
 
  

Summary of FASB Statement No. 157, Fair 

Value Measurements 

Introduction  
In September 2006, the Financial Accounting Standards Board (FASB or the “Board”) issued FASB 
Statement No. 157, Fair Value Measurements, (the Statement or Statement 157).  Statement 157 
establishes a framework for measuring fair value in generally accepted accounting principles (GAAP), 
clarifies the definition of fair value within that framework, and expands disclosures about the use of 
fair value measurements.   

In many of its pronouncements, the FASB has previously concluded that fair value information is 
relevant to the users of financial statements and has required (or permitted) fair value as a 
measurement objective.  However, prior to the issuance of this Statement, there was limited guidance 
for applying the fair value measurement objective in GAAP.  Guidance was dispersed among the many 
pronouncements that required (or permitted) fair value measurements, and differences in guidance 
created inconsistencies in application that added to the complexity in GAAP.  Statement 157 provides 
a framework that clarifies the fair value measurement objective within GAAP and its application under 
the various pronouncements that require (or permit) fair value measurements.  The Statement is 
intended to increase consistency and comparability among fair value estimates used in financial 
reporting.  As such, this Statement applies to all other accounting pronouncements that require (or 
permit) fair value measurements, except for the measurement of share-based payments.  The Statement 
does not apply to accounting standards that require (or permit) measurements that are similar to, but 
not intended to represent, fair value.  

This Statement does not require any new fair value measurements in GAAP.  The Board has stated it 
will separately consider issues surrounding “what” to measure at fair value and “when” to measure 
items at fair value on a project-by-project basis.  However, the Board will utilize the framework and 
the concepts that have been established in Statement 157 in making its future determinations regarding 
whether to require (or permit) the further use of fair value measurements in financial reporting.   

Statement 157 incorporates and builds on existing guidance in Concepts Statement No. 7, Using Cash 
Flow Information and Present Values in Accounting Measurements, as well as accepted financial 
theory and valuation techniques.  Nevertheless, the application of the Statement will result in a number 
of changes to current practices.  Many of these changes stem from the revised definition of fair value 
and the application of this definition within the framework established by the Statement.  Although the 
revised definition retains the exchange price notion of previous definitions, it clarifies a number of key 
considerations with respect to fair value as a measurement objective for financial reporting purposes.  
These clarifications include: 
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• Fair value is the price to sell an asset or transfer a liability and, therefore, represents an exit 

price, not an entry price.   
• The exit price for an asset or liability is conceptually different from its transaction price (an 

entry price).  While exit and entry price may be identical in many situations, the transaction 
price is no longer presumed to represent the fair value of an asset or liability on its initial 
recognition. 

• Fair value is an exit price in the principal market (or, lacking a principal market, the most 
advantageous market) in which the reporting entity would transact.  

• Fair value is a market-based measurement, not an entity specific measurement. 
• Fair value measures should not be adjusted for transaction costs. 

With respect to derivatives and other financial instruments, Statement 157 serves to nullify the existing 
guidance in paragraph 3 of EITF Issue 02-3, Issues Involved in Accounting for Trading Purposes and 
Contracts Involved in Energy Trading and Risk Management Activities, as well as the similar guidance 
in FASB Statement No. 155, Accounting for Certain Hybrid Financial Instruments.  In addition, the 
Statement affirms the FASB’s prohibition on the use of blockage factors for financial instruments 
traded in active markets, and extends this prohibition to broker-dealers and investment companies 
within the scope of the AICPA Audit and Accounting Guides for those industries.   

Statement 157 clarifies that a fair value measurement for a liability should reflect the risk that the 
obligation will not be fulfilled (i.e., nonperformance risk).  A reporting entity’s own credit risk is a 
component of the nonperformance risk associated with its obligations and, therefore, should be 
considered in all periods in which a liability is measured at fair value.   

The Statement also clarifies that a fair value measurement for a restricted asset should consider the 
effect of the restriction if market participants would consider the effect of the restriction in pricing the 
asset.  This guidance is applicable for stocks with restrictions that determinate within one year and 
therefore serves to amend previous guidance in FASB Statement No. 115, Accounting for Certain 
Investments in Debt and Equity Securities, and No. 124, Accounting for Certain Investments Held by 
Not-for-Profit Organizations.  

The Statement expands disclosures about the use of fair value to measure assets and liabilities and the 
effect of these measurements on earnings.  Much of the disclosure is focused on the inputs used to 
measure fair value, particularly in instances where the measurement uses significant unobservable 
(Level 3) inputs.  This disclosure attempts to give users of the financial statements the ability to assess 
the reliability of an entity’s fair value measurements.    

Statement 157 is effective for fiscal years beginning after November 15, 2007 (i.e., effective January 1, 
2008 for calendar year-end entities).  Early adoption is allowed, provided that the reporting entity has 
not yet issued financial statements (including interim financial statements) for the fiscal year in which 
the Statement is adopted.  The provisions of the Statement are to be applied prospectively as of the 
beginning of the fiscal year in which the Statement is initially applied, except as it pertains to a change 
in accounting principles related to (i) large positions previously accounted for using a block discount 
and (ii) financial instruments (including derivatives and hybrids) that were initially measured at fair 
value using the transaction price in accordance with guidance in footnote 3 of EITF 02-3 or similar 
guidance in FASB Statement 155.  For these transactions, differences between the amounts recognized 
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in the statement of financial position prior to the adoption of Statement 157 and the amounts 
recognized after adoption should be accounted for as a cumulative-effect adjustment to the opening 
balance of retained earnings for the fiscal year in which the Statement is initially applied.  

This publication is organized by paragraph number of the Statement.  The shaded sections of the 
publication are excerpted from the Statement verbatim.  The Interpretive Guidance sections following 
the respective paragraphs summarize our understanding of the paragraph’s requirements.  We 
anticipate issuing additional interpretative guidance on Statement 157 through our E&Y Financial 
Reporting Developments booklet, Fair Value Measurements for Financial Reporting.  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
This publication has been carefully prepared but it necessarily contains information in summary form 
and is therefore intended for general guidance only; it is not intended to be a substitute for detailed 
research or the exercise of professional judgment.  The information presented in this publication 
should not be construed as legal, tax, accounting, or any other professional advice or service.  Ernst & 
Young LLP can accept no responsibility for loss occasioned to any person acting or refraining from 
action as a result of any material in this publication.  You should consult with Ernst & Young LLP or 
other professional advisors familiar with your particular factual situation for advice concerning specific 
audit, tax or other matters before making any decision. 
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Scope 
Excerpt from Statement 157  
2. This Statement applies under other accounting pronouncements that require or permit fair value 

measurements, except as follows: 

 a. This Statement does not apply under accounting pronouncements that address share-based 
payment transactions: FASB Statement No. 123 (revised 2004), Share-Based Payment, and 
its related interpretive accounting pronouncements that address share-based payment 
transactions. 

 b. This Statement does not eliminate the practicability exceptions to fair value measurements 
in accounting pronouncements within the scope of this Statement. 

3. This Statement does not apply under accounting pronouncements that require or permit 
measurements that are similar to fair value but that are not intended to measure fair value, 
including the following: 

 a. Accounting pronouncements that permit measurements that are based on, or otherwise use, 
vendor-specific objective evidence of fair value. 

 b. ARB No. 43, Chapter 4, “Inventory Pricing.” 

2.1 Scope  
Statement 157 applies to all existing pronouncements under GAAP that require (or permit) the use of 
fair value, with the exception of FASB Statement No. 123(R), Share Based Payment (Statement 123 
(R)).  While certain measurements in Statement 123(R) are conceptually fair value measures, certain 
share-based payment arrangements entered into with employees are recognized using fair-value-based 
measures.  Although these fair-value-based measures may utilize valuation techniques similar to those 
used in fair value measures, the measurement objective required by Statement 123(R) for share-based 
payment transactions excludes the effects of: (a) service conditions, performance conditions, and other 
restrictions that apply only during the requisite service period; (b) reload features that may be included 
in the terms of the award; and (c) contingent features that may require the employee to return the 
equity instruments (or the realized gain from the sale of the equity instruments) at some point in the 
future.  These conditions, restrictions, and features would be considered in a true fair value 
measurement.  As such, the Board made a practical decision to exclude Statement 123(R), in its 
entirety, from the scope of the Statement.  

Statement 157 does not require any additional fair value measures in financial reporting. 

2.2 Present Value Techniques  
Accounting conventions can differ in their use of present value techniques, and these techniques can be 
used for purposes other than estimating fair value.  While many measurements determined using 
present value techniques are meant to represent fair value as defined in the Statement (e.g., receivables 
and payables accounted for under APB Opinion No. 21, Interest on Receivables and Payables), other 
measurements determined using present value techniques are not.   
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For example, the measurement object for an impaired loan accounted for under FASB Statement No. 
114, Accounting by Creditors for Impairment of a Loan (Statement 114), is not meant to represent the 
fair value of the impaired loan, even though impairment is determined using present value techniques.  
Under Statement 114, a creditor is required to determine impairment based on the present value of the 
loan’s expected future cash flows discounted at the loan's effective interest rate, not the market rate of 
interest, as would be required under a fair value measure.  The effective interest rate of a loan is the 
rate of return implicit in the loan (i.e., the contractual interest rate adjusted for any net deferred loan 
fees or costs, premium, or discount existing at the origination or acquisition of the loan) and is used to 
determine impairment based only on a deterioration of credit quality rather than on changes in other 
current economic events.  Therefore, the present value measurement required for an impaired loan 
under Statement 114 is conceptually different than that of a present value measurement meant to 
estimate fair value.  However, the guidance in Statement 157 is still applicable as it relates to the 
practical expedient in Statement 114 that allows for an impaired loan to be measured at an observable 
market price or at the fair value of its collateral, if the loan is collateral dependent.  

2.3 Practicability Exceptions   
Certain accounting pronouncements within the scope of the Statement permit practicability exceptions 
to the use of fair value as a measurement objective in specified circumstances.1  Statement 157 does 
not eliminate the practicability exceptions in existing standards.  The retention of these practicability 
exceptions will serve to limit the applicability of Statement 157 in certain situations and result in the 
continuation of some inconsistencies with respect to fair value measures.  As discussed by the Board in 
paragraph 21 of the Basis for Conclusions of Statement 157 (Basis for Conclusions), the practicability 
exceptions fall primarily into the following categories: 

1. The use of transaction price (an entry price) to measure fair value at initial recognition (e.g., 
FIN 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including 
Indirect Guarantees of Indebtedness of Others). 

2. An exception to the fair value requirement if it is not practicable to measure fair value (e.g., 
FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments). 

3. An exception to the fair value requirement if fair value is not readily determinable (e.g., FASB 
Statement No. 143, Accounting for Asset Retirement Obligations).  

4. An exception to the fair value requirement if fair value cannot be measured with sufficient 
reliability (e.g., FASB Statement No. 116, Accounting for Contributions Received and 
Contributions Made).   

Certain existing pronouncements require the use of the transaction price as a practical expedient to 
measure the fair value of an asset or liability on initial recognition.  For example, FIN 45 states that, 
for a guarantee issued in a standalone arm’s-length transaction with an unrelated party, the liability 
recognized at the inception of the guarantee should be the premium received or receivable by the 
guarantor.  While Statement 157 clarifies that transaction price (an entry price) is no longer presumed 
to represent fair value at initial recognition (as will be discussed in more detail in section 17.1), the 

                                                 
1 Footnote 2 of the Statement identifies existing pronouncements that permit a practicability exception to the use of fair 
value as a measurement objective.   
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Statement did not remove the practicability exceptions in the pronouncements that provide for the use 
of transaction price to measure fair value on initial recognition. 

The exceptions related to practicability referred to in item 2 above are focused primarily on cost (i.e., 
whether excessive cost would be incurred in order for an entity to estimate fair value).  This is a 
dynamic concept, and as such, the determination as to what is excessive may differ from one entity to 
another.2  The consideration of cost differs from the exceptions discussed in items 3 and 4 above, 
which focus primarily on the level of uncertainty in the measurement.  In many instances, the 
pronouncements that allow for these exceptions defer the required use of fair value until such time that 
the level of uncertainty in the measurement is reduced to an acceptable level.  While the individual 
pronouncements provide guidance as to when the exception should be applied, significant judgment is 
required in making this determination.   

In the Basis for Conclusions, the Board clarifies that FASB Statement No. 141, Business 
Combinations, does not require the use of fair value as the measurement objective for a number of 
assets acquired and liabilities assumed in a business combination.  The intention of the Board’s 
clarification was to remind constituents that while the measurement requirements for certain assets and 
liabilities acquired or assumed in a business combination (e.g., receivables, notes payables, plant and 
equipment to be used) may use similar concepts (i.e., present value techniques) to those used in fair 
value measures, fair value is not the measurement objective and, therefore, these measures are not 
subject to the guidance in Statement 157.3   

While the Board decided not to eliminate the practicability exceptions discussed above, it did clarify an 
important point with respect to the inclusion of a risk premium in the determination of a fair value 
measure.  FASB Concepts Statement No. 7, Using Cash Flow Information and Present Value in 
Accounting Measurements (Concepts Statement 7), states that a fair value estimate should represent the 
price that market participants would demand for bearing risk and uncertainty, if the amount of a risk 
adjustment is identifiable, measurable, and significant.  Statement 157 serves to elevate and in certain 
cases expand on the guidance in Concepts Statement 7.  The Statement, unlike Concepts Statement 7, 
requires the inclusion of a risk adjustment in measuring fair value if a market participant would include 
one in pricing the asset or liability, even if the adjustment is difficult to determine.  The exclusion of a 
risk premium when a market participant would assume one results in a measure that does not faithfully 
represent fair value and therefore the degree of difficulty in determining a risk adjustment is not a 
sufficient basis for its exclusion.  

Measurement 
Excerpt from Statement 157  
5. Fair value is 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. 

                                                 
2 Statement 157 includes its own undue cost and effort criteria with respect to the determination of market participant 
assumptions related to unobservable (Level 3) inputs.  This concept is discussed in section 30.1 of this document. 
3 Statement 141 does require certain assets and liabilities acquired in a business combination to be measured at fair value 
(e.g., intangible assets) and therefore is subject to the guidance in Statement 157.  
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5.1 Definition of Fair Value   
The FASB decided that a singular definition of fair value is a fundamental requirement in the 
development of a framework for measuring fair value for financial reporting.  As such, Statement 157 
introduces a revised definition of fair value that replaces all existing definitions in GAAP, and is to be 
applied consistently across all applicable accounting guidance.  While the definition in the Statement 
maintains the exchange price notion that existed in previous definitions of fair value in the accounting 
literature, this revised definition (and its application in the fair value framework) provides clarity on a 
number of key points, including the following: 

• Fair value is the price to sell an asset or transfer a liability and therefore represents an exit 
price, not an entry price. 

• The exit price for an asset or liability is conceptually different from its transaction price (an 
entry price).  While exit and entry price may be identical in many situations, the transaction 
price is no longer presumed to represent the fair value of an asset or liability on its initial 
recognition. 

• Fair value is the exit price in the principal market (or, if lacking a principal market, the most 
advantageous market) in which the reporting entity would transact.  However, the price in the 
exit market should not be adjusted for transaction costs.    

• Fair value is a market-based measurement, not an entity specific measurement, and as such is 
determined based on the assumptions that market participants would use in pricing the asset or 
liability.   

• The transaction to sell the asset or transfer the liability is a hypothetical transaction as of the 
measurement date and assumes an appropriate period of exposure to the market, such that the 
transaction is considered orderly. 

 
Instead of focusing solely on a definition, Statement 157 establishes a framework (or approach) meant 
to provide guidance with respect to how the revised definition of fair value should be applied in 
financial reporting.  Many of the key concepts used in the fair value measurement framework are 
connected and their inter-relationships need to be considered in the context of the entire approach.   

The following diagram (Diagram 1) summarizes our view regarding the interaction among the various 
components of the fair value approach as prescribed in the Statement.   
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The key concepts within the fair value approach are expanded upon in the Statement and are discussed 
further in the following sections of this document. 

The Asset or Liability  
Excerpt from Statement 157  
6. A fair value measurement is for a particular asset or liability.  Therefore, the measurement 

should consider attributes specific to the asset or liability, for example, the condition and/or 
location of the asset or liability and restrictions, if any, on the sale or use of the asset at the 
measurement date. The asset or liability might be a standalone asset or liability (for example, a 
financial instrument or an operating asset) or a group of assets and/or liabilities (for example, 
an asset group, a reporting unit, or a business). Whether the asset or liability is a standalone 
asset or liability or a group of assets and/or liabilities depends on its unit of account. The unit of 
account determines what is being measured by reference to the level at which the asset or 
liability is aggregated (or disaggregated) for purposes of applying other accounting 
pronouncements. The unit of account for the asset or liability should be determined in 
accordance with the provisions of other accounting pronouncements, except as provided in 
paragraph 27.  
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6.1 Attributes Specific to an Asset or Liability 
The Statement clarifies that fair value is the price to sell an asset or transfer a liability.  This 
clarification serves to distinguish the fair value of a particular asset or liability from the price to merely 
offset certain risks associated with the same asset or liability.  This can be an important distinction, 
particularly in the valuation of certain financial instruments (e.g., derivatives) that are typically not 
“exited” through a sale or transfer.   

In addition, the Statement clarifies that a fair value measurement should consider attributes that are 
specific to the asset or liability.  For example, age and miles flown would be considered attributes of an 
aircraft that would need to be considered in determining a fair value measure for this asset.  

6.2 Unit of Account   
The unit of account serves to define what is being measured for financial reporting purposes.  It is an 
accounting consideration that determines the level at which an asset or liability is aggregated or 
disaggregated for purposes of applying this Statement, as well as other accounting pronouncements. 
The specification of exactly what asset or liability is being measured, while basic, is fundamental to 
determining its fair value.   

It can be easy to confuse the concept of “unit of account” with that of “valuation premise” because 
both concepts deal with determining the appropriate aggregation or disaggregation of assets and 
liabilities.  However, to appropriately apply the Statement the distinction between these two concepts 
must be understood.  Unit of account is an accounting consideration that, as it pertains to the 
application of Statement 157, primarily drives the level of aggregation (or disaggregation) for 
presentation and disclosure purposes (e.g., whether disclosure requirements are made at the individual 
asset level or for a group of assets).  Valuation premise is a valuation consideration that determines 
how the asset or liability is measured (i.e., based on the value it derives on a standalone basis or the 
value it derives in conjunction with other assets and liabilities).4   

The distinction between these two concepts becomes clear in a situation where the unit of account for 
an asset differs from its valuation premise.  For example, consider an asset, such as customized 
machinery, that was acquired outside of a business combination, along with other assets as part of an 
operating line.  Although the unit of account for the customized machinery may be as a standalone 
asset (i.e., it is recorded for accounting purposes at the individual asset level), the determination of the 
value of the machinery is derived from use with other assets in the operating line.   

Except for requiring financial instruments with quoted prices in active markets to be measured as 
individual instruments, Statement 157 does not prescribe the unit of account to be used for assets and 
liabilities required (or permitted) to be measured at fair value.  Instead, the Statement notes that the 
unit of account should be determined in accordance with the provisions of other accounting 
pronouncements. 

                                                 
4 The concept of valuation premise is discussed in more detail in section 12.1 Highest and Best Use. 
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The Price  
Excerpt from Statement 157  
7. A fair value measurement assumes that the asset or liability is exchanged in an orderly 

transaction between market participants to sell the asset or transfer the liability at the 
measurement date. An orderly transaction is a transaction that assumes exposure to the market 
for a period prior to the measurement date to allow for marketing activities that are usual and 
customary for transactions involving such assets or liabilities; it is not a forced transaction (for 
example, a forced liquidation or distress sale). The transaction to sell the asset or transfer the 
liability is a hypothetical transaction at the measurement date, considered from the perspective 
of a market participant that holds the asset or owes the liability. Therefore, the objective of a 
fair value measurement is to determine the price that would be received to sell the asset or paid 
to transfer the liability at the measurement date (an exit price). 

7.1 Orderly Transaction   
The concept of an orderly transaction in the definition of fair value is meant to distinguish a fair value 
measure from the exit price in a distressed sale or a forced liquidation, which would not represent fair 
value.  As such, an orderly transaction assumes than the asset or liability is exposed to the market prior 
to the measurement date for a period that is usual and customary to allow for information 
dissemination and marketing.   

The transaction to sell an asset or transfer a liability as of the measurement date is, by definition, a 
hypothetical transaction for the particular asset or liability being measured at fair value in that the 
transaction has not yet occurred.  If the asset had actually been sold or the liability actually transferred 
as of the measurement date, there would be no asset or liability to measure at fair value.  However, the 
concept of a hypothetical transaction is not meant to suggest that pricing information from actual 
transactions for identical or similar assets and liabilities, as of the measurement date, is not required to 
be considered in the determination of fair value.  In fact, the Statement establishes a fair value 
hierarchy (discussed in section 22.1) to prioritize the inputs used to measure fair value based on the 
relative reliability of the inputs.   

The concept of a hypothetical transaction clarifies that the transaction between market participants 
does not consider management’s intent to actually sell the asset or transfer the liability at the 
measurement date, and it does not consider the reporting entity’s ability to enter into the transaction on 
the measurement date.  Consider a hypothetical transaction to sell a security that is restricted from sale 
as of the measurement date.  While the restriction may impact the determination of a fair value amount 
for the asset or liability, it does not preclude the consideration of a hypothetical transaction to sell the 
restricted security. 
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The Principal (or Most Advantageous) Market   
Excerpt from Statement 157  
8. A fair value measurement assumes that the transaction to sell the asset or transfer the liability 

occurs in the principal market for the asset or liability or, in the absence of a principal market, 
the most advantageous market for the asset or liability. The principal market is the market in 
which the reporting entity would sell the asset or transfer the liability with the greatest volume 
and level of activity for the asset or liability. The most advantageous market is the market in 
which the reporting entity would sell the asset or transfer the liability with the price that 
maximizes the amount that would be received for the asset or minimizes the amount that would 
be paid to transfer the liability, considering transaction costs in the respective market(s). In 
either case, the principal (or most advantageous) market (and thus, market participants) should 
be considered from the perspective of the reporting entity, thereby allowing for differences 
between and among entities with different activities. If there is a principal market for the asset 
or liability, the fair value measurement shall represent the price in that market (whether that 
price is directly observable or otherwise determined using a valuation technique), even if the 
price in a different market is potentially more advantageous at the measurement date.   

 
9. The price in the principal (or most advantageous) market used to measure the fair value of the 

asset or liability shall not be adjusted for transaction costs.  Transaction costs represent the 
incremental direct costs to sell the asset or transfer the liability in the principal (or most 
advantageous) market for the asset or liability.  Transaction costs are not an attribute of the 
asset or liability; rather, they are specific to the transaction and will differ depending on how 
the reporting entity transacts. However, transaction costs do not include the costs that would be 
incurred to transport the asset or liability to (or from) its principal (or most advantageous) 
market. If location is an attribute of the asset or liability (as might be the case for a 
commodity), the price in the principal (or most advantageous) market used to measure the fair 
value of the asset or liability shall be adjusted for the costs, if any, that would be incurred to 
transport the asset or liability to (or from) its principal (or most advantageous) market.  

8.1 Principal Market  
In addition to being an orderly transaction, a fair value measurement assumes that the transaction to 
sell the asset or transfer the liability occurs in the principal market for the asset or liability.  The 
Statement describes the principal market as the market in which the reporting entity would sell the 
asset or transfer the liability with the greatest volume and level of activity.  The determination of the 
principal market (and as a result the market participants in the principal market) is made from the 
perspective of the reporting entity.  This is an important clarification in the Statement in that it 
acknowledges that different reporting entities may sell assets or transfer liabilities in different markets 
depending on their activities.  For example, a securities dealer may exit a financial instrument by 
selling in the inter-dealer market, while a manufacturing company would sell a financial instrument in 
the retail market.  The term “would sell or transfer” in the description of the principal market is meant 
to imply that the reporting entity has access to the market in question.  As such, it would not be 
appropriate for a manufacturing company to assume that it would transact in the inter-dealer market 
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(even when considering a hypothetical transaction), because the company does not have access to this 
market.    

The recognition in Statement 157 that different entities may sell identical instruments in different 
markets (and therefore at different exit prices) has important implications, particularly with respect to 
the initial recognition of certain financial instruments, such as derivatives.  Under the framework 
established by the Statement, a “Day 1” gain recognized by a dealer on a derivative instrument would 
not imply that the retail counterparty to this transaction has an offsetting loss at initial recognition, as 
the dealer and the retail counterparty would exit the transaction in different principal markets and 
therefore at different exit prices (fair values).   

8.2 Most Advantageous Market 
The Statement specifies that if there is a principal market for the asset or liability being measured, the 
fair value measure for that asset or liability should represent the price in that market, even if the price 
in a different market is more advantageous at the measurement date.  In other words, the most 
advantageous market concept is applied only in situations where the reporting entity determines there 
is no principal market for the asset or liability being measured.  

The most advantageous market concept is based on the assumption that the goal of most entities is to 
maximize profits or net assets, which is an assumption that the Board concluded was reasonable and 
that embodies normal economic behavior.  However, the Board agreed that prioritizing the principal 
market over the most advantageous market provided a more practical approach in that it would not 
require an entity to continuously assess prices across all possible markets to determine the most 
advantageous price for the asset or liability being measured.  In addition, the Board stated its belief that 
the principal market generally represents the most advantageous market.  

9.1 Transaction Costs  
The Statement clarifies that the price in the principal (or most advantageous) market used to measure 
fair value should not be adjusted for transaction costs (i.e., commissions, certain due diligence costs, 
etc.).  Transaction costs represent incremental direct costs to transact in the principal (or most 
advantageous) market and are not an attribute of the asset or liability being measured.  Therefore, they 
should not be included in the fair value measurement of the asset or liability.  Statement 157 does not 
provide any specific guidance as to when transaction costs should be recognized or where they should 
be reported, but simply states that these costs should be accounted for in accordance with the 
provisions of other accounting pronouncements.   

Although transaction costs are not included in the fair value measure of an asset or liability, they 
should be considered when a reporting entity assesses its most advantageous market.  The most 
advantageous market for an asset or liability is the market that maximizes the net amount that will be 
received for an asset or minimizes the net amount that will be paid to transfer a liability.   

The following example from Appendix A of Statement 157 highlights how an entity would consider 
transaction costs in determining its most advantageous market.    
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Excerpt from Statement 157  
Example5: 
 
A financial asset is traded on two different exchanges with different prices.  The reporting entity 
transacts in both markets and has the ability to access the price in those markets for the asset at the 
measurement date.  In Market A, the price that would be received is $26, and transaction costs in that 
market are $3 (the net amount that would be received is $23). In Market B, the price that would be 
received is $25, and transaction costs in that market are $1 (the net amount that would be received in 
Market B is $24). 
  
The most advantageous market is the market in which the reporting entity would sell the asset with the 
price that maximizes the amount that would be received for the asset, considering transaction costs in 
the respective markets (that is, the net amount that would be received in the respective markets).  
Because the price in Market B adjusted for transaction costs would maximize the net amount that 
would be received for the asset ($24), the fair value of the asset would be measured using the price in 
that market ($25). Although transaction costs are considered in determining the most advantageous 
market, the price in that market used to measure the fair value of the asset is not adjusted for those 
costs. 

9.2 Transportation Costs  
The Statement clarifies that transportation costs are different than transaction costs in that they 
represent costs that would be incurred to transport an asset or liability to (or from) the principal (or 
most advantageous) market.  If location is an attribute of the asset or liability being measured (as might 
be the case with a commodity), then the price in the principal (or most advantageous) market should be 
adjusted to include transportation costs.  For example, consider an entity (Entity A) which holds a 
physical commodity measured at fair value in its warehouse in New York.  The primary market in 
which entity A would sell this commodity is the London Exchange.  The exchange price for the asset is 
$25, however the contracts traded on the exchange for this commodity require delivery in London.  
Assume that it would cost Entity A $5 to transport the physical commodity to London.  Assume also 
that Entity A would pay a broker commission of $3 to transact on the exchange.  The fair value of the 
physical commodity would be $20, the price in the principal market for the asset ($25) less 
transportation costs ($5).  The $3 broker commission represents a transaction cost that would not adjust 
the price in the principal market.  

                                                 
5 Extract from Example 6 in Appendix A of Statement 157.  
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Market Participants   
Excerpt from Statement 157  
10. Market participants are buyers and sellers in the principal (or most advantageous) market for 

the asset or liability that are:   

 a. Independent of the reporting entity; that is, they are not related parties. 
 b. Knowledgeable, having a reasonable understanding about the asset or liability and the 

transaction based on all available information, including information that might be obtained 
through due diligence efforts that are usual and customary. 

 c. Able to transact for the asset or liability. 
 d. Willing to transact for the asset or liability; that is, they are motivated but not forced or 

otherwise compelled to do so. 

11. The fair value of the asset or liability shall be determined based on the assumptions that market 
participants would use in pricing the asset or liability. In developing those assumptions, the 
reporting entity need not identify specific market participants. Rather, the reporting entity 
should identify characteristics that distinguish market participants generally, considering 
factors specific to (a) the asset or liability, (b) the principal (or most advantageous) market for 
the asset or liability, and (c) market participants with whom the reporting entity would transact 
in that market. 

10.1 Characteristics of Market Participants 
The Statement defines market participants as the buyers and sellers of an asset or liability in the 
principal market. In determining potential market participants, certain characteristics should be 
considered, including the legal capability and the operating and/or financial capacity of an entity to 
purchase the subject asset or assume the subject liability. Market participants must have both the 
willingness and the ability to transact at fair value. For example, in the valuation of a reporting unit 
under FASB Statement No. 142, Goodwill and Other Intangible Assets, the market participants 
considered in the analysis should be in both a financial and operating position to purchase the subject 
reporting unit. Determining the characteristics of market participants within the principal (or most 
advantageous) market of the reporting entity requires significant judgment.  

Market participants in the principal (or most advantageous) market should have the knowledge of the 
asset or liability necessary to appropriately benefit from the asset or cure the liability.   The appropriate 
level of knowledge may not be obtainable solely from public observations, but could be obtained in the 
course of a normal due diligence process. 

As previously noted, the principal (or most advantageous) market is determined from the perspective 
of the reporting entity (or operating unit within a reporting entity).  As a result, other entities within the 
same industry in which the reporting entity operates will most likely be considered as market 
participants.  However, market participants may be outside of the reporting entity’s industry, especially 
when considering the fair value of assets on a standalone basis.  For instance, a residential real estate 
development entity may be considered a market participant in measuring the fair value of land held by 
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a manufacturing company, if the highest and best use6 of the land is deemed to be residential real estate 
development. 

11.1 Market Participant Assumptions   
Statement 157 specifies that fair value is not the value specific to one entity, but rather is meant to be a 
market-based measurement. If market participants would consider adjustments for the inherent risk of 
the asset or liability, or consider the risk in the valuation technique used to measure fair value, then 
such risk adjustments should be considered in the fair value assumptions.  

Fair value is not the value specific to the reporting entity, and it is not the specific value to one market 
participant whose risk assessment may differ from other market participants. The reporting entity 
should consider those factors that market participants, in general, would consider.  As such, individual 
market participants do not need to be identified, nor should fair value be measured by the specific 
intent or use of the asset or the underlying assumptions of a single market participant.  For instance, if 
a single market participant, Market Participant A, is willing to pay a higher price for an asset than the 
remaining market participants due to specific synergies that only Market Participant A could achieve, 
fair value would not be measured as the price that Market Participant A would be willing to pay for the 
asset.  Instead, fair value would be the price that the remaining market participants would pay for the 
asset.  

The characteristics of market participants and the factors that market participants would consider 
determine the assumptions utilized in the measurement of fair value for the asset or liability.  In 
situations where market observable data is not available, the reporting entity is allowed to use its own 
data as a basis for its assumptions in determining fair value.  However, adjustments should be made to 
the entity’s own data if readily available market data indicates that market participant assumptions 
would differ from the assumptions specific to that reporting entity.  (See section 30.1 on Level 3 inputs 
for further discussion of this point.) 

The intended use and risk assumptions for an asset or asset group may differ among market 
participants transacting in the principal market for the asset.  For example, the principal market in 
which the reporting entity would transact may contain both strategic and financial buyers.  Both types 
of buyers may have the characteristics of a market participant; however, the value measurement of an 
asset may differ among these two types of market participants. 

The following example from Appendix A of Statement 157 illustrates this point. 

                                                 
6 The concept of highest and best use is discussed in section 12.1 of this document. 
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Excerpt from Statement 157  
Example7: 
The reporting entity, a strategic buyer, acquires a group of assets (Assets A, B, and C) in a business 
combination.  Asset C is billing software developed by the acquired entity for its own use in 
conjunction with Assets A and B (related assets). The reporting entity measures the fair value of each 
of the assets individually, consistent with the specified unit of account for the assets. The reporting 
entity determines that each asset would provide maximum value to market participants principally 
through its use in combination with other assets as a group (highest and best use is in-use). 

In this instance, the market in which the reporting entity would sell the assets is the market in which it 
initially acquired the assets (that is, the “entry” and “exit” markets from the perspective of the 
reporting entity are the same). Market participant buyers with whom the reporting entity would 
transact in that market have characteristics that are generally representative of both financial buyers 
and strategic buyers and include those buyers that initially bid for the assets. As discussed below, 
differences between the indicated fair values of the individual assets relate principally to the use of the 
assets by those market participants within different asset groups:  

 a. Strategic buyer asset group. The reporting entity, a strategic buyer, determines that 
strategic buyers have related assets that would enhance the value of the group within which 
the assets would be used (market participant synergies).  Those assets include a substitute 
asset for Asset C (the billing software), which would be used for only a limited transition 
period and could not be sold standalone at the end of that period. Because strategic buyers 
have substitute assets, Asset C would not be used for its full remaining economic life. The 
indicated fair values of Assets A, B, and C within the strategic buyer asset group (reflecting 
the synergies resulting from the use of the assets within that group) are $360, $260, and 
$30, respectively. The indicated fair value of the assets as a group within the strategic buyer 
asset group is $650. 

 b. Financial buyer asset group. The reporting entity determines that financial buyers do not 
have related or substitute assets that would enhance the value of the group within which the 
assets would be used. Because financial buyers do not have substitute assets, Asset C (the 
billing software) would be used for its full remaining economic life. The indicated fair 
values of Assets A, B, and C within the financial buyer asset group are $300, $200, and 
$100, respectively. The indicated fair value of the assets as a group within the financial 
buyer asset group is $600.  

The fair values of Assets A, B, and C would be determined based on the use of the assets as a group 
within the strategic buyer group ($360, $260, and $30). Although the use of the assets within the 
strategic buyer group does not maximize the fair value of each of the assets individually, it maximizes 
the fair value of the assets as a group ($650). 

 
In the example above, there is a determination that the underlying assets would provide maximum 
value in the exit market through the use of the assets in combination with each other (the asset 

                                                 
7 Example 1 in Appendix A of Statement 157.  
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grouping) and in combination with other assets held by market participants.  In addition, it is 
determined that the principal market (the exit market) for the asset group includes both strategic and 
financial buyers.  When there are two or more different types of market participants for the asset or the 
asset group, a separate fair value estimate of the assets should be performed for each type of market 
participant in order to identify which type should be considered in the fair value measurement.   

To determine the appropriate market participants (and the appropriate related assumptions) within the 
exit market, a separate fair value measurement is prepared for each asset from the perspective of the 
two types of market participants (in the example, one from the standpoint of the strategic buyers, and 
the other from the standpoint of the financial buyers).  In each of those analyses, the intended use of 
the asset and any resulting market participant synergies are considered.  These include synergies 
among the assets in the asset grouping and synergies in combination with other assets held by the 
market participants.  The selection of the appropriate market participants is based on the aggregate 
value measurement from the type of market participants that generates the maximum value for the 
asset group.  In the example, this is the $650 value to the strategic asset buyers.  Consequently, the fair 
value of the individual assets within the asset grouping would be estimated based on the indicated 
values related to the market participants with the highest overall value for the asset grouping.  In other 
words, once the assets are appropriately grouped, they should be valued using a consistent set of 
assumptions (i.e., the assumptions for the same type of market participants and the same related use).  
As shown in the example, this is true even though the value measurement of a specific asset, asset C in 
the example, is deemed to be higher for the financial buyer.  

The above example highlights the interdependence of key concepts outlined in the Statement, which is 
also illustrated by Diagram 1 in section 5.1 of this document. The interrelated concepts are the iterative 
determination of the appropriate Market Participants (see sections 10.1 and 11.1), Valuation Premise 
(see sections 13.1 and 13.2), Highest and Best Use (see section 12.1) and Exit Market (see sections 8.0, 
8.1 and 8.2).  

In addition, the above example further highlights the difference between the unit of account and the 
asset grouping for valuation purposes.  The unit of account, or what is being measured and presented 
for financial reporting purposes, is the individual assets (i.e., Asset A, separate from Asset B and Asset 
C).  The asset grouping for valuation purposes, or the unit of valuation, which forms the basis of how 
the assets are to be valued, as a group or on a standalone basis, is the asset group comprised of Asset 
A, Asset B and Asset C.   

The indicated value for the unit of valuation (or grouping of assets for valuation purposes) is 
determined by the premise of value and related market participant assumptions that maximize the value 
of the unit of valuation, (i.e., the strategic buyers in the above example).  Once the indicated value for 
the unit of valuation is established, this value is then attributed to the asset or asset group based on 
their unit of account, resulting in the fair value measurement used for financial reporting purposes.   
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Application to Assets   
Excerpt from Statement 157  
12 A fair value measurement assumes the highest and best use of the asset by market participants, 

considering the use of the asset that is physically possible, legally permissible, and financially 
feasible at the measurement date. In broad terms, highest and best use refers to the use of an 
asset by market participants that would maximize the value of the asset or the group of assets 
within which the asset would be used.  Highest and best use is determined based on the use of 
the asset by market participants, even if the intended use of the asset by the reporting entity is 
different. 

13. The highest and best use of the asset establishes the valuation premise used to measure the fair 
value of the asset. Specifically:   

 a. In-use.  The highest and best use of the asset is in-use if the asset would provide maximum 
value to market participants principally through its use in combination with other assets as a 
group (as installed or otherwise configured for use). For example, that might be the case for 
certain nonfinancial assets. If the highest and best use of the asset is in-use, the fair value of 
the asset shall be measured using an in-use valuation premise. When using an in-use 
valuation premise, the fair value of the asset is determined based on the price that would be 
received in a current transaction to sell the asset assuming that the asset would be used with 
other assets as a group and that those assets would be available to market participants. 
Generally, assumptions about the highest and best use of the asset should be consistent for 
all of the assets of the group within which it would be used. 

 b. In-exchange.  The highest and best use of the asset is in-exchange if the asset would 
provide maximum value to market participants principally on a standalone basis. For 
example, that might be the case for a financial asset. If the highest and best use of the asset 
is in-exchange, the fair value of the asset shall be measured using an in-exchange valuation 
premise. When using an in-exchange valuation premise, the fair value of the asset is 
determined based on the price that would be received in a current transaction to sell the 
asset standalone. 

14. Because the highest and best use of the asset is determined based on its use by market 
participants, the fair value measurement considers the assumptions that market participants 
would use in pricing the asset, whether using an in-use or an in-exchange valuation premise. 

12.1 Highest and Best Use  
Highest and best use is a valuation concept that establishes the premise of value based upon the use of 
an asset by market participants that would maximize the benefit, or value, of the asset or the group of 
assets to market participants.  The highest and best use of the asset will establish either an in-use 
premise of value or an in-exchange premise of value.  If the asset provides the maximum benefit when 
used in combination with other assets, or as an asset group, then the premise is in-use.  If the maximum 
benefit from the asset is on a standalone basis, then the premise is in-exchange.  Whether the highest 
and best use of the asset or asset group is value in-exchange or value in-use, fair value is measured as 
the exit price in a hypothetical transaction.  
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The reporting entity’s intended use of the asset might not be the highest and best use of the asset. 
Statement 157 specifies that the intended use of the asset by the reporting entity should not determine 
the premise of value.  Rather, Statement 157 stipulates that market participant assumptions regarding 
the maximum value of the asset should be used to determine the highest and best use of the asset or 
asset group.  For example, land that is being used in connection with other operating assets (e.g., as a 
site for a manufacturing facility), but may have an alternative use that would maximize the benefit, or 
value, to the holder of the land (e.g., as a site for residential housing), may be valued at its alternative 
use.  Even if the intended use of the asset or asset group by the reporting entity is the same as the 
highest and best use of the asset or asset group, the underlying assumptions used to value the asset 
should consider market participant assumptions, not entity-specific assumptions.  Anticipated 
synergies from market participants should be considered in the determination of the highest and best 
use of an asset.  Entity-specific synergies, if they would differ from market participant synergies, 
should not be considered in the determination of highest and best use.  

Highest and best use of an asset or asset group should be determined based on market participants’ 
expectations of the highest and best use of the asset or group of assets.  We would expect the reporting 
entity to consider alternative uses of an asset (e.g., land) in the analysis of fair value, but not 
necessarily all possible alternatives.    

As noted earlier, there is an interdependence of several concepts within Statement 157. The highest 
and best use of an asset will determine its valuation premise (in-use versus in-exchange) and is often 
important to the identification of the appropriate market participants.  On the other hand, the 
determination of the principal (or most advantageous) market (in which marketplace participants 
participate) can be important in determining the highest and best use of an asset.  As such, while the 
analyses of the components to the fair value approach may be straightforward in many situations, in 
others, the process may need to be iterative to ensure that all of the concepts are consistently applied. 
For example, if there are multiple marketplace participants (as was the case in the example from 
section 11.1), several potential uses must be considered before selecting the highest and best use.  

To further illustrate this point, consider the following example from Appendix A of Statement 157 that 
demonstrates how the determination of the highest and best use of an asset may require consideration 
of both value in-use and value in-exchange. 
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Excerpt from Statement 157  
Example8: 
The reporting entity acquires land in a business combination. The land is currently developed for 
industrial use as a site for a manufacturing facility. The current use of land often is presumed to be its 
highest and best use.  However, nearby sites have recently been developed for residential use as sites 
for high-rise condominiums.  Based on that development and recent zoning and other changes to 
facilitate that development, the reporting entity determines that the land currently used as a site for a 
manufacturing facility could be developed as a site for residential use (for high-rise condominiums).  

In this instance, the highest and best use of the land would be determined by comparing (a) the fair 
value of the manufacturing operation, which presumes that the land would continue to be used as 
currently developed for industrial use (in-use) and (b) the value of the land as a vacant site for 
residential use, considering the demolition and other costs necessary to convert the land to a vacant site 
(in-exchange). The highest and best use of the land would be determined based on the higher of those 
values.   

In the above example, the reporting entity may intend to continue to use the land as part of the 
manufacturing operation and the highest and best use may be in that capacity.  However, given the 
market conditions, the highest and best use of the land may be as a residential development.  The 
reporting entity should consider both the value in-use and the value in-exchange to determine which 
premise of value for the asset establishes the maximum benefit to the holder of the asset.  

Generally, assets in an asset group will all be valued using the same premise of value.  For example, if 
the fair value of a piece of machinery on a manufacturing line is measured based on a value in-use 
premise, the other assets in the asset group (i.e. the other equipment on the manufacturing line) would 
most likely be valued using a value in-use premise. 

13.1 In Use  
The maximum value of an asset or group of assets to market participants may be through the use of the 
asset in combination with other assets in the asset group.  Under this scenario, the highest and best use 
of the asset would be “in-use” and an in-use valuation premise would be used to value the asset or 
asset group.  To illustrative, assume that the manufacturing facility in the above example included 
machinery that was customized and installed as part of an operating line.  In this case, a fair value 
measurement under the in-use premise should take into consideration the customization and 
installation of the asset or asset group and incorporate the value of these attributes.  Market participant 
assumptions should be applied as inputs to the valuation technique in the fair value analysis.  

13.2 In Exchange  
Where the maximum value of an asset is on a standalone basis, the highest and best use of the asset is 
“in-exchange”, and an in-exchange premise would be used to value the asset. 

                                                 
8 Example 2 from Appendix A of Statement 157.  
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Under an in-exchange valuation premise, the exit price of the asset if sold on a standalone basis 
establishes the fair value of the asset.  Consideration should be given to the attributes of the asset in its 
current state compared to the attributes required of the asset in order for the asset to be sold on a 
standalone basis.  For example, if land that is developed for a manufacturing facility is to be valued 
under the premise of value in-exchange, the cost of clearing the land should be considered in the fair 
value measurement. 

When the valuation premise of one asset in an asset group is valued under an in-exchange premise, 
consideration to this premise of value should be given in the valuation of the other assets in the group. 
If, in the above example from Appendix A, the land was valued using an in-exchange valuation 
premise for alternative development, the fair value of the equipment in the manufacturing facility 
would not equal the fair value in-use at the current facility.  As a result, the equipment could be valued 
under two alternative valuation premises: (1) in-exchange (i.e. the value of the equipment sold on a 
standalone basis) or (2) in-use at an alternative facility.  In addition, the cost of the redeployment of the 
equipment at the new facility, such as cost for disassembling, transporting, and re-installing the 
equipment, would need to be considered in determining the fair value measure.  

Application to Liabilities   
Excerpt from Statement 157  
15. A fair value measurement assumes that the liability is transferred to a market participant at the 

measurement date (the liability to the counterparty continues; it is not settled) and that the 
nonperformance risk relating to that liability is the same before and after its transfer. 
Nonperformance risk refers to the risk that the obligation will not be fulfilled and affects the 
value at which the liability is transferred. Therefore, the fair value of the liability shall reflect 
the nonperformance risk relating to that liability.  Nonperformance risk includes but may not be 
limited to the reporting entity’s own credit risk. The reporting entity shall consider the effect of 
its credit risk (credit standing) on the fair value of the liability in all periods in which the 
liability is measured at fair value. That effect may differ depending on the liability, for 
example, whether the liability is an obligation to deliver cash (a financial liability) or an 
obligation to deliver goods or services (a nonfinancial liability), and the terms of credit 
enhancements related to the liability, if any. 

15.1 Nonperformance Risk 
Statement 157 elevates and expands the guidance in Concepts Statement 7 with respect to the 
consideration of an entity’s own credit standing in the fair value measurement of a liability.  Statement 
157 requires that the fair value of a liability include the nonperformance risk related to the liability 
being measured.  Nonperformance risk refers to the risk that an obligation will not be fulfilled and 
conceptually represents a broader risk than the entity’s credit risk.  While nonperformance risk would 
include a reporting entity’s credit risk, it may also include other risks such as settlement risk.  In the 
case of non-financial instruments, such as commodities, this could relate to the risk associated with 
physically extracting and transferring the asset to the point of delivery.    

Statement 157 clarifies that for a liability, a fair value measurement assumes that the liability is 
transferred to a market participant at the measurement date and that the nonperformance risk relating to 
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that liability is the same before and after its transfer.  This implies that the liability is transferred to a 
market participant of comparable credit standing that would similarly perform (or similarly bear the 
consequences of not performing) and that the liability to the counterparty continues and is not settled.  
The clarification that the measurement of a liability at fair value is not based on the price to settle the 
liability, but rather to transfer it to a market participant of comparable credit standing will have an 
impact on the assumptions made with respect to the principal (or most advantageous) market for the 
liability, and the market participants in the exit market.  (While IAS 39, Financial Instruments: 
Recognition and Measurements, has a similar requirement to consider the credit risk related to a 
liability when measuring it at fair value; the measurement in IFRS is based on the value at which the 
liability could be settled or repurchased, not transferred.9  It is currently unclear how this difference 
could impact the valuation of liabilities at fair value under U.S. GAAP vs. IFRS.)   

15.2 Impact of Own Credit Risk on the Fair Value of a Liability 
The consideration of a reporting entity’s own credit in the fair value measurement of a liability will 
represent a change in practice for many that could impact financial results in a way that some may find 
counterintuitive.  An entity that experiences a credit deterioration would recognize an accounting gain 
on a liability measured at fair value, assuming all other inputs to the valuation remain unchanged.  
(Alternatively, a reporting entity would recognize an accounting loss if its credit improved.)  During 
the exposure and redeliberation process for this Statement, many constituents expressed concerns 
about the recognition of an accounting gain when an entity experiences a deterioration in credit, 
particularly in situations in which the reporting entity is experiencing financial difficulty and may not 
have the ability to realize these gains.  Although certain Board members shared these concerns, the 
FASB ultimately concluded that these concerns relate to the consideration of whether fair value is an 
appropriate measure for liabilities in certain situations, not what the fair value measure of a liability 
should represent.  As such, the Board will continue to consider the most appropriate remeasurement 
objective for liabilities on a project-by-project basis.   

As previously noted, the consideration of nonperformance risk in the subsequent measurement of a 
liability at fair value will be a new concept for many.  As such, it is important to clarify that the fair 
value of a liability is affected not only by a change in the reporting entity’s credit rating (i.e., the entity 
experiences a downgrade), but also by changes in credit spreads over time.  The following example 
from Appendix A of Statement 157 is meant to highlight how the fair value measurement of a liability 
can be affected by changes in the reporting entity’s credit standing.    

                                                 
9 IAS 39 defines fair value as the amount for which an asset could be exchanged, or a liability settled, between 
knowledgeable, willing parties in an arm’s length transaction.   
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Excerpt from Statement 157  
Example10: 
 
On January 1, 2007, Entity A, an investment bank with a AA credit rating, issues a five-year fixed rate 
note to Entity B.  The contractual principal amount to be paid by Entity A at maturity is linked to the 
S&P 500 index.  No credit enhancements are issued in conjunction with or otherwise related to the 
contract (that is, no collateral is posted and there is no third-party guarantee).  Entity A elects to 
account for the entire note at fair value in accordance with FASB Statement No. 155, Accounting for 
Certain Hybrid Financial Instruments.  The fair value of the note (the obligation of Entity A) during 
2007 is measured using an expected present value technique. Changes in fair value are discussed 
below. 

a. Fair value at January 1, 2007.  The expected cash flows used in the expected present value 
technique are discounted at the risk-free rate (using the treasury yield curve at January 1, 2007), 
plus the current market observable AA corporate bond spread to treasuries adjusted (up or down) 
for Entity A’s specific credit risk (credit-adjusted risk-free rate).  Therefore, the fair value of the 
obligation of Entity A at initial recognition considers nonperformance risk, including that entity’s 
credit risk (presumably, reflected in the proceeds). 

b. Fair value at March 31, 2007.  During March 2007, the credit spread for AA corporate bonds 
widens, with no changes to the specific credit risk of Entity A.  The expected cash flows used in 
the expected present value technique are discounted at the risk-free rate (using the treasury yield 
curve at March 31, 2007), plus the current market observable AA corporate bond spread to 
treasuries, adjusted for Entity A’s specific credit risk (credit-adjusted risk-free rate).  Entity A’s 
specific credit risk is unchanged from initial recognition.  Therefore, the fair value of the obligation 
of Entity A changes due to changes in credit spreads generally.  Changes in credit spreads reflect 
current market participant assumptions about changes in nonperformance risk generally. 

c. Fair value at June 30, 2007.  As of June 30, 2007, there have been no changes to the AA corporate 
bond spreads. However, based on structured note issuances corroborated with other qualitative 
information, Entity A determines that its own specific credit worthiness has strengthened within the 
AA credit spread. The expected cash flows used in the expected present value technique are 
discounted at the risk-free rate (using the treasury yield curve at June 30, 2007), plus the current 
market observable AA corporate bond spread to treasuries (unchanged from March 31, 2007), 
adjusted for Entity A’s specific credit risk (credit-adjusted risk-free rate). Therefore, the fair value 
of the obligation of Entity A changes due to the change in its own specific credit risk within the 
AA corporate bond spread. 

 
As the example above illustrates, even though Entity A remains a AA rated credit throughout both the 
subsequent measurement periods considered (i.e., March 31 and June 30), the fair value measure of the 
liability (i.e., the structured note) in both periods must consider Entity A’s specific credit standing as 
well as credit spreads generally.   
 
                                                 
10 Example 10 from Appendix A of Statement 157.  
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Fair Value at Initial Recognition    
Excerpt from Statement 157  
16. When an asset is acquired or a liability is assumed in an exchange transaction for that asset or 

liability, the transaction price represents the price paid to acquire the asset or received to 
assume the liability (an entry price). In contrast, the fair value of the asset or liability represents 
the price that would be received to sell the asset or paid to transfer the liability (an exit price). 
Conceptually, entry prices and exit prices are different.  Entities do not necessarily sell assets at 
the prices paid to acquire them. Similarly, entities do not necessarily transfer liabilities at the 
prices received to assume them. 

17. In many cases, the transaction price will equal the exit price and, therefore, represent the fair 
value of the asset or liability at initial recognition. In determining whether a transaction price 
represents the fair value of the asset or liability at initial recognition, the reporting entity shall 
consider factors specific to the transaction and the asset or liability. For example, a transaction 
price might not represent the fair value of an asset or liability at initial recognition if: 

 a. The transaction is between related parties. 

 b. The transaction occurs under duress or the seller is forced to accept the price in the 
transaction. For example, that might be the case if the seller is experiencing financial 
difficulty. 

 c. The unit of account represented by the transaction price is different from the unit of account 
for the asset or liability measured at fair value. For example, that might be the case if the 
asset or liability measured at fair value is only one of the elements in the transaction, the 
transaction includes unstated rights and privileges that should be separately measured, or 
the transaction price includes transaction costs. 

 d. The market in which the transaction occurs is different from the market in which the 
reporting entity would sell the asset or transfer the liability, that is, the principal or most 
advantageous market. For example, those markets might be different if the reporting entity 
is a securities dealer that transacts in different markets, depending on whether the 
counterparty is a retail customer (retail market) or another securities dealer (inter-dealer 
market).. 

16.1 Exit Price vs. Entry Price  
As previously discussed, Statement 157 defines fair value as the price to sell an asset or transfer a 
liability – an exit price.  A transaction price represents the price paid to acquire an asset or received to 
assume a liability, and is, by definition, an entry price.  Conceptually, an exit price is different from an 
entry price as entities do not necessarily sell assets (or transfer liabilities) at the prices paid to acquire 
(or assume) them.  The Board’s recognition and articulation of this distinction in Statement 157 is 
significant and has important implications on the initial recognition of assets and liabilities at fair 
value.   
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17.1 Transaction Price not Equal to Fair Value at Initial Recognition 
Prior to the issuance of Statement 157, there was a presumption in GAAP that the transaction price 
represented the fair value of an asset or liability on its initial recognition.11  While this presumption 
could be rebutted, it required an entity to obtain persuasive evidence (e.g., observable market data) that 
the transaction price was not representative of fair value at initial recognition.  Statement 157 
acknowledges that in many situations transaction price will equal exit price and, therefore, represent 
fair value at initial recognition, but it does not presume this to be the case.   

The Statement provides certain factors that the reporting entity should consider in determining whether 
transaction price represents the fair value of an asset or liability at initial recognition.  For example, 
transaction price may not represent fair value in a situation where the unit of account represented by 
the transaction price is different from the unit of account for the asset or liability measured at fair 
value.  This may be the case with a complex financial instrument where the transaction price includes a 
fee for structuring the transaction.  Another factor to consider is whether the market in which the 
reporting entity acquired the asset (or assumed the liability) is different from the principal (or most 
advantageous) market in which the entity will dispose of the asset (or transfer the liability).  For 
example, a securities dealer may acquire an asset in the retail market, but dispose of it in the inter-
dealer market.   

17.2 Day 1 Gains and Losses  
The clarification in Statement 157 that transaction price is not presumed to represent fair value12 
required the Board to reconsider existing guidance on fair value measurements at initial recognition.  
EITF 02-3 required derivative instruments to be initially recognized at their transaction prices (thereby 
prohibiting the recognition of any Day 1 gains or losses) unless the fair value of the derivative was 
based on observable market inputs.  Statement 155 imposed a similar restriction on the recognition of 
Day 1 gains or losses related to hybrid instruments.  Statement 157 nullifies the guidance with respect 
to the recognition of Day 1 gains and losses in EITF 02-3 footnote 3 and amends FASB Statement No. 
133, Accounting for Derivative Instruments and Hedging Activities, to remove similar guidance 
prohibiting the recognition of Day 1 gains and losses that had been added by Statement 155.   

As a result, the Statement allows for the recognition of Day 1 gains and losses in situations where the 
transaction price is not deemed to represent the fair value of the asset acquired or liability assumed at 
initial recognition.  Statement 157 does not impose any reliability threshold, thereby allowing for the 
recognition of Day 1 gains and losses on instruments measured at fair value using valuation models 
that utilize unobservable (Level 3) inputs.13  While the statement requires that the valuation techniques 
used to measure fair value (such as a pricing model) maximize the use of observable inputs and 
minimize the use of unobservable inputs, unobservable inputs will be used to measure fair value in 
situations where there is little or no market activity for the asset or liability at the measurement date.  
The Statement is very clear, however, that in these situations the objective of the fair value measure 
remains the same – an exit price from the perspective of a market participant that holds the asset or 
                                                 
11 Refer to paragraphs 7 and 27 in Concepts Statement No. 7 and footnote 3 in EITF 02-3. 
12 As discussed in section 2.3 Practicability Exceptions, the transaction price presumption is still  assumed under certain 
accounting pronouncements, such as FIN 45.    
13 Level 3 inputs are discussed in section 30.1 of this document. 
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owes the liability.  As such, an entity should not necessarily assume that its model value represents fair 
value, but should consider whether this value incorporates all the assumptions that market participants 
would use in pricing the asset or liability, including assumptions about risk (i.e., any risk premium that 
market participants would require given the inherent risk in the pricing model and/or the 
unobservability of the inputs used in the pricing model).  In certain cases an adjustment to the model 
value may be required to appropriately capture market participant assumptions regarding the fair value 
of the asset or liability.    

Valuation Techniques 
Excerpt from Statement 157  
18. Valuation techniques consistent with the market approach, income approach, and/or cost 

approach shall be used to measure fair value. Key aspects of those approaches are summarized 
below: 

 a. Market approach.  The market approach uses prices and other relevant information 
generated by market transactions involving identical or comparable assets or liabilities 
(including a business). For example, valuation techniques consistent with the market 
approach often use market multiples derived from a set of comparables. Multiples might lie 
in ranges with a different multiple for each comparable. The selection of where within the 
range the appropriate multiple falls requires judgment, considering factors specific to the 
measurement (qualitative and quantitative). Valuation techniques consistent with the market 
approach include matrix pricing. Matrix pricing is a mathematical technique used 
principally to value debt securities without relying exclusively on quoted prices for the 
specific securities, but rather by relying on the securities’ relationship to other benchmark 
quoted securities. 

 b. Income approach.  The income approach uses valuation techniques to convert future 
amounts (for example, cash flows or earnings) to a single present amount (discounted). The 
measurement is based on 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 (a closed-form model) and a 
binomial model (a lattice model), which incorporate present value techniques; and the 
multiperiod excess earnings method, which is used to measure the fair value of certain 
intangible assets. 

 c. Cost approach.  The cost approach is based on the amount that currently would be required 
to replace the service capacity of an asset (often referred to as current replacement cost). 
From the perspective of a market participant (seller), the price that would be received for 
the asset is determined based on the cost to a market participant (buyer) to acquire or 
construct a substitute asset of comparable utility, adjusted for obsolescence. Obsolescence 
encompasses physical deterioration, functional (technological) obsolescence, and economic 
(external) obsolescence and is broader than depreciation for financial reporting purposes 
(an allocation of historical cost) or tax purposes (based on specified service lives). 

19. Valuation techniques that are appropriate in the circumstances and for which sufficient data are 
available shall be used to measure fair value. In some cases, a single valuation technique will 
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be appropriate (for example, when valuing an asset or liability using quoted prices in an active 
market for identical assets or liabilities). In other cases, multiple valuation techniques will be 
appropriate (for example, as might be the case when valuing a reporting unit). If multiple 
valuation techniques are used to measure fair value, the results (respective indications of fair 
value) shall be evaluated and weighted, as appropriate, considering the reasonableness of the 
range indicated by those results.  A fair value measurement is the point within that range that is 
most representative of fair value in the circumstances. 

20. Valuation techniques used to measure fair value shall be consistently applied.  However, a 
change in a valuation technique or its application (for example, a change in its weighting when 
multiple valuation techniques are used) is appropriate if the change results in a measurement 
that is equally or more representative of fair value in the circumstances. That might be the case 
if, for example, new markets develop, new information becomes available, information 
previously used is no longer available, or valuation techniques improve. Revisions resulting 
from a change in the valuation technique or its application shall be accounted for as a change in 
accounting estimate (FASB Statement No. 154, Accounting Changes and Error Corrections, 
paragraph 19). The disclosure provisions of Statement 154 for a change in accounting estimate 
are not required for revisions resulting from a change in a valuation technique or its application. 

18.1 Valuation Techniques 
Statement 157 recognizes three valuation techniques to measure fair value: the market approach, 
income approach, and cost approach. The three approaches described in the Statement are consistent 
with generally accepted valuation methodologies utilized outside financial reporting. 

All three approaches may not be applicable to all assets or liabilities.  The reporting entity should 
measure the fair value of an asset or liability using one or more valuation techniques where appropriate 
and for which adequate data is available.  It should be noted that the fair value hierarchy does not 
prioritize the valuation techniques to be applied, but rather presents a hierarchy on the inputs used in 
the application of the valuation techniques.  The selection of the valuation method(s) to apply should 
consider the exit market for the asset or liability and the nature of the asset or liability being valued.  
The determination of the appropriate technique to be applied requires significant judgment, sufficient 
knowledge of the asset or liability, and a level of expertise regarding the valuation techniques.    

Specific methodologies may differ within the application of each approach.  For instance, there are a 
number of different methodologies within the income approach that may be utilized to value intangible 
assets, including the multi-period excess earnings method or a relief-from-royalty method as two 
examples.  Valuation professionals who are familiar with the nuances of each valuation methodology 
should evaluate the appropriateness of the methodologies to be applied in the fair value measurement 
using their expertise and judgment. 

19.1 Reconciliation of Valuation Techniques  
As indicated by the Statement, in certain cases, the use of only one valuation technique may be 
appropriate in measuring the fair value of an asset or liability.  This is especially true when the asset or 
liability is valued using an unadjusted quoted market price from an active market (i.e., Level 1 inputs).  
However, in many situations more than one valuation technique may be deemed appropriate and 
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therefore multiple approaches should be applied.  In these cases, the results of the each of the multiple 
techniques must be evaluated in order to determine the fair value of the asset or liability.   

Similar to the selection of the valuation techniques, the evaluation of the techniques applied in the 
analysis requires significant judgment. The merits of each valuation technique applied and the 
underlying assumptions embedded in each of the techniques should be considered in evaluating and 
assessing the results of multiple valuation techniques. 

Items that may be considered in the evaluation of the valuation techniques include: 

 One valuation technique may be more representative of fair value than the other technique(s). 

 Inputs utilized for one valuation technique may be more readily observed in the market place or 
require fewer adjustments. 

 The resulting range from one valuation technique may be narrower than the results from other 
valuation techniques. 

Selection, application and reconciliation of the valuation techniques can be complex. The reporting 
entity should consider the use of a valuation professional to assist in fair value measurements. 

20.1 Consistent Methodology 
The Board has emphasized that the application of valuation techniques be applied on a consistent basis, 
among similar assets as well as across reporting periods.  However, when a change in the valuation 
technique (or the change in the relative importance of one technique versus another) results in a more 
representative fair value measurement, such changes should be implemented. 

Some circumstances that may trigger a change in the valuation technique or weighting of valuation 
techniques include changes in:  

 The available or observable market data. 

 The exit market for the asset or liability. 

 The market participants for the assets or liabilities. 

 The highest and best use of the asset. 

A change in valuation techniques or the weighting of valuation techniques should be accounted for as a 
change in an accounting estimate.  However, in situations where there was an error in the application 
of a valuation technique, the change to the correct application of the technique would be accounted for 
as the correction of an error in accordance with Statement No. 154, Accounting Changes and Error 
Corrections.    
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Inputs to Valuation Techniques  
Excerpt from Statement 157  
21. In this Statement, inputs refer broadly to the assumptions that market participants would use in 

pricing the asset or liability, including assumptions about risk, for example, the risk inherent in 
a particular valuation technique used to measure fair value (such as a pricing model) and/or the 
risk inherent in the inputs to the valuation technique. Inputs may be observable or 
unobservable: 

 a. Observable inputs are inputs that reflect the assumptions market participants would use in 
pricing the asset or liability developed based on market data obtained from sources 
independent of the reporting entity. 

 b. Unobservable inputs are inputs that reflect the reporting entity’s own assumptions about the 
assumptions market participants would use in pricing the asset or liability developed based 
on the best information available in the circumstances. 

 Valuation techniques used to measure fair value shall maximize the use of observable inputs 
and minimize the use of unobservable inputs.  

21.1 Inputs to Valuation Techniques  
The inputs used in determining fair value measures may be observable or unobservable, but they 
should always attempt to reflect the assumptions that market participants would use in pricing the asset 
or liability.  As such, the term unobservable input is not meant to imply entity-specific assumptions.  
Although unobservable inputs may be developed using the reporting entity’s own data, these inputs 
should reflect the reporting entity’s own assumptions about the assumptions market participants would 
use in pricing the asset or liability.  For example, in valuing an intangible asset using unobservable 
inputs, the assumptions that would be considered by market participants (and therefore the inputs to the 
valuation technique) should take into account the intended use of the asset by market participants, 
which could differ from the intended use specific to the reporting entity.  In instances where a 
reporting entity determines that market participant assumptions are consistent with its own 
assumptions, the entity’s own data would not need to be adjusted. 

The Statement clarifies that the term “input” is meant to refer broadly to the assumptions that market 
participants would use in pricing the asset or liability, as opposed to the more narrow consideration of 
only actual data entered into a pricing model.  This distinction is important because it indicates that 
adjustments to a model value (e.g., an adjustment for the risk that a pricing model might not replicate a 
market price considering the complexity of the instrument being measured) represents an input that 
needs to be evaluated in determining where within the fair value hierarchy a fair value measure falls.  
For example, when measuring a financial instrument, an adjustment for model risk would be 
considered an input (most likely a Level 3 input) that if deemed significant14 may render the entire fair 
value measure a Level 3 measurement.   

                                                 
14 See discussion on the significance of inputs in section 23.2 below. 
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Fair Value Hierarchy 
Excerpt from Statement 157  
22. To increase consistency and comparability in fair value measurements and related disclosures, 

the fair value hierarchy prioritizes the inputs to valuation techniques used to measure fair value 
into three broad levels. The fair value hierarchy gives the highest priority to quoted prices 
(unadjusted) in active markets for identical assets or liabilities (Level 1) and the lowest priority 
to unobservable inputs (Level 3). In some cases, the inputs used to measure fair value might fall 
in different levels of the fair value hierarchy. The level in the fair value hierarchy within which 
the fair value measurement in its entirety falls shall be determined based on the lowest level 
input that is significant to the fair value measurement in its entirety. Assessing the significance 
of a particular input to the fair value measurement in its entirety requires judgment, considering 
factors specific to the asset or liability. 

23. The availability of inputs relevant to the asset or liability and the relative reliability of the 
inputs might affect the selection of appropriate valuation techniques. However, the fair value 
hierarchy prioritizes the inputs to valuation techniques, not the valuation techniques. For 
example, a fair value measurement using a present value technique might fall within Level 2 or 
Level 3, depending on the inputs that are significant to the measurement in its entirety and the 
level in the fair value hierarchy within which those inputs fall. 

22.1 Fair Value Hierarchy  
Statement 157 establishes a fair value hierarchy that prioritizes the use of inputs used in valuation 
techniques into the following three levels: 

1. Level 1 – observable prices in active markets for identical assets and liabilities. 

2. Level 2 – observable inputs other than quoted prices in active markets for identical assets and 
liabilities. 

3. Level 3 – unobservable inputs.   

The fair value hierarchy is intended to increase consistency and comparability among fair value 
measures, but also plays a critical role in disclosure where it serves to provide users with a construct 
for considering the relative reliability of various fair value measurements made by the reporting entity.  

23.1 Valuation Techniques  
The fair value hierarchy focuses on prioritizing the inputs used in valuation techniques, not the 
techniques themselves.  While the availability of inputs might affect the valuation technique(s) selected 
to measure fair value, the Statement does not prioritize the use of one technique over another.  The 
determination of the valuation technique(s) to be used requires significant judgment and will be 
dependent on the specific characteristics of the asset or liability being measured, and the principal (or 
most advantageous) market in which market participants would transact for the asset or liability.  The 
Statement focuses on the use of all valuation techniques that are appropriate in the circumstances (and 
for which sufficient data is available), not on determining the preferred technique.   
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Although the valuation techniques themselves are not subject to the fair value hierarchy, a risk 
adjustment that market participants would demand for a risk inherent in a particular valuation 
technique (e.g., a model adjustment) would be considered an input and, therefore, that adjustment 
would be assessed and classified within the fair value hierarchy.  (This concept is discussed in section 
21.1 Inputs to Valuation Techniques.)     

23.2 Significance of Inputs 
Statement 157 distinguishes between where in the fair value hierarchy an individual input to a 
valuation technique may fall as compared to where in the hierarchy the entire measurement should be 
classified for disclosure purposes.  Often an asset or liability that is not traded in an active market with 
a quoted price will require more than one input to determine its fair value.  For example, an OTC 
equity option measured at fair value using an option pricing model requires the following market-based 
inputs: (i) expected volatility, (ii) expected dividend yield, and (iii) the risk-free rate of interest.  The 
Statement clarifies that the determination of where in the hierarchy a fair value measurement in its 
entirety (i.e., the fair value measure for the asset or liability or the group of assets and/or liability 
depending on the unit account) falls is determined based on the lowest level input that is significant to 
the fair value measurement in its entirety.  In the OTC equity option example, assume that the risk-free 
interest rate and the dividend yield were determined to be Level 2 inputs, but the expected volatility 
was determined to be a Level 3 input (as might be the case with a long-dated option).  In this case, as 
volatility would typically be significant to the overall value of the option, the entire measurement 
would be classified as Level 3.   

Statement 157 does not provide any guidance on how an entity should assess or determine the 
significance of individual inputs.  This determination will require significant judgment and 
consideration of factors specific to the asset or liability (or group of assets and/or liabilities).  However, 
the requirement that the determination of significance should be based on the “fair value measurement 
in its entirety” would imply that significance be considered from a balance sheet perspective and not an 
income statement perspective (e.g., significance would not be determined in relation to Day 1 profit or 
loss but rather the instrument’s fair value).  



SU M M A R Y  O F  FASB ST A T E ME N T  NO.  157,  FA I R  VA L U E  ME A SU R E M E NT S  
OCT O BE R 2006 
 

 
E R N S T  &  Y O U N G  L L P  32

Level 1 Inputs  
Excerpt from Statement 157  
24. Level 1 inputs are quoted prices (unadjusted) in active markets for identical assets or liabilities 

that the reporting entity has the ability to access at the measurement date.  An active market for 
the asset or liability is a market in which transactions for the asset or liability occur with 
sufficient frequency and volume to provide pricing information on an ongoing basis. A quoted 
price in an active market provides the most reliable evidence of fair value and shall be used to 
measure fair value whenever available, except as discussed in paragraphs 25 and 26. 

25. If the reporting entity holds a large number of similar assets or liabilities (for example, debt 
securities) that are required to be measured at fair value, a quoted price in an active market 
might be available but not readily accessible for each of those assets or liabilities individually. 
In that case, fair value may be measured using an alternative pricing method that does not rely 
exclusively on quoted prices (for example, matrix pricing) as a practical expedient. However, 
the use of an alternative pricing method renders the fair value measurement a lower level 
measurement. 

26. In some situations, a quoted price in an active market might not represent fair value at the 
measurement date. That might be the case if, for example, significant events (principal-to-
principal transactions, brokered trades, or announcements) occur after the close of a market but 
before the measurement date. The reporting entity should establish and consistently apply a 
policy for identifying those events that might affect fair value measurements. However, if the 
quoted price is adjusted for new information, the adjustment renders the fair value 
measurement a lower level measurement. 

27. If the reporting entity holds a position in a single financial instrument (including a block) and 
the instrument is traded in an active market, the fair value of the position shall be measured 
within Level 1 as the product of the quoted price for the individual instrument times the 
quantity held. The quoted price shall not be adjusted because of the size of the position relative 
to trading volume (blockage factor). The use of a blockage factor is prohibited, even if a 
market’s normal daily trading volume is not sufficient to absorb the quantity held and placing 
orders to sell the position in a single transaction might affect the quoted price. 

24.1 Use of Level 1 Inputs   
As a general principle, Statement 157 mandates the use of quoted prices in active markets for identical 
assets and liabilities whenever available.  Exceptions to this principle are highlighted in paragraphs 25 
and 26 of the Statement.  

Quoted prices in active markets should not be adjusted when determining the fair value of assets and 
liabilities that are identical to those for which the quotes pertain, as the Board believes these prices 
provide the most reliable evidence of fair value.   
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25.1 Alternate Pricing Methods  
There are situations where an entity holds a large number of similar assets and liabilities for which 
quoted prices exist, but these quoted prices are not easily accessible for each individual asset and 
liability.  In this specific situation, the Statement does allow for the use of alternative pricing methods 
(e.g., matrix pricing) that do not rely exclusively on quoted prices, as a practical expedient to ease the 
administrative burden associated with obtaining quoted prices for each individual instrument.  
However, if an entity elects to use an alternative pricing method as a practical expedient, the fair value 
measurement determined under this method would not be considered a Level 1 measurement.  

26.1 Quoted Prices that are Not Representative of Fair Value  
The overriding principle in Statement 157 requiring the use of quoted prices in active markets 
whenever available was not meant to conflict with guidance issued by the SEC in Accounting Series 
Release No. 118, which requires the consideration of whether market quotes are readily available and 
representative of fair value.  The Board clarified this point in the Basis for Conclusions (paragraph 
C68).   

Statement 157 recognizes that, in certain situations (primarily related to significant events which occur 
on the measurement date but after the close of trading), a quoted price in an active market might not 
faithfully represent the fair value of an asset or liability at the measurement.  In these situations, the 
Statement allows for an adjustment to the quoted price such that the fair value measure reflects this 
new information.  However, if an adjustment is made to the quoted price, the fair value measurement 
would not be considered a Level 1 measurement. 

An entity’s valuation policies and procedures should address how these “after hour” events will be 
identified.  In addition, controls should be put in place to ensure that any adjustments to quoted prices 
are in accordance with the guidance in the Statement and applied in a consistent manner.  

27.1 Block Discounts  
Statement 157 affirms the FASB’s prohibition on the use of blockage factors for financial instruments 
traded in active markets (as per FASB Statements 107 and 133) and serves to extend the prohibition to 
broker-dealers and investment companies within the scope of the AICPA Audit and Accounting 
Guides for those industries.  As such, it is no longer appropriate for an entity to record an adjustment 
for concentration risk related to a large position in a financial instrument that trades in an active market 
(Level 1), even if the entity’s position exceeds the market’s normal daily trading volume. 

The Board stated its belief that adjusting the quoted price in an active market for the size of a position 
introduces management’s intent (i.e., the intent to trade in blocks) into fair value measurement, thereby 
reducing comparability.  The Board concluded that the decision to exchange a large position in a single 
transaction, at a discount (or premium) to the quoted price for an individual trading unit, is a decision 
whose consequences should be reported at the time the decision is executed.   
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Level 2 Inputs   
Excerpt from Statement 157  
28. Level 2 inputs are inputs other than quoted prices included within Level 1 that are observable 

for the asset or liability, either directly or indirectly. If the asset or liability has a specified 
(contractual) term, a Level 2 input must be observable for substantially the full term of the asset 
or liability. Level 2 inputs include the following: 

 a. Quoted prices for similar assets or liabilities in active markets 
 b. Quoted prices for identical or similar assets or liabilities in markets that are not active, that 

is, markets in which there are few transactions for the asset or liability, the prices are not 
current, or price quotations vary substantially either over time or among market makers (for 
example, some brokered markets), or in which little information is released publicly (for 
example, a principal-to principal market) 

 c. Inputs other than quoted prices that are observable for the asset or liability (for example, 
interest rates and yield curves observable at commonly quoted intervals, volatilities, 
prepayment speeds, loss severities, credit risks, and default rates) 

 d. Inputs that are derived principally from or corroborated by observable market data by 
correlation or other means (market-corroborated inputs). 

29. Adjustments to Level 2 inputs will vary depending on factors specific to the asset or liability. 
Those factors include the condition and/or location of the asset or liability, the extent to which 
the inputs relate to items that are comparable to the asset or liability, and the volume and level 
of activity in the markets within which the inputs are observed. An adjustment that is 
significant to the fair value measurement in its entirety might render the measurement a Level 3 
measurement, depending on the level in the fair value hierarchy within which the inputs used to 
determine the adjustment fall. 

28.1 Level 2 Inputs 
Level 2 inputs include quoted prices (in inactive markets or in active markets for similar assets or 
liabilities), inputs other than quoted prices that are observable, and inputs that are not directly 
observable, but that are corroborated by observable market data.  

The concept of market-corroborated inputs is significant in that it expands Level 2 of the fair hierarchy 
beyond inputs that are directly observable for the asset or liability.  Inputs that are determined through 
mathematical or statistical techniques such as extrapolation, correlation, or regression may be 
categorized as Level 2 if the inputs to and/or the results from these techniques can be corroborated 
with observable market data.  The Statement requires that a Level 2 input be observable (either directly 
or indirectly through corroboration with market data) for substantially the full contractual term of the 
asset or liability being measured.  Therefore, extrapolating long term inputs from short term observable 
market data (e.g., extrapolating the 20 year point on a yield curve based on the observable 5, 10 and 15 
year points) would not represent a Level 2 input.    
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29.1 Adjustments to Level 2 Inputs 
Given the nature of Level 2 inputs, in many circumstances it may be appropriate for an entity to make 
adjustments to these inputs.  For example, it may be appropriate for an entity to make an adjustment to 
a quoted price from an inactive market to account for the risk associated with the illiquidity of that 
market.  Similarly, an entity would adjust the quoted price from an active market for a similar asset to 
account for any differences between the asset to which the quote relates and the actual asset being 
measured at fair value.  If the adjustment is significant to the fair value measurement in its entirety and 
is based on unobservable data, the entire measurement would be considered a Level 3 input.   

Level 3 Inputs   
Excerpt from Statement 157  
30. Level 3 inputs are unobservable inputs for the asset or liability. Unobservable inputs shall be 

used to measure fair value to the extent that observable inputs are not available, thereby 
allowing for situations in which there is little, if any, market activity for the asset or liability at 
the measurement date. However, the fair value measurement objective remains the same, that 
is, an exit price from the perspective of a market participant that holds the asset or owes the 
liability. Therefore, unobservable inputs shall reflect the reporting entity’s own assumptions 
about the assumptions that market participants would use in pricing the asset or liability 
(including assumptions about risk). Unobservable inputs shall be developed based on the best 
information available in the circumstances, which might include the reporting entity’s own 
data. In developing unobservable inputs, the reporting entity need not undertake all possible 
efforts to obtain information about market participant assumptions. However, the reporting 
entity shall not ignore information about market participant assumptions that is reasonably 
available without undue cost and effort. Therefore, the reporting entity’s own data used to 
develop unobservable inputs shall be adjusted if information is reasonably available without 
undue cost and effort that indicates that market participants would use different assumptions. 

30.1 Level 3 Inputs 
There are a number of existing pronouncements in U.S. GAAP that require (or permit) the use of fair 
value measures irrespective of the level of market activity for the asset or liability as of the 
measurement date (e.g., the remeasurement of derivative instruments under Statement 133 and the 
initial measurement of intangible assets under Statement 141).  As such, Statement 157 allows for the 
use of unobservable inputs to measure fair value in situations where observable inputs are not 
available.  The Board recognizes that, in many cases, the best information available with which to 
develop unobservable inputs may be the reporting entity’s own data.  This view is consistent with the 
view expressed by the FASB in paragraph 38 of Concepts Statement 7, which states the following: 

“As a practical matter, an entity that uses cash flows in accounting measurements often 
has little or no information about some or all of the assumptions that marketplace 
participants would use in assessing the fair value of an asset or a liability.  In those 
situations, the entity must necessarily use the information that is available without 
undue cost and effort in developing cash flow estimates.  The use of an entity’s own 
assumptions about future cash flows is compatible with an estimate of fair value, as 
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long as there are no contrary data indicating that marketplace participants would use 
different assumptions.  If such data exist, the entity must adjust its assumptions to 
incorporate that market information.” 

Statement 157 retains the notion of undue cost and effort criteria, clarifying that the reporting entity 
need not undertake all possible efforts to obtain information about the assumptions that market 
participants would use in pricing the asset or the liability, nor must the reporting entity establish the 
absence of contrary data indicating that market participants would use different assumptions.  
However, the reporting entity cannot ignore information about market participant assumptions that is 
available within reasonable cost benefit constraints.  For example, in measuring the fair value of a 
reporting unit under Statement 142, we would expect that a reporting entity with a unique tax position 
(i.e., a low average tax rate) would consider the typical tax rate of market participants in its analysis.  
While this example is very simple and meant only to illustrate a concept, in actual practice, significant 
judgment will be required when considering the undue cost and effort criteria as it pertains to the use 
of inputs that cannot be observed or corroborated with observable market data.   

As previously noted, the Statement makes clear a point that was not explicitly expressed in Concepts 
Statement 7, which is that even in situations where unobservable inputs are used to measure fair value, 
the objective of the measurement remains the same – an exit price from the perspective of a market 
participant that holds the asset or owes the liability.  This may require an entity to make its own 
assumptions about the assumptions a market participant would use.  For example, if it is reasonable to 
assume that a market participant would require a risk adjustment (or premium) in pricing an asset or 
liability, the reporting should include one even if this requires the reporting entity to use its own 
estimate of what adjustment a market participant would require.   

The clarification by the Board that the objective of a fair value measurement is always the same, 
regardless of whether observable or unobservable inputs are used, is extremely important in that it 
highlights the Board’s determination that unobservable inputs are different from entity-specific inputs.  
For example, in valuing an intangible asset using unobservable inputs (e.g., expected cash flows), the 
assumptions that would be considered by market participants (and therefore the inputs to the valuation 
technique) should take into account the intended use of the asset by market participants, which could 
differ from an intended use specific to the reporting entity.    

Bid-Ask Prices  
Excerpt from Statement 157  
31. If an input used to measure fair value is based on bid and ask prices (for example, in a dealer 

market), the price within the bid-ask spread that is most representative of fair value in the 
circumstances shall be used to measure fair value, regardless of where in the fair value 
hierarchy the input falls (Level 1, 2, or 3). This Statement does not preclude the use of mid-
market pricing or other pricing conventions as a practical expedient for fair value 
measurements within a bid-ask spread. 

31.1 Bid-Ask Spread 
Statement 157 allows for, but does not require, the use of bid prices to measure assets and ask prices to 
measure liabilities.  Having provided extensive clarification as to the objective of a fair value 
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measurement in U.S. GAAP, the Board felt it was appropriate to allow entities to use judgment in 
meeting that objective.  Therefore, the Statement specifies that the price within the bid-ask spread that 
is most representative of fair value in the circumstances should be used to measure fair value.  This 
approach is applicable in all situations where inputs are determined based on bid and ask prices, 
regardless of where the inputs fall in the fair value hierarchy.  In addition, constituents need to be 
consistent in their application of this concept (i.e., it would not be appropriate for an entity to measure 
similar assets at different prices within the bid-ask spread, without evidence indicating that the exit 
prices for those assets would be at different points within the bid–ask spread).   

As a practical expedient, Statement 157 allows for the use of mid-market pricing or other pricing 
conventions when measuring fair value within the bid-ask spread.  It is our understanding that the 
Board included this consideration in order to enable certain types of investment companies (e.g., 
mutual funds) to continue their current practice of valuing investments using mid-market prices as 
allowed for in ASR No. 118.   

The Board did not address the inter-relationship between the Statement’s guidance on transaction costs 
(i.e., transaction costs are not considered an attribute of the asset or liability and therefore are excluded 
from fair value measurements) and the guidance on the use of prices within the bid-ask spread.  Some 
believe that part of the bid-ask spread represents transaction costs, and as such, measuring an asset at 
the bid price would include certain future transactions costs in the fair value measurement for the asset.  
Given the lack of any specific guidance on this issue, we expect there will be diversity in practice with 
respect to how transaction costs are represented when inputs are based on bid-ask prices.  However, we 
would expect that a consistent approach would be applied within a particular reporting entity.   

Disclosures  
Excerpt from Statement 157  
32. For assets and liabilities that are measured at fair value on a recurring basis in periods 

subsequent to initial recognition (for example, trading securities), the reporting entity shall 
disclose information that enables users of its financial statements to assess the inputs used to 
develop those measurements and for recurring fair value measurements using significant 
unobservable inputs (Level 3), the effect of the measurements on earnings (or changes in net 
assets) for the period. To meet that objective, the reporting entity shall disclose the following 
information for each interim and annual period (except as otherwise specified) separately for 
each major category of assets and liabilities: 

 a. The fair value measurements at the reporting date 
 b. The level within the fair value hierarchy in which the fair value measurements in their 

entirety fall, segregating fair value measurements using quoted prices in active markets for 
identical assets or liabilities (Level 1), significant other observable inputs (Level 2), and 
significant unobservable inputs (Level 3) 

 c. For fair value measurements using significant unobservable inputs (Level 3), a 
reconciliation of the beginning and ending balances, separately presenting changes during 
the period attributable to the following: 

 (1) Total gains or losses for the period (realized and unrealized), segregating those gains or 
losses included in earnings (or changes in net assets), and a description of where those 
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gains or losses included in earnings (or changes in net assets) are reported in the 
statement of income (or activities) 

 (2) Purchases, sales, issuances, and settlements (net) 
 (3) Transfers in and/or out of Level 3 (for example, transfers due to changes in the 

observability of significant inputs) 
 d. The amount of the total gains or losses for the period in subparagraph (c)(1) above included 

in earnings (or changes in net assets) that are attributable to the change in unrealized gains 
or losses relating to those assets and liabilities still held at the reporting date and a 
description of where those unrealized gains or losses are reported in the statement of 
income (or activities) 

 e. In annual periods only, the valuation technique(s) used to measure fair value and a 
discussion of changes in valuation techniques, if any, during the period.   

33. For assets and liabilities that are measured at fair value on a nonrecurring basis in periods 
subsequent to initial recognition (for example, impaired assets), the reporting entity shall 
disclose information that enables users of its financial statements to assess the inputs used to 
develop those measurements. To meet that objective, the reporting entity shall disclose the 
following information for each interim and annual period (except as otherwise specified) 
separately for each major category of assets and liabilities: 

 a. The fair value measurements recorded during the period and the reasons for the 
measurements 

 b. The level within the fair value hierarchy in which the fair value measurements in their 
entirety fall, segregating fair value measurements using quoted prices in active markets for 
identical assets or liabilities (Level 1), significant other observable inputs (Level 2), and 
significant unobservable inputs (Level 3) 

 c. For fair value measurements using significant unobservable inputs (Level 3), a description 
of the inputs and the information used to develop the inputs 

 d. In annual periods only, the valuation technique(s) used to measure fair value and a 
discussion of changes, if any, in the valuation technique(s) used to measure similar assets 
and/or liabilities in prior periods. 

 
Statement 157 requires expanded disclosures about fair value measurements that are designed to 
provide users of financial statements with additional transparency regarding (i) the extent to which fair 
value is used to measure assets and liabilities, (ii) the inputs and assumptions used in measuring fair 
value, and (iii) the effect of fair value measurements on earnings.  However, the Statement’s disclosure 
requirements focus solely on fair value measures in periods subsequent to initial recognition.  The 
Statement does not require any disclosures with respect to fair value measurements on initial 
recognition of an asset or liability, and therefore does not mandate the disclosure of unrealized gains or 
losses recognized by an entity on Day 1, even in situations where the fair value measure is determined 
using unobservable inputs.   

The nature and extent of the disclosure requirements vary depending on whether subsequent fair value 
measurements are made on a recurring or nonrecurring basis.  In either case, the requirements are 
meant to provide financial statement users with additional insight into the relative reliability of the 
various fair value measures, thus enhancing their ability to broadly assess the quality of earnings.   
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32.1 Assets and Liabilities Measured at Fair Value on a Recurring Basis  
The Statement requires reporting entities to disclose the level within the fair value hierarchy in which a 
fair value measurement falls.  While this disclosure is presented by major category of asset or liability, 
it is important to understand that the determination of the hierarchy level in which the fair value 
measure falls (and therefore the bucket in which it will be disclosed) is based on the fair value 
measurement for the specific assets or liabilities and is therefore driven by the unit of account for the 
assets or liabilities.  In situations where the unit of account for an asset or liability is standalone, but 
the valuation premise is in-use (e.g., as part of a portfolio), the value of the asset group may need to be 
attributed to the individual assets or liabilities or to the various instruments within each level of the fair 
value hierarchy.   

To illustrate, consider an individual derivative transaction that is valued using an in-use premise (i.e., 
its value is determined in conjunction with other derivative transactions within a portfolio).  The 
indicated value of the portfolio would consider the impact that master netting agreements would have 
on the credit risk associated with the portfolio.  However, in many cases the determination as to the 
impact of credit risk is only considered at the portfolio level.  In this situation, assuming that the 
portfolio included transactions that would fall into various levels within the fair hierarchy (i.e., Levels 
1, 2 and 3), for purposes of disclosure, the portfolio level adjustment to account for credit risk 
(considering the impact of netting agreements) would need to be attributed to the individual derivative 
transactions within the portfolio or to the group of transactions that fall within each of the levels of the 
hierarchy.   

The Statement requires a reconciliation of the beginning and ending balances for any recurring fair 
value measurements that utilize significant unobservable inputs (i.e., Level 3 inputs).  Therefore, any 
asset or liability (measured at fair value on a recurring basis) that was determined to be a Level 3 
measurement at either the beginning or the end of a reporting period would need to be considered in 
the reconciliation.  To enhance the information provided in the reconciliation with respect to total gains 
and losses recognized in earnings, the Statement requires the reporting entity to also disclose the 
change in unrealized gains and losses recognized in earnings (for the period) for assets and liabilities 
measured in Level 3 that are still held at the reporting date.  Effectively this will require an entity to 
distinguish its unrealized gains and losses from its realized gains and losses for Level 3 measurements.    

33.1 Assets and Liabilities Measured at Fair Value on a Nonrecurring Basis  
The Statement requires disclosures for assets and liabilities measured at fair value on a nonrecurring 
basis (e.g., impaired assets) in the period in which the remeasurement at fair value is performed.  
Certain of the disclosure requirements for nonrecurring measurements are identical to those required 
for recurring measurements, including the disclosure of fair value amounts by hierarchy level and (on 
an annual basis) the disclosure of the valuation techniques used to measure fair value and any changes 
in those techniques.  However, for assets and liabilities that are recorded at fair value on a nonrecurring 
basis, the Statement requires disclosure as to the reason for the fair value measurement during the 
period.   

Unlike with recurring measurements, a reconciliation of beginning and ending balances is not required 
for Level 3 assets or liabilities measured on a nonrecurring basis.  Because of their nonrecurring 
nature, these measurements do not lend themselves to a reconciliation approach.  Instead, for Level 3 
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nonrecurring measurements, the Statement requires that the reporting entity provide a description of 
the inputs and the information used to develop the inputs.  The Statement did not include a similar 
requirement for Level 3 recurring measurements, as the Board determined that recurring measurements 
related primarily to financial instruments and Statement 107 already requires a similar disclosure.  

Effective Date and Transition   
Excerpt from Statement 157  
36. This Statement shall be effective for financial statements issued for fiscal years beginning after 

November 15, 2007, and interim periods within those fiscal years.  Earlier application is 
encouraged, provided that the reporting entity has not yet issued financial statements for that 
fiscal year, including any financial statements for an interim period within that fiscal year.  

37. This Statement shall be applied prospectively as of the beginning of the fiscal year in which 
this Statement is initially applied, except as follows. This Statement shall be applied 
retrospectively to the following financial instruments as of the beginning of the fiscal year in 
which this Statement is initially applied (a limited form of retrospective application): 

 a. A position in a financial instrument that trades in an active market held by a broker-dealer 
or investment company within the scope of the AICPA Audit and Accounting Guides for 
those industries that was measured at fair value using a blockage factor prior to initial 
application of this Statement 

 b. A financial instrument that was measured at fair value at initial recognition under Statement 
133 using the transaction price in accordance with the guidance in footnote 3 of EITF Issue 
No. 02-3, “Issues Involved in Accounting for Derivative Contracts Held for Trading 
Purposes and Contracts Involved in Energy Trading and Risk Management Activities,” 
prior to initial application of this Statement 

 c. A hybrid financial instrument that was measured at fair value at initial recognition under 
Statement 133 using the transaction price in accordance with the guidance in Statement 133 
(added by FASB Statement No. 155, Accounting for Certain Hybrid Financial Instruments) 
prior to initial application of this Statement. 

38. At the date this Statement is initially applied to the financial instruments in paragraph 37(a)–
(c), a difference between the carrying amounts and the fair values of those instruments shall be 
recognized as a cumulative-effect adjustment to the opening balance of retained earnings (or 
other appropriate components of equity or net assets in the statement of financial position) for 
that fiscal year, presented separately.  The disclosure requirements of Statement 154 for a 
change in accounting principle do not apply. 

39. The disclosure requirements of this Statement (paragraphs 32–35), including those disclosures 
that are required in annual periods only, shall be applied in the first interim period of the fiscal 
year in which this Statement is initially applied. The disclosure requirements of this Statement 
need not be applied for financial statements for periods presented prior to initial application of 
this Statement. 
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37.1 Transition   
Statement 157 requires two distinct transition approaches.  For certain types of financial instruments 
including (i) positions in active markets (i.e., Level 1) previously measured using a blockage factor, 
(ii) financial instruments initially measured at their transaction price in accordance with guidance in 
EITF 02-3, and (iii) hybrid instruments initially measured at their transaction price in accordance with 
guidance in Statement 155, the Statement requires a limited form of retrospective transition.  For these 
instruments, the Board determined that the application of Statement 157 would result in a change in the 
method of applying an accounting principle and transition should be applied retroactively.  However, 
in consideration of the practical difficulties associated with applying this change to all prior periods, 
the Board agreed to a limited form of retroactive transition, whereby the cumulative impact of the 
change in principle is recognized in the opening balance of retained earnings in the fiscal year in which 
the Statement is adopted.   

All other changes resulting from the application of the Statement should be applied prospectively as of 
the beginning of the fiscal year in which the Statement is initially applied.  Except for the instruments 
previously discussed above, the Board determined that the change in methods used to measure fair 
value resulting from the adoption of the Statement would be inseparable from the change in the fair 
value measurements themselves (i.e., changes based on better insight or judgment) and therefore 
considered these changes to be similar to changes in estimates.   

38.1 Limited Retrospective Transition   
The Statement clarifies that a “single-step” approach is required in determining the cumulative-effect 
adjustment to opening retained earnings for the financial instruments that require limited retrospective 
transition.  For these instruments, no distinction should be made in the treatment of adjustments that 
specifically relate to the nullification of guidance in EITF 02-3 (or Statement 155) and those 
adjustments that relate to the application of other guidance in the Statement.  To illustrate this point, 
consider a derivative transaction whose treatment under the guidance in EITF Issue 02-3 resulted in the 
“deferral” of a Day 1 gain.  Assume also that the derivative is a liability at the date Statement 157 is 
initially applied.  The cumulative-effect adjustment reported through retained earnings should include 
the change in fair value (if any) resulting from the measurement of the instrument based on Level 3 
inputs, as well as any change in the fair value of this position related to the consideration of the 
reporting entity’s own credit risk.  This accounting is in contrast with a derivative liability (e.g., a plain 
vanilla swap) that had no deferral under EITF 02-3, where the adjustment to the fair value of this 
liability due to the consideration of nonperformance risk would be accounted for on a prospective basis 
through earnings.  
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