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Good-bye and        
 Good Riddance

(to Flawed Accounting Rules)

••Flawed accounting rules helped camouflage the 
risks of many highly leveraged companies and allowed them to 
record dubious profits. Recent reforms should prevent future 
abuse, but why did it take so long for the FASB and SEC to act?  
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wealth...and increases social capital.” Home ownership, he 
said, “ties families, neighborhoods, and communities to-
gether.” Children living in owned homes, he contended, 
have higher math and reading achievement levels, and 
homeowners are more likely to join civic groups.

“Housing,” Mozilo concluded, “is critical to our nation’s 
welfare and to our communities’ well-being. Let’s make 
sure that the American dream of home ownership is never 
a cliché, and always our cause, and always our steadfast 
mission.”

Between 2005 and 2007, Countrywide did its part by 
originating $97.2 billion of subprime loans, more than any 
of its competitors.3 During the same period, Countrywide 
doubled the dollar value of its higher risk nonprime and 
home equity loans to nearly 18% of the company’s total 
loan production and recorded nearly $11 billion of dubious 
profit, all of which would be reversed in 2008. In turn, 
Mozilo received compensation of nearly $392 million from 
2003 through 2007.4

While Countrywide was not the only lender that sold 
questionable loans with enormous fees that burdened 
hundreds of thousands of Americans with high-interest 
mortgages many could not afford, it was clearly the largest 
and most ubiquitous. In fact, Countrywide helped thou-
sands realize their dream of home ownership, but for many 
the experience was short-lived and has ended in financial 
disaster. For Mozilo, who dumped more than $400 million 
of his Countrywide shares, some at allegedly inflated values, 
this ill-fated experiment in home ownership removed the 
ambiguity of just whose mission he accomplished.

In 2005, Countrywide originated nearly $500 billion 
in mortgage loans and, as in prior years, shoveled most 
of them off its balance sheet through securitizations—the 
bundling, sectioning, and remarketing of financial assets 
that have been central to the financial meltdown. That the 
securitization of financial assets, particularly subprime and 
other nonprime home loans, was the highly combustive fuel 

“Housing is critical 
to our nation’s 

welfare and to 
our communities’ 

well-being.”  

by Gordon yale

“All tragedies in life are preceded by warnings...” 
– Arthur Levitt, SEC chairman, 1993-20011

In February 2003, Angelo R. Mozilo, an Italian butcher’s son 
and the well-tanned and impeccably dressed manifestation 
that the American dream still lives, stood before an audience 
of academics and mortgage professionals in Washington, 
D.C., to lay out his vision.

“Expanding the American dream of home ownership 
must continue to be our mission,” he said, “not solely for 
the purpose of benefiting corporate America, but more im-
portantly, to make our country a better place.”2 As the chair-
man, chief executive officer, and president of Countrywide 
Financial Corporation, the mortgage banking behemoth 
he cofounded nearly 35 years before, Mozilo possessed 
both the power and vast resources to transform his gauzy 
message into hard-boiled business policy.

Mozilo, something of an evangelical capitalist, talked of 
home ownership as the social glue that “increases personal 
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that propelled the housing boom for much of decade is well 
known. But nearly lost in the relentless pageant of alarming 
economic news following the collapse of home values is that 
arcane accounting rules have been the primary enabler for 
financial firms like Countrywide. These rules have helped 
companies conceal their ever-increasing mountains of debt 
and provided the cover for the up-front recognition of mas-
sive and unearned future profits that were all too often the 
product of guesswork.

For a generation, these flawed accounting rules have 
helped camouflage the risks of many highly leveraged 
companies and allowed them to overstate their financial 
condition. And while there is good cause to celebrate recent 
reforms that should prevent future abuse, there are also 
compelling reasons to ask this question: What took the 
accounting standards-setting bodies—the Financial Ac-
counting Standards Board (FASB) and the Securities and 
Exchange Commission (SEC)—so long?

Auditors, regulators, investors, rating agencies, and 
rule-making bodies have known for more than 20 years 
that accounting standards for securitizations reflected the 
legal form of these complex transactions rather than their 
economic substance. In some instances, regulators, analysts, 
and the rating agencies have looked through the permissible 
accounting and made appropriate adjustments to balance 
sheets, income statements, and regulatory capital require-
ments that reflect the economic essence of securitizations. 
But in far too many cases, these same analysts, as well 
as underwriters, lenders, and investors, have been naïve, 
cynical, or simply clueless to the distortions inherent in 
the financial reporting. The result has been a long series 
of abuses and scandals that have cost investors billions of 
dollars and, more recently, contributed to the near collapse 
of the U.S. financial system.

Securitizations can take many forms and employ a 
variety of structures, but the elements common to each 

are the aggregation of 
income-producing fi-
nancial assets that, in 
turn, are transferred to 
a bankruptcy-remote 
entity, typically a trust, 
and then carved into 
pieces—called tranch-
es—that have a struc-

tured hierarchy of rights to the anticipated cash that the 
assets are expected to generate. The financially engineered 
product is then remarketed much as a bond, secured by 
the financial assets, and separated into a series of tranches, 
each with different risks and returns.

Carved in (Sand) Stone
Some of the pernicious ramifications of securitizations were 

apparent long before the meltdown of the residential sub-
prime mortgage market. The issues not only involve the 
inconvenient governance inherent in a typical securitization, 
but have far broader impact because of the permissive ac-
counting principles that have more or less been the standard 
since 1984.

What many don’t realize is that accounting can cause 
distortions, is sometimes counterintuitive, and, at times, 
is simply abusive. For example, the broad principles of 
financial accounting recognize that the economic substance 
of a transaction, rather than its form, should be reported. 
Further, another fundamental tenet is that income shall not 
be recognized until earned—or, in other words, income 
shall not be recorded until the good or service has been 
delivered. But the convolutions of modern financial transac-
tions, coupled with the politics of standards setting that has, 
at times, favored industries over investors, have resulted in 
ambiguous, contradictory, or permissive promulgations that 
often encourage mischief. As widespread abuse becomes 
publicly apparent, rules are reformed or reversed. And while 
the transactions themselves may not change, the required 
accounting for them may be the professional gospel today 
and apostasy tomorrow.

Under FASB Statement No. 140, which was superseded in 
November 2009, I could borrow from a lender by securing 
the loan with my accounts receivable. But if I tweaked the 
structure of the transaction just so, I would be permitted not 
only to remove my receivables from my balance sheet, but 
also to escape recording the additional debt I incurred. And 
failing to recognize debt is, typically, a financial statement 
distortion quite favorable to me. Although the rules have 
changed several times, the essence of FASB Statement No. 
140 has been practice for nearly 25 years.

From approximately 1984 through 1996, the structuring 
was relatively simple. GAAP, then outlined in FASB State-
ment No. 77, provided that my loan was not a loan, and 
the pledge of my accounts receivable was not a pledge, but 
the transaction was, instead, a sale of my accounts receiv-
able to a third party as long as I could comply with three 
straightforward conditions.

GAAP has evolved since then, but a similar alchemy, a 
bit harder to engineer, remains. Under the provisions of 
FASB Statement No. 140, the now superseded accounting 
principle, I could derecognize my receivables and not record 
my secured loan, despite its recourse to me. Moreover, I was 
permitted to record the transaction as a sale of my assets, 
and I was required to recognize a profit based upon the 
interests I retain, even though I may have not collected the 
first dollar due to me. To reap these considerable benefits, 
the transaction required that:
1. I transfer my assets to a bankruptcy-remote special-pur-

pose entity (usually a trust) that is beyond my control.
2. The purchaser (my former lender) must have the right 

What many don’t realize is 
that accounting can cause 
distortions, is sometimes 
counterintuitive, and, at 
times, is simply abusive.



The RMA Journal February 2010 69

to pledge or exchange the receivables I transfer to him.
3. I cannot retain effective control over the receivables I 

transferred. Control, in this instance, means that there 
is no agreement that both entitles and obligates me to re-
purchase or redeem my accounts receivable before their 
maturity. 
In other words, I could account for my secured loan as if 

I sold my receivables rather than merely borrowed money 
against them, even if I am obligated (but not entitled) to take 
back these assets for any reason, including their worthless-
ness. The sad fact is that while this accounting treatment 
sounds too good to be true, it hasn’t been.

In fiscal 1999, for example, New Century Financial Cor-
poration, one of the largest of the subprime mortgage bank-
ers, securitized more than $3 billion of mortgage-backed 
securities, but had only $680 million of indebtedness, most 
of it from financing mortgages that the company held for 
future securitizations that in turn would be removed from 
its balance sheet. Had the 1999 securitizations been ac-
counted for as secured debt, the debt-to-equity ratio of 
New Century would have been greater than 21-to-1, leaving 
little equity to cushion future loss in a high-risk business. 
New Century’s adjusted leverage was undoubtedly higher 
because it securitized nearly $3.4 billion in 1997 and 1998, 
a large portion of which likely remained outstanding. At 
the same time, New Century held residual interests in its 
securitizations of approximately $365 million, some 2.1 
times stockholders’ equity.5 The interests retained by se-
curitization sponsors like New Century, and accounted for 
as assets, were often the most risk-laden—that is, the most 
subordinate tranches. 

Ghost Assets and Phantom Profits
The stealth debt permitted by accounting rules was only part 
of the permissive equation. Because GAAP treated securitiza-
tion transactions not as loans but as sales of financial assets, 
there was also a vast potential for the recognition of sub-
stantial but unearned profits on these transactions. In many 
instances, the genius behind the financial engineering was 
not the advanced mathematics that endeavored to measure 
risk, but more the simple salesmanship that persuaded all too 
many investors and rating agencies that the value of a pool 
of mortgages was magically enhanced if one simply tinkered 
with investor rights to the pool’s cash flows.

The belief in the hocus-pocus that securitizations some-
how changed the aggregate risk and value of mortgage pools 
also gave rise to the equally harmful practice of immediately 
recognizing unearned profits as a result of the “gain on sale” 
that was permitted under GAAP. These gains, particularly 
with risky assets such as subprime mortgages and auto loans, 
defaulted credit card debt, and other higher-risk, higher-
reward financial assets, were often quite substantial. 

In typical securitization transactions, the seller of the fi-

nancial assets retains an ownership interest in the pool that 
is securitized. The nature of the ownership interest can vary, 
but this residual is often the most subordinate portion of 
the securitization and is commonly known as the equity (or 
first-loss) tranche. The value inherent in the residual inter-
est generally has two sources: 1) the difference, over time, 
between the earnings on underlying financial assets and the 
interest payments due to 
the owners of the more 
senior tranches; and 2) 
the excess collateral, if 
any, that was provided 
to reduce the credit risk 
of the transaction.

Because subprime 
mortgages had aver-
age lives of somewhere 
between two and five 
years, the value of my 
residual interest cannot 
be precisely known un-
til the mortgages pay off. The spread (the difference between 
what is paid and what is received) and how much of the 
excess collateral comes back depend on a number of future 
events about which I can make an educated guess, but 
cannot know for certain. If the financial assets that were 
securitized do not perform and the cash they generate is 
not sufficient to pay interest and principal to the more 
senior tranches, then the value of my residual interest is 
accordingly reduced, if not eliminated.

The accounting for the senior tranches I sold is straight-
forward. The owners of the senior pieces of securitizations 
recognize their income as it is earned, typically in the form of 
interest income as it accrues or as it is paid out to them. Inter-
est is not earned and the income is not recognized unless the 
debt upon which interest is paid remains outstanding over 
time, thus entitling the right to interest payments. Moreover, 
the debtor must have the ability to make payments because 
if the interest cannot be paid, then the income I recognized 
must be offset by an allowance for loss.

The same dynamics are true for the residual tranche, but 
through the perverse magic of GAAP, the seller of the pool 
of mortgages who retains a residual interest is permitted, 
even required, to recognize the present value of all of its 
income upon the closing of the “sale” that typically occurs 
well in advance of the completion of the earnings process. 
The accounting creates a conundrum. Because the payment 
of interest and repayment of principal on a residual are 
inherently more tenuous than the interest and principal paid 
to the senior tranches, it would follow that if any interest 
income was recognized before it was earned, it should be 
the income due the senior tranche because it is substantially 
more likely that its interest will, in fact, be paid.

Because GAAP 
treated securitization 
transactions not as loans 
but as sales of financial 
assets, there was also 
a vast potential for the 
recognition of substantial 
but unearned profits 
on these transactions.
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To that extent as well, FASB Statement No. 140 was coun-
terintuitive. The standard was an outright rejection of two 
of the fundamental tenets of accounting: that income shall 
be recognized only when it is earned and that accounting 
shall reflect the economic substance of a transaction, not 
the form. Instead, FASB Statement No. 140 permitted gain 

on sale to be recorded 
on what amounts to 
an estimate of the out-
come of future events. 
And those estimates 
are dependent on the 
assumptions that the 
underlying pool of 
mortgages will remain 
outstanding as forecast, 
that the borrowers will 
pay interest and repay 
principal as anticipated, 

and that the cash assumed to trickle down to the residual 
tranche will be received as projected. Thus, the gain is mea-
sured, in large part, by an educated guess and, occasionally, 
by a not-so-educated guess.

Estimates of future events are imbued in many financial 
statement accounts. Companies often estimate what portion 
of their receivables won’t be collected, what their future war-
ranty costs are likely to be, and what portion of goods sold 
will ultimately be returned. Audit literature requires that 

independent certified public accountants take special care in 
auditing estimates, including fair value measurements and 
investments in securities that are not actively traded.

Mind the GAAP
Estimates, in other words, are the stuff of potential ma-
nipulation. Take the example of Creditrust, a company in 
Baltimore, Maryland, that raised approximately $80 million 
in equity capital based upon gains on sale in connection 
with its securitizations of delinquent credit card receivables. 
In 1997, Creditrust reported net income for the year of 
approximately $456,000. In the first quarter of 1998, the 
company reported that earnings had increased substan-
tially, but the improved results were not sufficient to drive 
Creditrust’s market capitalization to $124 million, a massive 
multiple of 272 times trailing-year earnings. The catalyst 
for that leap was Creditrust’s disclosure in its initial offer-
ing documents that the company recently realized a $6.1 
million gain as a result of the securitization of its defaulted 
credit card receivables. A second equity offering in 1999, 
following the report of a second securitization upon which a 
$7.4 million gain on sale was reported, valued the company 
at $190 million.

The gains were illusory. Creditrust filed for bankruptcy in 
2000 and, after more than five years of litigation, class-action 
plaintiffs settled fraud charges for $7.5 million, a recovery 
that represented less than 10% of the equity Creditrust had 
raised in the capital markets.6 While the losses were by 

Companies often estimate 
what portion of their 
receivables won’t be 
collected, what their 
future warranty costs 
are likely to be, and what 
portion of goods sold will 
ultimately be returned.
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no means remarkable, the fact that Creditrust could raise 
$80 million of equity was preposterous because a similar 
scam had been discovered at Commercial Financial Services 
(CFS), the nation’s largest purchaser of delinquent credit card 
receivables and the pioneer of their securitization. When 
CFS collapsed, it threw 3,900 people out of work and left 
behind some $2 billion of securitization wreckage. In both 
the Creditrust and CFS cases, the gains on sale were calcu-
lated from bloated estimates of future collections.

Nor were the restatements of financial results related to 
gain-on-sale accounting—essentially, public admissions of 
errors—limited to securitizations of delinquent credit card 
receivables. Others, including First Plus Financial Group, 
an auto lender, and Green Tree Financial, a manufactured 
housing lender, were compelled to write down or restate 
residual interest values from their securitizations as well.

Which brings us back to Countrywide, which by 2005 
was the nation’s largest home mortgage lender and a major 
player in subprime and second-lien home equity mortgage 
products, particularly in California. In 2005, Countrywide 
originated nearly $500 billion of mortgage loans, as well as 
nearly $90 billion in more risky home equity and nonprime 
products, and securitized $365 billion of mortgages. As a 
result, Countrywide earned more than $2.5 billion of net 
income, and its shares traded at a respectable multiple of 
nearly nine times trailing earnings of $4.11 per share. Fat 
profits brought fat recompense to its chief executive Angelo 
Mozilo, according to Forbes.

What clearly appeared to be a good year was not without 
ominous portents, however. First, Countrywide recognized 
$4 billion from the gains on sales of its securitizations. 
Without the up-front recognition of this income, a frac-
tion of which would have been recognized had not the 
abusive accounting been permitted, Countrywide would 
have earned pretax income of approximately $147 million, 
an anemic return of roughly 1% on equity.7 And because 
Countrywide profits were inflated by gains on sale from 
securitizations, Mozilo’s massive, performance-based com-
pensation was based not on what the company earned, but 
on guesses about what the ultimate economic result was 
likely to be.

In addition to gains on sale, the company also recognized 
approximately $5.8 billion of mortgage servicing rights 
(MSRs) from its securitizations. MSRs are a GAAP concoc-
tion that permits recognition of the present value of the 
future income streams that are expected to come from the 
retained servicing rights to the mortgages transferred in a 
securitization. The recognition of MSRs is a clear departure 
from the fundamental accounting axiom that income shall 
be recognized only when it is earned. MSRs figure into the 
gain-on-sale equation and, as a result, are part of the gift of 
income that gain-on-sale accounting allowed.

How likely was Countrywide to realize its gains on sale? 

Research widely available at the time indicated that the 
housing market was in jeopardy. In an October 2005 report, 
Moody’s Economy.com concluded that many signs pointed 
to the single-family market topping out.

As John Maynard Keynes, the great economist, once 
shrewdly observed, “Markets can remain irrational longer 
than you can remain solvent,” and Countrywide proved 
the obverse of that rule for when the markets wised up, 
Countrywide failed. In January 2006, the Standard & Poor’s/
Case-Shiller Index provided additional evidence of just how 
irrational the housing market had become. In 2005, ac-
cording to the index, home prices in Phoenix increased a 
whopping 42% and in Miami and Tampa more than 30%. 
In the two-year period ended in December 2005, home 
prices in Las Vegas increased 61%; in San Diego, the two-
year increase was almost 35%. Over the same period, the 
20-city index increased more than 34%. Concurrently, the 
rate on conventional mortgage rates climbed from 5.71% at 
the beginning of 2005 to 6.27% at year-end, making home 
purchases even less affordable.

Rating Agencies Roll Over
In 2006, Countrywide originated $468.2 billion of new 
loans, including $87 billion of subprime and second-lien 
home equity loans in total, down approximately 6% from 
the level in 2005. The firm securitized some $362 billion 
of its new loans, recognizing a gain on sale of $4.7 bil-
lion, without which the company would have recognized 
pretax losses of approximately $350 million. Mozilo fared 
better. His compensation 
for the year totaled more 
than $48.1 million, an 
amount apparently tied 
to reported net income 
of nearly $2.7 billion that 
included the gains on sale 
from securitizations.

There was mounting 
evidence, however, that 
the housing boom was over. The Case-Shiller Index re-
ported a substantial sluggishness in residential markets. 
Between December 2005 and December 2006, home prices 
in Phoenix increased less than 1%, while in Tampa values 
grew 2%. In the major California markets, which made up 
nearly 45% of Countrywide’s portfolio, home values in Los 
Angeles were up approximately 2%, but in San Francisco 
values were down 1% and prices in San Diego declined 
more than 6%. Overall, the 20-city index was up less than 
1% for the year.

The exhaustion of most home markets by the end of 
2006 should have alerted investors and rating agencies that 
Countrywide’s massive gains on sale in connection with its 
securitizations were in substantial jeopardy. Constant or 

Constant or deflating 
home prices increased the 
risks of Countrywide’s 
exposure to second-lien 
home equity loans and 
subprime mortgages.
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deflating home prices increased the risks of Countrywide’s 
exposure to second-lien home equity loans and subprime 
mortgages, a significant component of both its securitiza-
tions and its investment portfolios. Because home equity 
loans and piggy-backed subprime loans (where the down 
payments were also borrowed) were often based on com-
bined loan-to-values of up to 100%, the relative strength of 
the single-family market was an obvious and key indicator 
of Countrywide’s financial health with home price deflation 
presenting a major risk.

There was additional evidence as well. In 2006, an an-
nual Harvard University study concluded that the housing 
correction was under way. Although it failed to predict the 
housing catastrophe that wouldn’t fully erupt until 2007, 
the study noted that, in 2006, home sales had declined 
10%, housing starts had fallen 13%, and excess housing 
stock had increased by 500,000 units.

Countrywide’s exploitation of permissive accounting, 
coupled with an adversely dynamic marketplace and stag-
nant earnings, should have alerted investors to the firm’s 
perilous situation. Yet, Countrywide’s stock price broke the 
$40 barrier on November 13, 2006, and investors were 
apparently little concerned when the firm, buoyed by its 
gains on sale, announced marginally improved 2006 earn-
ings of $4.30 per share (versus $4.11 per share in 2005) on 
January 30, 2007. Common shares broke the $45 barrier 
briefly on February 2, a healthy multiple of trailing earnings 
of over 10 times.

The analysts should have known better, and they did. 
Moody’s Investors Service recognized as early as 1987 that 
while “...the practices developed by the accounting and 
regulatory world are useful starting points for the credit 
analyst... these guidelines do not fully capture the true 
economic risks of a securitized asset sale to the origina-
tor’s credit quality.”

In 1997, Moody’s reported that it backed out securitiza-
tion gains on sale and added back the securitized assets and 
the debt that funded them to the seller balance sheets in its 
calculations of debt service coverage and leverage, two key 
financial metrics used to determine credit quality. 

Similarly, in a 2005 report, Standard & Poor’s stated: 
“To the extent that the securitization establishes true risk 
transference, the transaction is interpreted as resembling an 
asset sale, whereas in the much more common case, where 
the issuer retains the bulk of the risks related to the asset, 
the transaction is akin to a secured financing.”

In its report, S&P acknowledged that, frequently, only the 
risks of “catastrophic loss” are passed to the purchasers of 
securitizations and that even if the first-loss tranches are sold 
to third parties, companies that relied on securitizations as a 
primary funding source faced the all-too-ugly consequence 
of “moral recourse” regardless of what the contracts with 
investors provided.8 In short, if investors in securitizations 

faced grievous loss, the seller was expected to—and often 
acknowledged that it would—make good because angry 
market participants would unfailingly retaliate with a para-
lyzing indifference to their future offerings.

Both Moody’s and S&P rated Countrywide’s unsecured 
debt. From 2001 forward, the long-term ratings were A 
from S&P and A3 from Moody’s, both mid-range invest-
ment-grade ratings despite the expressed misgivings about 
Countrywide’s “significant investment in MSRs and other 
retained interests,” its involvement in nonprime lending, 
and its liquidity and capital structure. But even with con-
cerns about Countrywide’s accounting, the qualms about 
its capital structure, and the continued unraveling of the 
housing markets in California and across the country, both 
Moody’s and S&P maintained their ratings through August 
15, 2007, when the market for Countrywide’s commercial 
paper disintegrated, compelling the company to exhaust its 
$11.5 billion credit line from a consortium of banks. 

By mid-2007, the mortgage finance industry was in dis-
tress, and while the evidence may not have been wholly 
definitive it was omnipresent. Countrywide’s financial 
deterioration was clearly visible, the ominous outlook for 
residential real estate was well known, and the beginning 
of a serious decline in nonprime securitization prices was 
under way. In June 2007, two hedge funds managed by 
Bear Stearns, once the fourth largest investment bank in 
the country, collapsed under the weight of margin calls as 
the collateralized debt obligations (CDOs) they held lost 
substantial value. The CDOs, composed in good part of sub-
prime mortgages and other risk-laden loans, were leveraged 
by up to $60 of debt for 
each $1 of equity—yet 
another example of how 
debt can magnify losses 
in investments gone 
bad.9 Within a month of 
the first announcement, 
Bear Stearns unwound 
the funds sufficiently to 
inform investors of the nearly total devastation in the more 
“conservatively” managed fund and the complete annihila-
tion of value in the aggressively managed portfolio.

During this same period, delinquency rates on home 
loans continued to increase, exacerbating the descent of 
home values at alarming rates. Six of the top 10 communi-
ties suffering the highest rates of mortgage delinquencies 
were in California and Florida, Countrywide’s two largest 
markets.

Even modest declines in home prices were catastrophic 
to the value of many subprime securitizations. Describing 
a March 2007 conference call with Fitch Ratings, the na-
tion’s third largest rating agency, Robert L. Rodriguez, a 
fund manager for First Pacific Advisors, said Fitch analysts 

Even modest declines 
in home prices were 
catastrophic to the 
value of many subprime 
securitizations.
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acknowledged that their subprime models would begin to 
break down should home prices remain flat for an extended 
period and that a modest 2% price decline would impact 
the highest investment grades—that is, the AA and AAA 
tranches—of newly issued subprime securitizations. Given 
estimates that nearly 26% of all subprime and 41% of Alt-A 
mortgages were originated in California, where Country-
wide had its largest presence and was a major nonprime 
player, the hazards should have been clear.

Some of these developments were manifested in Country-
wide’s second-quarter results announced on July 24, 2007. 
While the company realized earnings of $919 million for the 
six months then ended, the results represented a decline of 
approximately 35% from the comparable period in 2006. 
Without gains on sale of more than $2.7 billion—the perni-
cious future earnings recognized currently—Countrywide 
would have suffered a pretax loss of nearly $1.4 billion. 
Operating cash flow deficits were some $6.8 billion, partly 
as a result of Countrywide’s inability to sell off newly se-
curitized assets. 

Between December 31, 2006, and June 30, 2007, Coun-
trywide accumulated an additional $12 billion of mortgage-
backed securities that it held available for sale, but the 
firm did not disclose what portion were securitizations of 
troubled nonprime assets. The buildup of mortgage inven-
tory was another troubling indication that Countrywide’s 
securitizations were losing favor—and hence value—in an 
increasingly brutal marketplace. Delinquencies on Coun-
trywide’s subprime loans rose to more than 20%, up from 
13.7% in the prior year, and home equity loan delinquencies 
more than doubled to 5.4%.

In all, Countrywide 
announced that it re-
corded nearly $445 
million of loan losses 
and took an additional 
$697 million impair-
ment charge on its 
retained interests from 
securitizations, a ten-
fold increase over the 
comparable period in 
the prior year. Trends 

matter and Countrywide’s reports drove a broader market 
selloff that resulted in a 2% decline in the S&P 500, its 
largest drop in five months. Countrywide’s shares declined 
11% that day.

Despite bad results and worse data, the rating agen-
cies were unmoved. On August 2, 2007, with more than 
a week to digest Countrywide’s earnings announcement, 
Moody’s reaffirmed its mid-investment-grade rating of A3 
and designated it as stable. S&P and Fitch were silent, but 
investors in Countrywide’s commercial paper were not so 

passive. By August 15, Countrywide was compelled to draw 
nearly $11.5 billion on its unsecured bank lines to take 
out approximately $12 billion of short-term, asset-backed, 
and unsecured commercial paper—for which there were 
no new takers.

As has often been the norm, only after credit markets had 
spoken did the rating agencies follow with downgrades. On 
August 16, Moody’s dropped its Countrywide rating from 
A3 to Baa3, its lowest investment-grade rating; S&P’s fell 
from A to A-, an embarrassingly tentative move; and Fitch 
lowered its rating from A to BBB+, a two-notch downgrade 
that split the difference with its larger brethren. The rating 
agencies were highly conflicted because they had also rated 
the abundance of Countrywide securitizations that had 
come to market during the explosive growth of mortgage 
loan volumes that began in 2001, and the securitizations 
were a far more lucrative book of business.

By the end of the second quarter of 2008, the last quarter 
it would ever report as an independent entity, Country-
wide had suffered net losses of an additional $3.2 billion 
as a result of $3.8 billion in loan losses, a $705 million 
impairment on MSRs, and a $497 million write-down on 
securities available for sale. One day later, Bank of America 
would complete the merger, writing Countrywide loans 
down by another $10 billion and MSRs by an additional 
$1.5 billion. Within six months, Bank of America would 
write MSRs down by an additional $7.1 billion. But by 
Bank of America’s accounting, Countrywide was insolvent 
on the day it merged.

There You Go Again
With the discovery and playing out of every financial scan-
dal, the press invariably runs postmortems about lessons 
learned—which, invariably, never are. So it goes with the 
accounting standards for securitizations that have been 
changed or amended many times since 1974, but both 
gain-on-sale accounting and off-balance-sheet treatment 
were preserved.

“There is no question that the FASB knew it had a serious 
problem in the financial reporting of securitizations,” testi-
fied Donald M. Young, an FASB board member from 2005 
through mid-2008, at a hearing of the House Subcommittee 
on Securities, Insurance, and Investment on September 18, 
2008. “The question is, why was it not addressed until after 
this crisis was evident? When I asked the staff the reasons for 
the delay, I was informed that there were concerns over the 
standard-setting actions we were considering, which would 
more accurately reflect the underlying economics, [and] 
would, in turn, undermine companies’ ability to execute 
securitization[s] worth many billions of dollars. It would 
be bad for business to provide transparency... at least in 
the short term.” 

“FASB was under intense pressure from industry,” said Alan 
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Blinder, a former vice chairman of the Board of Governors 
of the Federal Reserve and now a professor at Princeton 
University. “It is fair to say that the industry and the regulatory 
community alike failed to look through the off-balance-sheet 
entities with a skeptical eye and see the extent of what they 
might be on the hook for in a bad case scenario.”10

In a letter to Senator Jack Reed dated June 26, 2008, and 
written prior to his Congressional testimony, Young, the 
former FASB board member, wrote: “We lacked the ability 
to overcome the lobbying efforts that effectively argued that 
if we made substantive changes we would hamper the credit 
markets and hurt business. Our inaction did not hamper 
credit markets—it helped to destroy them.” 

On September 15, 2008, the same day Lehman Brothers 
filed for bankruptcy, the FASB released yet another revision 
to its 2005 exposure draft on FASB Statement No. 140. The 
proposed standard, effective November 15, 2009, eliminates 
the concept of qualifying special-purpose entities and re-
quires that securitizations meet the more stringent standards 
that were promulgated in Enron’s aftermath. The changes are 
expected to force the consolidation of securitization trusts 
with transferor financial statements, effectively ending the 
gain-on-sale accounting that has been distorting financial 
reporting for more than a generation.

In a contemplative interview, FASB Chairman Robert 
Herz told Reuters that banks bent and stretched accounting 
rules from “day one” to keep risky securitized assets, such 
as subprime mortgages, off their books. “[FASB Statement 
No. 140] …didn’t work, it was stretched, and not complied 
with.... The original rules made sense, it’s just the market 
practice didn’t comply with that.... Things were written into 
the [securitization trust] agreements and in some cases the 
auditors didn’t see them and even the companies didn’t see 
that they violated these rules,” Herz contended.11

Everyone, it seems, except the standard setters, was 
wrong. v

••
Gordon Yale, CPA, CFF, and CFE, is the principal of Yale & Company, a forensic accounting 
firm, and a former securities analyst. He has served as a special investigative consultant 
to the Securities and Exchange Commission and has testified on audit negligence and 
securities fraud issues in civil matters. Contact him at gyale@gyale.com. 
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