STUDY UNIT 9
PROPERTY, PLANT, EQUIPMENT (CH 3)

EVALUATION CRITERIA

Read par 1 ch 3
SCHEMATIC REPRRESENTATION

Pg 50
NATURE OF PPE

· Ppe are tangible A, called fixed assets, which held in production of goods, supply of services, or for admin purposes
· Expected to b used during more than 1 financial period, intention clearly to use to generate revenue rather than to sell them

· Ppe must b resource controlled by comp as result of past events form which future econ benefits are expected to flow to comp

· Past event normally refers to date of acquisition or date of completion on which A becomes ready for use

· Future econ benefits – rev, cost savings, other benefits resulting form use of A

· Property consists of land and buildings, and although these normally bought as a unit, requires that these A b recorded separately coz of their respective diff natures:
- land no ltd life and not depreciated
- buildings has ltd life and depreciated

· Plant typically refers machinery and production line of manufacturing concern – has ltd life and depreciated

· Equipment is generic term referring to all other categories of A that don’t fall within category of pp and includes diverse A such as motor vehicles furniture computer equipm stationary office equipm and maintenance parts

BACKGROUND OF IAS 16
· Ppe normally big part of A of comp

· IAS 16 excludes:
- biological a related to agricultural activity
- mineral rights and reserves
-ppe held for sale
- a such as investment property

· IAS 16 includes:
- ppe used in maintaining biological a and mineral resources
- ppe acquired through finance lease agreements
- investment property under construction
- investment property carried ito the cost model

· Can treat ppe in two ways:
- cost model:  show at cost less acc depr and acc impairment losses
-revaluation model:  show at revalued amount, being fair value of A on date of revaluation less acc depr and acc impairment losses
RECOGNITION

Read pg 5 thoroughly

MEASUREMENT

Initial Cost
· Cost of ppe is amount of cash paid, or fair value of other consideration given to acquire an asset at time of acquisition or completion of construction
· Can also b fair value of other forms of payments made to acquire A
· Capitalisation of costs ceases as soon as A is in condition and location necessary for it to b capable of operating in manner intended by mng
Items to b included in cost are following:

· Purchase price, incl import duties, non-refundable purchase taxes, after deduction of trade discounts and rebates.  Vat paid on qualifying assets by registered vendor is refundable and is therefore excluded.  Vat forms part of cost if buyer isn’t registered for Vat or no input Vat can b claimed on a
· Any directly attributable costs of bringing a to location and condition necessary for it to operate in way mng intended. Ex. (site preparation, initial delivery handling costs, installation etc)
· Initial estimate of cost of dismantling, removing and restoring site on which a is located.  Related obligation may arise in this context when item is acquired, or as result of use of item for purposes other than manufacturing of inventory during that period
Following must not b capitalised:

· Cost of opening new facility
· Costs of introducing new product or service

· Costs of conducting buss in new location

· Admin and general overhead costs

· Initial operating losses

· Costs of relocating or reorganising part or all of comp operations

Asset dismantlement, removal, and restoration costs
· These costs will b capitalised to inventory and not to ppe, if incurred in period during which ppe was used to produce income
Ex pg 61

Exchange of PPE items

· When ppe items get in exchange for other a, the cost price of item acquired is measured at fair value
· When fair values of both A can b determined reliably, the fair value of a given up will b used, unless fair value of A acquired is more evident.
· Gain/loss is recognised as difference between fair value and carrying amount of a given up, where applicable

· 2 exceptions to general rule that A acquired in exchange transactions must b measured at fair value:
 - when exchange transaction lacks commercial substance, and
- when fair values of both A cant b estimated reliably

· In both above cases, a acquired is measured at carrying amount of a given up, and no gain or loss recognised

· The ref to commercial substance is explained IAS 16.  its necessary to consider def of entity-specific value of A
· Entity-specific value is PV of cash flows that comp expects from continued use of A, plus PV of its disposal at end of useful life

· Entity-specific value refers to after-tax cash flows and any tax allowances on these a must b incl in calculation

· Comp determines if exchange transaction has commercial substance by considering extent to which future cash flows are expected to change as result of transaction.
· Has commercial exchange substance if:
- configuration of cash flows of A received differs from configuration of cash flows of A transferred
- entity-specific value of portion of comp ops affected by transaction changes as result of exchange
- difference in above is significant relative to fair value of A exchanged
Subsequent Measurement

· Comp after initial recognition, decide between cost model and revaluation model
· Cost – carry at cost

· Revaluation – carry at fair value if can b measured reliably

· Revaluations must b done frequently

DEPRECIATION
Allocation of cost

· Depr – systematic allocation of depreciable amount of A over its useful life
· Depreciable amount – cost of A, or another amount that replaces cost, less residual value

· Residual value – estimated amount that comp would currently obtain form disposal of A, after deducting estimated costs of disposal, if A were already of age and in condition expected at end of useful life

· Aim is to allocate depreciable amount of a over its useful life to income generated by A

· Depreciation recovered through use and residual value recovered through sale

· To get amount depr, need consider – useful life, expected residual value, method of depreciation

Useful Life

Following considered when determining useful life of A:

· Expected use of A by comp determined by referring to A’s expected capacity or physical production

· Expected physical wear and tear, dependant on operating factors such as number of shifts and repairs and maintenance programme, as well as repairs and maintenance while not in use.

· Technical/commercial obsolescence resulting from changes and improvement in production, or a change in demand for product or service output of the A
· Legal and similar limitations on use of A, such as maturity dates of related leases

· Useful life – expected utility to comp

· Econ life – total life of a while in possession of 1/more owners

Asset Management policy of comp may involve disposal of A:

· After a specified period, or

· After consumption of certain portion of econ benefits embodied in asset prior to A reaching end of econ life

General

· Useful life can b shorter than econ life
· Estimate useful life is matter of judgement based on experience of comp with similar A

· Useful life must b reviewed annually

· Adjustment must b made if error was mad in determining useful life of A

· Ex. 3.12 pg 67

Useful life of land and buildings

· Divisible assets and treated separately for accounting purposes, even if acquired as unit
· Increase in value of land on which building was erected doesn’t affect useful life of building

· Depreciation can b provided for on land if subject to exploration of minerals or decrease in value due to other circumstances

· Can write down value of land to impairment costs

Residual Value

Read 7.4

Depreciation Methods
· Depr allocated form date on which A available for use in location and condition necessary of it to b capable of operating in manner intended by mng, rather than when it is commissioned or brought into use

· Thus possible that depr on A can commence before its physically brought into use, coz was available for use before date on which it was commissioned

· Depr on a must cease only when a is derecognised ito IAS 16, or when its classified as available for sale

· Depr doesn’t cease if becomes temporarily idle or even if its retried form active use, unless the depreciable amount has been written off in total or will not deliver future econ benefits

Straight-line method

· Depr is fixed instalments, usually when function of time rather than of usage, and where repair and benefits are fairly constant

Diminishing balance method

· Allocated amount declines on annual basis
· Effectiveness of a is expected to decline gradually

Units of Production

· Charge based on expected use or output of A, called production units
· Probably provides best approximation of consumption of econ benefits 

REVALUATION

· All ppe are initially measured at cost.

· On subsequent measurement, the comp can choose to use cost model or revaluation model

· Revaluation model only used if fair value of asset can b measured reliably

· If ppe only kept on cost value, they will b undervalued.

· Ppe should b revalued periodically in order to:
- ensure E in sofp is not understated
- align amount of depr written off to greater extent with the real loss in value during particular finan period, and, in doing so, facilitate the replacement of a without further debt
- prevent take-over of entity

MARKET VALUE

· Revalued amount of property is usually market value if assumed that same type of buss will b continued on the premises
· These values usually obtained from independent professional valuators

· Same applies to plant and equipment, except that in this case the depreciated replacement value rather than market value is generally used.

· Gross replacement value is replacement cost of similar new unused asset, whereas net replacement value is value of similar asset of same age and/or condition.

· Stated differently, net replacement value can b calculated as gross replacement value less accumulated depr
· Ex. 3.16 page 72

ELIMINATION AND RESTATEMENT METHODS

Read 8.2

REVALUATION SURPLUS

· On revaluation, the diff between revalued amount and carrying amount is recognise in revaluation surplus via other comprehensive income

· Revaluation surplus is unrealised, and must therefore b viewed and disclosed as part of E, perhaps as a non-distributable reserve, in St of changes in E

· Thereafter, it may only b used to absorb subsequent revaluation deficits for impairment losses or for capitalisation issues

· Revaluation surplus must b realised either immediately through disposal, or gradually through usage in line with depreciation

· Portion of revaluation surplus that is realised through disposal or through the increased depr of an A may b disclosed as realised, while remaining balance remains “unrealised”

· Realised portion can b transferred directly to retained earnings or it may remain in revaluation surplus

· Ex. 3.18 and 3.19 pg 74
· If specific A carrying amount decreases as result of revaluation, this decrease must first b debited against a credit in revaluation surplus related to that specific A through other comprehensive income in SOCI

· Any excess over the existing revaluation credit must b written off immediately to profit or loss section in SOOCI

· With a subsequent increase in value of specific asset, the profit or loss section of SOCI must first b credited, but the amount credited to profit or loss section must b limited to amount of previous write-down debited to this section

· Then remaining amount is credited to revaluation surplus via other comprehensive income in SOCI

· Deficits of one item cant b set off against surpluses of another, even if such items are from same category

DEPRECIATION AND PROFITS AND LOSSES

· The revaluation of a is required before increased depr can b written off
· Carrying amount is basis for writing of depr and depr calculated on revalued amount

· Gains/losses on disposal are calculated with ref to revalued amount or the written-down valuation and the net proceeds on disposal

· A should not b revalued shortly before disposal in order to manipulate the gain/loss form the sale, unless the revaluation forms part of a systematic revaluation programme

· PPE must b revalued as a group

TIMING OF REVALUATION

· If revaluation takes place sometime during an accounting period, depreciation for full period will b based on 2 diff carrying amounts
· Thus preferable that revaluation takes place at end or beginning or as close as possible, to financial year end

· Ex 3.20 pg 76

IMPAIRMENT LOSSES AND COMPENSATION FOR LOSS

· The carrying amount of PPE is usually recovered on systematic basis over useful life of A through usage

· If use of item is impaired by damage etc, the recoverable amount of A may b less than its carrying amount.  If this the case, the carrying amount of A is written down to its recoverable amount

· Impairment – permanent diminution in value of an A, which is recog once in SOCI

· 3rd parties might reimburse comp for impairment losses:
- insurance companies 
- compensation by gov for items of PPE that were expropriated
- compensation related to involuntary conversion of items of PPE
- physical replacement in whole or in part of an impaired or lost asset
· Specific guidance is provided on how to account for essential elements of abovementioned examples:
- impairments or losses of items of PPE
- related compensation from 3rd parties
- subsequent purchase or construction of assets

· Above mentioned are separate econ events are accounted for as follows:
* impairments of PPE must b recog under standard on impairment of assets
* retirement or disposal of PPE must b recog 
* monetary/non-monetary compensation received from 3rd parties for PPE that were impaired, lost, or given up must b included in SOCI when receivable
* cost of assets restored, purchased, or constructed as a replacement must b accounted for

· Ex 3.21 pg 78

DERECOGNITION

· Item of PPE is derocog in SOFP when:
- on disposal
- when no future econ benefit are expected from its use or disposal

· Any profit on disposal is recog in SOCI

· Disposal can occur in variety of ways

· In determining date of disposal on item, comp applies the following criteria:
- comp has transferred risks and rewards of ownership to buyer
- comp retains neither continuing managerial involvement to degree usually associated with ownership, nor 
   effective control over the goods sold
- the amount of revenue can b measured reliably
- its probable that econ benefits of transaction will flow to comp
- the costs incurred iro transaction can b measured reliably

· All the above conditions must b satisfied before a disposal may b recognised

· Consideration receivable on disposal is recognised initially at its fair value

· If payment is deferred, the consideration is recognised initially at cash price equivalent on transaction date

· The diff between nominal amount of consideration and cash price equivalent is recog as interest income, reflecting the effective yield on the receivables

· Depr ceases at earlier date of A classified as held for sale and date that asset is derecognised

DISCLOSURE
Following info on PPE must b disclosed:
· Accounting policy
- measurement basis used in establishing gross carrying amount
- depr methods for ea class of assets
- useful life or depr rates

· SOCI and notes for ea class of asset:
- depr recog as expense
- effect of material changes on estimate of:
      useful lives
      residual values
     dismantling, removal, restoration costs,
     depreciation method
- profit/loss on sale
- amount of compensation received from 3rd parties for impairment

· SOFP and notes:
- gross carrying amount and acc depr at beginning and end
- detailed recon of movements in carrying amount at begin and end of period
- amount incurred on PPE still under construction
- note if PPE serves as security for liabilities
- contracts for capital expenditure for the acquisition of PPE not yet provided for
- following carrying amounts of PPE can also b disclosed voluntarily
- where cost model is used, fair value of ea class of PPE if it differs materially form carrying amount
- disclose following for land and buildings:
    descriptions
    location
    date of acquisition
    cost
    cost of additions and improvements

Following additional info regarding assets that have been revalued must b disclosed:

· Accounting policy
- basis and frequency for revaluation
- if revaluation was done independently

· Sofp, soci and notes:
- effective date of last revaluation, and name and qualification of valuator
- methods and significant assumptions applied in estimating fair values
- extent to which A’s fair values were determined directly b referring to observable prices in active market
- carrying amount of ea class of revalued PPE
- revaluation surplus, incl movements, limitations, realised and unrealised portions, and non-controlling interest

· Ex. 3.23 on page 82 – very nb

