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Does Fair Value Accounting for Liabilities Mislead Non-Professional Investors? 

 

Our study relates to the literature in two areas. First, there is a body of theoretical litera-ture 
on the decision usefulness of fair value accounting in general (e.g., Hitz 2007) and with respect 
to financial instruments (e.g., Poon 2004). This stream of research also encom-passes the 
empirical contribution on equity returns associated with credit risk changes, which is related to 
the issue of understandability (Barth et al. 2008). Further work in this field uses fictive case 
studies (e.g., Lipe 2002) or numerical examples (e.g., Crooch and Up-ton 2001; Chasteen and 
Ransom 2007; Heckman 2004). 

A second related (empirical) research stream analyses the effect of various accounting 
methods or presentation formats. For example, Ahmed et al. (2006) examine the recogni-tion 
or disclosure of fair values of derivative financial instruments. Hirst et al. (2004) show that even 
financial analysts are influenced by the selected accounting method. There are many similar 
studies which, however, do not explicitly cover liability measurement, but illustrate, for 
example, that presentation format influences investor perception of account-ing data (e.g., 
Elliott 2006; Frederickson and Miller 2004; Maines and McDaniel 2000; Hirst and Hopkins 
1998). 

In contrast to the extant literature on “recognition versus disclosure” we focus on the un-
derstandability of accounting methods reflecting a change in creditworthiness as well as on 
combinations of forms of disclosure and recognition. We thus aim to assess whether re-duced 
understandability is a valid constraint in the ongoing debate and to which extent dis-closures 
can act as a remedy for the counter-intuitive effect of a fair value gain or loss due to a changed 
creditworthiness. To the best of our knowledge, the understandability of fair value 
measurement for liabilities has not yet been analysed empirically. Our study seeks to contribute 
to both research and standard-setting, as it provides experimental evidence on four relevant 
issues. First, we contribute to the academic literature by being the first to ex-perimentally 
examine the understandability of fair value accounting for liabilities. Second, insights into the 
relevance of disclosures on creditworthiness are provided. Specifically, we verify the extent to 
which disclosures help investors to correctly interpret fair value measures. Third, learning 
effects are considered and fourth, we measure the cognitive effort necessary to interpret 
liability fair values. 


