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By the issuance of the Statement of Financial Accounting Standards No. 157, Fair Value Measure-
ments (SFAS 157) in September 2006 (well before the beginning of the credit crisis) it appears that 
auditors had the ability to forecast the future. The main objective of SFAS 157 was to provide a 
definition to the principle of “fair value” commonly used in various accounting principles but for 
which no proper guidance was ever defined. The new standard provided an extra level of transpar-
ency to shareholders on the type of securities held by the fund. 

Fair value is defined by the Standard as the “price that would be received to sell an asset or paid to 
transfer a liability in an orderly transaction between market participants at the measurement date.” 
It takes on an “exit price” approach. 

For illiquid securities where a market may not exist, the fund must develop a fair value approach 
based upon a hypothetical market which incorporates certain assumptions potential market partici-
pants would use in purchasing the security. 

The measurement assumes an orderly and hypothetical transaction in the principal market for the 
asset or liability. If no principal market exists, and there are multiple markets, then the most advan-
tageous market is used. 

The most significant element of the Standard is the development of a three-level fair value hierar-
chy. Level 1 consists of the most “observable” market inputs to arrive at a fair value (e.g., liquid 
securities). Level 2 would broadly include securities valued using observable inputs other than 
quoted prices used to value Level 1 securities, whereas Level 3 consists of the most 
“unobservable” inputs (e.g., highly illiquid securities). The designation of a level is based on the 
lowest level input that is significant to the fair value measurement. Unfortunately, the term 
“significant” is not defined by the Standard. 

The matrix hereinbelow, prepared, by Rothstein Kass, provides their interpretation relative to the 
types of inputs and the typical instruments for each of the standard’s three levels: 

For most funds, the first finan-
cial statement subjected to 
SFAS 157 will be the Decem-
ber 31st, 2008 statement. Even 
if the yearend audit is only a 
snapshot of the fund portfolio 
at the end of the year, the new 
standard will still provide inves-
tors an indirect indication of the 
liquidity of the assets held by 
the fund and the level of reli-
ability/independence of the 
fund’s valuation at a certain 
point in time. In any event, it is 
unlikely that the investment 
manager will have an opportu-
nity to sell illiquid positions in 
the fund’s portfolio just to avoid 
being included in the yearend 
audit. Another positive point is 
that the investment manager 
will have to adopt more de-
tailed pricing policies to ensure 
the proper classification of the 
assets traded in the right cate-
gories.  
 
The new standard is obviously 
not the perfect answer to the 
demand for more transparency 
from hedge funds’ investors but 
it will certainly contribute to it. 
The main problem with the 
fund’s financial statements is 
that auditors benefit from cer-
tain “privicy” principles; thereby allowing them to avoid confirming their role in the audit. As such, 
the validity of the audit report should always be questioned when evaluating a fund. SFAS 157 is a 
good step forward but there is still some way to go before the audit report can become an unques-
tionable part of a proper due diligence. 


