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Most entities have amounts that are recognized at fair value in their financial statements. ASC 820 defines fair
value, sets out a framework for measuring it, and establishes fair value disclosure requirements. However, ASC
820 does not specify when an entity is required or permitted to measure assets, liabilities, equity instruments, or
transactions at fair value; this requirement is addressed in other U.S. GAAP.

An entity must consider the following issues in applying the fair value measurement framework in ASC 820:



Common Misconception

A fair value measurement is a market-based measurement based on an exit price notion and is not entity-specific.
Therefore, a fair value measurement must be determined on the basis of the assumptions that market participants
would use in pricing an item, regardless of whether those assumptions are observable or unobservable. A measurement
based on “true value,” “economic value,” or management's perception of value is not consistent with a fair value
measurement. The fair value hierarchy in ASC 820 serves as a basis for considering market-participant assumptions and
distinguishes between (1) market-participant assumptions developed on the basis of market data that are independent
of the entity (observable inputs) and (2) an entity’'s own assumptions about market-participant assumptions developed
on the basis of the best information available in the particular circumstances, including assumptions about the risks
inherent in inputs or valuation techniques.

Fair Value Measurement Framework

The fair value measurement guidance was originally issued in September 2006. Although it has been
subsequently amended since its original issuance, the general framework has not changed and significant future
changes are not expected. An entity needs to perform various steps to (1) prepare a fair value measurement
that complies with the measurement principles in ASC 820 and (2) meet the disclosure requirements in ASC
820. An entity may apply the following step-by-step approach to measure and disclose fair value when the initial
or subsequent measurement of an asset, liability, or equity instrument at fair value is required or permitted by
other U.S. GAAP:

Fair Value Measurement Application Framework

Identify the unit of account for the asset, liability, or equity instrument that is measured at fair value

Identify the unit of valuation for measuring fair value under ASC 820

Identify the principal or most advantageous market for the unit of valuation

Develop assumptions that market participants in the principal
(or most advantageous) market would use to measure fair value

Allocate the fair value measurement in Step 5 to the individual units of account
subject to the fair value measurement (if necessary)

Classify the fair value measurement within the fair value
hierarchy and prepare disclosures under ASC 820




Step 1. Identify the unit of account — The unit of account represents the level of aggregation or
disaggregation of individual assets, liabilities, or equity instruments for recognition in the financial
statements and, with the exception of items for which there are quoted prices in an active market, is
determined on the basis of other U.S. GAAP.

Step 2: Identify the unit of valuation — The unit of valuation is often consistent with the unit of account,
but there are exceptions. The unit of valuation for nonfinancial assets (other than nonfinancial derivative
assets) is the asset's highest and best use. In addition, the unit of valuation for certain groups of financial
assets, financial liabilities, and nonfinancial items accounted for as derivatives may represent a portfolio
of items with offsetting risk positions.

Step 3: Identify the principal or most advantageous market — Under ASC 820, it is assumed that an entity
will transact in its principal market or, in the absence of a principal market, the most advantageous
market. This determination is important because exit prices are not the same in different markets. In
most situations, there will be a principal market, which represents the market with the greatest volume
and level of activity for the item. The market in which the entity normally transacts is generally the
principal (or most advantageous) market.

Step 4: Develop assumptions that market participants would use to measure fair value — To meet the “exit
price” measurement objective, an entity must develop assumptions that market participants would

use to determine the price of an asset, liability, or equity instrument in an orderly transaction as of the
measurement date, even if those assumptions are based on unobservable information. An entity may
not substitute the assumptions of market participants with its own assumptions that differ from those of
market participants.

Step 5: Measure fair value on the basis of available inputs and appropriate valuation techniques — The
initial fair value measurement of an item will often be equal to its transaction price. However, in certain
situations, the transaction price does not equal an exit price on initial recognition. In subsequently
measuring items at fair value, an entity must maximize the use of observable inputs and minimize

the use of unobservable inputs. Entities must use valuation techniques that are consistent with the
technigques that market participants would use to determine an exit price. Since a quoted market price
for an identical item in an active market (i.e., a Level 1 input) constitutes the most reliable evidence of
fair value, this price must be used to measure fair value when available. Although a significant decrease
in the volume and level of activity in relation to normal market activity may affect the entity's selection
of techniques or inputs, it does not change the fair value measurement objective. Entities cannot
incorporate measurements that are inconsistent with fair value on the basis that (1) an entire market is
functioning in a disorderly manner or (2) an entity would not enter into a transaction to sell an asset or
transfer a liability at the current market price.

Step 6. Allocate fair value measurement to individual units of account (if necessary) — An entity may be
required to allocate a fair value measurement when the unit of account for the item measured at fair
value differs from the unit of valuation. In some cases, an allocation will be required even when the unit
of account and unit of valuation are the same. Such allocations are performed in accordance with other
U.S. GAAP.

Step 7: Classify the fair value measurement within the fair value hierarchy and prepare disclosures — Under
ASC 820, inputs used in fair value measurements are categorized into a three-level fair value hierarchy.
In addition to requiring the disclosure of items measured at fair value within this hierarchy (i.e., Level

1, Level 2, or Level 3), ASC 820 requires entities to provide numerous quantitative and qualitative
disclosures about fair value measurements.

As is evident in its comment letters on registrants’ filings, the SEC staff closely scrutinizes the fair value
disclosures provided by entities, focusing on missing or confusing disclosures. The staff often will request
entities to modify or supplement disclosures.




Items Required or Eligible to Be Measured at Fair Value

With certain exceptions, the measurement guidance in ASC 820 applies whenever another Codification
topic uses the phrase “fair value” to describe how an entity is required or permitted to measure financial
and nonfinancial assets and liabilities, instruments classified in a reporting entity's stockholders’ equity, or
specific transactions, regardless of whether this measurement pertains to initial or subsequent recognition
or to disclosure. Therefore, before applying the fair value measurement framework in ASC 820, entities must
determine whether fair value measurement under ASC 820 is required or permitted by other U.S. GAAP.

In addition, certain Codification topics permit, but do not require, an entity to measure an asset or liability at fair
value. Most notably, ASC 825 permits entities to elect the fair value option to account for certain financial assets
and financial liabilities at fair value. Entities may also elect to account for certain assets or liabilities, including
nonfinancial items, at fair value according to other Codification topics (e.g., ASC 860-50 permits entities to
recognize servicing assets and servicing liabilities at fair value). Any measurement of an item at fair value must
be performed in accordance with ASC 820 unless the use of another measurement approach is specifically
required by U.S. GAAP.

Deloitte’s Roadmap Fair Value Measurements and Disclosures (Including the Fair Value Option) comprehensively
discusses the scope, measurement, and disclosure guidance in ASC 820 and other U.S. GAAP.
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Dbriefs for Financial Executives

We invite you to participate in Dbriefs, Deloitte’s live webcasts that give you valuable insights into important
developments affecting your business. Topics covered in the Dbriefs for Financial Executives series include
financial reporting, tax accounting, business strategy, governance, and risk. Dbriefs also provide a convenient
and flexible way to earn CPE credit — right at your desk.

Subscriptions

To subscribe to Dbriefs, or to receive accounting publications issued by Deloitte's Accounting and Reporting
Services Department, please visit My.Deloitte.com.

The Deloitte Accounting Research Tool

The Deloitte Accounting Research Tool (DART) is a comprehensive online library of accounting and financial
disclosure literature. It contains material from the FASB, EITF, AICPA, PCAOB, and SEC, in addition to Deloitte’s
own accounting manuals and other interpretive guidance and publications.

Updated every business day, DART has an intuitive design and powerful search features that enable users to
quickly locate information anytime, from any device and any browser. Users can also work seamlessly between
their desktop and mobile device by downloading the DART by Deloitte mobile app from the App Store or
Google Play. While much of the content on DART is available at no cost, subscribers have access to premium
content, such as Deloitte’s FASB Accounting Standards Codification Manual. DART subscribers and others can also
subscribe to Weekly Accounting Roundup, which provides links to recent news articles, publications, and other
additions to DART. For more information, or to sign up for a free 30-day trial of premium DART content, visit
dart.deloitte.com.

Download the
DART by Deloitte Mobile App

2 Download on the [clagige]]
@& App Store ® Google Play

On the Radar is prepared by members of Deloitte’s National Office. This publication contains general information only
and Deloitte is not, by means of this publication, rendering accounting, business, financial, investment, legal, tax, or
other professional advice or services. This publication is not a substitute for such professional advice or services, nor
should it be used as a basis for any decision or action that may affect your business. Before making any decision or
taking any action that may affect your business, you should consult a qualified professional advisor. Deloitte shall not
be responsible for any loss sustained by any person who relies on this publication.

The services described herein are illustrative in nature and are intended to demonstrate our experience and
capabilities in these areas; however, due to independence restrictions that may apply to audit clients (including
affiliates) of Deloitte & Touche LLP, we may be unable to provide certain services based on individual facts and
circumstances.
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