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Abstract:

Recent deliberations by both the International Acting Standards Board (IASB) and the Financial
Accounting Standard Board (FASB) in the Unitede&tétave focused on how fair values of assets ahitities should
be measuredAccording to the international framework, the fical statements use different valuation bases: the
historical cost, the current cost, the realizabdet(lement) value, the present value (the presgloevof cash flows).
The choice of the valuation basis and the capitaintenance concept will eventually determine theoaating
evaluation model used in preparing the financiatsinents of a company. The multitude of accountaigation
models differentiate one from another through vasioelevance and reliable degrees of accountingrinition and
therefore, the preparation of financial statememisst try to equilibrate these two main qualitatoleracteristics of
financial information.
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INTRODUCTION

Due to the ever increasing importance of the conokfair value, particularly visible lately,
we have decided it was relevant to focus our rebeaork on the analysis of this concept, also
trying to describe the essential features thatattarize it. To achieve this, we have tried to idgn
the means for quantifying the fair value, startirgm the valuation bases provided by accounting
norms and ending with an analysis of the pracaggllications for each valuation basis.

Lively debates on defining the concept of fair wakkisted and continue to exist, especially
related to the means of obtaining it. When it cotethecontent of the concepthere are some
opinions considering its main quality to be theuation, some stating that it represents a certain
application of the market value, and others thatswter it to be a convention or an accounting
principle showing that the fair value is an estimaiand not a finding as it is the case of the maark
value. Continuing the ideas mentioned above or lodig them, FASB (Financial Accounting
Standards Board) confirms within the norms it efabed in 1999 that the fair value is not a new
mean of assets valuation, but a purpose of theatialy being an “attribute of the value” (Casta J.F
and Colasse B., 2001).

The methodology of scientific research used in plaper is based ajualitative research,
our purpose being that of providing a general imaigéhe valuation bases used in accounting. One
of the most frequently used research methods & plaiper is thecomparative method that
generates a comparative analysis of different vmindases endorsed by the accounting theory and
practice, in order to define their main limitaticersd qualities.

The disadvantages related to historical cost vminaand the necessity of adapting the
accounting model to the needs of the investors sagdhe finding for new solutions, one of them
is to use other valuation bases instead of thefisi cost. During the recent years, the accogntin
regulation bodies devoted the valuation processimao fair value that tends to cover all the
elements from the balance sheet.

The concept of fair value attracted the attentibmany theoreticians, practitioners and
accounting regulation bodies who expressed theinimms on its definition. According to the
definitions one may find in the specialized liten&, the concept of fair value is equivalent to the
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one of market value with no clear distinction begwéehe two. The origin of this association is the
type of asset that required the estimation of arothlue besides the accounting value. This refers
to financial instruments quoted on the capital marthat offered at any time a market value
represented by their stock exchange rate. Substdgutire use of the market value in valuating
other elements from the balance was a necessity Asotheir nature, the means of using them in
companies and the conditions on the specific mankete different, the actual market value proved
to be impossible to track.

The market value is considered to be an applicatbithe fair value and the cost of
replacement, the realizable and present value, nthén difference between them being the
objectivity of the calculation, given the fact théie first is based on the information from the
market.

When lacking external quotations for the most efélements in the balance sheets, the fair
value has to be calculated in the companies bygusmodels that are difficult to conceive,
accomplish and control.

In order to quantify the fair value, one will stdrom the valuation bases used by the
accounting valuation. The most frequently adoptetuation basis by trade companies when
preparing their financial statements is the histdrcost — the original cost of the transactione Th
imput values are corrected, if the case, with tmeunt of allowance or depreciation adjustments.
Based on the hypothesis (principle) of stable awyeunit, the principle of historical costs is to
respect the nominal value of the currency withalrtg into account the variations concerning its
purchasing power. Although it is not clearly stgteld by the national regulations, this principle
applies to the Romanian accounting system too.

Determining the valuation basis used to preserfiér@iit elements in financial statements
represented and still represents one of the mdBtuli problems in accounting. The general
framework IASB (International Accounting StandaBisard) accepts four valuation bases, namely:

0 Historical cost

o Current cost

0 Realizable value

o0 Present (adjusted) value

The position of IASB related to the fair value iegented in several IAS (International
Accounting Standards) and IFRS (International Fem#lnReporting Standards) issued in time.
These standards refer to certain assets or opgsdt@nsactions that request the estimation of the
fair value, however there is no norm specifiedtifer means of quantifying the fair value.

However IASB has issued an Exposure Draft, “Failu€aMeasuremeiit for comment by
September 29, 2009. The proposed guidance dediawt fair value should be measured where it
is required by existing standards. The ED spechi@s, not when, entities should measure assets
and liabilities at fair value. If adopted, the pospls would replace fair value measurement
guidance contained within individual IFRSs withiagée, unified definition of fair value, as well as
further authoritative guidance on the applicatibfeg value measurement in inactive markets.

The Board’s objectives for publishing the propoBedS are:

(a) To establish a single source of guidance fbofaal value measurements required or
permitted by IFRSSs;

(b) To clarify the definition of fair value and a#¢d guidance in order to communicate the
measurement objective more clearly;

(c) To enhance disclosures about fair value to lenasers of financial statements to assess
the extent to which fair value is used and to imfdhem about the inputs used to derive those fair
values.

At the European level, as well as in Romania, Hmaesvaluation bases are used, according
to the accounting regulations applied starting \RiBl05, corresponding to the European Directives,
as well as before that for corporations, startnognf2001.

When it comes to the plan of the accounting reguriat the European Directives don't offer
any indications on the definition of the fair valaed the means of obtaining it. When discussing
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the accounting valuation in general, these requiatistipulate just the fact that besides the
historical cost, other valuation bases may be a¢sal.

The accounting regulation bodies from the USA dfgdbe valuation bases into five types
that cover the content of the IASB bases. Thesesbare the historical cost, the current cost, the
market value, the realizable net value, and thegmtevalue of the treasury cash flows. Therefore,
SFAC 5 Trade CompanieBinancial Statements Recognition and Evaluatolds to the valuation
bases stipulated in the IASB General Frameworlptheent market valuedefined as the value of
cash equivalent that can be obtained by sellingtassccording to their liquidity. One may notice
that the American regulators consider the markdievao be a separate valuation basis of the
financial statements, not only an application dieotvaluation bases (requested for example by
IASB).

As compared to IASB, the American institution otaanting regulation (FASB) issued in
2006 the financial accounting standard FAS 157r‘Failue Measurements” in order to present the
means of quantifying the fair value in financiateiments. The reason behind the elaboration of the
standard FAS 157 concerning the assessment ofdihevdlue was to reunite the means of
calculating the fair value stipulated in severatm®. Specifications were also required in order to
carry out relevant, credible estimations of the falue in certain circumstances, especially when
lacking market prices.

The FAS 157 supports the use of the market inpatsr(nation) in estimating the fair value
of an asset of a debt. Also the FASB facilitates aesessment of the fair values by establishing a
hierarchy of valueThe hierarchy grants the main priority to markgiuts that reflect the prices of
an active market for assets and identical debthefeidiscounted prices of some concluded
transactions, or offered/requested prices). Accgrdio the hierarchy the input with lowest
importance are the company inputs determined usigestimations and assumptions.

The hierarchy of value divides the inputs to bedus® fair value assessment in three
categories or levels, as it follows:

» Level 1 of estimationthat uses the market references

It is useful to be aware of the active market taclwhhe company hadirect accesslIf the
company can access several markets, the mosttattracarket will be chosen. The market prices
don’t have to be adjusted for this type of estiom@tas it is the case for all the other levels.

» Level 2 of estimation

This is the case when no market prices can be fdondlentical assets and debts. The
procedure is to gather market informationsomilar assets and debts that are adjusted according to
differences if the information is available.

* Level 3 of estimation

This level of value assessment is used if no idahtr similar assets and debts are found, or
if there is no reliable possibility to determineetldifferences between similar elements. In
particular, the multiple evaluation techniques (dpproach based on market, price and cost) are
used if the required information is available wiih additional costs or efforts.

The standard FASB specifies that level 3 of estmnagntails a professional reasoning when
choosing and applying the techniques and the impbomputs. Furthermore, if multiple evaluation
techniques are used, an analysis of the effectileshtby their use is also required, taking into
account the relevance and the credibility of thputs that are used.

In that which follows, this paper will discuss t&uation bases stipulated by IASB that are
used in Romania as well. One may assume that ihealae is obtained after applying three of the
valuation bases mentioned above, namely: the duoest, the realizable value and the present
(adjusted) value. Sometimes, even the rectificatiohthe historical cost represent a fair value at
the date when the elements of the financial statésrenter the company.

The content and the practical application of tHeiation bases are described below:
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Table no. 1 The content and the practical applicatin of the valuation bases

Valuation bases Content Practical application

Historical cost For the assets, the historical cost is represdmtéde | The purchase or the production
cash paid, or the amount equivalent to cash, or the¢ cost, the service fee, the delivery
fair value of the conterperformace carried ouhia t | charges, the contribution and
moment when the assets were received. utility values (the market value
For the debts, this cost is the value of the edemta | adjusted according to the utility,
obtained for the liabilities or, in some cases€sgx | condition and the place of the
the value expected to be paid in cash or using cashasset).

equivalent in order to settle the debt. The histdri
cost is the original cost and it reflects the valtithe
element on its initial identification.

Current cost For the assetghe current cost represents the co@tlet)replacement cost
covered by the company to obtain instead of a
current value a good similar to the one that is
subjected to valuation (the value paid in cash or
the equivalent to cash should be paid if a simjilar
good is purchased or produced at present). |The
debts are evaluated at their cash value or |the
equivalent to cash required for discounting the
liability at present.

Realizable value The realizable value is the value a comparihe market valudiminished by

would receive if it sold the assets or if it ugethe cost related to finalizing and
them to settle a debt at present. selling the asset.

For the assetsthe realizable value is the cash

value or the equivalent to cash a company would

obtain by selling them.
For the debtsthe realizable value is the initial
cash or equivalent to cash that has to be paid to
settle the debt according to the normal course of
the business activity.

Adjusted value For the assetghe adjusted value is represented It is obtained by applying an

by the adjusted value of the net cash flows that adjustment (depreciation) rate t
will be generated by using the product in the | the evaluated treasury flows. Fg
future. the assets (except for the
For the debtsthe adjusted value is represented| bgutstanding receivable), the
the adjusted value of the future net cash outputspractical application of the
expected to be paid in order to settle a debt. adjusted value is these value

=20

Therefore, the means of quantifying the fair vakigenerated by the practical application
of the other valuation bases besides the histacmstl. In that which follows, this paper will prese
in detail the mean of calculating the values taged instead of the fair value.

REPRESENTATIONS OF THE CURRENT COST

The application of the current (adjusted) coshe net replacement cost that is also called
the depreciated replacement cost, the reconstructist or the replacement value. This value
represents the cost of maintaining the productiapacity of a company, as compared to the
evolution of prices specific to certain categoonégssets.

When calculating the current cost, the asset takenaccount has to allow the maintaining
of company production, conditions where establighancertain value in a context of permanent
technical progress is a difficult task.

The procedure of evaluating the net replacement ioshe following (Matis D. &
colectiv, 2005):

158



The Annals of The "Stefan cel Mare" University of Suceava. Fascicle of The Faculty of Economics and Public Administration Vol. 10, No. 1(11), 2010

- The “new” cost is estimated, valid at the datehefévaluation for an asset identical or
similar to the one subjected to valuation, with plessibility of having two solutions:

v' Either to collect information about the prices bk trecent transactions on the
market specific to these assets or the pricedistise suppliers;

v" Or, in the absence of updated market informatioradjust the historical cost of the
asset with an index that reflects the correspondimgency depreciation, and the
evolution of prices for raw materials, materialslananual labor entailed by that
asset.

- The new cost calculated as described above isaebj¢o the corresponding discounts that
reflect such aspects as asset’s location, its hptugical wear, the condition for current
use, the influence of external factors.

Using this difference between the new cost andaiset depreciation, a new net cost of the
asset is obtained, a value valid to the date whervaluation is carried out.

REPRESENTATIONS OF THE REALIZED VALUE

The application of the realizable value is tharket value that represents thgice that can
be obtained for an asset if there is an exchang&ebapecific to that asset and open for everybody
(Tournier J. C., 2000).

According to the professional evaluation standatks, market value, which is estimated
including for accounting registration, represefs @¢stimated amount for which an asset will be
exchanged at the valuation date between a decidgdrkand a determined seller in a transaction
where the price is calculated in an objective manfalowing a corresponding marketing activity,
where the two sides acted knowingly, prudently awith no constraining factors involved.
(International Evaluation StandardlgS 1 The market value as a valuation basis, chgpe.

The market value is usually obtained by collectirgm the market discounted prices for
assets identical or similar to the one subjecteelvaduation, these prices are adjusted by adding or
decreasing amounts according to differences of,typedel, age and exploitation conditions
between the evaluated asset and the asset it [gazecto.

If it’s the case, the market value estimated aileed above is subjected to deductions
related to the costs of completing and selling éakset. Some of these costs are the following:
production costs to be fulfilled for the goods moguction or for semi-products that are still i th
technological process, transportation expenseserktl® the selling process, advertising expenses
and selling commissions.

The net price thus obtained is presented in the &@an accounting regulations as the
estimated price that can be obtained while carryangormal activity, minus the estimated costs
related to product completion, if the case, andréguired estimated costs entailed by the selling
process (OMFP 3055/2009).

In the French variant of the General Chart of Acteuvhich stipulates a net amount of
additional expenses, the market value, also cdledvenal value established at the date of the
accounting inventory, is theet amount that can be obtained by selling an asfiet a transaction
concluded in normal market conditions, minus thgpoucost.The output costs are represented by
the external costs directly referred to asset dugxcept the financial expenses and the expenses
related to tax on generated result.

Certainly, one should not forget about the diffimd entailed by calculating the realizable
net value. As mentioned above, this value represém differences between future income
obtained after selling a product (if this producsold) and the expenses involved in this prodass.
other words, this value is the net amount receaféel selling an asset. There is no doubt that the
process of calculating the realizable net valueld/te difficult to carry out as long as the product
was not sold. According to some authors (Felddgand FeleagL., 2006) every member of the
accounting service and every manager has his ownt pf view regarding this matter.
Furthermore, what is the expected rhythm of adjestnfor this price? During an exercise, a
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company may want calculate the benefit severaldiB®@me products can remain in the stock of a
company for many years. Each time a company haaltolate the income, it has to assess a price
for every element of the assets to be sold, witthalaspects involved.

REPRESENTATIONS OF THE ADJUSTED VALUE

The adjusted value is a present estimation of #igevaccording to the future cash flows to
be obtained in theourse of a normal business activity; that is bglatpmg a value expected to
be available subsequently.

For the assets (except for the outstanding recee@)athe application of the adjusted
value is theuse value that corresponds tthe adjusted treasury entry and outputs values
estimated to be obtained by using the asset, imofud potential treasury flow at the end of
the period of us@atis D. and collective, 2005).

According to another paper, the use value is agpdigpecially to capital assets and
representshe amount of the estimated expected economic &alyes obtained by using the
asset.Another value adds to these advantages obtainadgdthe life cycle of the assets
called the residual value obtained from sellingdabse(Tournier J. C., 2000).

Such a presentation of the use value is also affésethe accounting standards in
their current form. According to IASB, this valueflectsthe adjusted value of estimated
treasury flows expected to be obtained by contipinuse an asset and its disposal at the
end of its useful life cycl@ASB, International Accounting Standards Board, &R). The use
value represents the adjusted value of some pessipluts and treasury flows expected to be
generated by an asset or by a cash generatingyd6 36 Assets depreciation).

The estimation of the use value of an asset inslibde following stages: the estimation of
the future treasury entries and outputs generagetbbtinuing to use the asset and up to its final
exit; the application of the appropriate adjustmeate to these expected treasury flows. The
following aspects have to be taken into accountnadsimating the future treasury flows required
to calculate the use value:

v" The projections of treasury flows have to be basedational documented hypotheses that
represent the best estimation of the managemegeoang all the economic conditions that
will exist during the rest of the period of time erhthe asset is to be used,;

v" The projections of treasury flows have to be basedhe most recent financial budgets
(previsions) that were approved by the managemegpmardment; the projections established
base on these budgets have to cover a period ahmaxfive years, except the case when
longer periods can be justified;

v" The projections of treasury flows have to take iatoount the period covered by the most
recent budgets, after applying to their values astant growth or a decrease rate for the
years to come, and except the situation when aiggorate has to be adjusted; this growth
rate doesn’'t have to be higher than the averagg temrm growth rate for the products,
sectors of activity or country (countries) where tompany operates or on the market
where the asset is used, except the case whether lggpwth rate can be justified (Feléag
N. and FeleagL., 2006).

The estimations of the future treasury flows and #"udjustment rate reflect coherent
hypotheses on the price increase generated bynfla¢ian. Consequently, if the adjustment rate
includes the price increase effect generated bgéneral inflation, the treasury flows are estirdate
in current prices. If the adjustment rate doesimdtde the price increase effect generated by the
general inflation, the treasury flows are expressgdg constant prices.

The assessment of the future treasury flows have dar an asset, taking into account its
current condition. The estimation of the futureatnary flows doesn’t have to include any future
treasuryinputs or outputs expected to be received: fromr@gss of reorganization the
company did not start at that time; from the futureestment expenses that will improve
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and raise the level of performance of an assebagared to its initial level of performance;
from financing activities; or from operations redtto tax on result.

The adjustmentas a specific method applied both for assets @tulities, is about
transforming an expected amount to be cashed dript present (adjusted) value.

To adjust a future amount is to apply an adjustiactor of 1/ (1+ d)". The gain
(profitability) of the capital (that is many timesceived from the financial market as an interest)
included in its adjustment factor, imposes peraltia the amounts to be obtained, because, apart
from the inflation, their value is lower today dteethe potential risks that can affect them in the
future, as well as the risk of losing the oppotiyno invest the same amount today on another
market with an expected profitabilitgt,

In the case obutstanding receivables and payablée adjusted valueis obtained by
applying the method of adjusting estimated amotmtse obtained in the future using a capital gain
rate.

CONCLUSIONS

Presently, no agreement has been reached on usertpa valuation basis or another. Each
valuation basis presents both advantages and @istafyes and even if the advantages are clearly
superiors to the disadvantages, most of the timegpplication of other valuation bases besides the
historical cost cannot be justified by the costdfgmelationship.

In that which concerns the fair value assessmeathais to state that the accounting theory
and norms did not make a clear distinction betwherfair value, its application and interpretation,
therefore the fair value doesn’'t seem to be a Weelhded concept. According to the specialists
(Deaconu A., 2009), the fair value is a generahtea desideratum, similar to the objective of the
accounting activity which is to provide a accurgbage of the facts. It is neither a valuation base
included in the conceptual accounting framework, aaertain type of value. The fair value is a
merely accounting concept the professional valgaamd bodies representing them tried to analyze
and master, trying to find clear applications iagtice.

Therefore it is required to clarify the contenttio¢ fair value instead of stopping to use it,
for it improves the informational accounting systafthen it comes to the possibilities of applying
this value in practice, one has to resort to stliste models when the market doesn't offer
sufficient information to assess the fair valueaasiarket value. It is true that it implies a higher
degree of subjectivity from the accounting profesal. The solution for this is an adequate
gualification on evaluation an accounting profesalomust have when elaborating financial
statements (otherwise, he would have to referéas#nvices provided by a professional valuator).

Although slow, the transition to fair value seembé an unstoppable trend, given that more
and more specialists consider it to be the beshadefor asset valuation. This also results from the
pressures exerted by accounting regulating bodsdsch strongly support fair value in the
standards they issue. The debates around the verdi@ issue of using fair value are far from
over, and they will go on for a long time, since ttoncept of fair value is closely tied to the ofe
accurate image, and both concepts are still ewplaimd influencing each other.
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