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ABSTRACT

Fair value accounting is an essential feature of International Financial Reporting Standards. Even
though this accounting method did not spark the financial crisis, it did enhance its impact. As a
consequence of the financial crisis the IASB amended IAS 39 to override the fair value
recognition. The amendments to IAS 39 & IFRS 7 permitted reclassifications of the categories
Held for Trading and Available for Sale,some of which had explicitly been forbidden prior to the
amendment. Critics argue that these modifications to IAS 39 made it possible to camouflage losses
of hundreds of billions of euros. The main goal of this paper is to evaluate the amendment to 1AS
39 & IFRS 7 by conducting a survey of the banking sector. Furthermore fair value accounting in
general is critically discussed.

Keywords: Fair value, Financial reporting, Financial crisis, Financial statements, Accounting harmonisation.

1. Introduction

The first definition of fair value was introduced in 1982 in acontemporary issue of IAS 20
published by the IFRS. This definition has not changed much within years and is almost identical to the
most recent version, according to which Fair value is "the amount for which an asset could be exchanged
between knowledgeable, willing parties in an arm’s length transaction .

The individual features of this definition are further explained in the IAS 40 that has been
consistently amended to clarify the applicability of this method of accounting to its potential users.
"Knowledgeable” parties are defined as “reasonably informed™ about all aspects of the asset to be
transferred, including its utility, form and features and the market environment and the assets value in the
market environment at the time.

A “willing” buyer is defined as someone who wants to buy but is not in any way compelled to do so.
Although a buyer is motivated, he is not prepared to overpay in a transaction. Also, he is not determined
to pay below the asset’s value in the market. A willing buyer pays as much as the market value of the
asset is at the time.

Similarly, a “willing” seller is not forced to sell below the asset’s market value but also is not trying
to get an unreasonably high price for it. A willing seller wants to sell at a best reasonable price in the
market conditions of the time.

An “arms-length” transaction refers to a transfer of an asset between a buyer and a seller who have
no special relationship and therefore the terms of the transfer would not be affected by special mutual
arrangements, such as family bonds. Both parties have to act independently and thus prevent a creation of
conditions for transfer that would be atypical for market environment.

To ensure that the financial statement utilizing the fair value method of accounting indicates the
most exact financial situation of a company, the IFRS specifically states that fair value excludes in its
estimates costs incurred by a sale of any given asset (realizing a transaction). It also lists other ways that
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the estimate could be deviated from an asset’s market price to be excluded, such as atypical financing
methods, concessions or leaseback arrangements.

Fair value is time-specific. Financial statements of entities that utilized the fair value method are
most indicative of the entities” financial situation at the time that this statement is finalized. Therefore,
even if the entity does not make any new transfers of assets or changes to its accounts, a different market
environment would deem its financial situation different.

The closest indicator of a fair value estimate is a current market price for a similar asset, in a similar
location, in similar condition and under similar lease arrangement or other contract. In case this
information is not available, the entity should derive the estimated price from other sources, such as the
current price of different assets and factor in the differences later to get a more reliable estimate.

According to Skoda & Hrazdilova (2014) the fair value differs from a value in use because it does
not include any specific information about an asset; it only considers general information that would be
known to any “knowledgeable and willing™ parties. The fair value estimate therefore does not take into
account any specifics regarding the asset such as for example “additional value derived from a creation of
a portfolio of properties in different locations™ (IAS 40).

So far, the IASB has indicated the option of applying the fair value method in the financial
statements in the following accounting standards:

- 1AS 16 provides a fair value option for property, plant and equipment;

- 1AS 36 requires asset impairments (and impairment reversals) to fair value;

- 1AS 38 requires intangible asset impairments to fair value;

- 1AS 38 provides for intangibles to be re-valued to market price, if available;

- 1AS 39 requires fair value for financial instruments other than loans and receivables that are not held
for trading, securities held to maturity; and qualifying hedges (which must be near-perfect to qualify);

- 1AS 40 provides a fair value option for investment property;

- IFRS 2 requires share-based payments (stock, options, etc.) to be accounted at fair value; and

- IFRS 3 provides for minority interest to be recorded at fair value.

It is very likely that the IASB shall continue to increase the applicability of the fair value in future

but is mostly applied to account for the firm’s assets (IAS 16) and the investment property (IAS 40).
Main aim of this paper is to examine and depict the advantages and disadvantages connected to the fair
value, providing the reader with objective information and thorough insight into the problems and
benefits of fair value. Partial objectives of this paper are to define the concept of fair value, to provide
information about theoretical background and evolution of fair value and to examine and describe the
possible future development of fair value

2. Fair Value as an Exit Price

Recently, the European Commission has endorsed IFRS 13, Fair Value Measurement, which sets
out a single framework for measuring fair value and provides comprehensive guidance on how to measure
it. IFRS 13 is the result of a joint project conducted by the IASB together with FASB, which led to the
same definition of fair value as well as an alignment of measurement and disclosure requirements to FAS
157. Both FAS 157 and IFRS 13 define fair value as the price that would be received to sell an asset in an
orderly transaction between market participants at the measurement date. This definition of fair value
reflects an exit price option, which is the market price from the perspective of a market participant who
holds the asset. Moreover, fair value must be a market-based, not an entity-specific measurement, and the
firm’s intention to hold an asset is completely irrelevant. For instance, the application of a blockage factor
to a large position of identical financial assets is prohibited given that a decision to sell at a less
advantageous price because an entire holding, rather than each instrument individually, is sold represents
a factor which is specific to the firm. If observable market transactions or market information are not
directly observable, the objective of fair value measurement still remains the same, that is to estimate an
exit price for the asset, and the firm shall use valuation techniques. Valuation techniques shall be
consistent with the market approach, income approach or cost approach. The market approach uses prices
and other relevant information generated by market transactions involving identical or comparable assets.
The income approach uses valuation techniques to convert future amounts (e.g. cash flows or income and
expenses) to a single present amount. Such valuation techniques include present value techniques, option
pricing models - such as the Black-Scholes-Merton formula and the binomial model- and the multi-
period excess earnings method. The cost approach, instead, reflects the current replacement cost, that is
the amount that would currently be required to replace the service capacity of an asset. Inputs to valuation
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techniques are categorized into a fair value hierarchy which gives the highest priority to quoted prices
(unadjusted) in active markets for identical assets (Level 1 inputs) and the lowest priority to unobservable
inputs (Level 3 inputs). Level 1 inputs are quoted prices (unadjusted) in active markets for identical assets
that the firm can access at the measurement date. With Level 1 puts information asymmetry between
management and investors is very low. Hence, quoted prices in active markets must be used whenever
available. Level 2 inputs are inputs, other than quoted prices, that are observable - either directly or
indirectly - for the asset. Level 2 inputs include quoted prices for similar assets in active markets; quoted
prices for identical or similar assets in markets that are not active; inputs other than quoted prices that are
observable for the asset, such as interest rates and yield curves observable at commonly quoted intervals,
volatilities, prepayment speeds, loss severities, credit risks, default rates; inputs that are derived
principally from or corroborated by observable market data by correlation or other means. Level 2 inputs
are expected to have great reliability as they are corroborated by observable market data. Adjustments to
Level 2 inputs that are significant to the entire measurement result in a fair value measurement
categorized within Level 3. Level 3 inputs are unobservable inputs for an asset fair value measurement.
Unobservable inputs are inputs for which market data are not available and, therefore, need to be
developed on the basis of the best information available about the assumptions that market participants
would use when pricing the asset. Level 3 inputs are subject to the highest degree of information
asymmetry between preparers and users. As mentioned, fair value must be an exit value, that is, a market
price from the perspective of market participants at the measurement date.

The accounting system which uses market selling prices to measure a firm’s financial position and
financial performance is called exit price accounting. Exit price accounting is associated mainly with the
works of Robert Sterling (1970), and Kenneth Mac Neal (1970). Chambers bases his proposal for exit
price accounting on a notion of adaptive behaviour of a firm. In fact, he sees the firm as an adaptive entity
engaged in buying and selling goods and services. The firm is governed by the decisions of its managers
who represent the owners’ objectives and the owners consider the firm to be an instrument by which they
hope to increase their real financial wealth. The concept of adaptive behaviour sees the firm as always
being ready to dispose of an asset if this action is in its best interest. For instance, the firm keeps a non-
current asset only if the present value of the future net cash flow from the use of the asset is greater than
the present value of the expected net cash flow from an alternative investment of the exit value of the
asset. At all times, therefore, the firm must consider whether an alternative opportunity for greater returns
exists for its assets if they were sold and the proceeds invested. This is an opportunity cost concept, which
uses the exit price as a measurement base. Skoda & Hrazdilova (2014) point out that adaptive behaviour
therefore calls for knowledge of the cash and current cash equivalents of the firm’s net assets. The selling
price reveals the firm’s ability to go into the market for the purpose of adapting itself to present
conditions. Chambers also considers the question of being additive to be a key factor in support of exit
price accounting. The main products of accounting are the balance sheet and income statement. If
different measurement scales are used for the different items, they cannot logically be added together, and
no practical or commercial meaning can be deduced from the aggregate. According to Chambers, the use
of either historical cost for some assets, of replacement cost for others, or present value for other ones or
cash do not lead to a meaningful balance sheet. Nor can a jumble of historical costs based on different
dates lead to a meaningful calculation of net assets.

Mac Neal (1970) claims that the historical cost accounting is based on conditions which have
largely ceased to exist. Towards the end of the nineteenth century firms grew larger and many became
companies with a multitude of shareholders and hired managers. In the twentieth century, firms were
generally owned by numerous shareholders who relied on financial statements and the media for their
information about the company they owned. As a result, accounting has become more and more important
for shareholders. Mac Neal contends that conventional accounting principles based on historical cost
provides potentially false and misleading financial statements that do not serve decision-oriented
shareholders. Shareholders cannot learn the current values of the company assets from a balance sheet
based on historical cost accounting and they are also at a disadvantage compared with insiders who have
this information. The ideal solution is therefore to report all profits and losses and values as determined in
competitive markets. Sterling (1970) uses a simple model — a wheat trader in a perfect market with a
stable price level — to show that exit price is better than all others accounting measurements. For the
wheat trader, three decision problems are: the decision to enter and stay in the market, the decision to
hold either cash or wheat and the evaluation of past decisions. The information relevant to the above
decisions are the expected future price of wheat, the expected future price of alternatives, the present
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selling price of wheat, the present buying price of alternatives, the price at the last evaluation, the quantity
of wheat and money at the last evaluation and the present quantities. The present selling price of wheat is
the only item of information that is relevant to all decisions. The others are relevant to one or more, but
not all, decisions. Even when the assumption of perfect competition and stable prices is relaxed, Sterling
contends that the exit price is still superior.

In an effort to harmonize accounting practices, the European Union has started adopting directives
as early as 1970s. In 2000 the EU made a crucial step to that end by proposing to adopt accounting
standards called the International Financial Reporting Standards (IFRS) as developed by a private
organization based in London UK called the International Accounting Standards Board (IASB).

The European Parliament adopted these new accounting standards in 2002 in a new legislative that
came into effect 3 years later and thus led some European companies to introduce themselves to a new
accounting principle known as “fair value”. The logic of this change is rooted in the deficiencies the
Europeans perceived in their contemporary accounting system known as “historical cost”. Using this
method, their financial statements indicated a depreciated value of their past acquisitions. This value was
seen by critics as misleading, not indicative of a real wealth of a firm. The aim and the promise of a fair
value accounting are thus seen in its ability to project this wealth reliably.

The fair value accounting has not become the main method of accounting in Europe and it is
guestionable whether it ever will. In the IFRS standards, fair value and historical cost remain methods of
choice for firms and financial institutions. The IASB continues to develop the concept of fair value
accounting, trying to limit the vagueness of this approach and clarify its utility and applicability.
Nevertheless, fair value continues to have many critics. The reasons why this is the case will be
elaborated in the next section of this paper that deals with disadvantages.

3. Advantages and Disadvantages of Fair Value in Financial Statements

It is a normative truth in the world of accounting that for a financial statement or any accounting
data to be useful, the two most important characteristics have to be relevance and reliability. Taking these
two features as a starting point, the following section will explore in the detail how well fair value
accounting stands vis-a-vis these challenges.

The pros and cons will be evaluated not only from the point of a firm - an internal view but also
from an external view, from a viewpoint of a potential investor or a financial institution.

3.1. Timely/Relevant Information

Since fair value accounting utilizes information specific for the time and current market conditions,
it attempts to provide the most relevant estimates possible. It has a great informative value for a firm itself
and encourages prompt corrective actions.

3.2. More Information in the Financial Statements than Historical Cost

Fair value accounting enhances the informative power of a financial statement as opposed to the
other accounting method - the historical cost. Fair value accounting requires a firm to disclose extensive
information about the methodology used, the assumption made, risk exposure, related sensitivities and
other issues that result in a thorough financial statement. Inclusion of more information is possible
whenever there are
- observable market prices that managers cannot materially influence due to less than perfect market

liquidity; or

- independently observable, accurate estimates of liquid market prices.

Thusly produced financial statements therefore increase transparency of a firm, which is
particularly useful to potential investors, contractors and lenders as they have a better perception of the
stability of a given firm and insight into its wealth.

3.3. Reliable Information

For a financial data to be reliable they ought to be verifiable and neutral. Since fair value is inferred
from the market price of a given asset, this value can be checked in hindsight from available information
about current and past market prices. Since it is necessary to include the methodology and disclose the
information about possible deviations from a quoted price in the financial statement, this information can
also be verified. Neutrality is meant to represent a value that is best explained as an objective value and
therefore devoid of any factors that would cause a rise or fall in such a value, atypical of general market
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conditions. For example this is a value that does not include specific information related only to the
owner of a given asset. An owner of a firm is likely to seek complementary properties or assets so that a
value of a single asset/property is that much higher for the firm as it not only represents its own individual
value but also an additional value, as a part of a distinct and functional whole. A neutral value does not
consider this asset-specific information and only makes an estimate of its value based on general publicly-
known information and thus makes this estimate reliable.

3.4. Pricing Deviation

One of the most often quoted disadvantages of fair value accounting is the vagueness of the
measurement procedure of assets for financial statements which creates loopholes for pricing deviations.
There are several ways that this measurement could produce differing prices and thus result in a deviation
from a desired fair value.

3.5. Misleading Information

It is possible that sometimes the observed value of an asset in the market is not indicative of the
asset’s fundamental value. Market might be inefficient and not reflect in its estimates all publicly
available information. There are also other factors that could cause that this market estimate to be
deviated such as investor irrationality, behavioural bias or problems with arbitrage among others.

Ball (2004) also points out that market liquidity is a potentially important issue because spreads can
be large enough to cause substantial uncertainty about fair value and hence introduce large overall value
deviations ("noise”) in the financial statements.

3.6. Manipulation

Frankovsky et. al. (2012) points out that manipulation of the price by the firms themselves also
presents a risk in obtaining a fair value estimates because in illiquid markets, trading by firms can have an
effect on both traded and quoted prices.

3.7. Absence of a Market Price

If a market price for a given asset is not available in the active market, fair value estimate that is
supposed to provide the most reliable information is more difficult to obtain. In this case, the usual
procedure is to use “mark to model” accounting. This requires creation of a more extended estimate
which runs the risk of creating a deviation of price for a given asset from its price if it was to be found in
the market.

Furthermore if this “mark to model” method is used to simulate a market price for a given asset, it
provides an opportunity for the firm to manipulate this estimate, as it is the managers of the firm that can
decide on what kind of a model or a parameter would be used.

3.8. Limited Reliability

It is arguable that the information available in the financial statements provided by the fair value
accounting method is relevant and reliable only for a limited period. As the information included in the
statements is time-specific for given market conditions, a change in the market environment could cause a
major difference in the actual financial situation of a firm. For an inexperienced professional in the
accounting realm, a changing market situation would thus cause confusion as to what is the actual wealth
of a firm. To get reliable information this individual would have to request a new financial statement.
This could become a costly business if this request is made often. On the other hand, it is likely that an
experienced businessman is able to infer the changing value of a business without the need to request a
new financial statement, given he understands the procedures involved in utilizing fair value method.

3.9. Volatility

The problem of volatility is closely related to the previous issue of limited reliability. If the fair
value of an asset follows the development of a market environment, this means that the value of an asset
changes with the market. If the market with regards to the nature of a given asset booms, the price of a
given asset goes up; if it busts, the price goes down too. A volatility of the market, which is an existing
possibility, therefore creates a superfluous risk and could adversely affect the investment capacity of a
firm. According to the research conducted by the European Central Bank’s experts ‘for assets and
liabilities held to maturity, the volatility reflected in the financial statements is artificial and can be
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ultimately misleading, as any deviations from cost will be gradually compensated for during the life of the
financial instrument, “pulling the value to par” at maturity".

3.10. Contribution to the Procyclicality of the Financial System

Following the recent financial crisis, there has been a debate about the potential contribution of fair
value accounting. Many believe that it exacerbated the effects of the crisis, through increasing the
inherent procyclicality of the financial system. (Procyclicality refers to the ability to exaggerate financial
or economic fluctuations.) Fair value accounting and its dependency on the development of the market
situation could cause that a market that experiences a slump is closely followed by a deterioration of a
firm’s financial situation that in turn causes the market to panic, bringing it closer to an outbreak of a
crisis. Since financial institutions are closely related to firms and the business cycle in general, if fair
values indicate a fall, losses will also be reflected on the banks” capital. This kind of weakening of bank
balance sheets has been a disconcerting event for a future development of some markets, and the state of
the whole financial system. In practical terms, this potential of fair value accounting to contribute to the
procyclicality of the financial system would cause that increases in bank profits would be exaggerated
during upturns in the market and would encourage an “overextension of credit’, that would then “create
the conditions for a deeper and more long-lasting downturn. This would then also be exacerbated by the
effect that downward adjustments in asset valuations would have on bank profits and capital, which
would further restrain their lending. Moreover, another potential result would be to limit credit
availability to counterparties whose credit status is more volatile, e.g. small and medium-sized enterprises
(SME). Given the importance of SMEs in Europe this may have a detrimental effect on future economic
developments.

4. Fair Value Usefulness in Financial Statements

When assessing the quality of fair value information, a natural question to ask is whether this
information is useful to investors. In fact, the main objective of financial reporting is to provide
information that is useful to investors, creditors and others in making investment, credit and similar
resource allocation decisions. Although financial reporting users include a large numbers of subjects, both
the FASB and IASB focus on the needs of participants in capital markets. This is because investors are
considered the ones who are most in need of information from financial reports as they cannot usually
request information directly from the firm. Moreover, as they provide risk capital to firms, the provisions
of financial statements that meet their needs also meet most of the needs of other users. As a result,
investors’ needs are considered as highly representative of the needs of a wide range of users. For this
reason, empirical research has long been focusing on the relation between fair value accounting and share
prices or returns. Equity values reflect an accounting amount only if the information is relevant to
investors in valuing a firm and is measured reliably enough to be reflected in share prices (Barth et al.,
2001). Most of the research on fair value accounting has focused on the US as fair value accounting has
long been used there. Furthermore, empirical studies have mainly focused on banks, which are largely
comprised of financial assets and liabilities measured at fair value. Although this literature provides
useful insight into the contribution of fair value to financial reporting quality, it must however be taken
with some caution. In fact, many studies are prior to FAS 157 and IFRS 13, when fair value was not
clearly defined as exit value, nor was the procedure for absence of active markets clearly laid-out. 4.1.
Fair value relevance for financial instruments. As mentioned, much of the research on fair value
accounting has focused on the bank sector providing mixed results. Barth (1994), for instance, examines a
sample of US banks with data from 1971-1990 and finds that investment securities’ fair values are
incrementally associated with bank share prices after controlling for their book values. However, when
examined in an annual return context, results provide instead mixed evidence. One leading candidate for
ambiguous finding is that the securities’ gains and losses estimates contain too much measurement error
relative to the true underlying changes in their market values. Using essentially the same database, Barth
et al. (1995) confirms the Barth (1994) findings and lends support to the measurement error explanation.
In fact, fair value-based measures of net income are found to be more volatile than historical -based
measures, but incremental volatility is not reflected in bank share prices. Petroni and Wahlen (1995) find
that fair values of equities and Treasury securities are value-relevant, whereas fair values of municipal
and corporate bonds are not, thus suggesting that fair values of securities actively traded in the market are
considered as more reliable. Nelson (1996) documents that fair value of bank loans; deposits and long-
term debt are not value-relevant.
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In contrast, Barth et al. (1996) find that fair values of loans are value-relevant, whereas Laux (2009)
find the value relevance of loans only in limited settings. Finally, Venkatachalan (1996) examines the
value relevance of derivative fair values and finds that such fair values are positively associated with
equity market value. Empirical research therefore shows that fair value relevance varies according to the
source of information. This issue has been further investigated after the FAS 157 issuance as valuation
inputs have been categorized into a three level fair value hierarchy. Estimating fair value for assets and
liabilities is in fact relatively easy if they are actively traded in liquid markets, whereas it becomes more
complicated if active markets do not exist. When there is not a directly observable exit price, valuation
techniques must be used to measure fair value. Valuation techniques use Level 2 or Level 3 inputs of the
IFRS 13 and FAS 157 fair value hierarchy. Using a sample of large financial institutions, Kolev (2009)
documents a significant positive association between stock prices and fair values of net assets measured
using all the inputs of the fair value hierarchy. However, the coefficients on mark-to-model estimates are
consistently lower than those on the mark-to-market fair values (Level 1), even though the difference is
significant only for Level 3 net assets. This study suggests that investors are aware of estimation errors
and, therefore, value the three levels of the fair value hierarchy differently. Goh et al. (2009) also observe
significant variation in the pricing of different levels of fair value assets, with the pricing being less for
mark-to-model assets, i.e. assets with lower liquidity and greater information risk, than for mark-to-
market assets. They also find that the pricing of mark-to-model assets declined over the course of 2008,
consistent with increasing market concerns about illiquidity and information risk associated with these
assets. Using a sample of quarterly report by banking firms, Song et al.(2010) find evidence that fair
value measurements of Level 1, Level 2, and Level 3 inputs are all value-relevant, consistent with prior
research. However, Level 3 assets are valued less than Level 1 and Level 2 assets. In addition,
coefficients on Level 3 fair values are less than 1, which suggests that investors perceive reliability
concerns for Level 3 assets. As for Kolev, the lower valuation of Level 3 assets is consistent with
investors decreasing the weight they place on less reliable fair value measurements. Some studies have
focused directly on the predictive capability of mark-to-model valuation techniques. Kim and Ritter
(1999), for instance, examine the predictive ability of market multiples based on historical numbers and
find that they do a relatively poor job without further adjustments for differences in growth and
profitability. Price-earnings multiples using forecasted earnings result instead in much more accurate
valuation. Ronen (2008) finds that transaction and market multiples tend to estimate exit values.
Transaction multiples are in fact cases of 'revealed preferences', i.e. they refer only to successful
transactions and incorporate synergy expectations as well as other positive factors which increase
transaction prices, while market multiples tend to elide the idiosyncratic component of risk. Finally,
Fiechter and Novotny-Farkas (2011) provide evidence that value relevance of fair value estimates also
varies cross section ally and across time. Using an international sample of banks from IFRS adopting
countries, they demonstrate that fair values are generally value relevant, although valuation coefficients
vary with institutional and firm-specific factors. In fact, optionally fair valued assets appear to experience
a discount in countries with low regulatory quality. Furthermore, they show that significant exposures to
subprime investments result in substantially lower value relevance for financial assets at fair value. They
also find that the value relevance of fair value assets has decreased as the financial crisis worsened. Much
of the empirical research on non-financial assets has also focused on the United States as well as on
Australia and the United Kingdom as these countries have long permitted upward asset revaluation for
such assets. Most studies, including Easton et al. (1993), Barth and Clinch (1996), Barth and Clinch
(1998) and Muller and Riedl (2002), examine revaluations of tangible fixed assets, which fall into Level 3
category of the fair value hierarchy and are therefore subject to a greater amount of management
discretion.

Using a sample of Australian firms with data from 1984-1990, Easton et al. (1993) estimate annual
return regressions and find that asset revaluations of tangible long-lived assets have incremental
explanatory power relative to earnings and changes in earnings. Barth and Clinch (1998) also use
asample of Australian firms but from a later period, 1991-1995, and estimate annual stock price
regressions to determine if financial, tangible, and intangible asset revaluations have incremental
explanatory power relative to operating earnings and equity book value less the book value of re-valued
assets. Barth and Clinch (1998) find re-valued investments are incrementally priced. Contrary to the view
that intangible asset revaluations are likely to be noisy and uninformative, their study finds a positive
association between such revaluations and share prices. With the exception of mining firms, they instead
fail to find a significantly positive association between and equipment revaluations. By focusing on
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investment property firms, Muller and Riedl (2002) find evidence that the market finds asset revaluations
estimates made by external appraisers more informative than those made by internal appraisers, thus
suggesting external appraisals to be more reliable. This result is in line with Cotter and Richardson
(2002), who also found that external appraisals are more reliable than those made by directors for a
sample of Australian firms from the 1981-1994 period. Finally, Aboody et al. (1999) examine the
performance prediction and pricing implications of fixed asset revaluations for a sample of UK firms
from the 1983-1995 period. Findings show that upward revaluations are significantly positively related to
changes in future performance, measured by operating income and cash from operations. Current year
revaluations are also significantly positively related to annual stock returns, and current year asset
revaluation balances are significantly positively related to annual stock prices. However, the study also
finds that relations between revaluations and future performance and prices are weaker for higher debt-to-
equity ratio firms, thus suggesting that managerial manipulation affects the usefulness of asset
revaluations made by managers of firms facing the pressure of financial distress.

5. A Dual Measurement and Reporting System

Overall, empirical findings raise some doubts on fair value estimates’ usefulness to investors. For
this reason, opponents to fair value often call for a return to historical cost accounting. Fair value has the
great advantage that it provides a measure of what a certain investment is supposed to bring. On the other
side, historical cost is useful to investors for two main reasons: it is based on actual, not merely possible
transactions, and it provides investors with a measure of the resources which have been sacrificed to
obtain that investment. Actually, the debate about accounting measurement has always been framed in
terms of making a choice between fair value and historical cost accounting, with the former serving a
decision usefulness objective and the latter a stewardship one. Over time, standard setters have become
more and more oriented towards the decision usefulness of financial information, thus abandoning the
historical cost accounting in favour of fair value accounting. This paper claims that such a debate should
be reframed and no longer considered in terms of the choice between fair value and historical cost. In
fact, choosing between historical cost or fair value accounting implies sacrificing one these two
objectives. A dual measurement and reporting system could be the solution to such a controversy.
Historical cost and fair value provide two different kinds of information, which are both useful to
investors. At the time of acquisition, fair value and historical cost are in most cases equal, but they do
normally diverge in subsequent periods. Following acquisition, historical cost accounting and fair value
accounting provide different information and serve different purposes. Fair value is needed for ranking
and sorting out competing investment alternatives.

Reporting how much the entity invested to acquire an asset is not, by itself, fully informative as it
does not offer any insights about the quality of that investment. In order to assess that quality, users need
to know what that investment is expected to bring in the future. With some cautions on fair value
estimates’ reliability, fair value accounting provides investors with useful information about expected
benefits from a certain investment.

However, fair value alone cannot help investors to properly evaluate stewardship, that is, the
careful and responsible management of funds. In fact, financial statement users would not know how
much resources the management has paid to obtain that fair value. Historical cost is therefore useful for
stewardship and control decisions as it tracks the amount paid for resources. A given resources owned by
two different entities will have the same fair value at any given time, but fair value does not inform
investors that one entity have probably paid a different price for the same asset. In order to effectively
evaluate stewardship, knowledge of fair value is not enough. Users also need to know the historical cost
of the investment.

Indeed, the best understood concept of profit is the excess of selling price over historical cost.
Decisions on whether to continue a product line or division or factory depend to a large extent on whether
there is a favourable spread between revenue and cost. As a result, this paper claims that historical cost
and fair value should not be considered as competitors and both of them should be provided. An attempt
to choose either one would deprive financial statement users of access to complete and useful information
for decision-making. For this reason, a dual measurement and reporting model should be a good solution.
A dual measurement and reporting model could be more effective for assessing the success of an
investment. Comparing expected events (i.e. fair values) with past events (i.e. historical costs) would
improve the ability of financial statement users to evaluate both past performance, thus fulfilling a
stewardship objective, and to predict future performance, thus fulfilling a decision usefulness objective.
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6. Conclusion

This paper discusses fair value accounting and its usefulness to financial statement users by
delineating the theoretical background for its adoption and providing evidence on its usefulness to
investors. Proponents of the fair value accounting have argued that fair values for assets or liabilities
reflect current market conditions and hence provide timely information, thereby increasing transparency.
On the other extreme, opponents claim that fair value is not relevant and potentially misleading for assets
that are held for a long period and, in particular, to maturity; that prices could be distorted by market
inefficiencies, investor irrationality or liquidity problems; and that fair values based on models are not
reliable. As a matter of fact, empirical evidence raises some concerns on the reliability of fair value
estimates and for this reason a return to historical cost accounting often comes up for discussion.

This paper highlights that historical cost and fair value accounting must not be considered as
competitors, as they serve different purposes. Historical cost provides investors with the cost of the
investment, while fair value gives a measure of what the management expect to get in return from a
certain investment. Knowledge of fair value is important, although it is not enough. Users also need to
know the cost of the investment. In fact, knowing how much resources have been sacrificed to obtain that
fair value, they could effectively evaluate stewardship. This paper therefore concludes that both historical
cost and fair value should be provided as only together they can deliver complete and useful information
to investors. As a consequence, the adoption of a dual measurement and reporting system should be
considered and discussed at a standard setting level.

According to the advantages and disadvantages of the concept of fair value in accounting, it is quite
obvious and clear that this concept is far from being perfect. It is very difficult to determine whether its
contribution to the improvement of accounting is really beneficial. On the one hand there are many
reasons why the users of this method are better off, but on the other hand there are also several reasons
why they are worse off. In fact, many of relevant sources express their mixed views about the extent to
which IFRS are becoming imbued with the current IASB/FASB fascination with fair value accounting
(Novoa, A. & Solé J., 2009). Although the fair-value discussion seems to be far from over now, the
current crisis provided an interesting setting to further explore these issues, understand them better and
hopefully urge responsible institutions to fix the imperfections within the system to make it work
correctly and more effectively.
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