The Role of Fair
Value Accounting
in the Subprime
Mortgage
Meltdown

As the credit markets froze and stocks gyrated, investors
and pundits naturally looked for someone, or some thing,
to blame. Fair value accounting quickly emerged as an
oft-cited problem. But is fair value really a cause of the
crisis, or is it just a scapegoat? And might it have pre-
vented an even worse calamity? On the following pages,

in My
Opinion

the JofA presents three views on the debate.

Both Sides 4
Make Good /
Points

by Michael R. Young

S —

ow olten do we get to have a raging na-
tional debate on an accounting standard?
Well, we're in one now.

And while the standard at issue—FASB Statement no. 157, Fair
Value Measurements—is fairly new, the underlying substance
of the debate goes back for decades: Is it best 1o record assets
at their cost or at their fair (meaning market) value? It is an
issue that goes to the very heart of accountancy and stirs
passions like few others in financial reporting. There are prob-
ably two reasons for this. First, each side of the debate has

excellent points to make. Second, each side genuinely
believes what it is saying,.

So lets step back, take a deep breath, and think
about the issue with all of the objectivity we can
muster. The good news is that the events of the last
several months involving subprime-related financial
instruments give Us an opportunity (o evaluate the
/ extent to which fair value accounting has, or has not,

served the financial community. Indeed, some might
point out that the experience has been all 100 vivid,

WHAT HAPPENED

- We're all familiar with what happened. This past summer, two Bear

Stearns funds ran into problems, and the result was increasing
financial community uncertainty about the value of mortgage-
backed financial instruments, particularly collateralized debt
obligations (CDOs). As investors tried to delve into the details of
the value of CDO assets and the reliability of their cash flows, the
extraordinary complexity of the instruments provided a signifi-
cant impediment to insight into the underlying financial data.

As a result, the markets seized. In other words, everyone
g0t so nervous that active trading in many instruments all but
stopped.
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The practical significance of the market seizure was all oo
apparent to both owners of the instruments and newspaper
readers. What was largely missed behind the scenes, though,
was the accounting significance under Statement no. 157,
which puts in place a “fair value hierarchy” that prioritizes the
inputs to valuation techniques according to their objectivity
and observability (see also “Refining Fair Value Measurement,”
JofA, Nov. 07, page 30). At the top of the hierarchy are “Level
1 inputs” which generally involve quoted prices in active
markets. At the bottom are “Level 3 inputs” in which no ac-
tive markets exist.

The accounting significance of the market seizure for sub-
prime financial instruments was that the approach to valuation
for many instruments almost overnight dropped from Level 1

Level 3. At that point, valuation models needed to be deployed
which might potentially be influenced by such things as the
tuture of housing prices, the future of interest rates, and how
homeowners could be expected to react to such things.

The difficulties were exacerbated, moreover, by the sud-
denness with which active markets disappeared and the re-
sulting need to put in place models just as pressure was
building to get up-to-date information to investors. It is hard-
ly surprising, therefore, that in some instances asset values had
to be revised as models were being refined and adjusted.

Imperfect as the valuations may have been, though, the real-
world consequences of the resulting volatility were all too con-
crete. Some of the worlds largest financial institutions,
seeringly rock solid just a short time before, found themselves

to Level 3. The problem was ™~ needing to raise new capital. In
that, because many CDOs to ”The approach to Valuation fOI' the aftermath of subprime in-
that point had been valued s ) s strument write-downs, one of
based on Level 1, established mdny SUbPﬂme fll’laIIClal the most prestigious institu-

models for valuing the instru- instruments almost OV(:‘I'Ilight tions even found itself facing a

ments at Level 3 were not in

level of uncertainty that result-

place. Just as all this was hap- dropped flme L€V€1 1 to Lﬁ‘Vﬁ‘}. 3.” ed in what was characterized as
N

a “run on the bank.”

pening, moreover, another
well-intended aspect of our financial reporting system kicked
in: the desire to report fast-breaking financial developments to
investors quickly.

To those unfamiliar with the underlying accounting liter-
ature, the result must have looked like something between
pandemonium and chaos. They watched as some of the most
prestigious financial organizations in the world announced
dramatic write-downs, followed by equally dramatic write-
downs thereafter. Stock market volatility returned with a
vengeance. Financial institutions needed to raise more capi-
tal. And many investors watched with horror as the value of
both their homes and stock portfolios seemed to move in par-
allel in the wrong direction.

To some, this was all evidence that fair value account-
ing is a folly Making that argument with particular con-
viction were those who had no intention of selling the
newly plummeting {inancial instruments to begin with.
Even those intending to sell suspected that the write-downs
were being overdone and that the resulting volatility was
serving no one. According to one managing director at a
risk research firm, “All this volatility we now have in re-
porting and disclosure, it’s just absolute madness.”

IS FAIR VALUE GOOD OR BAD?
So what do we make of fair value accounting based on the
subprimnte experience?

Foremost is that some of the challenges in the application
of fair value accounting are just as difficult as some of its op-
ponents said they would be. True, when subprime instruments
were trading in active, observable markets, valuation did not
pose much of a problem. But that changed all too suddenly
when active markets disappeared and valuation shifted to

5o the subprime experience with fair value accounting

has given the naysayers some genuine experiences with

which to make their case.

Still, the subprime experience also demonstrates that there
are two legitimate sides to this debate. For the difficulties in
financial markets were not purely the consequences of an ac-
counting system. They were, more fundamentally, the eco-
nomic consequences of a market in which a bubble had burst.

And advocates of [air value can point 1o one aspect of fair
value accounting—and Statement no. 157 in particular—that
is pretty much undeniable. It has given outside investors real-
time insight into market gyrations of the sort that, under old
accounting regimes, only insiders could see. True, trying to
deal with those gyrations can be difficult and the consequences
are not always desirable. But that is just another way of say-
ing that ignorance is bliss.

For fair value advocates, that may be their best argument
of all. Whatever its faults, fair value accounting and Statement
no. 157 have brought to the surface the reality of the dilli-
culties surrounding subprime-related financial instruments.
Is the fair value system perfect? No. Is there room for im-
provernent? Inevitably. But those favoring fair value account-
ing may have one ultimate point to make. In bringing
transparency to the aftermath of the housing bubble, it may
be that, for all its imperfections, the accounting system has
largely worked.

Michael R. Young is a partner in the New York-based law firm Willkie Farr
& Gallagher LLF, where he specializes in accounting frregufarities and
securities fitigation. He served as a member of the Financial Accounting
Standards Advisory Council to FASB during the development of FASB
Staterent no. 157. His e-mail address is myoung@willkie.com.
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In what some of us perceive to be an exercise of hubris, FASB has
atternpted to serve the needs of all three fields at the expense of man-
ager or owner needs for control and performance measurements.

How WEGoT HERE

The debate over the need for any standards began with the
1929 market crash and the subsequent formation of the SEC.
Initially, Congress intended that the chief accountant of the SEC
would establish the necessary standards. However; Carmen
Blough, the first SEC chief accountant, wanted the American In-
stitute of Accountants (a predecessor to the AICPA) to do this.
In 1937 he succeeded in convincing the SEC to do just that. The -
AICPA did this through an ad hoc committee for 22 years but
finally established a more formal committee, the Accounting
Principles Board, which functioned until it was deemed inade-
quate and FASB was formed in 1973,

FASBS first order of business was to establish a formal “con-
stitution” as outlined by the report of the Trueblood Committee
{Objectives of Financial Statements, AICPA, October 1973). With
the influence of several academics on that committee, the thrust
of the “constitution” was to move to a balance sheet view of in-
come versus the income view which had arisen in the 1930s, Al-
though the ultimate goal was never clarified, it was obvious to
some, most notably Robert K. Mautz, who had served as a pro-
fessor of accounting at the University of lllinois and parmer in the
accounting firm Emst & Ernst (a predecessor to Frnst & Young)
and finally a member of the Public Oversight Board and the Ac-
counting Hall of Fame. Mautz realized then that the goal was fair
value accounting and traveled the nation preaching that a revo-
lution was being proposed. Several companies, notably General
Motors and Shell Oil, led the opposition that continues to this day.

The most recent statement on the matter was FASBs 2006
publication of a preliminary views (PV) document called Con-
ceptual Framework for Financial Reporting: Objective of Financial Re-
porting and Qualitative Characteristics of Decision-Useful Financial
Reporting Information. It is clear that FASB has abandoned the real
daily users who apply traditional accounting to manage their busi-
tesses, The PV document refers to investors and creditors only
It mentions the need for comparability and consistency but does
not attempt to explain how this would be possible under fair value
accounting since each manager would be required to make his
or her own value judgments, which, of course, would not be com-
parable to any other companys evaluations.

The only reference to the management of a company states
that .. management has the ability to obtain whatever infor-
mation it needs.” That is true, but under the PV proposal man-
agement would have to maintain a third set of books to keep
track of valuations. (The two traditional sets would be the
operating set based on actual costs and sales, which waould need
to be continued to allow management or owners to judge actual
performarice of the company and personnel, while the other set
is that used for federal income tax filings.)

(see FLEGM on page 39}
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(FLEGM from page 38)
Since there are about 19 million private companies that do
not file with the SEC versus the 17,000 public companies that

i do, private companies are in a quandary. The majority of them

file audited financial statements with banks and creditors based
on historical costs and for the most part current GAAR They are

* already running into trouble with several FASB standards that
- introduce fair value into GAAR What GAAP do they use?

Judging by the crash of the financial system and the tens of

 billions of dollars in losses booked by investment banks this year,

the answer seems clear: Return to establishing standards that are
based on costs and transactions, that inhibit rather than en-
courage manipulation of earnings (such as mark to market, FASB

-Statements no. 133 and 157 to name a few) and that result in .

data as reliable as it can be under an accrual accounting system.
The analysts and other investors and creditors will have to
do their own estimates of a company’s future success. Howey-
er, the success of any company will depend on the quality of its
products and services and the skill of its management, not on
a guess at the “value” of its assets. Writing up assets was 4 bad
practice in the 1920s and as bad a practice in recent years.

Paul B.W, Miller, CPA, Ph.D>, a professor of accounting at the University.
of Colorado, servet! on both FASB's staff and the staff of the SEC’s
Office of the Chief Accountant. He is afso a member of the JofA s E d-ro X
ral Adwsory Board, His e-mail address is pmjller@uccs edu. et

Eugene H. Flegm, CPA, CFE, (now retired) served for more than 30
years as an accournting executive for General Motors Corp. He is a
Ffrequent contribulor to various accounting publications. His. e-mail
address is ehflegm@earthiink.net.
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Why historical
cost is more
reliable than
fair value,

The Need for Reliability
in Accounting

by Eugene H.Flegm

In 1976, FASB issued three docurments for discussion: Tentative Con-
clusioms on Objectives of Financial Statements of Business Fnterprises;
Scope and Implications of the Conceptual Framework Project; and Con-
ceptual Framework for Financial Accounting and Reporting: Elements
of Financial Statements and Their Measurement. These documents
started a revolution in financial reporting that continues today.

As the director of accounting, then assistant comptroller-chief
accountant, and finally as auditor general for General Motors Corp.,
T have been involved in the resistance to this revolution since it began.

Briefly, the proposed conceptual framework would shift the
determination of income from the income statement and its
emphasis on the matching of costs with related revenues to the
determination of income by measuring the “well offness” from period
to period by measuring changes on the two balance sheets on a fair
value basis from the beginning and the ending of the period. The

Charles R Morris writes in his recently released book, The Tril-
lion Dollar Meltdown: Easy Money, High Rollers, and the Great Credit
Crash, that “Securitization fostered irresponsible lending, by seem-
ing to relieve lenders of credit risk, and at the same time, helped
propagate shaky credits throughout the global financial systern.”

There is much talk of the need for “transparency,” and it now
appears we have completely obscured a companys exposure to

- Joss! We still do not know the extent of the meltdown!

ASSIGNING BLAME
We are still trying to assign blame—Morris identifies former Fed-

ceral Reserve Chairman Alan Greenspan’s easy money policies—

and certainly the regulators allowed the finance industry to get
out of control. However, FASB and its fascination with “values”
and mark to market must be a part of the problem.

Holman W Jenkins Jr. began his editorial, “Mark to Meltdown,”
(Wall Street Journal, p. A17, March 5, 2008) by stating, “No task
is more thankless than to write about accounting for a [amily
newspaper, yet it must be shared with the public that ‘mark to
market,” an accounting and regulatory innovation of the early
1990s, has proved another of Washington’s fabulous failures.”

Merrill Lynch reported a $15 bitlion loss on mortgages for
2007. Citicorp had about $12 billion in losses, and Bear Stearns
failed. These huge losses came from mortgages that had been writ-
ten up to some fictitious value based on credit ratings during the
preceding years! In addition there is some doubt that those loss
estimates might be too conservative and at some point in the
[uture a portion of them may be reversed.

THE BASIC PURPOSE OF ACCOUNTING

Anyone who has ever run an accounting operation knows that
the basic purpose of accounting is to provide reliable, transac-
rion-based data by which one can control the assets and liabili-
ties and measure performance of both the overall company and
its individual employees.

A forecast of an income

argument was made that these
data are more relevant than the
historic cost in use and not as

“Return to establishing standards

statement each month as well
as an analysis of the actual re-

subjective as the concept of that are b&SCd on costs and sults compared (o the previ-

identifying costs with related
reveniues. In addition, those in

ous month’ forecast are a key

5 - 11
transactions... factor in controlling a com-

favor of the change claimed
that the fair value data was more relevant than the historic cost data
and thus more valuable to the possible lenders and investors,
ignoring the needs of the actual managers and, in the case of pri-
vate comparies, the owners.

RELEVANCY REQUIRES RELIABILITY
It seems to me that the recent meltdown in the finance indusiry
as welt as the Enron experience would have made it clear that
to be relevant the data must be reliable.

Enron took advantage of the mark-to-market rue to create

| income by just writing up such assets as Mariner Energy Inc. (see

SEC Litigation Release no. 18403).

panys operations. The bal-
ance sheet will often be used by the treasury department to
analyze cash flows and the need for financing. I do not know
of a company that compares the values of the beginning and end-
ing balance sheets to determine the success of its operations.

How did we reach the current state of affairs where the stan-
dard setters no longer consider the stewardship needs of the man-
ager but focus instead on the potential investor or creditor and
potential values rather than transactional results?

The problem developed because of the conflict between eco-
nomics, accounting and finance-—and the education of accountants.
All three fields are vital to running a corapany but each has its place.

(see FLEGM on page 38)
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In what some of us perceive to be an exercise of hubris, FASB has
attempted to serve the needs of all three fields at the expense of man-
ager or owner needs for control and performance measurermenis.

How WEGOT HERE

The debate over the need for any standards began with the
1929 market crash and the subsequent formation of the SEC.
Initially, Congress intended that the chief accountant of the SEC
would establish the necessary standards. However, Carmen
Blough, the first SEC chief accountant, wanted the American In-
stitute of Accountants (a predecessor to the AICPA) to do this,
In 1937 he succeeded in convincing the SEC to do just that. The
AICPA did this through an ad hoc committee for 22 years but
finally established a more formal committee, the Accounting
Principles Board, which functioned until it was deemed inade-
quate and FASB was formed in 1973,

FASBS first order of business was to establish a formal con-
stitution” as outlined by the report of the Trueblood Committee
(Objectives of Financial Statements, AICPA, October 1973). With
the influence of several academics on that comunittee, the thrust
of the “constitution” was to move to a balance sheet view of in-
come versus the income view which had arisen in the 1930s, AL
though the ultimate goal was never clarified, it was obvious to
some, most notably Robert K Mautz, who had served as 4 pro-
fessor of accounting at the University of Winois and partner in the
accounting firm Emst & Emst (a predecessor to Ernst & Young)
and finally a member of the Public Oversight Board and the Ac-
counting Hall of Fame. Mautz realized then that the goal was fair
value accounting and traveled the nation preaching that a revo-
lution was being proposed. Several companies, notably General
Mators and Shell Oil, led the opposition that continues to this day

The most recent statement on the matter was FASBs 2006
publication of a preliminary views (PV) document called Con-
ceptual Framework for Financial Reporting: Objective of Financial Re-
porting and Qualitative Characteristics of Decision-Useful Financial
Reporting Information. 1t is clear that FASB has abandoned the real
~ daily users who apply traditional accounting to manage their busi-
nesses. The PV documient refers to investors and creditors only,
[t mentions the need for comparability and consistency but does
notattempt to explain how this would be possible under fair value

~accoumting since each manager would be required to make his

or her own value judgments, which, of course, would not be com-
parable to any other companys evaluations.

The only reference to the management of a company states
that “...management has the ability to obtain whatever infor-
mation it needs.” That is true, but under the PV proposal man-
agement would have to maintain a third set of hooks to keep
track of valuations. (The two traditional sets would be the
operating set based on actual costs and sales, which would need
to be continued to allow management or owners to judge actual
performance of the corpany and personnel, while the other set
is that used for federal income tax filings.)

{see FLEGM on page 39)
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IN MY OPINION

(MILLER from page 38) (FLEGM from page 38) :
: ‘to prevent other disasters. - ; S Since there are about 19 million private companies that do
~ That involves telling the truth, cleanly .md cl 1rly It needs . not file with the SEC versus the 17,000 public companies that
tobe dehvered quickly and completely, wit hhukhn othing. - do, private companies are in a quandary. The majority of them
 Further,  Managers should not wait for a bureauc r:n s.nmimz~ . file audited financial statements with banks and creditors based
 setting process to tell them what truth. to reveal, any more Ih on historical costs and for the most part current GAAP They are
- carmakers should build their ptoducts to minimum compli-~  already running into. trouble with several FASB standards that
- ance with government safety, mileage and. polfuuon standards. introduce fair value into GAAP What GAAP do they use?

1 cannot see how defenders of the status quo can rebut this Judging by the crash of the financial system and the tens of
4 pomt from Palacky’s press release: * onls when fair value 15" - billions of dollars in losses booked by investment banks this year,
* widely pracnced will investors be able to accurately evaluate:
- and’ pnce rask ) :

based on costs and transactions, that inhibit rather than en-
courage manipulation of earnings (such as mark to market, FASB.
Statements no. 133 and 157 to name 2 few), and that result in
data as reliable as it can be under an accrual accounting system.
The analysts and other investors and creditors will have to
do their own estimates of a company’s furure success. Howey-
er, the success of any company will depend on the quality of its
products and services and the skill of its management, not on
a guess at the “value” of its assets. Writing up assets was a bad
practice in the 1920s and as bad a practice in recent years.

.THE FUTURE : :
Not}ung can prevent speculaave bubbles Hm« ever, {he sun-
- shine of iruth, freely offered by management with nmehness il
will certamly diminish their frequency and impact.
~ Any argument that restricting the flow of useful prhc infor
- mation will solve the problem is totally dysfunctional. The mar- -
- Kets' demand for value-based information wﬂi be sery e d whether
i throug,h pubhc or pnvate sources. It mlghtyé\s weil e pubhc z

- Paul B.W Mi!ler CPA PRD, a professor of accountmg at the Umverszry = Eugens H. Flegm, CPA, CFE, (now retired) served for more than 30
. of Calozado, served on both FASB's staff and the sz‘aff of the SEC’s .. . years as an accounting executive for General Motors Corp, He is a
Office of the Chief Accountant. He is also a member of the JofA’s Ed:za~ ¢ #requent contributor to various accounting publications. His e-mail
rial Adwsozy Board His e~mail address s pm/l/er@uccs edu. 20 © address is ehflegm@earthlink.net ;

the answer seems clear: Return to establishing standards that are -

3 . *11: ‘ Will Teach You Hew To Grow Your Firm
S S 1X M IHIOH DOHaI' Man As NCPs New Marketing Instructor

In 1996 Troy Patton a CPA from Indianapolis, Indiana decided he wanted to pursue the Americars dream and own his own

A~ |

business with little money and plenty of aspiration he starced his practice in 1996. After one year and only $28,000 in billings he

knew he needed help, that's when he saw our ad for New Clients, Inc. He began by artending the plan I practice development
seminar (which he now teaches). He then went on to build a six million dollar, eleven office operation with 80 employees. One of
the ways he was able t0 grow so successfully is that he used the NCI marketing program to bring clients in and then he cross-sold
hnanual phnnmg services to those clluxrs Hw‘c are some wam‘pﬁs fmm a recent interview with him:

l RUY‘ NQ one goés‘tfmml,h hfe or hmmcs* mdkmu no miscakes

gLl what Twant to.dé § is tese that know }rd[_t I gained from not unl-,

s /buddmg my practice, and then ulmmateiy selling my practice, to
shire: thos& probleims that we had aswell as the successes, so that

" way we ¢ i gét people passed thar ||. arning curve 4 little bit quicker.

7 in!] Whar do you hnpe to accomphsh t}m Jigh yrtir new
= reIatxom:h{p as tbc iead semmar mstmcmr for New (. lie nm !nc 7

LS NCI semx
w”passtom

‘w“ger hands on \mth ese peop
s hopefnl!y my expeﬂenL

yau seefyour.
tice he)pmg fuuue

3 NCI dientsz

v Chiente Ine. Call 1-888-New Clients (1-888-639-2543) for more information.
wreawevn  newclientsine.comfjoa
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