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What is Fair Value Accounting?
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 Fair value accounting records the estimated market value of many assets and 

liabilities on balance sheets.

 Fair value accounting is required in 60+ accounting pronouncements.

 Fair value estimation methods were standardized by SFAS 157 (ASC Topic 820 –

Fair Value Measurements and Disclosures) issued by FASB in 2007. This standard:

 Establishes fair value as “exit value” – “the price in an orderly transaction … in 

the market in which the reporting entity would transact … that is, the principal 

or most advantageous market.” 

 Fair value measurement envisages an orderly transaction – i.e., a hypothetical 
transaction in an active market that is not forced.

 Fair value is in the “highest and best use.”

 Fair value accounting often is called (misleadingly) “mark-to-market” accounting.

 If there is no orderly market, SFAS 157 “fair values” at the estimated price in a 

hypothetical, orderly trade.

What is Fair Value Accounting?
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History of Fair Value Accounting
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Pre-1993 Financial assets recorded at “Lower of Cost or Market.” 

1993 SFAS 115, issued in response to the S&L crisis, requires fair 

value accounting for marketable securities.

1998 SFAS 133 issued, requires fair value for derivatives.

September 15, 2006 SFAS 157 issued, standardizes fair value estimation.

November 15, 2007 SFAS 157 becomes effective for all firms, but adopted early 

at 1/1/2007 by most big financial institutions.

September 15, 2008 Lehman Bros. files for bankruptcy.

October 3, 2008 Emergency Economic Stabilization Act directs the SEC to 

report on suspending fair value for financial institutions.

October 10, 2008 FASB Staff Position 157-3 clarifies the application of SFAS

157 to an inactive market.

December 30, 2008 SEC recommends against suspending fair value.

April 9, 2009 FASB Staff Position157-4 issued further clarifies applying 157 

in an inactive market, emphasizes need for judgment.

Timeline of Fair Value Accounting
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 Fair value accounting has been taking over from historical cost accounting as the 
dominant philosophy in the accounting rules of both:

 The Financial Accounting Standards Board (FASB), which promulgates U.S. 
rules (GAAP).

 The International Accounting Standards Board (IASB), which promulgates 
international rules (IFRS).

 Increased use of fair value accounting for financial assets and liabilities is due to:

 Deeper, more-liquid financial markets;

 Reliable, timely electronic data on traded prices and quotes; and

 Sophisticated valuation models to estimate fair values in the absence of 
directly comparable prices or quotes (“marking to model”).

 Nevertheless, fair value accounting has many commentators concerned, due to:

 Lack of reliability and independence of some estimates.

 Potential for manipulation by managers.

 Potential for litigation.

Increased Use of Fair Value Accounting in US GAAP & IFRS
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Notorious Standard: SFAS 157 on Fair Value Estimation

The standard permits three types of measurement (in order of priority):

 Level 1: Based on quoted prices in active markets for identical instruments.

 Listed stocks, actively traded bonds.

 Level 2: Based on observable (auditable) inputs used to estimate an exit value.

 Two similarly situated buildings in a downtown real estate market.

 OTC interest-rate swap, fair valued based on observable data such as 

the contract terms and the current LIBOR forward rate curve.

 Contracts with option-like features, fair valued based on contract terms, 

observed volatility, interest rates.

 Level 3: Based only on unobservable inputs and assumptions used by the 

company to estimate an exit value (i.e., where markets don’t exist or are illiquid).

 CDOs, many financial derivatives, stock in unlisted companies.

 Level 3 fair value estimates usually employ the company’s own models, 

notably variants of Discounted Cash Flow (Present Value) models.
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Recent History of Fair Value Accounting: SFAS 159

SFAS 115 requires fair value accounting for marketable securities, including the 

substantial trading assets of ibanks and large BHCs. It was issued in 1993. 

SAFS 159 gives companies the option to fair value many other financial assets and 

liabilities. It was issued in 2007.

The option is applied on instrument by instrument basis, need not be applied to other 

similar instruments.

It is irrevocable once exercised.

The option is allowed for: warranty and insurance obligations settled by payment to a 

third party, loan commitments, unconditional purchase obligations.

The option is not allowed for: assets and liabilities that are consolidated, net pension 

assets and liabilities, employee stock options, leases, convertible debt and similar 

securities, and financial institution demand deposits.

The option was a compromise to managers fearing earnings volatility. According to a 

senior IASB official, they wanted to “let in fair value without scaring the horses.” 

Quoted in: James Cataldo and Morris McInnes: “SFAS 159: The Fair Value Option.” The CPA Journal August 2007 (Vol. 

LXXVII, No. 8).
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 Huge losses reported by financial firms on subprime assets have led to a debate 

over the implementation of SFAS 157 when markets become illiquid and price 

inputs aren’t readily available.

 In the current crisis, banks and investment banks have been required to reduce the 

book value of mortgages and mortgage-backed securities to reflect their current 

prices. Those prices declined severely with the collapse of credit markets as 

mortgage defaults escalated.

 Banks and politicians have blamed fair value accounting for contributing to the 

crisis.

 European and U.S. governments have pressured accounting standard-setters 

(FASB and IASB) to dilute the fair value rules.

 Fair value remains a controversial accounting philosophy.

Fair Value Accounting Today
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Use of Fair Value by U.S. Financial 

Institutions
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The Financial Services industry carries 44% of assets at fair value 

and 13% of liabilities at fair value

Fair Value Measurements: Financial Services Industry

Percentage of Assets and Liabilities Reported at Fair Value
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Valuation Approaches: Financial Services Industry

Asset Disclosures

Level 3, 12%

Level 2, 69%

Level 1, 19%

Fair Value

 44%

Source: Credit Suisse, Focusing on Fair Value, June 27, 2008; Data for financial sector companies within S&P 500 as of balance sheet date Q1 2008
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Valuation Approaches: Financial Services Industry

Liability Disclosures

Fair Value
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Source: Credit Suisse, Focusing on Fair Value, June 27, 2008; Data for financial sector companies within S&P 500 as of balance sheet date Q1 2008
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Financial Services Industry: Assets at Fair Value as a 

Percentage of Total Assets

Notes: Adjusted for netting.
Bank of America acquired Merrill Lynch on January 1, 2009.
Bear Stearns was acquired by JP Morgan on June 2, 2008.

Lehman Brothers filed for bankruptcy on September 15, 2008. 
Source: Company SEC filings.
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Financial Services Industry: Total Level 3 Assets

Notes: Adjusted for netting.
Bank of America acquired Merrill Lynch on January 1, 2009.
Bear Stearns was acquired by JP Morgan on June 2, 2008.

Lehman Brothers filed for bankruptcy on September 15, 2008. 
Source: Company SEC filings.
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Financial Services Industry: Level 3 Assets as Percentage 

of Total Assets

Notes: Adjusted for netting.
Bank of America acquired Merrill Lynch on January 1, 2009.
Bear Stearns was acquired by JP Morgan on June 2, 2008.

Lehman Brothers filed for bankruptcy on September 15, 2008. 
Source: Company SEC filings.
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Results From the Adoption of SFAS 157 and SFAS 157-4  

 The amount of assets classified as Level 3 increased from 2007 to 2009 

 In the summer of 2008 - $540 billion of Level 3 assets existed at Morgan 

Stanley, Merrill Lynch, Goldman Sachs, Lehman Brothers, JPMorgan Chase, 

and Citigroup

 By May of 2008, banks, including Merrill Lynch and UBS, wrote down triple-A 

rated CDOs by as much as 30%

 Companies must use in-house models to value Level 3 assets

 Unobservable inputs and assumptions must be used in valuation models

 However, reality cannot be ignored: if an instrument declines in price, the 

price decline must be incorporated into the valuation model

 The disclosure requirements have become more extensive

[1] http://www.tradingmarkets.com/.site/news/ECONOMIC%20NEWS/1745923
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Fair Value Accounting 

and the Global Financial Crisis
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 Did fair value accounting exacerbate the financial meltdown?

 Fair value subjects assets to short term fluctuations that may be unrelated to 
the true intrinsic value

 But financial institutions were forced to write down the value of many financial 
assets

 Large write downs triggered regulatory and capital adequacy requirements 
bringing many banks and ibanks to the brink of failure

 This triggered a downward spiral.

 Or did fair value accounting prevent an even worse situation that the current 
economic environment?

 Fair value reflects the true value of the assets and liabilities on the balance 
sheets of financial institutions 

 Economic realities that would have been hidden with historic cost accounting 
methods were brought to light through fair value accounting

 Or did many institutions initially mark their assets above fair value?

Fair Value Accounting and the Global Financial Crisis
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 Financial asset prices fall and financial institutions must make fair value write-offs.

 This weakens balance sheets and increases book leverage, violating regulatory 
requirements and/or tripping contractual loan covenants and margin calls.

 Deleveraging requires institutions to either sell assets or raise new equity.

 The market for new equity placements dries up, so selling assets is the only option.

 Investment positions are highly correlated across institutions (i.e., investors 
worldwide hold similar paper), so:

 The market is imbalanced by a flood of sellers

 Liquidity plummets

 Prices and fair value estimates drop further

 Institutions with the next-lowest quality portfolios then must sell to deleverage, 
forcing prices and liquidity tp drop further.

 The downward spiral ends when investors with liquidity step in to buy quality paper 
at (say) 65¢.

The Alleged “Fair Value” Spiral
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 Many financial institutions claimed fair value rules contributed to their problems.

 Politicians of all persuasions chimed in.

 In October 2008, Congress gave the SEC 90 days to report on “suspending” fair 
value for financial corporations.

 SEC held public hearings, received comments, put staff onto it, and reported:

 1. Fair Value did not cause global financial crisis

 2. Fair Value was not the issue with troubled banks

 3. Fair Value rules needed tweaking

 IASB caved in to EU political pressure, allowing banks to reclassify securities as 
held-to-maturity and report them at (amortized) historical cost.

 Sir David Tweedie, chairman of the IASB, deeply regrets this in retrospect.

 A nail in the coffin for IFRS adoption?

 FASB responded to pressure by citing illiquidity as a problem in fair value 
measurements.

Political Pressure to Dilute “Fair Value”
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Pros and Cons of Fair Value 

Accounting
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 Fair value provides important information about the values of financial assets and 
liabilities, as compared to their historical costs (original price paid or received).

 GAAP is designed to provide transparency and uniformity in financial statements.

 Fair value increases transparency, allows investors to make more informed 
decisions.

 Fair value reflects current market conditions, therefore provides comparability 
of financial instruments bought at different prices at different times. 

 Fair value accounting has considerable surface appeal to an economist:

 Current prices would seem to be more informative about an institution’s 
financial condition than historical cost (old prices)

 Fair value accounting prevents firms from managing their income through gains 
trading:

 Gains and losses are recognized when they occur, not when realized.

 Historical cost accounting books gains and losses at the time of sale, and 
gives managers discretion over the timing of their recognition.

Benefits of Fair Value Accounting
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 Fair value accounting is more transparent and hence gives investors more 
assurance about firm quality.

 Reporting current (versus stale) prices allows the capital market to better assess 
and remedy:

 Strong versus weak institutions

 Winning versus losing strategies

 Good versus bad managers.

 It therefore allows more rapid resource redeployment and helps ensure a speedy 
economic recovery.

 e.g., helps avoid the Japanese “zombie bank” problem

Benefits of Fair Value Accounting: Macro Considerations
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 Market prices are depressed below their fundamental values as a result of the 
credit crunch.

 When markets are illiquid, fair value is a hypothetical transaction price that cannot 
be measured reliably.

 When fair values are provided by sources other than liquid markets, they are 
unverifiable and allow firms to engage in discretionary income management.

 … including failure to mark down sufficiently when doing poorly.

 By recognizing unrealized gains and losses, fair value accounting creates volatility 
in firms’ owners’ equity (including financial institutions’ regulatory capital).

 Losses charged to net income may not correspond to the eventual realized cash 
flows.

 FASB and IASB even allow fair value accounting for one’s own liabilities.

 Some banks reported gains from the decline in quality of their debt!

 Recording liabilities at fair value creates balance sheets that may not reflect 
the face value of debt obligations.

Criticisms of Fair Value Accounting
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 FAS 157 does not require fire sale prices – there are 3 levels in the hierarchy, and 
only the first involves market prices.

 FAS 157 specifically requires level 2 or 3 estimates, not traded prices, when there 
is not an orderly market.

 More managerial judgment is allowed by 157 than in almost any other accounting 
standard.

 Even if securities are recorded at historical cost, as in “Held to Maturity” securities, 
impairment is advised when there is a decline in fair value due to increased credit 
risk.

 The effect is much like the old “lower of cost or market” rule.

 Some commentators claim that in hindsight the 65¢ fair value marks were too high!

 i.e., that managers overstated financial asset values.

Defense of “Fair Value”
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Summary
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 Fair value accounting attempts to put the best current estimate of value on the 
balance sheet, rather than historical cost.

 The philosophy is new, and financial statements issued under this new accounting 
regime  have not been heavily adjudicated in the courts.

 The specific rules for fair value estimation (including implementation guidance) are 
new, and to some degree “work in progress,” further adding to the likelihood of 
disputation.

 The central standard governing fair value estimation (SFAS 157) requires more 
managerial judgment in preparation of the financials than almost any other 
accounting standard:

 In selecting level 1, 2 or 3;

 In determining appropriate observable inputs and appropriate valuation models 
in level 2; and

 In making subjective (i.e., unobservable) inputs to valuation models in level 3.

 In recent experience, the issue has been complicated by the speed and amount by 
which many financial asset prices fell.

Summary
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Michael Young
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Michael Young

 Trends in financial reporting

 Nature of debate over fair value accounting

 Why fair value accounting is fertile ground for litigation

 Actual allegations being made regarding fair value accounting

Agenda



Questions?



Thank You

Thank you for attending this webcast.

Next webcast: 

October 2, 2009, 1:00 pm Eastern

“Credit Default Swaps: Recent Developments”


