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Washington Policy Flash Note

GSE Policy Change Allows Capital Retention, First
Step in Road to Recap

On September 30, the FHFA and UST announced an agreement that permits the GSEs to retain up to
S45B in aggregate capital. Specifically, Fannie Mae and Freddie Mac will be allowed to retain a total
of $S25B and $20B, respectively. As part of the agreement, the liquidation preference of the Treasury
Department’s senior preferred positions will be increased by commensurate amounts. Although
the road ahead remains lengthy, finalizing this amendment to the PSPAs should be viewed as the
first step in the road to recapitalization. Please contact Chris Gamaitoni for questions relating to
fundamentals/valuation and Isaac Boltansky for questions relating to policy.

GSEs Can Retain Slightly More than Current Required Core Capital. As we previously noted, we
believe there is an important distinction between required risk-based capital (to be finalized with
the pending GSE capital rules from the FHFA) and statutory minimum capital. The nuance is that
the GSEs would technically be determined “undercapitalized” once they reach statutory minimum
capital, but not yet risk-based requirements. Under this classification, the GSEs could be released
from conservatorship and operate under a consent order (with a capital restoration plan) until such
time that risk-based capital requirements are reached and the companies move to “adequately
capitalized.” The distinction is important because while there would likely still be hefty restrictions
on operations under consent orders, once the GSEs are released from conservatorship, significant
legal protections for shareholders are regained. Based on media reports, we believe such a plan is
being envisioned by the FHFA, though we do not yet know what level of capital will be sufficient for
them to exit conservatorship under a consent order (this is at the discretion of the FHFA and UST).
The announcement this morning allows Fannie Mae to retain up to $25B of capital and Freddie
Mac up to $20B. Both are above their minimum required core capital levels at 2Q19 of $22.3B and
$18.4B, respectively. Based on our earnings forecast, it would take Fannie Mae until 4Q20 or 1Q21
to reach this level from retained earnings and it would take Freddie Mac until 2Q21 to 3Q21 (there s
a little more uncertainty with Freddie Mac because it has not disclosed its CECL impact yet — though
we anticipate that will be smaller than Fannie Mae’s due to reserving policies). The other unknown
is whether there will be any credit to the GSEs for theoretical excess payment over a retroactive
10% dividend payment following PSPA negotiations. Please contact Chris Gamaitoni to discuss the
aforementioned capital dynamics.

Is the Liquidation Preference Increase a Surprise? No, the corresponding increase in the UST’s
senior preferred position was expected given the mechanics of the PSPAs. With this change,
the liquidation preference for Fannie Mae and Freddie Mac now stand at $145.8B and $92.6B,
respectively. We view the commensurate increase in the senior preferred as a technical dynamic
given that the Treasury Department listed "[e]liminating all or a portion” of the senior preferred’s
liguidation preference as an option in its mortgage reform plan. Effectively, this letter agreement is
aninterim step that will begin the capital retention process in advance of a holistic PSPA amendment
in late 4Q19 or 1Q20.

Two Notable Comments Contour the Road Ahead. In reviewing the documents and statements,
there were two noteworthy comments that warranted highlighting. First, the letter agreement
states that the GSEs and the Treasury Department “agree to negotiate and execute an additional
amendment to the Agreement that further enhances taxpayer protections by adopting covenants
broadly consistent with recommendations for administrative reform contained in Treasury's
September 2019 Housing Reform Plan.” Second, the Treasury Department’s press release noted that
the Trump administration’s mortgage finance reform plan “recommended that Treasury and FHFA
develop recapitalization plans for Fannie Mae and Freddie Mac after identifying and assessing the
full range of strategic options.” Taken together, this letter agreement should be viewed as an interim
step that begins the capital retention process while more structural reforms are undertaken.

See Important Disclosures on page 2 of this report.
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Important Disclosures

Analyst Certification

We, Isaac Boltansky, Chris Gamaitoni and Matthew Gaudioso, hereby certify that the views expressed in this research report accurately
reflect our personal views about the subject securities or issues. We further certify that we have not received direct or indirect
compensation in exchange for expressing specific recommendations or views in this report.

Isaac Boltansky is Compass Point's Washington Policy Strategist. His contributions to this document relate solely to Washington Policy
and should not be attributed to any company specific research, ratings, or conclusions.

Coverage Universe Investment Banking Relationships
Rating Number Percent Rating Number Percent
Buy 82 56 Buy 14 17
Neutral 60 41 Neutral 6 10
Sell 5 3 Sell 1 20
Total 147 100% Total 21 100%

*Percentage of Investment Banking Clients in Coverage Universe by Rating
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Isaac Boltansky | 202.534.1396 | iboltansky@compasspointllc.com
Chris Gamaitoni | 202.540.7312 | cgamaitoni@compasspointlic.com
Matthew Gaudioso | 202.540.7306 | mgaudioso@compasspointlic.com
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Ratings, Coverage Groups, and Views and Related Definitions

The information and rating included in this report represent the long-term view as described more fully below. The analyst may have
different views regarding short-term trading strategies with respect to the stocks covered by the rating, options on such stocks, and/
or other securities or financial instruments issued by the subject company(ies). Our brokers and analysts may make recommendations
to their clients that are contrary to the recommendations contained in this research report. Such recommendations or investment
decisions are based on the particular investment strategies, risk tolerances, and other investment factors of that particular client or
affiliate. From time to time, Compass Point and its respective directors, officers, employees, or members of their immediate families
may have a long or short position in the securities or other financial instruments mentioned in this report.

Stock Ratings System:

Buy (B): We expect the stock to outperform its peers on a risk adjusted basis over the next 12 months.
Neutral (N): We expect the stock to perform in line with its peers on a risk adjusted basis over the next 12 months.
Sell (S): We expect the stock to underperform its peers on a risk adjusted basis over the next 12 months.

Not Rated (NR): No rating at this time. Rating Suspended (RS): Compass Point Research has suspended the investment rating and price
target for this stock, because there is not a sufficient fundamental basis for determining an investment rating or target. The previous
investment rating and price Compass Point has suspended coverage of this company. Not Covered (NC): Compass Point does not cover
this company. Not Available or Not Applicable (NA): The information is not available for display or is not applicable. Not Meaningful
(NM): The information is not meaningful and is therefore excluded.

Global Disclaimer

Compass Point Research & Trading, LLC expects to receive or intends to seek compensation for investment banking services from the
subject company(ies) in the next 3 months.

The research analyst(s) named in the certification above receives compensation based upon various factors, including, but not limited to,
the quality and accuracy of research, client feedback, competitive factors, and overall firm revenues, which include revenues generated
by Compass Point Research & Trading, LLC's investment banking activities.

This report is based upon public information that Compass Point Research & Trading, LLC and the research analyst named in the
attestation above assume to be correct.

Assumptions, opinions, forecasts, and estimates constitute the research analyst’s judgment as of the date of this material and are
subject to change without notice. The research analyst’s judgments may be wrong.

Neither Compass Point Research & Trading, LLC nor its affiliates, nor the research analyst, are responsible for any errors, omissions, or
results obtained from the use of this information.

Past performance is not necessarily indicative of future results.

The securities and/or financial instruments mentioned in this research report, and the trading strategies related thereto, may not be
suitable for all investors. You must consider your specific investment goals and objectives prior to transacting in any security or financial
instrument. Consult with your financial advisor before making any transactions or investments.
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