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Abstract Body 

Fair value accounting has become a very popular and controversial topic in light of the 

2008-2009 liquidity crisis in the United States. Fair value, also called mark-to-market, 

implies that assets and liabilities get measured and reported in firms‘ financial statements 

at market value as opposed to historical value. This study explores fair value accounting 

and looks at whether or not fair value accounting contributed to the liquidity crisis in 

2008-2009. The first section of this thesis addresses the definition of fair value and takes a 

look at how fair value has developed over time by summarizing fair value pronouncements 

released by the Financial Accounting Standards Board. The second section looks at how 

fair value accounting is used by the company Procter & Gamble and how FASB 

pronouncements apply to this company. The third section focuses on the controversy 

revolving around fair value accounting. Finally, the fourth section displays the results of a 

Securities Exchange Commission report about a study on fair value done in December 

2008.  
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Fair Value Accounting and the 

Economic Crisis of 2008-2009 

 

INTRODUCTION 

 In the year 2008, a liquidity crisis occurred in the United States banking system 

which triggered a financial crisis affecting the entire globe. Many economists have 

considered this the worst financial crisis since the Great Depression in the 1930s.
1
The 

liquidity crisis not only resulted in the collapse of large financial institutions but also to 

declines in stock markets around the world. The housing market was affected and the 

crisis resulted in a large number of evictions and foreclosures. The crisis contributed to 

the failure of important businesses, declines in consumer wealth estimated in the trillions 

of U.S. dollars, and a significant decrease in economic activity.
2
 How could something 

like this happen? Many causes have been proposed and, although I will lightly touch on a 

couple of these possible causes, I will focus mainly on fair value accounting. 

 Fair value accounting, also known as mark-to-market, implies that assets and 

liabilities are measured and reported in firm‘s financial statements at market value as 

opposed to historical value. Fair value became a widely discussed and controversial topic 

                                                           
1  "Three Top Economists Agree 2009 Worst Financial Crisis Since Great Depression; Risks Increase if 

Right Steps are Not Taken." Business Wire. February 13, 2009. 

http://www.businesswire.com/portal/site/home 

/permalink/?ndmViewId=news_view&newsId=20090213005161&newsLang=en (15 January 2010). 
2  Baily, Martin Neil, and Douglas J. Elliott. "The US Financial and Economic Crisis:Where Does It Stand 

and Where Do We Go From Here?" Initiative on Business and Public Policy at Brookings. June 2009. 

http://www.brookings.edu/~/media/Files/rc/papers/2009/0615_economic_crisis_baily_elliott/0615_econom

ic_crisis_baily_elliott.pdf  (25 March 2010). 
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after the liquidity crisis. Many opponents of fair value argue that it contributed to the 

liquidity crisis while others argue that fair value accounting is a very valuable 

measurement tool that provides more accurate information in a company‘s financial 

statements. The purpose of this study is to determine in what way, if any, fair value 

accounting contributed to the liquidity crisis of 2008-2009.  

 Before addressing the controversy regarding fair value accounting, I would like to 

define fair value and observe the development of fair value over time. I will do this by 

looking at the accounting standards created by the Financial Accounting Standards Board 

which include fair value accounting. I will summarize the main points of each 

pronouncement. In order to get a closer look at the development of fair value as well as 

the implementation of fair value standards, I will compare P&G‘s fair values to book 

values, observed when certain statements were adopted and the effect they had on P&G‘s 

financial statements.  

 My most relevant source is a report created by the Securities Exchange 

Commission in December 2008 which was released following the credit crisis when fair 

value became a potential target as a contributor to the crisis. I conclude the thesis with a 

summary and my opinion on fair value accounting and whether it contributed to the 

recent liquidity crisis. I also make recommendations I believe should be done going 

forward.  
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Chapter 1: The Development of Fair Value Accounting 

1.1 Introduction 

 Fair value accounting was formally introduced in 1993 by the Financial 

Accounting Standards Board (FASB) and has evolved over time. The FASB has made 

many changes over the years to fulfill its mission of providing users of financial 

statements with more fair value information. Within the last couple years, the FASB 

issued two standards that provide information and guidance on how and when to use fair 

value information in financial statements. In addition to standards, the FASB has also 

issued Accounting Standards Updates (ASU), the most recent one being ASU 2010-06, 

Improving Disclosures about Fair Value Measurements, to enhance the usefulness of fair 

value measurements. 

 This chapter begins by defining fair value and then provides summaries of the 

main financial accounting standards dealing with fair value. The summaries give the 

reader an idea of how fair value has changed over time as well as a better understanding 

of fair value. Something to note is that on July 1, 2009, the FASB Accounting Standards 

Codification became the single official source of authoritative, nongovernmental U.S. 

generally accepted accounting principles (GAAP), superseding existing FASB, AICPA, 

EITF, and related literature, including the pronouncements I will be discussing. The 

Codification does not change GAAP but instead, ―introduces a new structure that is 

organized into an easily accessible, user-friendly online research system. The 

Codification reorganizes the thousands of U.S. GAAP pronouncements into roughly 90 
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accounting Topics, and displays all Topics using a consistent structure.‖
 3

 For the purpose 

of this study, I will continue to reference the old pronouncements since the information 

does not change and does not affect the study‘s results.   

1.2 Definition of Fair Value Accounting 

 Before SFAS No. 157, ―Fair Value Measurements‖, which was issued in 2006, 

there was no clear or single definition of fair value which caused inconsistent fair value 

measurement practices under different accounting standards. The major contribution of 

SFAS No. 157 is that it provides this much needed definition. An example of a fair value 

definition prior to 2006 is, ―the price for which property would exchange between a 

willing buyer and willing seller, each having reasonable knowledge of all relevant facts, 

neither under compulsion to buy or sell, and with equity to both."
4
 Fair value is now 

defined 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.‖
5
 The 

definition of fair value accounting will be discussed in further detail in the SFAS No. 157 

section.  

1.3 Descriptions of Fair Value Financial Accounting Standards 

 There are seven pronouncements addressing fair value. They include: SFAS No. 

115, SFAS No. 133, SFAS No. 140, SFAS No. 155, SFAS No. 156, SFAS No. 157, and 

                                                           
3 Financial Accounting Standards Board (FASB). "FASB Codification Expected To Become Single Source 

Of Authoritative U.S. GAAP On July 1, 2009." 2008. http://www.fasb.org/cod_project/Cod_overview_12-

08.pdf   

 (5 May 2010). 
4
 ―Fair Value Analysis,‖ Marshall Stevens. 2010. http://www.marshall-

stevens.com/index.php?content=fair-value-analysis (7 May 2010).  
5
 Financial Accounting Standards Board (FASB). Fair Value Measurements, Statement of Financial 

Accounting Standards No. 157. (Stamford, Conn.: FASB 2006).  
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SFAS No. 159. For each of these pronouncements, I will discuss when they were issued, 

the main points, and why there were issued.  

1. SFAS No. 115 Accounting for Certain Investments in Debt and Equity Securities 

(Amended by SFAS No. 159) 

 SFAS No. 115 was issued and effective after December 15, 1993.  It addresses the 

accounting and reporting ―for investments in equity securities that have readily 

determinable fair values and for all investments in debt securities.‖
6
 The investments are 

classified into three categories and are accounted for differently. 

  The first category includes held-to-maturity securities. ―Debt securities that the 

enterprise has the positive intent and ability to hold to maturity‖ are classified under this 

category and are reported at amortized cost.
7
 The second category includes trading 

securities. Both debt and equity securities that are ―bought and held for the principal 

purpose of selling them in the near term‖ are classified as trading securities.
8
 They are 

reported at fair value with unrealized gains and losses shown in earnings. The third 

category, for both debt and equity securities, is available-for-sale securities. Those 

securities ―not classified as either held-to-maturity or trading securities‖ are classified 

under this category.
9
 They are reported at fair value but with unrealized gains and losses 

excluded from earnings and reported in a separate component of shareholder‘s equity.  

                                                           
6 Financial Accounting Standards Board (FASB). Accounting for Certain Investments in Debt and Equity 

Securities, Statement of Financial Accounting Standards No. 115.(Norwalk, Conn.: FASB, 1993).   
7
 Ibid. 

8
 Ibid. 

9
 Ibid. 
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2. SFAS No. 133 Accounting for Derivative Instruments and Hedging Activities 

(Amended by SFAS No. 155) 

SFAS No. 133 was issued and effective after June 15, 1999. This Statement 

establishes accounting and reporting standards for derivative instruments and for hedging 

activities.
10

 A derivative instrument ―is a financial instrument which derives its value 

from the value of some other financial instrument or variable. For example, a stock 

option is a derivative because it derives its value from the value of a stock. An interest 

rate swap is a derivative because it derives its value from one or more interest rate 

indices‖.
11

 Hedging activities include ―any technique designed to reduce or eliminate 

financial risk; for example, taking two positions that will offset each other if prices 

change‖.
12

An entity must recognize all derivatives as either assets or liabilities on the 

balance sheet and measure those instruments at fair value according to SFAS 133.  Under 

certain conditions, a derivative may be designated as (a) fair value hedge – ―a hedge of 

the exposure to changes in the fair value of a recognized asset or liability or an 

unrecognized firm commitment‖, (b) cash flow hedge -  ―a hedge of exposure to variable 

cash flows of a forecasted transaction‖, or (c) a hedge of ―the foreign currency of 

exposure of a net investment in a foreign operation, an unrecognized firm commitment, 

and available-for-sale security, or a foreign-currency-denominated forecasted 

transaction‖.
13

  

                                                           
10 Financial Accounting Standards Board (FASB). Accounting for Derivative Instruments and Hedging 

Activities, Statement of Financial Accounting Standards No. 133. ( Norwalk, Conn.: FASB, 1998). 
11 "Derivative Instrument." Risk Glossary. 2010. http://www.riskglossary.com/ 

link/derivative_instrument.htm(6 May 2010).  
12

 ―Hedging.‖ WordNet Search 3.0. Princeton University. 2010. http://wordnetweb.princeton.edu/perl/ 

webwn?s=hedging (6 May 2010).   
13

 Financial Accounting Standards Board (FASB). Accounting for Derivative Instruments and Hedging 

Activities, Statement of Financial Accounting Standards No. 133. ( Norwalk, Conn.: FASB, 1998). 

http://www.riskglossary.com/articles/option.htm
http://www.riskglossary.com/articles/common_stock.htm
http://www.riskglossary.com/articles/swap.htm
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 The accounting for changes (gains and losses) in fair value of a derivative 

depends on the intended use of the derivative and the resulting designation. For a 

derivative designated as a fair value hedge, (a) above, ―the gain or loss is recognized in 

earnings in the period of the change together with the offsetting loss or gain on the 

hedged item attributable to the risk being hedged‖.
14

 The effect of this accounting is to 

show in earnings the extent to which a hedge is not successful in achieving offsetting 

changes in fair value. For a derivative designated as a cash flow hedge, (b) above, ―the 

effective portion of a derivative‘s gain or loss is initially reported as a component of other 

comprehensive income and then reclassified into earnings when the forecasted 

transaction affects earnings.‖
15

 The ineffective portion of a gain or loss is reported in 

earnings immediately. For a derivative designated as a hedge of the foreign currency of 

exposure of a new investment in a foreign operation, (c) above, ―a gain or loss is reported 

in other comprehensive income‖, outside of earnings.
16

 For a derivative designated as a 

hedge of the foreign currency of exposure of an unrecognized firm commitment and 

available-for-sale security, the accounting is similar to (a) and for a derivative designated 

as a hedge of the foreign currency of exposure of a foreign-currency-denominated 

forecasted transaction, the accounting is similar to (b). Finally, for a derivative not 

designated as a hedging instrument, a gain or loss is recognized in earnings in the period 

of change.
17

  

 Under SFAS 133, an entity that chooses to apply hedge accounting must 

determine at the beginning of the hedge the method it will use for assessing the 

                                                           
14

 Ibid  
15

 Ibid.  
16

 Ibid. 
17

 Ibid. 
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effectiveness of the hedging derivative and the measurement approach for determining 

the ineffectiveness.  

3. SFAS No. 140 Accounting for the Transfers and Servicing of Financial Assets and 

Extinguishments of Liabilities (Amended by SFAS No. 155 and SFAS No. 156) 

SFAS No. 140 was issued and effective after March 31, 2001. This statement 

replaces FASB No. 125 Accounting for Transfers and Servicing of Financial Assets and 

Extinguishments and Liabilities. The two standards are based on consistent application of 

a financial components approach that focuses on control. Under this focus of control 

approach, ―after a transfer of financial assets, an entity must recognize the financial and 

servicing assets it controls and the liabilities it has incurred, derecognize financial assets 

when control has been surrendered and derecognize liabilities when extinguished.‖
18

 In 

addition, this statement provides consistent standards for distinguishing transfers of 

financial assets that are sales from transfers that are secured borrowings. A secured 

borrowing ―is when the lender has a legal charge over your home or a property you own, 

so that if you default on repayments, they can possess that property and sell it to get their 

money back‖.
19

 

  SFAS 140 requires ―that liabilities and derivatives incurred or obtained by 

transferors as part of a transfer of financial assets be initially measured at fair value, if 

practicable. Also, the servicing assets and liabilities must be subsequently measured by 

(a) amortization in proportion to and over the period of estimated net servicing income or 

                                                           
18 Financial Accounting Standards Board (FASB). Accounting for Transfers and Servicing of Financial 

Assets and Extinguishments of Liabilities, Statement of Financial Accounting Standards No. 140 (Norwalk, 

Conn.: FASB, 2000).  
19

 ―Secured Borrowing,‖ Money Basics. 2010. .http://www.moneybasics.co.uk/en/credit/ 

loans/secured_borrowing.html (6 May 2010).  
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loss and (b) assessment for asset impairment or increased obligation based on their fair 

values‖.
20

 

 SFAS 140 gives the conditions that must be met for a liability to be derecognized 

and provides implementation guidance for transferred assets. SFAS No. 140 requires  

―an entity that has securitized financial assets to disclose information 

about accounting policies, volume, cash flows, key assumptions made in 

determining fair values of retained interests, and sensitivity of those fair 

values to changes in key assumptions.‖ Finally, it also requires that 

―entities that securitize assets disclose for the securitized assets and any 

other financial assets it manages together with them (a) the total principal 

amount outstanding, the portion that has been derecognized, and the 

portion that continues to be recognized in each category reported in the 

statement of financial position, at the end of the period; (b) delinquencies 

at the end of the period; and (c) credit losses during the period.‖
 21

 

4. SFAS No. 155 Accounting for Certain Hybrid Financial Instruments 

 SFAS No. 155 was issued and effective after September 15, 2006. This statement 

amends SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities 

and SFAS No. 140 Accounting for Transfers and Servicing of Financial Assets and 

Extinguishments of Liabilities. SFAS No. 155 permits the re-measurement of ―fair value 

for any hybrid financial instrument that contains an embedded derivative that otherwise 

would require to be split.‖
22

 Hybrid financial instruments ―generally refer to financial 

instruments that blend characteristics of debt and equity markets. Convertible bonds are 

an example. They are debt instruments that have an imbedded option allowing the holder 

to exchange them for shares of the issuing corporation's stock. For this reason, their 

                                                           
20

 Financial Accounting Standards Board (FASB). Accounting for Transfers and Servicing of Financial 

Assets and Extinguishments of Liabilities, Statement of Financial Accounting Standards No. 140 (Norwalk, 

Conn.: FASB, 2000). 
21

 Ibid.  
22

 Financial Accounting Standards Board (FASB). Accounting for Certain Hybrid Financial Instruments, 

Statement of Financial Accounting Standards No. 155 (Norwalk, Conn.: FASB, 2006). 

http://www.riskglossary.com/articles/common_stock.htm
http://www.riskglossary.com/articles/convertible_security.htm
http://www.riskglossary.com/articles/option.htm
http://www.riskglossary.com/articles/common_stock.htm
http://www.riskglossary.com/articles/corporation.htm
http://www.riskglossary.com/articles/common_stock.htm
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market prices tend to be influenced by both interest rates as well as the issuer's stock 

price.‖
23

   

 SFAS No. 155 also clarifies which interest-only strips and principal–only strips 

are not subject to the requirements of Statement No. 133. Interest-only strips are ―the 

interest portion of mortgage, Treasury or bond payments, which is separated and sold 

individually from the principal portion of those same payments. The periodic payments 

of several bonds can be "stripped" to form synthetic zero-coupon bonds‖.
24

  Principal-

only strips are ―a type of fixed-income security where the holder is only entitled to 

receive regular cash flows that are derived from incoming principal repayments on an 

underlying loan pool. The loan is often a pool of mortgages in the form of a mortgage-

backed security (MBS).‖
25

 SFAS 155 also makes it required to ―evaluate interests in 

securitized financial assets to identify interests that are freestanding derivatives or that are 

hybrid financial instruments that contain an embedded derivative requiring bifurcation.‖
26

 

Bifurcation generally ―refers to the splitting of a security into two separate pieces‖.
27

 In 

addition SFAS 155 clarifies that concentrations of credit risk in the form of subordination 

are not embedded derivatives. Subordination is ―is the process by which a creditor is 

placed in a lower priority for the collection of its debt from its debtor's assets than the 

priority the creditor previously had‖.
28

   

                                                           
23

 "Hybrid." Risk Glossary. 2010. http://www.riskglossary.com/link/hybrid.htm (6 May 2010).  
24

"Interest-Only Strips." Investopedia. 2010. http://www.investopedia.com/terms/i/iostrips.asp htm (6 May 

2010).   
25

"Principal-Only Strips." Investopedia. 2010. http://www.investopedia.com/terms/p/postrips.asp (6 May 

2010).  
26

 Financial Accounting Standards Board (FASB). Accounting for Certain Hybrid Financial Instruments, 

Statement of Financial Accounting Standards No. 155 (Norwalk, Conn.: FASB, 2006). 
27

 "Bifurcation." Investopedia. 2010. http://www.investopedia.com/terms/b/bifurcation.asp (6 May 2010). 

 
28

 "Subordinate." Black‘s Law Dictionary, 4
th

 Ed. 1951. 

http://www.riskglossary.com/articles/valuation.htm
http://www.investopedia.com/terms/p/postrips.asp
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 SFAS No. 155 improves financial reporting by allowing a preparer to elect fair 

value measurement at acquisition, at issuance, or when a previously recognized financial 

instrument is subject to a remeasurement event in cases in which a derivative would other 

wise have to be bifurcated, or split.
29

 Finally, providing a fair value measurement election 

also results in more financial instruments being measured at what the FASB regards as 

the most relevant attribute for financial instruments which is fair value.  

5. SFAS No. 156 Accounting for Servicing of Financial Assets 

 SFAS No. 156 amends FASB No. 140 Accounting for Transfers and Servicing of 

Financial Assets and Extinguishments of Liabilities. SFAS 156 addresses the recognition 

and measurement of separately recognized servicing assets and liabilities and provides an 

approach to simplify efforts to obtain hedge-like (offset) accounting.  Servicing assets 

and liabilities: 

 ―Servicing of mortgage loans, credit card receivables, or other financial 

assets includes, but is not limited to, collecting principal, interest, and 

escrow payments from borrowers; paying taxes and insurance from 

escrowed funds; monitoring delinquencies; executing foreclosure if 

necessary; temporarily investing funds pending distribution; remitting fees 

to guarantors, trustees, and others providing services; and accounting for 

and remitting principal and interest payments to the holders of beneficial 

interests in the financial assets. Servicing is inherent in all financial assets; 

it becomes a distinct asset or liability only when contractually separated 

from the underlying assets by sale or securitization of the assets with 

servicing retained or separate purchase or assumption of the servicing.‖
30

  

 

SFAS 156 also:
 31

  

                                                           
29

 Financial Accounting Standards Board (FASB). Accounting for Certain Hybrid Financial Instruments, 

Statement of Financial Accounting Standards No. 155 (Norwalk, Conn.: FASB, 2006). 
30

 Financial Accounting Standards Board (FASB). Accounting for Transfers and Servicing of Financial 

Assets and Extinguishments of Liabilities, Statement of Financial Accounting Standards No. 125 (Norwalk, 

Conn.: FASB, 1996). 
31

 Financial Accounting Standards Board (FASB). Accounting for Servicing of Financial Assets, Statement 

of Financial Accounting Standards No. 156. (Norwalk, Conn.: FASB, 2006).  

http://en.wikipedia.org/wiki/Extinguishment
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1. Clarifies when an obligation to service financial assets should be separately 

recognized as a servicing asset or a servicing liability. 

2. Requires that a separately recognized servicing asset or servicing liability be 

initially measured at fair value, if practicable. 

3. Permits an entity with a separately recognized servicing asset or servicing liability 

to choose either of the following methods for subsequent measurement:  

a. Amortization Method 

b. Fair Value Method 

 

Finally, this statement requires the separate presentation of servicing assets and servicing 

liabilities subsequently measured at fair value on the balance sheet and additional 

disclosures for all separately recognized servicing assets and servicing liabilities.  

 The board concluded that fair value is the most relevant measurement because it 

represents the best measure of future cash flows. SFAS 156 permits but does not require, 

the measurement of servicing assets and servicing liabilities at fair value. Under this 

statement, 

 ―an entity that uses derivative instruments to mitigate the risks inherent in 

servicing assets and servicing liabilities is required to account for those 

derivative instruments at fair value. An entity can elect subsequent fair 

value measurement of its servicing assets and servicing liabilities by class, 

thus simplifying its accounting and providing for income statement 

recognition of the potential offsetting changes in fair value of the servicing 

assets, servicing liabilities, and related derivative instruments. An entity 

that elects to subsequently measure servicing assets and servicing 

liabilities at fair value is expected to recognize declines in fair value of the 

servicing assets and servicing liabilities more consistently than by 

reporting other-than-temporary impairments. The Board decided to require 

additional disclosures and separate presentation in the statement of 

financial position of the carrying amounts of servicing assets and servicing 

liabilities that an entity elects to subsequently measure at fair value to 

address concerns about comparability that may result from the use of 

elective measurement methods.‖
32

 

6. SFAS No. 157 Fair Value Measurements 

 SFAS No. 157 was issued in and became effective after November 15, 2007.  

SFAS No. 157 defines fair value, establishes a framework for measuring fair value in 

                                                           
32

 Ibid. 
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Generally Accepted Accounting Principles (GAAP), and expands disclosures about fair 

value measurements.
33

 This statement applies under other accounting pronouncements 

that require or permit fair value measurements. Before this statement was issued, there 

were different definitions of fair value and very little guidance for applying those 

definitions in GAAP. Also, the guidance was found spread out among the many 

pronouncements that require fair value measurements. The limited guidance created 

inconsistencies that made applying GAAP more difficult. The FASB considered the need 

for increased consistency and comparability in fair value measurements and for expanded 

disclosures about fair value measurements.
34

  

 The fair value of an asset or liability is defined in SFAS  No. 157 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."
35

  This statement 

emphasizes that a fair value measurement should be based on assumptions that market 

participants would use in pricing the asset or liability. In order to do this, this Statement 

establishes a fair value hierarchy that distinguishes between ―(1) market participant 

assumptions developed based on market data obtained from sources independent of the 

reporting entity (observable inputs) and (2) the reporting entity‘s own assumptions about 

market participant assumptions developed based on the best information available in the 

circumstances (unobservable inputs).‖
36

   

 This statement improves financial reporting in many ways. For example, a single 

definition of fair value and a framework for measuring fair value will result in increased 

                                                           
33 Financial Accounting Standards Board (FASB). Fair Value Measurements, Statement of Financial 

Accounting Standards No. 157. Stamford, Conn.: FASB 2006. 
34

 Ibid. 
35

 Ibid.  
36

 Ibid. 
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consistency and comparability in fair value measurements. Finally, the expanded 

disclosures about the use of fair value to measure assets and liabilities will provide 

financial statement users with better information about the extent to which fair value is 

used to measure assets and liabilities, the inputs used to develop the measurements, and 

the effect of certain of the measurements on earnings for the period.
37

  

7. SFAS No. 159 The Fair Value Option for Financial Assets and Financial Liabilities 

 SFAS No. 159 was issued and effective after November 15, 2007. SFAS 159 

permits entities to choose to measure many financial instruments and certain other items 

that are not otherwise required to be stated at fair value. The objective is ―to improve 

financial reporting by providing entities with the opportunity to mitigate volatility in 

report earnings caused by measuring related assets and liabilities differently without 

having to apply complex hedge accounting provisions.‖
38

  

 The fair value option established by this statement permits all entities to choose to 

measure eligible items at fair value on specified election dates. A business entity reports 

unrealized gains and losses on items for which the fair value option has been elected in 

earnings at each following reporting date. According to this statement, the fair value 

option may be applied by instrument, meaning an entity could have several identical 

assets and liabilities of which some are measured at fair value and the remaining at some 

other value. However, once the choice to use fair value is made, it is irrevocable. The 

                                                           
37

 Ibid. 
38 Financial Accounting Standards Board (FASB). The Fair Value Option for Financial Assets and 

Financial Liabilities, Statement of Financial Accounting Standards No. 159 (Norwalk, Conn.: FASB, 

2007). 
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gains and losses from changes in fair value resulting from applying this statement are 

recognized in income.
39

  

Eligible items for fair value under this statement include:  

―All recognized financial assets or liabilities except investments in 

consolidated subsidiaries, interests in consolidated variable interest 

entities, assets or obligations relating to employee benefits, financial assets 

or liabilities relating to leases, demand deposit liabilities and financial 

instruments where all or a part are classified as a component of equity by 

the issuer.‖
40

  

 

Finally, SFAS 159 also allows securities under SFAS 115 that are classified as available-

for-sale and held-to-maturity to be included in the fair value election. Under SFAS 115, 

the unrealized gains and losses on available-for-sale are included in other comprehensive 

income. If an entity chooses to treat available-for-sale securities under SFAS 159, then 

the unrealized gains and losses would be included in income and the securities would be 

subsequently classified as trading.
41

  

1.4 Summary 

 This chapter summarized some of the main FASB pronouncements dealing with 

fair value accounting, provided a clearer definition of fair value accounting, and showed 

its evolution since its initial introduction by the FASB in 1993. The summaries of the 

statements not only show the changes and developments but they also provide a better 

understanding of fair value standards. Clearly, fair value has changed and will continue to 

change in the future. Now that the definition and application of fair value has been 

discussed, I will look Procter & Gamble and analyze how fair value and the different fair 

value pronouncements have affected its financial statements.  

                                                           
39
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Chapter 2:  Description and Illustration of Proctor & Gamble Overtime 

2.1 Company Background 

Procter & Gamble Co (P&G) is a Fortune 500 Company headquartered in 

Cincinnati, Ohio. P&G manufactures a wide range of consumer products in the areas of 

pharmaceuticals, cleaning supplies, personal care, and pet supplies. In early 2010, P&G 

became the fourth largest corporation in the U.S. by market capitalization, following 

Exxon, Mobil, Microsoft, and Wal-Mart.  Some of P&G‘s brands include Fusion, 

Always/Whisper, Braun, Bounty, Charmin, Crest, Downy/Lenor, Gillette, Iams, Olay, 

Pampers, Pantene, Pringles, Tide and many others. The products are sold in more than 

180 countries around the world.
42

 

2.2 Description of P&G Overtime  

 As the Financial Accounting Standards Board issued new standards over the 

years, companies had to make changes to their financial statements when adopting the 

new standards. Table 2-1 was created using Procter & Gamble‘s 10-K‘s, which provide 

an overview of the company along with detailed financial data for the company‘s fiscal 

year. The table covers the years of 1994-2009. The table shows the years in which 

statements involving fair value were issued and the year in which P&G adopted them. 

The table also shows which items are reported at fair value and whether they appear in 

the footnotes of the financial statements or on the balance sheet. Also, the table shows the 

yearly differences between fair value and book value for long term debt, interest rate 

instruments, and currency instruments. Long term debt includes loans and financial 

                                                           
42

 ―Company,‖ Procter & Gamble. 2010. http://www.pg.com/en_US/company/index.shtml (4 May 2010).  
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obligations lasting over one year. Interest rate and currency instruments are types of 

derivatives. 

 Table 2-1 shows that long term debt at fair value has always, and continues to 

appear in the footnotes of the financial statements, usually in Note 5 or 6. Interest rate 

options, interest rate swaps, currency instruments, and other financial instruments 

initially appeared in the footnotes but are now appear on the balance sheet at fair value. 

This changed when SFAS No. 133 was adopted which requires that derivative 

instruments be reported on the balance sheet at fair value.  

 P&G uses the discounted cash flow analysis to measure fair value each year. The 

discounted cash flow analysis: 

 ―Uses valuation techniques to convert future amounts (e.g. cash flows or 

income and expenses) to a single present (discounted) amount. The fair 

value measurement is determined on the basis of the value indicated by 

current market expectations about those future amounts. Those valuation 

techniques include present value techniques, option pricing models, such 

as the Black-Scholes-Merton formula and a binomial model, which 

incorporate present value techniques and reflect both the time value and 

intrinsic value of an option; and the multi-period excess earnings method, 

which is used to measure the fair value of some tangible assets‖.
43

  

 

This table also shows the differences between book value, the amount recorded on the 

balance sheet, and fair value. For the most part, long-term debt at fair value is greater 

than long-term debt reported at book value except in years 2007 and 2008. This may be 

due to the liquidity crisis. The difference between fair value and book value for interest 

rate instruments is only shown until the year 2000 because this is when P&G adopted 

SFAS No. 133 requiring derivative instruments to be reported on the balance sheet at fair 

value. The difference between fair value and book value for currency instruments is only 

                                                           
43 Shamkuts, Volha. Fair Value Accounting. BS Thesis, University of Iceland, 2010, pg 12.  
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shown for the years 2004 and 2005 because P&G no longer disclosed book values for 

currency instruments after 1995. The next section includes graphs of the data provided in 

the table. The graphs provide a visual of the differences between fair value and book 

value of some of P&G‘s assets and liabilities.  
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TABLE 2-1      Procter & Gamble Co. and Fair Value Measurements Overtime      

            

  1994 1995 1996 1997 1998 

(Dollars in Millions)                            

FN = Footnotes,  BS = Balance Sheet 

    

  

  

    

  

ITEMS VALUED AT FAIR VALUE 

    

  

Long-Term Debt FN FN FN FN FN 

Financial Instruments 

    

  

Interest Rate Options FN FN FN FN FN 

Interest Rate Swaps FN FN FN FN FN 

Currency Instruments FN FN FN FN FN 

Other Financial Instruments (no       

different than BV) FN FN FN FN FN 

Investments - BS BS BS BS 

METHODS 
Discounted 

Cash Flow 

Analysis 

Discounted 

Cash Flow 

Analysis 

Discounted 

Cash Flow 

Analysis 

Discounted 

Cash Flow 

Analysis 

Discounted 

Cash Flow 

Analysis 

MAJOR CHANGES IN FAIR 

VALUE 

Adoption of 

SFAS No. 

115 - 

Accounting 

for Certain 

Investments 

and Equity 

Securities 

      

Issuance of 

SFAS 133 - 

Accounting 

for 

Derivative 

Instruments 

and Hedging 

Activities  

LONG-TERM DEBT 

    

  

     Fair Value 5,205 5,662 5,014 4,509 6,412 

     Book Value 4,980 5,161 4,670 4,143 5,765 

Difference between FV & BV $225  $501  $344  $366  $647  

INTEREST RATE INSTRUMENTS 

    

  

    Fair Value 239  (373) (165) (54) 7  

    Book Value 193  (298) (121) (28) 15  

Difference between FV & BV $46  ($75) ($44) ($26) ($8) 

CURRENCY INSTRUMENTS 

    

  

    Fair Value (51) (122) 
  P&G no longer disclosed the book 

value for currency instruments after 

1995  

    Book Value (62) (87) 

Difference between FV & BV $11  ($35) 
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TABLE 2-1 Continued      Procter & Gamble Co and Fair Value Measurements Overtime  

1999 2000 2001 2002 2003 2004 

  

    

  

  

    

  

  

    

  

FN FN FN FN FN FN 

  

    

  

FN FN BS BS BS BS 

FN FN BS BS BS BS 

FN FN BS BS BS BS 

FN FN FN FN FN FN 

BS BS BS BS BS BS 

Discounted 

Cash Flow 

Analysis 

Discounted 

Cash Flow 

Analysis 

Discounted 

Cash Flow 

Analysis 

Discounted 

Cash Flow 

Analysis 

Discounted Cash 

Flow Analysis 

Discounted 

Cash Flow 

Analysis 

  

SFAS 133 - 

Adopted; 

Requires that 

derivative 

instruments 

be reported 

on the 

balance sheet 

at fair value. 

    

Issued SFAS No. 149 

- Amendment of 

Statement 133 on 

Derivative 

instruments and 

Hedging Activities; 

Issued SFAS No. 150 

- Accounting for 

Certain Financial 

Instruments with 

Characteristics of 

both Liabilities & 

Equity 

  

  

    

  

6,517 8,929 10,164 11,673 12,396 13,168 

6,231 8,916 9,792 11,201 11,475 12,554 

$286  $13  $372  $472  $921  $614  

  

    

  

7  105  

 SFAS 133  was adopted and therefore derivative instruments 

were reported on the BS at fair after 2000 and BV amounts 

were no longer disclosed 

($21) ($44)  

  

    

  

  P&G no longer disclosed the book value for currency instruments after 1995.  



21 
 

 

 

TABLE 2-1  Continued      Procter & Gamble Co and Fair Value Measurements Overtime  

2005 2006 2007 2008 2009 

  

   

  

  

   

  

  

   

  

FN FN FN FN FN 

  

   

  

BS BS BS BS BS 

BS BS BS BS BS 

BS BS BS BS BS 

FN FN FN FN FN 

BS BS BS BS BS 

Discounted Cash 

Flow Analysis 

Discounted 

Cash Flow 

Analysis 

Discounted 

Cash Flow 

Analysis 

Discounted Cash 

Flow Analysis 

Discounted 

Cash Flow 

Analysis 

Adoption of SFAS 

123(r) - requires 

companies to 

recognize the cost of 

employee services 

received in exchange 

for awards of equity 

instruments based on 

the grand-date fair 

value of those awards 

(the "fair-value-based 

method") 

FABS issues 

SFAS No. 157 

- Fair Value 

Measurements 

  

Adopts SFAS No. 

157 - establishes 

framework for 

measuring fair value 

in GAAP and 

expands disclosures 

about fair value 

measurements -will 

not have material 

effect on its financial 

position, results of 

operation or cash 

flow 

  

  

   

  

13,904 36,027 23,122 23,276 21,514 

12,887 35,976 23,375 23,581 20,652 

$1,017  $51  ($253) ($305) $862  

 SFAS 133  was adopted and therefore derivative instruments were reported on the BS at 

fair after 2000 and BV amounts were no longer disclosed 

  

   

  

  P&G no longer disclosed the book value for currency instruments after 1995.  
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2.3 Illustration of P&G Overtime 

 

 Figure 2-2 below compares the yearly percentage change in P&G‘s long-term 

debt at book value and fair value. By looking at this figure, it is easy to see that fair value 

and book value change similarly from year to year. According to this figure, it would be 

possible to conclude that is does not make a significant difference whether long-term debt 

is recorded at fair value or book value because it does not affect how the asset or liability 

increases or decreases over the years. The great change in 2008 is due to a bank credit 

facility which expired in July 2008. A credit facility is a type of loan made in a business 

or corporate finance context. Specific types of credit facilities are: revolving credit, term 

loans, committed facilities, letters of credit and most retail credit accounts.
44

  

 

 

Figure 2-2 Fair Value and Book Value of Procter & Gamble’s Long-Term Debt 

Overtime 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

                                                           
44

 "Credit Facility." Investopedia. 2010. http://www.investopedia.com/terms/c/creditfacility.asp (6 May 

2010). 
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 Figure 6-3 below compares the yearly percentage change of P&G‘s book value 

and fair value of its interest rate instruments. Similar to long-term debt, fair value and 

book value of interest rate instruments change at about the same rate with the exception 

of 1999 in which fair value had a higher percentage change than book value. This figure 

also shows that it might not make a difference as to whether interest rate instruments are 

recorded at book value or fair value since they change at the about the same rate over the 

years.  

 

Figure 2-3 Fair Value and Book Value of Procter & Gamble’s Interest Rate instruments 

Overtime 
 

 

 

 

 

 

 

 

 

  

 

2.4 Percentage of Total Assets and Total Liabilities Reported Fair Value 

 Table 2-4 below shows the amount of total assets and liabilities reported at fair 

value on P&G‘s balance sheet. The table also shows the amount of total assets and 

liabilities reported on the balance sheet. Using these numbers, the percentage of assets 

and liabilities reported at fair value was derived. Clearly, the percentage of total assets 

and total liabilities measured at fair value is extremely small. In 2008, liabilities 

measured at fair value was 1.7 percent while assets measured at fair value was only about 
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half a percent. In 2009, both percentages of assets and liabilities were below 0.5 percent. 

This shows that in P&G‘s case, fair value only affects a very small and perhaps 

immaterial amount of assets and liabilities. Therefore, it does not make a difference 

whether assets and liabilities are reported at fair value or book value.  

 

 

 

 

 

 

 

 

2.5 Summary 

 Focusing on one company over a time period of 16 years creates a better 

visualization of the adoption of fair value accounting standards as well as the effect they 

had on P&G‘s financial statements. Figures 2-2 and 2-3 show that fair value and book 

value change at relatively the same rate over the years. This could imply that it does not 

matter whether items on the balance sheet are recorded at fair value or book value.  

 The fair value standards mentioned in the previous chapter and the overall 

concept of fair value has created controversy as to whether fair value measurement is 

truly the most fair and accurate measurement and has created even more controversy after 

the liquidity crisis. Some have come to believe that the whole economic downturn was 

due to the use of fair value. This controversy will be covered in more detail in the 

following chapter.  

Table 2-4     Procter & Gamble Company Percentage of Assets and   

                     Liabilities Measured at Fair Value 

  2009 2008 

(dollars in million) 

 

  

Total Assets  $134,833  $143,992  

Total Assets at fair value $623  $731  

% of Assets measured at Fair Value 0.46% 0.51% 

  

 

  

Total liabilities  $71,734  $74,498  

Total liabilities at fair value $341  $1,297  

% of Liabilities measured at Fair Value 0.48% 1.74% 
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Chapter 3: The Fair Value Controversy and the 2008-2009 Liquidity 

Crisis 

3.1 Introduction 

 Over the last few years, investors began to lose confidence in the value of 

securitized mortgages in the United States which resulted in a liquidity crisis in 2008. 

The TED spread, which is an indicator of perceived credit risk in general, reached a 

record of 4.65% on October 10, 2008.
45

 The crisis became worse as stock markets around 

the world crashed and many banks, mortgage lenders, and insurance companies failed in 

the following weeks. The Vice President and Head of Fixed Income for the wealth 

management firm Citi Quilter in 2007, describes a liquidity crisis as ―a general feeling of 

mistrust in the banking system‖.
46

  

 The great controversy begins with ―What exactly caused the financial crisis?‖ 

Many causes have been proposed. Some of these causes, not dealing with fair value 

accounting, include: growth of the housing bubble, easy credit conditions, sub-prime 

lending, and predatory lending. We will take a brief look at each of these proposed 

causes.  

 The growth of the housing bubble refers to the massive growth in house prices. 

Between 1997 and 2006, according to the S&P/Case-Shiller national home-price index, 

American house prices rose by 124%.
47

 This housing bubble resulted in many 

homeowners refinancing their homes at lower interest rates, or financing consumer 

spending by taking out second mortgages secured by the raise in prices. Towards the end 

                                                           
45

 ―Personal Finances,‖ Bloomberg. 2010. 

http://www.bloomberg.com/apps/cbuilder?ticker1=.TEDSP%3AIND (4 May 2010).  
46 Oliver Stones, ―‗Rampant inflation‘, ‗Credit crunch‘, ‗Liquidity crisis‘, ‗Chinese economic bubble‘ 

Where‘s it all going to end,‖ Citi Quilter, December 2010. http://www.quilter.co.uk/PDFs/Articles/ 

Where%27s%20it%20all%20going%20to%20End_Oliver%20Stones.pdf (5 May 2010).  
47

 ―CSI: credit crunch,‖ The Economist, , Vol. 385, Issue 8551 (October 2007).  
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of 2008, the housing bubble crashed and average U.S. housing prices had declined over 

20% since the 1996 peak.
48

 The drop in prices does not allow borrowers the option of 

refinancing their homes to avoid the higher payments associated with rising interest rates 

and mortgage holders began to default.  

 Another cause of the crisis argued by some is the existence of easy credit 

conditions. From 2000-2003 the Federal Reserve lowered the federal funds rate from 

6.5% to 1%. The federal funds rate refers to the interest rate at which depository 

institutions lend balances at the Federal Reserve to other depository institutions 

overnight. Lower interest rates encourage borrowing. 

1. Borrowers  

 According to the Federal Deposit Insurance Corporation, the term "subprime" 

refers to the credit characteristics of certain individual borrowers. Subprime borrowers 

typically have ―weakened credit histories that include payment delinquencies, and 

possibly more severe problems such as charge-offs, judgments, and bankruptcies‖.
49

 

Loans made to subprime borrowers, who then are unable to repay or refinance are one of 

the primary causes of the crisis. By lending loans to borrowers with poor credit history, 

the risk of the loan default was increased. 

2. Lenders 

 In addition to sub-prime lending, there was the problem of predatory lending. 

Predatory lending refers to ―to the practice of unscrupulous lenders, to enter into "unsafe" 

                                                           
48

―Standard and Poor‘s Press Release‖, November 25, 2008.  http://www2.standardandpoors.com/spf/ 

pdf/index/CSHomePrice_Release_112555.pdf (4 May 2010).  
49

 ―Subprime Lending Press Release,‖ Federal Deposit Insurance Corporation.  2001. 

http://www.fdic.gov/news/news/press/2001/pr0901a.html (5 May 2010).  
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or "unsound" secured loans for inappropriate purposes‖. 
50

 Some of these inappropriate 

purposes include selling more mortgages to make more money. Lenders gained more 

money when they sold more loans regardless of the quality of the loan.  

 Although there has been much talk about the potential causes previously 

mentioned, there is also controversy surrounding the notion that fair value accounting 

played a role in the crisis. To some, the liquidity crisis was exacerbated by fair value 

accounting rules required by the Financial Accounting Standards Board while others 

argue that fair value accounting did not play a role in the crisis. We will now take a look 

at arguments both in against and in favor of fair value accounting.  

3.2 Arguments Against Fair Value Accounting 

 Fair value became an important topic during the financial crisis in the U.S. in 

2008. People began searching for answers as to why something so horrible could happen 

and needed something to put blame on. For some, fair value accounting was to blame but 

like all controversial topics, there were others on the other side of the topic arguing in 

favor of fair value accounting. Opponents of fair value accounting include the American 

Bankers Association (ABA), the Independent Community Bankers Association (ICBA), 

as well as Steve Forbes (editor-in-chief of business magazine Forbes as well as president 

and chief executive officer of its publisher, Forbes Inc.), Blackstop Group Chairman 

Stephen Schwarzman, Former Federal Deposit Insurance Corporation chairman William 

                                                           
50

 John D. Hawk, Jr., ―Comptroller of the Currency.‖ Letter to Phil Gramm, Chairman on the Committee on 

Banking, Housing, and Urban Affairs, US Senate. 2000. 

http://banking.senate.gov/docs/reports/predlend/occ.htm (6 May 2010).  
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Isaac, and former House Speaker Newt Gringrich, among others.
51

 They strongly argue 

against fair value accounting urging for change in, or suspension of fair value accounting.  

 These as well as other opponents claim that fair value ―is not relevant and 

potentially misleading for assets that are held for a long period and, in particular, to 

maturity; that prices could be distorted by market inefficiencies, investor irrationality or 

liquidity problems; that fair values based on models are not reliable; and that fair value 

accounting (FVA) contributes to the pro-cyclicality of the financial system‖.
52

 The main 

concern here according to the Chicago Booth Research Paper No. 33 is that fair value 

accounting is pro-cyclical meaning, ―it exacerbates swings in the financial system, and 

that it may even cause a downward spiral in financial markets. There are essentially two 

arguments why fair value accounting can contribute to pro-cyclicality.
53

  The first 

argument is that fair value accounting and asset write-ups allow banks to increase their 

leverage during economic expansions, which in turn makes the financial system more 

vulnerable and financial crises more severe.
54

 The second argument is that fair value 

accounting can cause contamination in financial markets. The idea is that ―banks may 

(have to) sell assets at a price below the fundamental value and that the price from these 

(forced) sales becomes relevant to other institutions that are required by fair value to 

mark their assets to market‖.
55

 Fundamental value differs from fair value in the following 

way:   

―Some have suggested that, when market prices are depressed or markets 

are ‗in crisis‘, fair value should be measured using a fundamental value 
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 Cindy Fornelli, ―The Great Fair Value Debate,‖ Forbes. 2009. http://www.forbes.com/2009/08/19/mark-
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52
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approach based primarily on management‘s estimate of future cash flows. 

In such an approach, if cash flow estimates are not expected to decline 

over the life of the instrument (ie until settlement or maturity), there 

should be no decline in the fair value of the instrument. The argument put 

forward is that, in market turmoil, adverse market sentiment creates an 

illogical view of risk, and this should not be taken into account when 

measuring fair value. However, fundamental values are not consistent with 

the objective of a fair value measurement because they do not take into 

account factors that market participants would consider when pricing the 

instrument, such as illiquidity and credit risk. Fair value reflects the 

amount for which financial instruments can be exchanged in the market 

for those instruments. Transaction prices continue to reflect fair value and 

cannot be ignored, even in a market crisis. Accordingly, a value measured 

using a ‗fundamental value‘ approach might not represent an estimate of a 

current transaction price‖.
56

 

 

These two arguments make sense and show that fair value accounting could have 

played a role in the crisis.  

In addition, the American Bankers Association, Mortgage Bankers Association, 

and US Bancorp argued against fair value accounting by stating that ―fair value 

accounting was creating a downward spiral and that observed market prices were 

significantly below the assets‘ fundamental values‖.
57

 In one of the studies done by The 

American Enterprise Institute for Public Policy Research (AIE), the researcher Peter 

Wallison stated, ―fair value, as applied by accountants in the current credit crunch, has 

been the principal cause of an unprecedented decline in asset values and an 

unprecedented rise in instability among financial institutions. The system has to be 

rethought, not only because of its contribution to financial instability but also because its 

pro-cyclicality tends to create asset bubbles and exacerbate the effects of their 

                                                           
56
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collapse‖.
58

 This is another example of how many argue that fair value has contributed to 

a decline in the value of assets and the instability of financial institutions eventually 

leading to their collapse. According to an article in The Wall Street Journal, ―banks 

generally loathe mark-to-market rules, which rely on what they feel are too often 

irrational market prices. The market value did fall excessively in the depths of the crisis. 

And many bankers, and bank regulators, believe the rules worsened the financial 

crisis‖.
59

 

Many opponents believe the main problem that occurred during the crisis was that 

we continued to use fair value accounting although the market was in a terrible state. 

Wallison also states, ―in general, it appears that auditors have given substantial weight to 

market prices in valuing assets, despite the condition of the market, and this in turn has 

had a highly adverse effect on the apparent financial condition of companies.‖
60

 

An interesting approach to looking at this debate is to focus on how financial 

professionals view fair value accounting after the crisis. A survey provided by valuation-

related service provider, Valuation Research Corp., asked several financial professionals 

about their views on fair value accounting. The survey, conducted in July 2009, found 

that a majority of the respondents indicated that they believed the market turmoil and 

collapse of active markets for many assets caused implementation issues in fair value 

accounting. In the survey results, 58 percent said they believed fair value accounting or 

mark-to-market accounting was flawed and potentially not valid during market turmoil. 

Of these 58 percent, almost 34 (or 20% of 100) percent suggested a temporary return to 
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historical cost accounting as an alternative.
61

 This shows that the majority of financial 

professionals lost some confidence in fair value accounting after the crisis.  

A strong opponent of fair value is William Isaac who published an article in the 

Wall Street Journal in September 2008. In his article, he talks about how to save the 

financial system by suspending fair value accounting. According to Isaac, ―fair value 

accounting dictates that financial institutions holding financial instruments available for 

sale (such as mortgage-backed securities) must mark those assets to market‖ and says 

―that sounds reasonable. But what do we do when the already thin market for those assets 

freezes up and only a handful of transactions occur at extremely depressed prices?‖
62

 

Isaac makes a good point. He continues with, ―If we do not halt the insanity of forcing 

financial firms to mark assets to a nonexistent market rather than their realistic economic 

value, the cancer will keep spreading and will plunge the world into very difficult 

economic times for years to come‖. It is clear that Isaac strongly believes in the 

disadvantages and problem caused by fair value accounting.  

3.3 Arguments in Favor of Fair Value Accounting 

 On the other side of the debate,  some proponents of fair value accounting include 

the Council of Institutional Investors (CII), the Consumer Federation of America, the 

Chartered Financial Analysts (CFA) Institute, and the Center for Audit Quality, among 

others.
63

 These groups issued a series of letters and public statements urging the SEC not 

to suspend fair value accounting. In one of their letters dated Oct. 15, 2008, they argued 
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―A move by the SEC to suspend fair value accounting would be a disservice to the capital 

markets, would be inconsistent with the views of investors, would harm the credibility 

and independence of the standards setting process, and would run counter to fundamental 

notice and comment principles. With third quarter financial statements now in process 

and year-end 2008 imminent, such a change could jeopardize already-fragile investor 

confidence.‖
64

 Clearly, these groups feel strongly about the benefits that come from fair 

value accounting. By writing to U.S. SEC chair Christopher Cox, they express their 

strong argument in favor of fair value accounting.  

 In response to many other letters and statements like the one sent to Christopher 

Cox, the SEC issued a report at the end of 2008. The report concluded that fair value had 

not caused the credit crisis and argued against suspending or substantially changing the 

standards. The SEC staff, which participated in creating the report, also ―observed that 

fair value did not play a meaningful role in the bank failures occurring during 2008‖.
65

 

Instead, according to the SEC staff ―bank failures in the U.S. appeared to result from 

growing probable credit losses, concerns about asset quality, and eroding lender investor 

confidence‖.
66

 The 250 page report was well written and included a lot of valuable 

information that does indeed show that fair value accounting did not play a major role in 

the crisis. The SEC  has a lot of authority and findings are very credible. Some argue that 

although fair value did not directly cause the crisis, it caused bank failures which in turn 

exacerbated the crisis. To argue against this, the SEC Staff studied several banks and the 
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reasons for their failures. They concluded that ―for those failed banks that did recognize 

sizable losses from fair value accounting, the SEC staff concluded that those losses were 

not the reason for their failure‖.
67

 The report was successful in covering major issues 

regarding fair value accounting and the crisis. For a summary of the report, refer to 

Chapter 4 of the thesis.  

 In the Chicago Booth Research Paper No. 33, the authors focus on understanding 

the fair value debate. They concluded that ―FVA (Fair value accounting) is neither 

responsible for the crisis nor is it merely a measurement system that reports asset values 

without having economic effects of its own.‖
68

 They noted that some proponents of FVA 

―argue that fair values for assets or liabilities reflect current market conditions and hence 

provide timely information, thereby increasing transparency and encouraging prompt 

corrective actions.‖ This is the basic argument for FVA.
69

 They also looked at 

alternatives to fair value measurements such as historical costs and leaned towards fair 

value accounting being the better and more accurate measurement.  

 In response to the fair value debate, many reports, articles, research paper, letters 

etc. have been written. While many of these items, some written by very credible sources, 

argue in favor of fair value accounting and suggest that suspending fair value accounting 

would be detrimental, they have not been successful in convincing everyone that this 

should be the end of the debate.  
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3.4 Comparison of Fair Value and Historical Cost Accounting 

 Historical cost accounting is defined as the original cost at the time of a 

transaction. Historical cost has traditionally been used over fair value accounting but as 

times goes on, we are moving more towards fair value. The majority of assets and 

liabilities are currently recorded at historical cost. The following table summarizes the 

differences between fair value accounting and historical cost accounting. 

Table 3-1 Comparison of Fair Value Accounting and Historical Cost Accounting 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

  

Source: (Shamkuts 2010) 
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3.5 Summary 

 Clearly, there are two sides to the debate of fair value accounting. Although the 

opponents make many interesting points as to why fair value should be suspended, most 

of the reasons apply to fair value during an unstable market such as during the liquidity 

crisis. During normal market conditions, fair value has more advantages. Instead of 

suspending fair value, fair value should be improved and more guidance should be 

created to better apply fair value during an unstable market. Table 3-1 summarizes the 

pros and cons of fair value accounting.   

Table 3-1 The Pros and Cons of Fair Value Accounting 

Fair Value Accounting  

Pros Cons 

 Reflects current market conditions 

and hence provides timely 

information 

 Increases transparency and 

encourages prompt corrective 

actions 

 Provides relevant information 

 Provides a more accurate picture 

of an entity‘s financial condition 

and changes overtime 

 Greater transparency to investors 

and other financial statement 

users. 

 A more consistent and comparable 

valuation 

framework 

 Potentially misleading for assets 

that are held for a long period and, 

in particular, to maturity 

 Prices could be distorted by market 

inefficiencies, investor irrationality 

or liquidity problems 

 Fair values based on models are not 

reliable 

  Contributes to the pro-cyclicality 

of the financial system 

 Allows banks to increase their 

leverage during economic 

expansions, which in turn makes the 

financial system more vulnerable 

and financial crises more severe 

 Relies on often irrational market 

prices 

 

 

 

 

 



36 
 

Chapter 4: The Securities Exchange Commission Report Summary  

4.1 Introduction 

The Securities and Exchange Commission (SEC) was established in 1933 and is 

responsible for the supervision and the development of the capital market as well as the 

licensing, registration and authorizations for financial intermediaries who are issuers of 

debt and equity instruments and collective investment schemes.
70

 The SEC directed much 

attention to fair value accounting and its role in the recent economic downturn. In 

December 2008, the SEC was required by Congress and the Emergency Economic 

Stabilization Act of 2008 (EESA or the ACT) to issue a report on Fair Value Accounting 

Standards to determine if fair value accounting should be suspended due to its potential 

contribution to the liquidity crisis. It is likely that fair value accounting will remain a 

topic of conversation and that the current standards about fair value recognition, 

measurement and disclosures will continue to evolve. The report addressed six key 

issues:
71

 

1. The effects of fair value accounting standards on a financial institutions‘ balance sheet; 

2. The impact of fair value accounting on bank failures in 2008; 

3. The impact of fair value accounting on the quality of financial information available to 

investors; 

4. The process used by the Financial Accounting Standards Board in developing accounting 

 standards; 

5. Alternatives to fair value accounting standards; and 

6. The advisability and feasibility of modification to fair value accounting standards.  

These six key issues will be discussed in further detail. 
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The Report does not recommend the suspension of the use of fair value 

accounting standards. Instead, it recommends improvements to current practice. In this 

study, there were eight key recommendations
72

. These recommendations are:  

Recommendation 1: SFAS No. 157 should be improved, but not suspended.  

 Recommendation 2: Existing fair value and mark-to-market requirements should not be  

    suspended.  

 Recommendation 3: Additional measures should be taken to improve the application and  

    practice related to existing fair value requirements (particularly  

    as they  relate to both Level 2 and Level 3 estimates). 

 Recommendation 4: The accounting for financial assets impairments should be   

    readdressed.  

 Recommendation 5: Implement further guidance to foster the use of sound judgment.  

 Recommendation 6: Accounting standards should continue to be established to meet the  

    needs of investors.  

 Recommendation 7: Additional formal measures to address the operation of existing  

    accounting standards in practice should be established. 

 Recommendation 8: Address the need to simplify the accounting for investments in  

    financial assets.  

 

In conducting the study, data was obtained and analyzed from a broad-based 

population that included a cross-section of financial institutions. From empirical analysis, 

the SEC staff obtained valuable input from a broad cross section of market participants 

through a public comment letter process and by hosting a series of three public 

roundtables to obtain a wide range of views and perspective from all parties. 

4.2 Key Issues  

 The first key issue addressed by this report is the issue of whether fair value 

accounting standards inappropriately affect the balance sheets of financial institutions. To 

further look into this issue, the SEC staff analyzed a sample of 50 financial institutions 

from a broad based population of financial institutions.  Before discussing the results of 

analyzing this issue, a further look into the balance sheet will take place. The balance 
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sheet portrays an issuer‘s financial position at a point in time. Its basic components 

include: 

 • Assets, which are ―probable future economic benefits obtained or controlled by a 

 particular entity as a result of past transactions or events;‖ 

 

 • Liabilities, which are ―probable future sacrifices of economic benefits arising from 

 present obligations of a particular entity to transfer assets or provide services to other 

 entities in the future as a result of past transactions or events;‖ and 

 

 • Equity, which is ―the residual interests in the assets of an entity that remains after 

 deducting its liabilities.‖
 73

 

 

Under current accounting standards in the U.S., the items that are recorded on the balance 

sheet are valued or measured using different measurement bases or attributes. This use of 

different measurement attributes is often referred to as the ―mixed-attribute model.‖
74

 

Under the current mixed-attribute model, the carrying amounts of some assets and 

liabilities are reflected in the balance sheet at historical cost, some at fair value, and some 

at other bases, such as lower-of cost-or-fair-value. Financial accounting standards in the 

U.S. establish the basis on which items reported in the balance sheet should be measured.  

 From the sample of banks, the SEC staff observed that fair value measurements 

were used to measure a minority of the assets (45%) and liabilities (15%) included in the 

financial institutions‘ balance sheets. The percentage of assets for which changes in fair 

value affected income was a lot less (25%) which reflected the mark-to-market 

requirements for trading and derivative investments.  

 The second key issue analyzed by the report is whether or not fair value 

accounting played a role in the bank failures of 2008. Banks were grouped based on asset 

size and within each group, the study evaluated banks‘ use of fair value measurements 

over time by analyzing data over three years. The staff also made sure to analyze other 
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factors such as incurred losses on loans. The observations made were that fair value 

accounting did not appear to play a meaningful role in the bank failures that occurred 

during 2008. Instead, the failures in the U.S. seemed to be ―the result of growing 

probable credit losses, concerns about asset quality, and in some cases, eroding lender 

and investor confidence.‖
75

 For those banks that failed and did recognize a great amount 

of fair value losses, it does not appear that the reporting of these losses is the reason the 

bank failed.  

 The third issue covered in the SEC report is where fair value accounting has an 

impact on the quality of financial information available to investors. This section of the 

report describes the views of investors related to the usefulness of fair value accounting. 

The SEC staff used various research methods to address this topic. Based on this 

research, the Staff observed that ―investors generally support measurement of 

investments at fair value and believe that those measurements provide the most 

transparent financial reporting of an investment which in turn facilitates better investment 

decision-making and more efficient capital allocation amongst firms.‖
76

 While many 

investors supported fair value, many saw the need for improvements in applying existing 

standards. Needed improvements include those dealing with impairment of investments, 

application of SFAS 157 (particularly in times of financial stress), fair value 

measurement of liabilities, and presentation and disclosure requirements for assets and 

liabilities measured at fair value.  

 The fourth issue discussed in the report is the process used by the FASB in 

developing accounting standards. This section outlines the independent accounting 
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standard-setting process in the United States. The SEC staff observed that while the 

FASB‘s process works well for developing neutral and unbiased accounting guidance, 

there are several steps that could be taken to make the process better. The 

recommendations include steps that could enhance the timeliness and transparency of the 

process. To be responsive to the need to timely identify and address challenges 

encountered in the application of standards in the practice, key participants in the capital 

markets need to communicate and understand these challenges as they arise. To facilitate 

more timely identification and resolution of issues, the SEC Staff believes that it is 

advisable to move quickly to implement the recommendation of the SEC Advisory 

Committee on Improvements to  Financial Reporting (―CIFiR‖) related to the creation of 

the Financing Reporting Forum (―FRF‖). 

 The fifth addressed by the SEC staff is the alternatives to fair value accounting 

standards. This section focuses on the consequences of suspending the guidance in SFAS 

157. The observations were that this suspension would not change current fair value 

accounting requirements but would instead merely remove the current measurement 

practice. The report also focuses on whether it would be practical to modify or suspend 

current accounting standards that require fair value measurements. The SEC Staff 

observed that Statement 157 does not determine which assets or liabilities are measured 

at fair value but instead provides guidance on measuring fair value when required by 

other accounting standards. Suspending this statement would only result in inconsistent 

and sometimes conflicting guidance on fair value measurements. Also, the SEC Staff 
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stated that although there are alternative measurement objectives available, they also 

come with their own strengths and weaknesses.
77

  

 The SEC report finally addresses the sixth issue which is the advisability and 

feasibility of modifications to fair value accounting standards. It summarizes steps taken 

by standard setters to improve current accounting requirements. The report provides some 

recommendations which are further discussed in the next section of this document.  

4. 3 Recommendations 

 The following recommendations were formed by the SEC after conducting their 

study on fair value accounting to determine if fair value contributed in any way to the 

financial crisis and whether it should be suspended.  

 First, the SEC recommended that Statement 157 should be improved, but not 

suspended. The SEC staff believes that without this statement, issuers would return to 

practices that existed before the statement was issued. Prior to this statement, there were 

many different definitions of fair value and the practices relied upon the limited and 

conflicting guidance available for applying those definitions. In conclusion, the Staff 

believes that Statement 157 should not be suspended since it would reduce comparability 

and consistency of fair value measurements which would make it harder for investors to 

obtain decision-useful information from financial statements.
78

  

 Second, the report recommends that existing fair value measurement requirements 

should not be suspended.  The staff believes that the sudden suspension of fair value 

measurement requirements would decrease investor confidence in financial reporting. 

The report observes that accounting standards generally require fair value accounting 
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through the income statement only for certain derivatives and investments that financial 

institutions hold for ―trading‖ purposes. In addition to this, the Staff observed that over 

90% of those fair value measurements are based on observable inputs, such as quoted 

market prices.
79

 

 Third, the SEC recommends that additional steps should be taken to improve the 

application of existing fair value requirements. These include
80

:  

 ―Considering the need for additional application guidance for best practices for 

determining fair value in illiquid or inactive markets 

 Enhancing existing disclosure and presentation requirements related to the effects 

of fair value in the financial statements 

 Educational efforts, including efforts to improve the application, where appropriate, 

of reasonable judgment and analysis in the determination of fair value estimates 

 Examination by the FASB of the effects of liquidity in the measurement of fair 

value, including whether additional application or disclosure guidance is warranted 

 Assessment by the FASB of whether the incorporation of a company‘s own credit 

risk in the measurement of liabilities provides decision useful information to 

investors, including whether sufficient transparency is provided currently in 

practice‖ 

 

The SEC Staff also believes there should be further guidance in
81

: 

 ―How to determine when markets become inactive 

 How to determine if a transaction or group of transactions is forced or distressed 

 How and when liquidity should be considered in the valuation of an asset or 

liability 

 How the effect of a change in credit risk on the value of an asset or liability should 

be estimated 

 When observable market information should be supplemented with or supplanted 

by unobservable information in the form of management estimates 

 How to confirm that assumptions utilized are those that would be used by market 

participants and not just by a specific entity‖ 

 

Fourth, the SEC recommends that accounting for financial asset impairments 

should be readdressed. The evaluation should consider narrowing the number of models 
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that currently exist in US GAAP. Currently, US GAAP does not provide a uniform model 

for assessing impairments. Current impairment standards generally preclude income 

recognition when securities prices recover until investments are sold. For example, mark 

downs but not mark ups are inconsistent with other standards.
82

   

Fifth, the SEC report states that further guidance to foster the use of sound 

judgment should be implemented. There was an observation that the use of sound 

judgment in accounting, auditing, and regulation has increased due to the focus on more 

objectives-based standards and increased the use of fair value estimates.  

Sixth, accounting standards should continue to be established to meet the needs of 

the investor. While financial reports prepared using U.S. GAAP are valuable tools 

considered by other users of information, U.S. GAAP should not be established to meet 

the needs of others at the expense of the investors.  

Seventh, the report recommends that additional formal measures should be 

established to address the operation of existing accounting standards in practice. Some of 

the measures that should be adopted include:  

 Implementing CIFiR‘s recommendation for an FRF  

 The implementation by the FASB of a post-adoption review 

process, and 

 The establishment of a formal policy for standard setting in 

circumstances that necessitate an almost immediate response. 

 

The eighth and final recommendation is to address the need to simplify the 

accounting for investments in financial assets. The SEC staff observed that significant 

obstacles continue to exist for such a move, including concerns about how changes in fair 
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value should be recognized in the income statement. Many continue to believe that 

holding gains and losses (unrealized items) have a different character than realized gains 

and losses. The SEC staff observed that this appears to be particularly true during times 

when declines in liquidity significantly affect the value of securities.  

4.4 Summary 

In conclusion, the SEC believes that fair value accounting is a useful tool in 

measuring the value of a company and is valuable to investors because it provides 

transparency. Also, the SEC expressed its view that the suspension of fair value 

accounting would decrease investor confidence and would cause greater instability in the 

already unstable markets. Instead, the SEC recommended that the application of fair 

value accounting through SFAS 157 and other accounting standards be improved and 

refined so that its usefulness and value to investors can be improved. 
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CONCLUSION 

 In this study, I looked first at the pronouncements that dealt with fair value 

accounting and defined fair value accounting and its impact on the financial statements. 

Then, I focused on the company, Procter & Gamble to see how fair value impacts its 

financial statements and how fair value has developed over the years. I created graphs 

and tables that showed the differences between assets and liabilities measured at fair 

value and book value. Next, I looked at the controversy surrounding fair value accounting 

in the light of the recent liquidity crisis of 2008-2009. I also looked at the pros and cons 

of fair value accounting. Finally, I studied the results of a recent study done by the 

Securities Exchange Commission on fair value accounting. 

 After examining the fair value pronouncements developed by the FASB, it is clear 

to see that fair value accounting has changed over the years and will most likely continue 

to change in years to come. Analyzing Procter & Gamble allowed me to better 

understand how fair value affects a company. The results of my study on Procter & 

Gamble showed that both fair value and book value changed at the same rate for long 

term debt and interest rate instruments over the years. This allows me to conclude that in 

this case, it does not matter which measurement is used since it would not have a huge 

impact on the balance sheet from year to year. Also, the liabilities and assets measured at 

fair value made up less than 1% of total assets and liabilities which means they would not 

have a significant impact on the balance sheet whether they were reported at fair value or 

book value.  

 Although there are several opponents of fair value accounting, it appears that fair 

value accounting will not be suspended and supporters are pushing towards more usage 
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of fair value. Supporters of fair value accounting made several important points as to why 

fair value is a very important tool. For example, it creates transparency and provides 

more accurate and timely information for investors. The SEC‘s in depth report on fair 

value accounting came to the conclusion that fair value did not play a major role in the 

financial crisis. They had the opportunity to suspend fair value accounting but decided it 

was not necessary. The SEC staff is made up of very knowledgeable people and they are 

a credible source. After seeing both sides of the debate, I too agree that fair value should 

not be suspended and do not believe it contributed to the liquidity crisis. Other causes 

such as subprime lending, and the collapse of the housing bubble seem to have had a 

greater impact on the crisis.  

 Although fair value accounting should not be suspended, I agree with the SEC 

that there could be ways to improve fair value accounting. Many of these improvements 

were mentioned in the SEC report. I believe the Financial Accounting Standards Board 

and the Securities Exchange Commission should currently work to improve fair value 

accounting, especially its implementation during inactive or unstable market. It is 

possible to conclude that fair value measurements may replace historical measurements 

sometime in the future.  
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Notes to P&G’s Financial Statements (1994) 
5. LONG-TERM DEBT 

 

The following presents the carrying value of outstanding long-term 
   debt:  

 

   June 30                                              1994      1993 
   _______________________________________________________________________ 

 

   9 1/2% notes due 1998                                 $ 200     $ 200 
   6 1/4% notes due 1995                                   200       200 

   8% notes due 2003                                       200       200 

   7.1% notes due 1994                                     200       200 
   6.85% notes due 1997                                    200       200 

   7 3/8% debentures due 2023                              175       175 
   8.7% notes due 2001                                     175       175 

   5.2% notes due 1995                                     150       150 

   9 5/8% notes due 2001                                   150       150 
   8 1/2% notes due 2009                                   149       149 

   10 7/8% Canadian dollar bonds due 2001                  145       157 

   Commercial paper                                        765       423 
   9.36% ESOP debentures, Series A, due 2021,  

     guaranteed by the Company                           1,000     1,000 

   8.08%-8.33% serial ESOP notes, due 1994-2004, 
     guaranteed by the Company                             787       836 

   Other, due in varying amounts through 2036              978     1,609 

   _______________________________________________________________________ 
                                                         5,474     5,824 

   Less amounts included in debt due within one year       494       650 

   _______________________________________________________________________ 
   Total long-term debt                                  4,980     5,174 

   _______________________________________________________________________ 

 
The following payments are required during the next five fiscal years: 

   1995-$494; 1996-$468; 1997-$416; 1998-$322; and 1999-$293. 

 
   The fair value of the underlying long-term debt, excluding amounts due 

   within one year, was $5,205 and $5,656 at June 30, 1994 and 1993, 

   respectively.  
     Certain commercial paper balances have been classified as long-term 

   debt. The Company has the intent and ability to renew the commercial 

   paper obligations on a long-term basis and has entered into swap 
   arrangements that convert them to fixed rate obligations.  
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6. FINANCIAL INSTRUMENTS 
   The Company is subject to market rate risk from exposure to changes in 

   interest rates and currency exchange rates and enters into various 

   financial instrument transactions to manage these exposures. Financial 
   instruments used for these purposes are evaluated against the Company's 

   policies in areas such as counterparty exposure and hedging practices, 

   and are monitored using techniques such as market value and sensitivity 
   analyses.  

 

   INTEREST RATE INSTRUMENTS 
   The Company's financing and cash management activities entail market 

   rate risk from exposure to changes in interest rates. The Company 

   assesses the exposure of its overall financing position on a net basis, 
   after considering the extent to which variable rate liabilities can be 

   offset with variable rate assets, typically cash equivalents and 

   marketable securities. The Company's objective is to optimize interest 

   expense consistent with maintaining an acceptable level of exposure to 

   the risk of interest rate fluctuation. In order to achieve this 

   objective, the Company targets a mix of fixed and variable rate debt 
   based on an assessment of interest rate trends. To obtain this mix in a 

   cost efficient manner, the Company primarily utilizes interest rate 

   swaps, including foreign currency interest rate swaps, that have the 
   effect of converting specific debt obligations of the Company from 

   fixed to variable rate, or vice versa, as required. Amounts due to or 

   from the counterparties to interest rate swaps are reflected in 
   interest expense in the periods in which they accrue.  

     A portion of interest rate exposure is managed through the use of 
   options to manage the Company's overall risk profile and reduce 

   interest expense. When using written option contracts, the Company 

   receives a premium in exchange for providing a counterparty the right 
   to enter into a swap. Gains and losses on such options are recognized 

   currently. The notional amounts of such instruments were $1,094 and 

   $845 at June 30, 1994 and 1993, respectively. The fair values were $40 

   at June 30, 1994 and $14 at June 30, 1993, reflecting the approximate 

   cost to terminate the options.  

     The net effect of interest rate instruments on interest expense for 
   1994 and 1993 was insignificant, but this measurement does not capture 

   the value to the Company of managing to a targeted mix of fixed and 

   variable rate debt.  
     The option portion of the two out-of-policy leveraged interest rate 

   swaps entered into during 1994 were closed in the January-March 

   quarter. The related $157 charge in the quarter to close these options 
   is reflected in other income/expense, net. Leveraged options can 

   magnify the impact of interest rate changes. At June 30, 1994 no such 

   instruments were in our portfolio and it is the Company's intent not to 
   enter such leveraged contracts in the future.  

     Based on the Company's overall variable rate exposure at June 30, 

   1994, including interest rate swaps and options, a 300 basis point 
   interest rate change would not have a material effect on earnings.  

     The following information includes all interest rate instruments. The 

   notional amount is the reference point for determining amounts due or 
   receivable under the contracts. The fair value approximates the cost to 

   settle the outstanding contracts. The carrying value includes the net 

   amount due to counterparties under swap contracts, the marked-to-market 
   value of written options, and currency translation associated with 

   currency interest rate swaps.  

 
                                                                         23 
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The Procter & Gamble Company and Subsidiaries 
 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

(Dollars in millions except per share amounts) 
 

June 30                                              1994      1993 

   _______________________________________________________________________ 
 

   Notional amount                                     $ 3,543   $ 3,773 

   _______________________________________________________________________ 
   Fair value: gains                                        13        77 

               losses                                      252       199 

   _______________________________________________________________________ 
   Net fair value                                          239       122 

   Less: carrying value                                    193        74 

   _______________________________________________________________________ 

   Estimated unrealized loss                                46        48 

   _______________________________________________________________________ 

 
The estimated unrealized losses shown above represent the incremental 

   charge to earnings to immediately settle all interest rate swaps. 

   However, it is the Company's current intention to leave these 
   instruments outstanding until maturity over various periods extending 

   to the year 2004, in which case no incremental charge to earnings will 

   be realized.  
 

   CURRENCY INSTRUMENTS 
   The Company is subject to market rate risk from exposure to changes in 

   currency exchange rates primarily in three areas: commercial 

   transactions, intercompany financings and net investments in foreign 
   subsidiaries.  

     The primary purpose of the Company's foreign currency hedging 

   activities is to protect against the risk that local currency cash 

   flows associated with purchase transactions will be adversely affected 

   by changes in exchange rates. Although this foreign currency exposure 

   is managed locally, corporate policy prescribes the range of hedging 
   activity into which the subsidiary operations may enter. To execute 

   this policy, the Company utilizes forward exchange contracts and 

   options with durations of generally less than twelve months. The impact 
   of changes in the value of these instruments typically offsets changes 

   in the value of the underlying transactions. For accounting purposes, 

   gains and losses on option contracts that hedge identifiable 
   anticipated transactions and on forward contracts that hedge firm 

   commitments are included in the measurement of the related transaction. 

   Gains and losses on instruments used for other purposes are recognized 
   currently.  

     The Company manages its foreign exchange exposure associated with 

   intercompany financing transactions primarily using foreign currency 
   swaps. Gains and losses on such instruments mitigate the impact on 

   earnings of currency exchange rate changes on the underlying 

   transactions.  
     The impact of net asset exposures related to investments in foreign 

   subsidiaries are managed primarily through local currency financing, 

   and by foreign currency denominated debt issued by the parent company. 
   As discussed in the interest rate instruments section, the Company has 

   also entered into currency interest rate swaps, which effectively 

   convert the principal and interest cash flows of certain existing debt 
   to foreign currency obligations. The currency translation associated 

   with these obligations is designated as a hedge of the net investment 

   in the foreign subsidiaries and reflected in the currency translation 
   adjustment in shareholders' equity.  

     Currency instruments outstanding at June 30, 1994 were as follows: 

 
   ( ) = Liability                      Notional Amount   Carrying Value 

   ____________________________________________________________________ 

   Forward contracts                        $1,873            $ (10) 
   Currency options                          1,138               10 

   Currency swaps                              646              (62) 

                                            ______            ______ 
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                                             3,657              (62) 
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The aggregate notional amount of currency instruments with off-balance 

   sheet risk at June 30, 1993 was $2,409. The aggregate notional amount 
   of currency instruments outstanding at June 30, 1994 increased over the 

   prior year primarily due to an increased level of transaction hedging 

   activity by our international subsidiaries, a timing change related to 
   certain purchased option contracts, and the impact of a weaker dollar 

   at year end which increased the notional value in dollars. The major 

   currency exposures hedged by the Company include the German mark, 
   Japanese yen and British pound sterling.  

     The aggregate fair value of currency instruments at June 30, 1994 and 

   1993 included the following unrealized amounts: $11 in net gains ($16 
   in gains, offset by $5 in losses), and $17 in net gains ($36 in gains, 

   offset by $19 in losses), respectively.  

 

   OTHER FINANCIAL INSTRUMENTS 

   The carrying value of other financial instruments approximated fair 

   value at June 30, 1994 and 1993.  
 

   CREDIT RISK 

   Credit risk arising from the inability of a counterparty to meet the 
   terms of the contracts is generally limited to the amounts, if any, by 

   which the counterparties' obligations exceed the obligations of the 

   Company. It is the Company's policy to only enter into financial 
   instruments with a diversity of creditworthy counterparties. Therefore, 

   the Company does not expect to incur credit losses on financial 
   instruments.  

 

   MARKET VALUATION METHODS 
   The estimated fair value amounts of financial instruments presented 

   have been determined using available market information and valuation 

   methodologies, primarily discounted cash flow analysis. Such estimates 

   require considerable judgments in interpreting market data, and changes 

   in assumptions or estimation methods may significantly affect the fair 

   value estimates.  
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Notes to P&G’s Financial Statements (2009) 

Fair Values of Financial Instruments 

Certain financial instruments are required to be recorded at fair value. The estimated fair values of such financial instruments 

(including certain debt instruments, investment securities and derivatives) have been determined using market information and 

valuation methodologies, primarily discounted cash flow analysis. Changes in assumptions or estimation methods could affect the fair 

value estimates; however, we do not believe any such changes would have a material impact on our financial condition, results of 

operations or cash flows. Other financial instruments, including cash equivalents, other investments and short-term debt, are recorded 

at cost, which approximates fair value. The fair values of long-term debt and derivative instruments are disclosed in Note 4 and Note 

5, respectively. 

FAIR VALUE MEASUREMENTS 

On July 1, 2008, we adopted new accounting guidance on fair value measurements. The new guidance defines fair value, establishes a 

framework for measuring fair value under U.S. GAAP, and expands disclosures about fair value measurements. It was effective for 

the Company beginning July 1, 2008, for certain financial assets and liabilities. Refer to Note 5 for additional information regarding 

our fair value measurements for financial assets and liabilities. The new guidance is effective for non-financial assets and liabilities 

recognized or disclosed at fair value on a nonrecurring basis beginning July 1, 2009. The Company believes that the adoption of the 
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new guidance applicable to non-financial assets and liabilities will not have a material effect on its financial position, results of 

operations or cash flows. 

NOTE 4 

SHORT-TERM AND LONG-TERM DEBT 

  

The weighted average short-term interest rates were 2.0% and 2.7% as of June 30, 2009 and 2008, respectively, including the effects 

of interest rate swaps discussed in Note 5. 

  

Amounts in millions of dollars except per share amounts or as otherwise specified.

              

June 30    2009    2008 

DEBT DUE WITHIN ONE YEAR               

Current portion of long-term debt    $ 6,941    $ 1,746 

Commercial paper      5,027      9,748 

Floating rate notes      4,250      1,500 

Other      102      90 

  
              

TOTAL      16,320      13,084 
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(1) Debt issued by the ESOP is guaranteed by the Company and must be recorded as debt of the Company as discussed in Note 8. 

Long-term weighted average interest rates were 4.9% and 4.5% as of June 30, 2009 and 2008, respectively, including the effects of 

interest rate swaps and net investment hedges discussed in Note 5. 

The fair value of the long-term debt was $21,514 and $23,276 at June 30, 2009 and 2008, respectively. Long-term debt maturities 

during the next five years are as follows: 2010 — $6,941; 2011 — $47; 2012 — $1,474; 2013 — $2,013; and 2014 — $4,154. 

The Procter & Gamble Company fully and unconditionally guarantees the registered debt and securities issued by its 100% owned 

finance subsidiaries. 

 

 

 

 

                  

June 30    2009     2008   

LONG-TERM DEBT                  

Floating rate note due July 2009    $ 1,750      $ 1,750    

Floating rate note due August 2009      1,500        1,500    

6.88% USD note due September 2009      1,000        1,000    

Floating rate note due March 2010      750        —      

2% JPY note due June 2010      522        467    

4.88% EUR note due October 2011      1,411        1,573    

3.38% EUR note due December 2012      1,975        2,203    

4.60% USD note due January 2014      2,000        —      

4.50% EUR note due May 2014      2,116        2,360    

4.95% USD note due August 2014      900        900    

3.50% USD note due February 2015      750        —      

4.85% USD note due December 2015      700        700    

5.13% EUR note due October 2017      1,552        1,731    

4.70% USD note due February 2019      1,250        —      

4.13% EUR note due December 2020      846        944    

9.36% ESOP debentures due 2009 – 2021(1) 
     896        934    

4.88% EUR note due May 2027      1,411        1,573    

6.25% GBP note due January 2030      832        993    

5.50% USD note due February 2034      500        500    

5.80% USD note due August 2034      600        600    

5.55% USD note due March 2037      1,400        1,400    

Capital lease obligations      392        407    

All other long-term debt      2,540        3,792    

Current portion of long-term debt      (6,941 )      (1,746 )  

  
       

  

      

  

TOTAL      20,652        23,581    
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NOTE 5 

RISK MANAGEMENT ACTIVITIES 

AND FAIR VALUE MEASUREMENTS 

As a multinational company with diverse product offerings, we are exposed to market risks, such as changes in interest rates, currency 

exchange rates and commodity prices. We evaluate exposures on a centralized basis to take advantage of natural exposure netting and 

correlation. To the extent we choose to manage volatility associated with the net exposures, we enter into various financial 

transactions which we account for using the applicable accounting guidance for derivative instruments and hedging activities. These 

financial transactions are governed by our policies covering acceptable counterparty exposure, instrument types and other hedging 

practices. 

At inception, we formally designate and document qualifying instruments as hedges of underlying exposures. We formally assess, 

both at inception and at least quarterly, whether the financial instruments used in hedging transactions are effective at offsetting 

changes in either the fair value or cash flows of the related underlying exposure. Fluctuations in the value of these instruments 

generally are offset by changes in the fair value or cash flows of the underlying exposures being hedged. This offset is driven by the 

high degree of effectiveness between the exposure being hedged and the hedging instrument. The ineffective portion of a change in 

the fair value of a qualifying instrument is immediately recognized in earnings. The amount of ineffectiveness recognized is 

immaterial for all periods presented. 

Credit Risk Management 

We have counterparty credit guidelines and generally enter into transactions with investment grade financial institutions. Counterparty 

exposures are monitored daily and downgrades in credit rating are reviewed on a timely basis. Credit risk arising from the inability of 

a counterparty to meet the terms of our financial instrument contracts generally is limited to the amounts, if any, by which the counter-

party‘s obligations to us exceed our obligations to the counterparty. We have not incurred and do not expect to incur material credit 

losses on our risk management or other financial instruments. 

Certain of the Company‘s financial instruments used in hedging transactions are governed by industry standard netting agreements 

with counterparties. If the Company‘s credit rating were to fall below the levels stipulated in the agreements, the counterparties could 

demand either collateralization or termination of the arrangement. The aggregate fair value of the instruments covered by these 

contractual features that are in a net liability position as of June 30, 2009 was $288 million. The Company has never been required to 

post any collateral as a result of these contractual features. 

  

Amounts in millions of dollars except per share amounts or as otherwise specified.
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Interest Rate Risk Management 

Our policy is to manage interest cost using a mixture of fixed-rate and variable-rate debt. To manage this risk in a cost-efficient 

manner, we enter into interest rate swaps in which we agree to exchange with the counterparty, at specified intervals, the difference 

between fixed and variable interest amounts calculated by reference to an agreed-upon notional amount. 

Interest rate swaps that meet specific accounting criteria are accounted for as fair value and cash flow hedges. There were no fair value 

hedging instruments at June 30, 2009 or June 30, 2008. For cash flow hedges, the effective portion of the changes in fair value of the 

hedging instrument is reported in other comprehensive income (OCI) and reclassified into interest expense over the life of the 

underlying debt. The ineffective portion, which is not material for any year presented, is immediately recognized in earnings. 

Foreign Currency Risk Management 

We manufacture and sell our products in a number of countries throughout the world and, as a result, are exposed to movements in 

foreign currency exchange rates. The purpose of our foreign currency hedging program is to manage the volatility associated with 

short-term changes in exchange rates. 

To manage this exchange rate risk, we have historically utilized a combination of forward contracts, options and currency swaps. As 

of June 30, 2009, we had currency swaps with maturities up to five years, which are intended to offset the effect of exchange rate 

fluctuations on intercompany loans denominated in foreign currencies and are therefore accounted for as cash flow hedges. The 

Company has also utilized forward contracts and options to offset the effect of exchange rate fluctuations on forecasted sales, 

inventory purchases and intercompany royalties denominated in foreign currencies. The effective portion of the changes in fair value 

of these instruments is reported in OCI and reclassified into earnings in the same financial statement line item and in the same period 

or periods during which the related hedged transactions affect earnings. The ineffective portion, which is not material for any year 

presented, is immediately recognized in earnings. 

The change in value of certain non-qualifying instruments used to manage foreign exchange exposure of intercompany financing 

transactions, income from international operations and other balance sheet items subject to revaluation is immediately recognized in 

earnings, substantially offsetting the foreign currency mark-to-market impact of the related exposure. The net earnings impact of such 

instruments was a $1,047 loss in 2009 and gains of $1,397 and $56 in 2008 and 2007, respectively. 

Net Investment Hedging 

We hedge certain net investment positions in major foreign subsidiaries. To accomplish this, we either borrow directly in foreign 

currencies and designate all or a portion of foreign currency debt as a hedge of the applicable net investment position or enter into 

foreign currency swaps that are designated as hedges of our related foreign net investments. Changes in the fair value of these 

instruments are immediately recognized in OCI to offset the change in the value of the net investment being hedged. Currency effects 

of these hedges reflected in OCI were an after-tax gain of $964 in 2009 and $2,951 loss in 2008. Accumulated net balances were a 

$4,059 and a $5,023 after-tax loss as of June 30, 2009 and 2008, respectively. 

Commodity Risk Management 

Certain raw materials used in our products or production processes are subject to price volatility caused by weather, supply conditions, 

political and economic variables and other unpredictable factors. To manage the volatility related to anticipated purchases of certain of 

these materials, we use futures and options with maturities generally less than one year and swap contracts with maturities up to five 

years. These market instruments generally are designated as cash flow hedges. The effective portion of the changes in fair value for 

these instruments is reported in OCI and reclassified into earnings in the same financial statement line item and in the same period or 

periods during which the hedged transactions affect earnings. The ineffective and non-qualifying portions, which are not material for 

any year presented, are immediately recognized in earnings. 

Insurance 

We self insure for most insurable risks. In addition, we purchase insurance for Directors and Officers Liability and certain other 

coverage in situations where it is required by law, by contract, or deemed to be in the interest of the Company. 
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Fair Value Hierarchy 

New accounting guidance on fair value measurements for certain financial assets and liabilities requires that assets and liabilities 

carried at fair value be classified and disclosed in one of the following three categories: 

  

      

Level 1:   Quoted market prices in active markets for identical assets or liabilities. 

    

Level 2:   Observable market-based inputs or unobservable inputs that are corroborated by market data. 

    

Level 3:   Unobservable inputs reflecting the reporting entity‘s own assumptions or external inputs from inactive markets. 

In valuing assets and liabilities, we are required to maximize the use of quoted market prices and minimize the use of unobservable 

inputs. We calculate the fair value of our Level 1 and Level 2 instruments based on the exchange traded price of similar or identical 

instruments where available or based on other observable instruments. The fair value of our Level 3 instruments is calculated as the 

net present value of expected cash flows based on externally provided inputs. These calculations take into consideration the credit risk 

of both the Company and our counterparties. The Company has not changed its valuation techniques in measuring the fair value of any 

financial assets and liabilities during the period. 
  

Amounts in millions of dollars except per share amounts or as otherwise specified.
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The following table sets forth the Company‘s financial assets and liabilities as of June 30, 2009 that are measured at fair value on a 

recurring basis during the period, segregated by level within the fair value hierarchy: 

  

                                

At June 30    Level 1    Level 2    Level 3    2009    2008 

Assets at fair value:                                    

Investment securities    $ —      $ 174    $ 38    $ 212    $ 282 

Derivatives relating to:                                    

Foreign currency hedges      —        —        —        —        4 

Other foreign currency instruments(1) 
     —        300      —        300      190 

Net investment hedges      —        83      —        83      26 

Commodities      3      25      —        28      229 

  
                                   

Total assets at fair value(2) 
     3      582      38      623      731 

  
                                   

            

Liabilities at fair value:                                    

Derivatives relating to:                                    

Foreign currency hedges      —        103      —        103      37 

Other foreign currency instruments(1) 
     —        39      —        39      33 

Net investment hedges      —        85      —        85      1,210 

Interest rate      —        13      —        13      17 

Commodities      2      96      3      101      —   

  
                                   

Total liabilities at fair value(3) 
     2      336      3      341      1,297 

  
                                   

  

(1) The other foreign currency instruments are comprised of non-qualifying foreign currency financial instruments. 

(2) All derivative assets are presented in prepaid expenses and other current assets or other noncurrent assets with the exception of investment securities which are 

only presented in other noncurrent assets. 

(3) All liabilities are presented in accrued and other liabilities or other noncurrent liabilities. 
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The table below sets forth a reconciliation of the Company‘s beginning and ending Level 3 financial assets and liabilities balances for 

the year ended June 30, 2009. 

  

                  

     Derivatives     

Investment 

 Securities   

BEGINNING OF YEAR    $ 17      $ 46    

Total gains or (losses) (realized/unrealized) included in 

earnings (or changes in net assets)      —          (2 )  

Total gains or (losses) (realized/unrealized) included in OCI 

     (27 )      (6 )  

Net purchases, issuances and settlements      7        —      

Transfers in /(out) of Level 3      —          —      

  
       

  

      

  

END OF YEAR      (3 )      38    

  
       

  

      

  

  

Amounts in millions of dollars except per share amounts or as otherwise specified.
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Derivatives in Cash Flow Hedging 

 Relationships    

Notional Amount 

 (Ending Balance)    Fair Value Asset (Liability)     

Amount of Gain or (Loss) 

 Recognized in OCI on 

 Derivative (Effective Portion)     

Amount of Gain or (Loss) 

 Reclassified from 

 Accumulated OCI 

 into Income 

 (Effective Portion) (1) 

  

          June 30     June 30     Twelve Months Ended June 30 

  

Interest rate contracts 

   $ 4,000    $ (13 )    $ 18      $ 

(56 )  

Foreign currency contracts 

     690      (103 )      26        

(66 )  

Commodity contracts 

     503      (73 )      (62 )      

(170 )  

  
              

  

      

  

    

    

Total 

     5,193      (189 )      (18 )      

(292 )  

  
              

  

      

  

    

    

          

Derivatives in Net Investment Hedging 

 Relationships    

Notional Amount 

 (Ending Balance)    Fair Value Asset (Liability)     

Amount of Gain or (Loss) 

 Recognized in OCI on 

 Derivative (Effective Portion)     

Amount of Gain or (Loss) 

 Recognized in Income on 

 Derivative (Ineffective Portion 

 and Amount Excluded from 

 Effectiveness Testing) (1) 

  

          June 30     June 30     Twelve Months Ended June 30 

  

Net investment hedges 

   $ 2,271    $ (2 )    $ (2 )    $ 

(5 )  

  
              

  

      

  

    

    

Total 

     2,271      (2 )      (2 )      

(5 )  

  
              

  

      

  

    

    

          

Derivatives Not Designated as Hedging 

 Instruments    

Notional Amount 

 (Ending Balance)    Fair Value Asset (Liability)     

Amount of Gain or (Loss) 

 Recognized in Income on 

 Derivative (1)       

  

          June 30     Twelve Months Ended June 30       

  

Foreign currency contracts 

   $ 12,348    $ 261      $ (1,047 )      

    

Commodity contracts 

     —        —          (5 )      

    

  
              

  

      

  

  

  

    

Total 

     12,348      261        (1,052 )      
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Disclosures about Derivative Instruments 

The fair values and amounts of gains and losses on qualifying and non-qualifying financial instruments used in hedging transactions as 

of, and for the year ended, June 30, 2009 are as follows: 

  

  

(1) The gain or loss reclassified from accumulated OCI into income is included in the consolidated statement of earnings as follows: interest rate contracts in interest 

expense, foreign currency contracts in SG&A and interest expense, commodity contracts in cost of products sold and net investment hedges in interest expense. 

During the next 12 months, the amount of the June 30, 2009 OCI balance that will be reclassified to earnings is expected to be 

immaterial. In addition, the total notional amount of contracts outstanding at the end of the period is indicative of the level of the 

Company‘s derivative activity during the period. 

  

Amounts in millions of dollars except per share amounts or as otherwise specified. 

 

 

 

 

 

 


