
 

New insights on the factors that intensified
the 2008 financial crisis

June 30 2014

Widespread finger-pointing in the fallout from the 2008-2009 financial
crisis is only exacerbated by the continuing legal battles between the big
banks and SEC. Fair value accounting (FVA) is often cast as the culprit
for accelerating the economic downturn, but a new study from Columbia
Business School, published in the Journal of Accounting and Public
Policy, examines FVA's role in the financial crisis and considers the
advantages it offers relative to other methods of accounting.

"Fair value accounting has been blamed for the near collapse of the US
banking system," said Urooj Khan, assistant professor of accounting at
Columbia Business School and co-author of the research. "On one hand,
FVA can provide timely and relevant information during crisis, but it
can feel like ripping off a Band-Aid causing immediate pain as it
accelerates the process of price adjustment and resource reallocation in
times of financial turmoil. On the other hand, it can increase contagion
among banks by potentially fueling fire sales. Our research demonstrates
that investors' concerns about FVA's detrimental affect overshadowed
the beneficial role it plays in promoting timely market information."

The study, titled "Market reactions to policy deliberations on fair value
accounting and impairment rules during the financial crisis of
2008-2009," was co-authored by Professor Urooj Khan of Columbia
Business School and Professor Robert M. Bowen of the University of
San Diego's School of Business Administration and the University of
Washington's Foster School of Business. The researchers explore stock
market investors and creditors reactions to events (such as policy
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deliberations, recommendations, and decisions) related to the relaxation
of FVA rules during a period of extreme financial turmoil—September
2008 to April 2009.

The research found that while news about relaxing FVA rules generally
led to positive stock market reactions, results varied depending on a
variety of bank characteristics. The research also revealed additional
takeaways that call into question FVA's role in the recent financial crisis:

Investors acted as if FVA rules harmed banks and accelerated
their decline, resulting in a favorable reaction to discussions
about relaxing FVA rules.
There is some evidence that banks that were more susceptible to
contagion are the ones that benefited the most from the change in
FVA rules.
For banks without analyst coverage, investor reactions to relaxed
FVA rules were less positive, suggesting that, in the absence of
other information sources, investors perceive FVA data as
providing timely and informative disclosures about banks'
financial soundness.
Banks with a higher proportion of illiquid assets saw a more
positive stock price reaction to potential relaxation of FVA rules.

The Research

Khan and Bowen examined investor and creditor reactions to 10
events—including policymaker deliberations, recommendations, and
decisions—related to the relaxation of FVA and impairment rules in the
banking industry.

To complement the event analysis, the study also investigated cross-
sectional stock price reactions to bank-specific factors that potentially
contributed to the financial crisis' spread. Factors analyzed included
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whether banks were well capitalized, their proportion of fair value
assets, and the availability of information sources other than FVA data.

The research sample includes the 288 U.S. bank holding companies that
file the FR Y-9C report and have financial data available on the Bank
Holding Companies Database maintained by the Federal Reserve Bank
of Chicago, in addition to having stock price data on the Center for
Research in Security Prices (CRSP) for the 6-month period of analysis
from September 2008 to April 2009—a period in which regulators faced
intense political pressure to relax FVA.

  More information: Journal of Accounting and Public Policy, 
www.sciencedirect.com/science/ … ii/S0278425414000180
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