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Mark-to-Market Now Mark-to-Taxpayer

Less than six months after the federal government
interceded to prevent the collapse of Bear Stearns, it has
now seized control of both Fannie Mae and Freddie Mac.

Although we are not thrilled with some details of the
Treasury Department’s plan, something had to be done.
The ultimate fate of the GSEs (Fannie and Freddie)
increased uncertainty much like an approaching storm.
Would they have to suddenly dump their massive
portfolios of mortgages? Would they cease securitizing
mortgages, throwing the mortgage market into further
turmoil?

For the mortgage security marketplace these questions
were huge. The mortgage market has been in disarray,
spreads increased and prices were held artificially low,
even for conforming, and performing, conventional
mortgages. To top it off, reduced prices, because of
“mark to market” accounting rules, led to pressure on
capital requirements, which in turn increased the odds of a
liquidation of huge mortgage portfolios. This “vicious
circle,” of falling bond prices, impaired capital, falling
prices and impaired capital threatened to turn a trickle of
failed financial institutions into a flood.

Some institutions have the ability to hold assets to
maturity and do not have to mark to market these assets.
Others, such as hedge funds, cannot avoid marking every
month. And if leverage is involved, even an entity that
wants to hold to maturity may be forced to liquidate. And
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once a fire sale price is established it forces even lower
marks across the financial landscape. Mark to market
accounting pushes earnings up artificially in the good
times and pulls earnings artificially lower in the bad
times.

It is important to realize that most of the losses
booked by financial firms are not the result of a recession
or other serious economic downturn. Instead they are the
result of truly dumb lending standards, an excessive use of
leverage encouraged by a Federal Reserve policy of
extremely low interest rates, the implied government
backing of the GSE’s which allowed them to get too big,
and pro-cyclical mark to market accounting rules.

With the government now serving as a backstop,
mortgage bond prices should firm and begin to be priced
at a fair market value which reflects the true performance
of the underlying credits.

Backstopping the GSEs with public funds and a
detailed plan resolves a great uncertainty hanging over the
mortgage market. As a result, we think the actions taken
this weekend will help add liquidity to the mortgage
market and help end the vicious cycle of mark to market
mayhem; a necessary step for a financial recovery.

Our biggest concern that is still unresolved: several
years from now, will the government allow the GSEs to
grow too big all over again? We hope not and are relieved
that the GSEs are now out of the lobbying business.
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