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SIGNIFICANCE OF FAIR VALUE ACCOUNTING
AND
CURRENT DEVELOPMENTS ON THE ISSUE

Müge SALTOGLU*

INTRODUCTION
At present-day accounting there is a "mixed attribute" of historical cost, fair
value, lower of cost or market, and other valuation hasis. Among these, the historical cost principle is still prevailing. Nevertheless, it is evident that there is a noteworthy increase in recording and reporting of fair valueı information.
The most significant events that have contributed to the increased importance
of fair value accounting are2:
- the inability of historical cost accounting to reflect the financial health and
viability of financial institutions,
- the capital inadequacy problems of many banks during the late 1980s and
1990s,
- the Securities Exchange Commission (SEC) support of fair value accounting and the Financial Accounting Standards Board (FASB) pronouncements in
United States, requiring a gradual approach of fair value accounting for large institutions.
Fair value accounting is one of the most important issues in contemporary
accounting. With respect to financial accounting, problems related with income statement and balance sheet need to be considered. in other words, determination of
income in accordance with fair value accounting is a key point of issue. On the other
hand, fair value accounting also concerns reporting useful information to investors.
At this point, income statement problems do not need to be considered. The reason
for this is that economic substance or risk can be disclosed apart from income statement for there is no requirement to include this type of disclosure in financial state-
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The term "fair value" is used instead of market value because not ali assets and liabilities have values
obtainable from markets.
2· Comett M M, Rezaee Z, Tehranian H, "An Investigation of Capital Market Reactions to
Pronouncements on Fair Value Accounting," Joumal of Accounting and Economics 22 (1996), p.120.
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ments.3 However, the significance of the information provided by fair value accounting from the viewpoint of investors and creditors is worth analyzing. Accordingly, it
needs to be clarified whether fair value based financial information is more useful to
investors and creditors than the mixed set of valuation hasis, especially the historical
cost based information. Consequently, the primary objective of this paper is to analyze the latest developments in these two areas which are affected by fair value
accounting.

MOVES TOWARD FAIR VALUE ACCOUNTING
In United States, several regulatory and standard-setting bodies such as SEC,
the U.S Treasury Department, and the FASB have encouraged a development
towards fair value accounting. The FASB has issed three statements; SFAS No. 105
(March 1990), SFAS No. 107(December 1991), and SFAS No. 115 (May 1993) on
this subject.
SFAS No. 105, Disclosure of Information about Financial Instruments with
Off-Balance-Sheet Risk and Financial Instruments with Concentration of Credit
Ris0 and SFAS No. 107, Disclosure about Fair Value ofFinancial lnstrumentsS both
require disclosure of the fair value ofa bank's on-and-off-balance-sheet assets and
liabilities.
SFAS No. 115, Accounting far Certain Jnvestments in Debt and Equity
Securities6 aims basically the following7:
- to provide homogeneity in reporting for certain investments in debt and
equity securities,
- to focus on the concems of the financial community with respect to recognition and measurement of investment in debt securities,
- to prevent financial institutions from selectively selling securities recorded
at historical cost in order to manipulate their reported eamings (gains trading).
In the SFAS No. 115, debt and equity securities are classified into three as:

a. Held-to-maturity:
If a company has the positive intent and ability to hold investments in debt
securities until they mature, the investments are classified as "held-to-maturity.8"
Ishikawa J, "Fair Value Accounting and Incomc Determination," Faculty of Business, Osaka
University, Working Papcr Series No. 9801.
4 Financial Accounting Standards Board, 'Disclosure of Information about Financial lnstruments with
Off-Balance-Sheet Risk and Financial Instruments with Concentrations of Credit Risk,' Statement of
Financial Accounting Standards No 105, Stamford, Conn. (March 1990).
Financial Accounting Standards Board, 'Disclosurc about Fair Valuc of Financial Instruments,'
Statement of Financial Accounting Standards No. 107, Stamford, Conn. (December 1991 ).
6 Financial Accounting Standards Board, 'Accounting for Certain Investments in Debt and Equity
Securities,' Statement of Financial Accounting Standard No . 115, Norwalk, Conn. (May 1993).
7 Comett MM, op.cit., p.123.
8 Larson, KD., Essentials of Financial Accounting, Irwin McGraw-Hill, Seventh Ed., 1997, p.272.

326

Prof Dı: ismail Özaslan 'a Armağan

Held-to-maturity securıtıes are to be initially recorded at cost, and subsequently
adjusted for amortization of premium and discount. Since they are not adjusted to fair
value, they do not increase the volatility of either reported earnings or reported capital.

a. Trading Securities:
They represent investments in securities that are primarily bought for the purpose of selling them in the near future. Trading in this context means frequent buying and selling, in order to generate profits from short-term differences in price.9

c. Available for sale securities:
They include all investments in securities that do not qualify as investments in
trading securities or as investments in securities held to maturity. They are purchased
to eam interest or dividends, and they are not actively managed like trading securitiesıo. Under SFAS No. 115, available for sale securities are to be reported at fair
value but unrealized gains or losses (gains or losses that result from holding assets
rather than from using them in operationsI 1) related to changes in the fair value are
to be reported in the equity section of the balance sheet instead of being reported in
the income statement.
Inspite of the fact that SFAS No. 115 does not resolve all the identified financial reporting issues for securities, FASB believes that it improves the current practice.
Regarding the role of FASB in developments toward fair value accounting, it
should be noted that FASB's major concern is not whether to use fair value, but when
to use fair valueı2.

RESEARCH ON THE RELEVANCE OF FAIR
VALUE INFORMATION
Until now, several studies on the advantages of fair value accounting in financial reporting ha ve been conducted ( Johnson and Peterson, 1984; Morris and Sellon,
1991; Mengle, 1990; Bookbiheler, 1991; Barth, 1994; Carey, 1995; Barth,
Landsman, Wahlen, 199513).
For example, Barth investigated how disclosed fair value estimates of banks'
investment securities and securities gains and losses based on those estimates are
reflected in share prices in comparison with historical costs 14 . The findings of this
9 Kicso & Weygandt, Intermcdiatc Accounting, John Wilcy & Sons, ine., Nineth Ed., 1998, p.911 .
1O Larson K D, loc.cit., p. 272.
11 Parker, R H., Macmillan Dictiomary of Accounting, Thc Macmillan Press Ltd, Sccond Ed., 1992,
p.293.
12 Swieringa, R J., "Challcnges to thc Current Accounting Model," The CPA Journal, January 1997, p.1.
13 Cornctt MM, op.cit., p.120.
14 Barth, M E., "Fair Value Accounting: Evidcnce from Investment Securities and the Market Valuation
of Banks," The Accounting Review, Vol.61, No 1, January 1994, p.23.
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"XYZ" Company
Income Statement
For the Year Ended December 31, 1998
Sales Revenue
Cost of goods sold

$400.000
300.000

Gross profıt
Operating expenses

100.000
45 .000

Net income

$55.000

"XYZ" Company
Comprehensive Income Statement
For the Year Ended December 31, 1998
Net lricome
Other comprehensive income
U nrealized holding gain
net of tax

$55.000

Comprehensive income

$70.000

15.000

2. Reporting comprehensive income in a combined income statement of
comprehensive income: in this case, the traditional net income is the subtotal, and
comprehensive income is the final total ofa combined statement of comprehensive
income. Although this method removes the burden of creating a new financial statement, it has the disadvantege of burrying net income in a subtotal. Below is a combined statement of comprehensive income:
"XYZ" Company
Combined Statement of Comprehensive Income
For the Year Ended December 31, 1998

Sales revenue
Cost of goods sold

$400.000
300.000

Gross profit
Operating expenses

$100.000
45.000

Net income
Unrealized holding gain,net of tax
Comprehensive income

55.000
15.000

$ 70.000

3. Reporting comprehensive income as a part of statement of owners'
equity: This approach is quite easy and less costly to apply. Information related to
comprehensive income is provided through the additional columns in the statement
of stockholders' equity as illustrated below:
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"XYZ" Company
Statement of Stockholders' Equity
For the Year Ended Decenıber 31, 1998
Conıprehensive

Total
Beginning
Balance
Comp. İncome
Net income
Other comp.

Income

$205.000
55.000

$55.000

Retained
Eamings

Accumulated
Other Comp.
Income

Common
Stock

$25.000

$30.000

$150.000

$55.000

İncome

Unrealized
holding gain
net of tax

15.000

Comp. İncome
Ending balance

15.000

15.000
$70.000

$275.000

$80.000

$ 150.000

CONCLUSION
During the past decades, adoption of fair value accounting for fınancial reporting has received a noticeable support from the FASB in United States. SFAS No. 115
is the most outstanding statement issued by the FASB, requiring adjustment of the
book values of debt and equity investments annually for changes in market values,
with some of the adjustments flowing through the income statement. However, many
issues are yet unresolved and many parties dissatisfıed .
Opponents of fair value accounting claim that categorization of securities as
11
"hel-to-maturity, "available for sale," or "trading" is subjective, which might cause
arbitrary classifıcations. Besides, they believe that fair value accounting may lead
companies to get engaged in gains trading, i.e.,selling high-quality securities and
reporting the gains in income, and keeping poor-quality ones. The relevance of the
information provided by fair values in comparison with that provided by amortized
cost is also a topic of discussion.
Furthermor e, the opponents argue that recognition of changes in value only on
the asset side may cause a considerable degree of volatility in the income statement
and stockholders' equity amounts. This may eventually create a negative effect on the
decisi on making process of fınancial institutions which are involved in asset and liability managemen t, and not only asset management.
On the other hand, proponents of fair value accounting claim that the fair value
which represents the current economic value of fınancial instruments is the foremost
evidence of the value today of the resources owned or owed. Thus, it is more relevant and accurate than historical cost accounting.
The historical cost, transaction-based model which has emerged in early l 900s
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has been in use for many years. However, this model has several imprecise aspects
open to challenges. Today, the debate over fair value accounting is one of the most
important challenges to the current accounting model. Nevertheless, it is obvious that
some more time will be required to settle the unresolved issues.
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