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How Do Investors Assess the Relevance of  
Fair Value for Financial Instruments? 

 
 

ABSTRACT:  For some time, a debate has existed on the relevance of fair value versus 
historical cost for the valuation of financial instruments.  In this study, we conduct three 
experiments to test the idea that investors’ views about fair value are contingent (that is, 
investors are not either “fair value” or “historical cost” supporters), depending on whether the 
item in question is an asset or liability and the situation being evaluated.  Results are supportive 
of our predictions and also indicate that investors use a non-diagnostic “ease of acquiring or 
selling” heuristic to judge the relevance of fair value.  Our results also reveal that attempts to 
debias investors’ judgments by providing them with the economic intuition does work, although 
it may lead to unintended effects.  Implications for standard setters and investors are provided. 
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I.  INTRODUCTION 

For some time, a debate has existed on the relevance of fair value versus historical cost for 

the valuation of financial instruments.  Although many argue that information based on prices 

that reflect the current market assessment is more relevant to investors than information based on 

old market prices, not everyone agrees with this perspective.  Supporters of historical cost 

maintain that it is the most relevant measure as it reflects the effects of transactions and events in 

which a company did participate (and not those in which the company did not participate) (e.g., 

Isaac 2008).  In this paper, we maintain that these characterizations of fair value are too 

simplistic.  That is, we argue that individuals are not either “fair value” or “historical cost” 

supporters.  Rather, we assert that investors’ views about the relevance of fair value or historical 

cost are contingent (Payne 1982) and depend on whether the item in question is an asset or 

liability and the situation being evaluated. 

Understanding how investors assess the relevance of fair value is important for several 

reasons.  First, standard setters are moving toward a fair value accounting model.  For example, 

fair value measurement is now used for employee stock options (Statement of Financial 

Accounting Standards (SFAS) 123R), business acquisitions (SFAS 141R), and most investments 

(SFAS 115).  Companies also have the option to record financial instruments, including 

mortgage servicing rights, at fair value (SFAS 156, 159).  Because of the increasing prevalence 

of fair value measurement, the Financial Accounting Standards Board (FASB) recently provided 

guidance on how to determine fair value under various circumstances (SFAS 157).  Despite the 

FASB’s move toward fair value, there are strong opponents to this measurement (e.g., Benston 

2008).  Indeed, the recent (and ongoing) financial crisis has led to many arguments against fair 

value, suggesting its lack of universal acceptance (American Bankers Association 2009). 
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Second, very little research exists on the topic of how investors view fair value.  The existing 

archival research is not directly on point to the relevance notion, as it generally involves a joint 

test of the relevance and reliability of the disclosed fair values of financial assets and liabilities 

(e.g., Barth 1994; Barth et al. 1996; Eccher et al. 1996; Nelson 1996).  Stated differently, this 

research assumes (explicitly or implicitly) at least a minimum level of relevance, and investigates 

cross-sectional differences in the reliability of those estimates.  Variation in investors’ assess-

ments of relevance is rarely mentioned and never investigated.   

To address the general question of how investors assess fair value, we conduct three 

experiments using Masters of Business Administration (MBA) student participants in the role of 

investors.  In experiment one, we hold constant the economics associated with a single financial 

instrument (i.e., fixed-rate security) and manipulate whether the investor participants are asked to 

consider the financial instrument as an asset (i.e., investment in bond) or liability (i.e., bond 

payable).  That is, we hold constant management’s intent toward that instrument (i.e., hold to 

maturity) as well as the reliability (i.e., publicly traded) and relevance of the instrument’s fair 

value measurement.  We test the idea that investors will not judge fair value relevance according 

to the underlying economics but rather will judge relevance based on how easy they consider it 

to acquire or dispose of the instrument.  Because of such reasoning, we hypothesize that 

investors will assess fair value as more relevant for financial assets than for financial liabilities.  

We also predict that these differences in relevance judgments are meaningful, because they will 

translate into judged differences in firm value. 

The results of experiment one are consistent with our predictions.  In particular, we find that 

not all participants consider fair value to be relevant and, most interestingly, they consider fair 

value as more relevant for assets than for liabilities.  This result obtains even though we hold 
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constant the characteristics of the underlying financial instrument, including the reliability and 

relevance of its fair value measurement.  Additionally, we observe that the direction of the fair 

value change (i.e., gain or loss) does not influence relevance judgments, but it does interact with 

whether the instrument is an asset or liability to influence firm valuation judgments.  That is, 

investors are more likely to adjust firm valuations when there are fair value gains and losses for 

the financial asset versus the financial liability. 

In experiment two, we more fully investigate out theory behind the experiment one findings.  

Specifically, we conjecture that when making relevance judgments, investors rely on a non-

diagnostic heuristic—namely, the ease of acquiring or disposing of the item in question.  Fair 

value is judged more relevant when an entry or exit transaction is easy to accomplish.  Arguably, 

this “ease” heuristic is non-diagnostic, or biased, when using it does not coincide with the under-

lying economics of the situation, as in our study (Kahneman et al. 1982).  Because we hold 

constant the relevance of fair value in our experiment, we are able to conclude that using this 

ease heuristic represents a judgment bias.  

The results of our second experiment support our predictions.  Specifically, we show that 

investors do judge fair value as more relevant when an entry or exit transaction is easy to 

accomplish.  That is, they base their fair value judgments on this non-diagnostic heuristic.  In 

experiment two, we also provide evidence to rule out a possible liquidity explanation for our 

results.  That is, we show that investors are not basing their relevance judgments on their 

perception that it is less constraining for a firm to receive cash than it is to dispense cash.   

The goal of experiment three is to determine what might help investors to overcome their 

reluctance to embrace fair value as the most relevant measure for financial liabilities that are to 

be held to maturity (as in experiment one).  We conjecture that if investors are provided with 
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information explaining the economic intuition behind the relevance of fair value for financial 

liabilities (i.e., they are debiased), they will reduce their reliance on the ease heuristic and, hence, 

increase the frequency with which they identify fair value as relevant.  Moreover, we also predict 

that the effect of the debiaser will be greater in magnitude when management’s intent is to hold 

to maturity the financial liability than when it is to be settled soon.  In the latter situation, 

investors should be more inclined to identify fair value as relevant and, thus, the debiaser should 

have less impact. 

Results for this experiment show that providing investors with information about the 

economics of fair value for financial liabilities to be held to maturity (i.e., debiasing them) does 

increase their tendency to choose fair value as the most relevant measure for these instruments, 

as predicted.  Interestingly, though, it does not cause all participants to judge it as relevant, 

suggesting the difficulty of completely debiasing investor judgments.  As predicted, we find that 

the debiaser has no effect when the financial liabilities are to be settled soon.  There, participants 

appear to base their relevance judgments on the fact that the company will soon extinguish the 

liability.  Other results from experiment three show that investors’ relevance judgments do not 

translate into changes in the valuation assigned to the company (in contrast to experiment one).  

We suggest that this occurs perhaps because the particular debiaser used in our study is viewed 

by participants as creating an unfair scenario for the company being evaluated. 

Conducting experiments to address these issues pertaining to fair value affords us a number 

of advantages.  First, we are able to leverage the strength of experimental methods by holding 

constant the characteristics of the financial instrument (i.e., a publicly-trade fixed-rate security) 

for which there was a fair value change and focusing on its classification as an asset or liability.  

Second, experimentation permits us to directly measure investors’ beliefs about the relevance of 
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fair value and their perceptions of its effect on firm value.  These measurements are important, as 

they allow us to test ideas more directly than by using security prices and inferring investors’ 

judgments.  Third, we are able to study how participants react to the value of items that may be 

difficult to examine using archival methods.  Although many assets have been recognized at fair 

value for a number of years (e.g., investments in equity and debt securities under SFAS 115), 

fewer liabilities have been recorded at fair value.1  In addition, some items are recorded at fair 

value because of mandatory accounting standards (e.g., SFAS 115), and other items recorded at 

fair value by choice (e.g., SFAS 159).  Furthermore, some items are recorded at fair value only 

because they are part of a derivative hedging transaction (SFAS 133).  This diversity in the 

frequency and circumstances of fair value measurement makes examining the question of fair 

value relevance arguably more difficult with archival methods.2 

Our results also have several important implications.  From a regulatory standpoint, our study 

suggests that investors’ fair value judgments are contingent.  That is, they depend on whether the 

item in question is an asset or liability as well as the situation.  For example, in experiment one, 

we demonstrate that individuals are more fair value oriented for financial assets than financial 

liabilities.  In experiment three, we show that individuals are more fair value oriented when they 

expect the firm to settle or extinguish a financial liability in the near term and when they are 

given information to explain the intuition of fair value for a financial liability.  It is possible 

(although not tested in our study) that these findings suggest that under the fair value option in 

                                                            
1 Zion et al.  (2008) report that of the $28 trillion in assets on the balance sheets at the end of the first quarter for the 
380 companies in the S&P 500 with either a November or December year-end, they find that more than one-third of 
$9.5 trillion are at fair value.  However, they report only $2.6 trillion of liabilities at fair value which is 
approximately 11 percent of the $24 trillion in total liabilities. 
2 Since the early 1990’s, SFAS 107 requires the fair value of financial instruments to be disclosed in the footnotes of 
financial statements.  Claims have been made that footnoted data is not as reliable as recognized data (Frederickson 
et al. 2006; Libby et. al. 2006). As a result, it might be difficult to compare the fair value of financial assets and 
liabilities under that disclosure, particularly because some of the assets are also recorded at fair value in the financial 
statements. 
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SFAS 159, firms may gravitate to reporting only those financial instrument items that they (and 

investors) are most comfortable with.  Such behavior may not lead to more widespread reporting 

of fair values, as the FASB hopes (SFAS 159, ¶A3). 

From the perspective of investors, our study implies that they should be aware of a potential 

bias in their judgments when evaluating the relevance of fair value.  Our results suggest that 

investors use an ease heuristic to judge the relevance of fair value.  Situations exist where that 

heuristic may coincide with the underlying economics.  However, it also may cause them to 

judge fair value less relevant merely because it is more difficult to execute the purchase or sale 

of the item.  Indeed, we maintain that investors do not separate in their minds the issue of 

measurement relevance from other factors, such as ease of acquisition or disposition.    

In the next section, we present theoretical arguments in support of our predictions.  Sections 

3 through 5 describe and present the results for each of our three experiments.  Section 6 

concludes the paper. 

II.  THEORY AND PREDICTIONS 

Historical Cost versus Fair Value 

The recent financial crisis has escalated the debate on the relevance of fair value.3  The 

argument against the relevance of fair value is that unless the management of a company intends 

to sell or settle the item before its maturity, then changes in the value of assets and liabilities are 

not important to the current assessment of the company (Hague and Willis 1999; Dattatreya and 

Fabozzi 2005).  That is, the company will not realize the fair value gain or loss (i.e., they will not 

                                                            
3 Another key aspect of the debate is the reliability of fair values.  Some argue that fair values are relevant but of 
questionable reliability in illiquid markets (SFAC 2, ¶90), such as those seen in the recent financial crisis.  To avoid 
the possibility that our study participants somehow make inappropriate tradeoffs between relevance and reliability 
(i.e., judge the fair value as not reliable and, therefore, not relevant), we hold constant both reliability and relevance 
at high levels in our study.   
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participate in a settlement transaction) and, as such, it does not provide relevant information to 

investors.  Fair value proponents, on the other hand, maintain that fair value is relevant whether 

firm management decides to sell assets or settle liabilities before maturity and when they decide 

not to do this.  That is, fair value can provide economic information about foregone opportunities 

that can affect the economics of the firm. 

To be concrete, consider the following example.  Company X issues bonds payable at par in 

the amount of $1,000,000.  Assume one day after issuing the bonds, interest rates fall and so the 

fair value of the bonds is $1,200,000.  Now consider an otherwise identical company, Company 

Y, who issues $1,000,000 of bonds payable immediately after the interest rates fell.  Company Y 

locks into a lower coupon rate. 

A historical cost advocate would argue that the $200,000 economic loss on the Company X 

bond is irrelevant to the current assessment of Company X if the company intends to hold that 

bond to maturity.  That is, Company X will never pay the $1,200,000.  Indeed, the historical cost 

advocate argues that this $200,000 will reverse over the remaining term of the bond; at maturity 

the fair value of the bond will be $1,000,000—the amount to pay back at maturity. 

A fair value advocate, in contrast, would argue that the $200,000 represents how much worse 

off Company X is because of the fair value change.  The $200,000 represents the present value 

of the additional interest cost (i.e., above current market rates) that Company X will pay over the 

remaining term of the bond.  Stated differently, the $200,000 represents how much lower 

Company X’s cash balance will be, as compared to Company Y’s, at the end of the bonds’ term. 

 Fair Value Relevance for Financial Assets versus Liabilities 

Drawing on psychology theory, we conjecture that investors’ relevance judgments, on 

average, will not follow the economic logic of the fair value perspective, as presented by Hague 
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and Willis (1999) above.  Rather, we conjecture that relevance judgments, on average, will be 

driven by how easy it is to acquire or dispose of the item.  We hypothesize that investors will 

judge it relatively easier to acquire or dispose of an asset than a liability and, thus, will judge fair 

value more relevant for assets than liabilities.  This idea comes from the line of reasoning that 

individuals generally think, for example, that they can more easily sell their personal car than 

dispose of a home equity loan.  Disposing of the home equity loan requires having the 

appropriate amount of cash, getting the cash into a checking account, and then visiting the lender 

to do the paperwork to pay off the balance.  Selling a car, in contrast, requires a visit to CarMax 

or listing the car on Craig’s List.  Once the buyer is found, the seller waits for the cash to be 

delivered.  Although there are certainly exceptions to this characterization, we posit that this is 

the general thinking of individuals.4 

Thinking that assets are easier to acquire and dispose of than liabilities is not troublesome in 

itself.  However, the difficulty arises if individuals use it as a shortcut in judging how to measure 

the item in question.  We theorize that individuals will be subject to an availability bias (Tversky 

and Kahneman 1973) when asked to judge the relevance of fair value for an asset or liability and, 

thus, will be likely to use information about ease of acquiring and disposing to judge relevance.  

Indeed, availability biases occur when judgmentally irrelevant information is brought to mind 

based on a particular prompt or question (Tversky and Kahneman 1972).5  Thus, when asked 

about the fair value of an asset or liability, individuals are likely to automatically think about 

                                                            
4 Some of this differential thinking may also originate in the frequency with which we think about the fair value of 
assets versus liabilities.  That is, we regularly think about the value of retirement savings or the fair value of our 
house.  We argue that individuals less regularly think about the fair value of their obligations. 
5 A simple example illustrates the idea:  In a psychology study by Kubovy (1977), participants are asked to report 
the first digit that comes to their mind.  A small percentage (2.2%) reports the digit 1.  However, when they are 
asked to report the first “one-digit” number that came to mind, a much larger 18.1% choose the digit of 1.  This 
result is consistent with the notion of how memory works—namely, the priming that occurs when the question 
includes the word “one” creates a priming of the digit 1 in memory.  Thus, it is more likely to be provided as a 
response. 
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how easy it is to acquire or dispose of the item than think through the economic logic of fair 

value.  This process of judging fair value relevance is not diagnostic as the notion of fair value is 

arguably a neutral concept.  Indeed, the use of the term fair value within accounting standards is 

independent of any reference to an asset or a liability.  For example, though fair value is defined 

in SFAS 157 as “…the price that would be received to sell an asset or paid to transfer a liability 

in an orderly transaction between market participants…” (SFAS 157, ¶5), the remainder of the 

standard discusses the measurement of fair value without any differences in the treatment of 

assets or liabilities. 

As explained in more detail in the experiment one method section below, we examine 

investors’ judgments of relevance for an asset versus liability where we hold constant all features 

of the financial instrument, management’s intent toward the instrument, and also the relevance 

and reliability of its measurement (i.e., hold constant the economics).  Indeed, it is exactly the 

same instrument, but we merely vary whether people are told that management owns the item (it 

is an asset) or that management owes it (it is a liability). In light of this research design, there 

should be no difference between judgments of fair value relevance both in situations where fair 

value leads to gains and to losses.6  In summary, we posit the following hypothesis: 

H1:  Investors will judge the relevance of fair value as greater for a financial 
asset than a financial liability. 

  

                                                            
6 We argue that there is no theoretical basis to expect differences in relevance judgments for fair value gains versus 
losses.  Although one might argue that conservatism implies that investors consider losses as more relevant than 
gains, the conservatism argument actually pertains to reliability and not relevance.  Specifically, conservatism is 
defined as “the asymmetrical verification for gains and losses” (Watts 2003, 208) with the verification standards 
being higher for gains than losses.  Because conservatism is a function of verifiability, it falls under the notion of 
reliability.  Alternatively, one might argue that prospect theory suggests that losses are judged more relevant than 
gains because of the asymmetric value function that people use when judging losses and gains.  However, that 
theory is based on the principle of near-term realization which is not descriptive of our setting where the fair value 
gains and losses will not be fully realized in the near term as the instrument is to be held to maturity.  Because of the 
lack of theory suggesting that fair value gains and losses will be judged differentially relevant, we do not make any 
prediction to such effect.   
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An important question is whether these differences in relevance judgments translate into 

differences in investors’ assessments of the firm’s value.  That is, do investors distinguish to a 

greater extent between fair value gains and fair value losses for assets than for liabilities?  We 

argue that the differences in relevance judgments are meaningful because they will, in turn, 

directly influence the value placed on the firm.  This expectation leads to our second hypothesis: 

H2:  Investors making firm valuation judgments will distinguish to a greater 
extent between fair value gains and losses for financial assets than for financial 
liabilities. 

Debiasing Judgments regarding Fair Value Relevance for Financial Liabilities 

Based on the assumption that individuals will not rely on the economic arguments as 

articulated by Hague and Willis (1999) when judging the fair value of assets and liabilities but 

rather will rely on how easy it is to acquire or dispose of those assets and liabilities, we next 

address how the resulting judgment bias could be reduced.  Recall that a finding of differential 

relevance of fair value is arguably a bias, as the measurement of the same financial instrument 

should not be different when all else is held equal except for whether it is considered from the 

asset or liability side. 

Psychology research indicates that the fix for judgment biases or errors depends on the nature 

of the error (Arkes 1991).  For example, if the error is because the individual is using a 

suboptimal solution strategy because of laziness, then raising the stakes for optimal performance 

should remedy the error.  Because we theorize that the tendency to judge fair value as less 

relevant for assets than liabilities is because individuals will use the availability heuristic, a 

different fix is needed.   To debias an availability bias, several approaches are possible including 

explicit feedback on the task at hand (Arkes 1991).  One type of feedback is to tell participants 

that the relevance of fair value is not based on the ease of acquiring or disposing of the item.  

However, because of the association-based nature of this judgment bias, this approach would 
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likely only exacerbate the bias as participants would continue to dwell on the ease, making it 

even more accessible in their memory.  Instead, we use a debiaser which speaks to the source of 

the judgment bias.  Because we conjecture that participants will not base their fair value 

relevance judgments on the underlying economics (but rather will use an ease heuristic), we 

design the debiaser to reframe the situation in participants’ minds, focusing them on the 

economics of a change in fair value.  In short, we posit that this judgment error can be debiased 

with feedback about the economics. 

While we anticipate this debiaser will influence judgments about fair value relevance when a 

financial instrument is to be held to maturity, we do not believe the debiaser will affect fair value 

judgments when the financial instrument is to be settled soon.  In the latter situation, we antici-

pate that participants will invoke the logic that fair values are relevant when an item is to be 

purchased or disposed of soon (Dattatreya and Fabozzi 2005).  We summarize our expectations 

in the following hypothesis.  

H3:  Individuals will (will not) increase the frequency with which they judge fair 
value relevant for financial liabilities to be held to maturity (to be settled soon) 
when they are given a debiaser. 

 
For design reasons, we focus on financial liabilities in testing this idea.  That is, if H1 is 

valid, then focusing on financial assets to test H3 would potentially lead to less observable 

change in the relevance frequency judgments. 

III.  EXPERIMENT ONE 

Design and Participants 

Our first experiment tests H1 and H2.  In this experiment, we employ a 2 × 2 design, in 

which we vary between-participants whether the financial instrument is an asset (i.e., investment 

in bond) or a liability (i.e., bond payable) and whether the outcome from a subsequent interest 
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rate change leads to a fair value loss or gain.  This design results in four between-participants 

conditions:  Asset-Loss, Asset-Gain, Liability-Loss, and Liability-Gain.  The experimental 

software randomly assigns participants to these conditions. 

The experiment is web-based, using Qualtrics software.  Participants access the materials by 

clicking on an internet link supplied in the email that solicits their participation.  While respon-

ding to the questions, the case information (described below) remains displayed on the screen to 

allow participants to repeatedly access the information.  Participants are not allowed to change 

their responses to a previous question once they move on to the next question. 

Seventy-nine MBA students participate in the experiment.  All participants in the study are 

from a top-ranked daytime MBA program, and have an average of five years full-time work 

experience, with a range from one to 15 years.  All participants had completed coursework in 

financial accounting and finance.  The software indicated that all participants who started the 

experiment successfully completed it. 

We use MBA students as proxies for reasonably informed investors.  Following the guidance 

set forth in Libby et al. (2002, 802), we match participants to the goals of the experiment and do 

not use more-sophisticated participants than necessary to achieve those goals.  As noted by 

Libby et al. (2002), sophisticated participants are in short supply and should be used only when 

the research question necessitates it.  Furthermore, the FASB, in its recent exposure draft on the 

new conceptual framework, assumes that users “have a reasonable knowledge of business and 

economic activities to be able to read a financial report” and “review and analyze the information 

with reasonable diligence” (FASB, 2008, ¶QC24).  Ex ante, we judged that general knowledge of 

accounting, business finance, and financial markets is necessary and sufficient for our 

participants to respond meaningfully to our materials. 
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Materials, Manipulations, and Questions  

In the experiment, participants serve in the role of a potential investor evaluating a firm 

(Alpha Company).  Participants in the asset financial instrument condition are informed that in 

year 1, Alpha Company purchases at par ($10,000,000) an investment in publicly traded bonds 

issued by other companies.  Moreover, they are told that the bonds are fixed-rate investments, 

indicating that the cash received by Alpha is fixed.  Participants in the liability financial instru-

ment condition receive information that was essentially a “mirror image” of the information 

provided in the asset condition.  Specifically, in year 1, Alpha issues at par ($10,000,000) 

publicly traded bonds payable.  The bonds are fixed-rate bonds, indicating that the cash paid by 

Alpha is fixed.  All participants are informed to assume that the dollar amounts involved in the 

case situation are highly significant. 

After being provided with this information, participants in both the asset and liability 

conditions are told that in year 3, a change in interest rates occurs.  In the asset-loss (asset-gain) 

condition, interest rates increase (decrease); in the liability-loss (liability-gain) condition, interest 

rates decrease (increase).  All participants are then informed that Alpha Company intends to hold 

the investment in bonds (or bonds payable, as applicable) until their maturity which is years 

away.  Finally, the investment in bonds (or bonds payable) maturity value is presented (always 

$10,000,000 independent of the condition) and as well as the fair value of the same instrument 

(either $8,459,100 or $11,540,900, depending on the condition).7  Figure 1 shows how this 

information is presented to participants in two of the four conditions. 

                                                            
7 The change in fair value for the gain and loss conditions is intentionally designed to be symmetric in dollar amount 
(i.e., at $1,540,900).  This design feature ensures that the percentage change in fair value (relative to the original 
maturity amount) is held constant across all conditions.  One consequence of doing this, however, is that the current 
interest rate that produces such a change will not be exactly symmetric. We believe that it is more important to 
control the dollar amount of symmetry (versus the interest rate producing that dollar amount) because the dollar 
amount is likely to be more obvious to participants.  Indeed, participants could not infer the interest rates that 
produced such changes, as we do not include the maturity year for the financial instrument. 
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--------------------------------------- 
Insert Figure 1 here 

--------------------------------------- 

Two aspects of our case materials avoid an alternative explanation for our results.  First, we 

use the phrase maturity value instead of historical cost in the actual instrument.  This choice is 

intentional and is designed to minimize participants bringing knowledge of accounting rules to 

the task, as our study is not about knowledge of such rules.  Note that because the maturity value 

of a bond issued at par is equivalent to its historical cost, the two are the same.  Second, both the 

investment in bond and the bonds payable are intended to be held to maturity by Alpha.  Thus, if 

participants are using their knowledge of accounting rules to respond to the case, then we would 

observe results where no one considers fair value to be relevant (as historical cost would be the 

appropriate accounting for both the asset and liability).8  We do not observe this result suggesting 

participants are not using knowledge of accounting rules to respond to experimental questions.  

After being presented with the information described above, participants are asked four 

questions.  The first two questions pertain to the relevance of the fair value measurement and 

differ in whether they focus on the fair value of the instrument itself or the resulting gain or loss 

from the fair value change.  If our H1 is valid, then we expect a main effect for financial 

instrument, but no gain/loss main effect nor interaction.  The first question asks which of the two 

amounts (that participants saw earlier in the instrument—namely, historical cost or fair value) is 

more important to their current assessment of the financial position of Alpha Company at the end 

of year 3.  The question is a forced-choice question; accordingly, there are two possible answers:  

historical cost or current fair value.  The second question asks participants to indicate the extent 

to which the difference between the current fair value and historical cost of the financial 

                                                            
8 Bonds payable can be accounted for at fair value under the fair value option in SFAS 159 (which was very new at 
the time of the experiment). 
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instrument makes a difference in their assessment of the current performance of Alpha 

Company.9  Responses are elicited on a 101-point continuous scale, with endpoints of “does not 

make a difference” (0) and “does make a difference” (100). 

The final two questions pertain to whether the fair value change influences the value of the 

company (H2).  Specifically, the third question asks participants whether the difference between 

the current fair value and the historical cost of the financial instrument makes Alpha Company 

better or worse off.  The response scale here ranges from –50 (“makes Alpha significantly worse 

off”) to 50 (‘makes Alpha significantly better off”).  The midpoint of the scale is 0 representing 

“makes Alpha neither worse off or better off.”  The final question asks participants to make a 

judgment regarding the value they would place on the firm.  They are told that any potential 

value change from the interest rate change is not already incorporated into the company’s stock 

price.  Three response options exist—(1) increases the value, (2) decreases the value, or (3) 

neither increases or decreases the value.  For those responding that the interest rate change either 

increases or decreases the value they would place on the company, they also indicate the 

magnitude of this increase or decrease.  Zero on the response scale represents “slightly increases 

(or decreases, as applicable) how much I value the firm” and 100 represents “greatly increases 

(or decreases, as applicable) how much I value the firm.” 

                                                            
9 We chose to ask the relevance questions using the phrases “makes a difference” and “important” because these 
phrases are used throughout the FASB’s concept statement for this construct (SFAC 2, ¶46).  However, to ensure 
that participants saw these phrases as being congruent with the notion of relevance, we collected additional data with 
participants having similar backgrounds as those in the main study.  We asked 53 MBA students to indicate whether 
they agreed, disagreed, or had no opinion with respect to the statements “I believe when something is relevant, it is 
important” and “I believe when something is relevant, it makes a difference in a decision.”  The most frequent 
response given was “agree” (n=31 and n=36, respectively).  This response was statistically more frequent than the 
other responses (both p-values < 0.10), validating our presumption that participants viewed the two phrases used in 
our main experiment as referring to relevance.  In the second data collection, a separate group of 55 MBA students 
were asked to indicate which of six phrases (important, free from bias, makes a difference in a decision, can be 
confirmed, timely, and represents what it is supposed to) they considered to be the most descriptive of the term 
relevance.  The most frequent responses were “makes a difference” (n=30), “important” (n=11), and “represents 
what it is supposed to (n=11), again validating the equivalence of our experimental phrases with the notion of 
relevance.  
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Although these questions are seemingly quite similar, we ask both in the event that 

participants make a distinction between a fair value loss or gain affecting the company but not its 

stock price.  If our H2 is valid, then participants should distinguish to a greater extent between 

the two outcomes for assets than for liabilities (i.e., significant interaction).  Stated differently, 

because we expect them to judge relevance of fair value greater for assets than liabilities, 

participants should distinguish discriminate the two fair value outcomes (i.e., gains and losses) to 

a greater extent for assets than liabilities. 

Experiment One Results 

 For our first two questions, we observe results that are consistent with our predictions.  

Question 1 asks participants which value—historical cost or current fair value—is more relevant.  

To analyze the responses, we use categorical modeling.  The results of this 2 × 2 analysis are 

shown in Panels A and B of Table 1. 

--------------------------------------- 
Insert Table 1 here 

--------------------------------------- 

  Results show that, as expected, over seventy percent of the participants (71.7%) judge fair 

value to be more relevant than historical cost for the investment in bond, while just less than 

forty percent (39.4%) judge fair value more relevant for the bond payable (2 = 8.42, p < 0.01).  

As expected, whether the interest rate change causes a gain or loss is not considered important to 

participants’ relevance judgments, nor does it interact with the type of instrument being 

evaluated (both p-values > 0.36). 

For question 2, results tabulated in Panels C and D of Table 1 reveal similar inferences.  

Recall that the second question asks participants to evaluate the relevance of the difference 

between the fair value and the historical cost of the financial instrument.  Because of the 

continuous dependent measure for this question, we employ analysis of variance (ANOVA).  
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Participants judge the difference between current fair value and historical cost as more relevant 

for the investment in bond (mean of 54.50) than the bond payable (mean of 35.91) (F1,75 = 6.55, 

p = 0.01).  Once again, we see no effect for sign of the outcome or for its interaction with type of 

financial instrument (both p-values > 0.30).  In sum, the results reported in Table 1 support H1.  

Because we hold constant both reliability and relevance at high levels for both the asset and 

liability, we can argue that these results represent a judgment bias on the part of our participants.  

That is, the relevance judgments should not differ between the asset and liability conditions and 

both frequencies should be at 100 percent.   

 The remaining questions provide tests of H2; those results are presented in Table 2.  For 

question 3, we ask participants whether the difference between fair value and historical cost 

makes the company worse off or better off.  Because we predict a specific type of (ordinal) 

interaction for this question (i.e., larger difference between gains and losses for assets than for 

liabilities), the default (disordinal or cross-over pattern) interaction statistic that is provided by 

the traditional ANOVA is not appropriate for our hypothesis.  Although we report the default 

interaction statistic in Panel B of Table 2, we also estimate and rely on a planned interaction 

contrast that more appropriately tests our prediction (see Panel C).  Specifically, we rely on 

weights of 2, -2, 1, and -1 for the asset/gain, asset/loss, liability/gain, and liability/loss 

conditions.10   

 Most central to testing H1, results show that our planned interaction contrast is significant (F 

= 6.02, p = 0.02).  Follow-up simple main effect tests reveal that the difference in mean response 

for the asset (loss = –0.50; gain = 15.63) is statistically significant (F = 4.65, p = 0.03), while the 

difference for the mean response for the liability (loss = –1.78; gain = 8.68) is not significant (F 

                                                            
10 The significance of our interaction is robust to alternative weight schemes that meet the requirement that the 
difference between the two asset conditions is larger than the difference between the two liability conditions. 
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= 1.38, p = 0.24), again supporting the veracity of our interaction test.  This pattern of means 

and results is consistent with H2.  That is, fair value is more relevant for assets so the fair value 

gains and losses are incorporated into valuation in the asset conditions to a greater extent than in 

the liability conditions. 

--------------------------------------- 
Insert Table 2 here 

--------------------------------------- 

Question 4 asks participants whether the fair value change affected the value of the company.   

Importantly, participants are told that any value change created by the interest rate change is not 

already incorporated into Alpha’s stock price.  Because of the categorical nature of this depen-

dent measure, we conduct a categorical analysis of variance.  Results are shown in Panels D 

through F of Table 2.  There is a significant financial instrument × outcome interaction (2 = 

8.52, p = 0.01) along with a main effect for sign of outcome (2 = 8.21, p = 0.02).  No financial 

instrument effect is observed (2 = 4.48, p = 0.11).  Follow-up contrasts indicate that parti-

cipants’ responses in the asset situations vary depending on whether the outcome is a gain or loss 

(2 = 13.23, p < 0.01) but in the liability situations do not vary (2 = 2.17, p = 0.34) where the 

most comment response is “neither.”  This pattern of results is consistent with H2. 

 Recall that participants who answer “increase” or “decrease” to this fourth question also 

indicate the magnitude of this increase or decrease.  We create a new variable that captures the 

joint effect of “increase” and “decrease” as well as the magnitude (i.e., increase coded as a 1 and 

multiplied by strength response; decrease coded as -1 and multiple by strength response; “neither” 

coded as 0).  This measure (not tabulated) reveals a significant interaction between our two 

manipulated variables (F = 11.15, p < 0.01).  That is, we see a larger difference in the mean 

judgments for the asset/gain (mean of 20.42) and asset/loss (mean of -13.41) conditions than the 

liability/gain (mean of 7.63) and the liability/loss (mean of -7.86) conditions.  Simple main effect 
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tests confirm that the asset difference is statistically significant (F = 10.01, p < 0.01) but the 

liability difference is not (F = 1.47, p = 0.23).  Again, this pattern of results is consistent with H2.   

IV.  EXPERIMENT TWO 

Design and Participants 

To provide evidence regarding the ease heuristic which we use to make our prediction in H1 

(which is supported by our experiment one data), we conduct a second experiment at another 

top-ranked MBA program with a separate group of fifty participants with similar demographics 

as the first experiment.  Using a paper-based experimental format, we ask participants a series of 

questions about six items—three of which are assets and three of which are liabilities.  Key to 

our purposes, though, is that one asset is the same as used in experiment one (investment in 

bond) and one liability is the same as in experiment one (bond payable).  This within-subjects 

manipulation of whether the item is seen from the asset or liability angle is of primary interest in 

our second study.  We ask about four other items to ensure that the purpose of the questions is 

not overly transparent to participants. 

 Six of the questions are relevant to our theory.  Two questions pertain to the ease of acquiring 

or disposing of an item, and two pertain to the relevance of fair value or historical cost.  Two 

other questions address the likelihood of acquiring or disposing of an item.  We use a 101-point 

response scale for all questions. For the ease questions, the scale has endpoints of 0 representing 

“not very easy” and 100 representing “very easy.”  For the relevance questions, the scale end-

points are 0 “not very relevant” and 100 “very relevant.”  For the likelihood questions, the scale 

endpoints are 0 “very unlikely” and 100 “very likely.” 

 We conduct three tests with these data.  First, we determine whether our assumption that 

individuals find it easier to acquire and dispose of assets than liabilities is valid.  Second, we 
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determine whether these ease judgments are related to judgments about fair value relevance (and, 

by extension, not related to judgments about historical cost relevance).  Third, we use these data 

to rule out a possible alternative explanation for our results. 

Experiment Two Results 

For our first set of tests, results (not tabulated) show participants judged it easier to acquire 

the investment in bond payable asset (mean of 75.08) than the bond payable liability (mean of 

63.64) (F = 12.43, p < 0.01).  They also consider it easier to get rid of the investment in bonds 

payable before maturity (mean of 69.32) than to get rid of the bonds payable before maturity 

(mean of 54.72) (F = 12.05, p < 0.01).  In sum, these results are consistent with our assumption 

that individuals will judge it relatively easier to acquire or dispose of an asset than a liability. 

Our second set of results (not tabulated) is consistent with our theory about investors using 

an ease heuristic to make judgments about fair value relevance.  Specifically, we find that the 

ease measures are significantly correlated with the judgments about fair value relevance but are 

not correlated with the judgments about historical cost relevance.  To make this determination, 

we regress the relevance judgments (fair value or historical cost) for the financial instruments 

(investment in bond payable or bond payable) on the ease measures (acquiring or disposing), for 

a total of eight regressions.  Results generally reveal positive associations between the ease 

measures and the fair value relevance judgments (with one exception, all p-values < .05).  In 

contrast, the ease measures are not significantly associated with the historical cost relevance 

judgments (all p-values > 0.13).  Overall, these results are supportive of our theory. 

Our experiment two data also rule out one possible alternative interpretation for our 

experiment one relevance results.  It could be argued that study participants use liquidity, and not 

ease of acquiring or disposing, as a guide to their relevance judgments.  In several ways, the 
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experiment two data rule out this possible interpretation of our results.  First, as noted earlier, 

participants judge it easier to acquire the investment in bond asset (mean of 75.08) than the bond 

payable liability (mean of 63.64) (F = 12.43, p < 0.01).  If liquidity concerns are driving their 

relevance judgments, then participants should make the opposite judgment—namely, assess it as 

easier to acquire a bond payable (i.e., cash inflow) than an investment in bond (i.e., cash 

outflow).  We do not see this pattern of results.  Second, our results show that participants render 

it no more or less likely that the firm would dispose of the bond investment early (mean 

likelihood of 48.66) as compared to the bond liability (mean likelihood of 50.86) (F = 0.24, p = 

0.63).  Further, participants conclude that it is no more or less likely that the firm would acquire 

a bond payable (mean likelihood of 58.72) than a bond investment (mean likelihood of 63.50) (F 

= 1.47, p = 0.23).  A liquidity interpretation of our results would suggest that firms would be 

more likely to dispose of (acquire) the bond investment earlier (later) than a bond liability.  

Because our results are not consistent with these patterns of results, we again rule out a liquidity 

interpretation. 

V.  EXPERIMENT THREE 
Design and Participants 

The third experiment tests H3.  It was conducted at approximately the same time (i.e., within 

several days) as experiment one and in the same location as experiment two.11  The paper-based 

experiment is with one hundred MBA student participants. 

The design for the experiment involves a 2 × 2 between-participants design.  We vary 

between-participants whether the financial liability (i.e., the same fixed-rate instrument used in 

two conditions of experiment one) is to be held to maturity or settled soon. We also vary at two 

levels whether or not participants are provided with information that explains the economics of 

                                                            
11 Experiments one and three were conducted in April, 2008, while experiment two was conducted in November, 
2008. 
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the fair value change, i.e., the debiaser.  This design results in four between-participants 

conditions:  Held-to-Maturity/No-debias, Held-to-Maturity/Debias, Settle-Soon/No-debias, and 

Settle-Soon/Debias.  Participants are randomly assigned to these conditions. 

5.2  MATERIALS, MANIPULATIONS, AND QUESTIONS 

In the experiment, participants serve in the role of a potential investor evaluating a firm 

(Alpha Company).  Participants are informed that Alpha Company, in the printing and 

publishing industry, uses bonds to finance their operations and long-term capital expenditures.  

Moreover, participants are informed that the company has fixed-interest-rate bonds payable that 

are issued at par in year 1 with a maturity in year 15.  As noted previously, we focus on financial 

liabilities (versus financial assets) here to be able to demonstrate a change in the frequency that 

participants choose fair value.  

Similar to experiment one, participants are then told that interest rates decreased in year 3.  

They are informed that the interest cash flow payment would remain the same.  In addition, they 

are told the fair value amount that the company would have to pay to reacquire the bonds in the 

open market, should they choose to settle the bonds in year 3.  All of this information is common 

to all conditions.  After this information is presented, those in the two held-to-maturity condi-

tions are told that Alpha Company intends to hold the bonds payable to their regularly scheduled 

maturity in year 15 and pay off the bonds at that time at the face value of the bonds.  Those in the 

two settle-soon conditions are informed that Alpha Company intends to settle, or pay off, the 

bonds payable prior to maturity and then issue new bonds payable, at the current market rate of 

interest.  This manipulation is illustrated in Figure 2.   

--------------------------------------- 
Insert Figure 2 here 

--------------------------------------- 
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After receiving this information, participants in the two debias conditions are then given 

information explaining the economics of the fair value change.  In particular, the debiaser des-

cribes the alternative set of actions that Alpha Company did not take (i.e., foregone oppor-

tunity)—namely, extinguish their debt before rates change and then refinance at the current, 

lower rate of interest.  The content of this debiaser is modeled after that provided by Hague and 

Willis (1999) and is shown in Figure 3.  That is, the debiaser attempts to explain the economic 

intuition behind the fair value loss.    

--------------------------------------- 
Insert Figure 3 here 

--------------------------------------- 

After being presented with the information described above, participants are asked a series of 

questions.  Our primary dependent measure is the first question and is modeled after the primary 

dependent measure from experiment one.  Namely, it is a forced-choice question, asking whether 

historical cost or fair value is more relevant to the current assessment of the financial position of 

Alpha.  We also ask questions that are very similar to questions two and four from experiment 

one.  In addition, we ask an investment question, but of only those participants in the two 

conditions that receive the debiaser.  Specifically, we ask them whether they would, if they had 

the available resources, rather invest in the (1) actual Alpha Company, (2) the hypothetical Alpha 

Company (described in the debiaser), or (3) whether they were indifferent among the two.  

Finally, all participants evaluate Alpha Company’s actual decisions relative to a hypothetical 

situation—namely, one in which Alpha might have taken a different set of actions.  Those 

actions are to get rid of the old debt immediately prior to the interest rate change and then to 

immediately refinance after the rate change.  Participants then rate how unfair or fair it is to 

compare Alpha’s actual actions to the hypothetical set of actions. 
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Experiment Three Results 

The results for the primary relevance question are shown in Table 3.12  As expected, without 

the debiaser, those who are told the company is holding the bonds to maturity judge fair value to 

be the least relevant.  Stated differently, the percentage of participants choosing fair value as the 

most relevant measurement is lower in the held-to-maturity/no-debiaser condition (similar to 

experiment one) than in the held-to-maturity/debiaser condition (60.0% versus 84.0%) (2 = 

3.38, p = 0.07).  The percentage of participants choosing fair value as most relevant did not differ 

in the two settle-soon conditions (both were 76.0%) (2 = 0.00, p = 1.00).  A planned interaction 

contrast for this predicted pattern of results is significant at 0.06 (2 = 3.37).   These results are 

consistent with H3. 

--------------------------------------- 
Insert Table 3 here 

--------------------------------------- 
 
Two of the follow-up questions, similar to those in experiment one, surprisingly did not show 

results consistent with expectations and, thus, are not supportive of H3.  Specifically, a question 

about the importance of the difference between the current fair value and historical cost of the 

bonds payable did not show significant results, nor did a question about whether the change in 

interest rates influences the value they would place on the firm.  Although a majority of partici-

pants (i.e., 52%) in the two debiaser conditions (the only participants asked this particular 

question) did indicate that they would rather invest in the hypothetical Alpha Company (they had 

the foresight to refinance before rates changed), they also indicate something else perhaps 

                                                            
12 To check that all participants understood the management intent variable, we asked participants at the end of the 
instrument about management’s intent regarding the debt.  Ninety-four percent of participants in the hold-to-
maturity conditions responded correctly to this question, and seventy-four percent responded appropriately in the 
settle conditions.  These percentages are significantly associated with the experimental conditions (2 = 29.84, p < 
0.01), suggesting the effectiveness of our manipulation. 
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suggestive of why they did not adjust the value placed on the firm.  This possible explanation is 

examined below. 

Recall that all participants are asked about how fair it was to evaluate the company in light of 

a hypothetical set of transactions where the company refinanced before rates changed.  Those in 

the debiaser conditions should recognize that the hypothetical set of transactions being referred 

to in this question as those previously received in the experiment (with much detail and 

quantitative analysis).  Perhaps not surprisingly (particularly in hindsight), the participants in the 

debiaser conditions (as compared to the no-debiaser participants) indicated that it was signifi-

cantly more unfair to compare the actual Alpha Company’s actions to the hypothetical set of 

actions they could have taken (F = 3.08, p = 0.08).  That is, the participants in the debiaser 

conditions previously saw the specifics of the hypothetical set of actions and, undoubtedly, 

thought through them more extensively than those in the no-debiaser conditions.  Thus, the 

debiaser participants could have considered the hypothetical actions (i.e., refinancing before rates 

changed) as less likely to have actually occurred and, as a result, more unfair.  As a result, one 

possible explanation for the lack of significant results on some of the questions is that the 

debiaser was viewed as presenting an unfair scenario and, accordingly, should not be 

incorporated into the valuation of the company.  In summary, the results for experiment three, 

while supporting the idea that the debiaser can alter relevance judgments, suggests that the 

content of debiaser is an important consideration. 

VI.  CONCLUSIONS 

Our study results suggest that assets are viewed differently than liabilities in terms of fair 

value relevance.  In particular, investors consider fair value more relevant for assets than for 

liabilities, even when the underlying economics of the financial instrument are held constant, 
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suggesting they are exhibiting a judgment bias.  These differential relevance judgments are 

meaningful as they in translate into differences in judgments about firm value.  In particular, 

investors do not distinguish between fair value gains and losses when evaluating a financial 

liability but do make a distinction when the item in question is a financial asset.  We find that 

this judgment bias is attributable to investors basing their fair value assessments not on 

economics, but on a non-diagnostic ease heuristic—namely, how easy an entry or exit 

transaction is to accomplish.  We also rule out liquidity issues as a potential explanation for these 

results.  Finally, we demonstrate that providing investors with information about the economics 

of fair value (i.e., debiasing them) does increase the tendency to assess fair value as relevant to 

financial liabilities, but only when those liabilities are held to maturity (and not when they are to 

be settled early).  Additional data suggests that the particular debiaser used in our study might 

have been viewed as creating an unfair scenario for the company being evaluated. 

Our study results should be informative to regulators and to investors.  For regulators, they 

should be interested in knowing that investors do not behave as though fair value is a neutral 

concept.  That is, investors appear more comfortable with the relevance of fair value for assets 

than for liabilities.  This finding may be of potential concern to standard-setters it is possible that 

firms may gravitate, under the fair value option in SFAS 159, to recognizing fair values 

primarily for financial assets.  Such biased reporting may further exacerbate investor reluctance 

to embrace fair values for liabilities.  For investors, our study suggests that they are exhibiting a 

judgment bias when evaluating the relevance of fair value.  Investors should be aware of this bias 

as it, in turn, causes them to ignore liability fair value gains and losses when valuing the firm.  

Arguably, these gains and losses are relevant as they ultimately affect the cash position of the 

firm over the longer term.   
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Although we believe our study has important implications, it also potentially has limitations 

that provide opportunities for additional research.  For example, we study only one financial 

instrument—either from the asset side (investment bonds payable) or liability side (bond 

payable).  While this item allows us many advantages from a design standard, it may limit the 

extent to which we can generalize our results.  For example, do our findings hold for non-

financial instruments, like tangible assets and performance obligation liabilities?  Or do our 

results hold primarily for securities that have an explicit interest component?  Extending our 

findings to other types of assets and liabilities would also would add to the growing literature 

regarding how classification of transactions and financial statement items influences the 

judgments of market participants (e.g., McVay 2006; Gramling, et al., 2001; Hirst, et al. 2004).      

Moreover, we investigate only one type of debiaser, fashioned off of the ideas in Hague and 

Willis (1999).  Some additional data in our study suggest that investors thought this debiaser 

creates an unfair comparison to the actions actually chosen by the firm in question.  Thus, 

research might identify other types of information that could be used to communicate to 

investors the economic implications of fair value.   

As another example, we rely on MBA student participants rather than other types of 

individuals who might evaluate fair value information.  We chose this group as they are 

representative of the users that the FASB is targeting in their reporting standards—that is, they 

have a reasonable knowledge of business and economics and can analyze financial information 

with diligence.  We also study them as they appear to be representative of those who have 

previously raised concerns about the relevance of fair value (Sunshine 2008).  Nevertheless, 

there are likely (what we believe) to be relatively small sub-groups of users that may respond 

systematically different to our experimental materials.  For example, credit analysts may be more 
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inclined to judge fair value as relevant for financial assets and liabilities, as they are intimately 

involved in evaluating financial instruments of many firms.  Given the continuing debate around 

fair value, though, we believe that it is important to explore those user groups who do not devote 

almost all of their time to analyzing financial instruments.   

Finally, our study does not expose the participants’ judgments to the economic incentives or 

the discipline of market forces.  That said, in research studying financial markets, the over-

whelming finding is that increased incentives do not change average behavior substantively 

(Camerer and Hogarth 1999).  Moreover, as we argue earlier in the paper, the nature of the 

judgment bias that we study should not be sensitive to market forces.  These limitations all create 

opportunities for future research in the important area of fair value relevance.   

 

  



 29

REFERENCES 

American Bankers Association.  2009.  What people are saying about fair value.  
http://www.aba.com/Press+Room/PR_Accounting_FVAQuotes.htm#Steve.   

 
Arkes, A.  1991.  Costs and benefits of judgment errors:  Implications for debiasing.  Psychological 

Bulletin 110:  186-198. 
 
Barth, M. E.  1994.  Fair value accounting: Evidence from investment securities and the market 

valuation of banks.  The Accounting Review 69: 1-25. 
 
______, W. H. Beaver, and W. R. Landsman.  1996.  Value-relevance of banks' fair value disclosures 

under SFAS 107.  The Accounting Review 71:  513-537. 
 
Benston, G. J. 2008. The shortcomings of fair-value accounting described in SFAS 157. Journal of 

Accounting and Public Policy 27: 101-114. 

Camerer, C. and R.M. Hogarth.  1999.  The effects of financial incentives in experiments:  A 
review and capital-labor-production framework.  Journal of Risk and Uncertainty 19:  7-42. 

Dattatreya, R. F., and F. J. Fabozzi.  2005.  Risks associated with investing in fixed securities.  In 
The Handbook of Fixed Income Securities, edited by F. J. Fabozzi: McGraw-Hill. 

 Eccher, E. A., K. Ramesh, and S. R. Thiagarajan.  1996.  Fair value disclosures by bank holding 
companies.  Journal of Accounting and Economics 22: 79-117. 

 
Financial Accounting Standards Board (FASB).  1980.  Qualitative Characteristics of Accounting 

Information.  Statement of Financial Accounting Concepts No. 2.  Norwalk, CT:  FASB. 

———.  1991.  Disclosures about Fair Value of Financial Instruments.  Statement of Financial 
Accounting Standards No. 107.  Norwalk, CT:  FASB. 

———.  1993.  Accounting for Certain Investments in Debt and Equity Securities.  Statement of 
Financial Accounting Standards No. 115.  Norwalk, CT:  FASB. 

 
———.  1998.  Accounting for Derivative Instruments and Hedging Activities.  Statement of 

Financial Accounting Standards No. 133.  Norwalk, CT:  FASB 
 
______.  2004.  Share-Based Payment.  Statement of Financial Accounting Standards No. 123R.  

Norwalk, CT:  FASB. 
 
———.  2006.  Accounting for Servicing of Financial Assets—An Amendment of FASB Statement 

No. 140.  Statement of Financial Accounting Standards No. 156.  Norwalk, CT:  FASB. 
 
———.  2006.  Fair Value Measurements.  Statement of Financial Accounting Standards No. 157.  

Norwalk, CT:  FASB. 



 30

 
———.  2007.  Business Combinations.  Statement of Financial Accounting Standards No. 141R.  

Norwalk, CT:  FASB.  
———.  2007.  The Fair Value Option for Financial Assets and Financial Liabilities.  Statement of 

Financial Accounting Standards No. 159.  Norwalk, CT:  FASB. 
 
———.  2008.  Conceptual Framework for Financial Reporting: The Objective of Financial 

Reporting and Qualitative Characteristics and Constraints of Decision-Useful Financial 
Reporting Information . Exposure Draft.  Norwalk, CT:  FASB.  

 
Frederickson, J., F. Hodge, and J. Pratt.  2006.  The evolution of stock option accounting: 

Disclosure, voluntary recognition, mandated recognition and management disavowals.  The 
Accounting Review 81:  1073-1093. 

 
Gregory, W., R. Cialdini, and K. Carpenter.  1982.  Self-relevant scenarios as mediators of 

likelihood estimates and compliance:  Does imagining make it so?  Journal of Personality and 
Social Psychology 43:  88-99. 

 
Gramlich, J., M. McAnally, and J. Thomas.  2001.  Balance sheet management:  The case of 

short-term obligations that are reclassified as long-term debt.   The Journal of Accounting 
Research: 283-296.  

 
Hague, I., and D. Willis.  1999.  Old price or new?  CA Magazine.  February:  47-49. 
 
Hirst, E., and P. Hopkins, and J. Wahlen.  2004.  Fair values, comprehensive income reporting, and 

bank analysts’ risk and valuation judgments.  The Accounting Review: 455-474 
 
Isaac, W.M. 2008. Prepared remarks for SEC roundtable on mark-to-market accounting. October 

29th 2008. http://www.sec.gov/comments/4-573/4573-79.pdf 
 
Kahneman, D., P. Slovic, and A. Tversky.  1982.  Judgment Under Uncertainty:  Heuristics and 

Biases.  Cambridge:  Cambridge University Press. 
 
Kubovy, M.  1977.  Response availability and the apparent spontaneity of numerical choices.  Journal 

of Experimental Psychology:  Human Perception and Performance 3:  359-364. 
 
Libby, R., R. Bloomfield, and M. Nelson.  2002.  Experimental research in financial accounting. 

Accounting, Organizations, and Society 27: 777-812. 

———.,  M. Nelson, and J. Hunton.  2006.  Recognition versus disclosure, auditor tolerance for 
misstatement, and the reliability of stock-compensation and lease information.  Journal of 
Accounting Research 44:  533-560. 

 

McVay, S.  2006.  Earnings management using classification shifting:  An examination of core 
earnings and special items.  The Accounting Review 81:  501-531. 

 



 31

Nelson, K. K.  1993.  Fair value accounting for commercial banks: An empirical analysis of SFAS 
107.  The Accounting Review 71: 161-182. 

 
Payne, J.  1982.  Contingent decision behavior.  Psychological Bulletin 80:  439-453. 
 
Plous, S.  1993.  The Psychology of Judgment and Decision Making.  New York:  McGraw-Hil. 
 
Sunshine, M.  2008.  Mark to market accounting:  Kill it before it eats us alive.  SeekingAlpha.com, 

September 29.   
 
Tversky, A., and D. Kahneman.  1973.  Availability:  A heuristic for judging frequency and 

probability.  Cognitive Psychology, 4:  207-232. 

Watts, R.  2003.  Conservatism in accounting, part I:  Explanations and implications.  Accounting 
Horizons 17:  207-221. 

 
Zion, D., A. Varshney, and C. Cornett.  2008.  Focusing on fair value.  Credit Suisse.  June 27. 



 32

FIGURE 1 
Experiment One Stimulia 

 
Asset / Loss Condition: 
In Year 1, Alpha Company purchased an investment (i.e., asset) in publicly traded bonds issued 
by other companies.  These bond investments were purchased at par ($10,000,000).  These bonds 
are fixed-interest-rate investments, indicating that the cash interest income received by Alpha is 
fixed.  
 
In Year 3, an increase in market interest rates occurred.  As a result, the fair value of these bond 
investments decreased.      
 
In Year 3, Alpha Company indicated that it would hold its investments in these debt securities 
until their maturity which is still years away.  That is, Alpha does not intend to sell these bond 
investments prior to maturity.   
 
The maturity value and current fair value of these investments are as shown below: 
 
                            INVESTMENT                                  INVESTMENT    
                        MATURITY VALUEb                            FAIR VALUE                                        
                                 $10,000,000                                       $8,459,100 
  

 

Liability / Gain Condition: 

In Year 1, Alpha Company issued publicly traded bonds payable (i.e., liability).  These bonds 
payable were issued at par ($10,000,000).  These bonds are fixed-interest-rate bonds, indicating 
that the cash interest expense paid by Alpha is fixed.  

In Year 3, an increase in market interest rates occurred.  As a result, the fair value of these bonds 
payable decreased.      

In Year 3, Alpha Company indicated that it would hold its bonds payable until their maturity 
which is still years away.  That is, Alpha does not intend to settle (i.e., pay off) these bonds 
payable prior to maturity.   

The maturity value and current fair value of these bonds payable are as shown below: 

                          BONDS PAYABLE                          BONDS PAYABLE                                   
                        MATURITY VALUEb                             FAIR VALUE                                         
                                 $10,000,000                                       $8,459,100  
  

a  The figure shows the Asset/Loss and the Liability/Gain conditions.  The fair value amount for 
the Asset/Gain and Liability/Loss conditions is $11,540,900. 
b See section III for discussion regarding the use of the phrase “maturity value.” 
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 FIGURE 2 
Experiment Threea 

Consider the following information about Alpha Company.  Alpha uses bonds to help finance 
their operations and long-term capital expenditures.  Alpha is in the printing and publishing 
industry.  Assume that all dollar amounts are highly significant / material.    

Alpha Company 

       In Year 1, the company issues 7% Bonds Payable outstanding with a maturity amount of $10 
million (i.e., $10,000,000).  These bonds were issued at par at $10 million.  Thus, their 
original issue dollar amount is what will be repaid at maturity.  These bonds mature in Year 
15.  

 
    These Bonds Payable are fixed-interest-rate bonds.    
 
    In December of Year 3, interest rates decreased to 5%.   
 
    The impact of this interest rate change on Alpha is as follows: 

     Because Alpha has fixed-interest-rate bonds, their annual interest cash flow 
payments will remain the same at $700,000.  

 
     If Alpha were to settle these bonds payable now, they would have to reacquire 

them in the open market (i.e., settle them) at their current fair value, which is 
$11,772,000.  This current fair value is greater than the maturity amount of the 
bonds. 

 
     You learn that Alpha intends to hold the existing bonds payable to their regularly scheduled 

maturity in Year 15.  That is, they will not reacquire them in the market (i.e., settle them) 
prior to their maturity which is in Year 15.  At that time, they will settle the bonds payable 
(i.e., pay off) at their maturity amount of $10,000,000. 

 
 

a  The figure shows the Held-to-Maturity condition.  The Settle-Soon condition differs only in the 
last bullet point.  In that condition, it reads:   

You learn that Alpha intends to settle (i.e., pay off) the existing bonds payable prior to their 
maturity and then issue new bonds payable.  That is, in the next several days, Alpha intends to 
settle the existing bonds in the market by buying them back from the bondholders at the 
current fair value (i.e., $11,772,000).  They then intend to issue new bonds at the current 
market rate of interest (i.e., 5%) with a maturity in 12 years (i.e., Year 15).  
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FIGURE 3 – continued 
Experiment Three – Debiaser Manipulation  

 
You now run into an old friend who works in the industry.  You show to this friend the 
information about Alpha.  This friend indicates to you that one way to evaluate Alpha’s situation 
is to think about an alternative set of actions that Alpha could have taken, as shown below.  The 
differences in actions and consequences from what Alpha actually did as compared to what they 
could have done are bolded below.   
 

Another Set of Actions that Could  
Have Been Taken by Alpha 


    In Year 1, the Company issues 7% fixed-rate Bonds Payable outstanding with a maturity amount of $10 

million (i.e., $10,000,000).  These bonds were issued at par at $10 million.  Thus, their original issue 
dollar amount is what will be repaid at maturity.  These bonds mature in Year 3.      


     In December, Year 3, the Company settles (i.e., pays off) these bonds on schedule at their maturity 

amount of $10 million. 
 
 
     Later, in December of Year 3, interest rates decreased to 5%.   
 
 
     Shortly after the interest rate change, the Company issues new bonds payable in the amount of 

$10 million with a fixed interest-rate of 5%.  These new bonds mature in twelve years (i.e., in Year 
15).  

 
 
       The impact of this is: 

    Because the Company has fixed-interest-rate bonds, their future interest cash flow payments will 
remain the same at $500,000 per year.  

    If the Company were to settle these bonds payable now, they would have to reacquire them in the 
open market (i.e., settle them) at their current fair value, which is $10,000,000.  This current fair 
value is equal to the maturity amount of the bonds.     

 
 
 
Your friend indicates that because Alpha did not undertake these actions, they were contractually 
bound to pay $200,000 extra in interest per year for the next twelve years.  The present value of 
this $200,000 extra interest is the amount by which the fair value of the bonds exceeds the 
maturity value, or $1,772,000.  Your friend also points out that, in the future, Alpha’s cash 
balance will be lower because they did not undertake these actions listed above.   
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TABLE 1 
Experiment One:  Results for Relevance Questions 

 

Panel A:  Descriptive Statistics for Question 1 – Percentage of Participants Choosing Fair 
Value as the Most Relevant Measure 
 Financial Instrument  
Outcome Asset Liability Row 
Loss 72.7%  

(16/22) 
28.6%  
(4/14) 

55.5%  
(20/36) 

 
Gain 

 
70.8%  
(17/24) 

 
47.4% 
(9/19) 

 
60.5%  
(26/43) 

 
Column 

 
71.7%  
(33/46) 

 
39.4%  
(13/33) 

 

 
Panel B:  Categorical Modeling Statistics for Question 1 

 
Source 

Chi-Square 
Statistic 

 
df 

Two-tailed 
p-value 

Financial Instrument  8.42 1 p < 0.01 
Outcome 0.52 1 p = 0.47 
Financial Instrument × Outcome 0.82 1 p = 0.36 
 
 
Panel C:  Descriptive Statistics for Question 2 – Mean Response (Standard Deviation) for 
Relevance of the Difference between Fair Value and Historical Cost 
 Financial Instrument  
Outcome Asset Liability Row 
Loss 61.23 

(28.56) 
37.14 

(33.61) 
51.86 

(32.41) 
 
Gain 

 
48.33 

(34.22) 

 
35.00 

(30.96) 

 
42.44  

(33.12) 
 
Column 

 
54.50 

(31.96) 

 
35.91 

(31.61) 

 

 
Panel D:  Analysis of Variance Statistics for Question 2 
 

Source 
Sums of  
Squares 

 
df 

Mean 
Square 

 
Statistic 

Two-tailed 
p-value 

Financial Instrument  6629 1 6629 F = 6.55 p = 0.01 
Outcome 1070 1 1070 F = 1.38 p = 0.31 
Financial Instrument × Outcome 547 1 547 F = 0.54 p = 0.47 
Error  75994 75 1013  
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TABLE 1 – (continued) 
_________________________________ 
This table shows descriptive statistics and analysis for the two relevance questions in experiment 
one.  In our 2 × 2 experiment, we manipulate whether the financial instrument was an asset (i.e., 
investment in bond) or a liability (i.e., bond payable) and also whether the interest rate change 
caused an economic loss or gain.  The first relevance question asks participants to choose either 
fair value or historical cost as more relevant to their current assessment of the company used in 
the experiment (Alpha Company).  The second relevance question asks them to consider the 
difference between the current fair value and historical cost of the financial instrument and to 
rate the extent to which this amount makes a difference in their assessment of the current 
performance of Alpha. 
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TABLE 2 
 Experiment One:  Results for Influence of Difference between Fair Value and Historical 

Cost on Company and its Valuation 

 
Panel A:  Descriptive Statistics for Question 3 -- Mean Response (Standard Deviation) for 
whether Difference between Fair Value and Historical Cost Makes Company Worse Off or 
Better Off  
 Financial Instrument  
Outcome Asset Liability Row 
Loss –0.50 

(31.32) 
–1.78 

(19.38) 
–1.00 

(26.99) 
 
Gain 

 
15.63 

(23.47) 

 
8.68 

(23.56) 

 
12.56 

(23.49) 
 
Column 

 
7.91 

(28.38) 

 
4.24 

(22.19) 

 

 
 
Panel B:  Traditional Analysis of Variance Statistics for Question 3 
 

Source 
Sums of 
Squares 

 
df 

Mean 
Square 

 
Statistic 

Two-tailed 
p-value 

Financial Instrument  320 1 320 F = 0.50 p = 0.48 
Outcome 3349 1 3349 F = 5.22 p = 0.03 
Financial Instrument × Outcome 151 1 151 F = 0.24 p = 0.63 
Error  52260 75 641   
  
 
Panel C:  Planned Interaction Contrast and Follow-up Tests for Question 3 

 
Source 

Mean  
Square 

 
df 

 
Statistic 

Two-tailed 
p-value 

 
Planned interaction contrast  

 
3862 

 
1 

 
F = 6.02 

 
p = 0.02 

 
Simple main effect of: 
   Loss/Gain for Financial Asset 
    
 Loss/Gain for Financial Liability 

 
 

2985 
 

884 

 
 
1 
 
1 

 
 

F = 4.65 
 

F = 1.38 

 
 

p = 0.03 
 

p = 0.24 
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TABLE 2 – continued 
 

Panel D:  Descriptive Statistics (% Choosing Decrease, Increase or Neither) 
  

Financial Instrument 
 

Outcome Asset Liability Row 
Loss 
 

 Dec.    Inc.     Neither 
  68%      18%     14% 

 Dec.    Inc.     Neither 
  29%     7%        64% 

 Dec.    Inc.     Neither 
   53%    14%       33% 

 
Gain 

 
Dec.    Inc.     Neither 

   8%      50%      42% 

 
 Dec.    Inc.     Neither 
  32%    26%       42% 

  
Dec.    Inc.     Neither 

   19%    40%       41% 
 
Column 

 
Dec.    Inc.     Neither 

  37%    35%       28% 

 
 Dec.    Inc.     Neither 
  30%    18%       52%   

 

 
Panel E:  Traditional Categorical Modeling Statistical Test for Question 4 

 
Source 

Chi-Square 
Statistic 

 
df 

Two-tailed 
p-value 

Financial Instrument  4.48 2 p = 0.11 
Outcome 8.21 2 p = 0.02 
Financial Instrument × Outcome 8.52 2 p = 0.01 
 
Panel F:  Follow-up Contrasts for Question 4 

 
Source 

Chi-Square 
Statistic 

 
df 

Two-tailed 
p-value 

     
Simple main effect of: 
   Loss/Gain for Financial Asset 
    
 Loss/Gain for Financial Liability 

 
13.23 

 
2.17 

 
2 
 
2 

 
p < 0.01 

 
p = 0.34 

 

 
 
___________________________ 
This table shows the descriptive statistics and analysis for the experiment one questions designed 
to determine whether the difference between the fair value and historical cost of the financial 
instrument provided to study participants influences the firm and its valuation.  In our 2 × 2 
experiment, we manipulate whether the financial instrument was an asset (i.e., investment in 
bond) or a liability (i.e., bond payable) and also whether the interest rate change causes an 
economic loss or gain.  The third question asked participants whether the difference between fair 
value and historical cost caused the company to be worse off or better off.  The response scale is:  
-50 “makes Alpha significantly worse off,” 0 “makes Alpha neither worse off nor better off,” and 
50 “makes Alpha significantly better off.”  The fourth question asks participants whether the 
situation described in the case affects the value they would place on the firm (and told them to 
assume any value change is not already incorporated into the company’s stock price).  Three 
options are provided:  Increases the value placed on Alpha, decreases the value placed on Alpha, 
and neither increases or decreases the value placed on Alpha. 
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TABLE 3 
Experiment Three:  Percentage of Participants Choosing Fair Value as the Most Relevant 

Measurement 
 

Panel A:  Descriptive Statistics (% Choosing Fair Value) 
 Management Intent  
Debiaser Hold to Maturity Settle Soon Row 
No Debiaser 60%  

(15/25) 
76%  

(19/25) 
68%  

(34/50) 
 
Debiaser 

 
84%  

(21/25) 

 
76% 

(19/25) 

 
80%  

(40/50) 
 
Column 

 
72%  

(33/50) 

 
76%  

(38/50) 

 

 
Panel B:  Traditional Categorical Modeling Statistical Test 

 
Source 

Chi-Square 
Statistic 

 
df 

Two-tailed 
p-value 

Intent  0.06 1 p = 0.80 
Debiaser 1.74 1 p = 0.19 
Intent × Debiaser  1.74 1 p = 0.19 

 
Panel C:  Planned Interaction contract and follow-up tests 

 
Source 

Chi-Square 
Statistic 

 
df 

Two-tailed 
p-value 

 
Planned interaction contrast  

 
3.37 

 
1 

 
p = 0.06 

 
Simple main effect of : 
Debiaser for Hold to Maturity Intent 
 
Debiaser for Settle Soon Intent 

 
 

3.38 
 

0.00 

 
 
1 
 
1 

 
 

p = 0.06 
 

p = 1.00 

_____________________________ 
This table shows the descriptive statistics and analysis for the two relevance questions in 
experiment two.  In our 2 × 2 experiment, we manipulate whether management of the Alpha 
Company that holds the financial liability (i.e., bond payable) is intending to hold it to maturity 
or settle it soon (i.e., buying it back in the open market) and whether or not participants are 
provided with a debiaser designed to improve their understanding of fair value relevance.  The 
question summarized above asked participants to pick either fair value or historical cost as more 
relevant to their current assessment of Alpha Company. 


