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O Accounting rules are the favourite whipping boys of the

financial market during bad times.

These days too, it is the presence of what is called ‘the
mark-to-market accounting rule’ that is being touted as one of
the culprits behind much of the write-downs seen in the

financial market.

However, before forming any opinion let’s try to understand

how the mark-to-market accounting rule works.




So what is a mark-to-market

accounting rule? /
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O Mark-to-market is a very simple and straightforward
accounting rule that prescribes a method for finding out the

fair value for all kinds of financial assets.

The list of financial assets, as you know, is fairly long -

all your stocks, bonds, options, swaps etc can be called

financial assets.

How, you may wonder, does the mark-to-market accounting

rule apply to so many different kinds of financial assets?




Simply put... the mark to-market

accounting rule relies on the use of
the current market price of your
financial assets to arrive at their

fair value.




So...

O So if you are holding a stock that is currently trading at Rs100,
then as per the mark-to-market accounting rule, the fair value of

your stock is Rs100.

You may have actually acquired the stock by paying Rs200 and

expect that one day the same stock would trade at a much

higher price.

But Iin the realm of the mark-to-market accounting rule, future

expectations do not play arole.




Therefore...

O The worth of your asset is always determined by the price at

which you can currently sell it in the market.

O There is no need to look at any other statistic like future
earnings, growth potential or any other fact or fiction

surrounding your financial asset.

O Even a blindfolded man can know the fair value of any financial

asset by just using the current market price as the yardstick.




However...

O Many skeptics believe that while this may sound good in

theory, in reality the free play of market forces may not always

reflect the correct price of a financial asset.

O Sometimes the scale of the market may excessively tip to one
side or the other, moving prices away from where they should
be.




For instance...
O Distress sales hardly give any chance of selling your asset at

the right price.

In the worst case, as the experience of the subprime crisis

showed, the financial market itself may freeze completely,

leaving you with assets for which there are absolutely no

takers.

In such situations, the mark-to-market accounting rule may
become a messenger of death even when your financial assets

are generating some income.
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Then what conclusion can we
draw? Should we completely
discard the mark-to-market
accounting rule when the

financial market is in distress?




Well...

We can’t accept the mark-to-market accounting rule as the last

word on valuation of financial assets.

Neither can we completely dump the mark-to-market accounting

rule. We definitely need to strike a balance.

The main attraction of the mark-to-market accounting rule lies in
Its simplicity and objectivity.

The mark-to-market accounting rule compels us to look at the

real picture.




To Sum Up

O Mark-to-market is a very simple and straightforward accounting
rule that relies on the use of the current market price of your

financial assets to arrive at their fair value.

Many skeptics believe that the mark-to-market rule does not

reflect the effect of market forces on the correct price.

But, barring extreme situations, the mark-to-market accounting

rule still has the potential to become the best friend of our

financial market.




Hope you have now

understood the concept of

Mark-to-Market Accounting




Thinking of Investment

Contact
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The views expressed in this lesson are for information purposes only and do not construe
to be any investment, legal or taxation advice. The lesson is a conceptual representation
and may not include several nuances that are associated and vital. The purpose of this
lesson is to clarify the basics of the concept so that readers at large can relate and
thereby take more interest in the product / concept. In a nutshell, Professor Simply Simple
lessons should be seen from the perspective of it being a primer on financial concepts.
The contents are topical in nature and held true at the time of creation of the lesson. This
is not indicative of future market trends, nor is vEcoSys IMF Pvt. Ltd. attempting to predict
the same. Reprinting any part of this material will be at your own risk. vEcoSys IMF Pvt.

Ltd. will not be liable for the consequences of such action.

Mutual Fund investments are subject to market risks,

read all scheme related documents carefully.




