6.1 Overview


This chapter involves figuring out whether decision usefulness can be increased from using more measurement oriented approach as opposed to historical cost based approach to financial reporting. The measurement approach means including more fair value calculations in the financial statements, instead of historical costs. Measurement probably will not replace historical cost rather it will work in conjunction to give more accurate financial information. Measurement is especially important because of the risk reducing tools firms are using. This facilitates the need for hedge accounting and derivatives. 

6.2 Reasons for Increased Attention to Measurement 

The reason for increased attention to measurement is that net income seems to only indicate some of the security price change around the date of release. Evidence from market anomalies is leading some to believe the efficient markets are not as efficient as they have been portrayed. Theoretically, the “clean surplus theory” of Ohlson says that both income statement and balance sheet variables can lead to the market value of a company. However, Lev (1989) says that the response to good or bad news earnings by the market is very small. He claims that only 2-5% near the date of earnings release is attributable to the news. Although except under ideal conditions net income would never fully predict return, the information perspective realizes that there are other relevant sources of information, which can cause the variability. The figure can be attributed to poor earnings quality, which stems from a “lack of timeliness of historical cost based earnings” (177).


The Ohlson clean surplus theory can explain some of these problems. It assumes ideal conditions as well as dividend irrelevancy. It states that market value can be expressed by: 




PAt= Bvt + gt 

Where t = time, Bvt= net book value and gt = expected present value of future abnormal earnings.

Or using Feltham and Ohlson’s notation where oxt = actual earnings, oxtª = abnormal earnings and Rf = risk free rate:




oxtª = oxt – Rf * Bvt-1 
With this formula and no persistence in earnings, goodwill is zero. This is a special case in the F+O model called unbiased accounting. The earnings persistence modified formula is :




oxtª= ѡoxt-1a + (˜t
The (t are the effects of state realization on reported earnings, the ‘˜’ means the effects are random in nature at the beginning of the period. Ѡ is the persistence value parameter where 0 <= ѡ < 1. Book value (Bvt) and expected future abnormal earnings (gt) are necessary to estimate share value. This leads to the measurement perspective because there is a diminished needs to predict abnormal earnings as more fair values are incorporated in book value. This theory can also be useful in estimating a firm’s cost of capital.


A large reason for the push for measurement accounting is the failures of large firms, especially financial institutions. As well firms are expected more now than ever before to behave in environmentally and socially responsible ways.
6.3 Longstanding Measurement Examples

Most financial statements are based on historical costs with a few exceptions where market or present value are used:

Accounts Receivable and Payable - Since the payment time is short, discount factor is irrelevant, present value is used.

Cash Flows Fixed by Contract (refer to 3065 CICA) - Since cash flow is fixed, it is assessed at present value. Long term debt that uses the compound interest method to amortize a premium or discount, exhibit results that Net Book Value the debt equals the Present Value of the future interest and principle payments, discounted at the effective rate of interest of the debt established at time of issue. Currently if market interest rates change during a contract, Present Value is not adjusted.

The Lower of Cost or Market Rule (refer to 3010, 3050 CICA) - When the market value of a temporary investments, long term investments (when value is not temporary) or inventories falls below it's carrying value, it is required to write down it to market value. Once written down they cannot be written up again. This is due to Conservatism.

Ceiling Test for Capital Assets (refer to 3060 CICA) - Requires a write down when the net carrying value of the capital assets exceeds the net recoverable amount. The estimation of the new recoverable amount is based on the Present Value model under uncertainty.

Push Down Accounting (refer to 1625 CICA) - Assets and liabilities are recorded on the books of the acquired firm at their fair values as established at acquisition transaction. It requires a complete revaluation after a financial reorganization, providing it is significant enough to result in a substantial realignment of interests.

6.4 More Recent Fair Value Oriented Standards

Pensions and Other Post Employment Benefits (refer to SFAS 106) - Pension assets and liabilities are valued at fair value. Other Post Employment Benefits (OPEB) was accounted on cash basis but has been changed to Present Value. Accounting on Present Value involves a huge loss of reliability, due to the many assumptions and estimates that have to be made, but does increase the relevance of their future cash flows. Discounted Present Value is used to calculate expense and accumulated liability.

Impaired Loans (refer to 3025 CICA) - Loans are written down by the lender to their estimated realizable amount when impaired or restructured. The amount is based on the expected future cash flows to be derived from the loans, discounted at the rate of the interest implicit in the loan transaction. The loss is recorded in current income. 

6.5 Financial Instruments 

Financial instruments can be defined as a contract that creates an asset for one party, and a liability or equity for another. There are two types of financial instruments. Items such as accounts and notes receivable are referred to as primary instruments. Derivative instruments are contracts whose value depends on an underlying variable such as interest rate, or foreign exchange rate. In Canada, accounting standards that deal with financial instruments are information-perspective oriented whereas in the United States they are becoming increasingly measurement-oriented. 

Accounting for derivative instruments poses an important problem for accountants. Because they may not require an initial net investment or it may be immaterial, the cost to account for is inconsequential. This leads to off-balance sheet financing. In order to combat this problem, accounting standards require the disclosure of information about derivatives. 

Firms issue or acquire financial instruments for many reasons including risk management. When a company tries to manage their risk, their goal is to maintain it at a desired level. Some risks facing firms include price risk and credit risk. A hedge is an asset that is tied to a liability. The value of the asset is influenced by the same variables that affect the liability. In order for a financial instrument to be categorized as a hedge, it must meet the following criteria: 

1. The financial instrument used must be a derivative. 

2. It must not be an option issued as stock-based compensation. 

3. The financial instrument must be designated as a hedge at its’ inception. 

4. It must also be “high effective” which means that the financial instrument should be consistent with the firms risk management strategy. 

Either the gain or loss on the hedged item and the hedging instrument are recorded in current net income. As a result, net income will include a gain or loss only if the hedge was not completely effective. 

6.6 Reporting on Risk
A stock’s beta is the firm-specific measure of risk for rational investor’s diversified portfolio. It has been proven that financial statement based risk may indicate direction and magnitude of change in beta sooner than the market model.  

Beaver, Kettler, and Scholes were the first to examine the relationship between beta and financial-statement based risk measures. They used market model regression analysis to estimate betas for sample firms over a specified period. They used dividend payout, leverage, and earnings variability to help determine the correlation between the financial-statement risk measures and beta. They discovered that the most highly correlated accounting variable, earnings variability, was a better predictor of a stock’s beta. The study also proved that there was some correlation with beta and leverage. From their study, it can be concluded that accounting-based risk measures provide timely indications of a shift in the beta. Hamada also proved that under ideal conditions there is a direct relationship between debt to equity and beta.  

Schrand studied the one-year “maturity gap”, which is the amount of interest-sensitive assets less interest-sensitive liabilities both maturing in one year. The greater the gap, the greater the sensitivity of share returns to unexpected changes in interest rates. The study also found that the gap could be negative, which is not completely eliminating the risk with natural hedging; otherwise, the gap would be zero.  Schrand suggests that the stock market is sensitive to interest rate risk more so than to beta. As well, the firm’s on and off-balance sheet hedging affects the magnitude of the market response. The reporting on risk is moving towards the measurement perspective and away from the information perspective. The risk disclosure requirements can take the following forms of tabular presentation, sensitivity analysis, and value at risk.

These studies have shown that accounting measures are sensitive to changes in the market. Financial reporting responded with a greater amount of fair values being reported in their financial statements, further disclosed are discussion of risks and how managed, and financial contract information. The increased amount of financial information provided aids investors in evaluating the timing amounts and uncertainty of returns associated with investments. 

Questions

1. The lower of cost and Market rule states that when the Market Value:

a) falls below carrying value, it is written down, then when recovered is written up

b) falls below carrying value, it is written down, then when recovered is not changed

c) rises above carrying value, it is written up, then when lowered written down

d) rises above carrying value, it is written up, then when lowered not changed 

2. According to the cumulative dollar offset method a derivative instrument with what ratio could continue to be labelled as a hedge? 

a) –6

b) –1.5

c) 2

d) None of the above. 

3. According to SFAS 115 if a firm intends to hold a security indefinitely it should be categorized as: 

a) Held-to-Maturity 

b) Permanent 

c) Available-for-Sale 

d) Trading 

e) None of the above. 

4. The Black/Scholes model is a method used to evaluate the effectiveness of a hedge. 

a) True 

b) False 

5. Section 3860 of the CICA handbook focuses primarily on: 

a) The Measurement Perspective 

b) The Information Perspective 

c) The Valuation Perspective 

d) None of the above. 

6. Use Feltham and Ohlson’s clean surplus theory to find abnormal returns for the year. Given :  $6,235 actual earnings for the year, $54,827 as the opening book value and 10% risk free rate.

7. Define earnings persistence and describe it’s effects on future firm value. As well describe it’s relation between persistence and ERC.

8. Discuss the reason’s why there is a current trend towards the measurement perspective in accounting.

9. The lower of Cost or Market rule is based on which accounting standard?

10. Why is Present Value used in Cash Flows fixed by contract?

11. Define Push Down Accounting and the results of it in accounting.

12. Why is a firm with a smaller gap less sensitive to unexpected interest rate changes?

13. There are three forms of quantitative price risk disclosure. What are two of them? Describe them in a sentence or two.

14. Why do investors find it useful for accountants to disclose more information in their financial statements?

Answer Key

1. The lower of cost and Market rule states that when the Market Value:

a. falls below carrying value, it is written down, then when recovered is written up

b. falls below carrying value, it is written down, then when recovered is not changed

c. rises above carrying value, it is written up, then when lowered written down

d. rises above carrying value, it is written up, then when lowered not changed 

2. According to the cumulative dollar offset method a derivative instrument with what ratio could continue to be labelled as a hedge? 

a. –6

b. –1.5

c. 2

d. None of the above. 

3. According to SFAS 115 if a firm intends to hold a security indefinitely it should be categorized as: 

a. Held-to-Maturity 

b. Permanent 

c. Available-for-Sale 

d. Trading 

e. None of the above. 

4. The Black/Scholes model is a method used to evaluate the effectiveness of a hedge. 

a. True 

b. False 

5. Section 3860 of the CICA handbook focuses primarily on: 

a. The Measurement Perspective 

b. The Information Perspective 

c. The Valuation Perspective 

d. None of the above. 

6. Use Feltham and Ohlson’s clean surplus theory to find abnormal returns for the year. Given :  $6,235 actual earnings for the year, $54,827 as the opening book value and 10% risk free rate. 

· Using the equation oxtª = oxt – Rf * Bvt-1 the solution to the problem is as follows: 

oxtª = $6,235 - .10($54,827)

oxtª = $752.30

Therefore abnormal earnings for the year are $752.30

7. Define earnings persistence and describe its’ effects on future firm value. As well describe its’ relation between persistence and ERC.

· Earnings persistence is the degree to which current earnings are likely to effect future earnings of the firm. The persistence factor can range from 0 <= ѡ < 1. Where 0 reflects no persistence and close to 1 reflects almost full persistence. No persistence would mean that current earnings should have no effect on future earnings whereas close to 1 would have great predictive value on future earnings. The effects on future firm value are as follows. Future firm value is increased as the persistence level increases, as there is a greater impact of the income statement from the persistence. This is exactly what the ERC research from the previous chapter would have predicted. They are related in the fact that they both predict that with increased persistence there will be a corresponding increase in firm value.
8. Discuss the reason’s why there is a current trend towards the measurement perspective in accounting. 

· There are many reasons for this change. Some of those reasons are as follows: 
First there is the fact that firms are increasingly using more complex financial instruments to manage risks. This has resulted in the need for hedge accounting and derivative accounting. Secondly however is the increase in exposure to liability of auditors. That is over the past little while; there has been a trend to implicate the auditors as being responsible for business failure. This has led to many saying there is a need for more accurate financial statements, which some say is what the measurement perspective gives.

9. The lower of Cost or Market rule is based on which accounting standard? 

· Conservatism

10. Why is Present Value used in Cash Flows fixed by contract?

· Since cash flow is fixed, it is assessed at present value. Long term debt that uses the compound interest method to amortize a premium or discount, exhibit results that NBV of the debt equals PV of the future interest and principle payments, discounted at the effective rate of interest of the debt established at time of issue. Currently if market interest rates change during a contract, PV is not adjusted.

11. Define Push Down Accounting and the results of it in accounting. 

· Section 1625 of the CICA handbook allows the assets and liabilities of the acquired firm to be comprehensively revalued, with the resulting values recorded on the books of the acquired firm. This results in assets and liabilities are recorded on the books of the acquired firm at their fair values as established in the acquisition transaction.

12. Why is a firm with a smaller gap less sensitive to unexpected interest rate changes?

· A firm with a smaller gap is less sensitive because the institution co-ordinates their maturities of interest-sensitive assets and liabilities on its balance sheet to reduce the risk of unexpected interest rate changes.

13. There are three forms of quantitative price risk disclosure. What are two of them? Describe them in a sentence or two. 

i. Tabular Presentation of fair values and contract information to enable investors to determine a firm’s future cash flows from financial instruments by maturity date. Tabular presentation is an information perspective and less useful for decision-making purposes. This is due to investors preparing the quantitative risk assessments.

ii. Sensitivity Analysis shows the impact on earnings, cash flows, or fair values of the financial instruments with changes in relevant commodity prices, interest rates, and foreign exchange rates. This perspective is measurement-oriented and prepared by the firm, therefore increasing its decision usefulness. Some problems with sensitivity analysis are subject to relevant range problems, co-movements in prices and probabilities of price changes.

iii. Value at Risk results in the loss of earnings, cash flows or fair values resulting from large future price changes which have a very low probability of occurring. Value at risk is also measurement-oriented and prepared by the firm, therefore increasing accuracy. Value at risk also addresses some problems that can be found with sensitivity estimates. The main problem with value at risk is assessing the join price distribution.

14. Why do investors find it useful for accountants to disclose more information in their financial statements? 

· Investors find it useful for accounts to disclose more information because it allows investors to learn more about the firm’s risk, which is valued by the stock market. Investors are better able to evaluate timing, amounts, and uncertainty of returns on their investments with increased amount of information disclosed in financial statements.
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