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Now it's Fannie's turn to be scrubbed


ACCOUNTING practices at Fannie Mae had long drawn criticism, but that never seemed to matter. The regulator of America's giant mortgage company, the Office of Federal Housing Enterprise Oversight (OFHEO), was known by few and considered relevant by even fewer. All that has changed since the publication of a report by OFHEO on September 22nd.
The report accused Fannie Mae of pervasive misapplications of generally accepted accounting rules. These errors were “reinforced by management”. OFHEO concluded that the company's past financial results may not be valid, and that its capital is probably overstated. Accounting policies were aimed at making Fannie Mae's earnings appear more stable than they truly were: a “cookie jar reserve” of unrecognised income and expenses was maintained to smooth out returns. Results may even have been manipulated to push up managers' bonuses. Fannie Mae's shares dropped after the report's release, falling by 15% in three days before stabilising.
The substance of the report concerns two accounting issues. The first affects Fannie Mae's executives more than its bottom line. In 1998, following the turbulence from the Russian financial crisis, interest rates in America fell, prompting many Americans to refinance their mortgages. This cost Fannie Mae $400m. There are many legitimate ways to treat this loss in a company's accounts, all of which spread the loss over a period that captures the span of the economic damage. It seems that Fannie Mae used another method, expensing $200m immediately and amortising the rest—in effect, treating it like capital expenditure. That split was just enough to trigger provisions for maximum bonuses in the contracts of the company's senior executives.
The second problem is more costly to the company. It stems from complex choices made in recognising billions of dollars of losses on derivatives. The bulk of these were recorded in its regular accounts, but not in its income statements, nor in its regulatory filings. There are legitimate arguments for this treatment, but OFHEO did not agree with Fannie Mae's approach. The implications go beyond merely restating the numbers. Capital has been lost and must ultimately be replaced.
On September 27th, Fannie Mae made several concessions. Billions of dollars in new capital will be raised, supervision increased and managerial authority reorganised. However, OFHEO's conclusions are serious enough to have sparked a criminal investigation, into possible accounting fraud, by the Department of Justice. The Securities and Exchange Commission has begun an informal inquiry into Fannie Mae's accounts. And the first of what will certainly be many shareholder suits has been filed.
Both Standard & Poor's and Moody's, top credit-rating agencies, are considering downgrades of Fannie Mae's subordinated debt and preferred stock: unlike the company's bonds, these are not perceived by the markets to enjoy a government guarantee. Congress, where Fannie Mae and its sibling, Freddie Mac, have many friends and where regulatory reform has been blocked repeatedly, has belatedly begun asking questions. It will hold hearings on the two mortgage giants next week.
Meanwhile, Fannie Mae has some difficult decisions to make. Its board, contradicting its earlier line, has acknowledged discussing an earnings restatement. Within the next nine months, the company must work out how to raise new capital. None of the standard methods looks attractive: a dividend cut will not be popular; nor, in mid-crisis, will an equity offering. Alternatively, Fannie Mae could unload assets. But selling some mortgages from its vast portfolio might disrupt the mortgage market—not to mention denting Fannie Mae's returns.
At least Fannie Mae can say it is not alone. Last year Freddie Mac, the other American mortgage giant, was under siege for accounting problems that emerged when it was forced to replace Arthur Andersen as its auditor. The replacement, PricewaterhouseCoopers, clearly took its task seriously. Freddie Mac's senior executives were soon gone.
Fannie Mae was thought to be better at this sort of stuff. For a year or more, ever since regulators started looking into the company, there have been suspicions that it is not. Now OFHEO's report has shown that those suspicions were justified—and the only surprise is that Fannie Mae's top executives have not yet gone the way of Freddie Mac's.
	

	[image: image1.png]




	Copyright © 2004 The Economist Newspaper and The Economist Group. All rights reserved.

	[image: image2.png]




	[image: image3.png]






[image: image4.png]


[image: image5.png]


[image: image6.png]


[image: image7.png]


[image: image8.png]


[image: image9.png]


[image: image10.png]


[image: image11.png]


[image: image12.png]



