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Overview


The Capital Markets, Insurance, and Government Sponsored Enterprises Subcommittee of the House Financial Services Committee convened a hearing today titled “Mark-to-Market Accounting: Practices and Implications,” Subcommittee Chairman Kanjorski (D-PA) praised comments made at the hearing by FASB Chairman Robert Herz, who indicated that he would attempt to work with his colleagues to issue additional guidelines on the application of existing mark-to-market rules within the next three weeks. Kanjorski stated that the Subcommittee would convene a new hearing on this topic immediately following the Easter recess, to hear a report on the progress made on this issue. If satisfactory results have not been achieved at this juncture, he asserted that legislation would be introduced, which he said would move expeditiously through the Congress. 

Topics discussed at this hearing included, but were not limited to: (1) issuance of additional mark-to-market guidelines; (2) principles of mark-to-market accounting; (3) capital levels; (4) suspension of mark-to-market rules; and (5) uptick rule/short selling.  The full report also discusses long-term accounting reform and the impact of mark-to-market on lending.
Principles of Mark-to-Market Accounting - Several Committee members present on both sides of the aisle expressed support for the overall principle of mark-to-market accounting, but asserted that its application was inappropriate under current conditions. To address the concern that the pro-cyclical tendency of these standards is exacerbating the current economic crisis, a number of Representatives present recommended the temporary suspension of mark-to-market rules or the issuance of guidelines that would increase the flexibility of the application of these rules. 
Capital Levels – In assessing the application of GAAP-based requirements in regulatory capital, OCC Deputy Comptroller for Regulatory Policy Kevin Bailey stated that banking agencies “should continue to consider the critical need for risk sensitivity in regulatory capital while seeking to limit volatility that is temporary in nature from resulting capital requirements.” He went on to say that agencies should also continue to evaluate relevant supervisory, financial reporting, and macro-prudential considerations throughout this process. Representative Royce (R-CA) was joined by a number of other Committee members present in arguing that Congress should examine the pro-cyclical nature of capital valuation tools, and that these have a tendency to compound and exacerbate the peaks and valleys in the market performance. 
Issuance of Additional Mark-to-Market Guidelines – Bailey asserted that OCC was supportive of current efforts by the SEC and the Basel Committee to enhance existing accounting practices as it relates to the application of fair value measurement in illiquid markets and the treatment of “other than temporary impaired” (OTTI) assets. As a possible improvement, he cited the differentiation between credit-related and non credit-related impairments, where the former would continue to count against earnings, while the latter would be recognized in other-comprehensive-income (OCI) and not effect capital. 

Herz emphasized the need for good judgment in the accounting profession, noting that the existing FASB standard dictates that auditors should not look to forced sales or distressed liquidations in their valuations. He said that they should be valuating on cash-flow projections, but that many are implementing mark-to-market on a “last-trade basis,” which is not the intent of fair value accounting. Herz pledged to make an effort to offer additional guidelines for existing mark-to-market rules by the first week of April, but maintained his position that Congress should not pursue a temporary suspension of mark-to-market rules. 

Suspension of Mark-to-Market Rules – Representative Ron Klein (D-FL) called for the temporary suspension of mark-to-market rules, but this view was generally not shared by his colleagues. Chairman Kanjorski, Ranking Member Scott Garrett (R-NJ), and a number of other Committee members present pressed regulators to issue additional guidelines on the application of existing rules, but did not ask for temporary suspension. SEC Chief Accountant James Kroeker and Herz stated that they would oppose temporary suspension of mark-to-market rules. 

Uptick Rule/Short-Selling - Based on his experience advising former presidents like Jimmy Carter and Ronald Reagan, Representative Kaptur (D-OH) asked The Secura Group of LEGC Chairman William Isaac, a former FDIC Chairman, how he would advise the current President on fixing the economy. Isaac responded that he would tell President Obama to bring the SEC Chairman to his office and ask him to work on the uptick rule, and stress the need to address short selling. 

Issuance of Additional Mark-Market Guidelines


Subcommittee Chairman Kanjorski praised comments made at the hearing by Herz, who indicated that he would attempt to work with his colleagues to issue additional guidelines on the application of existing mark-to-market rules within the next three weeks. Herz stated that he was only one board member out of five, but that FASB would work to do everything they can to address this problem. 


Bailey stated that OCC was supportive of current efforts by the SEC and the Basel Committee to enhance existing accounting practices as it relates to the application of fair value measurement in illiquid markets and the treatment of OTTI assets. As a possible improvement, he cited the differentiation between credit-related and non credit-related impairments, where the former would continue to count against earnings, while the latter would be recognized in OCI and not effect capital. 


Ranking Member Garrett noted that FASB has currently been reviewing guidelines and using deliberation in this process, but agreed with Chairman Kanjorski that he would like to see regulators act with additional speed. 


Herz emphasized the need for good judgment in the accounting profession, noting that the existing FASB standard dictates that auditors should not look to forced sales or distressed liquidations in their valuations. He said that they should be valuating on cash-flow projections, but that many are implementing mark-to-market on a “last-trade basis,” which is not the intent of fair value accounting. Herz pledged to make an effort to offer additional guidelines for existing mark-to-market rules by the first week of April, but maintained his pledge that Congress should not pursue a temporary suspension of mark-to-market rules. 


Herz stated that assets that are going to be sold or traded need to be valued on a mark-to-market basis. However, assets that are going to be held to maturity should be evaluated on a cash-flow basis.  


Full Committee Chairman Frank called on regulators to exercise flexibility and discretion when valuating assets, and directed the witnesses to inform the Committee if there was anything in existing legislation that would deprive regulators of their ability to do this. He asserted that mark-to-market should be applied with flexibility, and that there should be no rigidity in the valuation of an asset class that an institution has always held to maturity, and that has consistently provided a good return on investment. Bailey replied that he believed supervisors had significant discretion. 


Representative Price stated his belief that Congress should not write technical accounting standards, but that FASB and the SEC have had “more than enough time to provide relief,” and that “we simply cannot wait any longer to help institutions classify illiquid assets.” 


Representative Hinojosa called on regulators to consider modification to mark-to-market rules, asserting that the current system is flawed because only the asset side of the balance sheet is examined. 

Principles of Mark-to-Market Accounting


Chairman Kanjorski stated that he had previously taken the position that Congress should not interfere with legislation in the area of technical accounting rules, because this is better left to regulators and technical experts. However, he said there is “no doubt” that these rules have had a pro-cyclical effect on the current crisis, and Congress will act if regulators do not.  


Ranking Member Garrett and several Subcommittee members present on both sides of the aisle expressed support for the overall principle of mark-to-market accounting, but asserted that its application was inappropriate under current conditions. To address the concern that the pro-cyclical tendency of these standards is exacerbating the current economic crisis, a number of Congressmen present recommended the temporary suspension of mark-to-market rules or the issuance of guidelines that would increase the flexibility of the application of these rules. 

Garrett asserted that the system was intended to provide reliable, real-time valuations for investors so that they do not have to rely on biases of management in this pricing. He said that this accounting method has its advantages in times of healthy markets, but noted that, in the past year, mark-to-market has prevented investors from attaining the true value of assets because it is pro-cyclical in nature.

Capital Levels


In assessing the application of GAAP-based requirements in regulatory capital, Bailey stated that banking agencies “should continue to consider the critical need for risk sensitivity in regulatory capital while seeking to limit volatility that is temporary in nature from resulting capital requirements.” He went on to say that agencies should also continue to evaluate relevant supervisory, financial reporting, and macro-prudential considerations throughout this process. Representative Royce was joined by a number of other Committee members present in arguing that Congress should examine the pro-cyclical nature of capital valuation tools, and that these have a tendency to compound and exacerbate the peaks and valleys in the market performance.

Suspension of Mark-to-Market Rules


Representatives Klein (D-FL) and Bachmann (R-MN) called for the temporary suspension of mark-to-market rules, but this view was generally not shared by their colleagues. Chairman Kanjorski, Ranking Member Scott Garrett (R-NJ), and a number of other Committee members present pressed regulators to issue additional guidelines on the application of existing rules, but did not ask for temporary suspension. SEC Chief Accountant James Kroeker and Herz stated that they would oppose temporary suspension of mark-to-market rules.


Representative Grayson said that it does not make sense to “kill the messenger” when mark-to-market tells regulators that an institution is insolvent. Kroeker agreed, noting that they do not support the suspension of mark-to-market, but have raised some issues about its application in the SEC study. 

Long-term Accounting Reform


Herz indicated that he would attempt to have FASB issue additional guidelines on existing mark-to-market application, but said that a long-term objective of resolving uncertainties about the ranges of cash flows resulting from illiquid assets would be a lengthy process. If FASB were to take on long-term reform, he asserted that they would want to implement an international model, and this would include the Financial Stability Forum, SEC, G-20, and others. He estimated that an international revamping of this magnitude would take over a year. 

Impact of Mark-to-Market on Lending


Representative Manzullo stated that mark-to-market is “killing” the manufacturing sector in the United States. He said that manufacturers that have had loans with the same institutions, maintained the same amount of sales, and had the same collateral, are being told by bankers that they cannot lend them money because of mark-to-market rules. 

Uptick Rule/Short Selling


Based on his experience advising former presidents like Jimmy Carter and Ronald Reagan, Representative Kaptur asked Isaac how he would advise the current President on fixing the economy. Isaac responded that he would tell President Obama to bring the SEC Chairman to his office and ask him to work on the uptick rule, and stress the need to address short selling. In his written testimony, he called on Congress to immediately reinstate the uptick rule.  
Summary of Witness Testimony

Panel 1

Testimony of Mr. James Kroeker, Acting Chief Accountant, U.S. Securities and Exchange Commission

· There is no doubt about the urgency and gravity of this matter today. 

· Accounting did not start this crisis, and will not end it, but accounting should not make it worse.

· The SEC’s comprehensive study was done in concert with the Treasury and Fed, and recommended that fair value accounting should not be suspended. 

· After careful study of the factors that led to bank failures in 2008, fair value did not appear to play a meaningful role.

· The abrupt removal of fair value accounting would result in further erosion of investor confidence, and this could lead to even worse conditions.
· Based on the findings of the study, we made the following eight recommendations:
1. FAS 157 should be improved, but not suspended; 

2. Existing fair value and mark-to-market requirements should not be suspended; 

3. Additional measures should be taken to improve the application and practice related to existing fair value requirements; 

4. The accounting for financial asset impairments should be readdressed; 

5. Further guidance to foster the use of sound judgment should be implemented; 

6. Accounting standards should continue to be established to meet the needs of investors; 

7. Additional formal measures to address the operation of existing accounting standards in practice should be established; and 

8. The accounting for investments in financial assets should be simplified.

· The U.S. financial reporting system has long been regarded as first-class and providing investors with the information they need in order to invest capital. 

· SEC believes that an independent accounting financial setter is in the best position to promulgate these accounting standards. 

· An open process, including thoughtful consideration of the views of investors and others that play a critical role in U.S. markets is essential to the setting of accounting standards. 

· FASB should work on a timely basis to assist investors and auditors when making difficult decisions. 

· The use of fair value accounting for derivatives and other assets that are not held to value are the product of many years of work and experience. 

· Investor confidence is at the heart of efficiency and capital formation, and the needs of investors should be the primary focus of financial reporting. 

· Reiterated his position that mark-to-market accounting standards should not be suspended. 

· Noted that FASB and IASB have formed a Financial Crisis Advisory Group (FCAG) to help consider how improvements in financial reporting could help enhance investor confidence. OCA participates as an observer on FCAG, which began meeting monthly in January 2009. He stated that they expected the FASB to carefully consider the work of this body as it considers improvements to the guidance available in the U.S.

Testimony of Mr. Robert Herz, Chairman, Financial Accounting Standards Board

· While some have called for the suspension of mark-to-market, others have urged FASB to not suspend or weaken requirements because it is helping investors value deteriorating illiquid assets. 

· The use of fair value by U.S. financial institutions varies considerably based on the size and type of institutions. 

· Use of this accounting is most prevalent in the realm of securities and derivatives.

· Loans held to investment are carried on an amortized cost basis and are not impaired by fair value. 

· FAS 157 provides a consistent definition for fair value and provides significantly expanded disclosures with respect to the use of fair value. 

· The practice of writing down assets in a time of financial distress is not a new phenomenon and would occur with or without fair value accounting. 

· There has been an inaccurate assertion by some that the use of mark-to-market accounting caused banks to fail.

· FASB agrees with the results of the SEC study that mark-to-market did not cause banks to fail, and FASB also opposes the suspension of mark-to-market accounting. 

· FASB will continue to be committed to working with all parties in this matter. 

Testimony of Mr. Kevin Bailey, Deputy Comptroller for Regulatory Policy, Office of the Comptroller of the Currency 

· Implementation of fair value standards in the current crisis has led many to question it. Rather this method has had a pro-cyclical impact on the economy. 

· There are two critical elements in the development of OCC capital adequacy requirements.  First, they must provide an accurate and timely assessment of a bank’s risk profile. Regulatory capital rules are an essential part of OCC regulatory program. Second, it is important to limit excessive and unnecessary volatility in capital that can disrupt markets and prevent banks from lending to creditworthy customers. 

· Assets that are other than temporarily impaired (OTTI), is a primary issue with regards to mark-to-market accounting. If an asset is determined to be OTTI, then fair value principles are applied. Alternative OTTI models are currently being discussed to address this issue, and OCC supports these efforts and are prepared to assist in this process. 

· Guidance would benefit financial reporting, regulatory capital, and risk management. Fair-minded, incremental, and achievable fixes to fair-value accounting are clearly needed.

· Fair value measurement provides critical information on the value of financial instruments to investors, supervisors, and other users of financial statements. For many types of financial instruments, especially trading assets, fair value represents the best estimate of value as of the measurement date. While additional steps can and should be taken to enhance existing standards, the OCC believes that it is inappropriate to suspend current fair value measurement. In view of the concerns identified, however, additional analysis is needed before consideration is given to expanding fair value measurement to other financial instruments.

· Additional measures should be taken to improve the application of existing fair value requirements. We support current efforts of the SEC, standard setters, the Basel Committee, and other groups to enhance current practices, especially as it relates to the application of fair value measurement in illiquid markets and the treatment of assets whose value is impaired on a more permanent basis.

· In assessing the application of GAAP-based requirements in regulatory capital, the banking agencies should continue to consider the critical need for risk sensitivity in regulatory capital while seeking to limit volatility that is temporary in nature from resulting capital requirements. In that process, the agencies should continue to evaluate relevant supervisory, financial reporting, and macro-prudential considerations.

· It is incumbent on supervisors and standard setters to continue efforts to enhance current practices through additional guidance and consultation with representatives of the industry, investors and other interested persons. As part of that process, we will continue to assess the challenges and benefits of fair value measurement as we consider its use in financial reporting, risk management and regulatory capital.

Panel 2

Testimony of Mr. Jeff Mahoney, General Counsel, Council of Institutional Investors 

· The goal of financial accounting and reporting and accounting standard setters should be to satisfy the information needs of investors—the key consumers of financial reports.

· The needs of investors are most likely to be met if the responsibility to promulgate accounting standards resides with an independent private sector organization that employs a thorough public due process that actively solicits and gives preeminence to the views of investors. 

· Although we believe that the current US accounting standard setting structure and process can, and should be, further improved, we would strongly oppose any legislative or regulatory effort that would diminish the independence of accounting standard setting and provide certain industries with direct or indirect control over the outcome of the process. In our opinion, we must avoid changes to accounting standard setting that may cater to the short term self-interests of a particular industry to the detriment of the short and long-term interests of investors and other market participants.

· We generally agree with the findings of the United States Securities and Exchange Commission’s (“Commission”) recent report and recommendations to Congress on “Mark-to-Market Accounting.” More specifically, we agree with the Commission’s findings that existing fair value accounting standards for financial instruments increases the quality of information provided to investors about those contracts by better reflecting current economic reality.

· We believe that the most appropriate approach to addressing concerns about the pro-cyclical effects of fair value accounting is not to change accounting standards, but instead to encourage the US financial institution regulators to exercise their authority, which they have done on a number of occasions in the past, to modify, if they deem necessary, fair value accounting for regulatory capital purposes. That approach allows the regulators to appropriately address their responsibilities to foster safety and soundness and financial stability of US financial institutions without further lowering investor confidence by denying investors the information they need to make economic decisions.

Testimony of Ms. Cindy Fornelli, Executive Director, Center for Audit Quality 

· FAS 157 does not provide clear guidance about how to evaluate inputs when valuing an asset in a time of changing or disrupted market conditions. Guidance to aid in determining when a market is active or inactive, or when a particular transaction would be considered a “distressed” or “forced” sale not constituting evidence of fair value, would assist in exercising judgment in this area. 

· While FAS 157 creates a valuation method based first on principles and then provides certain examples in its appendices, providing more specific examples of the fair value measurements of various types of assets and liabilities under varying assumed market conditions would be very useful. 

· Additional guidance on presenting, in financial statements and notes, the periodic changes in asset valuation would be helpful to provide more useful information to investors. 

Testimony of Mr. Thomas Bailey, Chairman, Pennsylvania Association of Community Bankers, and President and Chief Executive Officer, Brentwood Bank 

· The application of mark-to-market in frozen markets is the heart of the problem. When these rules were developed, this unprecedented situation could not have been imagined. If FASB does not take action quickly, the problem will get worse. The close of the first quarter is only a few weeks away, and the second quarter 3 months after that. The FASB does not seem to realize the urgency of the situation. While the total suspension of mark-to-market accounting is very appealing, we know that many have concerns about how the capital markets may respond to that and suspension may not be possible. 

· Congress must hold FASB accountable for allowing this situation to exist and to encourage FASB to rectify this situation by providing OTTI guidance that will improve financial reporting in these unique market circumstances. Congress should ask the SEC and FASB to apply existing accounting rules that apply to loans held in portfolio to asset backed securities and other debt securities for which the institution has the intent and ability to hold.

Testimony of Mr. Lee Cotton, Past President, Commercial Mortgage Securities Association 

· CMSA along with representatives of many other industry sectors have long urged the SEC and FASB to do precisely what the SEC has suggested in its report. Preliminarily, our members believe a workable solution lies within the existing FVA framework. Thus, CMSA has asked the SEC and FASB to issue guidance on FVA clarifying that in disrupted markets such as those we now face, Level 3 data may be relied upon for securities, and we asked for clarification regarding when a market is “non-functioning.” The Public Company Accounting Oversight Board, which governs the work of auditors, has likewise been requested to ensure that its standards concerning FVA are brought into line with the SEC report’s conclusions and our recommendations.

· Accounting policymakers must give reporting entities the direction they need to rely on Level 3 data, starting with a clear, specific definition of when markets are “non-functioning.” Further, the description of “non-functioning” should encompass a broader range of market conditions than what is currently contemplated in FAS 157, which is essentially limited to circumstances where a market is “non-existent.” This acknowledgement is necessary because a market may be so severely disrupted that there is little or no trading, but under the “non-existent” standard, one trade (which most likely would represent a distressed sale or forced transaction), would put the market back into the realm of a “functioning” one. A significant decline in the number of orderly transactions, and the presence of sales primarily made by distressed sellers, are examples of circumstances that should be recognized by FAS 157 as hallmarks of a “non-functioning” market justifying a move to Level 3 data.

Testimony of Ms. Tanya Beder, Chairman, SBCC Group 

· I do not support a suspension of fair value accounting that uses mark-to-market as its proxy. In the current environment I believe such a change would promote a further crisis of confidence. If mark-to-market were suspended -- even temporarily -- in favor of some version of discounted present value with conservative but not extreme default probability assumptions, I believe experts and laymen alike would be outraged. I agree with Chairman Barney Frank, “…if you were to abolish mark-to-market … you would get a negative reaction again on the investor side.” I do support permitting the use of Mark to Model from an independent source in addition to mark-to-market as I believe it improves fair value determination.

· The Subcommittee should encourage standard setters and regulators alike to provide users with urgent help to distinguish between going concern and liquidation valuation in an illiquid market. Do not abandon mark-to-market. Additional measures such as mark to model from independent sources should be added. Additional disclosure should be made so that it is clear when different approaches are employed.

· The Subcommittee should promote a more flexible approach to defining “fair value.” None of the single measures are the best choice across super-heated, normal and distressed market conditions. The Subcommittee should promote more supervisory activity, and provide the necessary tools to the supervisors (both analytic and monetary) to keep up with the firms they supervise.

· The Subcommittee should encourage standard setters and regulators alike to implement multiple measures and promote their collective value. Managers, boards, regulators and other overseers should be well-trained in the strengths and weaknesses of the various measures.

· The Subcommittee should make it a priority to reduce the pro-cyclical impact of the current approach. This includes promoting multiple measures and reducing the likelihood that market participants will act in concert due to “one size fits all” approaches. Disclosure should be increased regarding the use of single mark-to-market prices for complex instruments and whenever measures diverge under different methodologies.

Testimony of Mr. Robert D. McTeer, Distinguished Fellow, National Center for Policy Analysis 

· When sub-prime mortgages in the pools began defaulting at a higher rate, the market for the bonds dried up. Yet, the rigid application of mark-to-market rules enforced by regulators and gun-shy internal and external auditors, forced drastic write-downs even when their owners were both willing and able to hold them until the market improved or hold them to maturity if necessary. Even though the bonds weren’t trading, most of the underlying mortgages were still generating income, and most still are.

· If a mortgage in a pool collateralizing a security becomes impaired, the negative impact is multiplied. For example, if a bank buys a bond with 1000 underlying mortgages, and a few of these mortgages become “other than temporarily impaired,” the bank has to write down and lose regulatory capital on the whole bond— not just on the impaired mortgages.

Testimony of the Honorable William Isaac, Chairman, The Secura Group of LECG

· MTM accounting has destroyed well over $500 billion of capital in our financial system. Because banks are able to lend up to ten times their capital, MTM accounting has also destroyed over $5 trillion of lending capacity, contributing significantly to a severe credit contraction and an economic downturn that has cost millions of jobs and wiped out vast amounts of retirement savings on which millions of people were counting.

· Beyond my skepticism about the efficacy of purchasing toxic assets from banks, I felt we should first attempt to resolve the problems in our financial system in ways that would not require massive outlays by taxpayers. Immediate suspension of a MTM accounting rule known as SFAS 157 was my highest priority, as we needed to stop the senseless destruction of bank capital. I believe firmly that if the SEC and FASB had suspended this MTM rule nine months ago – in favor of marking these assets to their true economic valued based on actual and projected cash flows – our financial system and economy would not be in anywhere near the crisis that they are in today.

· If SFAS 157 were suspended, bank management, auditors, and regulators should be charged with valuing the affected assets the same way they value all the other assets on the books of banks. They should consider the cash flows on the assets, the likelihood the assets will go into default, and the probable losses in the event of default. This analysis will improve our valuations and disclosures, not obscure them. The markets are terribly confused about values today because no one – not the accountants, not the regulators, and not the rating agencies – is providing serious analysis of the true economic value of the assets. Instead, the assets are being marked down to whatever the computer screen says is their value, based on what short sellers and other speculators would like the value to be.

· The Uptick Rule was put in place in 1938 by the first Chairman of the SEC, Joseph P. Kennedy. The Rule provides that a short sale may be made only at a price higher than the previous transaction in that security. The purpose of the Rule is to make it more difficult for short sellers to gang up on a stock and beat it down to unreasonably low levels. There is no question in my mind that the absence of this and other regulations on short sellers has caused widespread destruction of the values of securities and undermined confidence in our financial system. I believe Congress should require the SEC to reinstate the Uptick Rule immediately.

� Representative Kaptur is not a member of the Subcommittee but was granted unanimous consent to attend and question witnesses. 
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