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Abstract- This paper debates how did fair-value accounting (FVA) that were deeply affected by the global financial crisis
(GFC). The GFC that started in advanced economies spreading to emerging markets and low-income countries, which has
been affected in the middle of 2007 and into 2009, as have various empirical studies which have examined the role of FVA in
the GFC. In this paper, using the quantitative methodology where value-relevance of fair value estimates of assets and
liabilities reported under FVA provided by FAS 157, in terms of a simple theoretical and empirical analysis literature
framework. This empirical study proposed that this is not a normal cyclical crisis of capitalism but a global crisis, which
requires a change in the management policy to be tackled with new regulatory frameworks for financial institutions in order
to stimulate economic activities. In other words, FVA may have amplified the crisis. These findings could be fruitful and
helpful for outside users of accounting reports and also for regulators and legislators in their attempts to constrain the
incidence of earnings accounting practises and to enhance the quality of accounting information. Future research is needed
to meet up-to-date information regarding the nature of capital markets and financial institutions. This requires a new theory
of economics; for instance, a change from equilibrium theory to reflexivity theory which requires a change in the underlying
model of the economic activity framework and valuation challenges that arise from the use of FVA in financial reporting.

JEL Classifications: G01, G14, G15, G30, K22, M41, M42
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1. INTRODUCTION

1.1 Background

Fair-value Accounting (FVA) is defined in 1AS 39 as
the price at which an asset could be exchanged in a current
transaction between knowledgeable and willing parties
(FASB, 2006), often also called mark-to-market
accounting (MTM) is the practice of banks and other
financial institutions updating the valuation of assets or
securities on a regular basis. For liabilities, FVA is defined
as the amount that would be paid to transfer the liability to
a new debtor. Likewise, FAS 157 defines FVA 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 (FASB, 2008).

Therefore, the FVA constitutes a hypothetical market
price under idealised conditions (Hitz, 2005a). This
definition indicates that the FVA is a market-based
measure of value (Hitz, 2005b). Hence, for accounts
arguing that FVA played a substantial role in deepening
the financial crisis (e.g., Wallison, 2008; Whalen, 2008;
Forbes, 2009). Consequently, FVA has been blamed for
the latest credit crisis, being often considered as ‘“the
scapegoat” and exacerbated its severity for financial
institutions in the US during 2007/2008 which quickly
transformed to a GFC and around the world. Eventually,

the subprime mortgage crisis became a global issue, either
directly due to the poor lending practices in countries such
as England, Ireland, and Spain, or because of unsustainable
growth in countries such as India and China.

Due to the inactivity of the markets, the key claims are
that FVA contributes to excessive leverage in boom
periods and leads to excessive impossible to perform a
reliable market valuation. The valuation issue increased
depreciation due to the posed an even greater problem. The
problem with this arises when the market for an asset that a
company values at fair value becomes illiquid (Penman,
2007; Benston, 2008). In addition, earlier in 2008 and mid
of 2009, key FASB and other standard setters issued
additional guidance regarding how to account for securities
in illiquid, distressed, or disrupted markets. Others did not
properly evaluate the estimates that management used to
value the assets and liabilities.

1.2 Purpose and Study Objectives

The main purpose of this study is to identify, consider,
evaluate, and comment on existing research on the effects
of the FVA the nature of financial reporting that were
deeply affected by GFC during middle of 2007 and into
2008. While no clear conclusion can be reached at this
early stage, there is reason to believe that FVA may have
contributed to the acceleration of the crisis, particularly in
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the financial sector. While the importance of the FVA
investors cannot be questioned and the quality of its other
qualities or weaknesses which may has been ignored by
standard-setters and regulators. The current study may be
beneficial for international institutions and regulatory
bodies as FAS 157, FVA, and other standard developed
and emerging countries in understanding the effect of these
standards in different country contexts.

The objective of this paper is to provide a
comprehensive literature review and identifying the main
methodologies and research techniques that have been
used of the relationship between the GFC and the role of
fair-value accounting. It was confirmed that the literature
review plays an important role in delimiting the context of
the topic or research problem in the field of social
sciences. Literature review enabled the researcher gain
knowledge in the field to be the primordial method in
distinguishing what has been done from what needs to be
done, seeking new lines of inquiry, avoiding fruitless
approaches, gaining methodological insights, identifying
recommendations for further research (Gall et al., 1996),
and placing the research in a historical context to show
familiarity with state-of-the-art developments (Ray et al.,
2002). The latest GFC essentially provides a unique
context to gain insights into the implementation of FVA
and to assess the broader consequences deriving from its
adoption. In this context, the paper will present some
policy recommendations for the role of FVA for ensuring
good financial report quality. The key research question
incorporating both of these objectives are: Did Fair-Value
Cause the Global Financial Crisis?. To answer the study
question, the theoretical framework and variables are then
empirically modified based on policy implications for the
role of FVA under FAS 157 with likely accounting
practices. Providing evidence of causality will influence
the degree of urgency attached to policy reforms designed
to promote financial market development.

2. FVA: AN-OVERVIEW

2.1 Knowledge FVA

The birth of fair value concept in accounting theory can
be traced back to the 30’s of the 20™ century. In the late
19™ century and early 20™ century, it was introduced by
the German and French legislation with the impact on
accounting practice (Richard, 2005). Thus, FVA was
common for firms to value their capital assets using
evaluated values that the assets would bring in the market
(Diewert, 2005). Therefore, many early economists also
believed that the fair value accounting, known as Mark-to-
Market accounting, which was first used back during the
Great Depression, but it was suspended in 1938 by
President Franklin D. Roosevelt (McTeer, 2009).
However, during the 1930s, abusive valuation practices by
various managers led to the enactment of more formal
accounting standards by the accounting profession. As a
result, historical cost accounting (HCA) emerged as the
dominant practice for reporting most assets and liabilities

(Chambers, 1966; Sterling, 1970). Additionally, lack of
transparency under HCA could make matters worse during
crises. It is generally accepted that FVA is more
appropriate than HCA when the markets in which the
assets are traded are highly liquid (Penman, 2011).
However, HCA do not reflect the current fundamental
value of an asset either. Therefore, it might be better to use
market values, even if the markets are illiquid, and to
supplement them with additional disclosures, e.g., about
the fundamental value of the asset when held to maturity.

Although most of the debate seems to be focused on
the role of FVA in the crisis, it seems equally important to
ask and study to what extent HCA (e.g., for loans) may
have played a role. For instance, HCA likely provides
incentives to involve in so-called ‘‘gains trading” or to
securitise and sell assets. However, it is important to
recognise that a bank can also increase its leverage in
boom periods under HCA by selling an asset, as banks did
when they securitised loans. Moreover, there is evidence
suggesting that banks’ loan losses exceeded fair-value
losses on securities (e.g., Merrill, 2008; Lim et al., 2011).
We can argue that over time, HCA becomes less and less
thoughtful to what the market think about specially
instruments, and it doesn’t produce the kinds of signals
that investors are interested in.

2.2 Measures of Fair-value accounting

FVA is a way to measure financial assets and liabilities
have to be recognised at amortised cost under the
accounting rules. The FVA rules are contained in 1AS 39
for banks that apply International Accounting Standards.
In 2003, the IASB modified IAS 39 to add an option to use
fair value through income for subsequent measurement of
any asset or liability in order to correct an accounting
mismatch. Besides the increase in the cost of capital, fair
values may also become less reliable during the crisis
(Ryan, 2008). The reclassification amendment to 1AS 39
may have contributed to the reduced value relevance of
fair values.

The way in which standards require FVA to be
measured is still evolving. The FVA rules in U.S.
generally accepted accounting principles (GAAP) are FAS
157 released its Financial Accounting Standards that
provides a fair value measurement framework. To make
these measurements market-based, FAS 157 recognise
three levels of fair value (FASB, 2008): Level 1, Level 2,
or Level 3. Level 1 is the current price in a liquid market
for exactly the same instrument. Level 2 is the current
price in a liquid market for a similar instrument, which can
be adjusted to obtain the fair value of the instrument being
valued. Level 3 assets do not have observable inputs, and
therefore, inputs and is commonly referred as “market-to-
model” because it is often the outcome of a mathematical
modelling implementation with various assumptions about
economic, market or firm-specific  conditions.
Consequently, FAS 157 applies when other Financial
Accounting Standards Board (FASB) statements refer to
the use of fair value or for assets/ liabilities to be recorded
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at fair value, but prior to the declaration of FAS 157, no
clear method had been outlined among the many FASB
statements and limited guidance for applying the standards
in compliance with GAAP.

However, the benefits from increased consistency and
comparability in FVA measurements and expanded
disclosures about those measurements should be on-going.
In particular they would argue that FVA provide two types
of information: information about the banks’ ability to
make profits from speculative activities and information
about bank risk. Indeed, little literature shows that FVA
gains and losses provide incremental information to
analysts and investors on bank risks (Hodder et al., 2006;
Blankespoor et al., 2012). As noted previous, FVA as
required by US GAAP or IFRS as well as U.S. regulatory
capital requirements for banks have mechanisms in place
that should alleviate potential contagion effects.

2.3 Boom and collapse of the shadow banking
system

Banks are governed by tight regulations designed to
ensure the stability of the financial system and to protect
investors (Turner, 2010). The banks are also required to set
aside a minimum amount of their assets as liquid assets in
the reserve requirements, which vary across countries
(BIS, 2006). However, there is strong evidence that the
riskiest, worst performing mortgages were funded through
the “shadow banking system” and that competition from
the shadow banking system may have pressured more
traditional institutions to lower their own underwriting
standards and originate riskier loans (Simkovic, 2011).
Krugman, (2011), described the run on the shadow
banking system as the “core of what happened” to cause
the crisis. He referred to this lack of controls as “malign
neglect” and argued that regulation should have been
imposed on all banking-like activity.

Banks are heavily scrutinised by the regulators, given
the significant amount of regulatory reports banks have to
prepare. The regulators have the power to order
reorganisation and to remove bank management and
directors if a bank has accounting irregularities and runs
into financial difficulties (Barth et al.,, 2001). The
securitisation markets also remain impaired, as investors
anticipate more loan losses. Investors are also uncertain
about coming legal and accounting rule changes and
regulatory reforms (Zandi, 2011). The banking sector in
the US reported billions of dollars of impairment losses on
the FVA of its assets and liabilities as “goodwill” on its
balance sheets (Ramanna and Watts, 2009), this
“goodwill” is regularly tested for impairment and needs to
be written down if the FVA of “goodwill” is below its
book value. Further evidence on banks’ reluctance to
recognise losses comes from a goodwill impairment study
by Disclosure Insight (2009), an independent investment
research firm. We can argue that, when the banks are more
risky by using financial instruments that require more
subjective FVA, the FVA may still remain value relevant.
It is thus an empirical matter to consider whether the value

relevance of FVA increases with bank risk or with the
carrying value of the loans.

2.4 Fair-value accounting and financial crises

To improve the profitability of banks, mortgage loans
were securitised using so-called special purpose vehicles
and sold on capital market. The framework for measuring
FVA builds on current practice and requirements.
However, Late 2001 through early 2008 period was one of
considerable economic prosperity for the U.S., then a
significant contributor to that prosperity was wealth (or
economic activity) generated through poor lending
practices and loose regulatory oversight.  Basically,
accounting standards could not afford, and enabled
financial institutions to record inflated revenues related to
these home loans without recourse from auditors and
analysts. However, the Federal Reserve Board began to
increase interest rates from the low 4 per cent prime rates
during period from 2002 to 2004 to over 5 per cent in early
2005, increasing up to 8.25 per cent in 2007. Thus,
encourage the crisis soon spread to investors in the
financial sector had tremendous follow-on effects. The
argument is that FVA and asset values allow banks to
increase their leverage in booms, which in turn makes the
financial system more vulnerable and financial crises more
severe (Persaud, 2008; Plantin et al., 2008).

Therefore, the historical experience of the U.S. was
that in 1929, after the crash, they accused accountants of
putting water on the balance sheet in the 1920s. In October
2007, the market (using the Dow Jones Industrial as a
benchmark) dropped precipitously from over 14,000 to
under 7,000 in March 2009, with a drop of almost 2,000
points in one week alone in late September 2008. Fearing a
recession, Americans began to consume less. Companies
started laying-off workers in large numbers, which further
reduced consumption. Job losses began to mount as almost
every industry was affected; the U.S. experienced the most
dramatic rise in unemployment from 4.6 per cent in 2007
to 9.3 per cent in 2009 (SEC, 2010). Allen and Carletti
(2008) and others argue that FVA would have helped to
identify the problems leading to the savings and loan crisis
earlier. In response to these concerns, the accounting
community has spread in two: the ones that blame FVA
and consider it for been a factor that causes the GFC and
the ones that praise FVA. Although the institutional
framework takes an economics approach, it seeks to
introduce into the analysis the social, political and cultural
dimensions.

2.5 Did Fair Value Accounting Contribute to the
Crisis?

Based on early analysis and the evidence in the
previous discussion, we have little reason to believe that
FVA contributed to the GFC in a major way. Much debate
has focused on this issue. One issue is that FVA loses
many of its desirable properties when prices from active
markets are no longer available and hence models have to
be used, which in turn makes it very difficult to determine
and verify fair values. Thus, it is certainly possible that
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FVA rules and the details of their implementation could be
further improved. William Isaac in October 2008, the
former FDIC chairman is quoted as saying that, “‘I got to
tell you that I can’t come up with any other answer than
that the accounting system is destroying too much capital,
and therefore diminishing bank lending capacity by some
5USS trillion. [...] It’s due to the accounting system, and I
can’t come up with any other explanation’” Katz, 2008).
On its own, FVA play only a limited role for banks’
income statements and regulatory capital ratios, except for
that a few banks with large trading situations. This implies
that the case for loosening the existing FVA rules is weak
(SEC, 2008).

It appears from the discussion so far that FVA
reporting is essentially reflecting the decisions that were
made by managers, by boards, and, to some degree, by
independent accountants who opined on the financial
statement. To determine the amount of the gain, as well as
the corresponding effects of the transaction on the balance
sheet, management must determine the fair value of the
related assets. The balance sheet gives you the fair value
but it doesn't give you the FVA “at risk” connected with
some of these more exotic instruments (Penman, 2011).
Finnegan (2012) argued that the fact that fair value can be
difficult to determine in the absence of readily available
market prices is not a reason to abandon the approach.

Based on the discussion above, it seems that there is
two inclusive clarifications provide the role of FVA in the
GFC and are consistent in their conclusions with the
findings reported by the Securities and Exchange
Commission (SEC) in December 2008. In this context,
Ryan (2008) states that VFA didn’t contribute to the crisis
because it provided investors with needed accurate and
complete information concerning subprime positions. He
explained that, there is a need for additional guidance as to
what is an orderly transaction, due to the use of inputs for
VFA is driven by conditions at the measurement date.
Similarly, in the context of FVA in the GFC, Laux and
Leuz (2009) observed that FVA probably didn’t contribute
to the crisis to such a large extent but was also not merely
a messenger. They argued that, the FVA debate is a new
version of the relevance versus reliability argument.
Furthermore, there are legitimate concerns about marking
asset values to market prices in times of financial crises
because they are tied to various contracts and capital ratio
for banks regulations.

The preceding sections illustrate that the debate about
FVA is full of arguments that do not hold up to further
scrutiny and need more economic analysis. We need to
make more progress on the question of whether FVA did
in fact contribute to the financial crisis through contagion
effects. At present, there is little research that would
answer or even directly speak to this question.

3. THEORETICAL FRAMEWORK
CONSIDERATIONS

The key theoretical argument for FVA is that fair
values are value-relevant. FVA was chosen as a preferred
solution in a never-ending trade-off between reliability and
relevance of accounting information (Barth, 2006). FVA
also was originally adopted because assets and liabilities
measured using FVA is more relevant for decision making
and financial reports based on HCA is irrelevant when the
assets FVA exceeds the HCA (Foster and Shastri, 2010).
Laux (2012) further argue that even if FVA can be
manipulated, they are still value-relevant potentially more
useful than HCA. Thus it is not possible to provide a clear
theoretical prediction of the effect of the crisis on the
receptiveness of bank stock returns to FVA gains and
losses. FVA is also cited for bringing price bubbles into
financial statements (Penman, 2007), leading financial
institutions to react to market changes in the way that they
would not normally act (Foster and Shastri, 2010) and this
recognition could lead to a flight to quality, thereby
depressing stock prices (Francis et al., 2012). In other
words, the FVA estimates would fully reflect the
consensus expectation of the investors, eliminating
concerns over errors in measurement (Hitz, 2007; Barth
and Landsman, 2010).

Studies from other early researcher, for instance Barth
(1994) found that the disclosed FVA of investment
securities and securities gains and losses are reflected in
stock prices. In contrast, Barth et al. (1996) reported that
loans’ FVA have increment al explanatory power on stock
prices when conditioned on non-performing loans and
interest sensitive assets and liabilities. On the other hand,
there are several important opinions in favour of FVA.
However, ABA (2008), MBA (2008), and U.S. (2008)
argued that FVA was worsening the crisis by creating a
downward spiral and that observed market prices were
significantly below the assets’ fundamental values. Despite
the argument regarding the strongest opposition against
FVA perhaps comes from Wallison (2008) who debates
that FVA has been the principal cause of an unprecedented
decline in asset values; an unprecedented rise in instability
among financial institutions; and the worst economic crisis
in the U.S. since the Great Depression (Khan, 2010).

For derivatives, Venkatachalam (1996) finds that the
disclosed FVA wuse of derivatives have additional
explanatory power for stock prices over the notional
derivative amounts. For instance, Macintosh et al. (2000)
argue that the market uses accounting earnings, along with
other information, to value firms’ stock and other
securities. However, the prices of many of these securities
underlie derivatives’ prices, which then find their way into
financial statements through FVA. Prior studies provide
evidence that the FVA of securities, derivatives and loans
are value relevant (Barth, 1994; Barth et al., 1996;
Venkatachalam, 1996). In response to these concerns, the
rapid occurrence of financial derivatives and asset
securitisation joined with their weak regulation could be
the second factor causing the crisis.

It appears from the discussion so far that FVA
measurement should not be blamed for the economic
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downturn and financial crisis; the root of problems is lying
outside this part of financial reporting. On the contrary, the
recent financial crisis helps us to reveal that FVA can be a
significant tool to distinguish healthy companies from
unhealthy ones. The failure of some banks could have
increased market illiquidity, which in turn may have
spilled over to other banks via FVA, thereby creating an
endogenous risk, while we can argue in different way that
illiquidity leads to asset prices being a function of liquidity
available in the market.

4. EMPIRICAL
EVIDENCE

In the previous section the relevant theoretical
literature on FVA diffusion in GFC was discussed. In this
section, an overview of the findings of empirical studies
relating to the issues associated with FVA can reduce their
value relevance. The value relevance of FVA can vary
across different classes of assets are provided. The
empirical evidence illustrations that for level 3 assets,
which are illiquid financial instruments and opaque, the
costs of capital and bid-ask spreads are higher than that of
levels 1 and 2 assets (Riedl and Serafeim, 2011). This is
based on the theory that the uncertainty in valuation
estimates increases across levels 1 to 3 assets. This
valuation uncertainty leads to systematic risks, which in
turn results in higher costs of capital measured by equity
betas for the level 3 assets relative to levels 1 and 2 assets.
In addition, the increasing information asymmetry across
levels 1 to 3 assets also causes the bid-ask spreads to
correspondingly increase. Banz (1981), and Reinganum
and Smith (1983) indicate that information risk should be
diversifiable in an economy. Bleck and Liu (2007) use an
analytical model to display that FVA provides greater
transparency on the underlying asset values and serves as
an early warning sign on the firm’s financial health. Their
model shows that HCA can cause the financial markets to
be more, as opposed to less volatile.

Particular researchers Kolev (2008), Goh et al. (2009),
and Song et al. (2010) investigate the market pricing of
banks’ FVA assets as implied by their share prices relative
to other assets and across FVA input categories. Though,
the point estimates differ across studies “due to different
samples and specifications”, there is diminutive evidence
that market valuations of the FVA assets in 2008 exceeded
their reported values, which might indicate excessive
write-downs. Kolev (2008) examine the value-relevance of
the three levels of assets reported under FVVA provided by
FAS 157, based on audit committee financial expertise in
the first two quarters of 2008. His sample comprises
includes in the first quarter of banks (88), financial
services firms (35), and insurance companies (54); and in
the second quarter of banks (86), financial services firms
(34), and insurance companies (52). His basic framework
model regression is as follows:
where price per share of common stock (dependent
variable); indicates a given firm; indicates a given quarter;

ANALYSES: THE

and fair value is defined in terms of net assets (Level 1,2
and 3); NetEBV is the difference between book value of
equity and net assets reported at fair value.

Kolev (2008)’s empirical analysis found that,
coefficients on historical cost book value of equity
between 0.709 and 0.748 in the first quarter (Q1), while
investors perceive reported values under all three levels net
assets to be value-relevant, with minor differences between
(0.811),(0.772), and(0.709) (see Kolev’s Table 4, Panel
A). These findings confirm on the mark-to-market that one
dollar of level 1 net assets is valued at 0.811US$ by stock
market investors. The valuation coefficient, however,
decline between quarters, Q1 and Q2, reflecting greater
uncertainty about underlying asset values, therefore all
levels of FVA net assets it was sell at significantly less
than their book value. Furthermore, there was a valuation
of mark-to-model net assets gap between the valuation of
level 1 net assets (=0.604), level 2 net assets (=0.582), and
level 3 net assets (=0.419), the latter being valued at a
significant discount by investors. Also, the study revealed
that valuations of FVA are lower for firms with lower
equity capital and firms that develop their mark-to-model
internally. Therefore, the extent of the valuation of mark-
to-model net assets gap is reduced if the expertise of audit
committee members is enhanced.

At the same time, Goh et al. (2009) conducted a sample
comprises of 516 U.S. banks a similar examination for the
first three quarters of 2008 to Kolev’s but includes a more
inclusive set of control variables. Their findings revealed
that, in the first quarter (Q1), while investors perceive
reported values under all three levels net assets to be
value-relevant, with  minor  differences  between
(0.743),(0.650), and(0.583) (see Goh et al., 2009: Table 8,
Panel B). These findings confirm difference in pricing
between mark-to-market and mark-to-model assets that
one dollar of level 1 net assets is valued at 0.743US$ by
stock market investors, a significant discount to book
value. The valuation coefficient of FAV assets, however, it
was a significant shift by the Q2. Therefore, there was a
valuation of mark-to-market and mark-to-model of level 1
net assets was matched their book value (= 1.086), a
significantly increase from Q1 to the Q3. Furthermore,
investors significantly demote the valuation of level 3 net
assets (=0.296), which was valued at a deep discount to
their book value. The valuation of level 2 assets remains
more or less the same between Q1 and Q3. The result
doesn’t change much in the Q3, with level 1 net assets still
being valued at close to book value (= 1.153), level 2 net
assets (=0.512), and level 3 net assets (=0.254), while
remain valued at a discount. Finding evidence that
investors value Level 2 net assets less than Level 1 net
assets but do not value Level 2 and Level 3 net assets
differently. Specifically, the extent of a higher capital ratio
and a higher-quality do allow a bank to enhance the value-
relevance of it is level 2 and level 3 net assets close to their
book values. Goh et al. (2009) also document that the
value relevance of net fair value assets decreases over the
first three quarters of 2008 during an economic crisis.
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Another important distinction found in the empirical
study by Song et al. (2010) examines the value-relevance
of fair value estimates of assets and liabilities across the
three categories under the FAS 157 hierarchy. Using a
sample of 431 banking that disclosed FAS 157 early
adopters in 2008. In contrast to Kolev (2008) and Goh et
al. (2009), they don’t report distinct valuation figures by
quarters and don’t combine fair value assets and liabilities
together for regression purposes. Their basic framework
model regression is as follows:
where price per share of common stock (dependent
variable); indicates a given firm; indicates a given quarter;
and fair value is defined in terms of net assets (Level 1 A,
Level 2 A and Level 3 A); while liabilities is defined as
Level 1 L, Level 2 L and Level 3 L); NetEBV is the
partition book value into non-fair valueassets and liabilities
and each of the FVA levels. Song et al. (2010) reported
that, on average, level 1(= 0.968) and level 2 assets (=
0.972) are not significantly different from one or negative
one, which valued by investors at close to their reported
book (i.e., fair market) values (see Song et al., 2010, Table
3). Coefficient for value-relevant, level 3 assets are priced
at a significant discount is less than one (= 0.683) and
significant at the 0.01 level. Furthermore, both coefficient
on level 1 (= -0.818) and 2 (= -1.006) liabilities are
significant at the 0.01 level, and also valued at close to
their book (i.e., market) values. In such coefficient on level
3 liabilities are priced at double their reported fair market
values which less than negative one (= -2.185) and
significant at the 0.01 level, thus implying that investors
severely double the reliability of FVA-based liabilities.
They further observed that, the value-relevance of fair
values especially Level 3 fair values assets and liabilities
are greater for firms with strong corporate governance.
Governance measures encompasses: board independence,
audit committee activity, ownership, audit size, and
internal controls.

The key conclusion to draw from these findings is that,
under crisis conditions (i.e., second or third quarter of
2008), it appears that investors revise the value relevance
decreases for the level 3 assets, consistent with higher
information asymmetry and lower reliability for level 3
assets compared to levels 1 and 2 assets due to increase
uncertainty and potentially more managerial discretion
underlying their measurement. Interestingly, they find that
Level 3 fair values are associated with price only in
specific circumstances.

In other words, the evolution in the valuation of level 1
assets is more difficult to pin down, with Kolev (2008)
reporting a fall in their valuation and Goh et al. (2009)
being more comprehensive as well as different empirical
models, which document that the value relevance of net
fair value assets decreases over the first three quarters of
2008, whereas Song et al. (2010) find that the value
relevance of fair values does not decrease over this period.
Further work we suggested that, in order to examine the
value-relevance of FVA’s role in the GFC is needed to
reconcile both sets of findings.

5. FINDINGS

5.1 Regression Results

The results of the regression analysis reported by
(Kolev, 2008; Goh et al., 2009; Song et al., 2010). Song et
al. (2010) indicates that the valuations of Level 1 and
Level 2 assets and liabilities close to one and negative one,
these papers find valuations of Level 1 and Level 2 net
assets significantly less than one. Kolev (2009) uses a
changes specification, allowing tests of the value relevance
of Level 3 realised and unrealised gains/losses versus net
purchases and transfers. Goh et al. (2009) document that
investors value Level 2 net assets less than Level 1 net
assets but do not value Level 2 and Level 3 net assets
differently. In contrast, Song et al. (2010) illustrate that
Level 1 and Level 2 assets are valued similarly, while
Level 3 assets are valued the least. Goh et al. (2009)
findings also reveal that the value relevance of net fair
value assets decreases over the first three quarters of 2008,
whereas Song et al. (2010) find that the value relevance of
fair values does not decrease over this period.
Furthermore, Song et al. (2010) Find evidence that the
value relevance of fair values does not decrease as markets
become less liquid may be particularly important to
standard setters who are interested in the market’s
perception of the reliability of fair values during an
economic crisis.

More importantly, the findings also indicate that all
three studies find that investors priced a reported 1US$ of
Level 3 assets significantly below a reported 1US$ of
Level 1 assets. The discount relative to Level 1 assets
ranges between 20 and 30 per cent. The findings also
reveal the three studies show that the relative discount of
Level 3 assets is smaller when the reported values are
likely to be more credible, that is, for firms using Big Four
auditors, external valuations, having several financial
experts on the audit committee, and for firms with
independent board members and strong internal controls.

5.2 Contribution of FVA

In addition to the aforementioned prior results findings
and on available data, the following indicators give a
strong insight into the state of the contribution of FVA to
GFC. Overall, finding suggest that (1) FVA-derived
information is value-relevant under FAS 157 in 2008,
consistent with extensive prior research; (2) investors
perceive level 3 assets and liabilities FAS values to be
measured less reliability with price less than 100 per cent
significantly; (3) strong governance and capital ratios
enhance confidence in reported statistics; and (4) investors
were significantly discounting factors to the reported level
3 FVA because they stem from valuation models with
(unobservable, inputs) values, and consistent with more
model risk (or noise) and large information asymmetry.
The implicit prices assigned by investors’ valuation of the
fair value to level 1 assets (observable, inputs) values, rose
over the year, suggesting that investors perceived market
prices to be depressed.
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6. CONCLUSION

The main aim of this paper was to provide a better
understanding of the theoretical framework which has been
developed from the accounting standards’ practices that
could provide a scientific base for possible causes of
impairment application, and presents a conceptual
framework showing the role of FVA during the crisis.
Apart from further analysing the findings presented and
discussed, this part has considered some significant
outcomes of the potential role of FVA in the light of
various contributions based on prior analysis and the
evidence reviewed earlier from the literature. There is
reason to believe that FVA is more than just a messenger
may have contributed to the acceleration of the bad news
in the GFC in a major way. FVA play only a limited role
for banks’ income statements and regulatory capital ratios,
except for a few banks with large trading positions. The
failure of some banks could have spilled over to other
banks via FVA.

The key study question stated in the beginning was,
“Did Fair-Value Cause the GFC? ” This question has been
answered through the development of the exploratory
framework and the variables affecting the outcome or
“success” of the implementation process through using
regression results analysis models with a clear process
framework for implementation in the value-relevance of
fair values assets and liabilities reported under FVA
provided by FAS 157.

During the GFC, unemployment rates have risen,
prices for mortgage related securities fell significantly and
markets for them became illiquid. The result was banks
marking down their assets by significant amounts and
money has been lost from what were thought to be good
investments. FVA allows for certain assets to be valued at
the amount for which they could be exchanged in an open
market transaction. The problem with this arises when the
market for an asset that a company values at fair value
becomes illiquid. While most of the debate seems to be
focused on the role of FVA in the crisis, it seems equally
important to ask and study to what extent HCA (i.e., for
loans) may have played a role. The result further validated
the argument that the debate about FVA don’t hold up to
further enquiry and need further economic analysis.
Although, the regression analyses model examined were
used to test the FVA did not cause the GFC; it may have
worsened the negative effects. Instead, FVA is a necessary
part of the economic recovery, and through revision of
current standards, mark-to-market will prove to be a
valuable tool in the prevention of similar crises.
Furthermore, lack of full disclosure by management in
their financial reporting is more to blame for the crisis.
One may surmise that current accounting standards, such
as those relating to FVA, overstretch accountants’ current
capabilities and prior learning and obscure other
informational needs by investors and other interested
stakeholders. Finally, findings from this paper are expected
to provide useful insights into the FVA controversies and

enlighten regulators on some of the prominent application
issues of FVA in the developing world as well.

Contribution to Knowledge

This paper seeks to make an original contribution to
knowledge by provides an important introduction to this
area and has attempted to explore its significance for the
high-quality accounting practices. A critical review of this
research has added to the existing body of literature and
assists the researcher in obtaining new ideas and
perspectives, exploring the significant measurement and
valuation challenges that arise from use of FVA in
financial reporting related to high-quality accounting
practices and economic growth in the following areas.

« It is hoped that such contributions will be beneficial,
both academically and professionally. Academically,
this research aims to focus attention upon a neglected
area in the context of the value-relevance of FVA.
Professionally, managers will further seek out the
practical implications offered by this paper in their
actual relationships with their accounting practices and
roles.

» Most of the previous studies in developing countries are
descriptive, reporting the adoption tolls of measurement
and valuation challenges that are arise from the use of
FVA in financial reporting, without any further analysis
to find out the factors that influence (facilitate or hinder)
the change or the diffusion of FVA in financial reporting
in these countries.

» As discussed in early, this paper framework extends
value-relevance of FVA adoption the one developed by
FAS 157 which proposes different perspectives in
explaining the diffusion of origination, namely efficient
choice perspective, fad, fashion and forced perspectives.
Efficient choice perspective could represent the demand
side of diffusion (or economic pressure according to
IAS/IFRS), whereas fad, fashion and forced perspectives
are based heavily on new established accounting
standards.

* Given the dearth of theoretical framework of the role of
FVA in the GFC, it is hoped that the findings of this
paper will not only make a theoretical contribution but
also make researchers and managers aware of the current
state and development of FVA in business companies
and thus contribute to a better understanding of these
techniques in the emerging and transitional countries and
reduce the lag in the diffusion of FVA, IAS, and IFRS
standards among countries. It also provides significant
insights into the role of institutions (e.g. academic
institutions) and foreign companies, in the diffusion of
value-relevance of FVA in developing countries.

Based on the research outcomes, some paper policy and

recommendations are suggested in the role of FVA in the

GFC. In light of the paper findings, the researcher

recommends include:

» Work should be undertaken to increase awareness
among the preparers and auditors of financial reports of
listed companies in the developing and developed
countries with respect to the accounting practices
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through workshops, courses and seminars dealing with
this subject, and to encourage these parties to follow
current accounting standards.

It is important to raise the level of coordination and
interaction between universities, educational and
training institutions and between companies listed in the
financial market, and to bind the application of high-
quality accounting practices in order to blend theoretical
knowledge with the practical experience of workers in
these companies.

To improve the awareness of the importance of
corporate social information, regulation policy and its
disclosure, international companies should be
encouraged to publish their annual reports to a wider set
of audiences, including government department and
agencies, employees, consumers, local communities and
society.

Companies should present natural resource conservation
information in a section of the annual report preferably
entitled ‘social responsibility’ in a form that is easy to
understand, for both internal and external stakeholders.
Moreover, the companies should give all stakeholders
the right to access the company’s information at any
time, which would increase the company’s transparency.
This should be achieved through a greater awareness on
the part of the accounting profession, the accounting
education system, the legal requirements, governmental
bodies and the media.

LIMITATIONS AND FUTURE RESEARCH

This paper however, as any other study of this kind of

research, it is subject to a number of limitations. Keeping
in mind the following limitations, this paper should merely
be perceived as a contribution to continue the best
measurement of FVA in accounting practises and roles and
not as an end in itself. The limitation of this research can
be achieved and discussed below:

The major complexity it is possible that changing the
accounting rules in a crisis as a result of political
pressures leads to worse outcomes than sticking to a
particular regime. In this regard, the fair-value debate is
far from over and much remains to be done.

There was a lack of literature concerning the accounting
standards of the role of FVA in the GFC in MENA
nations in particular, and other developing countries in
general. Most of the available literature was related to
developed countries for instance, UK and US.

There was a scarcity of empirical work previously
conducted in the study area. This meant a lack of scales
and measurements that could be used in order to
establish a cause and influence study to examine the
relationship ~ between accounting practices and
measurement of FVA valuation. Additionally, most of
the available studies revealed contentious findings that
do not encourage future research, as hitherto mentioned.

Outline for Further Research

The limitations mentioned above, and other thoughts

discussions of this paper, which would need much
empirical work to be done. The following are suggested
areas for future research:

To validate the conclusions of this paper, further
comprehensive research is required into the foreign
companies has a significant impact on the diffusion of
improvement. In addition, a joint undertaking with
foreign partner offers an opportunity to copy the foreign
partners’ techniques (fad factor) or to work under a
foreign partner pressure (involuntary factor) or a mixture
of these factors. Thus, the area that seems to be
promising for feature research is the examination in
detail of the nature of the role of foreign companies on
the diffusion of FVA in crisis.

Due to the lack of high-quality published databases, this
paper uses secondary data, which were based on a
literature review and on original archival research from
other countries especially US and other developed
countries is reviewed. Although, further paper can
adapted and developed survey (questionnaire and
interview) from prior studies. In other words, this
triangulation method will provide a better explanation of
the relationship between high-quality accounting
practices and framework of FVA’s roles in financial
reporting.

Further research is needed in order to provide a clear
understanding of the framework that managers face
under current regulatory rules in the banking system and
financial markets in general. Furthermore, paper of the
proposed model in other emerging countries could be
performed in order to raise further explanation of the
model and to reveal more generalised findings.

It would be particularly interesting to discover what are
the new FVA effects on the developing countries
accounting practices and roles? Does the value-
relevance of FVA have an effect on these countries’
economies? Finally, does the content of some FVA
measurement or disclosures and provides a single IFRS
framework really enable to improve high-quality
accounting information and disclosure in crisis?.
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