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IAS 40 BC (2000)

Basis for Conclusions on
IAS 40 Investment Property

This Basis for Conclusions accompanies, but is adtgf, IAS 40.

Introduction

BC1

BC2

BC3

Scope

This Basis for Conclusions summarises the matigsnal Accounting Standards
Board’s considerations in reaching its conclusiongevising IAS 40nvestment
Propertyin 2003. Individual Board members gave greateghigio some factors
than to others.

In July 2001 the Board announced that, as gfaits initial agenda of technical
projects, it would undertake a project to improvenamber of Standards,
including IAS 40. The project was undertaken in thlght of queries and
criticisms raised in relation to the Standards &gusities regulators, professional
accountants and other interested parties. Theciags of the Improvements
project were to reduce or eliminate alternativedunelancies and conflicts within
Standards, to deal with some convergence issues tandnake other
improvements. In May 2002 the Board publishedpitsposals in an Exposure
Draft of Improvements to International Accounting Standamdgh a comment
deadline of 16 September 2002. The Board recaived 160 comment letters on
the Exposure Draft.

Because the Board’s intention was not to reclemghe fundamental approach to
the accounting for investment property establisbgdIAS 40, this Basis for
Conclusions does not discuss requirements in IA$h4D the Board has not
reconsidered. The IASC Basis for Conclusions on 4852000) follows this
Basis.

BC4

Property interests held under an operating lease

Paragraph 14 of IAS 1Zeasesrequires a lease of land with an indefinite
economic life to be classified as an operatingdeanless title is expected to pass
to the lessee by the end of the lease term. Witlimiprovisions of IAS 40 as
amended, this operating lease classification wouldvgnt a lessee from
classifying its interest in the leased asset asnastment property in accordance
with IAS 40. As a result, the lessee could not rem@ais interest in the leased
asset to fair value and recognise any change inviaue in profit or loss.
However, in some countries, interests in propertycliding land) are
commonly—or exclusively—held under long-term opiergtleases. The effect
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BC5

BC6

BC7

BC8

BC9

of some of these leases differs little from buyangroperty outright. As a result,
some contended that such leases should be accoionted finance leases or
investment property, or as both.

The Board discussed possible solutions toigisise. In particular, it considered
deleting paragraph 14 of IAS 17, so that a long-téease of land would be
classified as a finance lease (and hence couldfg@asl an investment property)
when the conditions for finance lease classificalioparagraphs 4-13 of IAS 17
are met. However, the Board noted that this woultl nesolve all cases

encountered in practice. Some leasehold intetesid for investment would

remain classified as operating leases (eg leasbssigihificant contingent rents),
and hence could not be investment property in aesare with IAS 40.

In the light of this, the Board decided to staeparately in paragraph 6 (rather
than amend IAS 40’s definition of investment propethat a lessee’s interest in
property that arises under an operating lease auuatify as investment property.
The Board decided to limit this amendment to esgitthat use the fair value
model in IAS 40, because the objective of the amemdris to permit use of the
fair value model for similar property interests cheinder finance and operating
leases. Put another way, a lessee that uses thenods! for a property would
not be permitted to recognise operating leasessstsa The Board also decided
to make the change optional, ie a lessee thathasterest in property under an
operating lease is allowed, but not required, tesifg that property interest as
investment property (provided the rest of the deédéin of investment property
is met). The Board confirmed that this classifimatalternative is available on a
property-by-property basis.

When a lessee’s interest in property held uraheoperating lease is accounted
for as an investment property, the Board decidatttie initial carrying amounts of
that interest and the related liability are to becainted for as if the lease were a
finance lease. This decision places such leastt®isame position as investment
properties held under finance leases in accordarite the previous version of
IAS 40.

In doing so, the Board acknowledged that thssilte in different measurement
bases for the lease asset and the lease liabilltyis is also true for owned
investment properties and debt that finances thelowever, in accordance with
IAS 39Financial Instruments: Recognition and Measuremastrevised in 2003,
an entity can elect to measure such debt at faireydut lease liabilities cannot
be remeasured in accordance with IAS 17.

The Board considered changing the scope of BASbBt concluded that this
would lead to a fundamental review of lease accogn#specially in relation to
contingent rentals. The Board decided that this lveg®nd the limited revisions
to IAS 40 to facilitate application of the fair valunodel to some operating leases
classified as investment properties. The Board Hmwvever, indicate that it
wished to revisit this issue in a later project ease accounting. The Board also
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noted that this was the view of the Board of therfer IASC as expressed in its
Basis for Conclusions, in paragraphs B25 and B26.

Finally, the Board noted that the methodoldggcribed in paragraphs 40 and
50(d) of IAS 40, whereby a fair valuation of the pedy that takes all lease
obligations into account is adjusted by adding ke liability that is recognised
for these obligations, would, in practice, enabltties to ensure that net assets in
respect of the leased interest are not affectethdyse of different measurement
bases.

The choice between the cost model and the fair
value model

BC11

BC12

BC13

BC14

The Board also discussed whether to removehbize in IAS 40 of accounting
for investment property using a fair value moded@ost model.

The Board noted that IASC had included a chimcévo main reasons. The first
was to give preparers and users time to gain expmrigvith using a fair value

model. The second was to allow time for countrief \égss-developed property
markets and valuation professions to mature. ToardB decided that more time
is needed for these events to take place (IAS 4@rbecmandatory only for

periods beginning on or after 1 January 2001). Bwoard also noted that

requiring the fair value model would not convergehwvitie treatment required by
most of its liaison standard-setters. For thessasrs, the Board decided not to
eliminate the choice as part of the Improvementgegt, but rather to keep the
matter under review with a view to reconsidering thgam to use the cost model

at a later date.

The Board did not reconsider IAS 40 in relattonthe accounting by lessors.
The definition of investment property requires thath a property is held by the
owner or a lessee under a finance lease. As indigdteve, the Board agreed to
allow a lessee under an operating lease, in speaifieumstances, also to be a
‘holder’. However, a lessor that has provided apprty to a lessee under a
finance lease cannot be a ‘holder’. Such a lekasra lease receivable, not an
investment property.

The Board did not change the requirementa fessor that leases property under
an operating lease that is classified and accoubntedly the lessee as investment
property. The Board acknowledged that this wouldnribat two parties could
both account as if they ‘hold’ interests in the g@dy. This could occur at
various levels of lessees who become lessors in raeneneconsistent with the
definition of an investment property and the efattiprovided for operating
leases. Lessees who use the property in the pioduat supply of goods or
services or for administrative purposes would retble to classify that property
as an investment property.

Those paragraphs in the IASC Basis are no lorgdevant and have been deleted.
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Scope

BC15

BC16

BC17

Investment property under construction

In response to requests for guidance, the Boavisited the exclusion of
investment property under construction from thepscof IAS 40. The Board
noted that investment property being redevelopedaireed in the scope of the
Standard and that the exclusion of investment ptppender construction gave
rise to a perceived inconsistency. In addition, Bward concluded that with
increasing experience with the use of fair valuesuess since the Standard was
issued, entities were more able to measure religi@yfair value of investment
property under construction. Therefore, in the expe draft of proposed
Improvements to International Financial Reporting riéfardspublished in 2007
the Board proposed amending the scope of the Sthridainclude investment
property under construction.

Many respondents supported the Board’'s propékavever, many expressed
concern that including in 1AS 40 investment proparbhder construction might
result in fewer entities measuring investment prgpat fair value. This was
because the fair value model in the Standard reguim entity to establish
whether fair value can be determined reliably whegraperty first becomes an
investment property. If not, the property is acdednfor using the cost model
until it is disposed of. In some situations, the falue of investment property
under construction cannot be measured reliably thet fair value of the

completed investment property can. In these caseljding in the Standard
investment property under construction would hawgiired the properties to be
accounted for using the cost model even after coctitn had been completed.

Therefore, the Board concluded that, in additb including investment property
under construction within the scope of the Standargyould also amend the

Standard to allow investment property under conittado be measured at cost
if fair value cannot be measured reliably untillstime as the fair value becomes
reliably measurable or construction is completedi¢iéver comes earlier).
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IAS 40 BC (2000)

Basis for Conclusions on IAS 40 (2000) Investment
Property

This Basis for Conclusions accompanies, but is @t pf, IAS 40. It was issued by the
Board of the former International Accounting StartarCommittee (IASC) in 2000.
Paragraphs B10-B20, B25 and B26 are shown as dk|efgs Basis has not been revised
by the IASB—those paragraphs are no longer releeadt have been deleted to avoid the
risk that they might be read out of context. Howgeerss-references to paragraphs in
IAS 40 as issued in 2000 have been marked up to #if®worresponding paragraphs in
IAS 40 as revised by the IASB in 2003 (superseefetlences are struck through and new
references are underlined. Paragraphs are treaged corresponding if they broadly
address the same matter even though the guidanceiffexry dn addition, the text has been
annotated where references to material in other daéads are no longer valid, following
the revision of those standards. Reference shbeldmade to the IASB’s Basis for
Conclusions on the amendments made in 2003.

Background

B1 The IASC Board (the “Board”) approved IAS 28counting for Investmenta
1986. In 1994, the Board approved a reformattediae of IAS 25 presented in
the revised format adopted for International AccomgniStandards from 1991.
Certain terminology was also changed at that timbritog it into line with then
current IASC practice. No substantive changes werdenta the original
approved text.

B2 IAS 25 was one of the standards that the Boamtifted for possible revision in
E32 Comparability of Financial Statements Following comments on the
proposals in E32, the Board decided to defer cenatobn of IAS 25, pending
further work on Financial Instruments. In 1998, Beard approved IAS 38
Intangible Assetsand IAS 39 Financial Instruments: Recognition and
Measurementleaving IAS 25 to cover investments in real estatenmodities
and tangible assets such as vintage cars andalectors’ items.

B3 In July 1999, the Board approved EBwestment Propertywith a comment
deadline of 31 October 1999. The Board received citiment letters on E64.
Comment letters came from various internationahoiggations, as well as from
28 individual countries. The Board approved IASI4@estment Propertyn
March 2000. Paragraph B67 below summarises thegelsathat the Board made
to E64 in finalising IAS 40.

B4 IAS 40 permits entities to choose between a faiuer model and a cost model.
As explained in paragraphs B47-B48 below, the Boagleves that it is
impracticable, at this stage, to require a fairugamodel for all investment
property. At the same time, the Board believesithatdesirable to permit a fair
value model. This evolutionary step forward willoal preparers and users to
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gain greater experience working with a fair value etahd will allow time for
certain property markets to achieve greater maturit

Need for a Separate Standard

Some commentators argued that investment psopkduld fall within the scope
of 1AS 16 Property, Plant and Equipmenand that there is no reason to have a
separate standard on investment property. Theguvecthat:

(@) it is not possible to distinguish investmenbparty rigorously from
owner-occupied property covered by IAS 16 and withaierence to
management intent. Thus, a distinction betweensinvent property and
owner-occupied property will lead to a free choicaiffierent accounting
treatments in some cases; and

(b) the fair value accounting model proposed in E64ot appropriate, on the
grounds that fair value is not relevant and, in sarases, not reliable in
the case of investment property. The accountiegtitnents in IAS 16 are
appropriate not only for owner-occupied propertyt, &lgo for investment
property.

Having reviewed the comment letters, the Boatdl $€elieves that the

characteristics of investment property differ sziéfntly from the characteristics

of owner-occupied property that there is a need doseparate Standard on
investment property. In particular, the Board éadis that information about the
fair value of investment property, and about chanigeits fair value, is highly

relevant to users of financial statements. Ther@@&lieves that it is important
to permit a fair value model for investment propego that entities can report
fair value information prominently. The Board ttieo maintain consistency with

IAS 16, except for differences dictated by the chadt a different accounting

model.

Scope
Investment Property Entities

Some commentators argued that the Standard dshamver only investment

property held by entities that specialise in ownsugh property (and, perhaps,
also other investments) and not cover investmenpgaty held by other entities.
The Board rejected this view because the Board cbottino conceptual and
practical way to distinguish rigorously any classenttities for which the fair

value model would be less or more appropriate.

Investment Property Reportable Segments

Some commentators suggested that the Board csHiooit the scope of the
Standard to entities that have a reportable segmémise main activity is
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B9

investment property. These commentators argued ahaapproach linked to
reportable segments would require an entity to attoptfair value model when
the entity considers investment property activitiede an important element of
its financial performance and would allow an entityadopt IAS 16 in other
cases.

An approach linked to reportable segments woudd I® lack of comparability
between investment property held in investment ptgpesegments and
investment property held in other segments. Figrrason, the Board rejected
such an approach.

B10-B20 [Deleted]

B21

B22

10

Property Occupied by Another Entity in the Same Gro  up

In some cases, an entity owns property thatasdd to, and occupied by, another
entity in the same group. The property does natifyuas investment property in
consolidated financial statements that include leottities, because the property
is owner-occupied from the perspective of the grasia whole. However, from
the perspective of the individual entity that ownsthe property is investment
property if it meets the definition set out in tB&ndard.

Some commentators believe that the definitibningestment property should
exclude properties that are occupied by anotheityeim the same group.

Alternatively, they suggest that the Standard ghaolt require investment property
accounting in individual financial statements foogerties that do not qualify as
investment property in consolidated financial steats. They believe that:

(@) it could be argued (at least in some such gdkasthe property does not
meet the definition of investment property from therspective of a
subsidiary whose property is occupied by anotheityeimt the same
group—the subsidiary’s motive for holding the prapés to comply with
a directive from its parent and not necessarilgdm rentals or to benefit
from capital appreciation. Indeed, the intragréegse may not be priced
on an arm’s length basis;

(b) this requirement would lead to additional vailoratcosts that would not
be justified by the limited benefits to users. Booups with subsidiaries
that are required to prepare individual financtatements, the cost could
be extensive as entities may create a separatédsuipsto hold each
property;

(c) some users may be confused if the same propsrtglassified as
investment property in the individual financialtstaents of a subsidiary
and as owner-occupied property in the consolidéitehcial statements
of the parent; and

(d) there is a precedent for a similar exempti@hating to disclosure, rather
than measurement) in paragraph 4(c) of IAS Rélated Party
Disclosures which does not require disclosures in a wholly-owned
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subsidiary’s financial statements if its parentnisorporated in the same
country and provides consolidated financial statgs@ that country.

Some commentators believe that the definitibninsestment property should
exclude property occupied by any related party.eyTargue that related parties
often do not pay rent on an arm’s length basig, ithia often difficult to establish
whether the rent is consistent with pricing on an’slength basis and that rental
rates may be subject to arbitrary change. Thegesigthat fair values are less
relevant where property is subject to leases trenat priced on an arm’s length
basis.

The Board could find no justification for trizegf property leased to another entity
in the same group (or to another related partygdihtly from property leased to

other parties. Therefore, the Board decided thaergity should use the same
accounting treatment, regardless of the identittheflessee.

B25-B26 [Deleted]

B27

B28

B29

Government Grants

IAS 20 Accounting for Government Grants and Disclosure of Guwent
Assistancepermits two methods of presenting grants relatmgdsets—either
setting up a grant as deferred income and amagtiiea income over the useful
life of the asset or deducting the grant in argvat the carrying amount of the
asset. Some believe that both of those metholistef historical cost model and
are inconsistent with the fair value model set autthis Standard. Indeed,
Exposure Draft E63\griculture, which proposes a fair value model for biological
assets, addresses certain aspects of governmens,gaa these are a significant
factor in accounting for agriculture in some coig#r

Some commentators urged IASC to change the atingu treatment of
government grants related to investment propektgwever, most commentators
agreed that IASC should not deal with this aspegosErnment grants now. The
Board decided not to revise this aspect of IAS 2@hi project on Investment
Property.

Some commentators suggested that IASC should begider review of IAS 20
as a matter of urgency. In early 2000, the G4+dugrof standard setters
published a Discussion Papéccounting by Recipients for Non-Reciprocal
Transfers, Excluding Contributions by Owners: ThBifinition, Recognition
and MeasurementThe Board’'s work plan does not currently incladgroject on
the accounting for government grants or other foofnson-reciprocal transfer.

IAS 24 Related Party Disclosureas revised by the IASB in 2003 no longer provittes exemption
mentioned in paragraph B22(d).

© IFRS Foundation 11
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B30

B31

B32

B33

B34

12

Definition of Investment Property

The definition of investment property excludes:

(@) owner-occupied property—covered by IAS HFgoperty, Plant and
Equipment Under IAS 16, such property is carried at eitheprdciated
cost or revalued amount less subsequent depretiatio addition, such
property is subject to an impairment test; and

(b) property held for sale in the ordinary courdebasiness—covered by
IAS 2 Inventories IAS 2 requires an entity to carry such propettyha
lower of cost and net realisable value.

These exclusions are consistent with the exjistiefinitions of property, plant
and equipment in IAS 16 and inventories in IAS 2.isTnsures that all property
is covered by one, and only one, of the three Statsd

Some commentators suggested that propertyfoekhle in the ordinary course
of business should be treated as investment psopattier than as inventories
(covered by IAS 2). They argued that:

(a) it is difficult to distinguish property heldrfgale in the ordinary course of
business from property held for capital apprecigtand

(b) it is illogical to require a fair value modeirfland and buildings held for
long-term capital appreciation (investment propewiien a cost model is
still used for land and buildings held for shonttesale in the ordinary
course of business (inventories).

The Board rejected this suggestion because:

(a) if fair value accounting is used for propersichfor sale in the ordinary
course of business, this would raise wider questiabgut inventory
accounting that go beyond the scope of this prpga

(b) it is arguably more important to use fair vaheeounting for property that
may have been acquired over a long period and togldeveral years
(investment property) than for property that waguired over a shorter
period and held for a relatively short time (invaigs). With the passage of
time, cost-based measurements become increasimglgvant. Also, an
aggregation of costs incurred over a long periodofisquestionable
relevance.

Some commentators suggested requiring (or ast Ipermitting) entities,
particularly financial institutions such as insurancompanies, to use the fair
value model for their owner-occupied property. Thegued that some financial
institutions regard their owner-occupied property aas integral part of their
investment portfolio and treat it for managementppses in the same way as
property leased to others. In the case of ins@raaenpanies, the property may
be held to back policyholder liabilities. The Bodrelieves that property used for
similar purposes should be subject to the same uatiog treatment.

© IFRS Foundation
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Accordingly, the Board concluded that no class dities should use the fair
value model for their owner-occupied property.

Some commentators suggested that the definitionvestment property should
exclude property held for rentals, but not for talpappreciation. In their view, a
fair value model may be appropriate for dealingviigs, but is inappropriate
where an entity has historically held rental propdor many years and has no
intention of selling it in the foreseeable futurEhey consider that holding property
for long-term rental is a service activity and #ssets used in that activity should be
treated in the same way as assets used to supghertservice activities. In their
view, holding an investment in property in suchesais similar to holding “held-to-
maturity investments”, which are measured at as®gtcost under IAS 39.

In the Board’'s view, the fair value model prasduseful information about
property held for rental, even if there is no immaég intention to sell the
property. The economic performance of a propesy be regarded as being
made up of both rental income earned during theoggnet of expenses) and
changes in the value of future net rental incorie fair value of an investment
property can be regarded as a market-based repatisanof the value of the
future net rental income, regardless of whetherehtty is likely to sell the
property in the near future. Also, the Standar@sdhat fair value is determined
without deducting costs of disposal—in other worth® use of the fair value
model is not intended as a representation thateacsaild, or should, be made in
the near future.

The classification of hotels and similar prapevas controversial throughout the
project and commentators on E64 had mixed viewsh@nsubject. Some see
hotels essentially as investments, while otherstisem essentially as operating
properties. Some requested a detailed rule toifgpadether hotels (and,
perhaps, other categories of property, such asuesits, bars and nursing
homes) should be classified as investment propertyas owner-occupied
property.

The Board concluded that it is preferable sinijuish investment property from
owner-occupied property on the basis of generaicjpies, rather than have
arbitrary rules for specific classes of propeyso, it would inevitably be difficult

to establish rigorous definitions of specific ckssf property to be covered by such
rules. Paragraphs-9-11 11-13 of the Standardsdistases such as hotels in the
context of the general principles that apply when emtity provides ancillary
services.

Some commentators requested quantitative goédésuch as a percentage) to
clarify whether an “insignificant portion” is owneceupied (paragraph 10 8) and
whether ancillary services are “significant” (pamgus -9—11_9-11 of the

Standard). As for similar cases in other Standattus,Board concluded that

guantitative guidance would create arbitrary distonts.

© IFRS Foundation 13
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B40

B41

B42

B43

B44

Subsequent Expenditure

Some believe that there is no need to captalibsequent expenditure in a fair
value model and that all subsequent expenditurelldhbe recognised as an
expense. However, others believe—and the Board dgrbeat the failure to
capitalise subsequent expenditure would lead tostordion of the reported
components of financial performance. Therefore, $ittandard requires that an
entity should determine whether subsequent expeerdighould be capitalised
using a test similar to the test used for owner-pzliproperty in IAS 16.

Some commentators suggested that the test &pmitalising subsequent
expenditure should not refer to the originally assel standard of performance.
They felt that it is impractical and irrelevant jodge against the originally
assessed standard of performance, which may relateatly years in the past.
Instead, they suggested that subsequent expendifw@d be capitalised if it
enhances the previously assessed standard of perfoe—for example, if it
increases the current market value of the propartig intended to maintain its
competitiveness in the market. The Board saw soerd in this suggestion.

Nevertheless, the Board believes that a referemthe previously assessed standard
of performance would require substantial additianatlance, might not change the
way the Standard is applied in practice and mighse confusion. The Board also
concluded that it was important to retain the éxgstreference to the originally
assessed standard of performancde consistent with IAS 16 and IAS 38.

Subsequent Measurement

Accounting Model

Under IAS 25, an entity was permitted to choosenframong a variety of
accounting treatments for investment property (eejpted cost under the
benchmark treatment in IAS Foperty, Plant and Equipmemntevaluation with

depreciation under the allowed alternative treatmentIAS 16, cost less
impairment under IAS 25 or revaluation under IAS 25).

E64 proposed that all investment property shdagd measured at fair value.
Supporters of the fair value model believe that ¥aiues give users of financial
statements more useful information than other nteassuch as depreciated cost.
In their view, rental income and changes in faiueahre inextricably linked as
integral components of the financial performancemfinvestment property and

IAS 16 Property, Plant and Equipmenats revised by the IASB in 2003 requires all subsatjcosts to
be covered by its general recognition principle alihinated the requirement to reference the oaiyn
assessed standard of performance. IAS 40 was achasdeconsequence of the change to IAS 16.

T IAS 16 Property, Plant and Equipments revised by the IASB in 2003 eliminated all refares to
‘benchmark’ treatment and ‘allowed alternative’atrments. They are replaced with cost model and
revaluation model.

14
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measurement at fair value is necessary if thatnfiis performance is to be
reported in a meaningful way.

Supporters of the fair value model also no&t #m investment property generates
cash flows largely independently of the other asketd by an entity. In their
view, the generation of independent cash flows thmouwgntal or capital
appreciation distinguishes investment property fromner-occupied property.
The production or supply of goods or services (oe use of property for
administrative purposes) generates cash flows tieadtéributable not merely to
property, but also to other assets used in theuystaxh or supply process.
Proponents of the fair value model for investmempprty argue that this
distinction makes a fair value model more apprdpri@r investment property
than for owner-occupied property.

Those who oppose measurement of investment ppycatefair value argue that:

(a) there is often no active market for investmemperty (unlike for many
financial instruments). Real estate transactiaesnat frequent and not
homogeneous. Each investment property is uniguk eath sale is
subject to significant negotiations. As a resuir falue measurement
will not enhance comparability because fair values reot determinable
on a reliable basis, especially in countries whbeevialuation profession
is less well established. A depreciated cost meammeprovides a more
consistent, less volatile, and less subjective oreasent;

(b) IAS 39 does not require fair value measurementafl financial assets,
even some that are realised more easily than imesgt property. It
would be premature to consider extending the fawesanodel until the
Joint Working Group on financial instruments has ptated its work;

(c) a cost basis is used for “shorter term” as¢steh as inventories) for
which fair value is, arguably, more relevant than“feeld for investment”
assets; and

(d) measurement at fair value is too costly intretato the benefits to users.

This is the first time that the Board has psgzbrequiring a fair value accounting
model for non-financial assets. The comment Istten E64 showed that
although many support this step, many otherstsilie significant conceptual and
practical reservations about extending a fair vahgglel to non-financial assets,
particularly (but not exclusively) for entities whoosnain activity is not to hold
property for capital appreciation. Also, some égitfeel that certain property
markets are not yet sufficiently mature for a faimlue model to work
satisfactorily. Furthermore, some believe thi itnpossible to create a rigorous
definition of investment property and that this msalt impracticable to require a
fair value model at present.

For those reasons, the Board believes that inpracticable, at this stage, to
require a fair value model for investment properft the same time, the Board
believes that it is desirable to permit a fair walodel. This evolutionary step
forward will allow preparers and users to gain greatgrerience working with a
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B49

B50

B51

B52

B53

fair value model and will allow time for certain pepy markets to achieve
greater maturity.

IAS 40 permits entities to choose between aviaine model and a cost model.
An entity should apply the model chosen to all itgeistment property. [This
choice is not available to a lessee accountingufoinvestment property under an
operating lease as if it were a finance lease—rtdethe IASB’s Basis for
Conclusions on the amendments made in 2003.] Thmevédue model is the
model proposed in E64: investment property shoeldieasured at fair value and
changes in fair value should be recognised in tlverne statement. The cost
model is the benchmark treatmemt IAS 16 Property, Plant and Equipment
investment property should be measured at depegciatost (less any
accumulated impairment losses). An entity that eesahe cost model should
disclose the fair value of its investment property.

Under IAS 8\et Profit or Loss for the Period, Fundamental Es@nd Changes
in Accounting Policie's a change in accounting policies from one modeht®
other model should be made only if the change w#luit in a more appropriate
presentation of events or transactibndhe Board concluded that this is highly
unlikely to be the case for a change from the ¥alue model to the cost model
and paragraph-25 31 of the Standard reflects drislasion.

The Board believes that it is undesirable tomitethree different accounting
treatments for investment property. Accordinglyaif entity does not adopt the
fair value model, the Standard requires the emdityse the benchmark treatment
in IAS 16 and does not permit the use of the allovadidrnative treatment.
However, an entity may still use the allowed altefreatior other properties
covered by IAS 18.

Guidance on Fair Value

The valuation profession will have an importante in implementing the

Standard. Accordingly, in developing its guidanca the fair value of

investment property, the Board considered not aityilar guidance in other
IASC literature, but also International Valuatiota®dards (IVS) issued by the
International Valuation Standards Committee (IVSO)he Board understands
that IVSC intends to review, and perhaps revisg,Standards in the near
future.

The Board believes that IASC’s concept of faitue is similar to the IVSC
concept of market value. IVSC defines market valsiéthe estimated amount for

IAS 16 Property, Plant and Equipmerats revised by the IASB in 2003 eliminated all referes to
‘benchmark’ treatment and ‘allowed alternativeatraents.

™ revised by the IASB in 2003 as IASAcounting Policies, Chantes in Accounting Estimaied Errors

*  The IASB conformed the terminology used in pampbr 31 to the terminology used in IAS 8 by
Improvements to IFRSssued in May 2008.

8 |AS 16 Property, Plant and Equipmers revised by the IASB in 2003 eliminated all refees to
‘benchmark’ treatment and ‘allowed alternativeatraents.
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which an asset should exchange on the date of i@ubétween a willing buyer
and a willing seller in an arm’s length transactéter proper marketing wherein
the parties had each acted knowledgeably, prudemity without compulsion.”
The Board believes that the guidance in paragr2gh80_36, 37 and-32—-38 39—
44 of the Standard is, in substance (and largelyarding as well), identical with
guidance in IVS 1.

Paragraphs-31 38 and-39-46 45-52 of IAS 40 hawdirect counterpart in the
IVSC literature. The Board developed much of thiaterial in response to

commentators on E64, who asked for more detailédiagae on determining the
fair value of investment property. In developingist material, the Board

considered guidance on fair value in other IASC &ads and Exposure Drafts,
particularly those on financial instruments (IAS&2d IAS 39), intangible assets
(IAS 38) and agriculture (E65).

Independent Valuation

Some commentators believe that fair values lghoe determined on the basis of
an independent valuation, to enhance the relighiftthe fair values reported.
Others believe, on cost-benefit grounds, that IASGukh not require (and
perhaps not even encourage) an independent valuafioey believe that it is for
preparers to decide, in consultation with auditesether an entity has sufficient
internal resources to determine reliable fair velueSome also believe that
independent valuers with appropriate expertise atavailable in some markets.

The Board concluded that an independent valnais not always necessary.
Therefore, as proposed in E64, the Standard engesyr&ut does not require, an
entity to determine the fair value of all investrhgmoperty on the basis of a
valuation by an independent valuer who holds a meiseg and relevant
professional qualification and who has recent expee in the location and
category of the investment property being valudthis approach is consistent
with the approach to actuarial valuations in IAS Bnployee Benefits
(see IAS 19, paragraph 57).

Inability to Measure Fair Value Reliably

E64 included a rebuttable presumption that rdityewill be able to determine
reliably the fair value of property held to earmteds or for capital appreciation.
E64 also proposed a reliability exception: IAS 16wt be applied if evidence
indicates clearly, when an entity acquires or caicséra property, that fair value
will not be determinable reliably on a continuingisa

Some commentators opposed various aspectssgiriiposal, on one or more of
the following grounds:

(@) the rebuttable presumption underestimates iffieulties of determining
fair value reliably. This will often be impossiblparticularly where
markets are thin or where there is not a well-eshbli valuation
profession;
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B59

B60

B61

B62

(b) the accounting model under IAS 16 includes apaimment test under
IAS 36. However, it is illogical to rely on an impaient test when fair
value cannot be determined using cash flow projestidbecause an
impairment test under IAS 36 is also difficult irchucases;

(c) where fair value cannot be determined reliatiis fact does not justify
charging depreciation. Instead, the property irestion should be
measured at cost less impairment losses; and

(d) to avoid the danger of manipulation, all efforshould be made to
determine fair values, even in a relatively inaetimarket. Even without
an active market, a range of projected cash flovevaglable. If there are
problems in determining fair value, an entity sliomeasure the property
at the best estimate of fair value and discloséadtions on the reliability
of the estimate. If it is completely impossibled®termine fair value, fair
value should be deemed to be zero.

The Board concluded that the rebuttable presiompand the reliability
exception should be retained, but decided to implenthem in a different way.
In E64, they were implemented by excluding a prop&om the definition of
investment property if the rebuttable presumptioaswovercome. Some
commentators felt that it was confusing to incledeh a reliability exception
in a definition. Accordingly, the Board moved thaiability exception from
the definition to the section on subsequent measene (paragraphs-47-49 53—
59).

Under E64, an entity should not stop using fiie value model if comparable
market transactions become less frequent or mankets become less readily
available. Some commentators disagreed with ttopgsal. They argued that
there may be cases when reliable estimates anger available and that it would
be misleading to continue fair value accountinguch cases. The Board decided
that it is important to keep the E64 approach, beeatherwise entities might use a
reliability exception as an excuse to discontinaie ¥alue accounting in a falling
market.

In cases where the reliability exception applieé4 proposed that an entity
should continue to apply IAS 16 until disposal ofe tiproperty. Some

commentators proposed that an entity should spgolyeng the fair value model

once the fair value becomes measurable reliablyhe Board rejected this
proposal because it would inevitably be a subjedli®eision to determine when
fair value has become measurable reliably and shigectivity could lead to

inconsistent application.

E64 proposed no specific disclosure where ehahility exception applies. Some
commentators felt that disclosure would be impdriansuch cases. The Board
agreed and decided to include disclosures consistéh paragraph 170(b) of
IAS 39 (see paragraphs-68-and-69(e) 78 and 79(e) of 0\SParagraph 170(b) of

In August 2005, the IASB relocated all disclosurelating to financial instruments RS 7 Financial
Instruments: Disclosures
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IAS 39 requires disclosures for financial assetesetfair value cannot be reliably
measured.

Gains and Losses on Remeasurement to Fair Value

B63 Some commentators argued that there shoulither @ requirement or an option
to recognise changes in the fair value of investnpeaperty in equity, on the
grounds that:

@)

(b)

(©

(d)

(e)

(f)

the market for property is not liquid enoughd amarket values are
uncertain and variable. Investment property is aoliquid as financial
instruments and IAS 39 allows an option for availdblesale

investments;

until performance reporting issues are resolwegre generally, it is
premature to require recognition of fair value aes in the income
statement;

recognition of unrealised gains and losses hia income statement
increases volatility and does not enhance tranapgre because
revaluation changes will blur the assessment of mitys operating

performance. It may also cause a presumptionttfieatunrealised gains
are available for distribution as dividends;

recognition in equity is more consistent witre thistorical cost and
modified historical cost conventions that are aio&s much of today’'s
accounting. For example, it is consistent with 1ASQGreatment of
revaluations of property, plant and equipment uid& 16 and with the
option available for certain financial instrumeuntsler IAS 39;

for properties financed by debt, changes infélirevalue of the properties
resulting from interest rate changes should notrdxognised in the
income statement, since the corresponding changde ifair value of the
debt are not recognised under IAS 39;

under paragraphs 92 and 93 of tReamework, income should be
recognised only when it can be measured with sufficoertainty. For
example, IAS 11Construction Contractsrequires certain conditions
before an entity can use the percentage-of-coroplatiethod. These
conditions are not normally met for investment nty; and

The reference to thErameworkis to IASC’s Framework for the Preparation and Presentation of
Financial Statementavhich was adopted by the IASB in 2001. In Sejten2010 the IASB replaced
the Frameworkwith theConceptual Framework for Financial Reportin@aragraphs 92 and 93 are now
paragraphs 4.47 and 4.48 of tBenceptual Framework.
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(@)

results from operations should be distinguisfredh changes in values.
For example, under IAS 21, unrealised exchangerdiffees on a foreign
entity are recognised in equity.

Some commentators suggested that increasekld®wuecognised in equity and
decreases should be recognised in profit or I3%ss is similar to the revaluation
model that forms the allowed alternative treatrhantAS 16 (except for the lack
of depreciation).

As proposed in E64, the Board concluded thaa, fiair value model, changes in
the fair value of investment property should beoggised in the income
statement as part of profit or loss for the peridthe arguments for this approach
include the following:

@)

(b)

(©

(d)

the conceptual case for the fair value moddlult largely on the view
that this provides the most relevant and transpariew of the financial
performance of investment property. Given thisyauld be inconsistent
to permit or require recognition in equity;

recognition of fair value changes in equity wbulreate a mismatch
because net rental income would be recognised iintwene statement,
whereas the related consumption of the service patgnecognised as
depreciation under IAS 16) would be recognised initgq Similarly,
maintenance expenditure would be recognised aspameg while related
increases in fair value would be recognised in gquit

using this approach, there is no need to resgome difficult and
controversial issues that would arise if changesh fair value of
investment property were recognised in equity. €hissues include
the following:

0] should fair value changes previously recognisedequity be
transferred (“recycled”) to profit or loss on dispb of investment
property; and

(ii) should fair value changes previously recogdise equity be
transferred (“recycled”) to profit or loss when ist#@ent property
is impaired? If so, how should such impairment dentified and
measured; and

given the difficulty in defining investment grerty rigorously, entities
will sometimes have the option of applying the inwent property
standard or either of the two treatments in IAS 16t would be
undesirable to include two choices in the investnmoperty standard,
as this would give entities a choice (at least doocadly) between
four different treatments.

*

In IAS 21The Effects of Changes in Foreign Exchange Ratesevised by the IASB in 2003, the term

‘foreign entity’ was replaced by ‘foreign operation

T IAS 16 Property, Plant and Equipmens revised by the IASB in 2003 eliminated all refees to
‘benchmark’ treatment and ‘allowed alternativeatraents.
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Transfers

B66 When an owner-occupied property carried undergnchmark treatment under
IAS 16 becomes an investment property, the measutebaesis for the property
changes from depreciated cost to fair value. Toar@ concluded that the effect
of this change in measurement basis should beettea$ a revaluation under
IAS 16 at the date of change in use. The restifizis

(a) the income statement excludes cumulative regeases in fair value that
arose before the property became investment prop&te portion of this
change that arose before the beginning of the rupperiod does not
represent financial performance of the currentqokrand

(b) this treatment creates comparability betweeitiesntthat had previously
revalued the property under the allowed alternatieatment in IAS 16
and those entities that had previously used the I&Sbenchmark
treatment.

Summary of Changes to E64

B67 The most important change between E64 and thal fstandard was the
introduction of the cost model as an alternativéhtofair value model. The other
main changes are listed below.

(@) The guidance on determining fair value was edpén to clarify the
following:

0] the fair value of investment property is notlueed by transaction
costs that may be incurred on sale or other disgpasagraph-30
37 of the Standard). This is consistent with theasneement of
financial assets under paragraph 69 of IAS 3964 was silent on
the treatment of such costs;

(ii) measurement is based on valuation at the lbalasheet date
(paragraph-31 38);

(i)  the best evidence of fair value is normalliyen by current prices
on an active market for similar property in the salcation and
condition and subject to similar lease and othentreets
(paragraph—39 45). In the absence of such eviddagevalue
reflects information from a variety of sources ardentity needs
to investigate reasons for any differences betwherirformation
from different sources (paragraphs-40—41 46 and 47)

(iv)  market value differs from value in use as defl in IAS 36
Impairment of Asseiparagraph-43 49);

IAS 16 Property, Plant and Equipmerats revised by the IASB in 2003 eliminated all refees to
‘benchmark’ treatment and ‘allowed alternativeatraents.

" Paragraph 69 was replaced by paragraph 46 wedA8B revised IAS 39 in 2003.
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v)

(vi)

(vii)

(viii)

there is a need to avoid double counting of egtient
property and separately recognised assets anditiegbi Integral
equipment (such as elevators or air-conditioning)generally
included in the investment property, rather thamogmised
separately (paragraph-44 50);

the fair value of investment property does redtect future capital
expenditure that will improve or enhance the asset @es not
reflect the related future benefits from this fetuexpenditure
(paragraph-45 51);

an entity uses IAS 37 to account for any psimns associated with
investment property (paragraph 46 52); and

in the exceptional cases when fair value a@nhe determined
reliably, measurement is under the IAS 16 benchnra&tmerit
only (in such cases, revaluation under IAS 16 woldd aot be
reliable) and residual value is assumed to be @gwen that fair
value cannot be determined reliably) (paragraph<t8753 and
54).

(b) In relation to the scope of the Standard arddéfinition of investment
property:

@

(ii)

(iii)

(iv)

paragraph-3 4 now clarifies that the Standardsdnot apply to
forests and similar regenerative natural resoueces to mineral
rights, the exploration for and extraction of malsr oil, natural
gas and similar non-regenerative resources. Thigding is
consistent with a similar scope exclusion in IAS Rfoperty,
Plant and Equipment The Board did not wish to prejudge its
decision on the treatment of such items in theeturprojects on
Agriculture and the Extractive Industries;

land held for a currently undetermined futuwee is a further
example of investment property (paragraph-6(b) )38(bh the
grounds that a subsequent decision to use suctaimyentory or
for development as owner-occupied property would dre
investment decision;

new examples of items that are not investmenbperty are:
property held for future use as owner-occupied ptyperoperty
held for future development and subsequent use vasere
occupied property, property occupied by employewsether or
not the employees pay rent at market rates) and reecoeipied
property awaiting disposal (paragraph-7(c) 9(c));

property that is being constructed or devetbper future use as
investment property is now covered by IAS 16 and ek at

IAS 16 Property, Plant and Equipmerats revised by the IASB in 2003 eliminated all refiees to
‘benchmark’ treatment and ‘allowed alternativeatraents.
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cost, less impairment losses, if any (paragraph_9(d)). E64
proposed that investment property under constmucsioould be
measured at fair value; and

(v) the reference to reliable measurement of falue (and the related
requirements in paragraphs 14-15 of E64) was morad the
definition of investment property into the section subsequent
measurement (paragraphs-47—49 53-55).

(c) New paragraph-20 23 deals with start up costalimiperating losses and
abnormal wastage (based on paragraphs 17 and 18Soid). The
Board considered adding guidance on the treatnfeinicmental revenue
earned during the construction of investment priyperHowever, the
Board concluded that this raised an issue in theesd of IAS 16 and
decided that it was beyond the scope of this pragedeal with this.

(d) There is an explicit requirement on determiniggins or losses on
disposal (paragraph-62 69). This is consistent \#ith 16, paragraph 56.
There are also new cross-references to:

0] IAS 17 Leasesand IAS 18Revenugas guidance for determining the
date of disposal (paragraph 61 67); and

(ii) IAS 37 Provisions, Contingent Liabilities andofingent Assets,
for liabilities retained after disposal (paragr&gh71).

(e) The Standard states explicitly that an entilgudd transfer an investment
property to inventories when the entity begins toeltap the property for
subsequent sale in the ordinary course of busifpssagraphs-5i{b}-and
52 57(b) and 58). E64 proposed that all transfessn investment
properties to inventories should be prohibited.e Btandard also deals
more explicitly than E64 with certain other aspexdtgansfers.

)] New disclosure requirements include:

0] extension of the required disclosure on methadd significant
assumptions, which are now to include disclosure déthdr fair
value was supported by market evidence, or whetleeestimate
is based on other data (which the entity shouldaks} because of
the nature of the property and the lack of comgaratarket data

(paragraph-66¢b) 75(d));

(ii) disclosures of rental income and direct opetexpenses

(paragraph-66¢d) 75(f)); and

(iif)  disclosures in the exceptional cases whenalue is not reliably
determinable (paragraphs-68-and-69(e) 78 and 79(e))

(9) E64 proposed a requirement to disclose theyicgrramount of unlet or
vacant investment property. Some commentators edrgthat this

In 1AS 16 Property, Plant and Equipmests revised by the IASB in 2003, paragraphs 17 @&ddre
replaced by paragraphs 19-22
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(h)

disclosure was impracticable, particularly for pndpethat is partly
vacant. Some also felt that this is a matter fiscldsure in a financial
review by management, rather than in the finarstatements. The Board
deleted this disclosure requirement. It should ried that some
indication of vacancy levels may be available fritva required disclosure
of rental income and from the IAS 17 requirementlisclose cash flows
from non-cancellable operating leases (split iesslthan one year, one to
five years and more than five years).

E64 included no specific transitional provispmvhich means that IAS 8
would apply. There is a risk that restatement afrgeeriods might allow
entities to manipulate their reported profit or dofor the period by
selective use of hindsight in determining fair \eduin prior periods.
Accordingly, the Board decided to prohibit restatatnia the fair value
model, except where an entity has already publicdgldsed fair values
for prior periods (paragraph-70 80).
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