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1. Introduction

1 Introduction

One of the central problems of accounting theory and accounting regulation is accounting
valuation, accounting as a value assignment aspect of the representation of economic
phenomena. One of the fundamental issues of this value assignment is values with what
characteristics in financial statements (accounting reports) prepared during the accounting
records and on such basis representing the end-result of the accounting process are to be
applied to ensure that the fundamental goal of financial reporting (i.e. the provision of
relevant information in the decision making of users of the financial statement) is realized to

the maximum extent possible.

Accounting regulation is traditionally built on the application of historical costs (past prices).
However, the demand and efforts for the accounting use of current market values in addition
to, or instead of, historical cost valuations is no new phenomenon. Fair value accounting,
which is built on the use of fair values as defined in accounting, can be classified under this

market-based accounting valuation trend.

In line with international tendencies, the Hungarian regulation also enables the valuation of
certain assets at fair value, however, its choice in selecting the accounting policy is left up to
the reporting entity itself. Fair valuation is a complex valuation model even from a
methodology point of view, which implies a number of decision points, thus the practical

manifestation of the theoretical model is subject to a great deal of factors.

The focus of examination of the dissertation is the accounting role of fair value, as well as its
application. By the accounting role of fair value its capability to shape the actual accounting
practice is understood, whereas its application is the practical aspect of the theoretical model:
the extent to which the underlying assumptions of the accounting model of fair value are

realized during the actual use.

The objective of the dissertation is therefore, on the one hand, to define the role that fair value
accounting plays in the current Hungarian regulation and in the practice of entities operating
in the Hungarian regulatory framework and, on the other hand, to examine the practical use of

fair value accounting from certain perspectives.
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1. Introduction

Works directly preceding the research include international research projects addressing the
application of fair value accounting, such as: (Brown, Izan, & Loh, 1992), (Whittred & Chan,
1992),(Cotter & Zimmer, 1995), (Barth & Clinch, 1998), (Aboody, Barth, & Kasznik, 1999),
(Lin & Peasnell, 2000), (Missonier-Piera, 2007), (Christensen & Nikolaev, 2010), (Nobes, 2011),
as well as the works dealing with the methodology of fair valuation, e.g.: (Hunt & Hilton, 1997),

(Danbolt & Rees, 2008), (Song, Thomas, & Yi, 2010).

Among the preceding works of Hungarian accounting research, those addressing accounting
policy decisions and the relationships of theory and regulation should be mentioned, such as:
(Bosnyak, 2003), (Deak, 2006), (Lakatos, 2009), (Varga, 2009).

The dissertation is seeking to answer the following research questions:

How can the area of manifestation of fair value accounting be defined in the current
Hungarian regulation?

In what scope and with what frequency do entities operating in the Hungarian
regulatory framework apply fair value accounting in their financial statements
prepared according to the relevant Hungarian rules?

What are the factors that influence or determine the use of fair valuation in case of
entities operating in the Hungarian regulatory framework?

What are the measurement procedures and inputs based on which fair value is

determined during the practical application of fair valuation?

In order to answer the above questions, the research task consisted of two parts. On the one
hand, | had to expose the regulation, accounting theory, and economic background of fair
value as an accounting concept based on professional literature sources and the currently valid
regulations. On the other hand, based on an empirical study | had to outline the practical
application, specifically the accounting practice concerning fair valuation of entities operating
in the Hungarian regulation environment, in particular their accounting policy decisions,
valuation methods, and the underlying assumptions, as well as the information used for such

purposes.

Upon exposing the background of fair value accounting | was confronted with the fact that
although the subject is fairly widely researched in the professional literature, the Hungarian
literature is rather limited. As a result, | had to primarily rely on foreign (Anglo-Saxon) sources
and | sought to contrast these with the findings of Hungarian accounting theory, as well as

regulation and practical experience.

BK 10



1. Introduction

During the empirical study | conducted the analysis of data of accounts prepared according to
the relevant Hungarian rules and of a self-made questionnaire survey using statistical
methods, as well as the examination of valuation models used in fair valuations and appearing

in the accounts.
Besides the present introduction, the dissertation is divided into eight chapters.

In the second chapter | define the area of research and outline the accounting research

approach applied in the dissertation.

The third chapter presents the key relationships of accounting theory and regulation, as well as
the theoretical and practical accounting models also underlying fair valuation as an accounting
model. Although | touch upon certain main issues of the regulation of accounting | do not

attempt to conduct a comprehensive analysis of the theory of accounting regulation.

The fourth chapter summarizes the basic norms present in accounting with the objective of
presenting the analytical and valuation framework of the comparison of accounting models,

their characteristics and the different alternative models.

Chapter five examines the conceptual system of accounting valuation and measurement, as
well as its current realization in practice in order to introduce the concept of fair value as a

measurement basis.

In the sixth chapter | present the conceptual framework serving as the direct basis of the
research, and the concept of fair value and fair value accounting. The conceptual framework is
understood not solely as a brief summary of the basic terms of the dissertation subject but
instead the portrayal of the underlying accounting theory background with a detailed scope as

required.

The seventh chapter sees to serve as a direct foundation of the empirical study, where |
summarize the issues arising on the basis of the theoretical approaches, as well as the main
findings of earlier empirical researches relevant from a research aspect, and | outline the paths

to the hypotheses along with the definition of the research hypotheses.

In the eighth chapter | present the data and methods used for the empirical studies, the

detailed process of verification of hypotheses, and the findings thus obtained.

In the ninth chapter | summarize the main findings of the research, the conclusions made, as

well as the recommendations.
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2. Definition of approach and area of research

2 Definition of approach and area of research

In accordance with White et al. (1994), Bosnyak (2003) divides the main approaches present in

accounting theory and empirical research into three groups.

Classical or normative theory focuses on the establishment of the optimum way of accounting
reflections of economic phenomena (existing economic reality). Classical theory compares

alternative accounting models to such ideal-typical reflection.

Market-based accounting research’ considers economic reality as a given setting formed by
market opinion and which a priori is not affected by accounting procedures. This research
focuses on the examination of the relationships between accounting data and the respective

answers given, accounting information and market phenomena.

In contrast, positive accounting theory? does not subscribe to the tenet of neutrality of
accounting data and seeks to demonstrate that the different accounting alternatives not only

describe but also influence the underlying economic reality (Bosnyak, 2003, pp. 22-25).

My dissertation and the approach of the empirical study essentially rests on the ground of
positive accounting: | seek to examine the mutual interaction between real valuation as an

accounting reflection and business reality.

Yet the theoretical significance of market-based research representing a substantial part of the
examinations concerning fair valuation cannot be neglected as their main findings have greatly
contributed to the establishment and clarification of the concept of fair value. Although | shall
cover such research findings during the discussion of the theoretical attributes of fair value,®

these may not be regarded as direct research background for the dissertation.

! Ball and Brown’s An Empirical Evaluation of Accounting Income Numbers, published in 1968, is often
mentioned as the basic literature for market-based accounting research (Ball & Brown, 1968). For a
review on the findings of market-based examinations see also (Kothari, 2001), (Meek & Thomas, 2004).
?Basic literature of positive accounting theories include: (Watts & Zimmerman, 1978), (Watts &
Zimmerman, 1979), (Watts & Zimmerman, 1990).

¥See 6.5.
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2. Definition of approach and area of research

Although it is pointed out in the clarification of the definition of fair value accounting, | should
note that my dissertation deals with the examination of the financing accounting aspect of
accounting® or, more precisely, that of mandatory financial reporting and as such my research

is limited to this sub-section of accounting.”

The objective of my research is twofold: to determine based on the concept of fair value
accounting — and the theoretical background of the concept — the role that fair value plays in
current Hungarian accounting and to outline the main characteristics of the practice of fair
value accounting based on such practice. As another explicit goal of my dissertation, | seek to
obtain relevant findings that can potentially be useful in the development of accounting
regulations and the conceptual system. To that end, | do not wish to be fully disengaged with
how the regulations are actually applied and instead seek to present a more comprehensive

overview of the theoretical background.

The dissertation has as its focus of examination the Hungarian accounting practice and as such
the focus of the relevant accounting regulations and the empirical study is represented by the
Hungarian Accounting Act (Act C of 2000, hereinafter: Aa.). Nevertheless, | cannot ignore the
fact that international accounting norms, in particular — and in a direct manner — the
International Financial Reporting Standards (IFRS)® as adopted to a large extent by the
European Union have a significant influence on the Hungarian regulations and as a result of
the economic environment (a small and open economy and an ownership structure of large
enterprises dominated by foreign / international stakeholders) mostly on the accounting

practice of large enterprises and on the requirements concerning accounting information.

* According to Bosnyék et al. (2010), financial accounting (in a broader sense) deals with the formation
and communication of all mandatory and standardized accounting information (Bosnyak, Gyenge,
Pavlik, & Székéacs, 2010, old.: 10).

® For details on the concept of accounting, see Hungarian literature such as: (Baricz, 1994), (Malasics,
2003), (Baricz & Roth, 2003), (Baricz, 2009), (Bosnyak, Gyenge, Pavlik, & Székacs, 2010).

® For more information on accounting harmonization, see also: (Beke, 2009), (Beke, 2010).
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2. Definition of approach and area of research

Accordingly, when outlining the conceptual systems | use a basis a double regulation
framework: | review the relevant rules of both the Hungarian and the IFRS system concerning

fair value accounting.’

The importance of a double regulation framework also follows from the fact that fair value
accounting traditionally has Anglo-Saxon roots®, whereas the Hungarian regulation adopted
and applies the conceptual system developed and widely used there. Consequently, | believe
that the conceptual system of fair value accounting should be presented based on the
international accounting standards and | therefore apply this approach in my dissertation by
comparing this conceptual system to the Hungarian regulations. Thus from this aspect the
approach is inverse: the Hungarian regulation environment, which is the focus of examination
of the dissertation, is preceded by its international counterpart as | consider this more

appropriate in view of the above.

The empirical study deals with profit-oriented and continuously operating business entities
that are capable of sustaining their operations with revenues at a stable level and which are
required by law to fulfil financial reporting supported by double-entry bookkeeping in
accordance with Hungarian accounting rules and focuses on the financial statements (annual
reports) of such business entities prepared in accordance with the relevant Hungarian

regulations.

" Consequently, my dissertation does not cover other accounting systems. However, | cannot disregard
the fact that as a result of the convergence (program) between the IFRS and the US GAAP (United States
Generally Accepted Accounting Principles) certain elements of the two systems of rules have by now
become uniform. In cases where such joint regulation is of significance — Chapter 4. and 6.4 — due
references are made to certain US GAAP rules but the referred rules are fully identical with IFRS rules.

8 Chapter 6 provides a brief overview of the history of fair value accounting.
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3. Embeddedness of accounting

3 Embeddedness of accounting

According to Nobes and Parker (2010) “accounting is a technology which is practised within
varying political, economic and social contex