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Lesson#8: “The pros and cons of mark-to-market accounting”
In the years before the crisis, banks were encouraged to base their financial reporting on mark-to-market (MtM) accounting, with assets and liabilities being reported at market value and capital gains and losses being registered in the profit-and-loss account. This principle was enshrined in the International Financial Reporting Standards (IFRS), adopted by more than a hundred countries including EU member states, and in the US Generally Accepted Accounting Principles (GAAP).

Several issues have arisen with MtM accounting in the course of the financial crisis: availability of market prices in the midst of the crisis, inconsistency between the accounting standards and the prudential standards used by banking supervisors, and last but not least, procyclicality of MtM, meaning that declining asset prices would lessen the ability of banks to extend credit and thereby aggravate the crisis.

There is a minority view that market valuation should be abandoned altogether in favor of historical cost valuation, or strictly limited to trading activities. Opponents of this view argue that this would obscure the perception of banks’ soundness, delay the necessary disposal of non-performing assets, and eventually aggravate the cost of crises. The question of how bank assets should be valued is complex and as-yet unresolved.

In this presentation, you may wish to answer the following questions:

· Why are accounting standards different in the US and in Europe?
· What is the rationale and what are the limitations of fair-value accounting? Explain the difference between ‘fair value’ and ‘mark-to-market’ and give practical examples as much as possible.
· How does the debate on accounting standards fit into the general discussion on the causes and lessons of the crisis?
·  What are the reform options? What would be their consequences? Who is for and who is against?
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