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The recent ﬁnancial crisis has led to a vigorous debate about the pros and cons of fair-value
accounting (FVA). This debate presents a major challenge for FVA going forward and standard setters’ push to extend FVA into other areas. In this article, we highlight four important issues as an attempt to make sense of the debate. First, much of the controversy results
from confusion about what is new and different about FVA. Second, while there are legitimate concerns about marking to market (or pure FVA) in times of ﬁnancial crisis, it is less
clear that these problems apply to FVA as stipulated by the accounting standards, be it IFRS
or US GAAP. Third, historical cost accounting (HCA) is unlikely to be the remedy. There are
a number of concerns about HCA as well and these problems could be larger than those
with FVA. Fourth, although it is difﬁcult to fault the FVA standards per se, implementation
issues are a potential concern, especially with respect to litigation. Finally, we identify several avenues for future research.
Ó 2009 Elsevier Ltd. All rights reserved.

Introduction
The recent ﬁnancial crisis has turned the spotlight on
fair-value accounting (FVA) and led to a major policy debate involving among others the US Congress, the European Commission as well as banking and accounting
regulators around the world. Critics argue that FVA, often
also called mark-to-market accounting (MTM),1 has significantly contributed to the ﬁnancial crisis and exacerbated its
severity for ﬁnancial institutions in the US and around the
world.2 On the other extreme, proponents of FVA argue that
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1
Strictly speaking, FVA is broader than MTM accounting, as the latter is
only one way of determining the fair value. We therefore use the term FVA
throughout unless we speciﬁcally mean marking to a market price.
2
For example, the American Bankers Association in its letter to the SEC
in September 2008 states: ‘‘The problems that exist in today’s ﬁnancial
markets can be traced to many different factors. One factor that is
recognized as having exacerbated these problems is fair-value accounting.”
Similar concerns are also shared by the US Congress, which put a strong
pressure on FASB to change the accounting rules. See also, e.g., Forbes
(2009), Wallison (2008a, 2008b), and Whalen (2008).
0361-3682/$ - see front matter Ó 2009 Elsevier Ltd. All rights reserved.
doi:10.1016/j.aos.2009.04.003

it merely played the role of the proverbial messenger that is
now being shot (e.g., Turner, 2008; Veron, 2008).3 In our
view, there are problems with both positions. FVA is neither
responsible for the crisis nor is it merely a measurement system that reports asset values without having economic effects of its own.
In this article, we attempt to make sense of the current
fair-value debate and discuss whether many of the arguments in this debate hold up to further scrutiny. We come
to the following four conclusions. First, much of the controversy about FVA results from confusion about what is new
and different about FVA as well as different views about
the purpose of FVA. In our view, the debate about FVA
takes us back to several old accounting issues, like the
tradeoff between relevance and reliability, which have
been debated for decades. Except in rare circumstances,
standard setters will always face these issues and tradeoffs; FVA is just another example. This insight is helpful
to better understand some of the arguments brought forward in the debate.

3
A related but different argument is that FVA provides important
messages that should not be ignored (Ball, 2008).
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Second, there are legitimate concerns about marking asset values to market prices in times of ﬁnancial crisis once
we recognize that there are ties to contracts and regulation
or that managers and investors may care about market
reactions over the short term. However, it is not obvious
that these problems are best addressed with changes to
the accounting system. These problems could also (and
perhaps more appropriately) be addressed by adjusting
contracts and regulation. Moreover, the concern about
the downward spiral is most pronounced for FVA in its
pure form but it does not apply in the same way to FVA
as stipulated by US GAAP or IFRS. Both standards allow
for deviations from market prices under certain circumstances (e.g., prices from ﬁre sales). Thus, it is not clear that
the standards themselves are the source of the problem.
However, as our third conclusion highlights, there could
be implementation problems in practice. It is important to
recognize that accounting rules interact with other elements of the institutional framework, which could give rise
to unintended consequences. For instance, we point out
that managers’ concerns about litigation could make a
deviation from market prices less likely even when it
would be appropriate. Concerns about SEC enforcement
could have similar effects. At the same time, it is important
to recognize that giving management more ﬂexibility to
deal with potential problems of FVA (e.g., in times of crisis)
also opens the door for manipulation. For instance, managers could use deviations from allegedly depressed market
values to avoid losses and impairments. Judging from evidence in other areas in accounting (e.g., loans and goodwill) as well as the US savings and loans (S&L) crisis, this
concern should not be underestimated. Thus, standard setters and enforcement agencies face a delicate tradeoff (e.g.,
between contagion effects and timely impairment).
Fourth, we emphasize that a return to historical cost
accounting (HCA) is unlikely to be a remedy to the problems with FVA. HCA has a set of problems as well and it
is possible that for certain assets they are as severe, or even
worse, than the problems with FVA. For instance, HCA
likely provides incentives to engage in so-called ‘‘gains
trading” or to securitize and sell assets. Moreover, lack of
transparency under HCA could make matters worse during
crises.
We conclude our article with several suggestions for future research. Based on extant empirical evidence, it is difﬁcult to evaluate the role of FVA in the current crisis. In
particular, we need more work on the question of whether
market prices signiﬁcantly deviated from fundamental values during this crisis and more evidence that FVA did have
an effect above and beyond the procyclicality of asset values and bank lending.
The paper proceeds as follows. First, we provide a quick
overview over FVA and some of the key arguments for and
against FVA. Second, we compare FVA and HCA and shortly
discuss fundamental tradeoffs involved when choosing one
or the other. Third, we discuss the concern that FVA contributes to contagion and procyclicality as well as ways
to address this concern, including how current accounting
practices help to alleviate problems of contagion. Fourth,
we consider potential implementation problems. Fifth,
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we take a closer look at the banks’ positions on FVA. Sixth,
we conclude with suggestions for future research.
Fair-value accounting: What is it and what are the key
arguments?
FVA is a way to measure assets and liabilities that appear on a company’s balance sheet. FAS 157 deﬁnes fair value as ‘‘the price that would be received to sell an asset or
paid to transfer a liability in an orderly transaction between market participants at the measurement date.”
When quoted prices in active markets for identical assets
or liabilities are available, they have to be used as the measurement for fair value (Level 1 inputs). If not, Level 2 or
Level 3 inputs should be used. Level 2 applies to cases for
which there are observable inputs, which includes quoted
prices for similar assets or liabilities in active markets,
quoted prices from identical or similar assets in inactive
markets, and other relevant market data. Level 3 inputs
are unobservable inputs (e.g., model assumptions). They
should be used to derive a fair value if observable inputs
are not available, which is commonly referred to as a
mark-to-model approach.
Fair value is deﬁned similarly under IFRS as the amount
for which an asset could be exchanged, or a liability settled,
between knowledgeable, willing parties, in an arm’s length
transaction. In determining fair value, IFRS make similar
distinctions among inputs as FAS 157: Quoted prices in active markets must be used as fair value when available. In
the absence of such prices, an entity should use valuation
techniques and all relevant market information that is
available so that valuation techniques maximize the use
of observable inputs (IAS 39). It is recognized that an entity
might have to make signiﬁcant adjustments to an observed
price in order to arrive at the price at which an orderly
transaction would have taken place (e.g., IASB Expert Advisory Panel, 2008).
Under both US GAAP and IFRS, fair values are most frequently used for ﬁnancial assets and liabilities. But even for
ﬁnancial assets and liabilities, there is a mixed attribute
model with a multitude of rules stipulating that some
items are reported at fair value and others are reported
at historical cost. Moreover, unrealized gains and losses
of items that are reported at fair value may or may not affect net income, depending on their classiﬁcation. For instance, FAS 115, which was already implemented in
1994, requires that both trading securities and availablefor-sale securities are reported in the balance sheet at fair
value. But in the income statement, unrealized gains and
losses, i.e., changes in these values, are recognized for trading securities only. In contrast, ﬁnancial instruments that
are held-to-maturity are reported at amortized costs but
fair values could be used in determining impairments for
these items. In addition, fair values are used for disclosures
in the notes to the ﬁnancial statements (e.g., FAS 107).
Proponents argue that fair values for assets or liabilities
reﬂect current market conditions and hence provide
timely information, thereby increasing transparency and
encouraging prompt corrective actions. Few dispute that
transparency is important. But the controversy rests on

