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Fair Value Litigation

The Financial Accounting Standards
Board issued a new definition of
“Fair Value” for purposes of
financial reporting. The new
definition and application of the
definition are now components of
Generally Accepted Accounting
Principles (GAAP). The statement
containing the new definition is
known as FAS 157. It is part of a
series of pronouncements that are
slowly moving the accounting
profession towards reporting assets
and liabilities at “fair value” rather
than historic cost basis. This is
consistent with international
standards for reporting.

Rather than discuss the definition
and the technicalities of the appli-
cation of FAS 157, this article will
summarize some of the expected
consequences of this pronounce-
ment and others leading to fair
value accounting.

The first consequence is that audit
firms and internal accounting
management must have the skills
and education necessary to
prepare financial statements as
well as determine fair value of
certain assets and liabilities.
Historic cost basis has been
relatively easy to determine and
verify. Fair value requires
subjective judgments and
assumptions. These types of
judgment calls involve
quantification of adjustments to
asset values as well as the timing
of the adjustments.

In the public company market,
significant fluctuations in balance
sheet valuations are expected to
result in more stock price

volatility. Stock prices are reflective
of earnings. Accounting changes
that affect earnings will also,
therefore, affect market valuations.
Additional volatility results in
higher risk and, over the long run,
suppressed stock values.






