Edgar Filing: FEDERAL NATIONAL MORTGAGE ASSOCIATION FANNIE MAE - Form 10-Q

FEDERAL NATIONAL MORTGAGE ASSOCIATION FANNIE MAE
Form 10-Q
August 05, 2011



Edgar Filing: FEDERAL NATIONAL MORTGAGE ASSOCIATION FANNIE MAE - Form 10-Q

Table of Contents

UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-Q

p QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the quarterly period ended June 30, 2011
OR
0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to

Commission File No.: 0-50231

Federal National Mortgage Association
(Exact name of registrant as specified in its charter)

Fannie Mae

Federally chartered corporation 52-0883107
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification No.)
3900 Wisconsin Avenue, NW 20016
Washington, DC (Zip Code)

(Address of principal executive offices)

Registrant s telephone number, including area code:
(202) 752-7000

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yesp Noo

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T

(§ 232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). Yesp Noo
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Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See the definitions of large accelerated filer, accelerated filer and smaller reporting
company in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer o Accelerated filer p Non-accelerated filer o Smaller reporting company o
(Do not check if a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act). Yeso Nobp

As of June 30, 2011, there were 1,158,237,382 shares of common stock of the registrant outstanding.
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PART I FINANCIAL INFORMATION
Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations

We have been under conservatorship, with the Federal Housing Finance Agency ( FHFA ) acting as conservator,
since September 6, 2008. As conservator, FHFA succeeded to all rights, titles, powers and privileges of the
company, and of any shareholder, officer or director of the company with respect to the company and its assets.
The conservator has since delegated specified authorities to our Board of Directors and has delegated to
management the authority to conduct our day-to-day operations. Our directors do not have any duties to any
person or entity except to the conservator and, accordingly, are not obligated to consider the interests of the
company, the holders of our equity or debt securities or the holders of Fannie Mae MBS unless specifically
directed to do so by the conservator. We describe the rights and powers of the conservator, key provisions of our
agreements with the U.S. Department of the Treasury ( Treasury ), and their impact on shareholders in our
Annual Report on Form 10-K for the year ended December 31, 2010 ( 2010 Form 10-K ) in

Business Conservatorship and Treasury Agreements.

You should read this Management s Discussion and Analysis of Financial Condition and Results of Operations
( MD&A ) in conjunction with our unaudited condensed consolidated financial statements and related notes and the
more detailed information in our 2010 Form 10-K.

This report contains forward-looking statements that are based on management s current expectations and are subject
to significant uncertainties and changes in circumstances. Please review Forward-Looking Statements for more
information on the forward-looking statements in this report. Our actual results may differ materially from those
reflected in these forward-looking statements due to a variety of factors including, but not limited to, those described

in Risk Factors and elsewhere in this report and in Risk Factors in our 2010 Form 10-K.

You can find a Glossary of Terms Used in This Report inthe MD&A of our 2010 Form 10-K.

INTRODUCTION

Fannie Mae is a government-sponsored enterprise ( GSE ) that was chartered by Congress in 1938 to support liquidity,
stability and affordability in the secondary mortgage market, where existing mortgage-related assets are purchased and
sold. Our charter does not permit us to originate loans or lend money directly to consumers in the primary mortgage
market. Our most significant activity is securitizing mortgage loans originated by lenders into Fannie Mae
mortgage-backed securities that we guarantee, which we refer to as Fannie Mae MBS. We also purchase mortgage
loans and mortgage-related securities for our mortgage portfolio. We obtain funds to support our business activities by
issuing a variety of debt securities in the domestic and international capital markets.

We are a corporation chartered by the U.S. Congress. Our conservator is a U.S. government agency. Treasury owns
our senior preferred stock and a warrant to purchase 79.9% of our common stock, and Treasury has made a
commitment under a senior preferred stock purchase agreement to provide us with funds under specified conditions to
maintain a positive net worth. The U.S. government does not guarantee our securities or other obligations.

Our common stock was delisted from the New York Stock Exchange and the Chicago Stock Exchange on July 8,

2010 and since then has been traded in the over-the-counter market and quoted on the OTC Bulletin Board under the
symbol FNMA. Our debt securities are actively traded in the over-the-counter market.

Table of Contents 8
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EXECUTIVE SUMMARY

In the first half of 2011, we continued our work to provide liquidity and support to the mortgage market, grow the
strong new book of business we have been acquiring since January 1, 2009, and minimize our losses from delinquent
loans.

Providing Liquidity and Support to the Mortgage Market
Our Liquidity and Support Activities
We provide liquidity and support to the U.S. mortgage market in a number of important ways:

We serve as a stable source of funds for purchases of homes and multifamily rental housing, as well as for
refinancing existing mortgages. We provided nearly $2 trillion in liquidity to the mortgage market from

January 1, 2009 through June 30, 2011 through our purchases and guarantees of mortgage loans, which enabled
over 7 million borrowers to purchase homes or refinance loans and financed nearly 857,000 units of multifamily
housing.

We are a consistent market presence as we continue to provide liquidity to the mortgage market even when other
sources of capital have exited the market, as evidenced by the events of the last few years. We estimate that we,
Freddie Mac and Ginnie Mae have collectively guaranteed more than 80% of the single-family mortgages
originated in the United States since January 1, 2009.

We have strengthened our lending standards to support sustainable homeownership. Our support enables
borrowers to have access to a variety of conforming mortgage products, including long-term, fixed-rate
mortgages, such as the prepayable 30-year fixed-rate mortgage that protects homeowners from interest rate
swings.

We helped more than 874,000 homeowners struggling to pay their mortgages work out their loans from
January 1, 2009 through June 30, 2011, which helped to support neighborhoods, home prices and the housing
market.

We support affordability in the multifamily rental market. The vast majority of the multifamily units we financed
during 2009 and 2010 were affordable to families earning at or below the median income in their area.

Borrowers typically pay a lower interest rate on loans purchased or guaranteed by Fannie Mae, Freddie Mac or
Ginnie Mae. Mortgage originators are generally able to offer borrowers lower mortgage rates on conforming loan
products, including ours, in part because of the value investors place on GSE-guaranteed mortgage-related
securities.

In addition to purchasing and guaranteeing loans, we provide funds to the mortgage market through short-term
financing and other activities. These activities are described in more detail in our 2010 Form 10-K in
Business Business Segments Capital Markets.

2011 Acquisitions and Market Share

In the first half of 2011, we purchased or guaranteed approximately $306 billion in loans, measured by unpaid
principal balance, which includes approximately $36 billion in delinquent loans we purchased from our single-family

Table of Contents 10
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MBS trusts. Excluding delinquent loans purchased from our MBS trusts, our purchases and guarantees during the first
half of 2011 enabled our lender customers to finance approximately 1,238,000 single-family conventional loans and
loans secured by multifamily properties with approximately 179,000 units. We use the term acquire in this report to
refer to both our purchases and our guarantees of mortgage loans.

We remained the largest single issuer of mortgage-related securities in the secondary market during the second quarter
of 2011, with an estimated market share of new single-family mortgage-related securities issuances of 43.2%. In
comparison, our estimated market share of new single-family mortgage-related securities issuances was 48.6% in the
first quarter of 2011 and 39.1% in the second quarter of 2010.

2
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We remained a constant source of liquidity in the multifamily market. We owned or guaranteed approximately
one-fifth of the outstanding debt on multifamily properties as of March 31, 2011 (the latest date for which information
was available).

Summary of Our Financial Performance for the Second Quarter and First Half of 2011

Our financial results for the second quarter and the first half of 2011 reflect the continued weakness in the housing and
mortgage markets, which remain under pressure from high levels of unemployment, underemployment and the
prolonged decline in home prices since their peak in the third quarter of 2006. Credit-related expenses continue to be
the primary driver of our net losses for each period presented. Our credit-related expenses vary from period to period
primarily based on changes in home prices, borrower payment behavior, the types and volumes of loss mitigation
activities completed, and actual and estimated recoveries from our lender counterparties.

Comprehensive Loss

Our net loss and total comprehensive loss for the second quarter of 2011 were both $2.9 billion. In comparison, we
recognized a total comprehensive loss of $6.3 billion in the first quarter of 2011, consisting of a net loss of $6.5 billion
and other comprehensive income of $181 million. We recognized total comprehensive income of $447 million in the
second quarter of 2010, consisting of a net loss of $1.2 billion and other comprehensive income of $1.7 billion
(primarily driven by a reduction in our unrealized losses due to significantly improved fair value of available-for-sale
securities).

Our total comprehensive loss for the first half of 2011 was $9.2 billion, consisting of a net loss of $9.4 billion and
other comprehensive income of $183 million. In comparison, we recognized a total comprehensive loss of $9.7 billion
in the first half of 2010, consisting of a net loss of $12.8 billion and other comprehensive income of $3.0 billion
(primarily driven by a reduction in our unrealized losses due to significantly improved fair value of available-for-sale
securities).

Second Quarter 2011 vs. First Quarter 2011. The $3.6 billion decrease in our net loss was primarily due to a

$5.0 billion decrease in our credit-related expenses driven by the deterioration in home prices in the first quarter of
2011, which was not present in the second quarter of 2011, and higher amounts received from lenders related to our
outstanding repurchase requests. This was partially offset by net fair value losses of $1.6 billion in the second quarter
of 2011 driven by losses on our risk management derivatives due to a decline in swap interest rates during the period,
compared with net fair value gains of $289 million in the first quarter of 2011.

Second Quarter 2011 vs. Second Quarter 2010. The $1.7 billion increase in our net loss was primarily due to a
$1.2 billion increase in credit-related expenses and $1.6 billion in net fair value losses in the second quarter of 2011
driven by losses on our risk management derivatives due to a decline in swap interest rates during the period,
compared with $303 million in net fair value gains in the second quarter of 2010. These were partially offset by a
$765 million increase in net interest income. The increase in credit-related expenses was primarily driven by an
increase in the number of modified loans that are subject to individual impairment, a decrease in home prices on a
national basis and the longer period of time that loans continue to remain delinquent, partially offset by higher
amounts received from lenders related to our outstanding repurchase requests.

First Half of 2011 vs. First Half of 2010. The $3.4 billion decrease in our net loss was primarily due to a $2.9 billion
increase in our net interest income driven by lower funding costs, partially offset by a $366 million increase in our

credit-related expenses.

See Consolidated Results of Operations for more information on our results.
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Net Worth

Our net worth deficit of $5.1 billion as of June 30, 2011 reflects the recognition of our total comprehensive loss of
$2.9 billion and our payment to Treasury of $2.3 billion in senior preferred stock dividends during the

3
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second quarter of 2011. The Acting Director of FHFA will submit a request to Treasury on our behalf for $5.1 billion
to eliminate our net worth deficit.

In the second quarter of 2011, we received $8.5 billion in funds from Treasury to eliminate our net worth deficit as of
March 31, 2011. Upon receipt of the additional funds requested to eliminate our net worth deficit as of June 30, 2011,
the aggregate liquidation preference on the senior preferred stock will be $104.8 billion, which will require an
annualized dividend payment of $10.5 billion. This amount exceeds our reported annual net income for each year
since our inception. Through June 30, 2011, we have paid an aggregate of $14.7 billion to Treasury in dividends on
the senior preferred stock.

Table 1 below displays our Treasury draw and senior preferred stock dividend payments to Treasury since entering
conservatorship on September 6, 2008.

Table 1: Treasury Draw and Dividend Payments

2011 to
date Cumulative
2008 2009 2010 (first half) Total
(Dollars in billions)

Senior preferred stock dividends() $ $ 25 $ 77 $ 4.5 $ 14.7
Treasury draw@®®) 15.2 60.0 15.0 13.6 103.8
Cumulative percentage of senior preferred
stock dividends to Treasury draw 0.2% 3.3% 11.3% 14.2% 14.2%

(1) Represents total quarterly cash dividends paid to Treasury, during the periods presented, based on an annual rate
of 10% per year on the aggregate liquidation preference of the senior preferred stock.

() Represents the total draws required and requested from Treasury based on our quarterly net worth deficits for the
periods presented. Draw requests were funded in the quarter following each quarterly net worth deficit.

() Treasury draws do not include the initial $1.0 billion liquidation preference of the senior preferred stock, for
which we did not receive any cash proceeds.

Total Loss Reserves

Our total loss reserves, which reflect our estimate of the probable losses we have incurred in our guaranty book of
business, increased to $74.8 billion as of June 30, 2011 from $72.1 billion as of March 31, 2011 and $66.3 billion as
of December 31, 2010. Our total loss reserve coverage to total nonperforming loans was 36.91% as of June 30, 2011,
compared with 34.66% as of March 31, 2011 and 30.85% as of December 31, 2010. The continued stress on a broad
segment of borrowers from persistent high levels of unemployment and underemployment and the prolonged decline
in home prices have caused our total loss reserves to remain high for the past few years. Further, the shift in our
nonperforming loan balance from loans in our collective reserve to loans that are individually impaired has caused our
coverage ratio to increase.

Our Strong New Book of Business and Expected Losses on Our Legacy Book of Business

Table of Contents 14
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We refer to the single-family loans we have acquired since the beginning of 2009 as our new single-family book of
business and the single-family loans we acquired prior to 2009 as our legacy book of business. In this section, we
discuss our expectations regarding the profitability of our new single-family book of business, as well as the
performance and credit profile of these loans to date. We also discuss our expectations regarding losses on the loans in
our legacy book of business.

Factors that Could Cause Actual Results to be Materially Different from Our Estimates and Expectations

We present a number of estimates and expectations in this executive summary regarding the profitability of
single-family loans we have acquired, our single-family credit losses and credit-related expenses, and our draws from
and dividends to be paid to Treasury. These estimates and expectations are forward-looking statements based on our
current assumptions regarding numerous factors, including future home prices and the future performance of our
loans. Our future estimates of these amounts, as well as the actual amounts, may differ materially from our current
estimates and expectations as a result of home price changes, changes in

4
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interest rates, unemployment, other macroeconomic variables, direct and indirect consequences resulting from failures
by servicers to follow proper procedures in the administration of foreclosure cases, government policy, changes in
generally accepted accounting principles ( GAAP ), credit availability, social behaviors, the volume of loans we
modify, the effectiveness of our loss mitigation strategies, management of our real-estate owned ( REO ) inventory and
pursuit of contractual remedies, changes in the fair value of our assets and liabilities, impairments of our assets, and
many other factors, including those discussed in Risk Factors, = Forward-Looking Statements and elsewhere in this
report and in Risk Factors in our 2010 Form 10-K. For example, if the economy were to enter a deep recession, we
would expect actual outcomes to differ substantially from our current expectations.

Building a Strong New Single-Family Book of Business

Expected Profitability of Our Single-Family Acquisitions

Our new single-family book of business has a strong overall credit profile and is performing well. While it is too early
to know how loans in our new single-family book of business will ultimately perform, given their strong credit risk
profile, low levels of payment delinquencies shortly after acquisition, and low serious delinquency rates, we expect

that, over their lifetime, these loans will be profitable, by which we mean they will generate more fee income than

credit losses and administrative costs. Table 2 provides information about whether we expect loans we acquired in

1991 through the first half of 2011 to be profitable, and the percentage of our single-family guaranty book of business
represented by these loans as of June 30, 2011. The expectations reflected in Table 2 are based on the credit risk

profile of the loans we have acquired, which we discuss in more detail in Table 4: Credit Profile of Single-Family
Conventional Loans Acquired and in Table 35: Risk Characteristics of Single-Family Conventional Business Volume
and Guaranty Book of Business. These expectations are also based on numerous other assumptions, including our
expectations regarding home price declines set forth in QOutlook and other macroeconomic factors. As shown in Table
2, we expect loans we have acquired in 2009, 2010 and the first half of 2011 to be profitable over their lifetime. If
future macroeconomic conditions turn out to be significantly more adverse than our expectations, these loans could
become unprofitable. For example, we believe that these loans would become unprofitable if home prices declined

more than 10% from their June 2011 levels over the next five years based on our home price index.

5
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Table 2: Expected Lifetime Profitability of Single-Family Loans Acquired in 1991 through the First Half of
2011

As Table 2 shows, the years in which we acquired single-family loans that we expect will be unprofitable are 2004
through 2008. The vast majority of our realized credit losses since the beginning of 2009 were attributable to loans we
acquired in 2005 through 2008. Although the 2004 vintage has been profitable to date, we currently believe that this
vintage will not be profitable over its lifetime. While we previously believed the 2004 vintage would perform close to
break-even, our expectation for long-term home price growth has worsened, which has changed our expectation of
future borrower behavior regarding these loans. We expect the 2005 through 2008 vintages to be significantly more
unprofitable than the 2004 vintage. The loans we acquired in 2004 were originated under more conservative
acquisition policies than loans we acquired from 2005 through 2008; however, because our 2004 acquisitions were
made during a time when home prices were rapidly increasing, their performance is expected to suffer from the
significant decline in home prices since 2006. The ultimate long-term performance and profitability of the 2004
vintage will depend on many factors, including changes in home prices, other economic conditions and borrower
behavior.

Loans we have acquired since the beginning of 2009 comprised 47% of our single-family guaranty book of business
as of June 30, 2011. Our 2005 to 2008 acquisitions are becoming a smaller percentage of our single-

6
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family guaranty book of business, having decreased from 39% of our single-family guaranty book of business as of
December 31, 2010 to 34% as of June 30, 2011. Our 2004 acquisitions constituted 5% of our single-family guaranty
book of business as of June 30, 2011.

Serious Delinguency Rates by Year of Acquisition

In our experience, an early predictor of the ultimate performance of loans is the rate at which the loans become
seriously delinquent (three or more months past due or in the foreclosure process) within a short period of time after
acquisition. Loans we acquired in 2009 and 2010 have experienced historically low levels of delinquencies shortly
after their acquisition. Table 3 shows, for single-family loans we acquired in each year from 2001 to 2010, the
percentage that were seriously delinquent as of the end of the second quarter following the acquisition year. Loans we
acquired in 2011 are not included in this table because they were originated so recently that many of them could not
yet have become seriously delinquent. As Table 3 shows, the percentage of our 2009 acquisitions that were seriously
delinquent as of the end of the second quarter following their acquisition year was approximately eight times lower
than the average comparable serious delinquency rate for loans acquired in 2005 through 2008. For loans originated in
2010, this percentage was approximately ten times lower than the average comparable rate for loans acquired in 2005
through 2008. Table 3 also shows serious delinquency rates for each year s acquisitions as of June 30, 2011. Except for
the 2008 and more recent acquisition years, whose serious delinquency rates are likely lower than they will be after
the loans have aged, Table 3 shows that the current serious delinquency rate generally tracks the trend of the serious
delinquency rate as of the end of the second quarter following the year of acquisition. Below the table we provide
information about the economic environment in which the loans were acquired, specifically home price appreciation
and unemployment levels.
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Table 3: Single-Family Serious Delinquency Rates by Year of Acquisition

* For 2010, the serious delinquency rate as of June 30, 2011 is the same as the serious delinquency rate as of the
end of the second quarter following the acquisition year.

(1) Based on Fannie Mae s Home Price Index (HPI), which measures average price changes based on repeat sales on
the same properties. For 2011, the data show an initial estimate based on purchase transactions in Fannie-Freddie
acquisition and public deed data available through the end of June 2011, supplemented by preliminary data
available for July 2011. Previously reported data has been revised to reflect additional available historical data.
Including subsequently available data may lead to materially different results.

(@ Based on the average national unemployment rates for each month reported in the labor force statistics current
population survey (CPS), Bureau of Labor Statistics.

Credit Profile of Our Single-Family Acquisitions

Single-family loans we purchased or guaranteed from 2005 through 2008 were acquired during a period when home
prices were rising rapidly, peaked, and then started to decline sharply, and underwriting and eligibility standards were
more relaxed than they are now. These loans were characterized, on average and as discussed below, by higher
loan-to-value ( LTV ) ratios and lower FICO credit scores than loans we have acquired since

8
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January 1, 2009. In addition, many of these loans were Alt-A loans or had other higher-risk loan attributes such as
interest-only payment features. As a result of the sharp declines in home prices, 33% of the loans that we acquired

from 2005 through 2008 had mark-to-market LTV ratios that were greater than 100% as of June 30, 2011, which

means the principal balance of the borrower s primary mortgage exceeded the current market value of the borrower s
home. This percentage is higher when second lien loans are included. The sharp decline in home prices, the severe
economic recession that began in December 2007 and continued through June 2009, and continuing high
unemployment and underemployment have significantly and adversely impacted the performance of loans we

acquired from 2005 through 2008. We are taking a number of actions to reduce our credit losses. We discuss these
actions and our strategy in Our Strategies and Actions to Reduce Credit Losses on Loans in our Legacy Book of
Business and MD&A Risk Management Credit Risk Management Single-Family Mortgage Credit Risk Management in
this report and in Business Executive Summary Our Strategies and Actions to Reduce Credit Losses on Loans in our
Single-Family Guaranty Book of Business in our 2010 Form 10-K.

In 2009, we began to see the effect of actions we took, beginning in 2008, to significantly strengthen our underwriting
and eligibility standards and change our pricing to promote sustainable homeownership and stability in the housing
market. As a result of these changes and other market dynamics, we reduced our acquisitions of loans with higher-risk
attributes. Compared with the loans we acquired in 2005 through 2008, the loans we have acquired since January 1,
2009 have had better overall credit risk profiles at the time we acquired them and their early performance has been
strong. Our experience has been that loans with characteristics such as lower original LTV ratios (that is, more equity
held by the borrowers in the underlying properties), higher FICO credit scores and more stable payments will perform
better than loans with risk characteristics such as higher original LTV ratios, lower FICO credit scores, Alt-A
underwriting and payments that may adjust over the term of the loan.

Table 4 shows the credit risk profile of the single-family loans we have acquired since January 1, 2009 compared to
the loans we acquired from 2005 through 2008.

Table 4: Credit Profile of Single-Family Conventional Loans Acquired

Acquisitions from

Acquisitions from 2009 2005
through the first half of
2011 through 2008

Weighted average loan-to-value ratio at origination 68% 73%
Weighted average FICO credit score at origination 761 722
Fully amortizing, fixed-rate loans 95% 86%
Alt-A loans® 1% 14%
Interest-only 1% 12%
Original loan-to-value ratio > 90% 6% 11%
FICO credit score < 620 * 5%

* Represents less than 0.5% of the total acquisitions.
(1) Loans that meet more than one category are included in each applicable category.

@ Newly originated Alt-A loans acquired in 2009 through 2011 consist of the refinance of existing loans.
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Improvements in the credit risk profile of our acquisitions since the beginning of 2009 over acquisitions in prior years

reflect changes that we made to our pricing and eligibility standards, as well as changes that mortgage insurers made

to their eligibility standards. We discuss these changes in our 2010 Form 10-K in Business Executive Summary Our
Expectations Regarding Profitability, the Single-Family Loans We Acquired Beginning in 2009, and Credit

Losses Credit Profile of Our Single-Family Acquisitions. In addition, the Federal Housing Administration s ( FHA ) role
as the lower-cost option for some consumers for loans with higher LTV ratios reduced our acquisitions of these types

of loans after 2008. The credit risk profile of our acquisitions since the beginning of 2009 has been influenced further

by its significant percentage of refinanced loans. Refinanced loans generally have better credit profiles than purchase

money loans. As we discuss in Outlook below, we expect fewer refinancings in 2011 and 2012 than in 2010.

9
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In 2010 and 2011 our acquisitions of refinanced loans included a significant number of loans under our Refi Plust™
initiative. Refi Plus loans constituted approximately 27% of our total single-family acquisitions in the first half of
2011 and approximately 23% of total single-family acquisitions in all of 2010. Under Refi Plus we acquire
refinancings of performing Fannie Mae loans that have current LTV ratios up to 125% and, in some cases, lower
FICO credit scores than we generally require. Refi Plus loans reduce the borrowers monthly payments or are
otherwise more sustainable than the borrowers old loans. Our acquisitions under Refi Plus include our acquisitions
under the Home Affordable Refinance Program ( HARP ), which was established by the Administration to help
borrowers who may be unable to refinance the mortgage loan on their primary residence due to a decline in home
values. The LTV ratios at origination for our 2010 and 2011 acquisitions are higher than for our 2009 acquisitions,
primarily due to our acquisition of Refi Plus loans. The percentage of loans with LTV ratios at origination greater than
90% has increased from 4% for 2009 acquisitions to 7% for 2010 acquisitions and 10% for acquisitions in the first
half of 2011.

Despite the increases in LTV ratios at origination associated with Refi Plus, the overall credit profile of our 2010 and
2011 acquisitions remains significantly stronger than the credit profile of our 2005 through 2008 acquisitions.
Whether the loans we acquire in the future exhibit an overall credit profile similar to our acquisitions since the
beginning of 2009 will depend on a number of factors, including our future eligibility standards and those of mortgage
insurers, the percentage of loan originations representing refinancings, our future objectives, government policy, and
market and competitive conditions.

Expected Losses on Our Legacy Book of Business

The single-family credit losses we realized from January 1, 2009 through June 30, 2011, combined with the amounts
we have reserved for single-family credit losses as of June 30, 2011, as described below, total approximately

$130 billion. The vast majority of these losses are attributable to single-family loans we purchased or guaranteed from
2005 through 2008.

While loans we acquired in 2005 through 2008 will give rise to additional credit losses that we will realize when the
loans are charged off (upon foreclosure or our acceptance of a short sale or deed-in-lieu of foreclosure), we estimate
that we have reserved for the substantial majority of the remaining losses on these loans. Even though we believe a
substantial majority of the credit losses we have yet to realize on these loans has already been reflected in our results
of operations as credit-related expenses, we expect that our credit-related expenses will be higher in 2011 than in 2010
as weakness in the housing and mortgage markets continues. We also expect that future defaults on loans in our
legacy book of business and the resulting charge-offs will occur over a period of years. In addition, given the large
current and anticipated supply of single-family homes in the market, we anticipate that it will take years before our
REO inventory is reduced to pre-2008 levels.

We show how we calculate our realized credit losses in  Table 14: Credit Loss Performance Metrics. Our reserves for
credit losses described in this discussion consist of (1) our allowance for loan losses, (2) our allowance for accrued
interest receivable, (3) our allowance for preforeclosure property taxes and insurance receivables, and (4) our reserve

for guaranty losses (collectively, our total loss reserves ), plus the portion of fair value losses on loans purchased out of
MBS trusts reflected in our condensed consolidated balance sheets that we estimate represents accelerated credit

losses we expect to realize. For more information on our reserves for credit losses, please see Table 11: Total Loss
Reserves.

The fair value losses that we consider part of our reserves are not included in our total loss reserves. The majority of
the fair value losses were recorded prior to our adoption in 2010 of new accounting standards on the transfers of
financial assets and the consolidation of variable interest entities. Prior to our adoption of the new standards, upon our
acquisition of credit-impaired loans out of unconsolidated MBS trusts, we recorded fair value loss charge-offs against
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our reserve for guaranty losses to the extent that the acquisition cost of these loans exceeded their estimated fair value.
We expect to realize a portion of these fair value losses as credit losses in the future (for loans that eventually involve
charge-offs or foreclosure), yet these fair value losses have already reduced the mortgage loan balances reflected in
our condensed consolidated balance sheets and have effectively been recognized in our condensed consolidated
statements of operations and

10
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comprehensive loss through our provision for guaranty losses. We consider these fair value losses as an effective
reserve, apart from our total loss reserves, to the extent that we expect to realize credit losses on the acquired loans in
the future.

Our Strategies and Actions to Reduce Credit Losses on Loans in Our Legacy Book of Business

To reduce the credit losses we ultimately incur on our legacy book of business, we have been focusing our efforts on
the following strategies:

Reducing defaults;

Efficiently managing timelines for home retention solutions, foreclosure alternatives, and foreclosures;
Pursuing foreclosure alternatives to reduce the severity of the losses we incur;

Managing our REO inventory to reduce costs and maximize sales proceeds; and

Pursuing contractual remedies from lenders and providers of credit enhancement.

Pursuing home retention solutions, such as loan modifications, is a key aspect of our strategy to reduce defaults. We
have completed over 603,000 loan modifications since January 1, 2009. Although the high number of modifications
we have completed in recent periods has contributed to our credit-related expenses, we believe that, if these
modifications are successful in reducing foreclosures and keeping borrowers in their homes, they may benefit the
housing market and may help reduce our long-term credit losses from what they otherwise would have been if we had
foreclosed on the loans. The ultimate long-term success of our current modification efforts is uncertain and will be
highly dependent on economic factors, such as unemployment rates, household wealth and income, and home prices.
See Risk Management Credit Risk Management Single-Family Mortgage Credit Risk Management Problem Loan
Management Loan Workout Metrics for a description of our modification and other home retention efforts. For a
description of the impact of modifications on our credit-related expenses, see Consolidated Results of

Operations Credit-Related Expenses Provision for Credit Losses.

Improving servicing standards is another key aspect of our strategy to reduce defaults. As described in New Servicing
Standards for Delinquent Loans, in June 2011, we issued new servicing standards for delinquent loans pursuant to
FHFA s Servicing Alignment Initiative.

For more information on the strategies and actions we are taking to minimize our credit losses, see Business Executive
Summary Our Strategies and Actions to Reduce Credit Losses on Loans in our Single-Family Guaranty Book of

Business in our 2010 Form 10-K and Risk Management Credit Risk Management Single-Family Mortgage Credit Risk
Management in our 2010 Form 10-K and in this report.

New Servicing Standards for Delinquent Loans

Our mortgage servicers are the primary point of contact for borrowers and perform a vital role in our efforts to reduce
defaults and pursue foreclosure alternatives. In June, we issued new standards for mortgage servicers regarding the
management of delinquent loans, default prevention and foreclosure time frames under FHFA s Servicing Alignment
Initiative. The Servicing Alignment Initiative is a FHFA-directed effort to establish consistent policies and processes
for the servicing of delinquent loans owned or guaranteed by Fannie Mae and Freddie Mac.
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These new servicing standards require servicers to take a more consistent approach to borrower communications, loan
modifications and other workouts, and, when necessary, foreclosures. The new servicing standards are designed to:

achieve earlier, more frequent and more effective contact with borrowers, including creating a uniform standard
for communicating with borrowers;

set clear timelines for the foreclosure process; and

11
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improve servicer performance by providing monetary incentives to servicers that exceed specified performance
benchmarks for loan workouts and by imposing fees on servicers that fail to meet specified loan workout

benchmarks or that fail to meet foreclosure timelines.

Servicers are required to implement the new servicing standards related to the management of delinquent loans and
default prevention by no later than October 1, 2011. The new standards relating to foreclosure time frames were
effective as of January 1, 2011.

We believe these new servicing standards will increase servicers effectiveness in reaching borrowers, bring greater
consistency and clarity to servicer communications with borrowers, and increase the likelihood that servicers will
contact borrowers early in the default management process, which is one of the most important factors in reaching a
resolution that avoids foreclosure. In addition, in cases where a foreclosure cannot be avoided, we believe these

standards will bring greater consistency, fairness and efficiency to the foreclosure process.

Credit Performance

Table 5 presents information for each of the last six quarters about the credit performance of mortgage loans in our
single-family guaranty book of business and actions taken by our servicers with borrowers to resolve existing or

potential delinquent loan payments. We refer to these actions as workouts.
not reflect repayment plans and forbearances that have been initiated but not completed, nor does it reflect trial
modifications that have not become permanent.

Table 5: Credit Statistics, Single-Family Guaranty Book of Business()
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() Our single-family guaranty book of business consists of (a) single-family mortgage loans held in our mortgage
portfolio, (b) single-family mortgage loans underlying Fannie Mae MBS, and (c) other credit enhancements that

we
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provide on single-family mortgage assets, such as long-term standby commitments. It excludes non-Fannie Mae
mortgage-related securities held in our mortgage portfolio for which we do not provide a guaranty.

() Calculated based on the number of single-family conventional loans that are three or more months past due and
loans that have been referred to foreclosure but not yet foreclosed upon, divided by the number of loans in our
single-family conventional guaranty book of business. We include all of the single-family conventional loans
that we own and those that back Fannie Mae MBS in the calculation of the single-family serious delinquency
rate.

() Represents the total amount of nonperforming loans including troubled debt restructurings and HomeSaver
Advance (HSA) first-lien loans. A troubled debt restructuring is a restructuring of a mortgage loan in which a
concession is granted to a borrower experiencing financial difficulty. HSA first-lien loans are unsecured personal
loans in the amount of past due payments used to bring mortgage loans current. We generally classify loans as
nonperforming when the payment of principal or interest on the loan is two months or more past due.

@) Consists of the allowance for loan losses for loans recognized in our condensed consolidated balance sheets and
the reserve for guaranty losses related to both single-family loans backing Fannie Mae MBS that we do not
consolidate in our condensed consolidated balance sheets and single-family loans that we have guaranteed under
long-term standby commitments. For additional information on the change in our loss reserves see Consolidated
Results of Operations Credit-Related Expenses Provision for Credit Losses.

) Consists of (a) the combined loss reserves, (b) allowance for accrued interest receivable, and (c) allowance for
preforeclosure property taxes and insurance receivables.

©)  Includes acquisitions through deeds-in-lieu of foreclosure.

(M Consists of the provision for loan losses, the provision (benefit) for guaranty losses and foreclosed property
expense (income).

®)  Consists of (a) charge-offs, net of recoveries and (b) foreclosed property expense; adjusted to exclude the impact
of fair value losses resulting from credit-impaired loans acquired from MBS trusts.

©®  Consists of (a) modifications, which do not include trial modifications or repayment plans or forbearances that
have been initiated but not completed; (b) repayment plans and forbearances completed and (c) HomeSaver

Advance first-lien loans. See Table 39: Statistics on Single-Family Loan Workouts in Risk Management Credit

Risk Management for additional information on our various types of loan workouts.

(10)  Calculated based on annualized problem loan workouts during the period as a percentage of delinquent loans in
our single-family guaranty book of business as of the end of the period.

Our single-family serious delinquency rate has decreased each month since February 2010. This decrease is primarily
the result of home retention solutions, as well as foreclosure alternatives and completed foreclosures. The decrease is
also attributable to our acquisition of loans with stronger credit profiles since the beginning of 2009, as these loans
have become an increasingly larger portion of our single-family guaranty book of business, resulting in fewer loans
becoming seriously delinquent.

Although our single-family serious delinquency rate has decreased significantly since February 2010, our serious

delinquency rate and the period of time that loans remain seriously delinquent has been negatively affected in recent
periods by the increase in the average number of days it is taking to complete a foreclosure. As described in
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Foreclosure Delays and Changes in the Foreclosure Environment, continuing issues in the servicer foreclosure
process, changes in state foreclosure laws, and new court rules and proceedings have lengthened the time it takes to
foreclose on a mortgage loan in many states. We expect serious delinquency rates will continue to be affected in the
future by home price changes, changes in other macroeconomic conditions, the length of the foreclosure process, and
the extent to which borrowers with modified loans continue to make timely payments.

We provide additional information on our credit-related expenses in Consolidated Results of

Operations Credit-Related Expenses and on the credit performance of mortgage loans in our single-family book of
business and our loan workouts in Risk Management Credit Risk Management Single-Family Mortgage Credit Risk
Management.

Foreclosure Delays and Changes in the Foreclosure Environment

As described in our 2010 Form 10-K, in the fall of 2010, a number of our single-family mortgage servicers
temporarily halted foreclosures in some or all states after discovering deficiencies in their processes and the

13
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processes of their service providers relating to the execution of affidavits in connection with the foreclosure process.
Although servicers have indicated that they have generally lifted their broad, formal foreclosure pauses, the processing
of foreclosures continues to be delayed or halted in many states.

A number of states have changed their foreclosure laws or implemented new court rules or proceedings in response to
the servicer foreclosure process deficiencies. These actions have halted or significantly delayed the processing of
foreclosures in those states. In addition, servicers continue to process foreclosures at a slow pace, as they work to
update their procedures to respond to the recent changes in foreclosure laws and court rules, as well as to remediate
the deficiencies in their foreclosure procedures.

The changing foreclosure environment has significantly lengthened the time it takes to foreclose on a mortgage loan in
many states, which has increased our credit-related expenses and negatively affected our single-family serious
delinquency rates. In addition, our single-family foreclosure rate has decreased from 1.45% for the first half of 2010 to
1.20% for the first half of 2011. We believe these changes in the foreclosure environment will continue to negatively
affect our single-family serious delinquency rates, foreclosure timelines and credit-related expenses. Moreover, we
believe these changes in the foreclosure environment will delay the recovery of the housing market because it will
take longer to clear the housing market s supply of distressed homes. Distressed homes typically sell at a discount to
non-distressed homes and therefore negatively affect overall home prices. See Risk Factors for further information
about the potential impact of the foreclosure process deficiencies and resulting changes in the foreclosure environment
on our business, results of operations, financial condition and net worth.

Housing and Mortgage Market and Economic Conditions

During the second quarter of 2011, the United States economic recovery continued at a very slow pace. The
inflation-adjusted U.S. gross domestic product, or GDP, rose by 1.3% on an annualized basis during the quarter,
according to the Bureau of Economic Analysis advance estimate. The overall economy gained an estimated 260,000
jobs in the second quarter as a result of employment growth in the private sector. According to the U.S. Bureau of
Labor Statistics, as of June 2011, over the past 12 months there has been an increase of 1.2 million non-farm jobs. The
unemployment rate was 9.2% in June 2011, compared with 8.8% in March 2011, based on data from the U.S. Bureau
of Labor Statistics. Employment will likely need to post sustained improvement for an extended period to have a
positive impact on housing.

Existing home sales remained weak during the second quarter of 2011, averaging below first quarter levels. Sales of
foreclosed homes and short sales ( distressed sales ) continued to represent an outsized portion of the market. Distressed
sales accounted for 30% of existing home sales in June 2011, down from 32% in June 2010, according to the National
Association of REALTORS®. While new home sales during the second quarter of 2011 were higher than first quarter
levels, these sales remained at historically low levels.

The overall mortgage market serious delinquency rate has trended down since peaking in the fourth quarter of 2009
but has remained historically high at 8.1% as of March 31, 2011, according to the Mortgage Bankers Association
National Delinquency Survey. While the supply of new single-family homes as measured by the inventory/sales ratio
declined to its long-term average level in June, the inventory/sales ratio for existing single-family homes remained
above average. Properties that are vacant and held off the market, combined with the portion of properties backing
seriously delinquent mortgages not currently listed for sale, represent a significant shadow inventory putting
downward pressure on home prices.

We estimate that home prices on a national basis increased by 1.8% in the second quarter of 2011 and have declined

by 21.6% from their peak in the third quarter of 2006. Our home price estimates are based on preliminary data and are
subject to change as additional data become available. The decline in home prices has left many homeowners with
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negative equity in their mortgages, which means their principal mortgage balance exceeds the current market value of
their home. According to CoreLogic, approximately 11 million, or 23%, of all residential properties with mortgages
were in a negative equity position in the first quarter of 2011. This increases the risk that borrowers might walk away
from their mortgage obligations, causing the loans to become delinquent and proceed to foreclosure.

14

Table of Contents 31



Edgar Filing: FEDERAL NATIONAL MORTGAGE ASSOCIATION FANNIE MAE - Form 10-Q

Table of Contents

During the second quarter of 2011, national multifamily market fundamentals, which include factors such as effective
rents and vacancy rates, continued to improve. Based on preliminary third-party data, we estimate that the national
multifamily vacancy rate fell to 6.8% in the second quarter of 2011, after having fallen to 7.0% in the first quarter of
2011. In addition, we estimate that asking rents increased in the second quarter of 2011 by nearly 50 basis points on a
national basis. As indicated by data from Axiometrics, Inc., multifamily concession rates, the rental discount rate as a
percentage of asking rents, declined during the second quarter to -3.5% as of June 2011. The increase in rental demand
was also reflected in an estimated increase of 33,000 units in the net number of occupied rental units during the
second quarter of 2011, according to preliminary data from REIS, Inc. Although national multifamily market
fundamentals continued to improve, certain local markets and properties continued to underperform compared to the
rest of the country due to localized underlying economic conditions.

Credit Ratings

While there have been no changes in our credit ratings from December 31, 2010 to August 2, 2011, on July 15, 2011,
Standard & Poor s ( S&P ) placed our long-term and short-term debt ratings on CreditWatch with negative implications,
following a similar action on the debt ratings of the U.S. government. A rating being placed on CreditWatch indicates

a substantial likelihood of a ratings action by S&P within the next 90 days or is a response to events presenting

significant uncertainty to the creditworthiness of an issuer. On July 14, 2011, S&P stated that it may lower the

long-term debt rating of the U.S. in the next three months if it concludes that Congress and the Administration have

not achieved a credible solution to the rising U.S. government debt burden and are not likely to achieve one in the
foreseeable future.

On July 13, 2011, Moody s placed both the U.S. government s rating and our long-term debt ratings on review for
possible downgrade. Following the raising of the U.S. government s statutory debt limit on August 2, 2011, Moody s
confirmed both the U.S. government s rating and our long-term debt ratings, and removed the designation that these
ratings were under review for possible downgrade. However, Moody s revised the rating outlook for both the

U.S. government s rating and our long-term debt ratings to negative. In assigning the negative outlook to the

U.S. government s rating, Moody s indicated there would be a risk of a downgrade if (1) there is a weakening in fiscal
discipline in the coming year; (2) further fiscal consolidation measures are not adopted in 2013; (3) the economic
outlook deteriorates significantly; or (4) there is an appreciable rise in the U.S. government s funding costs over and
above what is currently expected.

S&P, Moody s and Fitch Ratings ( Fitch ) have all indicated that they would likely lower their ratings on the debt of
Fannie Mae and certain other government-related entities if they were to lower their ratings on the U.S. government.

We currently cannot predict whether one or more of these ratings agencies will downgrade our debt ratings in the
future, or how long our ratings will remain subject to review for a possible downgrade by S&P.

Our credit ratings and ratings outlook are included in Liquidity and Capital Management Liquidity Management Credit
Ratings. See Risk Factors for a discussion of the risks to our business relating to a decrease in our credit ratings.

Outlook

Overall Market Conditions. We expect weakness in the housing and mortgage markets to continue in the second half
of 2011. The high level of delinquent mortgage loans ultimately will result in the foreclosure of troubled loans, which
is likely to add to the excess housing inventory. Home sales are unlikely to rise before the unemployment rate
improves further.
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We expect that single-family default and severity rates, as well as the level of single-family foreclosures, will remain
high in 2011. Despite signs of multifamily sector improvement at the national level, we expect multifamily
charge-offs in 2011 to remain commensurate with 2010 levels as certain local markets and properties continue to

exhibit weak fundamentals. Conditions may worsen if the unemployment rate increases on either a national or
regional basis.
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We expect the pace of our loan acquisitions for the remainder of 2011 and for 2012 will be lower than in 2010,
primarily because we expect fewer refinancings as a result of the high number of mortgages that have already
refinanced to low rates in recent years and the anticipated rise in mortgage rates. Our loan acquisitions also could be
negatively affected by the decrease in our maximum loan limit in the fourth quarter of 2011. In addition, if FHA
continues to be the lower-cost option for some consumers, and in some cases the only option, for loans with higher
LTV ratios, our market share could be adversely impacted. As our acquisitions decline, our future revenues will be
negatively impacted.

We estimate that total originations in the U.S. single-family mortgage market in 2011 will decrease from 2010 levels
by approximately 30%, from an estimated $1.5 trillion to an estimated $1.1 trillion, and that the amount of
originations in the U.S. single-family mortgage market that are refinancings will decline from approximately $1.0
trillion to approximately $573 billion. Refinancings comprised approximately 77% of our single-family business
volume in the first half of 2011, compared with 78% for all of 2010.

Home Price Declines. We expect that home prices on a national basis will decline further, with greater declines in
some geographic areas than others, before stabilizing in 2012. We currently expect that the peak-to-trough home price
decline on a national basis will range between 23% and 29%. These estimates are based on our home price index,
which is calculated differently from the S&P/Case-Shiller U.S. National Home Price Index and therefore results in
different percentages for comparable declines. These estimates also contain significant inherent uncertainty in the
current market environment regarding a variety of critical assumptions we make when formulating these estimates,
including the effect of actions the federal government has taken and may take with respect to housing finance reform;
the management of the Federal Reserve s MBS holdings; and the impact of those actions on home prices,
unemployment and the general economic and interest rate environment. Because of these uncertainties, the actual
home price decline we experience may differ significantly from these estimates. We also expect significant regional
variation in home price declines and stabilization.

Our 23% to 29% peak-to-trough home price decline estimate corresponds to an approximate 32% to 40%
peak-to-trough decline using the S&P/Case-Shiller index method. Our estimates differ from the S&P/Case-Shiller
index in two principal ways: (1) our estimates weight expectations by number of properties, whereas the
S&P/Case-Shiller index weights expectations based on property value, causing home price declines on higher priced
homes to have a greater effect on the overall result; and (2) our estimates attempt to exclude sales of foreclosed homes
because we believe that differing maintenance practices and the forced nature of the sales make foreclosed home
prices less representative of market values, whereas the S&P/Case-Shiller index includes foreclosed homes sales. We
calculate the S&P/Case-Shiller comparison numbers by modifying our internal home price estimates to account for
weighting based on property value and the impact of foreclosed property sales. In addition to these differences, our
estimates are based on our own internally available data combined with publicly available data, and are therefore
based on data collected nationwide, whereas the S&P/Case-Shiller index is based on publicly available data, which
may be limited in certain geographic areas of the country. Our comparative calculations to the S&P/Case-Shiller index
provided above are not modified to account for this data pool difference. We are working on enhancing our home
price estimates to identify and exclude a greater portion of foreclosed home sales. When we begin reporting these
enhanced home price estimates, we expect that some period to period comparisons of home prices may differ from
those determined using our current estimates.

Credit-Related Expenses and Credit Losses. We expect that our credit-related expenses and our credit losses will be
higher in 2011 than in 2010. We describe our credit loss outlook above under Our Strong New Book of Business and

Expected Losses on our Legacy Book of Business Expected Losses on Our Legacy Book of Business.

Uncertainty Regarding our Long-Term Financial Sustainability and Future Status. There is significant uncertainty in
the current market environment, and any changes in the trends in macroeconomic factors that we currently anticipate,
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such as home prices and unemployment, may cause our future credit-related expenses and credit losses to vary
significantly from our current expectations. Although Treasury s funds under the senior preferred stock purchase
agreement permit us to remain solvent and avoid receivership, the resulting
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dividend payments are substantial. We do not expect to earn profits in excess of our annual dividend obligation to
Treasury for the indefinite future. We expect to request additional draws under the senior preferred stock purchase
agreement in future periods, which will further increase the dividends we owe to Treasury on the senior preferred
stock. We expect that, over time, our dividend obligation to Treasury will constitute an increasing portion of our
future draws under the senior preferred stock purchase agreement. As a result of these factors, there is significant
uncertainty about our long-term financial sustainability.

In addition, there is significant uncertainty regarding the future of our company, including how long we will continue
to be in existence, the extent of our role in the market, what form we will have, and what ownership interest, if any,
our current common and preferred stockholders will hold in us after the conservatorship is terminated. We expect this
uncertainty to continue. On February 11, 2011 Treasury and the Department of Housing and Urban Development

( HUD ) released a report to Congress on reforming America s housing finance market. The report states that the
Administration will work with FHFA to determine the best way to responsibly wind down both Fannie Mae and
Freddie Mac. The report emphasizes the importance of providing the necessary financial support to Fannie Mae and
Freddie Mac during the transition period. We cannot predict the prospects for the enactment, timing or content of
legislative proposals regarding long-term reform of the GSEs. See Legislative and Regulatory Developments in this
report and Legislation and GSE Reform in our 2010 Form 10-K for discussions of recent legislative reform of the
financial services industry and proposals for GSE reform that could affect our business. See Risk Factors in this report
for a discussion of the risks to our business relating to the uncertain future of our company.

LEGISLATIVE AND REGULATORY DEVELOPMENTS
GSE Reform

As required by the Dodd-Frank Wall Street Reform and Consumer Protection Act (the Dodd-Frank Act ), on
February 11, 2011, Treasury and HUD released their report to Congress on ending the conservatorships of Fannie Mae
and Freddie Mac and reforming the housing finance market. The report provides that the Administration will work
with FHFA to determine the best way to responsibly reduce Fannie Mae s and Freddie Mac s role in the market and
ultimately wind down both institutions.

The report identifies a number of policy steps that could be used to wind down Fannie Mae and Freddie Mac, reduce
the government s role in housing finance and help bring private capital back to the mortgage market. These steps
include (1) increasing guaranty fees, (2) gradually increasing the level of required down payments so that any
mortgages insured by Fannie Mae or Freddie Mac eventually have at least a 10% down payment, (3) reducing
conforming loan limits to those established in the Federal Housing Finance Regulatory Reform Act of 2008 (the 2008
Reform Act ), (4) encouraging Fannie Mae and Freddie Mac to pursue additional credit loss protection and

(5) reducing Fannie Mae s and Freddie Mac s portfolios, consistent with Treasury s senior preferred stock purchase
agreements with the companies.

In addition, the report outlines three potential options for a new long-term structure for the housing finance system
following the wind-down of Fannie Mae and Freddie Mac. The first option would privatize housing finance almost
entirely. The second option would add a government guaranty mechanism that could scale up during times of crisis.
The third option would involve the government offering catastrophic reinsurance behind private mortgage guarantors.
Each of these options assumes the continued presence of programs operated by FHA, the Department of Agriculture
and the Veterans Administration to assist targeted groups of borrowers. The report does not state whether or how the
existing infrastructure or human capital of Fannie Mae may be used in the establishment of such a reformed system.
The report emphasizes the importance of proceeding with a careful transition plan and providing the necessary
financial support to Fannie Mae and Freddie Mac during the transition period. A copy of the report can be found on
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the Housing Finance Reform section of Treasury s Web site, www.Treasury.gov. We are providing Treasury s Web site
address solely for your information, and information appearing on Treasury s Web site is not incorporated into this
quarterly report on Form 10-Q.
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We expect that Congress will continue to hold hearings and consider legislation in 2011 on the future status of Fannie
Mae and Freddie Mac. Several bills have been introduced that would place the GSEs into receivership after a period of
time and either grant federal charters to new entities to engage in activities similar to those currently engaged in by the
GSEs or leave secondary mortgage market activities to entities in the private sector. For example, legislation has been
introduced in both the House of Representatives and the Senate that would require FHFA to make a determination
within two years of enactment whether the GSEs were financially viable and, if the GSEs were determined not to be
financially viable, to place them into receivership. As drafted, these bills may upon enactment impair our ability to
issue securities in the capital markets and therefore our ability to conduct our business, absent the federal government
providing an explicit guarantee of our existing and ongoing liabilities.
In addition to bills that seek to resolve the status of the GSEs, numerous bills have been introduced and considered in
the House of Representatives that could constrain the current operations of the GSEs or alter the existing authority that
FHFA or Treasury have over the enterprises. The Subcommittee on Capital Markets and Government Sponsored
Enterprises of the Financial Services Committee has approved bills that would:

suspend current compensation packages and apply a government pay scale for GSE employees;

require the GSEs to increase guaranty fees;

subject GSE loans to the risk retention standards in the Dodd-Frank Act;

require a quicker reduction of GSE portfolios than required under the senior preferred stock purchase agreement;

require Treasury to pre-approve all GSE debt issuances;

repeal the GSEs affordable housing goals;

provide additional authority to FHFA s Inspector General;

prohibit FHFA from approving any new GSE products during conservatorship or receivership, with certain
exceptions;

prevent Treasury from amending the senior preferred stock purchase agreement to reduce the current dividend
rate on our senior preferred stock;

abolish the Affordable Housing Trust Fund that the GSEs are required to fund except when such contributions
have been temporarily suspended by FHFA;

require FHFA to identify mission critical assets of the GSEs and require the GSEs to dispose of non-mission
critical assets;

cap the maximum aggregate amount of funds Treasury or any other agency or entity of the federal government
can provide to the GSEs subject to certain qualifications;

grant FHFA the authority to revoke the enterprises charters following receivership under certain
circumstances; and

subject the GSEs to the Freedom of Information Act.
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We expect additional legislation relating to the GSEs to be introduced and considered by Congress in 2011. We
cannot predict the prospects for the enactment, timing or content of legislative proposals regarding the future status of
the GSEs.

In sum, there continues to be uncertainty regarding the future of our company, including how long we will continue to
be in existence, the extent of our role in the market, what form we will have, and what ownership interest, if any, our
current common and preferred stockholders will hold in us after the conservatorship is terminated. See Risk Factors
for a discussion of the risks to our business relating to the uncertain future of our company. Also see Risk Factors in
our 2010 Form 10-K for a discussion of how the uncertain future of
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our company may adversely affect our ability to retain and recruit well-qualified employees, including senior
management.

Final Rule Regarding Conservatorship and Receivership Operations

On June 20, 2011, FHFA issued a final rule establishing a framework for conservatorship and receivership operations
for the GSEs. The final rule, which became effective on July 20, 2011, establishes procedures for conservatorship and
receivership, and priorities of claims for contract parties and other claimants. For example, the final rule clarifies that:

the powers of the conservator or receiver include continuing the missions of a regulated entity and ensuring that
the operations of the regulated entity foster liquid, efficient, competitive and resilient national housing finance
markets;

the conservator or receiver may disaffirm or repudiate any contract or lease to which the regulated entity is a
party for up to 18 months following the appointment of a conservator or receiver;

a regulated entity is prohibited from making capital distributions while in conservatorship unless authorized by
the Director of FHFA; and

claims by current or former shareholders (including securities litigation claims) would receive the lowest priority
in a receivership, behind: (1) administrative expenses of the receiver (or an immediately preceding conservator),
(2) other general or senior liabilities of the regulated entity, and (3) obligations subordinated to those of general
creditors.

The final rule also provides that FHFA, as conservator, will not pay securities litigation claims against a regulated
entity during conservatorship, unless the Director of FHFA determines it is in the interest of the conservatorship.

The final rule is part of FHFA s implementation of the powers provided by the 2008 Reform Act, and does not seek to
anticipate or predict future conservatorships or receiverships.

Proposed Rule Regarding Prudential Management and Operations Standards

On June 20, 2011, FHFA issued a proposed rule establishing prudential standards relating to the management and
operations of Fannie Mae, Freddie Mac and the Federal Home Loan Banks in the following ten areas: (1) internal
controls and information systems; (2) independence and adequacy of internal audit systems; (3) management of
market risk exposure; (4) management of market risk measurement systems, risk limits, stress testing, and monitoring
and reporting; (5) adequacy and maintenance of liquidity and reserves; (6) management of asset and investment
portfolio growth; (7) investments and acquisitions of assets; (8) overall risk management processes; (9) management
of credit and counterparty risk; and (10) maintenance of adequate records. These standards are proposed to be adopted
as guidelines, which the Director of FHFA may modify, revoke or add to at any time by order. The proposed rule
provides that FHFA may take specified remedial actions if a regulated entity fails to meet one or more of the
standards, such as requiring the entity to submit a corrective plan or increasing its capital requirements. FHFA issued
the proposed rule pursuant to the requirements of the Federal Housing Enterprises Financial Safety and Soundness Act
of 1992, as amended by the 2008 Reform Act (together, the GSE Act ).

For additional information on legislative and regulatory matters affecting us, refer to Business Legislation and GSE
Reform and Business Our Charter and Regulation of Our Activities in our 2010 Form 10-K, and MD&A Legislative
and Regulatory Developments Proposed Rules Implementing the Dodd-Frank Act in our quarterly report for the

quarter ended March 31, 2011 ( First Quarter 2011 Form 10-Q ).
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CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements in accordance with GAAP requires management to make a number of
judgments, estimates and assumptions that affect the reported amount of assets, liabilities, income and expenses in the
condensed consolidated financial statements. Understanding our accounting policies and the extent to which we use
management judgment and estimates in applying these policies is integral to understanding our financial statements.
We describe our most significant accounting policies in Note 1, Summary of Significant Accounting Policies of this
report and in our 2010 Form 10-K.

We evaluate our critical accounting estimates and judgments required by our policies on an ongoing basis and update
them as necessary based on changing conditions. Management has discussed any significant changes in judgments and
assumptions in applying our critical accounting policies with the Audit Committee of our Board of Directors. We have
identified three of our accounting policies as critical because they involve significant judgments and assumptions
about highly complex and inherently uncertain matters, and the use of reasonably different estimates and assumptions
could have a material impact on our reported results of operations or financial condition. These critical accounting
policies and estimates are as follows:

Fair Value Measurement
Total Loss Reserves
Other-Than-Temporary Impairment of Investment Securities

See MD&A Critical Accounting Policies and Estimates in our 2010 Form 10-K for a detailed discussion of these
critical accounting policies and estimates. We provide below information about our Level 3 assets and liabilities as of
June 30, 2011 as compared with December 31, 2010. We also describe any significant changes in the judgments and
assumptions we made during the first half of 2011 in applying our critical accounting policies and significant changes
to critical estimates.

Fair Value Measurement

The use of fair value to measure our assets and liabilities is fundamental to our financial statements and is a critical
accounting estimate because we account for and record a portion of our assets and liabilities at fair value. In
determining fair value, we use various valuation techniques. We describe the valuation techniques and inputs used to
determine the fair value of our assets and liabilities and disclose their carrying value and fair value in Note 13, Fair
Value.

Fair Value Hierarchy Level 3 Assets and Liabilities

The assets and liabilities that we have classified as Level 3 consist primarily of financial instruments for which there is
limited market activity and therefore little or no price transparency. As a result, the valuation techniques that we use to
estimate the fair value of Level 3 instruments involve significant unobservable inputs, which generally are more
subjective and involve a high degree of management judgment and assumptions. Our Level 3 assets and liabilities
consist of certain mortgage- and asset-backed securities and residual interests, certain mortgage loans, certain acquired
property, certain long-term debt arrangements and certain highly structured, complex derivative instruments.
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Table 6 presents a comparison, by balance sheet category, of the amount of financial assets carried in our condensed
consolidated balance sheets at fair value on a recurring basis ( recurring asset ) that were classified as Level 3 as of
June 30, 2011 and December 31, 2010. The availability of observable market inputs to measure fair value varies based
on changes in market conditions, such as liquidity. As a result, we expect the amount of financial instruments carried
at fair value on a recurring basis and classified as Level 3 to vary each period.
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Table 6: Level 3 Recurring Financial Assets at Fair Value

As of

June 30, December 31,

Balance Sheet Category 2011 2010
(Dollars in millions)

Trading securities $ 4,034 $ 4,576
Available-for-sale securities 30,379 31,934
Mortgage loans 2,365 2,207
Other assets 210 247
Level 3 recurring assets $ 36,988 $ 38,964
Total assets $ 3,196,112 $ 3,221,972
Total recurring assets measured at fair value $ 154,275 $ 161,696
Level 3 recurring assets as a percentage of total assets 1% 1%
Level 3 recurring assets as a percentage of total recurring assets measured at
fair value 24% 24%
Total recurring assets measured at fair value as a percentage of total assets 5% 5%

Assets measured at fair value on a nonrecurring basis and classified as Level 3, which are not presented in the table
above, primarily include mortgage loans and acquired property. The fair value of Level 3 nonrecurring assets totaled
$51.2 billion during the quarter ended June 30, 2011 and $63.0 billion during the year ended December 31, 2010.
Financial liabilities measured at fair value on a recurring basis and classified as Level 3 consisted of long-term debt
with a fair value of $1.0 billion as of both June 30, 2011 and December 31, 2010, and other liabilities with a fair value
of $131 million as of June 30, 2011 and $143 million as of December 31, 2010.
Total Loss Reserves
Our total loss reserves consist of the following components:

Allowance for loan losses;

Allowance for accrued interest receivable;

Reserve for guaranty losses; and

Allowance for preforeclosure property tax and insurance receivable.

These components can be further divided into single-family portions, which collectively make up our single-family
loss reserves, and multifamily portions, which collectively make up our multifamily loss reserves.

In the second quarter of 2011, we updated our loan loss models to incorporate more recent data on prepayments of
modified loans which contributed to an increase to our allowance for loan losses of approximately $1.5 billion. The
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change resulted in slower expected prepayment speeds, which extended the expected lives of modified loans and
lowered the present value of cash flows on those loans. Also in the second quarter of 2011, we updated our estimate of
the reserve for guaranty losses related to private-label mortgage-related securities that we have guaranteed to increase
our focus on earlier stage delinquency as a driver of foreclosures in order to reflect changes to the foreclosure
environment. This update resulted in an increase to our reserve for guaranty losses included within Other liabilities of
approximately $700 million.
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CONSOLIDATED RESULTS OF OPERATIONS

In this section we discuss our condensed consolidated results of operations for the periods indicated. You should read
this section together with our condensed consolidated financial statements, including the accompanying notes.

Table 7 summarizes our condensed consolidated results of operations for the periods indicated.

Table 7: Summary of Condensed Consolidated Results of Operations

For the Three Months Ended For the Six Months Ended
June 30, June 30,
2011 2010 Variance 2011 2010 Variance

(Dollars in millions)

Net interest income $ 4972 $ 4207 $ 765 0 $ 9932 $ 6,99% $ 