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Value-based Performance Measures - Summary

Preliminary analysis using value-based measures shows that our businesses
create shareholder value - past, present, and future

But, our current capital requirements constrain our relative shareholder
performance; We need to remediate our control, operations and risk
management issues to relieve excess capital drag

Going forward, we will apply these performance measures to the Business
Units, as appropriate

Next steps are completing refinements of the measures, vetting with
management groups, and implementing the capability to compute and use
measures to manage operations
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Financial Performance and Decisioning Measures

ige for value;

Suite of Value-based Measures

Single-period Measures

Multi-period Measure

External Measure

_ Over Over Time * Total
Caraies | Sl

Q earnings in . . _

3 Sowa couas | | Hanywn

o3 capital charge , Present value of Share Price

5q " A Fair Value - Economic Profit Appreciation +
e ?’2 AFV" exp?/cted A Fair over Time (i.e., Dividend Yield
D | econ:rl:ii +rofit NPV) + Initial
Z%5  AFairvalueis P Investment
z §,§ the change in
! market value of

= 2 the assets and

235 liabilities over a

2 z period

!

S

Economic Profit and Total Excess Return will be calculated for all Business
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What Does Actual Performance Look Like?

L
® Preliminary analysis indicates that
all Business Units are expected to _ 2004 2007-2010
create shareholder value Cap't‘.”" Markets .($B)
Adjusted earnings 4.5 5.1
Capital charge -2.4 -7.3
Timing differences will cause Economic profit 2.1 -2.2
Economic Profit and Total Excess Total excess return 0.6 4.9
Return to generate different views .
of performance in a specific time Single Family ($B)
period Adjusted earnings 2.7 13.4
Capital charge -1.2 5.5
Economic profit 1.5 7.9
Currently, Economic Profit is most
meaningful for our Guarantee fee HCD ($B)
businesses; Total Excess Return is Adjusted earnings 0.5 3.6
most meaningful for the Capital Capital charge -0.5 2.3
Markets business Economic profit 0.0 1.3
— As we develop the ability to more
actively manage our credit
exposures, this may change
If we accomplish our plans, all businesses are expected to add value
Confidential — Highly Restricted 5 ;‘51 FannieMae
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Translating Market Expectations to the Business Units

= The stock market implied cost of equity capital for Fannie Mae is ~ 8%

=« For an investment to add value, the return on invested capital must exceed cost of
capital

= Capital can be divided into two pieces: capital invested in the businesses and
excess capital

= Regulatory capital impacts the way we think about invested capital and the cost of
capital. For example, alternative ways to implement the regulatory capital
constraint include:
e Investments must earn an acceptable return on regulatory capital since it is
the binding capital constraint
« Investments must earn an acceptable return on the higher of the economic
or regulatory capital associated with that investment
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Recommendation: Investments must earn a market return on their economic
capital; excess capital replaces debt
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Translating Market Expectations to the Business Units

i

]
= We can use a top-down approach to establish the impact of the excess capital
on expected performance
= From the shareholders’ perspective, our current 46% excess capital is not
invested in business activities — it reduces corporate debt; the cost of corporate
debt is 3.4% (after tax)
1]

That means the remaining 54% of capital has a required rate of return of 12%

B Together these equate to the 8% required return for Fannie Mae
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g ! The excess capital should not impact investment decisions or dollars of
economic profit
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Translating Market Expectations to the Business Units

Bottom-Up Cost of Capital

Based on Peer Company Analysis
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E Peer companies similarly levered require ~12% return on capital; our excess capital reduces
= borrowing at ~3.4% after tax; weighted average is 8% now vs. 9% in 2010
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Fannie Mae — Valuation Sensitivity

Fannie Mae Stock Price Sensitivity

Beyond 2010
Rate of Return on

VN TINNVE Ad

2010 Projected Annual TSR Annual Increase in Incremental Economic
Intrinsic Share Value 7/06-12/10 Economic Capital Capital Transitions to
Base Case ' $54 4% 6% 12%
Base Case+ ' | 14%
Base Case +,w/repurchase  $69 10% 6% 14%
8
%;é Scenario 3 $70 10% 8% 14%
o
%E Scenario 4 $85 15% 8% 16%
=~
z %
-3 =< : : : .
‘;ﬁ o 1) No additional distribution of capital (except where shares are repurchased to maintain capital at $3.5 billion in excess of
2 8 minimum regulatory capital.)
2 Z 2) New Investments after 2020 earn the rate of return indicated above
: =] 3) Excess returns on new investment from 2011 to 2020 decline at a constant rate starting with 2011
E 2 4) Growth in Investment reflects the rate of growth of economic capital beginning in 2011
= '-3 5) Projected Intrinsic Share Value is calculated based on the intrinsic value of the firm, divided by shares outstanding (970M)
E ‘l" 6) The Required Return on Economic Capital is assumed to be 12%.
S 7) TSR based uses $49 price on 7/6/2006 and $1 annual dividend (except where total dollar payout Is maintained on post
repurchase shares).
Strategic plan implies a stock price between ~$54 and ~$85 in 2010
depending upon investment opportunities beyond 2010
[ S T N RTINS YRS ST R M. ERTTY R G e R A . i . )
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