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Board tackles thorny fair value question 
By JEFF BUCKSTEIN

The subjective measure-
ment of fair market value 
and f inancial record esti-

mates has frustrated audit f irms 
of all sizes, prompting the Public 
Company Accounting Oversight 
Board in the United States to 
seek input on the question, but 
exper ts  wonder  whether  the 
board’s recent staff consultation 
paper can resolve the long-sim-
mering debate.

“Auditors don’t particularly 
like fair value measurements 
because it’s very, very hard to 
audit. You’re basically auditing 
assumptions, and that’s a thank-
less task,” said Susan Scholz, a 
professor of accounting at the 
University of Kansas’ School of 
Business. “It’s been an ongoing 
i s s u e  f o r  a s  l o n g  a s  I  c a n 
remember. And I don’t know how 
you’re ever going to get really 
strong fair value estimates to the 
degree that investors say they 
want them with any certainty of 
getting reliable information.”

Over the past several decades, 
the accounting debate has raged 
pitting relevance versus reli-
ability, which creates an inherent 
tradeoff. Historical costs are reli-
able because those numbers are 
known. But they may not be as 
relevant as market values which 
are, in turn, less reliable.

“This downplaying of reli-
ability has a very direct impact 
on the auditor who has to come 
in at the end of the day and say 
‘these numbers are OK or they’re 
not.’ Now we’re moving into 
much more subjective type deci-
sions. In the end, a profession 
makes judgments and that type 
of judgment is always subject to 
error,” said W. Robert Knechel, 
director of the International 
C e n t e r  f o r  R e s e a r c h  i n 
Accounting and Auditing at the 
University of Florida.

The PCAOB report said defi-
ciencies have been discovered in 
multiple audit areas, including 
the  a l lowance  fo r  doub t fu l 
accounts or loan losses, goodwill 
and intangible asset impairment, 
inventory valuation allowances, 
and income tax valuation allow-
ances. 

“Auditing accounting esti-
mates and fair value measure-
ments has proven challenging to 
auditors. Over the last decade, 
there have been changes in the 
f inancial reporting frameworks 
relating to accounting estimates 
and an increasing use of fair 
value as a measurement attribute, 
together with new related disclo-
sure requirements. Through its 
oversight activities, the PCAOB 
has observed signif icant audit 
def iciencies in this area,” the 
audit watchdog’s report said.

“The biggest problem is fun-
damentally that these areas of the 
audit are subject to the most 
judgment,” said Knechel. “The 
reality is when you’re talking 
about bad debts, for example, 
management has a number. The 

auditor comes up with a number. 
And the only thing you can say 
for certain is they’re both wrong 
because  they’re  comple te ly 
dependent upon future events.

“There’s  no way to  know 
which customers are going to pay 
[or] are not going to pay,” he 
added, noting than unforeseen 
economic factors could also 
change the outlook.

Scholz said unless one is 
looking at the price of a traded 
stock, or something else with a 
readily available market price, 
estimating fair value can be very 
tricky.

“There’s  the  o ld  t radeoff 
between ‘do you want to put 
something on your books that is 
very hard to validate and prob-
ably will be wrong? Or do you 

want to leave it as an historical 
cost or some other cost that you 
absolutely know is wrong [in 
terms of its present value]?’ ” she 
asked.

Investors probably prefer to 
have the fair value, which would 
be great information to possess if 
i t  was possible  to  ascer ta in 
exactly. Given the diff iculty to 
measure fair value, investors 
need to question whether they 
are satisf ied with an estimate, 
Scholz said.

“The nature of a fair value 
estimate is that you’re ultimately 
going to be off by something. 
[So] there are a lot of people that 
would prefer to have the cer-

tainty of historical cost, where 
they know exactly what it means. 
It means ‘this is what we paid for 
it and we know that it is not the 
current value,’ ” she said.

Whether fair market value 
itself is really current is another 
question.

“One thing I’ve always found 
interesting about this movement 
to fair value is that we put a ton 
of effort into nailing down these 
fair values on Dec. 31 or what-
ever the fiscal year-end is,” said 
Knechel .  “But the real i ty is 
nobody actually sees numbers 
until late February. By the time 
anybody outside the company 
sees those numbers, they’re all 
different. Everything in the mar-
kets can change in the six weeks 
it takes to generate the financial 
statements.” 

Another key question, in cases 
where historical cost is used, 
concerns whether information on 
the f inancial statements is still 
relevant to investors. Under cer-
tain circumstances, at least, the 
answer appears to be a decisive 
no. For example, under U.S. 
GAAP, property, plant and equip-
ment (PP&E) must normally be 
measured at historical cost, but if 
the firm is purchased by another 
company that will require esti-
mat ing the fair  value of  a l l 
PP&Es. 

Another complicating factor 
today involves the growth of 
complex instruments such as 
derivatives. “Many companies 
don’t really have a lot of exper-
tise in valuing some of these 
instruments or using them. And 
yet they’re tasked with valuing 
them,” said Scholz. 

T h e  P C AO B  r e p o r t  a l s o 
addressed this issue.

“The complex nature of some 
f inancial instruments creates 
challenges in determining their 
value, which can be based pri-
marily on unobservable inputs … 
not  cor roborated by market 
data,” it said. “As a result, many 
companies and auditors use third 
parties, including pricing ser-
vices, to obtain information rel-
evant to determining and aud-
iting fair value or estimates of 
fair value for f inancial instru-
ments, which may or may not be 
developed using unobservable 
inputs.” 

Fair value is most often found 
in derivative instruments and 
pension plans, and therefore can 
be a big issue not only with pri-
vate companies but also govern-
ment pension plans, said Scholz.

“Inventory is supposed to be 
at the lower of cost or market. So 

that’s not really a fair  value 
measure unless the fair value 
drops below what you pay for it. 
Then you have to do an estimate. 
If assets seem to be impaired in 
some way then you’d have to 
estimate the fair value of it,” said 
Scholz.

“I think one of the things that 
really concerns people is that 
some assets or some liabilities 
are [expressed at] historical cost 
and some are fair value, and 
people using the financial state-
ments don’t really understand 
exactly what the valuation is 
when they look at it.”

The PCAOB said they are 
examining whether audit proced-
ures tailored to the source of 
information used by the auditor 
are appropriate for developing an 
independent estimate. 

They have asked for responses 
t o  s u g g e s t e d  a l t e r n a t i v e 
approaches that  include the 
PCAOB issuing additional staff 
guidance specif ic to the use of 
third parties, such as pricing ser-
vices. They are also considering 
developing a separate standard 
on auditing the fair value of 
financial instruments, in addition 

to existing standards covering 
auditing fair-value measurements 
and derivatives and securities. 

Another  poss ib i l i ty  i s  to 
enhance existing standards on 
auditing accounting estimates 
and fair-value measurements 
through targeted amendments, 
rather than replacing existing 
standards. A fourth alternative is 
to issue a new single standard 
that will address auditing of 
accounting estimates and fair-
value measurements and super-
sede existing standards.

Knechel likes the final option.
“If you want to send a mes-

sage to the practice of auditing 
that would have the strongest 
effect, [with] a whole new stan-
dard you’re going to have to put 
all your people through a formal 
program requiring everyone to 
undertake new continuing educa-
tion. I think that [says] ‘while I 
think the standards in the past 
were not  so bad,  maybe the 
implementation wasn’t all  i t 
s h o u l d  h ave  b e e n ,’ ”  s a i d 
Knechel.

The deadline for submissions 
to the PCAOB on its staff consul-
tation paper is Nov. 3.

Scholz

“Auditors don’t particularly like fair value measurements 
because it’s very, very hard to audit. You’re basically 

auditing assumptions, and that’s a thankless task. It’s been 
an ongoing issue for as long as I can remember.”

Susan Scholz, University of Kansas

Knechel
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