie Mae
deserves substantial credit for these achievements — and that the company’s involvement in the
mortgage business lowers interests rates for homebuyers by 25 to 50 basis points. Fannie Mae’s
mortgage-backed secunties business 1s thriving, demonstrating that Fannie Mae is succeeding at
attracting billions of investment dollars to the mortgage sectorthat otherwise might not be there at
all. And Fannie Mae's technological innovations have reduced the costs and inefficiencies of
morigage origination. (Of course, the member companies of FM Watch and CMC do not have

F

Notzhly, the example cited by FIM Watch to support the supposed need for 2 two-tiered board is the experience
of the Union Pacific Railroad in the 19th century. FM Waich Letter at 6. Leaving aside the obvious question of
whether FM Watch can musier any support for its position in corporate governance developments of the past century, it
is not even clear that the antiguzted example that FM Watch cites proves the point for which it is offered. Nowhere
do=s FM Watch allege that Presidentiaily appointed Board members at Fannie Mae are beine excluded from board
meetings or trealed like “spies,” as was the case with the railroad board 130 years ago, according to the FM Watch
lener. And in any event, the Union Pacific example only highliphts the importance of treating all board members the
same rezardless of how they were appointed — the exact opposite of what FM Waich and CMC propose.
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public missions — and unlike Fannie Mae, they are not required to take the “public interest” into
consideration in their business planning.)

Thus, not only s the FM Watch/CMC recommendation regarding Presidential appointees
inappropriate and unnecessary as a matter of law, but Fannie Mae’s continued focus on — and
success at — expanding homsownership opportunities belies the public policy need for any such
proposal. The sincerity of the interest of FM Watch and CMC members in their proposal for
designated directors to oversee affordable housing would be demonstrated if they endorsed such a
rule for their organizations. We doubt they would support the appointment of CRA oversight
directors to their boards.

I The FM Watch/CMC recommendation that OFHEQ promulgate a stricter definition of
“independent”' director than the one required by the New York Stock Exchange (“NYSE")
audit committee rules is based on a misunderstanding of established corporate governance
principles.

In urging a stricter definition of “independent” director, FM Watch incorrectly states that the NYSE
Audit Committee Rules allow a board of directors to appoint a director to the audit committee who
is ot “independent.”™* The NYSE Audit Committee Rules were revised in 1999 to, among other
things, define “independence™ more rigorously than in the past, require audit committees to consist
entirely of mdependent directors who are financially literate, and require audit committees to adopt
wrnitten charters that specify the committess’ responsibilities. The revised NYSE Audit Committee
Rules state that, “[e]ach audit commuttee shall consist of at least three directors, all of whom have
no relationship to the company that may interfere with the exercise of their independence from
management and the company.”™ The purpose of the NYSE Audit Committee Rules is to ensure
that the audit committee 1s sufficiently independent from the management of the company to enable
it to be critical of the company and its management.

What FM Watch cites as an exception to the “independence” requirement is actually a narrow
exception to the presumption created by NYSE that if a director has any “business relationship”
with the company, such relationship will be considered to interfere with the exercise of a director’s
independent judgment.”® A board of directors can, nevertheless, overcome the presumption and
appoint a dirsctor to the audit committee who has a “business relationship” with the company if the
board “determines in 1ts business judgment lhat the relationship does not interfere with the
director’s exercise of independent _;udgmem,”‘ FM Watch incorrectly posits that the NYSE audit
committee rules permit the board of directors to waive the independence requirement. On the

G FM Watch Letter at 7; see also CMC Letter at 5.

= NYSE Listed Company Manual § 303.01{B)(2)(a)).
o . § 303.01(B 3N

{d,
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contrary, the board of directors is prohibited from allowing a director who has a “business
relationship” with the company to serve on the audit committee unless it specifically determines
that the relationship does not interfere with the exercise of such director’s independent judgment.

In suggesting that OFHEO adopt a per se rule banning any director who has 2 “business
relationship™ or “political relationship™ from serving on the audit committee of the Enterprises, FM
Watch ignores the logic underlying the NYSE Audit Committee Rules, state law, and corporate
scholarship. The purpose of such rules is not 1o ensure that a member of an z2udit committee has no
relationship with the company but to ensure that any relationship such member may have with the
company does not interfere with his or her exercise of independent judgment. Again. FM Watch
fails to adequately explain why this common-sense approach is good enough for its member
corporations but is not adequate to ensure independence on Fannie Mae’s Board.

iV The FM Warch/CMC proposal that the OFHEQ regulations enumerate additional areas for
which the Board of Directors be directly responsible would only exacerbate the problems
that Fannie Mae identified in OFHEQ s original proposal.

The FM Watch/CMC proposal incorrectly states that OFHEQ's proposal to list responsibilities and
standards of conduct for the Board in a regulation is consistent with state law and the Model Act.
To the contrary, both Delaware and the Model Act adopt a flexible approach, recognizing that a key
component of successful corporate governance is the exercise of informed business judgment in
overseeing the management of a corporation. The standards of care, loyalty, and good faith — along
with the business judgment rule —as articulated in Delaware law, the Model Act and state case law
hold dirsz‘acmrs to very high standards, but also encourage thoughtful innovation and intelligent risk-
taking.’

Morgover, the examples FM Walch cites from the banking contex! are inapposite because they
involve guidelines and policy stalements — not enforceable regulations. As a result, rather than
expanding the enumerated responsibilities as suggested by FM Watch and CMC, OFHEQ should
dispose of such an approach altogether in order to align itself with the approach taken by other

S
'

=

- See Fannie Mae Comment Letter, Décember 13, 2001, 2t pp_$-1 1. feoe alsyo comment of John Olson,
Chairman, American Bar Association, Committee on Corporate Governance, December 13, 2001, Mr. Olson writes
that, “the responsibilities and standards” proposed by OFHEO are “inconsistent with both state corporate law and the
Meodel Act,” and would “impose new burdens on directors without recognizing established protections and
presumptions of due care.” Donald G. Langevoort, professor of Taw at Georgetown University, similarly notes that the
enforceable standards proposed by OFHED are “a dramatic departure from prevailing law™; by way of example,
Langevoort references the SECs recent rejection of & proposal that wounld have set out detailed sandards for the
operation of audit comminess because, among other things, it feared that adopting such standards may make it difficult
for companies o anract talented audit committee members. Letter from D, Langevoort to A, Pollard (December 13,
2001), at 2-3,
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financial institution regulators, state laws, the Model Act. and decades of legal and academic
scholarship in this field.

We also note that the FM Watch comment is misleading because OFHEQ already examines Fannie
Mae’s corporate governance practices to evaluate the Board's process for hinng and maintaining 2
high-quality executive management team and holding this team accountable for achieving the
company’s defined goals and objectives. OFHEO also determines whether the Board is
appropriately informed on the condition, activities, and operations of the company. Such
examinations cover all of FM Watch’s suggestions for areas for the Board to review. Unlike most
other large corporations, Fannie Mae is subject to examination of its corporate governance practices
and a mechanism is already in place to address any potential issue. In addition. Farmie Mae has a
listing agreement with the NYSE, which, among other things, requires Fannie Mae to comply with
NYSE rules for establishment of audit committees of 2 corporate board.

V. In recommending that OFHEQ prohibit Fannie Mae and Freddie Mac from targeting
specific companies or groups for retaliation, FM Watch is simply re-airing its own baseless
allecations.

The FM Watch recommendation that OFHEO prohibit Fannie Mae and Freddie Mac from targeting
specific companies for retaliation has absolutely nothing to do with corporate governance, is
nothing more than a continuation of FM Watch’s political and public relations efforts and should be
seen as such. The facts are, as Fannie Mae said publicly at the time FM Watch first leveled these
allegations, the company does as much (or more) business today with the companies that support
FM Watch as it did before FM Waich was formed.”

VT FM Watch fails to explain why Fannie Mae should be subject to stricter emplovee disclosure
recommendations than banks and other regulated institutions.

Like 1ts other recommendations, the suggestion in the FM Watch letter that Fannie Mae and Freddie
Mac should be subject to various disclosure requirements not applicable to other corporations® fails
to explain convincingly why Fannie Mae and Freddie Mac should be singled out for rules different
from those governing financial services entitigs (including the FM Watch member companies) — all
of which are subject to federal law and regulation just like Fannie Mae and Freddie Mac, and many
of which receive direct government subsidies — unlike Fannie Mae and Freddie Mac.

= FM Watch makes this allegation in a section entitled “conflicts of interest” and notes its support for OFHEQ's

conflict of interest proposals. For all of the reasons cited in Fannie Mae's comment letter submitted to OFHEO on
December 13, 2001, Fannie Mae respectfully objects to the OFHEQs proposal on conflicts of interest. See Fannie Mae
Comment Letter at 22,

e FM Watch Letter at 9.
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Financial firms (as well as most other sophisticated corporations) need to attract and retain well-
qualified, skilled individuals with a range of experience in the private and government sectors.
Fannie Mae and Freddie Mac are no different in this regard.

In arguing for the additional rules, FM Watch also fails to acknowledge that Executive and
Legislative Branch employess are required to comply with ethies laws that address potential
conflict-of-interest issues that arise when employees leave the government for the private sector.
These requirements apply to all employees regardless of the specific firm with which they secure
employment, reflecting the common-sense view that firms across the economy have business
interests that intersect with the government.”' By the same token, government officials who are
subject to financial disclosure must disclose their spouse’s employment on financial disclosure
fm‘]‘[‘ls_:;

Thus, Fannie Mae employees already comply with the same disclosure requirements as employees
of the FM Watch member companies — and FM Watch fails to offer any reason why the rules
governing Fannie Mae and Freddie Mac should be any different.”* FM Watch also does not address
the overwhelming intrusion on personal privacy that would result from its proposal and how public
policy needs — in FM Watch’s opinion — outweigh an invasion of financial privacy.

VII.  The FM Watch/CMC recommendation regarding executive compensation would put
OFHEQ in the improper position of second-guessing employee compensation decisions
based on vague standards.

The final recormmendation in the FM Watch/CMC letter is that Fannie Mae and Freddie Mac
consider “the extent to which an executive officer or employee contributed to the fulfillment of the
Enterprise’s public mission” in deciding Cumpf:ﬂsaljﬂn_z_i FM Waltch also suggests that OFHEO
prohibit Fannie Mae and Freddie Mac from considering “profits or revenues atiributable to
maintaining or increasing public subsidies” in making compensation decisions.”” Again, such a
provision would be contrary to law, unnecessary, and inappropriate.

The 1992 Act specifically authonzes OFHEOQ to prohibit Fanme Mag from providing compensation
1o any executive officer that is not reasonable and comparable-with compensation for employment
in other similar businesses (including other publicly-held financial services companies) involving

18 US.C. §207.
= See Ethics In Govermment Act of 1978, 5 U.S.C. App. 4 § 102,

o Notably, while FM Watch urzes stricter conflict-of-mterest requirements for Fannie Mae and Freddie Mac, 1t
fails to list its members corporstions in its comment letter or explain how its proposals — which are purportedly intended
to promote the public interest — will benefit those corporations,

:'4 FM Watch Letter at 10; see afso CMC Letter at 5.

2 FM Watch Letter at 10,
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similar duties and responsibilities.”® That is the full extent of authority granted by Congress after
lengthy debate in 1992. The comments made by FM Waich and CMC ask OFHEO to adopt a
regulation that would be outside the confines of the law and completely contrary to Congressional
ntent that a govemment regulator not interfere with the day-to-day management of a private
company.

Legal 1ssues aside, as noted above, Fannie Mae has demonstraied an unparalleled commitment to its
public mission and continues to exceed its ambitious goals in terms of expanded homeownership
and affordable rental housing. Fannie Mae already considers mission issues in determining
compensation; it also considers other critical issues such as how an executive has contributed to the
overall financial health of the organization. Certainly, FM Watch, which has publicly questioned
Fannie Mae’s safety and soundness, should recognize the need to consider all of these factors in
emplovee compensation. Moreover, this proposal would exacerbate the problems that Fannie Mae
identified in OFHEQ s proposal, ie., it suggests that OFHEQ should further micromanage the
companies’ business practices by inserting itself into individual compensation decisions and
second-guessing employess’ commitment to the public mission.

Finally, it is worth noting that FM Watch again fails to draw a meaningful distinction between its
member companies on the one hand and Fannie Mae and Freddie Mac on the other. To the extent
that Fannie Mae receives any sort of “public subsidy,” it (1) is at most imphed and 15 far less than
the express, direct subsidies FM Watch member companies reu:en.’a in the form of federal deposit
insurance and other government benefits for banks and thrifts;’ 7 and (2) results in a public benefit
that far exceeds any benefits provided by F "'.{T. Watch members (who, as noted above, do not have
similar public interest/mission c:b]_:gatmns} Thus, it would be instructive to consider whether FM

* 1211.5.C. 5§ 4518.

As Chairman Alan Greenspan has testified: “Govermnment guarantess of the banking system — deposit
insurapce and direct access to the Fed's discount window and payment system guarantees — provide banks with a lower
average cost of capital than would otherwise be the case.” Statement by Alan Greenspan, Chairman, Board of
Governors of the Federal Reserve System, before the Subcommnee on Finance and Hazardous Matenals of the
Commurtee on Commerce, U.S. House of Representatives, April 28, 1999, Similarly, a study by Dr. James Pearce (a
former Federal Reserve Bank and Federal Home Loan Bank economustrand Dr. James C. Miller 111 (former director of
the United States Office of Manzgement and Budget and chairman of the Federal Trade Commussion) found that
depositories (such as FM Watch member hanks} *have access to insured-deposits, which carry explicit federal
guarantees, and low-cost advances from the Federal Home Loan Banks — institutions with federal sponsorship similar to
that of Freddie Mac and Fannie Mae." James E. Pearce and James C. Miller 11, Freddie Mac and Fannie Mae: Their
Funding Advantage and Benefits to Consumers, Jan. 9, 2001 (“PearceMiller Study™), at 13-14. According to the
Pearce/Miller study, Fannie Mae and Freddie Mac have no funding advantage relative to depositorics: in fact, banks
have an average cost of funds that is lower than Fannic Mae’s and Freddie Mac's. /d at 14

44 In fact, several economists have conducted studies that found that the public benefits provided by Fannie Mae
and Freddie Mac substantizlly exceed their costs to the public. For example, a study conducted by the First Manhattan
Consulting Group found that the gross benefit to Fannie Mae and Freddic Mac from government sponsorship was 531.9
billion, and the benefits Fannie Mae and Freddie Mac pass through to consumers were worth 36.6 billion, reswlting in a
net benefit to consumers of nearly 35 billion. Alden Toevs, A Critigue of the CBQO s Sponsorship Benefit Analysis,
First Manhattan Consulting Group, at 2. The Pearce/Miller Study similarly found that “[blenefits to consumers




Alfred M. Pollard, Esqg.
Page 16 0f 16
January 22. 2002

Watch is urging that similar provisions be applied to banks, thrifts, and insurance companies. For
example, CBO has asserted that only 10 percent of the benefits received by Federal Home Loan
Bank System members is passed on to conforming morigage borrowers. Should FM Watch and

CMC members who retain benefits be subject to the special compensation rules proposed in their
comment letiers?

CONCLUSION

[n their comment letters, FM Watch and the CMC have sought — in the guise of promoting strong
corporate governance — to impose restrictions on Fannie Mae and Freddie Mac to further the
political and competitive agendas of their own member companies. Fannie Mae is a mission-
driven. private company with strong internal and extemnal financial controls. The proposals made
by FM Watch and the CMC would not in any way promote Fannie Mae’s commitment to expanded
homeownership or help ensure its safety and soundness. They are simply a red herring designed to
promote the financial interests of a small number of companies — and should be recognized as such.

Even in the few comments made by FM Watch and CMC that relate to OFHEQ's corporate
governance proposal, Fannie Mae has demonstrated, on the merits, that these suggestions should not
be adopted by OFHEQ because they are contrary to well-established principles of corporate
governance practice as embodied in state law, the Model Act, case law, and lezal scholarship.
Thank you for consideration of our views.
Sincerely, )

-’j,-—qm{/{/[. J;/V,v-_——_____

Ann M. Kappler

provided by Freddie Mac and Fannie Mae far exceed the Freddie Mac and Fannie Mae funding advantage.”
PearceMiller Study at 23-30, 37, Also, a study by the Mercatus Center at George Mason University found that Fannie
Mae, Freddie Mac, and the Federal Home Loan Bank System passed more benefits to consumers in the form of lower
morigage rates than the three government-sponsored enterprises received in benefits through their Congressional
charters, Jay Cochran, 11T and Catherine England, Nefther Fish Nor Fowl: An Overview of the Big Three Government-
Spansored Enterprises in the US. Housing Finance Markets, Mercatus Center, November 2001, at 43,




