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The OFHEO report is
fundamentally flawed, but . . .

• “A set of allegations, not findings”
• It lacks sufficient quantification of the dollar magnitude of 

Fannie’s accounting distortions
Lacks a prioritization of the distortions
“Where’s the meat”

• Far too much verbiage
Excessive quoting from interviews

• But the report outlines numerous 
significant accounting and financial 
reporting problems at Fannie that 
demand attention and regulatory 
action
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Accounting issues facing Fannie today
• FAS 133 – this is where the biggest bucks are

FAS 133 is badly flawed, but that is not the issue today

• FAS 91– of lesser importance, dollar-wise
• Loss reserving

Manufactured housing
Aircraft lease obligations

• Valuation of deferred tax assets
• Other accounting issues if Fannie restates?

Throw in everything, including the kitchen sink

• Adequacy of Fannie’s accounting systems
Parallels with Freddie

How much time, cost to fix?
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Issues the SEC must address
• Ensure that Fannie follows the same rules applicable 

to other public companies
SEC could gut the documentation requirements under 
FAS 133 if it accepts Fannie’s documentation practices

• Quickly determine if Fannie needs to restate
Basic options: “Restate or sin no more”
SEC does not need final numbers to determine that

• Determine if executive bonuses improperly paid
• Determine consequences of false 

certifications filed by Raines, Howard 
with 10-Q, 10-K (Rule 13a-14)
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F&F’s regulatory capital standards
• F&F subject to two capital tests in order to be deemed 

“adequately capitalized”
Leverage ratio or “minimum capital level”

• Core capital equals or exceeds 2.5% of on-balance-sheet assets + .45% of 
MBS owned by third parties + .45% of other off-balance-sheet obligations

Risk-based capital requirement
• Total capital (core capital + loss reserves) must equal or exceed capital 

required by complex, risk-based capital formula

• Core capital and total capital exclude AOCI/AOCL
• A third capital test – required critical capital – kicks in if the 

GSE is not adequately capitalized

1.25% of assets + .25% of MBS and other 
obligations



The regulatory capital consequences
of the SEC’s decisions



The regulatory capital consequences
of the SEC’s decisions

• Accounting restatement may show that 
Fannie was less than “adequately 
capitalized” at various times



The regulatory capital consequences
of the SEC’s decisions

• Accounting restatement may show that Fannie was 
less than “adequately capitalized” at various times

The leverage ratio or “minimum capital 
level” test is the more likely capital test 
Fannie failed



The regulatory capital consequences
of the SEC’s decisions

• Accounting restatement may show that Fannie was 
less than “adequately capitalized” at various times

The leverage ratio or “minimum capital level” test is the 
more likely capital test Fannie failed

• What OFHEO supervisory sanctions if 
Fannie is or has been less than 
adequately capitalized?



The regulatory capital consequences
of the SEC’s decisions

• Accounting restatement may show that Fannie was 
less than “adequately capitalized” at various times

The leverage ratio or “minimum capital level” test is the 
more likely capital test Fannie failed

• What OFHEO supervisory sanctions if Fannie is or 
has been less than adequately capitalized?

Higher capital requirements



The regulatory capital consequences
of the SEC’s decisions

• Accounting restatement may show that Fannie was 
less than “adequately capitalized” at various times

The leverage ratio or “minimum capital level” test is the 
more likely capital test Fannie failed

• What OFHEO supervisory sanctions if Fannie is or 
has been less than adequately capitalized?

Higher capital requirements

Growth slowdown



The regulatory capital consequences
of the SEC’s decisions

• Accounting restatement may show that Fannie was 
less than “adequately capitalized” at various times

The leverage ratio or “minimum capital level” test is the 
more likely capital test Fannie failed

• What OFHEO supervisory sanctions if Fannie is or 
has been less than adequately capitalized?

Higher capital requirements
Growth slowdown

Fines and penalties
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• Accounting restatement may show that Fannie was 
less than “adequately capitalized” at various times

The leverage ratio or “minimum capital level” test is the 
more likely capital test Fannie failed

• What OFHEO supervisory sanctions if Fannie is or 
has been less than adequately capitalized?

Higher capital requirements
Growth slowdown
Fines and penalties

Other sanctions?
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Fannie’s capital position
(dollars in millions)

Core capital 36,115 35,701 34,405
Required minimum capital 31,188 31,354 31,520

2,885
35,182

Required risk-based capital N/A 25,961 27,221

Required critical capital 15,957 16,041 16,113

Loss on closed hedges in AOCI (8,528) (7,941) (6,858)

7,960

18,292
(12,032)

Excess of core over minimum 4,927 4,347
Total capital 36,862 36,481

Excess of total over req. RBC N/A 10,520

Excess of core cap. over RCC 20,157 19,660
AOCI (actually AOCL) (9,994) (14,896)

6-30-04 3-31-04 12-31-03
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Predictions
• Fannie will have to restate its financials

Unlikely Fannie will files its third-quarter 10-Q because of auditor 
and certification problems
Fannie may go “dark” for a year or two as it cleans up its 
accounting problems, just as Freddie has

• Capital problems will emerge from restatements
Capital shortfalls easily remedied through balance-sheet shrinkage

• Residential mortgage market will not be hurt by Fannie’s 
accounting problems, asset shrinkage

• Raines, Howard, and others will soon leave Fannie

• Fannie’s problems provide yet another 
impetus for fundamental GSE reform –
privatization



Thank you!

I welcome your questions
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