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Summary

e Relevant Question for CFOs

 Concept of fair value and the relation with
firm’s value

e FAS 157 and IFRS 7 and the Fair value of
financial assets/liabilities

e Fair value hierarchy and information asymmetry

e Fair value hierarchy and liquidity risk: findings
and implications

e Why and how to inform the Financial Markets
about your asset quality

e Fair value disclosure and corporate governance
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Relevant questions for CFOs

 Whatis the impact of the FVA on every
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e Howto inform the financial markets
about yourFV assets? ( -
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Concept of fair value

Accounting principles define fair value as:

G U &ehange pricehat would be received on
the measurement dato sell anasset
or
cthe price paidto transfer a liability in the
principal or most advantageous market
available totheS y (1 A U & ¢

X ® 0 2ad érderlyirghsaction between
marketparticipants

IFRS 7 and FAS 157
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Fair value of financial assets/liabilities for
the accountancy rules

IFRS 7 (IAS 39) e FAS 157 set a 3 level fair value hierarchy
that is described by the inputs that are used to measure Low information
FV assets and liabilities : asymmetry

Level 1 - listed market prices: use of listed market
prices in active markets (mark to market);

Level 2 - valuation techniques - market observable
inputs: use of similar and recent transactions or similar
financial instruments traded in active markets;

Level 3 - valuation techniques - unobservable inputs:
use of financial models for which market prices listed
on active markets are not needed (mark to model).

High information
asymmetry

INFORMATION ASYMMETRY BETWEEN COMPANIES AND INVESTORS
INCREASES ACCORDING TO THE
INFORMATION QUALITY DETERIORATION
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The link between fair value and firm
value. The academy’s perspective

N s
ce Society

Fair value is Value relevant if associated with market value of equity (stock prices)

. Several studies document that fair value of financial assets are value relevant (Barth, 1994; Petroni
and Whalen, 1995; Nelson, 1996; Carrol, 2003) and suggest that securities actively traded in the market

are more reliably associated with market value of equity. Our Study (Giannozzi & Roggi
2011) performed on financial and non financial institutions during the
liquidity crises is consistent with the main literature: FV IS VALUE RELEVANT
FOR EQUITY HOLDERS AND INFORMATION QUALITY COUNTS

. Other studies support the value relevance of fair value non-financial assets and suggest that the value
relevance of fair value measurements varies with the reliability of the information.

During the Financial Crises FVA became a HOT TOPIC: many scholars (Sorkin, 2008 and
Schwarzman, Wesbury and Stein, 2009) have strongly criticized the valuation of assets and liabilities
according to the FairValueprinciple, giving pro-cyclical effects on Fair Value Accounting.

< -

Fair value accounting vs Historical Cost accounting: contradictory conclusions!!!! Allen & Carletti
(2008) suggest that in times of crisis, fair value triggers a contagion effect between the
banking and insurance fields, that could lead banks to being insolvent even though
they are not or would not be when using the historical cost accounting. In contrast, other
authors (IMF, 2008) consider that, despite the difficulties caused by the measurement and volatility of
FairValue this method is correct as it provides a better assessment of the institution’s current financial
situation, making the effects of economic volatility in the financial statements more transparent.
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What is the CFO’s perspective on FV?
Why should the CFO care about it?

The Chief Financial Officer:

e jisconcerned with the risks emerging from
assets’ FV variation

e isin charge of information disclosure to the
financial markets

e is appointed according to value maximization
of the firm, which is gained through the
maximization of the stock market price
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The relevance of new information for
Financial analysts (Corporate Finance)

Information is relevant only if it affects:
— Cash Flows A Dividend per share (DPSt)
— Cost of Capital A Equity Return (re)
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Relationship between Fair Value
Accounting and liquidity risk 1/2

LIQUIDITY RISK (Brunnermeier 2007) is the inability to raise new
funds (funding liquidity) or to liquidate assets in the market at a
"expected price” (assetliquidity risk).

CLASSIFING ASSETS/LIABILITIES ACCORDING TO LIQUIDITY MEASURES

Level 1 is made of the most liquid assets. By contrast Level 3 consists of
assets/liabilities with a low liquidity and higher liquidity risk.

1.Prices listed in active markets (Mark-

to-Market) High liquidity

2. Use of similar and recent
transactions or similar financial Medium liquidity
instruments traded in active markets

3. Use of financial models for which
market prices listed on an active
markets are not needed (Mark-to-
Model)

Low liquidity
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The link between Fair Value Accounting
and liquidity risk 2/2

V The 3 levels of FairValueare an indirect measureof the corporate

liquidity risk Note to the CFOs: please remember that non financial
assets are often illiquid!!!

V During financial markets liquidity contractions (recent financial crisis)
investors tend to penalize illiquid companies (i.e. the ones with large
amounts of Level 3).

V The greater uncertainty due to the disinvestment generates a negative
impact on the company’s value.
La
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Our research stream : Fair value hierarchy,
corporate liquidity risk and investor reaction

during the financial crisis
QUESTIONS:

- Does the Fair Value Hierarchy offer information on the liquidity risk
of a company?

- Are Investors' decisions influenced by the 3 levels of liquidity risk
disclosure?

- Is the Fair Value Hierarchy useful for investment decisions?

Relationship between the 3 levels of liquidity risk disclosure and
iInvestor reaction (stock price) in the presence of events that impact
the overall liquidity during the recent financial crisis

et

This approach allows us to assess the significance that the risk
information underlying in the fair value hierarchy, has on
companies’ market value and will provide guidance to
regulators on the usefulness of fair value disclosures




Classification of the key crisis events

Liquidity contracting events and liquidity expanding
events that occurred during the 2008-2010 financial
crisis can be classified as:

V Rescue: all those events in which financial institutions have
been financially helped or "saved" from bankruptcy

V Distress: all those events related to failures of banks and other
businesses

V Capital infusions: reductions in interest rates, purchases of
distressed bonds by the central banks, capital injections by the
international bodies and national governments.
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How can we measure the investor reaction
to crisis events?

Investor reaction to the "Fair Value Hierarchy” was measured
through the concept of Cumulative Average Abnormal Return
(CAR): the average margin between the stock return and the
performance of a market index over a defined number of days
(for example the day in which the event occurred and the
following)

mu _ Eg-=l Hli: o HEI

Where

CARsij = average cumulative abnormal returns for the relevant j-
th event for the i-th firm

T = number of days of measuring abnormal returns

Rit = rate of return on day t of the i-th;

Ret = rate of return on a chosen market index at the day t.
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Fair value hierarchy and investor reaction for financial
companies. Our findings...

_ Financial Companies Non Financial Companies

Liquidity Contraining events
(Liquidity Crisis)

Liquidity Expanding events

Rescue

A) investors react more

negatively to level Jof
the assets than to levels
and 2

B) investors seerno react
negatively to the level 3
of liabilities.

investors react more
positively to level Jof the
assets than compared to leve
1 and 2.

Vinvestorgeact
- more negativelyto the
Level 3 assetsthan to
thoseof Levell and 2;
- negativelyto the Level
3liabilities
- more negatively for
bankswith high debt

A) investors will react
positively to Level 1 and 2
assets, and will react
negatively to Level 3 assets.
B) investors will react
negatively to short term fair
valued liabilities and less
negatively to longer term
liabilities (refinancing risk for
liability rollover)

investors react positively to
Level 3 assets.
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Our research implication for Financial and
Non Financial Companies

_ Financial Companies NON Financial Companies

ASSETS During aliquidity-constraint: During aliquidity-constraint:
ALLOCATION Select companies with higher level 1 Select companies with higher
(Short Term or 2 FV assets and lower Level 3 of level 1 or 2 Fair value assets,
strategy) liabilities and lower short term FV
During a liquidity-expansion: liabilities
Select companies with high level 3  During a liquidity-expansion:
Fair value assets Select companies with higher

level 3 Fair value assets

Stock price Reduce Level 3 fair value assets Reduce short term liabilities
maximization during a liquidity crisis during a liquidity crisis
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Why and How to inform Financial
Markets about your asset quality

Remember, you can not lie to the FM A

Long term performance is linked to correct information
disclosure, regulation fines etc....

Important considerations when informing
the FM:

1) Contents
2) Timing

S
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Voluntary disclosure and stock
price maximization. Evidences

Providing additional and voluntary
disclosure (for example by using footnotes
to annual or quarterly reports) reduces
uncertainty associated with Level 3 fair
value assets. This effect is stronger when
there is a less sophisticated investor base.




Using quarterly reports
as weapons:

 To maximize the delay in informing the
FM about illiquid assets A increase
level 3 assets;

 To immediately release information
about liquid assets A increase Level 1
assets
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Information Timing

During Liquidity Crisis
- Avoid releasing new information on
illiquid assets at the peak of the crisis;

- When this is not possible — Hide your
nad news behind the financial market’s

nad news!

- Promptly and transparently release
good news on asset liquidity
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INFORMATION DISCLOSURE MATRIX

Contents

GOOD NEWS

BAD NEWS

Assets illiquidity increase Assets illiquidtiy decrease

Timing
BAD TIMING
Liquidity Crises

IMMEDIATELY TRANFER
THE NEWS TO THE
MARKET IN A

TRASPARENT WAY

Liquidity champion

CAREFULLY SELECT THE
TIME IN WHICH TO
RELEASE NEW
INFORMATION.
Release new company
info together with other
market bad news
Liquidity Cheater

GOOD TIMING
Liquidity available

RELEASE INFO WHEN
THE MARKET IS NOT
OVERWHELMED BY
OTHER MARKET GOOD
NEWS
Liquid and Alone

WAIT FOR ANALYSTS TO
DISCOVER THE BAD
NEWS

Quiet and reserved




BAD NEWS (LEVEL 3 RELATED, EFFICIENT CORPORATE
GOVERNANCE and STOCK PRICE MAXIMIZATION

Information asymmetry and estimation accuracy in Level 3
assets/liabilities

INCREASE
- investors’ adverse selection;

INCREASE OF
- liquidity risk » Re

- information processing costs.

. oL
w\U pi §)

As cost of capital increases, the value of a firm (and stock
price) decreases!!!!

>

To maximize stock price CEOs need to improve corporate
governance mechanisms and communicate it to the
financial markets!!
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Conclusions

e FVisvalue relevant for listed companies
and is still a good accounting principal;

e Corporate Governance helps in disclosing
information;

e |nformation is a powerful weapon and
should be actively managed by CFOs;

 Timing and Contents in informing the FM
can drive to share value maximization;

e At the end, once again, “it’s all corporate
finance”
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Thanks for your attention!

Oliviero Roggi

The Risk Banking and Finance Society
Email: oliviero.roggi@unifi.it

For more information «google me»
Next year i wil be at Stern A
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