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After lobbying by banks, the Securities and Exchange Commission decided on Tuesday to change its interpretation of an accounting standard that will allow banks to report larger profits.   The change in interpretation of the fair-value accounting rule, SFAS 157, permits banks to value their assets at higher values than the market value of those assets. Banks will, therefore, have to report fewer losses, boosting accounting profits, actual dividends, and any bonuses based on accounting profits.
Bankers argue that they know the price of their assets better than the price emerging from thinly traded markets.  They complain that sub-prime related securities are traded infrequently and at inappropriately depressed levels. If markets were more rational and orderly, their assets would be worth more. 
The banks might be right, but the banks might be wrong. They are probably wrong. The financial crisis started last summer. Some banks bought sub-prime assets at “depressed” prices, only to see the price drop even lower. Lehman Brothers tried this investment strategy. They lost. By now, the low prices recorded for transactions in sub-prime securities are probably the best guess at the market value of those securities. 

The policy change by the SEC is a dangerous gamble. The SEC is betting the banks are right and the market is wrong. The country has lots to lose from this bet and little to gain.
Consider the upside and downside risks of changing the fair-value accounting rule. If the banks are right and the SEC maintained the rule, this would mean that bank profits and dividends would be too low now.  They would be correspondingly bigger in a few quarters when prices rise to the correct values, still assuming the banks are right.  While sub-optimal, this is hardly dangerous.  If, however, the banks are wrong about the value of their assets and the SEC changes the rule, then the SEC is facilitating the de-capitalization of banks during the middle of a financial crisis. That is very dangerous.
The SEC is rewarding bank owners with a large dividend check and boosting managerial bonuses now and hoping that the corresponding drop in bank capital does not create more problems later.
This is a bet that other governments have made and lost.  Virtually the same thing was done with the U.S. Savings and Loan Crisis.  Faced with insolvent banks, the Congress changed the accounting rules so that banks could report higher values for their assets.  The new accounting rules allowed the S&Ls to pretend to earn profits, but to distribute actual dividends. This left a correspondingly bigger burden on tax payers when the banks ultimately failed. Within a few quarters after the change in accounting rules, losses in the S&L industry had doubled!  
Japan made the same bet and suffered similar consequences. The Bank of Japan did not want to acknowledge the insolvency of its banks.  Therefore, it created new accounting rules that allowed the banks to pretend that they value of their assets were much larger.  In the middle of the banking crisis, Japanese banks were declaring profits, distributing dividends, and handing out bonuses to bank managers based on bank profitability.  
The current financial situation will have substantive implications for the country. Yet, the complexity of the situation makes it ripe for exploitation and abuse. If the SEC is going to reinterpret the fair-value accounting rule, it should force banks that use the more lax interpretation to (i) cease from distributing any dividends until the assets are marked-to-market and (ii) disallow any bonuses based on these fuzzy accounting profits.
