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Introduction
I would like to begin by asking you to consider two questions.  The initial question is one you might pose to your students at the start of their first accounting course. The question is as follows.  Suppose you had the choice of preparing or using financial statements based on: (1) actual transactions, (2) expected transactions, or (3) hypothetical transactions.  Which seems to make the most sense to you?  Which makes the least sense?  Which would you choose?
For the second question, instead of an accounting class, suppose you are teaching an introductory auditing class.  You have explained that auditors provide assurances that GAAP financial statements are free of misstatement.  Of course, your students also know that auditors can get sued, disciplined, penalized, and otherwise punished if the financial statements are alleged to be misstated.  So, what do you think?  If auditors could choose, would it be to audit: (1) actual transactions, (2) expected transactions, or (3) hypothetical transactions?
Well, I suspect, in each case, your students would say that they most favor actual transactions and least favor hypothetical transactions.  Although, your auditing students might suggest substituting expected transactions for actuals when necessary to avoid overstating assets, understating liabilities, and overstating earnings ala conservative accounting.  Thus, I suspect both groups of students would be dumbfounded when you tell them that their intuition and common sense do not apply here, because the standard setters are embracing hypotheticals in their push for fair value financial reporting. 
Fair Value Accounting
Now assume you are teaching financial statement analysis.  In fact, assume the semester is winding down and your students have developed some sophistication in understanding financial statements, valuing equity, assessing credit worthiness, predicting financial distress, and generally judging management performance.  
You heard Katherine Schipper’s talk at the AAA annual meeting.  So, you decide to end the semester with a discussion of the FASB’s journey along the fair value path.  You are curious to gauge your students’ reactions.  Although your motives are not completely pure because you also want to consider how changing to a fair value world might affect teaching accounting and auditing courses. 

You start off explaining the importance of relevance as a qualitative characteristic and how the FASB deems fair values as more relevant to users because fair values will improve their decisions.  Immediately the first hand goes up.  A student asks: “Why are fair values more relevant to users?  Who are these users anyway?” 

And a student answers: “Oh, the FASB says the primary users are current and potential investors, creditors, and their advisers.  But really, there are so many types of these.  They aren’t the same at all.  In fact, some have very short-term interests.  My finance professor told us that program traders and other ‘hot money’ investors currently represent the vast majority of Wall Street trades and drive stock prices.  So, this all seems pretty volatile to me.  I don’t see how market value accounting is more relevant for long-term investors.  Gosh, on any given day, if they want to know the current value of a publicly-traded company, they look at the stock market not the financial statements.” 

Another student agrees: “The FASB should care about long-term investors.  Long-term investors need to understand the actual operating results of a company.  To do this, they need numbers based on what management actually did, not 
what management might have done, or what markets did.  It looks to me like using fair value is gonna obscure what’s really going on in the underlying operations of a company?  How is this fair for users?”
“Good point,” you say.  “But, maybe it would help if I explain the FASB’s approach.  The FASB says to measure assets and liabilities at fair market value and income falls out of this as the residual.”  Hands go up:  

“Why are they focusing on the balance sheet?  The balance sheet is static.  Companies live in a dynamic world.  Users need to know directions and trends.” 

“I care about a company’s earnings power.  I got a job as an analyst, 


and I’m going to be forecasting future earnings.  Why doesn’t the FASB 


help me by measuring revenues and expenses and make the balance sheet 


the residual?  I don’t get it.”
You consider discussing Hicksian notions of income-determination, but reject the idea.  Even though you did not want to get too technical, you decide it might be worthwhile to extend your students’ notions of fair values beyond the valuation of assets and liabilities and illustrate how a balance sheet perspective on revenue recognition and expense measurement might work.  You use one of the examples from a presentation last month by FASB Board member Ed Trott.  The example is based on the current status of the FASB’s revenue recognition project, which looks to be abandoning concepts such as earned/realized/and realizable for revenue and matching for expenses.  So, you warn your students that the timing and amounts for revenue and expenses will be much different here than under current GAAP. 

Revenue Recognition and Expense Measurement from a Balance Sheet Perspective: An Illustration from the FASB
You explain that the FASB is considering two possible approaches – what they call: (1) the conceptual or fair value approach, where fair values reflect seller-to-seller general market prices (i.e., for liabilities, the amount the seller would pay another entity, with a similar ability to perform, to take over the obligation to the customer) and (2) the performance value approach, which measures assets initially (and possibly subsequently) at fair values and measures liabilities at performance value, i.e., the price to a customer of each element of the contract on a standalone basis 

The example is a little complicated because it involves the sale of a machine with multiple elements.  So, it has a number of potential assets and liabilities, none of which are monetized 
individually by the buyer and seller in the contract.  The contract price just specifies $11,000, and all the explicit and implicit components have to be estimated.  To keep it simple, the example assumes all the estimated amounts are as shown here in two categories:

Performance Obligations

Fair Value

Performance Value

Deliver a machine


$ 7,000

$ 7,700

Install the machine


   1,000

      800

Training



      300

      500

Standby Obligations

Warranty for 2 years


      100

      200

Exchange right


      100

      100

Special future prices


      200

      400

Financing guarantee


      300

      300

Total



$ 9,000

$10,000

Total Contract Price (Prepaid)
$11,000

$11,000

You briefly explain to your students that fair values and performance values differ because, for example, according to the FASB performance value includes services delivered by the time of recording the contract and fair value does not.  Also, performance value includes the anticipated efficiency or inefficiency of extinguishing the obligations and fair value does not.  According to the FASB, performance value can differ from the contract price because the customer pays a premium for obtaining all performance elements from one provider (and here, the estimated value of this would be $1,000).
So the entries, recorded at signing of a purchase order or contract would be:

Fair Value Approach


Debit
Cash


$11,000



Credit
Performance Obligations
$8,300




Standby Obligations

$   700




Revenue


$2,000

Performance Value Approach


Debit
Cash


$11,000



Credit
Performance Obligations
$9,000




Standby Obligations

$1,000




Revenue (premium)

$1,000

Subsequent entries would be made as obligations are extinguished and assets and liabilities get remeasured, presumably with income statement effects.

Student Reactions
At this point, you get the feeling that you are losing your audience.  When out of the blue, a series of students react:  


“This looks like what we now call premature revenue recognition and punish 
people for doing – think Enron.  Is the FASB going to legalize bad behavior?”  

“The SEC has to accept FASB pronouncements, are they going to accept this?”  


“This is sure different than anything I’ve ever learned.  I’m kind of depressed that 
I’m already irrelevant and I haven’t even graduated yet.”
As you pause to consider these questions, one of your more thoughtful students, who is getting an MBA while working as a CFO, says: “It looks to me like I’m going to need a PhD.  This all seems pretty theoretical.  I don’t see how I’m going to be able to understand these standards let alone implement them.  Plus, this type of information isn’t in my company’s current systems and it sure will be expensive to come up with systems and processes that do have it.  We’ll probably have to pay a lot of consultants to figure out how to estimate all this stuff.  I don’t know if my company can afford it; we’re already struggling with the costs of 404 as it is.  And come to think of it, I’m not sure I’d be comfortable signing the SOX certifications for financial statements based on all these estimates for decisions we didn’t make and market transactions my company didn’t participate in.”
Before anyone else can respond, a rather distraught student jumps in: “You’re worried about getting comfortable with these numbers, well what about me?  I’m going to have to audit them.” 

“Yeah,” another student interrupts.  “I don’t know how I’m going to be able to corroborate all of management’s estimates under fair values.  There’re going to be multiple models for clients to choose from to value any single transaction or financial statement element, and then each of the models will 
have all sorts of assumptions.  There’re going to be endless possibilities for mischief here.  My firm better have specialists who can tell me that the models and assumptions are right.  If they do, I think I can handle the recalculations.”
Then one of your higher-IQ students says: “You know, all this has me thinking about the SAS 99 requirement that auditors do retrospective reviews of significant accounting estimates from the prior year, to look for possible bias in management judgments and assumptions as a fraud risk.  You see, with actual or expected transactions auditors have subsequent realizations for benchmarking.  But for estimates involved in hypothetical transactions under fair values, the relevant comparison is to contemporaneous market information not subsequent realizations.  Plus, the market information may not even be an observable price that can be directly verified.  It could just be information like assumptions market participants use in their estimates.  Whoa!  This is deep.”
A more pragmatic student responds: “It reminds me of FASB 123R, where the SEC stepped-in and said the estimates are not intended to predict the ultimate value to the option holder.  So, as long as the estimates are in good faith, it doesn’t matter to the SEC if subsequent events indicate that other estimates would have been more accurate.  The SEC decision was good for management, but now auditors have to figure-out what’s not being done in good faith.  How are they supposed to do that exactly?”
Another auditing student picks-up: “I’m wondering what this means for basic tasks like analytical review?  Will fair values change the logical relationships we covered in ratio and trend analysis?  I know the FASB says it will facilitate 
relative performance evaluation, but with all these estimates, even if in good faith, is this really so?  I’m worried that it will be harder for me to develop reasonable expectations for hypothetical amounts based on fair values?  I’m having enough trouble with that under current GAAP.” 

Someone else jumps-in: “Remember how we read about the PCAOB inspections last year, where the PCAOB disagreed with KPMG’s accounting on a client’s transaction, and KPMG got the PCAOB to ask the SEC.  Well the SEC sided with KPMG on that transaction, but on another transaction the SEC disagreed with the accounting the PCAOB and KPMG agreed-on and weren’t even asking about.  I’ll bet clients, auditors, and regulators will have a lot more of these disagreements amongst themselves.  I’m also willing to bet that restatements go up.” 

Then someone from the back of the room quips: “Hey look on the bright side.  Auditors will make a lot more money.  Fees should definitely be going up to audit fair values.”
On this note, the bell rings and the class ends. 

Research Perspectives
Well, you have probably concluded that I have some reservations about fair value accounting.  Certainly, my intent with these classroom scenarios has been to illustrate a number of issues that preparers, auditors, users, regulators, and even we educators will likely confront if the FASB adopts pervasive fair value reporting.  But, now I want to move to a research perspective to discuss my overarching concern that we really do not know much about the implications of fair value accounting.  

Before I elaborate, let me note that many of these ideas are from a little book that I co-authored with Mike Brown.  It is called: Thog’s Guide to Quantum Economics: 50,000 Years of Accounting Basics for the Future.  (It is available on Amazon.com.)  We wrote Thog’s Guide because we were trying to get to the fundamentals of accounting.  Our search took us into science, math, and history.  And, we recently discovered that we are not alone in this universe.  Basu and Waymire have a working paper entitled, “An Evolutionary Defense of Bookkeeping,” that is on a similar quest. 

Perhaps some of you remember how controversial the FASB’s Conceptual Framework was at its inception.  The FASB uses its Conceptual Framework to argue for fair values, and this sets-up the debate as one of relevance versus reliability.  But we step outside of this frame.  We offer Thog’s Guide as the start of an alterative Conceptual Framework grounded in science, in particular physics, biology, and math.  After all, accounting is essentially a system of mathematical measurement for our economic activities. 

The Thogs take a long-run view, which is not surprising since they have been around almost 50,000 years.  They have found standards to be very important in their life.  But the Thogs are a practical family and they know that standards cannot be perfect – they just have to be good enough.  

To give you a flavor of Thogian wisdom, here are a few Thogian thoughts related to the issues at hand this afternoon:

• Measurement does require perspective.  And the duality of accounting is replete with perspective.  But once a perspective is selected, it limits what we can know.  So, measurement involves a paradox – we are simply never allowed to know all the information necessary to fully describe anything.  [Examples of choices that determine perspective include those for the entity, balance sheet/income statement, and functional currency.]

• Measurement involves trade-offs.  One essential trade-off is between precision and accuracy.  More precise measures will be less accurate and more accurate measures will be less precise.  [An example is net income as a precise number or a range.]

• Just because you can measure it does not mean you should put it in the financial statements.  It is important to know what not to include.  [An example, in my opinion, is expensing employee stock options, even setting aside any problems with the FASB’s assumptions on measurement and valuation.]

• Uncertainty is inherent in all measurement.  But accounting measurement only increases the uncertainty by recording guesses or predictions of what things might fetch in hypothetical transactions.  [Again, employee stock option accounting works as an example.]

• Transaction-based (historical cost) accounting is the DNA of economic entities.  What it means to change this DNA, we do not yet know.

• But we do know that accounting standards are not neutral.  Moreover, exploring the consequences of proposed accounting standards, before trying them out on you and me, is not beyond the realm of scientific possibilities.  By consequences I do not mean political consequences.  I mean the economic consequences that can be understood by doing the hard work of basic science.


There is much research to do and it will likely involve inter-disciplinary efforts.  I hope Thog’s Guide helps open up the possibilities for you. 

Conclusion
In conclusion, I cannot resist the temptation to end with an illustration from a somewhat different venue.  If you have read Thog’s Guide, you know that the Thogs invented writing; and, Mrs. Thog formed a very active book club discussion group.  I join the group whenever I can.  I would like to share our recent reading, Bad Business, by Robert B. Parker, best-selling author of more than forty books in the detective genre.  

Trenton Rowley, CFO of Kinergy Corp. is brutally murdered.  Detective Spenser, hired by Trenton’s widow Marlene, tracks the CFO’s killer through a maze of trickery and deceit to the core of the problem.  Spenser suspects an accounting scam.

Eventually Spenser is able to blackmail the unwitting CEO into permitting him to conduct his own audit.  (Yes, even detectives need their own auditors now.)  Spenser hires Marty Siegel, auditor extraordinaire.  And wouldn’t you know it – it turns out to be a fair value accounting problem.  (I am not making this up.)

Let me read you a few lines:


(Marty)
“You know what mark-to-market accounting is?”


(Spenser)
“No.  And if you begin to tell me in any detail, I’ll jam you into 



your attaché case.”


(Marty)
“You wouldn’t understand detail anyway.” 

Anyhow, Marty goes on for a page and a half describing fair value accounting in detail.  I will not duplicate it for you here.  Katherine has already covered it.  But, at the end of it all, Spenser asks: “And all this is legal?”


“Sure,” Marty reassures him, “perfectly legal.”  


“When you do the audit, can you find out for sure if it is?”


“Am I the world’s best CPA?”  Marty asks.  “Of course I am.  If there’s 
chicanery, will I find it?  Of course I will.”  


“That’s a relief,” Spenser replies. 

So, accounting has made it from the back page of the Wall Street Journal to the gristmill of pulp fiction with the help of fair value accounting.  Is this a good place for us to be or should we simply consider getting back to basics?  You decide.  
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