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Are Fannie Mae and Freddie Mac Dead? 

Hardly, according to Bruce Berkowitz of Fairholme Capital and 

Bill Ackman of Pershing Square.  At the end of October 2013, 

after months of analysis, Brookhurst Capital put 7% of its total 

capital in FNMA. Shortly after, Berkowitz announced an offer to 

recapitalize Fannie and Freddie and Ackman announced that 

Pershing had acquired a near 10 % stake in Fannie and 

Freddie common shares not owned by the government.  

Although we entered our position before the news, we are 

comfortable owning the common shares, especially with great 

business partners like Berkowitz and Ackman involved.  

Background  

On July 30, 2008, President Bush signed the Housing and 

Economic Recovery Act (HERA) into law, creating the Federal 

Housing Finance Agency (FHFA) to oversee and regulate Fannie 

Mae, Freddie Mac, and the 12 Federal Home Loan Banks. The 

law also gave the Treasury the temporary authority to 

purchase securities from Fannie Mae under section 1117, with 

this authority being terminated on December 31, 2009, per 

paragraph 4 (Source).  

On September 7, 2008, the FHFA placed Fannie and Freddie 

into conservatorship under the powers of HERA section 1145, 

pursuant to the following paragraphs detailed in part D, 

Powers as Conservator:  

 

Shortly thereafter, the Treasury entered into a preferred stock 

agreement with Fannie and Freddie that would provide them 

with up to $200 Billion in additional liquidity, subject to a ten 

percent dividend on each dollar drawn down from that line of 

liquidity. The agreement also included warrants for the 

Treasury to purchase 79.9% of the common stock for a  
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“nominal fee” of roughly $10,000.  

Between 2008 and 2012, the economy and housing markets 

improved dramatically. Due to this recovery, not only did 

Fannie and Freddie return to profitability, it became clear that 

they had overstated loan loss reserves and write downs on 

deferred tax assets to the tune of about $100 Billion dollars. 

As of the time of this writing, Fannie has been profitable for 7 

consecutive quarters, and under the current trajectory would 

have paid off the Treasury’s liquidation preference by the end 

of 2014. 

In 2012 however, the Treasury altered the terms of the 

previous agreement in what is called the “Third Amendment”. 

Under this amendment, all income from Fannie and Freddie is 

given to the Treasury, and the liquidation preference cannot be 

paid back (Source).  This in effect wipes out the shareholders, 

leading to the current state of the equity in Fannie Mae. 

Thesis 

On July 7, 2013, Perry Capital filed a lawsuit against the FHFA 

and the Treasury alleging that the two parties did not have the 

authority to institute the “net worth sweep” detailed in the Third 

Amendment (Source). As a result, Perry Capital (on behalf of 

shareholders that he is representing) is seeking an enjoinder of 

the Third Amendment, which would once again allow the 

payment of dividends on the junior preferred shares, and 

would reinstate the claim of the common stock to the company’s 

profits. Given the proposed valuation (see the valuation and 

risk sections for details), after taking into account the Treasury’s 

~80% stake, this could lead to a price per share from $7.50 to 

$10.00+ 

Even if the case is not decided in Perry’s favor, however, there 

is still downside protection in the form of other lawsuits and 

potential outcomes. In defending the government’s actions, the 

most common argument is that the Third Amendment constitutes 

a de facto bankruptcy restructuring that the conservator had 

the ability to execute due to his duty to preserve the interests 

“The Agency may, as conservator, take such action as may be — 

 (i) necessary to put the regulated entity in a sound and solvent 

condition; and 

Source

 (ii) appropriate to carry on the business of the regulated entity and 

preserve and conserve the assets and property of the regulated entity.”

http://www.gpo.gov/fdsys/pkg/BILLS-110hr3221enr/pdf/BILLS-110hr3221enr.pdf
mrusinas@brookhurstcapital.com
http://www.treasury.gov/press-center/press-releases/Documents/Fannie.Mae.Amendement.pdf
http://www.restorefanniemae.us/perrycap
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of the senior creditors. In this scenario however, bankruptcy 

laws would apply, and the shareholders would be due the 

residual proceeds of the liquidation value at the time of the 

“bankruptcy” which could provide a potential floor for the 

shares. Due to these factors, Fannie Mae appears to be an 

attractive investment opportunity. 

Valuation 

In 2013, President Obama and the Office of Management and 

Budget released their “Analytical Perspectives: Budget of the 

U.S. Government” detailing the government budget from 2013-

2023 (source). In the document, they estimate that Fannie and 

Freddie will have paid the treasury roughly $140 billion in 

excess of the liquidation preference after accounting for the 

excess loan loss reserves and the write up of the deferred tax 

assets. Based on current profitability numbers, if you estimate 

that 60% of that will be attributed to Fannie Mae, that’s $90 

billion due to shareholders, the present value of which, using 

conservative estimates (a 0% terminal growth rate and a 15% 

discount rate), would be nearly $10.00 a share. 

As a sanity check, Adam Badowi of Washington University also 

said during the NYU GSE panel that he believed Fannie to be 

worth roughly $70 billion as of August 2012 (Source). 

However, there are too many complicated factors when it 

comes to determining the value of Fannie Mae. We view it as 

an asymmetrical bet and defer to Pershing Square’s 

determination that “The issuer’s common stock is undervalued 

and is an attractive investment.” 

Catalysts 

There are 3 major categories of catalysts that will affect 

FNMA: 

1) Legal 

The decisions of the lawsuits filed, especially Perry Capital, will 

have a large impact on the price of all shares, preferred and 

common. 

2) Political 

The passage of the Corker-Warner or Jeb Hensarling bills 

could be significant negative catalysts if passed with provisions 

that lead to the wind down of Fannie and Freddie. 

3) Financial 

The continued reporting of positive earnings will lead to the 

implied paying down of the Treasury’s liquidation preference, 

and restore some confidence to investors and proponents of the 

two companies. 

 

 

Risks 

1) If legislation is passed that would either wind down Fannie 

and Freddie, remove the government guarantee, or otherwise 

impose restrictions on the companies, this could significantly 

impact future profitability. Professor Badowi’s $70 billion 

valuation is predicated on these things not happening, and 

would have to be adjusted downward if significant changes 

were made. 

2) If the court cases aren’t decided in favor of the shareholders, 

the shares aren’t worth anything more than their residual claims 

in liquidation, which would significantly impair their value. 

http://www.whitehouse.gov/sites/default/files/omb/budget/fy2014/assets/spec.pdf
http://www.youtube.com/watch?v=TucSUg22J-c


S A I B U S  
R E S E A R C H                   Investment Thesis: Fannie Mae (FNMA) November 20, 2013 

 

  

3 

 

Contact: info@brookhurstcapital.com www.brookhurstcapital.com 

3) If the courts decide that the shareholders should be entitled 

to the liquidation value of Fannie from 2008 instead of 2012, 

then the shares could be worth $0.00. 

4) Macroeconomic factors could negatively affect the housing 

market, leading to another increase in loan loss reserves, 

impairing profitability. 

5) The jumbo loan market has already shown the private 

sector’s ability to securitize mortgages, so private sector 

competition could take share from Fannie, reducing future 

potential profitability. 

6) Public perception of the lawsuits is that a bunch of hedge 

funds are suing the government to take money from tax payers 

to enrich themselves. This makes the political climate for 

deciding in favor of the shareholders very unfavorable. 

DISCLOSURES 

 

Past performance is not necessarily indicative of future results. 

All investments involve risk including the loss of principal. This 

report is confidential and may not be distributed without the 

express written consent of the original author and does not 

constitute a recommendation, an offer to sell or a solicitation of 

an offer to purchase any security or investment product. Any 

such offer or solicitation may only be made by means of 

delivery of an approved confidential private offering 

memorandum. 

Investments may currently or in the future buy, sell, cover or 

otherwise change the form of its investment in the companies 

discussed in this letter for any reason. The author hereby 

disclaims any duty to provide any updates or changes to the 

information contained here including, without limitation, the 

manner or type of any of the investments. 

All of the views expressed in this research report accurately 

reflect the research analysts’ personal views regarding any and 

all of the subject securities or issuers. The research analyst is not 

registered with FINRA, and may not be subject to FINRA rule 

2711 restrictions on: communicating with the subject company, 

public appearances, and trading securities held in the research 

analysts’ account. No part of the analysts’ compensation was, is, 

or will be, directly or indirectly, related to the specific 

recommendations or views expressed in this research report. 

The analyst responsible for the production of this report 

certifies that the views expressed herein reflect his or her 

accurate personal and technical judgment at the moment of 

publication.  

Under no circumstances must this document be considered 

an offer to buy, sell, subscribe for or trade securities or other 

instruments. 

Disclosure: Brookhurst Capital and its principals are long FNMA 

shares. 
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