
 

Transparency Key to Securities Markets’ Comeback 

By Harvey L. Pitt, Compliance Week Columnist — October 28, 2008

Our financial and capital markets are going to hell in a hand basket. Among other things:  

• U.S. securities markets have lost trillions in market capitalization;  

• independent investment banking firms have disappeared, changing Wall Street 
forever;  

• housing foreclosures threaten to hit staggering numbers;  

• bank failures have increased three-fold already this year, with more to come;  

• credit markets have withered and shut down;  

• the Federal Reserve Board has already expended nearly $1 trillion to buoy 
troubled banks, insurance companies, government-sponsored entities, investment 
banks, mutual funds, and others;  

• Congress authorized the Treasury Department to pump an additional $750 billion 
to provide desperately needed liquidity in our capital markets; and  

• Central banks globally are taking over failing or weak banking institutions in 
droves—an unprecedented government intervention in free markets—while 
collectively lowering interest rates to resuscitate non-functioning credit markets.  

Despite Herculean efforts by the U.S. government and its counterparts, the likelihood 
remains that we haven’t hit rock bottom and may not for a considerable additional period 
of time. Worse, all this struck in the midst of a presidential election, which encourages 
political leaders to sacrifice substance for rhetoric, expedience for thoughtfulness, and 
finger-pointing for constructive and cooperative efforts to solve very real problems 
confronting the United States and virtually all nations across the globe.  
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In the ensuing finger-pointing, everyone and everything is blamed for our growing crisis, 
including legitimate market functions as short-selling (excluding naked short-selling, of 
course) and various accounting principles, particularly fair-value accounting, as 
embodied in Financial Accounting Standard No. 157, Fair-Value Measurement. FAS 157 



requires companies to account for assets at their fair market value, as opposed to, say, 
using historical cost. As a concept, it’s impossible to argue with the notion that assets 
should be accounted for fairly. Problems with this requirement arise, however, if assets to 
be valued aren’t standardized, for which there’s a ready and liquid market, or markets 
have ceased functioning making legitimate price discovery impossible. Unfortunately, we 
face both of these problems.  

Given the extensive amount of sub-prime debt on the books of many financial 
institutions, the Financial Accounting Standards Board’s original requirement for fair-
value accounting is akin to requiring firms that have assets they don’t want to sell to price 
them at the value people who don’t want to buy would pay in a fire sale! It doesn’t pay to 
criticize either FASB or the International Accounting Standards Board, both of which 
require fair-value accounting. Rather, it’s worth noting that when Congress passed its 
$750 billion economic stabilization bill, it also granted the Securities and Exchange 
Commission the authority to suspend FAS 157—authority the SEC didn’t and doesn’t 
need—and directed the SEC to study the rule’s effects, a job likely to cause the SEC’s 
focus on the market crisis to wander. Already, the SEC and FASB have issued 
interpretive guidance that attempts to undo the effects of FASB’s badly drafted 
accounting rule.  

FAS 157 defines “fair value” as the price that would be received to sell an asset in an 
orderly transaction between market participants as of a specific date; it sets out uniform 
guidelines for how all companies should arrive at market, or fair, values under applicable 
standards, and imposes new and expanded disclosure requirements concerning the way 
fair market values are determined. Of greatest significance is FAS 157’s treatment of 
assets for which no observable, arm’s length, prices are available. The rule is meant to 
provide financial statement users with a ready gauge of the degree of certainty or risk 
associated with valuing certain financial assets—the more certainty in pricing, the less 
risk. Unfortunately, 70 to 80 percent of major financial institutions’ assets were assets for 
which no arm’s-length market pricing existed at year-end 2007, an unexpected 
development.  

Just as FAS 157 came into widespread use (it’s effective this year, but companies could 
adopt it last year and many, if not all, large financial institutions did), the sub-prime 
market imploded. Prior to the summer of 2007, ratings agencies rated structured assets 
assuming structured debt was comparable to rated debt issued by operating companies. 
Investors and broker-dealers employed so-called relative, or matrix, pricing to value 
structured debt relative to corporate debt yields, without resorting to consideration of 
“details” such as the actual structure of these new debt instruments or the nature and 
quality of the underlying collateral.  
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Last summer, a number of things became clear: The ratings assigned to structured 
instruments no longer bore any relationship to the real value of the instruments (if they 
ever did); structured debt really wasn’t comparable to corporate debt (but carried the 
same ratings terminology); and, in fact, no two structured debt issues were comparable. 
Relative pricing models failed spectacularly once it was understood that the expected 



values of structured instruments are a function of the structure of, and anticipated 
payments on, the underlying collateral. This meant that instead of merely looking to 
ratings, these instruments had to be priced using sophisticated models requiring detailed 
information about each issue. Without relative pricing, and without detailed information, 
it wasn’t possible to price structured debt instruments accurately. Lacking information 
necessary to make informed valuation decisions, institutions holding these instruments 
were reduced to guessing at values. Not surprisingly, this resulted in less-than-accurate 
valuations.  

Where Inactive Markets Come From  

As various hedge funds ran into trouble, there was increased scrutiny of the structured 
debt assets they held. This scrutiny highlighted the complexity and the market’s limited 
understanding of these instruments and the concomitant difficulties in evaluating the 
reliability of their cash flows and, ultimately, determining their fair values. As 
uncertainty over the valuation of structured debt securities grew, the market for these 
assets dried up, bringing trading in these instruments to a crashing halt. The 
disappearance of an active trading market rendered trillions of dollars of formerly easy-
to-value assets illiquid. The failure of relative pricing models, and the absence of 
anything even remotely credible to replace them, rendered FAS 157’s pricing hierarchy 
non-functional.  

Make no mistake—fair-value accounting wasn’t the cause of the current financial mess. 
It didn’t create the adverse market conditions that brought down the market; it merely 
reflected that after the fact. To some degree, fair-value accounting did what it was 
supposed to do; by requiring holders to mark their securities to falling market prices, it 
focused attention on the weaknesses in structured debt instruments, and identified the 
extremely high degree of risk associated with them.  

But, FASB’s fair market value accounting rule does raise problems. It focuses on the 
“here and now” of asset values, without regard to whether “here and now” is the 
appropriate perspective from which to measure particular assets, and without regard to 
temporary anomalies—including illiquid markets—when and where the asset values are 
being determined. Because fair-value accounting hadn’t been fine-tuned to deal with 
anomalies like the market turbulence of the past few months, it certainly exacerbated 
recent market events.  

Compliance Week can be found at http://www.complianceweek.com.  Call (888) 519-9200 for more information. 

Despite the myriad real causes for the market mess and the transparency that a sensible 
fair-value accounting rule could bring, politicians, lobbyists, trade groups, and others 
have called for eliminating FAS 157 and mark-to-market accounting. Thus far, the SEC 
and FASB wisely have resisted these calls, opting instead for “clarifications.” 
Unfortunately, these may muddy the application of FAS 157, but at least they leave its 
infrastructure intact. In the medium and long term, however, it’s necessary to address the 
underlying problem—that models needed to value atypical assets and data necessary for 
such models either don’t exist or aren’t readily available.  



The fundamental problem with many securities, particularly structured ones, is the lack of 
transparency in the data and models used to evaluate them. Securities markets would be 
more efficient and liquid if all participants had access to the information and analytical 
tools required to evaluate securities; however, no market participant has the incentive to 
create and maintain such data. As a result, efforts to enhance transparency are appropriate 
for government action. The government certainly has an incentive to reduce, if not 
eliminate, the potential for market disruptions we’re currently experiencing and, it has the 
resources as well. What it lacks are models used to price securities and data, including 
current collateral and tranche information, required to run those models. Underwriters 
and servicers would need to make these publicly available. Creation of a publicly 
available repository of pricing tools and data would dramatically increase transparency 
and liquidity and significantly lower the likelihood of a repeat of the convergence of 
events causing the current market turmoil.  

What to Do Now  

Even with a concerted government effort, it will fall to each company to ensure 
maximum transparency in its pricing policies and procedures for those assets subject to 
fair-value accounting. The heads of Merrill Lynch, Bear Stearns, Fannie Mae, Freddie 
Mac, and others (to say nothing of their investors) paid a steep price for managements’ 
failure to become intimately familiar with valuation issues. Given this reality, companies 
should consider the following approaches to fair-value accounting:  

Learn how to model. Given the dramatic bottom-line effect of FAS 157, every CEO and 
CFO should become conversant with fair-value measurement and modeling. This means 
ensuring that the appropriate expertise in these disciplines exists internally, and constant 
efforts to ensure that valuation models work. This also applies to corporate audit and 
finance committees. Directors can’t simply take management’s word that appropriate 
measurement and modeling techniques are being applied. They need to know what 
alternatives could have been used, and what others in the same industry or possessing the 
same assets are doing.  

Avoid denial. Companies should spend time identifying all their difficult-to-value assets. 
It’s important to conduct such an inventory now, when there’s time to consider the 
possibilities, rather than in the midst of the next crisis, when that luxury will disappear. 
Almost every company has direct or indirect exposure to difficult-to-value assets. 
Companies should perform a bottom-up analysis to identify potential sources of concern. 
FAS 157 requires that pricing methods for assets marked to fair value be identified on 
balance sheets, so the exercise, while time consuming, depends on readily available 
information.  

Compliance Week can be found at http://www.complianceweek.com.  Call (888) 519-9200 for more information. 

Plan for problems. If a company doesn’t presently have difficult-to-value assets, it 
eventually will, either because it will acquire some or because mark-to-market 
requirements will be extended to assets that are owned. Companies should ensure that 
appropriate policies and procedures are in place and are being followed.  



Talk to the accountants. Once potentially troublesome assets are identified and a 
preliminary plan for valuing them exists, companies should confirm with their 
accountants that their plans make sense. Auditors have valuable experience in the 
methods other companies have used and a store of information about what works and 
what doesn’t.  

Trust but verify. Companies need two independent sources to price difficult-to-value 
assets and typically rely on financial institutions that hold their securities as one source. 
Unfortunately, this relationship is rife with conflicts. If the institution lends money 
against these securities, it’s in the institution’s interest to set low prices. If the institution 
hopes to sell more securities, its interest is in higher prices. Many institutions that once 
assisted in valuations no longer price difficult-to-value securities because they lack 
necessary software or knowledge of the collateral. So, while there may be little choice but 
to rely on a securities custodian, it’s critical to confirm the reasonableness of its pricing.  

Don’t be penny wise and pound foolish. One of the most useful things a company can 
do is hire an independent expert or pay fees to other banks to get additional quotes. The 
peace of mind and sound sleep that comes from having lined up the right experts is well 
worth the additional cost.  

Engage in reality checks. The market for credit derivatives provides a useful sanity 
check for the valuation of structured securities. There are now active markets in generic 
credit indices by rating and type of securities, structured or corporate. If the pricing on 
securities differs significantly from the generic pricing of these instruments, companies 
should document the reasons for any differences. Even if the reasons are sound today, it’s 
important periodically to reexamine all assumptions. Events and assumptions change 
quickly.  

Disclose, disclose, disclose. The valuation of each hard-to-value security is particularly 
sensitive to the underlying assumptions. Financial disclosures should identify and explain 
these sensitivities so that readers can assess the consequences if reality diverges from 
assumptions. Fair market valuation also may introduce additional earnings volatility. 
Disclosure should explain the impact of changes in fair value on results, separate and 
apart from the impact on ongoing operations.  

Keep detailed records. As in so many areas, it’s not only important to do the right thing, 
it’s important to be able to prove that you did. Keeping accurate and detailed records that 
identify the thought processes the company went through will prove invaluable in the 
long run.  

* * *  
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In these chaotic and difficult economic times, the stakes are even higher for getting things 
right. Fair-value accounting is here to stay. Companies would do well to ensure they are 
comfortable with how to satisfy those requirements. This isn’t just a question of getting 
things right, it’s also a question of corporate survival.  
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