MARKET INTEGRITY

Fair Value Financial Reporting

An investor perspective, part 2

BY REBECCA MCENALLY, CFA

This article is the second in a two-part
series.

Today, the majority of standards com-
prising the bulk of current GAAP are
not based on fair value principles but
on historical cost measurement, the
amount initially recorded for a transac-
tion or event. Such measures may be
based on a market price, a vendor’s
invoice amount, managers’ estimates of
the cost, a discounted cash flow meas-
ure, or some other amount. In contrast,
a fair value measure is defined by
Financial Accounting Statement No.
157 to be (1) a market price for an
identical asset, (2) a market price for a
similar asset that can be suitably adjust-
ed using market inputs such as a mar-
ket rate of interest, or (3) managers’
estimates, preferably prepared using
methods and inputs that the markets
would use to value such an asset.

The mixture of the two measure-
ment bases, fair value and historical
cost, in financial statements results in
the so-called “mixed (measurement)
attribute system.” Much work remains
to be done to bring these older stan-
dards into compliance with FASB’ fair
value standard. In the interim, the CFA
Institute Centre for Financial Market
Integrity has proposed modifications to
the current financial reporting model
that will better serve the investment
analysis needs of investors and accom-
modate the mixed attribute system dur-
ing what is expected to be a lengthy
transition period to a full fair value
financial reporting model.

The Comprehensive Business Report-
ing Model (CBRM)' is designed to sepa-
rate financial statement disclosures by
the type of measurement used for an
item in the statements. These measure-
ments include historical cost, managers’
estimates, fair value measures, and cash
flows. From the standpoint of investors,

the key question is: How can investors
more efficiently and effectively use the
mixed attribute information currently
available to them? In regard to fair
value, the CBRM addresses this ques-
tion in two ways: (1) the statement of
changes in net assets available to com-
mon shareowners and (2) the reconcili-
ation of balance sheet, cash flows, esti-
mates, and valuation adjustments.

The Statement of Changes in
Net Assets Available to Common
Shareowners

The CFA Institute Centre model
includes a new display format for the
income statement, the “Statement of
Changes in Net Assets Available to Com-
mon Shareowners.” This statement
would expand and transform the cur-
rent income statement commonly pro-
vided in most financial reporting sys-
tems. While retaining all of the
information currently available in the
statement, the changes would more
clearly and completely

e distinguish among items with differ-
ent measurement attributes, includ-
ing items measured at historical cost
and fair value,

e reflect the different types of business
activities (operating, investing, and
financing),

e display items in the statements by the
economic nature of the item rather
than the function for which it is
used, and

e reflect and incorporate (1) the com-
pany’s obligations to the various
claimants on the net assets of the
company and (2) the transfer of
assets to settle those claims.

As currently measured, net income is
the result of the recognition of some
revenues and gains on accounting
transactions less some expenses and
losses. In contrast, the “Statement of
Changes in Net Assets Available to

Common Shareowners” is designed to
include timely recognition of all
changes in the fair values of assets and
liabilities that are currently required or
permitted to be recorded at fair value,
while continuing to accommodate the
separate display of historical cost infor-
mation, including managers’ estimates.
That is, the model will separate the var-
ious measures so that investors can
make better use of the information.
Furthermore, the statement will not
require information that current stan-
dards do not require to be reported.

If investors are to be able to evalu-
ate how the value of their investment in
a company is increasing or decreasing,
then they must be able to fully under-
stand how the company’s operations and
activities are increasing or decreasing
the values of the assets they hold and
the obligations they have incurred. The
clearest measures of a company’s wealth-
generating or -consuming patterns are
changes in the fair values of these assets
and obligations. This statement high-
lights the information investors need to
make these assessments.

A schematic diagram of the “State-
ment of Changes in Net Assets Avail-
able to Common Shareholders” is pro-
vided in Figure 1. The first column of
the statement indicates the general lay-
out of the items. Separate categories are
established for operating, investing, and
financing items. A line is provided for
the net change in net assets before
transactions with owners. One particu-
lar innovation is the inclusion of infor-
mation in this expanded-format state-
ment that is currently available only in
the statement of shareowners’ equity:
payments of assets and distributions of
equity interests to the various cate-
gories of owners of the company,
including minority interest and com-
mon shareowners. The final line is the
net change in net assets available to
common shareowners.

28

CFA MAGAZINE MAY-JUNE 2007




FIGURE 1
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The second column, current-period
transactions, provides for separate dis-
play of the effects of all transactions
and events occurring during the period
that affect the company’s activities. The
third column includes managers’ esti-
mates for items such as depreciation,
amortization of assets, provisions for
bad debts, and the like. Managers’ esti-
mates are somewhat different in nature
from transactions and events, requiring
a greater degree of judgement in their
development. The valuation implica-
tions of such estimates may differ from
those of transactions and events, so
they have been separated for greater
clarity and to enhance the usefulness of
the information.

The fourth column displays
changes in the fair values of assets and
liabilities that are currently required to
be reported, or those that managers
have chosen to report when standards
provide such elections.” Hence, changes
in the fair values of derivative instru-
ments, share-based compensation, port-
folios of trading securities and the like
would be given separate recognition.
Investors will be able to make use of
the information much more readily
than they can in the current reporting

framework where all of the information
about changes in a single line item,
effects of transactions, changes in esti-
mates, and fair values, are aggregated
together in a single number. This sepa-
rate display for the fair value compo-
nents of line items may also assuage the
concerns of those who are less than
comfortable with the concept of intro-
ducing periodic fair value remeasure-
ment into the accounts.

The fifth column accumulates and
summarizes the net changes in net
assets. Note that this column is some-
what similar to the limited and highly
aggregated display that is normally pro-
vided in the income statement today.
However, the items displayed in the
column have been expanded to include
all changes in net assets, including
items currently reported in the state-
ment of changes in shareholders’ equity.

Observe that one of the major fea-
tures of the statement is that it unbun-
dles the various items by measurement
type, permitting users of the statements
to directly evaluate the items. Because
the current financial reporting model
provides for such items to be aggregat-
ed together by line item and also by
function, investors must expend con-
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siderable effort to attempt to develop
the information they need to value
their investments. Given that such
information is readily available current-
ly in most companies’ general ledgers,
the provision of the information to
investors in the new model should
result in little or no additional cost to
companies.

The company itself will benefit
from the improved disclosure, and the
greater clarity and reduced uncertainty
that investors will have about the com-
pany’s operations should result in lower
risk premiums the company must pay to
obtain needed capital and greater pools
of available capital. This latter outcome
has been well established in academic
research over the years. That is, clearer
and more complete disclosures reduce
the company’s cost of capital.

Reconciliation of Balance Sheet,
Cash Flows, Estimates, and
Valuation Adjustments

Entirely new is the “Reconciliation of
Balance Sheet, Cash Flows, Estimates,
and Valuation Adjustments,” which is
provided in Figure 2. Indeed, this is
likely to be the most useful statement
of all for investors because it is based
directly on the analyses that investors
must undertake to value their invest-
ments and the types of information
they try to generate from the limited
disclosure currently available. (Notably,
such reconciliations are also a common
feature of the analytical work undertak-
en by managerial accountants as well as
independent auditors when conducting
their analyses of the company’s
accounts to ensure that the accounts
are complete and accurately stated.)

In brief, the reconciliation traces
individual line items from one balance
sheet to the next, separating the infor-
mation by measurement type, cash
flows, managers’ noncash estimates,

Continued on page 30
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Continued from page 29

and fair value adjustments. Note that to
prepare such a reconciliation, the cash
flow information must be reported
using the direct method. This method is
the cash flow cognate to the income
statement currently in use in most
reporting jurisdictions. The indirect
method, in contrast, begins with report-
ed net income and “patches” the net

displayed in the “Estimates” column.
That is, both noncash accruals, such as
noncash revenues, and other estimates,
such as depreciation, would appear in
the “Estimates” column. This display
highlights the fact that until items such
as revenues are collected in cash, they
are estimates of the cash flows that will
occur in the future—and only that.

The format throws into sharp relief
the nature of the company’s various

FIGURE 2
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income number for two major cate-
gories of items: (1) noncash items
appearing in income in the current
period (such as depreciation and amor-
tization and noncash revenues recog-
nized) and (2) items with cash conse-
quences that have not yet appeared in
income, such as additional purchases
of inventory, or payments on prior
period obligations (for example, com-
pensation accrued at the end of the
prior period and paid in the current
one). The direct method provides much
clearer information on cash receipts
and payments, information critical for
evaluating the ability of the company
to convert resources into cash flows,
and for determining the distribution of
cash flows to the various claimants on
the company’s resources.

Note that in the “Reconciliation,”
any transactions and events that have
been recognized in the second column,
(“Current Period Transactions, of the
Statement of Changes in Net Assets
Available to Common Shareowners,”)
but that have not either been converted
into cash or consumed cash would be

value-generating activities and shows
how new resources are generated and
claims against those resources arise,
how the company converts resources
into cash and distributes the cash to
claimants, and how the value of the
residual claimants’ investments is
changed as a result of these activities.
Importantly, too, the statement provides
clear insight into the underlying riski-
ness of a company’s operations by dis-
playing the information needed to eval-
uate both the company’s short-term and
long-term prospects.

One might question why the issue
of cash flow reporting is given such
prominence in discussions focused on
fair value reporting and measurement.
The answer is direct and straightfor-
ward: cash flows are the ultimate fair
value measures. That is, by definition
they are current and up-to-date at every
moment and therefore are continuously
measured at fair value. One way of
understanding this notion is to recog-
nize that at the last split second before
an item is received or paid in cash, it is
measured or remeasured at fair value.

Any difference between the accrual
amount recorded in the books and the
amount to be received or paid in cash
must be recognized as a gain or loss at
the time the cash flow is recorded. To
do otherwise is to misstate the accounts.

Conclusions

This brief discussion has had as its
objectives to explain the importance of
fair value financial reporting for
investors and its role in the investment
decisions they must make. It also pro-
vides discussion of a simplified model
for presenting fair value information,
including cash flows and information
based on other measurement attributes.
The CBRM does not require informa-
tion that is not currently mandated by
standard-setters for financial reporting
or that is not already available in the
company accounts for purposes of
managerial decision-making and con-
trol. Hence, it should be relatively
straightforward for standard-setters to
move toward such a display model. The
benefits to financial statement users
and, ultimately, to the companies that
present such information will be imme-
diate. #

Rebecca McEnally, CFA, is a senior policy
analyst for the CFA Institute Centre for
Financial Market Integrity.

FOOTNOTES:

1. The CFA Institute Centre for Financial Market
Integrity paper A Comprehensive Business
Reporting Model: Financial Reporting for
Investors provides expanded discussion of the
development of the model as well as examples
of how it would apply to a variety of transac-
tions and events. The full report is available
on the CFA Institute Centre section of the CFA
Institute website.

N

. For example, the FASB has recently issued FAS
No. 159, The Fair Value Option, which permits
managers to selectively choose to apply fair
value measurement to financial instruments
held by companies.
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