STUDY UNIT 10
INVESTMENT PROPERTY

EVALUATION CRITERIA

Read pg 1 chapter 4

SCHEMATIC PRESENTATION

Study on page 90

BACKGROUND OF IAS 40

Read par 3

NATURE OF INVESTMENT PROPERTY

· Investment property(IP) is property that is held:
- to earn rentals
- for capital appreciation
- both
· Property includes land and buildings, a part of a building, or both.  Undeveloped land may also meet def of investment prop

· IP isn’t prop held for use in production or supply of goods/services or for admin purposes, nor is it prop held for sale in ordinary course of buss

· Owner-occupied prop doesn’t qualify as IP

· In order for prop to b classified as IP, it must generate cash flows that are largely independent of other A held by entity

· If prop used for dual purposes, the issue to consider is whether these portions can b sold or leased separately under a finance lease agreem.  If answer is affirmative, the entity accounts for portions separately as IP and owner-occupied property

· Intention is that asset must only b split into 2 classification categories if the portions of A can b sold/leased separately.

· If prop cant b sold separately, its only classified as IP if insignificant portion is used for production or supply of goods/services or for admin purposes, either by owner or lessee.  What constitutes insignificant portion is left to discretion of mng

· Judgement is req to determine if prop qualifies as IP.  Its suggested that entities must develop own criteria to ensure that exercise of judgement in classifying investment and owner-occupied prop is consistent.  Where classification is particularly difficult, disclosure of criteria is req

· In some instances, classification of porp is either IP or owner-occupied prop is further complicated in lease agreem by ancillary services that lessor cop may provide to lessee or occupants
· Significance of ancillary services to arrangement determines if prop qualifies as IP or not

· If lessor provides security and maintenance servies for ex, it may b insignif to lease as a whole, and prop wud qualify as IP

· If services comprise more signif component, then owner-occupied prop

· If comp in group owns prop that leased to or occupied by parent or subs comp, then prop may qualify as IP from perspective of reporting comp.  but from perspective of group as a whole, prop will b owner-occupied

· Number of examples of IP:
- land held for long-term capital appreciation
- land held for a currently undetermined future use
- a building let under operating lease
- building that vacant but held with intention of letting it under an operating lease
- prop being constructed for future use as IP

· Following is not IP:
* prop held for sale in ordinary course of buss or in construction or development for such sale
* prop being constructed on behalf of 3rd parties
* owner-occupied prop, incl prop held for future use or held for future developm and subsequent use as owner-
   occupied prop
* prop occupied b employees
* owner-occupied prop awaiting disposal
* prop leased out to another comp ito a finance lease agreem

RECOGNITION AND INITIAL MEASUREMENT

Recognition
· IP recog when recog criteria are met, ie:
- its probable that future econ benefits will flow to entity
- cost of IP can b measured reliably

· Usually first criterion may delay recog of IP, namely where the level of certainty regarding flow of future benefits is 2 low 2 meet the probable req

· Measurement is usually determined by means of a purchase agreem, or record of accumulated costs (constructed by comp)

· If comp cant reliably determine fair value of IP under construction, but expects to b able to determine fair value reliably once construction is complete, it shall measure that prop at cost until either its fair value becomes reliably determinable or construction is complete
Initial Measurement
· On initial recog, IP is measured at cost incl transaction costs

· Cost is purchase price and any directly attributable expenditure such as legal services, prop transfer taxed etc.

· Costs such as start-up costs, initial ops losses, wasted material or unproductive labour costs are not included in cost of IP

· Start-up costs may only b capitalised if theare necessary to bring prop to its working condition iot b operated in manner intended by mng

· Cost of self-constructed IP is cost incurred by comp to the date the contruction or development is substantially completed as intended by mng

· If payment for an IP is deferred, its cost is the cash price equivalent.  Diff between cost and proceeds is recognised as interest over the period of credit
· Initial measurement of IP acquired ito an exchange is same as that used for PPE

SUBSEQUENT MEASUREMENT

· All IP, subsequent to initial measurement, are measured using:
- cost model
- fair value model

· Change from cost model to fair value model constitutes change in acc policy.  Unlikely that a change from fair value to cost model will result in more appropriate presentation and is thus discouraged

Fair Value Model

· If comp chooses fair value, then all its IP shall b valued at it

· Gains and losses from changes in fair value of IP are recog in profit or loss section of SOCI, in period in which they arise

· Fair value defined – amount for which A could b exchanged between knowledgeable, willing parties in an arm’s-length transaction, and doesn’t take transaction costs into account

· Fair value is best price obtainable by seller and most advantageous price obtainable by buyer, both of whom are informed about the nature and uses of IP as well as state of market at end of reporting period

· Fair value of IP is based on a hypothetical sale

· Ref to arms length meaning parties are unrelated and ea acting independently
· Where active market for similare prop exists, may b reliable indicator of fair value, provide that diff in nature, condition, and location of prop are considered and emended where necessary

· If suitable current price in active market is not available, the valuer/comp can consider foll valuation approaches:
- current prices in active market for prop of diff nature, condition and location, adjusted to reflect differences
- recent prices on less active markets, adjusted to reflect changes in econ conditions since date of transaction
- discounted cash flow projections based on reliable estimates of future cash flows and using discount rate that reflects market assessments of uncertainty in amount and timing of cash flows

· Although above approaches may result in diff fair values, a reliable estimate of fair value can still b determined by studying the diff in fair value

· If diff are within relatively narrow range, a fair value can usually b determined within an acceptable range

· Fair value must not reflect:
- additional value derived form creation of portfolio of properties in diff locations
- synergies between IP and other A
- legal rights or restrictions specific to the owner, or
- tax benefits or burdens specific to the owner
as these form part of a value in use valuations.  Fair value reflects factors relevant to market participants in general, while value in use reflects factors that may b specific to the entity

· If it clear that comp wont b able to reliably measure fair value on continuous basis, then better to use cost model

· Req to separate disclosure of IP that cant b valued at fair value due to exceptional circumstances
· Exceptional circumstances likely to arise when comparable market transactions are infrequent, and when alternative estimates of fair values, such as discounted cash flows projections, are not available

· Ex 4.1 and 4.2 page 95

Cost Model

· If cost model selected, all IP must b measured at cost

· IP carried at cost minus acc depr minus impairment losses

Subsequent Expenditure

· Incurred irt recognised IP is only capitalised when ti meets the req for subsequent recog 

· If subsequent expend don’t meet criteria, these expenses are recog as repairs and maintenance in profit or loss of SOCI

Derecognition

· Takes place on disposal  of, or on entering into, a finance lease, or when the rop is permanently withdrawn form use and no further econ benefits are expected at disposal
· Diff between net disposal proceeds and carrying amount is recognised in profit or loss in SOCI

DISCLOSURE

Following regarding IP shall b disclosed:

· If complies applies fair value or cost model

· Criteria developed to distinguish IP form other asset-classes when classification is difficult

· Methods and significant assumptions used in determining the fair value of prop and whether its supported by market evidence or other factors

· The extent to which fair value of IP has been determined by an independent valuer with necessary qualifications and recent experience and where no such valuation was done, a statement to that effect

· The existence and amounts of restrictions on realisability of IP or the remittance of income and proceeds of disposal

· Material contractual obligations to purchase, construct or develop IP or for repairs or enhancement to the prop

· IP pledged as security for liabilities

In profit/loss section of SOCI, following must b disclosed:

· Rental income

· Direct op expenses applicable to IP that generated rental income

· Direct op expenses applicable to IP that didn’t generate rental income

· Cumulative change in fair value that results when IP is sold from a portfolio where cost model is used to a portfolio where fair value model is used

Where comp adopts fair value model, a recon of carrying amount of IP at begin and end of year is req, showing:

· Additions resulting form acquisitions or from capitalised subsequent expenditure

· Additions resulting from acquisitions through buss combinations

· Disposals and a classified as held for sale

· Net gains or losses form fair value adjustments

· Net exchange differences arising on translation of foreign entities

· Transfers to and form inventories and owner-occupied prop

· Other movements

· NB STUDY EX 4.3 ON PAGE 98

If in exceptional circumstances, the comp is unable to establish reliable fair value for IP, a separate recon of that IP carrying amount shall b prepared, in addition to disclosing:
· Description of IP

· Explanation why fair value cant b measured reliably

· Range of estimates of fair value, and on disposal of such IP:
- fact that A that was carried at fair value was disposed of
- carrying amount at time of sale
- gain or loss recognised

If have cost model, following must b disclosed:

· Depreciation methods

· Useful lives or depreciation rates

· Gross carrying amount and acc depr at begin and end of period

· Recon of carrying amount of IP at begin and end showing:
- additions resulting from acquisitions and from capitalised subsequent expenditure
- additions resulting from acquisitions
- depreciation
- amount of impairment losses recognised or reversed
- net exchange difference arising form translation of foreign entities
- other movements

Additional disclosures req for prop interest held under operating lease and classified as IP:

· Whether and in what circumstances, prop interest held under op lease are classified and accounted for as IP

· When a valuation obtained for IP is adjusted significantly iot avoid double counting of A & L already recog separately, a recon must b provided between the valuation obtained and adjusted valuation incl in afs, showing separately the aggregate amount of any recognised lease obligation that has been added to valuation obtained to arrive at fair value of asset, as well as any other significant adjustments
STUDY EXAMPLE 4.4 ON PAGE 100 – NB

