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Fair Value Accounting and Measurement
through FASB’s Development$

Carmen Giorgiana BONACH Jifif STROUHAL —
Dumitru MATIS

Fair Value: Standard of Value in Financial Reporting

Despite the fact that, in order to obtain a truage using financial
reports, the use of both quantitative and quakatinformation is
necessary, we must also consider the concept oéyalconcept that is of
crucial importance, due to its obvious, yet compieanings. In addition,
the evaluation (quantification) of qualitative infeation can be a theme
of discussion on its own. We all agree that “bediaty in the eyes of the
beholder”, therefore we must ask ourselves: I1$n4 idea also true in the
case of value? Alternatively, in other words, calue depend on the
subjective opinion of the assessor? (Fishman g@07). We agree on
the hypothesis that value cannot be acknowledgedersally until it is
defined. Trade literature considers the differeefirdtions of value
(together with various auxiliary information) asrge standards by which
it can be judged (i.e. standards of value).
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From a very pragmatic point of view, the evaluatpmocess can be
seen as being nothing more than the search fornawea to a very
important question: “What is the value of...?” (Fiskimet al., 2007).
Before parting in our quest for the appropriatewasrs a definition of
value must be given. We consider that this de@inishould start with the
identification of the right value standard, i.ee thecessary type of value.
Every standard of value contains a series of assaongpthat represent the
essence of the type of value used in a certainuootjre. Furthermore,
once that standard has been chosen, there is mangea that it will
benefit the unanimous approval of its assumptions.

The most widely used value standards are “fair etavalue” and
“fair value”. A linguistic approach to the two tesnindicates that “fair
value” is a more comprehensive notion, becaussfers to a value that is
“right and correct”. The “right and correct” cont¢ep a more permissive
one, the best way to illustrate it is by givingexample: the right value of
an asset can be represented by its value on thkeetndy its intrinsic
value, by its exchange value, or, in some situatidry the liquidation
value of that asset. The concept of fair marketi?#a$ a more restrictive
one, due to the presence of the term “market”. Tais can make one ask
himself weather the term “market” is linked to tdjective “fair” (like in
“fair market”) or the noun “value” (like in marketlue). We are obliged
however to determine the value we would receivéhenmarket — during
a real or a hypothetical transaction — in exchdogen asset. The “fair
market value” represents the base of all judgmehtglue, while “fair
value” is defined in terms of financial reports.

References to standards of value appear from tgeniag of the
19th century, without the term being defined. lisviia the second half of
the 19th century when the development of the raivallowed the
expansion of trade, thus favoring corporations agyeherating the
necessity of evaluation solutions (algorithm) foogerties (which had to
be taxed), for settling disputes among shareholefersAt the beginning
of the 20th century, law courts, states and otbgulation offices begun
to be confronted with various litigations, which oéxed business
evaluations. Terms like “willing buyer”, “willingeler” or “knowable”,
started being mandatory in the process of detengifdir market value in
the 1920s. Things started changing even more itagtehalf of the 20th
century, when the most valuable assets of an econemity begun to be
intangible, rather than tangible. Therefore, thal@ation process had to
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evolve too, in order to keep up with the times. Aoren complex
evaluation method was badly needed.

After this short plea dedicated to the term “valuate will
concentrate on “fair value” as standard of valuefiioancial reporting.
We try to depict an overview of what “fair value”eans, insisting only
on the situations that regard financial instruments

Methodological Approach

A good understanding of fair value, in its acceptaas a standard of
value for financial reporting, needs a short exicursn the historical
evolution of the term and the regulations, whick@se it. We chose to
insist on the American accounting referential cdesng current
circumstances involving the financial crisis tharged in the US, many
blaming fair value accounting.

The analysis of American accounting standards, hwhieggard the
concept of fair value, did not allow us to initiszdedeductive approach,
which could have been used to start from a gemevel, than continuing
to a more particular one, i.e. the specific fiefdfinancial instruments.
This is a consequence of the fact that it was ikl fof financial
instruments, which brought into discussion the ssitg of using fair
value as attribute of the evaluation process, &utwvolutions
demonstrating the need for a standard with wideapg@licability.
Therefore, the sequence of events dictated byitterital reality guided
us to an inductive approach.

Fair value has been a term used in the accountieature for a
considerable period of time, but without ever bebwfined. Thus, a
proper analysis of the evolution of this term igahed, a useful tool in this
approach being the American accounting referenfikle analysis of
accounting standards foresights concerning famevavaluation, and the
influence these notions have on the informatiorvioled by the financial
situations, are correlated with aspects of todagancial crisis.

FASB Developments on Fair Value

The “fair value” term appeared for the first time 1953, in the 43rd
number of Accounting Research Bulletinwhich bearded the title
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Restatement and Revision of Accounting Researdbtidal Afterwards,

the term appeared in Accounting Principles Boardnfdps — APB

(Accounting for Non—monetary Transactionsl973), and in the FASB
15 — Statement of Financial Accounting Standar@8scqunting by

Debtors and Creditors for Troubled Debt Restruatgs — 1977). An

interesting thing is that before the project thed to the elaboration in
2004 of the fair value evaluation exposure, FASBored to the
definition and use of fair value standard mainlhowatbthe reports that
concern various instruments. Therefore, in 1986SBAadded to its
agenda a project that focused on financial repgrivhich made possible
the introduction of SFAS 107 -Pisclosures about Fair Value for
Financial Instrumentsn 1991, and, in 1998 of SFAS 133Aecounting

for Derivative Instruments and Hedging Activitiehrough these two
SFAS, the FASB set a long-term objective, thaths, evaluation of all
financial instruments at their fair value.

During the Annual Conference on Current Securiiad Exchange
Commission Developments, which took place in 2@ inember of the
managerial team held a speech about the fair vallspeech that was
aimed at financial instruments, but did not disrdgéhe wide impact it
(the fair value) had on all the elements that n&ed evaluation for
financial reports:

Regulatory bodies need to offer more detailed atthois concerning the way of

accounting, evaluation and auditing. The represgat of the accountant

profession (occupation) must collaborate with eaitter, and with other parties

involved, for example the users of the financidbimation, audit experts etc.

The professionals in charge with the elaboratiofir@fncial situations (reports),

the auditors and the users of this kind of infoiorahave to be better prepared in
the field of fair (just) value accounting (Fishretral., 2007).

The imperative “have to” has an important significe, because it
underlines the challenge to which regulations oisyas have responded
more and more actively in the last few years, deialy the issue of fair
value for financial reporting. It is important toemtion that in 2000,
FASB has emitted Concepts Statement NoU3ing Cash Information
and Present Value in Accounting Measurementss Statement can be
considered a result of a project, which was inauaethe FASB since
1998, with the declared goal of analyzing cruciapexts regarding
current value in accountant evaluations.
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In 2003, the FASB created a Valuation Resource B(WIRG) whose
objective was to provide support to the Councimatters of fair value
evaluation (FASB, 2004). This group was made upnmfraccountant
experts, auditors and expert evaluators. Around time, the ASB
(Auditing Standards Board) emitted SAS 101 — State&nof Auditing
Standards -Auditing Fair Value Measurements and Disclosurébe
next step consisted in the elaboration in 2004F-A$B, of the exposure
project (ED), regarding the evaluation of fair v@luhis particular goal
being a more complex one: the development of aemnal framework
that would clarify this matter in such a way, thatould be applied for all
assets and entity liabilities (FASB 2004). Aftee thresentation, debates
and deliberations, a first sketch of this framewwds finally introduced
in October 2005, followed by a second one in M&©06. Finally, in the
autumn of 2006, SFAS 157 Fair Value Measurementwas officially
introduced.

The reality is that theory and practice of fairualin the field of financial
reporting, has developed gradually, throughout tifR&SB, 2004)

As FASB declares, “the objective of fair evaluatisrto estimate an
exchange price for an asset or a liability, whigk avaluated in an
absence of a transaction that would involve the(RASB, 2004) In a
more precise way, this objective assumes thavédire should be defined
in such a way that the exchange price of the ams#te liability should
fully reflect the real value of that asset/lialyilitn other words, the price
at which an asset can be exchanged between twesmtoes not depend
on the entities involved in the exchange, the asgeice residing in its
value-in-use for every entity. For example, theueabf a swap instrument
for a bank reflects the price at which that bank @ay or sell that
derivative, that value not being dependent of geets or liabilities in the
bank’s balance sheet. In a situation like thistiBand Landsman (1995)
consider that an assumption like this is a risky,oespecially if the
bank’s assets or liabilities are not traded.

In the US, FASB has emitted a series of standdrds impose the
presentation or acknowledgement of fair value. Agiothe most
significant ones, in terms of relevance for finahanstitutions, are those
standards that refer directly to financial instrumise Two important
standards that concern the way of presentation SFAS 107 —
Disclosures about Fair Value for Financial Instrunteand SFAS 119 —
Disclosure about Derivative Financial InstrumentadaFair Value of
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Financial InstrumentsSFAS 107 demands presentation of fair value for
all acknowledged assets and liabilities, beingfitts¢ standard that offers
investors estimations concerning balance sheetegltsnsecurities, loans,
deposits, and long-term debts. This was also teedtandard that offered

a definition for fair value, reflecting the objeati of FASB to use market
prices when it was possible, and the first standahich requested
presentations regarding assessments made abdairtiialue of financial
instruments, including futures contracts, forwargaaps, and options.
Information presentations about estimations of iegs1and losses of
financial instruments owned for trade are also deted.

Amongst the most important standards emitted by B;ASandards
which target the acknowledgement (accreditatiorfpwfvalue are: SFAS
115 —Accounting for Certain Investments in Debt and Bg&iecurities
SFAS - 123 (revised)Share-based Paymentsand SFAS 133 -
Accounting for Derivative Instruments and Hedgirgivities SFAS 115
requests the recognition of fair value of investtaem securities
representing shareholders’ equities or financiabilities, classified as
trading securities or available for sale. Changefair value of trading
securities are reflected in current earnings, imgarison with the ones
connected to available for sale category, whensgaimd losses on those
securities bypass income and are reported in e@gitgn adjustment to
other comprehensive income. Held to maturity, Séearare not marked-
to-market; rather, unless there is other-than-teargoimpairment in
value of those securities, they are reflected enfthancial statements at
amortized cost.

SFAS 123 (revised) eliminates the possibility obasing the fair
value and the intrinsic one in cost evaluation ifastated in 1995 —
Accounting for Stock-based Compensagtitny imposing the usage of fair
value at the time the adjustment and reported egsrare affected.

SFAS 133 demands that all independent derivativasst nbe
acknowledged at their fair value. However, thiszxdaad keeps elements
from the accountancy model for hedge operationgeéially, the changes
in fair value of those derivatives used in risk-eong operations
regarding fair value (for example the low intenede risk and the risk of
the prices of goods) are reflected in the incomgestent, the same being
true in the case of changes in the fair value & kedge element
representation in the balance sheet, or in the chsatity engagements
(for example forward contracts). If the so-callear fvalue hedge is
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perfect, the effect on the income statement ofhtbege relation is zero.
Contrary, the changes in the fair value of thosevdgves that have cash
hedging as their goal (for example the volatilifycash flows induced by
the interest rate risk or the evolution of goodseg®), are represented as a
distinct component of shareholders’ equity, duthofact that there is no
compensation or change that can be acknowledgesinms of fair value
of a hedge element in the balance sheet.

FASB has emitted a series of other standards, wtnchprised elements that
specifically discussed information or evaluatiorfsfair value. For example,
SFAS 87 - Employers’ Accounting for Pensions, whiclemanded

presentations in form of notes that would reflelog tfair value of assets
represented by pension plans, and the obligatidmshwconcerned pensions
which have been associated to benefit plans that hfeady been finalized.
However, the standard only requested the acknowledgt in the balance
sheet of the net values of the sums of assetlshiders’ equity and liabilities.
The SEC report of 2005 recommends that representatifinancial reports of

assets and liabilities concerning pensions shoeldnlade at their fair value.
Landsman (1986) and Barth (1991) demonstrate teasiareholders’ equities

price reflects the fair value of pension assetslehdlities.

Having in mind the elements concerning fair valwhjch have been
presented above, and the context in which the Araeriaccounting
regulations from the beginning of the 21st centamy included, we can
describe two essential motivations that determthed=ASB to draw up a
standard that would represent a procedural guidechmwvould be used
for estimating fair value, and which could be apglio a wide range of
financial and non-financial assets (Botosan e2@05). On one side, the
set of accounting standards available around 20@4ndt include a
unique source of general guidance, valid in thenagtt of defining and
estimating fair value. The guidance that concerfa@dvalue could be
found mainly in a series of intersected and “pat¢haccounting
standards, which referred to financial instrume@ts.the other side, the
exiting accounting standards showed an increaswgj bf the acceptance
of fair value as attribute of evaluation (in comipan with the
depreciation cost). Assuming that there is a higibability that future
standards will include evaluation at fair valuee tbefinition of this
concept (fair value) as attribute of evaluation eccmpanied by
procedural guidance at the highest level, and comtg a consistent
estimation of the concept — became a priority m dgoal of the efficient
application of already existing or new standards.
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The goal of this new standard was to assist thesusfeinformation
provided through financial reports, so that thewldoevaluate more
appropriately the relevance and credibility of éstimations of fair value.
The financial reports should also contain informatabout the data and
models used to provide fair value estimations.

The standard created by FASB in the autumn of 28F&AS 157 —
Fair Value Measuremergeems, on one side, to judder the foundation of
historic cost based evaluation, but, on the otld®, sappears harmless
because it does not impose the use of fair valua wide scale (Miller
and Bhanson, 2007). In fact, the truth lies, asaljssomewhere in the
middle, in the way that the standard acts both ways

Indeed, the new standard does not impose the ugairofalue in
situations other than the ones already mentionegrbyious standards.
However, SFAS 157 modifies the ‘status quo’ in ¢hessential ways. We
refer here to the fact that the level concerningcfical aspects is being
raised, a new series of factors that must be ceresidis emerging. These
factors must be taken in consideration when thesevialues already
mentioned in existing GAAPs are evaluated, so tih& evaluation
process can disclose information that is more ingmbr Another effect
was that the introduction of SFAS 157 cleared tlag ¥or SFAS 159 —
The Fair Value Option for Financial Assets and Fioel Liabilities.
SFAS 159 created the possibility for fair valueb®introduced and used
in new ways. Another merit of this standard wag thprepared the field
of financial reporting for the new Conceptual Fraroek developed by
FASB. We rely on these affirmations and on the ipri@lary aspects
contained in theObjective of Financial Reporting and Qualitative
Characteristics of Decision — Useful Financial Repw Information
introduced in 2006 by the same FASB. These stdtatithe fair value
will be ultimately preferred as an evaluation atite in financial reports
(FASB, 2006). In this context, the introduction&FAS 157, was meant
to clarify and put things in order, is fully jusé&dl.

It is thus clear that the objective of the issuni@FAS 157 is to bring
uniformity and consistency to the professional réitare, and to
accounting practice. One of its great contributicesdes in the fact that
it offered a real catalog of situations in whiclir faalue is used, and a
standard annex presenting more than 60 cases iochwhir value is
valued and reported.
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The standard defines fair value as being “the pticd would be
received to sell an asset or paid to transfer hilitia in an orderly
transaction between market participants at the ureagent date” (SFAS
157.5). With a bit of concentration, we can obsehad this definition is
in fact, the solution offered by the Council, skilfand conciliatory,
delivered in a subtle way, so that the long cordrsy about the
evaluation of fair value is ended.

There are voices that disapprove the solution c¢hdse FASB in
defining the fair value starting from exit valuegnsidering that this
affects the relevance of the offered informationd anot reflecting the
value of the assets from the point of view of thhele within the entity’s
specific operations. In other words, fair valuesedained in this ways
will not offer the investors correct informationgeeding the future cash
flows that will be generated by these assets witha entity, fact that
represents the fair value from the point of viewtbé stockholders.
Implicitly, it can be appreciated that these exatues fail to fulfill the
financial situation’s informational objective or esv the stewardship
function because it would not evaluate in a cowesing way the
managers’ capacity to create value for stockhol{lRmen, 2008). From
this point of view, the relevance of these valuegust partial, offering
useful information in appreciating certain aspetghe risk the entity is
exposed to.

Drawing out conclusions from this standard, recoigug its merit to
bring a series of other standards in the 21st cgnéund a plus of rigueur
in what regards the estimation of the fair valueyAappreciation at the
address of this standard, though, would be incoraplghout referring to
its role in offering a true launching ramp towardsy growth initiatives
of the utilization of the financial situations tlugh the intermediation of
some future standards regarding fair value, but fds a new conceptual
frame that surely will need evaluation of the faalue in several
situations, financial ones, or presentations ofaektformation.

This was realized already at only 6 months from dbpearance of
SFAS 157, through the emission made by FSAB in Ursatyr 2007 of
SFAS 159The Fair Value Option for Financial Assets and Fioal
Liabilities, whose elaboration, adoption and implementatioalgwould
have been harder to realize if the basis wouldhaot been put through
its predecessor. The good part of SFAS 159 regtrolse innovative
managers that will profit on the permissively ot tktandard like an
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occasion to increase voluntarily the quantity dbirmation useful on the
capital markets, through the intermediation of thikered financial
information. We are not to forget though the posisyof exploration of
its flexibility in offering a false image over sonoé the financial assets
and debts of the entity, as a negative effect efrttanagers’ innovative
capacities, stimulated through the standard. Tkerthoffers us though
an answer when facing this danger, consideringetieé®rts negatively
oriented, with a great lack of ethics, and un-usefue to the fact that,
earlier or later, capital markets will impose thelvdeserved punishment
through the diminution of the quoted prices and itie¥ease in capital
costs. It is not to neglect the necessity of dgyelp some mechanisms of
corporative governance meant to encourage honestdial reports and
objective ones (Ronen, 2008).

SFAS 157 had the role to establish a conceptuaidréor fair value
evaluation, applicable to American standards, Havinformation
regarding the process afferent to the evaluatiorather words, this new
standard does not impose new fair value evalugtiouisonly clarifies, at
a more general level, the modality of applicabjlitythese situations that
permit and solicits the evaluation of fair valueroigh the aid of
accounting regulation. With all these, for some ites its’
implementation imposes changes in current accogiptiactices.

SFAS 159 allows the entities to evaluate certamarfcial assets and
debts at a fair value; this operation does not sephe entities to respect
the relative complex requirements afferent to mskering accounting
(hedge), foreseen within SFAS 133. The goal of tles/ standard that
introduces the fair value option, is in fact, tdoal the entities to
concentrate upon the choosing and respecting thieesdthat regard the
implementation of the fair value, rather than upbe creation and the
forming of the documentation necessary for the smahons to be
according to the SFAS 133 spirit, and to the heslgdvices.

Regarding generally upon this standard there amesaspects
extremely interesting to retain. On the other hamdhe fact that its
applicability is optional and even more, SFAS 158rnpits the
consideration of the applicability from case toea®r each instrument.
On the other side the standard has raised serisapptovals between
two from the seven members of the Council for FamanAccounting
Standards of USA, one of them appreciating thatuhin the aid of such a
standard “the complexity and the costs are trarediefowards the users,
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these having the duty to invest more effort andupport more costs, in
order to be able to compare financial situation endtrough the
utilization of the option towards fair value withase financial statements
made through the utilization of other evaluatiosisa(Wolosky, 2007),
despite the fact that the lines in SFAS 159 sali@tl the possible
information in order to help the users put in saithations.

Emitted at only 5 months after SFAS 157, SFAS 15€arages the
reporting entities to choose the fair value opiiorvaluating the eligible
financial assets and debts, while once chosen abison becomes
irrevocable. Some voices in specialty literatur@nsesuspicious regarding
the chosen moment for the emission of this standamdsidering that it
could have been a reaction regarding the futurgsctnat will manifest.
Many entities hoped even in a postponement from B*&Part for the
implementation term of SFAS 157The sub-prime market issue creates
damages within diverse capital markets around tbddwMany entities
were obliged to reduce the value of the asset®atefi within the
financial statements, because not only the bur8teohousing bubble, but
now also because of the implementation of SFAS Through the aid of
the optional criteria highlighted within the SFAS9standard regarding
certain assets, some entities could even find ntagato loosen up this
descending spiral, even though for a short periatihee (Beeler, Evans,
Turner, 2009).

The reasoning that favors the adoption of the ¥alue include the
will of a better administration of the balance dhélee necessity of some
alternatives at SFAS 133 or the possibility of dtdrereaction at the
changes appeared at the level of the interest (&akliffe, 2007). In
adopting the option of fair value introduced thrbuge aid of SFAS 159
IS necessary to respect what is stated in SFAS ii8fyredecessor. As
we have previously mentioned, the fair value optisnimplemented
through the consideration of each single elemehtlewexcluding other
elements from the same category or from a similategory of
instruments. Once chosen the fair value option, thexision is
irrevocable. In the case of the already existimguricial assets and debts
within the entity, this can also implement the featue option once with
the choice of using the recommendations within SHEAS. Even more,

! SFAS 157 emitted in September 2006, as well @&SSF59 emitted in February 2007
imposed an effective application from 15 Novemb@&02 the date of the new
financial exercise, permitting the early applicatfoom the beginning of 2007.
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the entities can choose to apply the fair valuaooptafter the initial
adoption, at the date at which the eligible elemané recognized.

As an example, after the initial implementationtloé standard SFAS 159, an
entity that assumes an eligible commitment can @pt a fair value
accountability of this commitment.

The next chart synthesizes the elements to whicbhameapply the fair
value option, as well as those that are not in&applicability area of
SFAS 159:

Tab. 1: Applicability of SFAS 159

Eligible Iltems under SFAS 159| Non-eligible Items under SFAS 159

Loans, receivables and Investments in subsidiaries that are
payables required to be consolidated

Investments in equity Interests in variable-interest entities
securities, including that are required to be consolidated

investments accounted for
using the equity method

Rights and obligations under | Assets and obligations associated
insurance contracts with pension and other post-
retirement benefit plans

Rights and obligations related |Financial assets and liabilities
to warranty agreements recognized under lease agreements

Host financial instruments that | Financial instruments that are
are separated from embedded | classified as equity
derivative instruments

Firm commitments involving Deposit liabilities of financial
financial instruments institutions

Written loan commitments

Source: SFAS 159 (FASB, 2007)

Once again, FASB raises the requirements regariiagsupply of
information when fair value option is chosen, inclsuway that the
investors, analysts and other users of financiatestents have the
possibility to fully understand in which degreeaused this option, as well
as a modality in which the occurred changes in Yalue are reflected
within the financial statements. The probabilitybig that the entities to
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choose the fair value option for all the componeintsn a group of
similar elements, but since SFAS 159 offers thesibdgy of individual
selection, FASB solicits the presentation of soxteaeinformation where
the option is applicable only upon some of theilelggelements within
such a group. In this way, the entities are reguiceinclude, within the
information regarding the fair value option, a dggon of those
elements that are similar to those upon which thmion was
implemented, together with the partial option mation. Additional, the
entities are encouraged, but not imposed, that ritkar solicited
information presented through SFAS 159, to keep mimd the
solicitations regarding fair value within other rsdards, the perfect
combination being considered the one in associatitim SFAS 157 and
SFAS 107. All these are conceived with the aim &militate the
debugging of managers’ reasoning in implementadiothe fair value. It
is also necessary the presentation of ways in witieloccurred changes
in fair value of the financial instruments affebetresult of the financial
exercise, underlining the differences between thie ¥alues and the
contractual cash flows of certain elements.

One of the main problems that made its presendealeisince the first
applications of the standard, is related to the ahtydin which the
reporting entities choose the fair value optionthe case of financial
assets available for sale (AFS) and of the investsnaeld to maturity
(HTM) that here introduced in accounting conforniyngp SFAS 115.
According to SFAS 115, the value carrying secuwitibeld for
transactions were already introduced in accountiagked to market, the
profits and losses being included in current egiThe financial assets
available for sale on the other side, are evaluatea value given on the
market at the date of each finalization of the fficial situations, but the
earnings and the losses generated by these valygngasecurities avoid
the income statement, being reported within thetequnder the form of
other adjustment elements, adjustment to other oceimepsive income.
The investments held to maturity are not introduicedccounting at their
value given on the market; more rapidly, if theseniot depreciation
besides the temporary one in the value of thesgewvedrrying securities,
these are reflected within the financial statemexita depreciated cost.
Many entities have well considered the risks and/aathges of
irrevocable utilization of the fair value option order to reclassify the
value carrying securities from the category of éhasailable for sale and
held to maturity that were introduces into accaugiaccording to SFAS
115.
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Through such a decision, the entities could chabee fair value
option for diminishing the investment value in e#mt value carrying
securities, transferring them from the available $ale and held to
maturity category in the one of those held for $etions, reporting in
this way unrealized losses as a integrating patfi@fidjustments afferent
to the cumulative effect foreseen by the new stahd&ince these
adjustments afferent to the cumulative effect airectly transferable
within the retained earnings, any losses afferenthts value carrying
securities would not be reflected within the incostetement, even if the
titles were afterwards sold. After this first aggaliion of SFAS 159, the
changes in fair value appeared afterwards beingrieg within the
present result.

During a conference organized for public institateuditors in April
2007, the leading members of SEC emitted an adeenegnt regarding
the offer of this new standard of the possibilifyceeation some structural
transactions with the goal of attaining a certaoocanting result.

The evidences resulted as a following of the refeactivity made by Jack
Ciesielski, the owner of a research company irdttreain of investments — R.G.
Associates Inc., shows that 60 entities have adofteAS 159 in the first

trimester of 2007 under the permissively of eadging. Other 12 entities have
adopted the standard, but partly or totally chartigeit decision afterwards.

Seacoast Banking Corp. from Florida was one of iheny entities that
reconsidered this decision. Under the transitorpmddemns of SFAS 159,
Seacoast opted to report at a fair value, stastiitig 1** of January 2007, value
carrying titles of approximately 251 million doltarThe effect of adopting fair
value was reflected under the form of some adjustsnafferent to the
cumulative effect within the retained earnings e bpening balance, and the
changes appeared in the value of the securities thit data as a component of
the current result, affecting the income statem&he adjustments afferent to
the cumulative effect have diminished the reporeslit within the opening
balance with 3.7 million dollars. Dennis S. Huds@xecutive director of
Seacoast, declares that at that respective tint@itwa press release from™5
April which presented the performances of the gifitit the first trimester), that
the possibility to align in a correct way the ficéal results of these instruments
with their economic value, permitting in this wdetmanifestation of an active
management over the balance”. The change in attitygheared in may, when
the entity announced that “the extra interpretaioh SFAS 159 requirements
in the case of an early adoption including the ga@heomments recently
brought by SEC, and the following analyses made thy accounting
community, determined the change of option, coriolydhat all the value of
adjustment afferent to the transaction should Beated within the result of the
first trimester of 2007 and not of the reportedutesafferent to the opening
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balance sheet.” This revise is expected to dimittighresult according to the
applicability of GAAP’s afferent to the first trimger with appreciatively 3.7
million dollars, or in other words, to diminish thesult per share with 0.20
dollars (Ratcliffe, 2007, p. 61).

The analysts in the financial domain have foregban that in times in which the
introduction in accounting of financial instrumerdt a fair value permits the
manipulation of the obtained results by the eustitf@t will belong to the past the
moment the regulation organisms and investors @alerted. The suspicions were
maintained still high in the case of fair valuededmined by the utilization of

unobservable entry data, and implicitly leave placgome doubtable reasoning.

We consider that this standard surely makes extyedi#ficult the
task of financial auditors put in the situation agpreciating in which
degree the choice of the fair value option is fiesti What remains for
them to do, is to verify if SFAS 159 is implemented a manner
according to the basic objectives of the standaftecting the prevalence
of economic over juridical. This assumes keepingegain degree of
professional skepticism in evaluating the facts amdumstances related
to the utilization of fair value, for appreciatimigthe choice made in the
aim of reflecting the economic reality and of obitag a certain
accounting result (Ratcliffe, 2007).

The analysis made regarding the effect the faiuevabption had upon the
commercial banks’ balance sheets within 2007 (@ndase of those who opted
for the early applicability allowed by SFAS 159)oshthat this had a limited
influence, as it is concluded from the followingach Less than 150 banks
chose the fair value option according to first &ster reports, with the
decreasing tendency for the rest of the year. Evéimeir case, the applicability
of the option was limited to certain elements, witthe portfolio of offered
loans, only 2% being reported at a fair value. Evweore, the majority was
represented by housing loans accorded for resalearas that were willing to
be secured, all belonging to a few banks of sigaift dimensions. We can say
that the effect was somewhat more pronounced ircéise of value carrying
securities portfolios, because of the transferidricial assets disposable for
selling and of investments held to maturity in tetegory of those kept for
transactions, these registering a value increa3@ aillion dollars. In this case,
85% from the total were reported at a fair valugaia the majority being
concentrate in the hands of some major institutions

We can state, after the analysis of the conceptth®afair value as
well as from the point of view of the emitted regpion by IASB as well
as by FASB, that SFAS 159 realizes the convergehpenciple with the
option of the fair value within IAS 39, differencdming maintained
regarding the solicited information, exceptiongrirthe applicability and
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eligibility criteria regarding to the applicabilityf fair value, while IAS
39 was amended in the purpose of introduction ohgestrictions, as a
following of the initial decision of E.U. to elimate the fair value option
at the adoption of IFRS in the case of the conatésl financial situations
of the entities quoted on the capital market. FASQBsidered also this
alternative of restrictions, but rejected, consigrthat this will reduce
the utilization of the evaluation of the fair valud the financial
instruments, would increase the degree of complexdtthe financial
reporting, and would affect the capacity of thetesst to compensate the
accounting disagreements through the aid of a llexand easy to
implement fair value option. Another significanffdrence between the
two standards stays in the fact that SFAS 1594rtw fair value option
as being an evaluation option, while IAS 32 considea classification
option.

As a following, as an example, according to SFAS, 1% receivable can be
evaluated at the depreciated cost, of at the faluer In a contrary way,
according to IAS 32, a receivable stops being amsid a receivable if this is
evaluated according to the fair value option.

Tab. 2: The Impact of the Fair Value Option (FVO) on Seleatd
Items within American Commercial Banks in 2007

Number of | Loans and Leases Trading Assets
: Com. Banks| (in billions USD) (in billions USD)

Period .

which have | Reported Reported

chosen FVO| ynder FVO Total under FVO Total
Q1/2007 148 83| 5.910 563| 679
Q2/2007] 122 102 6.100 614| 723
Q3/2007 111 107| 6.316 678| 803
Q4/2007 107 120 6.561 737| 867

Source: Consolidated Reports of Condition and Ire¢@ell Report) (FFIEC, 2008)

Conclusion: Fair Value — Ally or Enemy?

The use of fair value it's a subject long debathatjng last 12 months,
big financial institutions recognizing, financidhtements' frame, loss of
more than 150 billion USD, mostly under the utitiaa of market values
(Beeler et al., 2009).In the same time, SEC ingast now the possibility
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of use, from some entities under research, of iffemarket value for
the same securities. From this perspective, nolsadydeny the fact that
the use of the values on the market involves somlelgms, especially in
extremely difficult periods from the market’'s poiit view. For all that,
the defenders of fair value bring the argument, dhpacity to ensure a
certain connection to the reality, associated aitbther aspect of reality,
namely own shortcomings of alternatives for the keawalue. We refer
here to t the fact that, neither the reflectionueabf some elements only
in their costs, under the historical cost principl@uld not provide to the
investors a better image concerning the problentls @onfront now the
financial institutions.

The effects of SFAS 157 implementation are presktuday, a series of
financial institutions trained in loans guarantgstems declare that they
have been affected in a significant way by the antiog standards
implementation regarding the fair value. In thehtigof the recent
problems caused by the sub-prime credits crisis; $Hents to emit,
sonly, advices that would permit the entities tosider a wider series of
values when they evaluate the assets and debiggthmeference to the
market. In the same time, FASB does not plan awgirey of the existent
rules, continuing to consider as necessary tha¢mties should evaluate
the assets and debts and even then, when the issaltsignificant
diminution. Michael R. Yourfy member of the Financial Accounting
Standards Advisory Council (FASAC) of FASB, actiedarticipating
within the process of implementation of SFAS 15&cldres on 7th of
March 2008:

For those inclined to blame accounting, the refriuin the sub-prime mass is
a fairly new standard ...SFAS 157. (Quoted by Bed&eggns, Turner, 2009)

The multitude of American accounting regulationttheferred to fair

value, the majority in the domain of financial mshents, often the
intersection of their forecasts, but also the adjests gradually imposed
by the evolution of the financial domain, potentiayeincreasing the level
of acceptance of fair value like evaluation ofihtite, noted the need of
developing of a standard with wide applicabilitykiad of a sole source
to ensure procedural advice of high level in orteroffer consistent
estimates.

2 Lawyer, having the role of adviser of the Amenicmstitute of Certified Public
Accountants, being named by tWecounting todaymagazine, “one of the most
influential 100 people in accounting”.
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Previous to the issuance of SFAS 157, a seriesioivalue definitions
and limited recommendations regarding its applidggbiwere spread
within more pronouncements emitted by FASB, thestaxy differences
generating in this way inconsistencies of the Awg®eri accounting
referential, without discussing about the effedttthese had over the
complexity of the applicability of US GAAP’s. FASEeacted in this
direction, elaborating SFAS 157 with the goal tor@ase the degree of
consistency and comparability in the domain of failue evaluation, as
well as for determining the offer of further infomtion regarding the
realization of this process, value reflected withwalue only if it was
accompanied of other joint information. This newanstard plays the role
of a conceptual frame of fair value evaluationha American accounting
referential frame, determining changes in the aetiog practices of
some of the entities, without imposing new evablratof fair value, but
only through requirements applicable to situatitm impose or permit
this thing through other accounting requirementgtechby the Board.

SFAS 157 brings additional rigor concerning thénestion of fair values,
especially through its central component of desugibthe fair value
hierarchy, presenting the three levels of the endfita afferent to the
evaluation pattern that can be used. Every levéliges the credibility
and relevance degree of estimated values, butheiseality consequence
in what concerns the reduced possibility of usethef superior levels.
Excepting the transacted value securities, gernerdié identification of
some assets and debts identically transacted betaaize markets is not
possible. In these situations, the standard allobserved assets to be
adjusted in such a manner that it allows the qfieation of the
differences between the evaluated elements anc thiosilar elements
with a determinable evaluation. These differencey meflect different
conditions, locations as well as other constraistscerning the
vendibility of the evaluated elements (Miller andHBson, 2007). Of
course, in parallel with the acceptance of a serfesdjustments through
these levels, in which there use must be considered successive
manner, starting from the first level, the choide ome of the three
depending on the existing conditions at the evalnaime, FASB makes
effort in not losing control over the effect of shflexibility. We are
referring here of the many solicited details togresented, so that the
users of the information supplied by these evabusthave the possibility
of knowing the way in which the estimate fair valuas realized.
However, the contribution of SFAS 157 is not quesble in transferring
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a series of accounting standards to the 21st gebyumcreasing the fair
value estimation rigor.

SFAS 159 is the one who comes to exploit the lamgcramp built with
the help of its predecessor, introducing the optbfair value to assets
and financial debts, which can be selected indadiguby the reporting
entity, soliciting on the other hand of an addiibeeries of information,
so it can allow the users comparisons between diahsituations that use
different evaluation basis. The merit of this stadis to encourage the
use of fair value in evaluating financial instrurteernthrough a relative
simple method of application of the fair value optiyet the amendments
brought in 2005 as a consequence of pressures gofmm E.U.
relations, it restricts the option of fair valuen @e other hand, IAS 39 is
elaborated in such a manner that the option ofvi@we comes from the
definition of different types of assets and finahaebts, more likely as
an evaluation principal, this way becoming extrgmebmplex if not
inscrutable most of the times (Cairns, 2005). Ateowith the flexibility
of the standard, they also rise the difficulty @vdloping a professional
reasoning of the audits in evaluating the facts #nedcircumstances of
using the fair value, to appreciate is the chogenade to reflect the
economic reality or for obtaining a certain accaumtresult (Ratcliffe,
2007).

The opinion of many specialists in the area supff@tdevelopment of
the two reference standards in the line of faiugalpredicting on a long
term, a decrease of the importance of traditiomarfcial reporting based
in historic cost in parallel with the gaining ofidherrain by the financial
reporting based in fair values. In fact we can et this process of
turning down the values has already been initiated way or another,
decades ago, not representing a surprise in o, #AS 157 and 159
being introduced in this tendency manifested altnge (Miller and
Bahnson, 2007).

What this analysis of regulations issued by FAS&bes us is that fair
values have been inserted into American standaatfuglly, over many

decades, through a large number of standards ssi¢hose regarding

stocks, investments, financial instruments of ddfé types and enterprise
combining. As such, we cannot look at fair valuecamting as being a
theoretical and abstract thing that can be put aution at an indefinite

time, requiring correlations and grasps in the engntation context.
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Even since the late ‘80s, FASB has had a singlethaameant reflecting
all financial instruments, along many other asaet$ debts, at the time of
balance, at their fair value, fair value accountimgng an important
element in FASB’s agenda on a long term. Actualg, could look at
SFAS 33* which required extra information about current soand
permanent estimates regarding corporate non-finhrasets, issued in
1979, as being a fist attempt at fair value acdagntAt present, more
than 40 standards from US GAAP'’s, require (or a)lentities fair value
asset and debt evaluation. The majority is focuaemlnd problems
regarding financial instruments (such as SFAS 1@&FAS 107, SFAS
114, SFAS 115, SFAS 118, SFAS 119*, SFAS 125*, SHARS, SFAS
138, SFAS 159), others having a general charatte(SFAS 157) or
targetingotherdistinctiveaspectslike SFAS 142 that deals with goodwill.

The following table 3 shows a parallel of the maiandards regardifg
fair value, developed on tifiéy the two major accounting regulatory
setting bodies, IASB and FASB.

Objectives like the offer of financial informatioto reflect clarity,
transparency and the easiness to make compariserisrmulated often
by diverse parts implied in the complex market afcaunting
information. In order for these to be realizedsihecessary that all these
parts to come to a same conclusion, in theory dé agein practice,
because they represent in fact the wished resuttiqiy, 2007). Fair
value has, as We have shown in a detailed marteeypporters, but also
its’ inquisitors, motivated by its advantages anthits, while an
orientation in future of the regulations upon higtal values does not
represent itself an optimistic vision upon the fatlA series of regulatory
organisms, comities and commissions, studies, siwmeollaboration,
others individually, ways to improve these asp#uis regard accounting
and audit, but only future will show us the direatithings will evolve,
how well they have collaborated and the impact thay want to have
upon the market, the way remaining opened to nialtgnalysis and
researches in the domain.

® Defining, allowing the utilization, soliciting éhutilization or making other references
to the fair value.

* Each standard is positioned at the date of tse dipparition, without mentioning the
following amendments, and the abrogated standaedsaarespondingly marked.
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Tab. 3: IASB and FASB Standards Dealing with Fair Value

SFAS| 33 FASH
IFRS
16 | 19 IASB
IAS 17 | 20 26 28
Year | 1979| 198019811982 1983 1984 1984 1986|1987 1988| 1989
114 118
SFAS| 105| 107 115 119 125 133 FASH
IFRS
36
IAS 38 IASB
39
Year | 19901991] 1992 1993 1994 1994 1996|1997 1998| 1999
SFAS| 138 157 159 FASB
2
IFRS 1] 3
5 IASB
40
IAS a1

Year | 20002001|2002| 2003| 2004| 2004 2006| 2007| 2008| 2009
Source: FASB (2009), IASB (2007) + own analysis

® SFAS 33 Financial Reporting and Changing PricésSFAS 105 Disclosure of
Information about Financial Instruments with OffiBace-Sheet Risk and Financial
Instruments with Concentrations of Credit RjsRFAS 107Disclosures about Fair
Value of Financial InstrumentSFAS 114Accounting by Creditors for Impairment
of a Loan—an amendment of FASB Statements No. 8%BFAS 115Accounting
for Certain Investments in Debt and Equity SecesitSFAS 118Accounting by
Creditors for Impairment of a Loan-Income Recogmitiand Disclosures — an
amendment of FASB Statement No.,13BAS 119 Disclosure about Derivative
Financial Instruments and Fair Value of Financiahstruments SFAS 125
Accounting for Transfers and Servicing of Finandfaisets and Extinguishments of
Liabilities” SFAS 133Accounting for Derivative Instruments and Hedgirgivities
SFAS 138Accounting for Certain Derivative Instruments aner@in Hedging
Activities-an amendment of FASB Statement No. S8B&S 142Goodwill and Other
Intangible AssetsSFAS 157Fair Value Measurement§FAS 159The Fair Value
Option for Financial Assets and Financial Liabié—Including an amendment of
FASB Statement No. 11BAS 16 Property, Plant and EquipmentAS 17 Leases
IAS 19 Employee BenefitslAS 20 Accounting for Government Grants and
Disclosure of Government Assistand®S 26 Accounting and Reporting by
Retirement Benefit Plan$AS 28 Investments in Associatdé\S 36 Impairment of
Assets IAS 39 Financial Instruments: Recognition and MeasuremdAS 40
Investment PropertyAS 41 Agriculture IFRS 1 First-time Adoption of International
Financial Reporting StandarddFRS 2 Share-based Paymenf~RS 3 Business
CombinationsIFRS 5 Non-currentAssetddeld for SaleandDiscontinued Operations
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Fair Value Accounting and Measurement through FASBS
Developments

Carmen Giorgiana BONACI —idiSTROUHAL- Dumitru MATIS

ABSTRACT

Our research follows the path of fair value asrentand concept, as well
as its disclosure, measurement and recognition fraok 1953 until our
days, and analyzes the regulations issued by UrStates Accounting
Standard setters, through the point of view oftitstorical events, which
led to their appearance. Our study brings its’ kbation to
complementing growing literature on the value relee of fair value,
but focuses on the assessment of fair value aswandial reporting
standard for financial instruments. The objectiVéhe paper is to link the
regulations with the historical events, which hayeded them to their
current shape and meaning. In doing so, we idedtsdeveral key issues,
which need to be analyzed, and through which wevdrar conclusions
after a closer analysis of SFAS’s foresights. ihaficial reporting, United
States and International Accounting Standard settave issued several
disclosures, measurement and recognition stand&ods financial
instruments. We conclude our study noticing howiradications are that
both standard setters mandate recognition of fiahmtstruments at fair
value, despite all fingers currently being pointediard fair value as a
“scape goat” for the recent events. The relevantethe study is
emphasized when looking through the lens of theectifinancial crisis,
derivative financial instruments being a centrahednt. With Churchill’'s
words and believe in our thoughts, “the deeper arelook into the past,
the farther we’ll see into the future” we plead farr value assessment by
underlying its advantages, while being aware din&ations.

Key words: Fair Value; Hierarchy Level; Reliability; Relevance
Estimates; Financial Crisis.
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