e Impair our objectivity in performing our duties and responsibilities at Fannie
Mae (for example, cause us to fail to advance Fannie Mae’s best interests
and/or favorably treat certain outside organizations or individuals with whom
Fannie Mae does business);

e Otherwise interfere with our ability to perform our duties and responsibilities
at Fannie Mae (for example, encroach on the time we should devote to our
work for Fannie Mae); or

¢ Embarrass Fannie Mae.”

Section 6.3 of the COI Policy, titled “Potential Conflicts of Interest that Require
Review and Approval,” directs, in the subsection captioned “Outside Activities™:

If an employee is engaged in any outside activities that could be construed to
have an intersection with Fannie Mae and/or its business area that are not
otherwise covered under this policy, a Conflict of Interest may exist. Qutside
activities that should be disclosed to FM Ethics include, but are not limited to . . .
personal relationships.®

Fannie Mae has implemented numerous controls to promote ethical behavior. It recognizes that
potential and actual, or apparent, conflicts of interest, when not disclosed or addressed properly,
pose significant risk to its reputation and undermine its goal of operating in accordance with “the
highest ethical standards.” These controls include periodic reviews of the Employee and
Director Codes of Conduct, the COI Policy, and the COI Procedure for adequacy; director
certification of compliance with the Director Code; annual COI Questionnaires; and a structured
decision-making hierarchy for resolution of conflict of interest questions. These controls, if
followed, ensure that potential conflicts of interest are disclosed to, and resolved by, the
appropriate company officer or Board committee.

Fannie Mae’s Process for Disclosing and Resolving Conflicts of Interest Involving Fannie

Mae Directors

Disclosure of Conflicts by Fannie Mae Directors|  (v)6)

Fannie Mae’s Director Code requires a Fannie Mae director to report ““[a]ny situation that
involves, or appears to involve, a conflict of interest” to the NGC Chair or another member of
the NGC. According to Fannie Mae’s COI Procedure, which controls the implementation of the
COI Policy, each “Senior Executive Officer,”{_©)x6) | Fannie Mad ®)(6) | must disclose

7 COI Policy, Section 6.1.
8 COI Policy, Section 6.3.6 (emphasis added).
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potential conflicts of interest to FM Ethics, for resolution by the NGC. According to Fannie
Mae, senior executive officers typically raise conflicts issues with FM Ethics verbally and FM
Ethics documents the conflicts disclosure in the FM Ethics case management system.

The Director Code mandates that { (b)(6) |

(b)(6) i The| (b)(6) |

(0)(6) [Fannie Mag| (b)(6) |[ ®x® |the Director and

Employee Codes, COI Policy, and COI Procedure. Accordingly,|®X[is required to disclose potential
conflicts of interest to the NGC and to FM Ethics.

Only the NGC Is Authorized to Determine the Existence of and Resolve Conflicts of
Interest Involving Fannie Mae Directors (b)(B)

The NGC’s Charter vests the NGC with sole responsibility to resolve conflict of interest issues
involving Fannie Mae’s directors| ©)©) |'

Fannie Mae Directors and Employees Are Not Authorized to Resolve Their Own
Conflicts Issues

Pursuant to the Fannie Mae Governance Authorities, Fannie Mae directors and employees are
not permitted to determine unilaterally whether a conflict of interest exists. Fannie Mae’s
Employee Code makes clear that the disclosure trigger is an objective one:

e How would it look in the media, to shareholders, or to our regulators?
e Are we being reasonable and honest?"'

To ensure that all Fannie Mae directors are familiar with and in compliance with the Director
Code, each director is required to annually certify his or her compliance with the Code.'?

“Tone at the Top” of an Organization Is Critical to Shape its Compliance Culture

For the core values and standards announced in a code of conduct to be effective, they must
become part of an organization’s DNA. As the Chair and CEO of the Financial Industry
Regulatory Authority recently observed, ‘| (©)6) [|behavior tells employees what matters, and

? Director Code, Preamble.
10" See supra note 4.
' Employee Code, at 14,

12 Although the Employee Code does not have an analogous certification requirement, it does state that “People
Managers” should: “See that all employees under our supervision are aware of their obligations under our Code.
This includes participation in appropriate training programs.” Employee Code, at 11.
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what behaviors are rewarded and punished.” '* When, by their conduct, the directors and
managers of an organization do not demonstrate ownership of the organization’s core values
and standards, then employees will not believe that their path to success in the organization
requires adherence to those core values and standards.

FACTS AND ANALYSIS
In| (®)8) the Fannie Mae Board recommended, and FHFA, as conservalor,l (b)(8) |
| (0)(6) |Fannie Mae| ®)6) |and| (0)(6) | (0)(6)
©)6) __|[Fannie Mae| (b)6) [Fannie Mae’s
(©)6)
|_ ©)6) [ Pursuant to Fannie Mae’s Bylaws, Fannie Mael (b)(6) | (b)(6) |
(b)(6) |
(0)(6) Contemporaneous with| (b)(6) | ©)(6) |
(0)6) [Fannie Mae Board;| (0)6) |
| 0)6) |Fannie Mae, | (0)(6)
| (©)(6) l[ex6)reported to us that (0)6)
| (b)(8) | and that| (b)(6)
| ©)6) [Jore
| (b)(6) lacknowledged to us in| (b)(6) | that|®(jwas involved| (b)(8) |
| (b)6)
| (b)(6) |and that| (b)(6) | at
that time.

is a mortgage originator and servicer. It sells mortgage loans to Fannie Mae and
services loans in accordance with the standards and guidelines set by Fannie Mae.'* From 2010
to 2013, ®X6) |was among Fannie Mae’s top 30 sellers. It was{ (b)(6) and
()6)|in loan sales to Fannie Mae for those years, respectively. The dollar amount of loans sold

(b)6) |Fannie Mae has declined from its peak o (b)4) n 2012. However, in
the 12 monthg (b)(6) it sold to Fannie Mae (b)4) in mortgage loans
and, in the 12 month period during which| (b)(6) \did not disc!ose| (b)(6)

| (b)(6) | giving rise to a potential conflict—| (b)(6)

13 Richard G. Ketchum, Chairman and CEO, Financial Industry Regulatory Authority, Remarks from the 2016
FINRA Annual Conference (May 23, 2016).

1 (b)(6) |Fannie Mae requires the two entities to engage in negotiations over the
various aspects of their relationship, including prices, fees, conditions, and periodic amendments to master
agreements.
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(b)B) |[—it sold| (b)(4) in loans. (b)(8) was approved to sell up to (b)(4) in loans
pp p

to Fannie Mae.

(b)(6) was among Fannie Mae’s top 30 loan servicers from 2010 to 2015 (the last year for
which we have such rankings).'® For the 12 monlhsl (b)(6) |Serviccd

betweenl (b)4) | in single-family mortgage loans for Fannie Mae. For
the 12 months | (b)(6) [it serviced between[__©@ __ Jand[ ©® in
single-family mortgage loans. '’

| (b)(6) |Breached (bi(e Duty to Fannie Mae When [?)®Decided Not to
Disclose (0)(6)
(b)©) and®®)founsel acknowledged to us that | (b)6) | first disclosedw
| (b)(6) Fo the Board and NGC Chairs in late| (b)(6) |
| (b)(6) |and| (b)(6) |
] (b)(6) | The Board and
NGC Chairs separately reported tousin| (b)) |that| (b)(6) Hisclosed to
them, in conversations in late|  ©)6) 1ha|(b{{6|had previously disclosed (b)(6)

[ o6 |l0 FM Ethics in| (b)(6) l Each had been unaware that| (b)(6) |
(b)6) ated back to at least (b)(6)

According to counsel,| (0)(B) |“careful1y considered the conflict of interest
implications™ of] (b)(6) |around the time thaf (b)©) |
| (b)) Iand, based upon (b%(a familiarity with the company’s policies,

determined that {g( as not required to report it to FM Ethics or to a member of the NGC.

'S We were not able to exactly align the size of its business relationship with[__(0)6) _Jto the 12 months prior to
| (b)(6) | (b)(6) | because Fannie Mae reports to OIG its
relationships with counterparties on a quarterly basis. These numbers reflect the relationship between Fannie Mae
as reported by Fannie Mae, from| (b)(6) _| and reflect total unpaid
principal balance. By their nature, servicing relationships are not static-loans move into and out of the servicing

portfolio. We provide the range (lowest to highest) reported by Fannie Mae of the total unpaid balance serviced by
(b)B) |for Fannie Mae during the relevant period. This same format is used throughout this Management Alert.

16 Loan servicers are responsible for collecting payments from borrowers and remitting those payments to the
appropriate recipients for which they are paid a servicing fee. Fannie Mae relies extensively on loan servicers to
maintain the trillions of dollars in mortgages that they guarantee and securitize.

17 These numbers are based on the data reported by Fannie Mae to OIG. We were unable to align exactly the size of
Fannie Mae] (b)(6) ] (b)(B) the period of time

between | (b)(6) | to the NGC, because Fannie Mae
reports to OIG its relationships with counterparties on a quarterly basis.
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| (0)O) | Was Not Authorized to Withhold Disclosure of | (b)6)

| (b)(6) I;rom the NGC

In the view of Ms. Minow, the corporate governance expert we retained, “[i]t is almost
tautological that a conflict of interest cannot be objectively evaluated by someone who is

[ ®© ]subject to that very conflict.” It is “impossible” for an individual burdened by a
potential or actual conflict “to self-assess the extent or implications of the conflict.” For those
reasons, Fannie Mae’s Director Code requires directors to disclose: “Any situation that involves,
or appears to involve, a conflict of interest” to the NGC Chair or member of the NGC.'?
Similarly, Fannie Mae’s COI Policy, in Section 6.3, titled “Potential Conflicts of Interest that
Require Review and Approval,” mandates (at Section 6.3.6) that employees must disclose all
“outside activities that could be construed to have an intersection with Fannie Mae” to FM
Ethics as a potential conflict of interest. The NGC Charter vests authority solely with the NGC
to determine whether a conflict of interest exists for the affected director o

| (b)(6) |Ran'onale_ for Not Disclosing (b)(6) is
Fatally Flawed
| ©®©_|informed us that, based on{®®}eading of the COI Policy, [B]determined that
“’%(6 was not required to discloscl (b)(6) I, provided tha{®®Fonsulted
with| (0)6) |if a matter or decision involving| (b)(6) |came beforel (b)(6)| In [(b)6)

(b)(®)
an actual or apparent conflict of interest as defined in the COI Policy, for a number of reasons,
including:

view,l (b)(6) rdid not give rise to

¢ [t did not in any way interfere with performance of - uties;

e A reasonable person would not questionimpaniality as to any matter because ()(

did not and would not involve| (®)6) [in any matter related to| (®)6) |and “[i]t

was exceedingly unlikely that any such matters would come before|(b)6)| given the

miniscule amount of business|  ®)6) [represented to Fannie Mae™;

e There was no foreseeable way | (b)(6) |would cause reputational damage or
embarrassment to Fannie Mae.

(b)(6) advised us that|®)was unaware of the volume of single-family loans| ®)©)
: g y

| ©© [sold to Fannie Mae, or the size of the portfolio serviced by ©)6 _|on behalf of Fannie

Mae.

'8 Director Code, Section A.1 (emphasis added).
19 See supra note 4.
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definition of a conflict of interest. require prompt and complete disclosure of situations that may
give rise 10 an actual or apparent conflict of interest, and vest only the NGC with the authority to
resolve conflicts raised by directors and| (b)(6) | While Fannie Mae| (b)(6)

exhorted employees,in|  ®©) |to the Employee Code of Conduct, about the critical need to
act with the highest ethical standardsl(b)(ﬁ)laclions (and inactions) with respect to a conflict of
interest arising from (b)(6) |fai|ed to
comply with the letter or the spirit of the rules announced in Fannie Mae's Governance
Authorities.

In my professional experience, employees in an organization watch what senior management
does and says and follow that lead. If employees see that senior management doesn’t follow the
organization’s clear ethical rules, they will be incentivized to bend the rules for their own
benefit. The ethical standards of an organization apply to every one of its employees and
directors. Where, as here, the organization’s ethical standards were not followed by the most
senior member of Fannie Mae’s leadership, the best practice is for that individual to
acknowledge responsibility and commit to do better. No such acknowledgement was
forthcoming from| (b)(6) |

In my 0pini0n.| (b)©) | disregard of the requirements in Fannie Mae's Governance
Authorities sends a very clear message to Fannie Mae employees that[®(does not place a high
value on Fannie Mae’s clear ethical standards.

(0)(6)

Nell Minow
March 23, 2017





