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Fannie Mae, which goes by the formal name of Federal 

National Mortgage Association (“FNMA”), is a critical 

component of the US mortgage market. FNMA buys 

mortgages from lenders, insures the payment of the 

mortgages and then resells them. FNMA allows lenders 

to exchange their mortgages for cash, which serves to 

provide liquidity and lower the risk they take when 

lending. In 2015, FNMA bought 28% (same in 2014) of 

all US single-family mortgages that were originated and 

it sold 37% of mortgage related securities (40% in 2014), 

demonstrating its large role in the US mortgage market. 

 

History and Purpose 

To understand what FNMA does and its purpose, we first 

have to go back to before the great depression of the 

1930s. According to the book “Shaky Ground, the 

Strange Saga of the U.S. Mortgage Giants” (which I 

recommend for further details), mortgages before the late 

1930s were typically 3-10years in length and required 

down payments of as much as 50%. The large down 

payments made it difficult to buy homes and the short-

term nature of the mortgages created uncertainty when 

borrowers had to refinance their home purchases. The 

great depression reduced the ability of borrowers to pay 

and in 1934, it was estimated that 50% of US home 

mortgages were late on payments (for context, during the 

2008-2009 crisis, delinquencies remained below 12%). 

 

From the perspective of the banks, they didn’t want to 

lend on a long term fixed basis with low down payments 

because it left them exposed to increasing interest rates 

(remember: as interest rates go up, fixed rate loans go 

down in value) and greater credit risk. To reduce the risk 

that lenders would not be paid back, the US Congress 

created the Federal Housing Administration (“FHA”) in 

the early 1930s. The FHA insured certain mortgages 

against default, thereby addressing the credit 

deterioration risk that banks faced. To address the banks’ 

risk of capital being tied up in low interest rate mortgages, 

FHA created FNMA in 1938, which would purchase FHA 

insured mortgages from banks, thereby allowing the 

banks to make mortgages and exchange them for cash if 

they desired. Over time, FNMA also began guaranteeing 

the timely payment of mortgages and today, it is the 

reason why the US is the only major market in the world 

that has 30-year fixed-rate prepayable mortgages at 

affordable rates.  

 

In 1968, FNMA sold stock to the public and the US 

government did this to keep FNMA’s debt off of the 

government’s balance sheet. In the 1970’s Congress 

created Freddie Mac, which goes by the formal name of 

Federal Home Loan Mortgage Corporation (“FMCC”), to 

bring in competition. FNMA and FMCC have 3.22 and 

1.97 trillion in assets as of March 31, 2016, respectively. 

If taken together they would make the biggest company 

in the world by assets.  

 

Financial Crisis and Conservatorship 

In 2007, problems began to emerge and FNMA recorded 

a pre-tax loss of $5.1B. The concern was that FNMA’s 

losses would cause investors in FNMA’s mortgage 

securities and other debt instruments to panic. If investors 

were to sell FNMA’s securities, it would stress an already 

weakened market and would cripple FNMA’s ability to 

provide liquidity to lenders when it was needed most.  

 

On September 6, 2008, FNMA agreed to the terms of a 

bailout package by the US Treasury that allowed for a 

maximum draw of $100B (it was later raised to $200B), 

which could only be used to replenish any negative net 

worth (assets minus liabilities) that may arise. The terms 

required that FNMA be placed under the control of the 

recently formed Federal Housing Finance Agency 

(“FHFA”). This transfer of control was called 

“conservatorship” and it essentially eliminated the voting 

rights of shareholders. When money was to be drawn, the 

Treasury would receive senior preferred shares (preferred 

shares have priority over common shares with respect to 

dividends and assets during liquidation, but usually have 

no voting rights and less upside potential), which would 

get a 10% dividend on any amount advanced, and 

warrants (the right to buy shares at a set price, in this case 

$0.00001/share) for 79.9% of common shares. By the end 

of 2008, FNMA had a pre-tax loss of $44.5B, its net worth 

was negative $15.3B and it subsequently started to draw 

from the Treasury’s bailout package. 

 

Years went by with FNMA paying the Treasury the full 

amount owed, even if FNMA had to draw more from the 

bailout package to make payments. Then in the first 

quarter of 2012, just before immense profits started to 

come in, the terms of the bailout agreement were changed. 

 

 



Net Worth Sweep 

In August 2012, the Treasury and the FHFA made what 

is now infamously known as the 3rd amendment to the 

FNMA bailout agreement. Instead of taking 10% of the 

amount owed as per the original agreement, the US 

Treasury implemented a “net worth sweep” by taking 

100% profits and incrementally taking all net worth. 

Apart from FMCC, no other bailout recipient was subject 

to a net worth sweep. Investors saw this action as an 

illegal expropriation by the Treasury and took the 

government to court. Two investors who I consider to be 

very intelligent, Bruce Berkowitz and Bill Ackman, have 

entered the mix in addition to about 18 other parties.  

 

The justification for the amendment was given in a legal 

filing by a former Treasury official and current FHFA 

employee. The filing claimed that the purpose of the 

amendment was to avoid financial stress brought by the 

10% dividend, which could trigger more bailout money 

from the Treasury. However, this claim of avoiding 

financial stress is inconsistent with the net worth sweep’s 

impact of reducing FNMA’s net worth to zero by 2018. 

With no net worth, FNMA will be very financially 

stressed if future losses occur as its resources would be 

depleted. If avoiding financial stress was the real purpose 

of the amendment, surely a better solution could have 

been reached (e.g. paying dividends with stock instead of 

cash). Perhaps the most damning evidence against the 

filing is that just a week before the amendment took place, 

FNMA’s CFO reported to the Treasury that huge profits 

would be reaped very shortly. The CFO also submitted 

financial projections which rightly indicated that no more 

money from the Treasury would be required.  

 

Since August 2012, the Treasury has been paid an 

estimated $78B more than what it would have received if 

the 3rd amendment didn’t take place and none of this 

excess payment reduced the amount that FNMA owes the 

Treasury. From the initial draw at the end of 2008 to 

March 31, 2016, the Treasury has given 116.1B to FNMA 

and has received a total of $147.6B. The Treasury is still 

taking all profits. 

 

Legal and Political Risk 

The momentum of the lawsuits seems to be in favour of 

investors as the CFO’s deposition was given in July of 

2015 and in April of this year, the court ordered the 

unsealing of documents that were previously being held 

confidential by the government. The progress seems to be 

positive, but I cannot determine the probability of a ruling 

in favour of investors nor the outcome of such a ruling. 

 

Other than legal risk, there is huge political uncertainty 

with many government officials, including the President, 

openly saying that FNMA and FMCC should be 

dismantled. However, dismantling them in a manner that 

wouldn’t shock the market is very difficult because of the 

following: a) In the US, 28% of the residential mortgages 

are either owned or guaranteed by FNMA and 17% of 

single-family homes are either owned or guaranteed by 

FMCC; b) creating entities to absorb their share would 

require up to $500B according to some government 

proposals, which is 20x more than the largest IPO of all 

time (Alibaba); c) private capital has a tendency to dry up 

when it is needed most as non-FNMA and FMCC parties 

bought or guaranteed only ~30% of mortgages in 2009 

when times were bad compared to ~70% in 2006, when 

times were good; d) if more than 2 entities are created, 

they may have to charge higher fees than FNMA and 

FMCC to cover their costs, thereby making 

homeownership more costly; and e) private investors may 

be unwilling to fund or invest in the securities of the new 

entities on mutually acceptable terms given how FNMA 

and FMCC are being treated by the government.  

 

Suggested Investment and Return Profile 

If the courts were to rule in favour of the investor 

plaintiffs and effectively undo the net worth sweep by 

reducing the $116.1B owed to the Treasury by the excess 

payments and reinstate the original 10% dividend, and the 

Treasury were to then exercise its right to purchase 79.9% 

of the company, FNMA’s common shares, which are now 

trading at $2/share, could be worth ~$11.50/share. This 

assumes FNMA will earn $10B (the same amount it 

earned in 2015) and that the market would value the 

shares at 10x earnings. In addition, some of FNMA’s 16 

series of junior preferred shares would likely achieve a 

similar return even if FNMA only earns about $4B, giving 

the preferred shares a lower risk profile. 

 

A 400-500% return isn’t bad, but the extreme legal and 

political uncertainty creates a high chance that FNMA 

could go to zero. I estimate that the market is pricing in 

more than an 80% probability of FNMA shares eventually 

being worthless, but the blatant expropriation of profits 

by the Treasury leads me to believe that some corrective 

action should be taken by the US justice system. 

 

I believe we should initiate a position of 2% into FNMA’s 

Series S preferred shares, which is the series that has high 

liquidity and a favourable variable dividend component 

that would protect us if interest rates rise, and 1% in the 

common shares to align ourselves with the Treasury if it 

exercises its warrants.  

 

Disclosure: I, Ashvin Moorjani, have no position in 

FNMA, but intend to initiate a position before or within 

24 hours of the club initiating a position. 


