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Investment property
Section B13

Accounting Pronouncements:  GRAP 16 or IAS 40:  Investment Property 
1.
What is investment property?
Investment property is land and/or buildings (or part of a building) held to earn rentals and/or capital appreciation and is distinguished from property, plant and equipment that are occupied and used by the municipality.  Investment property is also not land and/or buildings held for sale in the ordinary course of business.  As the definition implies, the intention is to earn a return on the investment made in the property and to benefit from capital appreciation.  Renting facilities and/or houses to employees, hostels, etc will therefore not qualify as investment property as the primary objective of these facilities is to provide a service, e.g. housing, sport and recreation rather than earn rental revenue or capital appreciation.  In general, investment property will entail property leased-out under an operating lease (see chapter on leases).  Property leased-out under a finance lease will however not qualify as investment property – unless it is subleased.
A property constructed by the municipality that will be held as an investment should not be treated as an investment property until it is ready for its intended purpose.  Until such time, it should be accounted for according to GAMAP 17: Property, Plant and Equipment.  (refer to chapter 13)

The following are examples of items that are not investment property and are therefore outside the scope of GRAP 16:

· Property intended for sale in the ordinary course of operations or in the process of construction or development for such sale (see GAMAP 12: Inventory), for example, a municipality may routinely supplement rate income by buying and selling property, in which case property held exclusively with a view to subsequent disposal in the near future or for development for resale is classified as inventory.  The Department of Housing may routinely sell part of its housing stock in the ordinary course of its operations as a result of changing demographics, in which case any housing stock held for sale is classified as inventory.
· Property being constructed or developed on behalf of third parties, for example, the Department of Housing may enter into construction contracts with entities external to its government (see the Standard of GRAP 11:  Construction Contracts).

· Owner-occupied property (see GAMAP 17:  Property, Plant and Equipment), including (among other things) property held for future use as owner-occupied property, property held for future development and subsequent use as owner-occupied property, property occupied by employees such as housing for military personnel (whether or not the employees pay rent at market rates) and owner-occupied property awaiting disposal.

· Property that is being constructed or developed for future use as investment property.  The Standard of GRAP 17 - Property, Plant and Equipment applies to such property until construction or development is complete, at which time the property becomes investment property and this Standard applies.  However, this Standard applies to existing investment property that is being redeveloped for continued future use as investment property.  
· Property that is leased to another entity under a finance lease.

· Property held to provide a social service and which also generates cash inflows, for example, the Department of Housing may hold a large housing stock used to provide housing to low income families at below market rental.  In this situation, the property is held to provide housing services rather than for rentals or capital appreciation and rental revenue generated is incidental to the purposes for which the property is held.  Such property is not considered an “investment property” and would be accounted for in accordance with the Standard of GRAP on Property, Plant and Equipment.

· Property held for strategic purposes which would be accounted for in accordance with the Standard of GRAP on Property, Plant and Equipment.

It should be clear from the above that the classification of property as investment property depends on the intention of management and therefore requires judgement to determine whether a property qualifies as investment property.  
In practice, the classification of property as either property, plant and equipment or investment property is complicated where the property is used for both investment and administrative purposes.  Separate accounting can only be applied if it is possible for the portions to be sold separately or leased-out separately under a finance lease.  If the portions cannot be sold or leased-out separately, the property is only classified as investment property if an insignificant portion is used for service delivery or administrative purposes.  What represents an insignificant portion is left to the discretion of management.
For example, a municipality might own a four storey block and use the bottom two storeys for its administrative function, whilst renting out the upper two floors.  If the entity could sell floors separately or lease them out on a finance lease, it should treat the lower half of the property as owner-occupied property and the upper half as investment property.  
A more difficult situation is where the parts could not be sold or leased-out separately on a finance lease.  In such a situation the standard states that the property is investment property only if an insignificant portion is owner-occupied, that is, held for use in the production or supply of goods or services or for administrative purposes.  In the example above, the owner-occupied portion is not insignificant so the whole property would be treated as an owner-occupied property.  

In the second scenario, where the parts cannot be sold or leased-out separately under a finance lease, it would not be permissible under the Standard to apportion the property between an “investment” and an “owner-occupied” element, basing the apportionment on, for example, notional arm’s length rentals for the whole building.  Either the whole building is treated as investment property or as owner-occupied property.  As to what constitutes an “insignificant” owner-occupied portion for the purpose of determining whether a property is an investment property or not, there is no guidance in the standard.  As a rule of thumb, however, we would consider that any element that exceeded five per cent would be significant.  
Property that a municipality owns and which is occupied by a controlled entity cannot be classified as investment property in the consolidated financial statements.  From the perspective of the economic entity, the property is owner occupied and should be treated as property, plant and equipment.

2.
Recognition

As with property, plant and equipment, investment property is recognised in the statement of financial position when the general recognition criteria are met, namely probably inflow of economic benefits and reliable measurement of its cost or fair value.

3.
Measurement

a)
Initial measurement

Investment property is initially measured at cost, which includes transaction costs such as legal fees and taxes on the purchase of the property.  Where investment property was acquired at no cost, it is initially measured at its fair value.
Investment property held by a lessee under a finance- or operating lease may be classified as investment property.  A lessee recognises investment property under a finance lease at the lower of the present value of the minimum lease payments and the fair value of the asset.  

b)
Subsequent expenditure

Subsequent to the initial measurement of investment property, expenditure can be incurred to repair the property or to improve the future economic benefits or service potential that will be derived from the property.  
Similar to property, plant and equipment, normal repairs and maintenance of buildings are expensed when incurred.  When improvements will increase economic benefits or service potential through the occupation of an asset, such improvement costs are capitalised, for example, when a building is renovated resulting in an increase in the rental revenue that can be charged for the property, the renovation costs are capitalised.

c)
Subsequent measurement

Subsequent to initial measurement, a municipality should either measure its investment property at fair value or cost less accumulated depreciation and accumulated impairment losses.  A change from one model to the other should only be made if it will result in more appropriate information.  However, a change from the fair value to cost is not likely to provide more relevant and reliable information.  Where it is considered appropriate to make such a change, the municipality should comply with the provisions and requirements in the Standard of GRAP 3:  Accounting Policies, Changes in Accounting Estimates and Errors.  
i) Fair value model

Adopting the fair value model entails measuring all investment property at their fair value and recognising changes in their fair value in the statement of financial performance at each reporting date.
The definition of fair value implies that the fair value is the best price obtainable by the seller, whilst simultaneously being the most advantageous price obtainable by a buyer.  It therefore excludes special terms and circumstances, e.g. special financing arrangements, that are specific to the municipality only.

The fair value of land and buildings is usually its market value and can be obtained by getting a professional independent valuer to value the property.  This is usually done by reference to the market value of similar properties in a similar location and subject to similar restrictions and conditions.  There is however no requirement for the fair value to be determined by an external independent valuer but independent valuation enhances the perceived reliability of the fair values.  
The fair value can be determined by:
· using discounted cash flow projections based on reliable estimates of future cash flows and a discount rate that reflects the uncertainty in the amount and timing of cash flows; or
· adjusting the market prices of properties of a different nature, condition or location to reflect the differences.
The fair value model differs from the revaluation model applied to property, plant and equipment in that the fair value of investment property is determined at each reporting date and movements in the fair value are recognised in the statement of financial performance as opposed to the statement of changes in net assets.

In exceptional cases where the municipality is not able to determine the fair value of the investment property reliably on a continuous basis, the investment property will be measured using the cost model described below, until disposal of the investment property or until the property becomes owner-occupied or the municipality begins to develop the property for subsequent sale in the ordinary course of business.  
It should be noted that property held by a lessee under an operating lease and classified as investment property in accordance with paragraph 6 of the Standard of GRAP 16:  Investment Property, can only be measured using the fair value model. 

ii) Cost model

If the cost model is adopted as the accounting policy, the investment property is measured at cost less accumulated depreciation and accumulated impairment losses in accordance with the Standard of GRAP on Property, Plant and Equipment’s requirements for that model. 
4.
Transfers

Transfers to and from investment property are only made when there is a change in use, and can be summarised as follows:
	Change in use
	Transfer from
	Transfer to
	Treatment of carrying value

	
	
	
	

	Commencement of owner occupation.
	Investment property.
	Property, plant and equipment.
	Fair value at date of transfer is deemed cost.


	Commencement of development with a view to sell.
	Investment property.
	Inventory.
	Fair value at date of transfer will be the deemed cost.


	End of owner-occupation.
	Property, plant and equipment.
	Investment property.
	Difference between carrying amount and fair value is treated the same as a revaluation surplus.


	Commencement of operating lease to other party.
	Inventory.
	Investment property.
	Difference between carrying amount and fair value is recognised in surplus and deficit.

	End of construction of development.
	Property, plant and equipment.
	Investment property.
	Difference between carrying amount and fair value recognised in surplus and deficit.


When the municipality has adopted the cost model, the carrying amount of property transferred between investment property, property, plant and equipment and inventory does not change.  However, for transfers from investment property carried at fair value, the fair value at the date of change is deemed the cost of the property, plant and equipment or inventory.

5.
Disposals and derecognition

Investment property is derecognised from the financial statements when the risks and rewards associated with the investment property are transferred to another entity either through sale, finance lease, sale and leaseback or when the investment property is permanently withdrawn from use and no further economic benefits or service potential are expected at disposal.













6.
A property interest held by a lessee under an operating lease

A property interest that is held by a lessee under an operating lease may be classified and accounted for as investment property provided:
· the property would otherwise meet the definition of an investment property (e.g. the property, being land or buildings, or part of a building, or both, is held to earn rentals or for capital appreciation or both); and 

· the lessee uses the fair value model for the asset recognised.

The classification alternative is available on a property-by-property basis.  This implies that an entity may choose to classify and account for a particular property interest held under an operating lease as investment property, but may choose not to account and classify other property interests held under operating leases as investment property.  However, once this classification alternative is selected for one such a property interest held under an operating lease, all property classified as investment property (including properties owned by the entity as well as leased properties where the investment property selection is made) shall be accounted for using the fair value model.

Where a property interest held under an operating lease is classified as investment property, the item accounted for at fair value is that interest and not the underlying property.  The owner (lessor) of the underlying property will therefore still recognise the land and/or building leased to the holder of the property interest (lessee) as investment property in its own financial statements and measure the physical investment property using the fair value or cost model.  The lessee, will account for the interest in the property (not the property itself) at fair value.
The standard on leases required separate classification and measurement of the land and buildings elements of a lease.  However, separate measurement of the land and buildings elements is not required when the lessee’s interest in both land and buildings is classified as an investment property and the fair value model is adopted. 
7.
Disclosure

The disclosures required in relation to investment properties are in three board groups: 

· those applicable to both the fair value model and the cost model; 

· those applicable only to the fair value model; and

· those applicable only to the cost model.

a)
Applicable to both the fair value model and the cost model

A municipality should disclose which measurement basis it uses for its investment properties whether it uses the cost model or fair value model.  Where it has been particularly difficult to establish whether the property is an investment property or owner-occupied property, the municipality should set-out the criteria that it is considered in making its decision.

The municipality should separately identify the amount of rental income recognised in the period along with any related operating expenses attributable to the rentals.

If restrictions exist on the realisation of income, either through rentals or sale proceeds, or if the entity has a contractual obligation to purchase or construct an investment property, these facts should be disclosed.
b)
The fair value model
Where the municipality applies the fair value model it should present a detailed reconciliation, showing all movements, between the carrying amount of investment property at the beginning and end of the period. 

Disclosure should be made of the methods and significant assumptions made, including whether there was market evidence or not, in determining the fair value of investment property and whether the valuation was carried out by an independent qualified valuer.

It is possible that significant fixtures, such as lifts and office furniture, within an investment property have been separately recognised in the financial statements as property, plant and equipment.  A property will generally be valued as a whole and therefore the valuation will include such fixtures.  To avoid the double counting of these items, the fair value of the property should be adjusted.  Where such an adjustment has been made, this fact should be disclosed. 
c)
The cost model
A municipality that applies the cost model should disclose the depreciation methods and rates, or useful life, used.

A detailed reconciliation should be presented for the gross cost of investment properties and the related accumulated depreciation showing all movements during the year.  The carrying amount, i.e. the cost less the accumulated depreciation, should be clearly disclosed for both the beginning and end of the period.

In addition an entity is required to disclose the fair value of investment properties where possible.  If it is not possible, this fact should be explained and a range of estimates should be provided instead. 
Example 13.1 – Comprehensive example on disclosures
Statement of Financial Position as at 30 June 20x7

	
	Notes
	20x7
R
	
	20x6
R

	Assets
	
	
	
	

	Non current assets
	
	
	
	

	Property, plant and equipment
	2
	
	
	

	· Land and buildings
	
	XXX XXX
	
	XXX XXX

	Investment property
	3
	XXX XXX
	
	XXX XXX


Notes to the financial statements for the year ended 30 June 20x7

1.
Accounting policies
1.1
Property, plant and equipment
Buildings are shown at cost less accumulated depreciation.  Land is shown at cost and is not depreciated.  Buildings are depreciated at 5% per annum on a straight line basis.
1.2
Investment property
Investment property is property held to earn rentals.  Investment property is stated at fair value determined at balance sheet date by an independent sworn appraiser based on market evidence of the most recent prices achieved in arm’s length transactions of similar properties in the same areas.
2.
Revenue
	
	Notes
	20x7
R
	
	20x6

R

	Operating rent received from investment properties
	
	
	
	


3.
Property, plant and equipment

	
	20x7
R
	
	20x6

R

	
	Land
	Buildings
	
	Land
	Buildings

	Carrying amount at beginning of the period
	XXX XXX
	XXX XXX
	
	
	

	Additions
	
	XXX XXX
	
	XXX XXX
	XXX XXX

	Depreciation
	
	(XX XXX)
	
	
	(XX XXX)

	Impairment loss
	
	(XX XXX)
	
	
	(XX XXX)

	Carrying amount at end of period
	XXX XXX
	XXX XXX
	
	XXX XXX
	XXX XXX

	Cost
	XXX XXX
	XXX XXX
	
	XXX XXX
	XXX XXX

	Accumulated depreciation and impairment loss
	
	(XX XXX
	
	
	(XX XXX


4.
Investment property
	
	20x7
R
	
	20x6

R

	Opening balance at fair value
	XXX XXX
	
	

	Additions
	
	
	XXX XXX

	Depreciation
	(XX XXX)
	
	(XX XXX)

	Capitalised subsequent expenditure
	XX XXX 
	
	XX XXX

	Net gain in fair value
	XX XXX
	
	XX XXX

	Closing balance in fair value
	XXX XXX
	
	XXX XXX

	
	
	
	


Transitional provisions
Upon initial adoption of accrual accounting, a municipality should report the effect of accounting for investment property as an adjustment against the opening balance of accumulated surplus.

Where municipalities have accounted for investment properties on a basis other than cost or fair value, prior to the adoption of the Standard of GRAP 16, the change in accounting policy should be applied and disclosed in accordance with the Standard on GRAP 3.

Land held for an undetermined use is recognised as investment property until such time that certainty regarding its intended use is gained.  Transfers from investment property to either property, plant and equipment or inventory are treated in accordance with Standards of GAMAP 12 or 17. 
Exemptions
Exemptions for high capacity municipalities in terms of clause 2(2) of Government Gazette No 30013, notice 522.

	Extent of exemption from standard
	Exemption period

	IAS 40 (AC 135):  Investment Property
	

	The entire standard to the extent that the property is accounted for in terms of GAMAP 17.
	For the 2006/07 and 2007/08 financial years

	Disclosure of the fair value of investment property if the cost model is applied and where the municipality has recognised the investment property in terms of the standard [paragraphs 79(e) (i) – (iii)]
	For the 2006/07 and 2007/08 financial years
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