VALUATION AND PERFORMANCE REPORTING IN
PROPERTY COMPANIES ACCORDING TO IFRS

Bo Nordlund

Report 82
Building & Real Estate Economics
Department of Real Estate and Construction Manageme
Royal Institute of Technology
Kungliga Tekniska Hogskolan

Stockholm 2008



© Bo Nordlund, 2008

Royal Institute of Technology

Building & Real Estate Economics

Department of Real Estate and Construction Manageme
SE — 100 44 Stockholm

Printed by Tryck & Media, Universitetsservice US-ABtockholm
ISSN 1104-4101

ISRN KTH/BFE/M-08/82-SE

ISBN 978-91-977302-1-1



ABSTRACT

Applying a historical cost accounting (HCA) concepproperty companies led on
many occasions to a situation where everyone khawthe figures in balance sheets
and income statements were wrong from a markeppetise, but the analysts knew
how the figures had arisen. Applying a fair valaeaunting (FVA) concept has led to
a situation, on many occasions, where almost everpelieves that the figures in
balance sheets and income statements accuratefpidgdeflect reality, whereas

few have sufficient knowledge how these figureseharisen.

Appraisal of property is a complex issue. One efripst important conclusions from
the research reported in this thesis is that dsscregarding applied methods,
significant assumptions in property valuations atedements about the connections
between appraised values and market evidence nefatlsment in financial reports,
according to International Financial Reporting 8tads (IFRS). As the uncertainty in
property valuations cannot be removed, it has tmaraged. Providing explicit
disclosure about valuations is one important wapamage this issue by reducing the
gap of information asymmetry between those whogperfvaluations and those who
are users of financial statements.

Other findings reported are connected to issuesmsistent application of IFRS other
than disclosures about valuations. Such an isstine isorder between maintenance
expenses and capitalised costs regarding compagi@atements. On many
occasions companies seem to interpret IFRS acemuniles differently in this
respect. This could lead to distorted reportingetfoperating income (NOI) levels.

Another conclusion reported is that NOI for finalaeporting purposes are not
equivalent to NOI used for real-estate appraisgd@ses. In this thesis it has been
shown that differences may turn up regarding rentme and maintenance costs in
this respect.

Fair value adjustments in income statements arthanssue handled in this thesis.
Empirical studies showed that a majority of thepgmy companies studied reported
such adjustments above financial items in the irestatement, which seems to be in
line with the intentions of the IFRS rules.
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1. Introduction

1.1 Background

Historically, external accounting has been largdigiracterised by its country-specific
features. Accordingly, in the accounting contekérence is made to the Anglo-Saxon
and Continental traditions. In turn, within the Am@axon tradition, there are
differences between, for example, American and$rihccounting practices. On the
other hand, within the Continental tradition, sfiedeatures differentiate the German
and French traditions, for example. A common feaamong Anglo-Saxon countries
is the lengthy tradition of equity market financioigcompanies, whereas Continental
countries have relied more on bank financing. lditah, conservatism, the link
between accounting and taxation, and regulatioddigiled legislation has
distinguished the Continental tradition. In contrasthe Anglo-Saxon accounting
tradition, self-regulation by standard settingngarency and a less conservative
approach have had greater significahce.

Meanwhile, capital markets have become internalise and players have become
increasingly global in their operations. As a regghle need for the coordination of
certain issues affecting valuation and accountemgjincreased rapidly. Accounting is
now moving swiftly towards international harmonisat a development that is
Anglo-Saxon in many respects. In addition, a madtatnted approach is having a
greater impact on accounting.

The London-based International Accounting StandBiid (IASB) is at the core of
developments in the accounting area. The IASB sdmxthe International
Accounting Standards Committee (IASC) in this rdlbe IASB commenced
operations in 2001, while the IASC started its\aiidis as far back as 1973. The IASB
has “taken over” the accounting standards drawbyune IASC, which are referred
to as IAS (International Accounting Standards). Stesmdards developed by the IASB
are referred to as International Financial Repgr8tandards (IFRS). The whole set
of international accounting standards, both IAS RIS, now goes under the name
IFRS. The IASC was established by accounting osgdiains from a number of
industrialised countries. The IASB also works treaain extent with national
standardisation organisations in its current dgyalent efforts. The driving force
underlying these efforts is the objective of aclmgwharmonisation to meet the
demands of the international capital market anedoice corporate capital
procurement costs.

According to European Union (EU) legislation (Regidn No 1606/2002, dated July
19, 2002), companies listed on a Stock Exchandeimihe EU are required to apply
international accounting standards in their conlstéid financial statements. This
requirement has been in force since 2005 for compamith listed shares and from
2007 for companies with listed debt instruments ernational accounting

! Radebaugh & Gray, 1997; Bengtsson, 2000



standards to be applied are IFRS, as they havedresated under EU law: after

initial development by the IASB, these standardsetta be endorsed by the EU to
have legal enforcement power. The idea behind apgply single set of accounting
standards originates from the so-called Lisbortesgsa— dated 2000 — that, among
other things, required application of internatioaetounting standards as a part of the
strategy. The overall aim of this strategy was thatEU should become the most
successful knowledge-based economy in the worldddQ. The Lisbon strategy was
formulated by the heads of governments of counthies in the EU. The connection
with the EU, among other things, has made the |A88 of the most powerful
standard setters in the world alongside the USlstaihsetter, the Financial
Accounting Standards Board (FASB). In recent yeayspperation has commenced in
a bid to attain convergence between IASB and FASRIlationé. Eliminating the

risk of problems understanding financial reportsudti, ceteribus paribus, lead to
lower capital costs for involved companies. Accogdio theories of efficient capital
markets, lower risk would also lead to lower cdpitast.

For property (real-estate) companies there are smoeunting standards and issues
of certain interest. In the set of IFRS accounsitapdards, there is a standard
specially designed for investment properii#¢aS 40 — Investment Propergnd this
standard is in the centre of interest in this Phé&sts.

IAS 40 requires companies to make assessmente @dithvalue of investment
properties, if any, held by the company. Fair vatudefined as: “Fair value is the
amount for which an asset could be exchanged batweavledgeable, willing

parties in an arm’s length transactidrigsues connected to property valuation are of
core interest in this research project and thisithélowever, there are also a number
of other accounting issues of interest in IAS 40 enother standards as well. Other
kinds of properties should be accounted for apglys 16 — Property, Plant &
Equipmenbr IAS 2 — InventoriesHowever, in this thesis the issues discussed will
mainly be related to properties that fall withie ticope of IAS 40. Nevertheless,
issues discussed in this thesis are certainly aekefor other kinds of properties as
well in the context of property valuation and alsnsome extent, regarding financial
reporting issues such as performance reportinglandeed for disclosure in financial
statements. Among the listed companies on the BadekStock Exchange, the
property industry was the industrial sector shovimgymost significant effects on
amounts of equity and periodical results movingrfreational accounting rules to
IFRS in 2005,

Property valuations are uncertain. “Uncertaintg isormal market feature deriving
from the nature of property, which should be opexrdiknowledged. It is variable from
property to property and from market condition tarket condition. It is something to

2 Seewww.iasb.organd www.fasb.org , 18.01.2008

3 Properties held for the purpose of generatingaténcome or/and capital appreciation, see IAS %0 p
#1AS 40 p 5, value concepts will be further desexilin chapter 4

5 Owner-occupied properties

5 Properties held for the purpose of sale in thénarg course of business

7 Interview with analyst Peter Malmqvist, 28.4.2008



be managed as it cannot be remov&dtiere is a risk that third party users of
valuations may be mislead by the apparent certaingysingle figure valuatidn
However, the need from a financial reporting pointiew is to get a single figure,
not a range of possible values as stated in awhife paper by INREY — INREV
Principles and Guidelines For Property Valuatiofig valuation ranges are provided
by an external property valuer, a single numbeukhbe used for reporting
purposes”™.

In many contexts, uncertainty in property valuasit)as been measured on the basis
of the normal spread that can be obtained if oes dgferent valuers (valuation
variation) as well as on the basis of the precigiovaluations in a comparison of
actual selling prices (valuation accuracy). StudieSweden and abroad indicate a
variance/uncertainty of the order of +/- 10% in #ssessment of market valtfesn
normal cases this is regarded as the expectechealimncertainty in value
assessments of a single property. However, foeeifsp property the uncertainty in
an appraisal can be both wider and narrater.

According to the IASB Framework for financial repng, creating hidden reserves is
not allowed and prudence is dealt with by the disate of the nature and extent of
uncertainty in financial reports The switch from using certain amounts, e.g. a
realised transaction price, as the base for thgiogramount, to use of uncertain
amounts, e.g. an assessment of a hypotheticabttams price, is an interesting issue
from the perspective of financial reporting. Instievelopment of financial reporting
it seems that reporting has moved froghability to relevancecharacteristics for
accounting purposes. In chapter 3 there will bleaatsntroduction regarding the
qualitative characteristics of financial reporting.

In this context it is also of great importance &dware of the nature of information
asymmetry, according to the agency theory, betvd#férent participants in the
market. In essence, the situation could occur wlegnnstance, the management and
other preparers of financial statements know mboaiithe qualities of the valuation
of properties held by the company than the usetiseofinancial reports. To a great
extent, the decision usefulness of financial reppand their contribution to an
efficient market may depend on the amount of dmale™

8RICS, 2002, p 28

°®RICS, 2002

10 Eyropean Association for Investors in Non-listeshREstate Vehicles

1 INREV, 2007

12 The concept of market value in real-estate vaduagtandards is essentially the same as fair \auefined in
IAS 40, which will be further described in chapferegarding value concepts.

BB RICS, 2005; Lundstrom & Gustafsson, 2006b; Breftdivyatt, 2001; Mokrane, 2002

14|ASB Framework p 37

15 See for instance an overview description of infation asymmetry and decision usefulness regardiaenéial
reports in Scott, 2003
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Furthermore, several examples of accounting friardnstance the Enron and
WorldCom scandals in the USA, have put the focuthemeed for common
definitions and increased disclosure in financégarts:®

In this context it is important to note that pemf@ance reporting from property
companies will be affected by the switch from nadilbstandards, for instance
Swedish Generally Accepted Accounting Principle8A®), to international
standards: IFRS. Some key issues regarding thiveviliscussed further below,
under the heading of important issues and formariadf purpose and further on in the
chapter on theory and accounting rules issues.

Performance measurements at different levelsn&iance income return or total
return, are very important key measurements irpthperty industry and in
assessments/analysis made by different kinds ektovs connected to this industry,
e.g. risk capital providers and banks.

Investment properties are properties held to eamtal income or capital appreciation
or a combination of these two purposes. This insgdiit relevant financial reporting
issues connected to these properties is, to a éatgat, connected to the reporting of
relevant capital values of the properties and lefvant measures of net operating
income (NOI).

1.2 Important issues

Investment properties accounted for in accordarite wWRS can be reported either
by applying theair value modebr thecost modein IAS 40. Differences between
these two models will be further described in cbaftbut, in short, the fair value
model requires companies to carry investment ptgseat fair value in the balance
sheet while the cost model requires companiesrty tdaese properties at a value
based on historical acquisition cost. One impontaséarch issue is to find out if
either of these two models is the preferred metrsmti in practice by companies
when they report investment properties.

If the fair value model is chosen, another inténgstesearch issue will follow: How
can movements in fair values affect reported figuwkincome and equity levels?
Movements in fair values can, among other thinlgewsup as an effect caused by
movements in the business cycle.

Since it is difficult to measure fair values of @stment properties with precision and
common uncertainty intervals in valuations couldenaevere impact on the level of
reported equity, the requirements to disclose efptiethods, significant assumptions
and to what extent fair value is supported by maek@lence are judged to be
important key requirements in IAS 40These requirements in IAS 40 are judged to
be a core issue for financial reporting, along wlith prudence aspect in the IASB

18 Healy-Palepu, 2001; Verrecchia, 2001
7 See IAS 40 p 75 d and, for instance, outcomessindy like Andersson & Stojanovic, 2007
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Framework®. This prudence aspect requires companies to dist¢he nature and
extent of uncertainty, as mentioned in the backgtdoabove. Therefore disclosure
issues connected to the valuations of investmegagties is judged to be another
very important research issue. In this contexX itriportant to find out what kinds of
disclosure property companies give in their finahoeports. Based on knowledge of
how property appraisals are conducted in practickvehat level of certainty one can
expect from an assessment of fair value, it is egortant to evaluate what kinds of
disclosure would be needed connected to the valuafiinvestment properties for
financial reporting purposes.

A further issue is where in the income statemeaitsvllue adjustments are reported —
above or below financial items?

However, movements in fair values are just one i@ issue when reporting and
evaluating performance of a property company. Aeottery important issue is the
reported NOI, which is calculated as rental incdess operating and maintenance
costs. A description of how NOI is produced as eroanting figure as a result of
relevant accounting rules is also an importantanegeissue. Accounting rules
regarding rental income and the border betweenter@mce expenses and capitalised
costs (investments) are important issues heréidrcontext it is of interest to
describe the accounting rules that form the repaatal income and how companies
describe their application of the accounting ra@esnected to the boundary between
maintenance and investments in their financial mspdn short, are NOIs reported by
different companies comparable with each other?

Part of the motivation for applying IFRS is to deea more effective capital market,
as mentioned in the background above. Therefateotild be very important to reach
a consistent application of the accounting rdfes.

The foregoing discussion is summarised in figuielkelow:

18 |ASB Framework p 37

19 See for instance discussionsEiconomist2007a; Also note in a speech Chairman Cox of i®exsiand
Exchange Commission (SEC) also expressed his ammedout the risk that application of IFRS willrwut to
devolve into different “dialects” as applied infeéifent countries. In other words there is a condleah different
national interpretations will distort financial iping in such a way that the reporting cannotrbly tused and
understood by actors in different countries. THerimation must be comparable and reliable, Cox.said
http://www.aicpa.org/18.1.2008
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Figure 1.1 Relation between central issues

Capital values of
property and how
these are reported in

financial reports

Consistent
application
of accounting
Disclosure issues rules Performance
connected to how _ reporting in the
valuations are income statement:

performed in Gl Rental income,
Property maintenance

expenses and fair

Companies A
value adjustments

1.3 Purpose and research questions and structure tfis thesis

The purpose of the research reported in this thessstudy, evaluate and discuss
accounting applications according to IFRS that hamnections to valuation of
property and performance reporting issues in ptggEmpanies.

To fulfil this purpose the more specific researaesfions are:

» To find out which is the preferred accounting meithopractice? Is it the fair
value model or the cost model?

* Itis also important to show what impact unceriasin value assessments
and cyclical movements in values can have on regaricome and equity
levels in property companies.

» To describe the NOI in a property company from ezoanting perspective
and discuss this performance measurement baserin té evaluation of NOI
and analyse difficulties when comparing reportedNi@ financial reports
from different companies. How does e.g. NOI, actwydo accounting rules,
correspond to NOI used for property valuation psgs® Another
performance-reporting issue to be investigatedirsvilue adjustments in
income statements — are these reported above @w fi@ancial items?

13



* To describe how companies disclose information eoted to the valuation of
their investment properties in the financial rep@md also to present a
proposal for what kinds of disclosure would be mekgegarding property
valuation in financial reports in order to fulfiechands for transparency.

The structure of the thesis is as follows:

In chapter 2 there will be a description of metHodyg and methods applied in this
research.

Chapter 3 contains a presentation about relevanéssof accounting theory and
accounting rules.

In chapter 4 there will be a description of valoea@epts and valuation methods
applied in property valuation and connections to@a&oncepts and valuation
methods according to the relevant accounting rules.

Chapter 5 contains discussions and analyses aditv@atuproblems and valuation
practice connected to property valuation.

In chapter 6 there is a presentation of outconma fEmpirical studies of some key
issues in financial reports according to IFRS ioperty companies.

Chapter 7 primarily shows the impact on selectgdrkeasurement figures in
financial reports due to uncertainty in propertjuaéions and the effects of cyclical
movements in property fair values.

Chapter 8 presents outcomes of empirical studiewisly differences between net
proceeds from property sales in relation to cagydamounts (fair values).

In chapter 9 there is a discussion related to real@ptions connected to property
assets should be handled in valuations in an atiogucontext.

In chapter 10 there is a description of and disonsgbout entry and/or exit price
approach connected to valuation and financial tempissues of property assets.

Chapter 11 contains a normative discussion of whatld be the preferred amount of
disclosure in financial reports about applied md&hignificant assumptions and
connections between presented values and markkirea.

Finally, in chapter 12 there are conclusions fromdutcomes from the research
presented in this thesis.

In appendices three essays from my licentiate ks enclosed. These three essays
goes deeper into some of the aspects handledsithisis.

14



1.4 Contributions of this research

The research reported in this thesis is designedntribute to the understanding and
further development of financial reports in progeadmpanies. The research will
show problems with applying the new IFRS rules,dlsb ways that these problems
can be handled. As the IFRS rules have only besctiped for a few years within the
EU it is very important to evaluate how they haeemapplied, problems that have
arisen and different roads forward.

Various actors could benefit from the outcomeshf tesearch project:

— Accountantcould benefit when considering how to preparerfaial reports and
auditors could get inputs valuable when examiningrfcial reports and assessing
whether important issues are fulfilled in line witie purpose of financial statements.

— Analystscould increase their awareness of issues critazahie evaluation of
performance from a financial reporting perspectiMas is also relevant from the
standpoint of investors and creditors.

— Property companiesould get more information about what other congmhave
done and how they can make their financial statésm@ore transparent.

— Accounting standard organisationsay find this research interesting from the point

of view of whether accounting standards conneatadsues discussed in this thesis
need clarification and/or refinement.

15



2. Methodology and methods

2.1 Introduction and methodology issues

To fulfil the purpose of this research | have skadcfor relevant literature, studied it
and other documents and performed empirical stuafidgferent kinds. The design
of this research project is also based on my owgthe/ practical experience
regarding the issues handled in this thesis: as@epty analyst in a bank, an
authorised public accountant (auditor) and alsaemecently, as an accounting
specialist in property and valuation issues atgelaudit and accounting firm. The
latter experience has also involved a great deaiook on implementation projects
connected with the switch from national accountipglications to IFRS applications
in listed property companies and other kinds of panies applying IFRS.

In scientific research one should aim at “intersabye” knowledge, which is
objective. However, science is a human activity asduch it is subject to human
limitations of perception. To reach a higher degewisdom one has to question the
state of things we already believe in and holdedHe truth°

As a researcher one has to be aware of humantiomssand also try one’s best to
avoid a subjective search for observations whick ary confirm what was believed
to be the truth before the research began.

As an initial remark, one has to be aware thattlaee differences between
methodologies and methods. The distinction betvilese two is that research
methods concern the technical issues associatbdhatconduct of research — the
tools one uses to gather data, such as questiesr@iinterviews, whereas research
methogglogy concerns the philosophies associatddtie choice of research
method™.

Concerning the worth of observations, there aredduomental differences between the
approaches agfmpiricismandrationalism In the history of philosophy, the usual
interpretation of empiricism is the view that engaf observations are very important
and that there are limitations connected to hovoigical reasoning can take us on the
way to inferenceg. A slightly different, but just as common, formtiten is that
knowledge of empirical reality must be founded bservation%’.

Rationalism, which originates from ancient Greekgsophy, especially that of Plato,
emphasises the power of logic and mathematics whtarmining the truth.
According to this view, real truth cannot be detiexed solely by observatic.

20 Hansson, 2003

2! See Dawson, 2007 and Smith, 2003
2 pid

2 Molander, 1988

24 Ryan et.al., 1992
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The research reported in this thesis has been ctedlaccording to a methodology in
line with Grounded theorand includes both empirical studies and more dadic
analysis, as will be clarified below. In the wajsthesearch project has been
conducted there are also connections to a methgylsiach as\ction Research” A
description of the methodology of grounded theotiofvs.

Grounded theory

The emphasis in this methodology is on the geraraidf theory which is grounded in
the data — this means that it has emerged frorddtee This is different from other
types of research which might seek to test a hysighthat has been formulated by
the researcher. It is argued that Grounded thexditgxible and enables new issues to
emerge that the researcher may not have thought abeviously?®

The basic idea of the grounded theory approaahrsad (and re-read) a textual
database and “discover” or label variables (catl@gories, concepts and properties)
and their interrelationshif.

The generation and development of concepts, caésgand propositions is an
iterative process. Grounded theory is not generatedori and then subsequently
tested. Rather it is inductively derived from tiedy of the phenomenon it represents.
Data collection analysis and theory should staralrieciprocal relationship to each
other. One does not begin with a theory and thewepit. Rather, one begins with an
area of study and what is relevant to that are#lasved to emergé®

According to grounded theory, the research probegsis with an idea. The idea is
either a given proposal or created by the researthe source might be previous
literature or some kind of personal or professi@aderience. The problem is defined
quite broadly and it sharpens during the researcbess. It is preferable to
concentrate on themes rather than on exact quesfwafessional experience is a
background factor as well as possible personalrexmze. The important thing is the
ability to extract the essential parts from theemat and interpret data. The process
continues and the data gains more significanceuderstanding gradually
develops?®

Smith (2003) underlines that “Grounded theory hesnbincreasingly adopted as the
preferred qualitative approach in accounting figtlaly environments®®

There is however, one distinction between the Gdedrtheory approach and the
work presented here that also links the work tadkctesearch. The aim is not to

25 An overview description of the two methodologies e found in Dawson, 2007
% Dawson, 2007

27 Glaser & Strauss, 1967

28 Strauss & Corbin, 1990

9 Strauss & Corbin, 1994

30 Smith, 2003 p 139
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generate general theoretical propositions, bueatsto derive well-founded
conclusions and recommendations about how the atoguramework and
accounting practice for property companies camiyjgaoved.

2.2 Methods in chapters 3 and 4

Chapters 3 and 4 in this thesis are principallyedamn the outcomes from literature
studies. The aim of the literature search has beénd and study
- relevant texts regarding accounting theories asdwating rules
- books, articles and other written sources relatddit value, especially with a
connection to property valuations
- accounting rules with a connection to fair valud aerformance reporting in
property companies

Chapter 3 includes a presentation from the outcarhbterature studies regarding
accounting theories and accounting rules. Chaphardlles the outcomes regarding
valuation of property — value concepts and valuatieethods. In this chapter there is
a report on, and discussion of, relevant literaturgroperty appraisarhe relevant
literature in this area consists of valuations déads, books and articles connected to
value concepts and valuation methods. Furtherntioeee is a description of value
concepts and valuation methods as described imami@ccounting rules.

2.3 Methods in chapter 5

Chapter 5 handles issues connected to conceivatidems in the appraisal of
property from different points of view. In this g¥tar the literature consists of
property valuation, accounting rules and empirgtatlies performed by others
relevant for the issues discussed in this thedso,Assues in different literature
studies are connected to each other and discussed.

Interview study regarding property valuation in pt&e

An interview study was conducted involving professil property valuers in Sweden
aimed at explaining how property valuations ardguared in practice. The results
from this study in turn constitute the basis faadissions connected to proposals for
the appropriate level of disclosure regarding agaplialuation methods and
significant assumptions made in property valuatidiss study was performed in
2003.

The choice of respondents in this interview studg wiscussed informally with
leading individuals in the property appraisal bassin Sweden. The respondents
interviewed were eight leading property appraigeiSweden, chosen according to
the following criteria:

- Different geographical regions should be represkente

- The appraisers should be leading actors in thepaetive geographical areas

- The appraisers should represent different appressapanies
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The interview questions were sent to the appralseficere the interviews; four of the
respondents were interviewed by phone while fourevigterviewed in person. After
the interviews had been performed, the answers tremscribed and sent to the
respondents. They were given the opportunity tdicarwhether their opinions and
answers had been interpreted correctly. The resediented is based on a qualitative
analysis of the collected answers. There are geaslons to believe that the survey
gives a representative picture of property applsass conducted in practice in
Sweden. This statement is based on the choicespbnelents and on informal
discussions with leading individuals in the propexppraisal business in Sweden. The
extent to which there may be systematic differemeteeen the answers given and
practice could be due to the fact that the inteveid appraisers may idealise the
valuation process to some degree in their givewearss In other words, in some
situations they may have answered what they aneosgg to perform in the valuation
process and not necessarily what they actuallyHdaever, this has been judged to
be a minor problem for the purpose of this reseanmtte the most interesting issue
here is “best practice”.

An alternative way to conduct such a study coulehzeen to investigate valuation
reports. However, the justification for undertakangin-depth, interview-based study
instead of this alternative is that the issueg#isearch for this thesis are aimed at
frequently penetrate deeper into relevant questioes what it is possible to extract
from a valuation report. Examples of such issuedtze justification for chosen levels
of cap rates/discount rates or the reasoning applyevaluers to different parameters
included in NOI used for valuation purposes.

2.4 Method in chapter 6
Empirical studies of key figures in IFRS financigborts

Studies of key issues in annual reports of listeg@rty companies according to IFRS
focused on:
- the chosen method to account for investment prgpkit value or cost model
- disclosure regarding valuation methods, signifiaag#umptions in property
valuations and connections between valuations arétehevidence
- description of accounting principles regarding leslides between
maintenance expenses and investments which irafteats outcomes
regarding reported NOI levels
- where in the income statement the fair value adjasts are reported — above
or below financial items
The empirical studies of financial reports produbgdhe companies included in the
study were carried out in 2006 and 2007 and indutle first and second financial
reports according to IFRS.
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How the study was conducted

The choice of property companies was made usingeihert FTSE EPRA/NAREIT
Global Real Estate Index — Monthly Bulletin, dategbruary 2006: the 20 largest
European property companies in terms of marketalgation (market caps) were
selected as the base for which annual reportaitty sAmong these 20 companies
were 3 Swedish property companies. Since the slk@h8weden is of certain
interest from a Swedish point of view, annual répof every listed Swedish property
company in February of 2006 were also studied. Eetie study was split into two
subgroups: Swedish property companies and propertypanies from the rest of
Europe (if they were among the top 20 market cap®bruary 2006, as stated
previously).

A follow-up study was performed using the same canigs that were included in the
first study. In that study the annual report fa thllowing year was examined for the
purpose of finding out if something essential hadnged regarding the application of
the IFRS rules, compared with the first study.

Another possible way to conduct such a study cbalte been to take a randomised
sample of listed property companies. However, cimgothe largest market caps
among listed companies is justified from the pointiew that these companies
probably get more attention regarding their finahoeporting. Therefore there are
reasons to believe that these companies wouldsepréest practice, which is my
focus of interest in this study.

2.5 Method in chapter 7

In this empirical section of the study, | electeddok at a number of companies listed
on the Stockholm Stock Exchange that held investipeaperties. The potential
choice of companies was limited because they netedieave reported fair values on
their property portfolios in the form of supplemamtdisclosures in their financial
statements stretching back a number of yearsidrctintext, it should also be noted
that only a small number of companies were listedse operations were almost
exclusively focused on owning and managing inveatrpeoperties, which also

limited the potential selection.

This study is an ex ante analysis of the effectesrwinoving from national GAAP to
IFRS, applying the fair value model in IAS 40. Trhain issues to investigate in this
study were the effects of uncertainty in propedjuations on some key financial
figures and also the effect on these same keydgyaf cyclical movements in
property values over time. Recalculations were dorikis empirical study to show
the effects on reported income levels and equityltedue to uncertainty in property
valuations and the effects due to cyclical moveménproperty values. This study
was performed in 2002, before the IFRS rules weaadatory.

Another aim of this study was to show whether wald@xpect significant
differences between key measurement figures suokpasted income and equity
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levels, when switching from national accountinghdiads to international ones. It has
been judged that the ex ante analysis fulfils tngases described above. The
foreseen effects in this ex ante analysis, swiggfiom national GAAP to IFRS,
regarding the impact on income statements and talsimeets from fair value changes
have also been confirmed to a large extent by atfwee recent studi&s Therefore it
has been decided that undertaking further anatysach effects in financial reports
from later years, after the implementation of IFR8| not add to this thesis.
Furthermore, at the time of writing we have notlyad financial reports showing the
effects of a downturn in the business cycle withaavable effects resulting in fair
value downgrades.

Companies included in this study were selectederbasis of the following criteria:
- Property companies listed on the Stockholm StoathBrge
- Companies whose operations almost exclusively restiie ownership and
management of property
- Companies which, at least during the three yeagsauling the study, had
reported market values in disclosures of their priypholdings somewhere in
their annual reports/ financial statements

| also elected to limit the study to the followikgy financial ratios:
1. Netincome after tax as a percentage of net tumove
2. Total equity in millions of Swedish kronor (MSEK)
3. Cash flow in the ordinary course of business asragmtage of net turnover

These financial ratios are basic, but at the same they highlight some crucial
ingredients in various measurements of profitaldpierformance and financial

position in a company. Net result after tax prositlee basis for gauging the return on
equity. Total equity capital provides the platfdion the equity/assets ratio (solidity).
Cash flow in the ordinary course of business prewithe basis for assessments of the
potential to generate funds for reinvestment irdpodion resources and for the
payment of dividends to shareholders.

Cash flow in the ordinary course of business imp8irefers to: Net payments,
excluding amortisation or, expressed in another,wagh flow, excluding the effects
of changes in working capital, borrowing, amoriisat contributions from
shareholders, dividends to shareholders and nesiments.

The recalculation of earnings from current Swedistounting rules to IAS 40 — fair
value model — was done summarily on the basis taf aailable in financial
statements. In this context it should be notedtti@basic material used in the
analysis was not totally adapted to IAS 40 and tlerg broad generalisations were
necessary for some of the calculations. Consequeh# calculations do not claim to
fully reflect the effects of accounting in accordarwith IFRS in each case.

31 See for instance Andersson & Stojanovic, 20070 Ad interview with analyst Peter Malmqvist, 282008,
confirms the size of effects as shown in the e amialysis performed and presented in this thesis.
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2.6 Method in chapter 8

A study was carried out regarding realised gaissAs in financial reports where
companies applied the fair value model in IAS 40isTwas done to find indications
whether reported income from sales of propertiesveld any pattern of discrepancies
between fair values reported and realised salegiictransactions. This study was
performed late in 2007.

Financial reports included in this study were cimossing the following criteria:

- The company applies the fair value model in IAS 40

- The company is a Swedish property company listetherstockholm Stock
Exchange, autumn 2007

- The company is another European property compammngrine top 20 market
cap, as described under the heading of “Empiricaliss of key figures in
IFRS financial reports”

- The company had shown a realised gain or lossiimitome statement as a
result of a property transactidificompanies apply the fair value model in IAS
40 they carry investment property at fair valu¢hi@ balance sheet. If there is
a gain when the property is sold there is an iriinghat the valuation is too
low and vice versa. The gain (or loss) from a priypsale is calculated as: net
proceeds (sales costs deducted) less the carnyingra (fair value) of sold

property

One problem with this way of choosing financialogp to study is that, in theory,
one or more companies could have sold propertigaglthe period and the outcomes
could be that net proceeds from the sales werdlgxhe same figure as the carrying
fair value. If so, this, or these, companies shdd@dmitted when summarising the
results, which in turn could give a wrong pictufdéle exact deviation between net
sale proceeds and carrying fair value. Howeves, shidy is more of a complement to
studies performed by others of that kind regardiagation accuracy, only this time
the results are taken from accounting reports.ifitegesting thing is whether the
indications point in either direction — towards andor overvalued properties in the
financial reports during the time studied, notahsolutely precise levels of deviation.
One could also reflect that if very few companiesavwepresented in the outcomes
there could be a significant number of realisedltegrom different companies
missing from the survey. However, the outcomes sbibservations to such an extent
that there are reasons to believe that only aifeamy, are missing.

2.7 Method in chapters 9-11

The method in these three chapters can primarilydseribed as deductive, focusing
on consistency between rules and practice.

In chapter 9 there is a discussion regarding re&@bos inherent in property and how
these options should be handled in a financialntegpcontext. In this chapter there
is a report connected to literature regarding eodarent possibilities of
properties/real options and accounting rules camdewith this issue. There is also a
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discussion on whether specific interpretations regdmmendations are consistent
with the basic rules in IFRS.

In chapter 10 there is a discussion of entry ariidpeice approaches in a Fair Value
Accounting (FVA) context. Entry and exit price apaches have been discussed in an
accounting context related to initial recognitidraesets. The literature reported in

this chapter is related to a discussion paper bywading standard setters and current
accounting rules connected to initial recognitibrassets, theoretical issues connected
to property with a connection to acquisition of edies, or replaced parts of
properties, and how property assets are priceakimiarket.

Chapter 11 on disclosure of applied methods anghgstsons in valuations is also
deductive in the sense that the general goal n§prarency is combined with the
specific characteristics of different valuation huts. From this a list of
recommended disclosures is “derived”: these disctsare judged to be necessary to
fulfil the goal of transparency and relevance framinvestor’s perspective. This list
can, however, also be seen as a “conjecture” aktutant disclosure, that hopefully
will be the starting point for a more general disgion about more detailed
disclosures on this issue.
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3. Accounting theory and accounting rules

3.1 Purpose of Financial Statements/ Accounting pai of view

According to the IASB Framework for the Preparat@on Presentation of Financial
Statements, the primary purpose of these repottsga/e the user the basis for
decisions in financial issues. Furthermore, therspshould reflect the ability of
executive management to manage and assume respgnigiboperations and should
constitute a basis for deciding whether or notdtered the management assignment:
“The users for whom the documents are primarilygiesd are current and potential
investors®. In turn, the formulations regarding the supplyisk capital suggest they
are designed primarily for providers of risk capitain 2006 the IASB released a
discussion paper (DP) regarding a current projeced at reformulations of the
Conceptual Framework. In this DP it seems thatitheelopment of the framework
will be adjusted in such a way that the primaryuowill be on investors (providers
of risk capital) and creditors in the future. Thamagement view of financial reports
is also discussed but seems to be subordinatezhparison with the needs of
financial information from investors and creditfrs

In this context it could be of some interest toicethat there are different theories
established aimed at explaining different accogngioints of view. These are:

- Commander theory

- Investor theory

- Enterprise theory

- Proprietary theory

- Entity theory

- Fund theory

Some of the theories listed above are of spediafest in connection with issues that
will be dealt with in this thesis and are therefobriefly explained below:

Commander theory

The balance sheet is prepared by and on behdieafammander of the company and
this report is seen as a statement of stewardattiprthan of ownership. It is a report
showing the resources entrusted to the commandehéhor she controls, but does
not necessarily own. The income statement is ataeapon of the result of the
activities in a given period initiated by the cormdar and his team.

Commander theory has a management view of accgunitirthis context it is easy to
make connections with information asymmetry as desd in Agency theory and

32 J6nsson-Lundmark, 1999, p 35
331ASB Framework pp 9-10
341ASB, 2006a

%5 Kam, 1990
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connections to the empirically grounded Positive@unting Theory (PAT) are also
obvious. PAT is concerned with predicting suchawtias the choices of accounting
policies by firm managers and how managers wilpoesl to proposed new
accounting standartfs

Investor theory

According to Investor theof{the purpose of accounting is to give those wh@kup
capital the information they require. Investors eeditors and shareholders.
Investors want information in order to be abledetee future cash flows resulting
from their relations with the company. The theomyphasises the needs of external
assessors/users, especially shareholders. Shagehal@ viewed as investors with
little power to determine what happens in the camymnd thus must rely on
information from official accounting. The ownersvkeclaims on the residual equity
in the company.

Enterprise theory

The Investor theory viewpoint is not the only waydescribe how financial reports
can be useful, however. One example of this iSta&eholder model. The point of
departure in this model is that financial stateraeme for several stakeholders.
Among others the model mentions owners, crediswsiety, customers, suppliers,
employees, etc. According to this approach the @mjs viewed as a social
institution in which decisions are made that affeeiny different interests. The most
important feature of the company is that it shaukehte added value, which is then
distributed among the stakeholders. Added valuksisibuted as wages/salaries,
interest payments to creditors, tax to the puldcter and dividends to shareholders.

Holthausen & Watt¥ discuss whether the purpose of valuation of edsitiie most
important role of accounting. They perform theiakesation from a perspective of
FASB standards and the purpose of accounting aicptd FASB rules. They
conclude that there are many other important pepegich accounting should fulfil
that are not directly associated with the valuatibequity. In this context it would
have been interesting if there had been an evatufitom the perspective of the
current IASB Framework for standard-setting as walthe current IASB Framework
it is clear that there is a preference for infoliorain the financial reports that
supports the providers of risk capital with infotioa needed for investment
decisions (IASB Framework p 10).

Regarding the purpose of financial reporting, ther clear connection between the
current IASB Framework and the thinking in Invedtwgory. There are also
interesting connections between the evaluatioh®fbility of executive management
and Commander theory but this purpose seems todmedinated in comparison with
the investors’ needs for information when analydingncial reports. The DP

3¢ Scott, 2003
37 Kam, 1990
38 Holthausen & Watts, 2001
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regarding improvements to the IASB Conceptual Fraank, referred to above, seem
to widen the scope of preferred user groups tadekreditors, but the management
view still seems to be subordinated.

3.2 Qualitative characteristics and cost/benefit thughts in financial
reporting

Accounting and financial reports are supposed tetrdéferent kinds of qualitative
requirements. Those requirements can vary fronconeeptual framework to
another and between different standard setterariows countries.

In a study comparing different frameworks for fioa reporting, the four most
common qualitative characteristics included in éhrameworks wer&:
- Relevance (e.g. feedback or predictive value)
- Reliability (e.g. free from material error and bias
- Comparability/consistency (e.g. evaluation of infiation at one time and over
time)
- Timeliness (e.g. information must be timely to heise to readers)

The conceptual frameworks of the IASB and FASBudel all four of the
characteristics mentioned above, among other qtigttrequirements.

Two major informative characteristics of finanaieporting are relevance and
reliability. Relevant information is informationahhas the capacity to affect
investors’ beliefs about future returns and it $tidae released in a timely manner. It
could be argued that the relevance criterion ig wauch connected to the information
that can help investors form their own payoff esties. Reliable information

faithiglly represents what it purports to measilirshould be precise and free from
bias:.

According to the IASB Framework for financial repog the benefits derived from
information should exceed the cost of providindg lte evaluation of benefits and
costs is substantially a judgemental proééss.

3.3 Historical cost accounting (HCA) and fair valueaccounting
(FVA) concepts

The issue of whether Historical Cost Accounting fJ©r Fair Value Accounting
(FVA) is the most relevant as a measurement baséden classically controversial.
On many occasions these issues have been disdussethe point of view of
relevance and/or reliability. From a perspectiveetévance the issue of HCA versus
FVA is probably very different depending on thecaimstances connected to different

3% Mathews & Perera, 1996 p 107
40 Scott, 2003 pp78-80
“11ASB Framework p 44
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kinds of businesses. For instance, in the propedystry, a property acquired in the
1960s could have an acquisition cost of 1,000 Sg/Slettable area and today the
same property may represent a fair value of 203IR/sqm. From a perspective of
relevance, it could be argued that the historicquésition cost has become obsolete
in this case and no longer serves as a usefulfbadéferent kinds of analysis.
However, from a perspective of reliability it cowdtso be argued that it is hard to
assess the fair value of the property objectivatiy wrecision as a result of there
being few transactions in the market, the uniqgueeégach property, etc, as pointed
out in the introduction.

HCA remains the generally accepted principle fonyntypes of fixed assets, notably
in US accountin®. In accounting theory, such arguments as acoprisitalue
objectivity and the going concern principle aresergted as a defence for this type of
accounting. Also, there is less scope for manimdatalue and, in addition, the
guestion arises as to whether there is an intar@sporting a value increase in assets
that the company does not intend to &&ll.

Acquisition value is, however, based on costsie be out of date due to the
specific assessment date and thus other concaptsas individual investment
value/market value, etc, are proposed as alteestiv

Among other things, as mentioned previously, indlapresents a problem as regards
the relevance of using historical cost accounts@ dase. This becomes particularly
clear in respect of property and its long servife2 Accordingly, there can be
substantial hidden values in companies holding gntypf reported in financial
statements on an HCA baéfs.

Over the years, a number of theories have beerufated regarding the handling of
accounting problems presented by inflation. In dustext, the theory of current cost
accounting is particularly interesting, especidily interpretation of Edwards &

Bells. According to their normative theory, theads that price changes should affect
both the balance sheet and the income statemesd, tiey reject the realisation and
prudence conceptd.The IASB’s Framework for the Preparation and Rrest@®n of
Financial Statements notes that the definitiomobme also includes unrealised
gains, such as upward adjustments of fixed a&Sets.

42 Wigren, 2000

43 KPMG, 2000; this viewpoint also applies largelySweden with its current accounting rules
4 Kam, 1990

5 Kam, 1990

46 Bejrum & Lundstrém, 1986

47 Bengtsson, 2000

“8|ASB Framework p 76
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Fundamental principles - Accounting for income/rave and expenses connected to the HCA
concept

The Realisation conceph this context, realisation implies that accougtis based
on historical acquisition costs until a new acdigsivalue is determined by an actual
transactiorf’

The Prudence concept turn essentially means that one should valuetass low as
possible and liabilities as high as possible. Bllé® means that the principle
indirectly affects the determination of the compamgvenues and expenses and that
the principle has a direct link with the previoustgntioned realisation concefit.

In IASB’s Framework for the Preparation and Presgom of Financial Statements
the prudence aspect is also present as part éfatmework. According to what is
stated there, those drawing up financial statemeante to contend with the
uncertainties that inevitably surround many evanis circumstances. Uncertainty
may be of such a nature that it may be necessafigttose its nature and extént.

3.4 Selection of accounting model investment propigr— Cost model
or fair value model

As mentioned in the introduction, the accountirapgiard regarding investment
property, IAS 40, requires property companies geas the fair value of investment
properties held.

IAS 40 allows those who prepare financial states@naccordance with IFRSs to
choose a cost model or a fair value model for tiopgrties. In brief, the cost model
means that the properties are accounted for afriuat cost less accumulated
depreciation (and less impairment losses if rel§vdie fair value of the properties
should be disclosed in the notes to the finanejpobrts if the cost model is applied.

The fair value model requires the companies toydte investment property at fair
value in the balance sheet. Fair value adjustnddritee investment properties should
be reported directly in the income statement andepreciation will be charged on
the properties. There are some exemptions to tiegsgrements but we disregard this
fact in what follows here.

Companies are encouraged, but not required, tordiete the fair value of investment
property on the basis of the valuation by an indepat valuer who holds a
recognised and relevant professional qualificatiod has recent experience in the
location and the category of investment properipdpealued?

9 Thorell, 1999

50 Bengtsson, 2000

511ASB Framework p 37

521AS 40 p 32; Interesting in this context are timelings in Dietrich, Harris & Muller, 2001, wherieely have
found evidence that appraisals conducted by extappaisers result in relatively more reliable Fegtimates;
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The fair value model seems to be the method pexfdyy IAS 40, since it is permitted
to change from cost model to fair value model titvice versZ. The large
international property organisation European PulReal Estate Association (EPRA)
has also recommended the fair value model as bastige among property
companie¥’. In this context it is also of some interest et exposure draft of IAS
40, E 64 — Investment Propertgnly included one method of accounting for
investment property, the fair value model. Howetee, cost model was included in
the final standard after submitting E 64 to intezdgarties for comments.

It is interesting to note some of the received cemi®m on E64, discussed at an IASC
meeting in December 1999. Of the 120 commentsvedeain E64, the proposal to
use fair value in financial reports was supportge@@%. However, only one third of
the comments supported the proposal that fair valoeements should be reported in
the income statement. The majority favoured thev\tteat fair value movements
should be recognised directly in equity in the batasheet instead. There was also
some disagreement within the board of the IASC hether it was possible to assess
the fair value of investment property with enougliability to justify the switch to a
new valuation principl&> Despite those critical views, the IASC decidegroceed
with the standard and allow the preferred fair gatuwodel to be applied in the way
described above.

In connection with convergence project activitiesaeen the IASB and FASB, as
mentioned in the introduction, it is important & d&ware of the difference between
currently formulated FASB and IASB standards regaydvestment properties.
According to the current US GAAP, it is not perniis to make revaluations above
historical cost except in connection with businessibinations accounted for using
the purchase methtitd However, in such a case it could be argued ftimdagh the
properties held by the purchased company haveew®t irectly sold they have been
indirectly sold. Hence, here is a link to the reaiion concept briefly presented above.
The purchase amount for the equity in the acquitedpany will be allocated to the
properties, if relevant, in the purchase pricecatmn.

FASB has an ongoing current project — Fair Valuéidp(FVOY’ — that is of great
interest in this context. The objective of the Fpject is to achieve further
convergence with the IASB, which has incorporatedrsO for financial instruments
in IAS 39— Financial Instruments: Recognition and Measuremand for investment
properties iHAS 40— Investment Propertiesn phase two of this project, planned to
start at the beginning of 2008, they will deal witle issue of investment properties.
In this phase of the project they will considermpigting FVO for non-financial assets.

Findings by Muller & Riedl, 2002, support the vi¢hat the use of external appraisers can affeceperd
information asymmetry and thus reduce firms’ cdstapital in comparison with firms employing intein
appraisers.

531AS 40 p 31

% EPRA, 2004

%5 Rundfelt, 2000

% KPMG, 2000

57 http://www.fasb.org/project/fv_option.shtnd8.01.2008
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3.5 Other performance reporting issues — Net operatg Income
(NOI) and fair value adjustments

As described in the problem formulation above ttageeother interesting issues
alongside the selection of which accounting modebst or fair value — connected to
performance reporting in property companies. A nendd such issues will be
discussed below.

3.5.1 NOI — Rental income and the borderline betwe&emaintenance expenses
and investments

Rental income

Rental income for accounting purposes is reguletédS 18 — Revenuand inlAS 17

— LeaseslAS 17 paragraph 50 ar®IC 15 — Operating Leases Incentivegquire that
lease income shall normally be recognised in incoma straight-line basis over the
lease term, unless another systematic basis is mpresentative of the time pattern
in which use benefit derived from the leased assditninished. The consequences of
this requirement can be principally illustratedtbg following example:

Assume the following conditions in a lease agredmen

The lease agreement is for five years.

The first year the tenant is not required to paylaase to the landlord.

In years 2-5 the tenant will have to pay 1,250 geelr to the landlord.

The sum of the lease payments during the leaseisdionr times 1,250 = 5,000.

As described, the accounting rules of IAS 17 ar@ 83 normally require the

landlord to recognise the lease income on a strdiigh basis. That means that the
landlord will recognise 1,000 (5,000 divided byefiyears) as lease income each year
in the Income Statement during the lease term fif$teyear the landlord will not
receive any cash flows from the tenant; hence Héewe to account for an accrued
lease income of 1,000 as a future claim in therzaaheet. Note that this example
excludes the effects that may occur if cash flomesraquired to be discounted to Net
Present Value (NPV). Next year the landlord witlee 1,250 and he will go on
recognising 1,000 in the income statement as lieasene while 250 will reduce the
accrued lease income in the balance sheet, andl, s dlustrated below:
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Table 3.1 Difference between rental income and@dtiease income

Year 1 2 3 4 5
Cash flow 0 1250 1250 1250 1250
Income statement
Rental income 1000 1 000 1000 1000 1000
Balance sheet
Accrued lease income 1000 750 500 250 0

Furthermore|AS 17 — Leasea®quires lessors to make disclosure regardingaipgr
lease income (e.g. rental income from propertyamral cases). Among other things
a company shall disclose the future minimum leasgn@nts under non-cancellable
operating leases in the aggregate and for eadtedbtiowing periods:

0] not later than one year

(ii) later than one year and not later than five years

(i) later than five years.

However, there is no requirement in accountingdsags to disclose if there are any
differences between the contracted rental incoveldeand the assessed market rent
levels, which is a crucial issue when performinfuations of properties. This issue is
of great relevance when making assessments okfaash flows in valuations and
will be further discussed in chapter 5 — see egfig®.2.2 and 5.3.2.1. The
significance of this issue in the property industay be exemplified with a disclosure
proposal in EPRA (2006), Begtactices — Policy Recommendatiarsthis matter.

Another issue often discussed in the context abacting for rental income in
property companies is the situation when the landdhas collected a cancellation
penalty from the tenant. The tenant may have impeed the rental agreement before
the contract expires and therefore has to pay aragutiated between the landlord
and the tenant to leave the premises before tredstdd time, as agreed upon in the
rental contract. According &S 18 - Revenue 20, the landlord has to recognise the
whole sum of the agreed cancellation penalty imatetli. On many occasions
landlords have asked if it is possible to accoonttie rental income for a longer
period. On many occasions the landlord has wamteglit the sum of the

cancellation penalty over the time left in the oré contract with the tenant.
However, IAS 18 p 20 states: “When the outcome twhmsaction involving the
rendering of services can be estimated reliablyermae associated with the
transaction shall be recognised by reference tstdge of completion of the
transaction at the balance sheet date.” In sudaisn as that described here, the
landlord has received the income and has no mdresdw the tenant. The landlord
has to account for the revenue immediately, asng Isum, which in turn could give
“strange” rental income levels for the accountiegipd when the cancellation penalty
is accounted for as revenue. The “strange” effeayt bre due to the wish of analysts to
have long-term lease income/revenue in their arsiyedels while the accounting
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shows figures, which may include lump sums thanatesustainable from an
analytical point of view.

Another issue of interest in the context of remabme is the situation where rental
income guarantees are present. Sometimes selles taggive a rental guarantee to
the buyers of properties. This will be described fumther discussed in chapter 5
(5.2.2). In short, there frequently seems to besrd on the part of actors who have
purchased a property, to account for such guardioes as if these flows were rental
income in the buyer’s accounts. However, accourftingental income guarantee
inflows in the buyer’s accounts should not be rdgdras rental income in the income
statements of the buyer. This inflow in the buyecsounts should be regarded as an
amortization, and a component of interest if refeevaf a guaranteed claim on the
seller, recorded as a claim at initial recognitdproperties in some situations
(further discussed in chapter®).

Borderline between maintenance expenses and ingettm

With respect to accounting, the rules on bordesliregarding the balance between
costs to be expensed and costs to be capitalisesbaivalent in IAS 16 and IAS 40.
Both IAS 16 and as IAS 40 were revised in 2003eAfhe standards were improved,
there was only one recognition principle left retyag what kind of costs would
qualify as an asset or part of an asset. In eardiesgions of IAS 16 and IAS 40 there
were two separate recognition principles: onetidral recognition of an asset, e.qg.
investment property, and another for subsequerdrekifure related to that asset.

IAS 16 after improvements in 2003

According to IAS 16:

“The cost of an item of property, plant and equiptrehall be recognised as an asset
if, and only if:

(a) it is probable that future economic benefisoagted with the item will flow to

the entity; and

(b) the cost of the item can be measured reliably.”

In further guidance regarding recognition as aeta$8S 16 states that major spare
parts and stand-by equipment qualify as propetant@and equipment when an entity
expects to use them during more than one periodieder, the costs of the day-to-
day servicing of the item shall be expensed inrbheme statement as incurred. The
costs of day-to-day servicing may include the obsimall parts. Although the
standard makes it clear that it does not prescthibeinit of measure for recognition as
an item of property, plant and equipment and thdgg¢ment is required to apply the
recognition criteria to an entity’s specific circetances; the standard uses the
replacement of interior walls of a building as aarmaple of replacement of a
component?

58 See also discussions in Nordlund, 2006b
®IAS16p7
601AS 16 pp 8-14
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IAS 16 also states that if, under the recognitiongiple, an entity recognises in the
carrying amount of an item of property, plant agdipment the cost of replacement
for part of the item, then it derecognises theytagramount of the replaced part
regardless of whether it has been depreciatedaparlf it is not practicable for an
entity to determine the carrying amount of theaeptl part, it may use the cost of the
replacement as an indication of what the cost®féplaced part was at the time it
was acquired or constructet.

The Basis for Conclusions to IAS 16 states thaueof a single recognition
principle fits the Framework, is a straightforwangproach and fosters consistency.
The existence of two recognition principles cowdduit in confusion because some
might characterise a particular cost as the initsit of a new item of property, plant
and equipment and others might regard it as a gulesg cost of an existing item of
property, plant and equipmefitThe result of there being two approaches could be
that the same kind of costs could be capitalisedrieycompany and expensed by
another company. The classification of expendiagelescribed in the previous
sentence may distort the accounting figures foptimpose of analysis from an
external user’s point of view.

IAS 40 after improvements in 2003

IAS 40 has a similar description of initial recogom of assets as IAS 16 p 7, with an
equivalent signification. Also, in IAS 40 the tefday-to-day servicing” is used to
distinguish costs to be expensed in the incomerstatt from costs that should be
capitalised. In both IAS 40 and IAS 16 the replaeatof interior walls exemplifies a
replacement of a component. IAS 40 also statestihaivestment property shall be
measured initially at its coSt.

The Basis for Conclusions on IAS 40 states thatebegnition principle in IAS 40
was amended as a consequence of the change t&fAS 1

Regarding investment property issues, KPMIBSghts Into IFR®xemplifies
maintenance activities, which should be expenseédcasred, with the repair of a
leaking roof®.

Expenditures that would not qualify as an assetilshioe expensed in the income
statement in the same period that the expenditareimcurred. The current
accounting rules regarding initial and subsequepérditure will primarily be found
in IAS 16 p 7, further described in IAS 16 pp 8-adAd in IAS 40 p 16, further
described in IAS 40 pp 17-19. In brief, the newrapgph could be described as the
way that the acquisition cost of replacement of ponents should be capitalised in

511AS 16 p 70

521AS 16 BC 10

531AS 40 pp 16-20

541AS 40 B 42

5 KPMG Insights Into IFRS, 2007, para 3.4.190.10
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the balance sheet as a part of the asset’s caplted. Earlier practice in Sweden was
very much connected to tax rules and what kindostshave been immediately
deductible for tax purpos®sIf immediately deductible for tax purposes, isha
hitherto been common for the cost to have beenrsqekin the income statement,
even if the expenditure has constituted a replageedof, for instance, the building.
According to the new formulations of the accountinlgs, expenditure related to
replacing parts (components) should normally bétakged.

It has also been common that an evaluation of venetie market value has increased
or not has affected the decision to capitalisexpease the cost. For instance, if the
waste pipes of a building have been replaced anddhuisition costs for the
replacement are 2,000 but the market value onkgases by 1,000, it has been
common for only 1,000 to be capitalised and 1,0gfeased in the income statement
as maintenance expenSed\s a consequence of the new rules in IAS 16 A%i40
the amount to capitalise should be 2,000, becdiséstthe acquisition cost of the
replaced part. If the fair value is not affecteddoyamount equal to the capital
expenditure, this fact should normally be takere adrby re-assessment of the fair
value after capitalising the c8%tThe effect of this application will lead to a @atige
fair value adjustment of 1,000 in the example,anoépitalisation of 1,000 and a
maintenance expense of 1,000.

3.5.2 Fair value adjustments of property

The fair value adjustments reported in income statégs when applying the 1AS 40
fair value model basically result from the followgin

Initial fair value of the period

+ Capitalised costs regarding acquisition of propes and/or creation of new
components or replacement of components on arirgxistzestment property
= Carrying amount before valuation of the property

Fair value of property according to valuation

If the valuation shows a larger figure than theyiag amount before valuation
described above, there will be a gain reportetiénmcome statement; if the valuation
shows a smaller figure than this carrying amounare will be a loss instead.

The paragraphs of accounting standard IAS 1 agetsiin the issue regarding where
in the income statement the adjustments of faesmkhould be reported. In Sweden
different companies have interpreted the requirésen this issue differently. The

wording in the Basis for Conclusions to IAZ has been interpreted by some actors
as the way that fair value changes should be ieclud the reported operating result

56 See for instance discussions in Nordlund, 2004

57 See for instance discussions in Natverket for Blyésternas Boendetrygghet, 2006
581AS 40 p 68

9 See IAS 1 BC 12-BC 13
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(above financial items) in the income statemeitterst have interpreted the rules
differently. In this context it is also interestitmnote that IAS 40 states that an
investment property is a property held with thepmse of earning rental income
and/or value appreciation. There is no distinctioall in the standard between
realised and unrealised figures. Both rental incametvalue appreciations are
connected to “core business”. It seems to be tapsitant whether the income is
generated by rental income cash flows or appraiakee appreciations.

An issue that will be further discussed in chaf@t€r.2) is cyclical movements in fair
values of properties due to movements in the basiogcle. In other words, the fair
value movements/adjustments may depend on circagesaout of management’s
control to a great extent.

The interesting question to examine here is whedhmartain custom has been
established in practice regarding how to accounttfe fair value adjustments. A
further issue of interest in this context is coriaddo the Commander, Positive
Accounting and Agency Theories introduced abdvet issugés how the
commander/s will choose to present outcomes iméi@h reporting regarding fair
value adjustments in the accounts. If the commawilebe evaluated by reported
results and parts of this results are determinefddtprs that the commander cannot
effectively control, e.g. fair value movements/atinents, this fact indicates that the
commander may choose to report these impacts byirfjgauhem down” in the
income statement and thereby reducing their impogtas a contributor to the result
of the period.

3.6 Disclosure issues — Description of valuation rieds and
significant assumptions regarding valuation of invetment property

According to IAS 40 p 75 d, a company shall diseledhat methods have been
chosen in the valuation of their investment propefhe company should also
disclose significant assumptions in making assestsa# the fair values of the
properties. The standards also state that theodis@ of applied methods and
significant assumptions shall include a statemanwvbether the determination of fair
value was supported by market evidence or was meaeily based on other factors
(which the entity shall disclose) because of themeaof the property and lack of
comparable market dathThe standard is silent on details of what is ssppdo be
disclosed, however. A further discussion regardimgmeaning of “market evidence”
will follow in chapter 4 (4.4.2).

In this context it should be mentioned tha§ 16 —Property, Plant & Equipment
includes an option to carry assets at fair valuegslated by that standard — the
revaluation modelThis model will not be further discussed in tthissis, but if that
model is applied IAS 16 requires the company toldge information regarding
methods and significant assumptions in the valaatitAS 16 also states that the

0 See also discussions in Andersson & Stojanovi@7 2thd outcomes of their study
"I1AS40p 75d
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company has to disclose whether an independentvelas involved and if there was
a reference to observable prices in the market wleeiorming valuation&’

3.7 Important example of problems connected to thEVA concept —
Dual Accounting and the Enron Control Crisis73

In the FVA context, an interesting article has besitten by Barlev & Haddad
containing a qualitative study and discussion ofAHDd FVA related to the Enron
crisis. The authors reject the criticism that adhtheat it is too early to apply FVA and
discuss the basic conditions that facilitated tesa of FVA in the Enron case. They
also identify problems connected to the fact th@A-and FVA are used
simultaneously and argue that the dual accountisgem distorts the coherence of the
reporting system and furthermore increases poténtiame management and
“window dressing”. The authors also argue thatidle& of well-designed and

effective adequate control systems produced oppitigs for the abuse and
manipulation of FVA.

Under the HCA concept the scope of manipulatioguige limited, while on the other
hand reported fair value figures, whether quotedketgorices or model-based values,
are more problematic. However, it is interestingpéde that in some circumstances
the management may be able to choose whether thetltaapply the HCA concept
or the FVA concept, such as in a situation whereketable debt securities available
for sale (AFS) are being accounted farsuch cases the authors argue that
sophisticated managers will probably keep mosheirtinvestment securities as AFS
since this strategy offers the most freedom fooine management.

They also discuss abuses connected to FVA fromKstemarket” and “mark-to-
model” perspectives.

The “mark-to-market” abuse is exemplified by trasigmns between Enron and a
special purpose entity (SPE). Enron took the pwsitihat it was not required to
consolidate the SPE, realising a “mark-to-marketbme of $65 million in
transactions, as if the entity transacted with av&sormal” market participant.
However, the authors argue that Enron in fact hadgbwer to control the SPE they
were doing business with and hence should haveotidated it. Subsequent analysis
shows that it is evident that the SPE was foundéul tive intention of managing
accounting figures and the authors argue thatitbieigms are not to be related to
either the “mark-to-market” procedure or the fatue concept. The problems were
due instead to the lack of adequate external aednial controls.

Enron applied a “mark-to-model” approach to malkeeasments of the fair value of
energy contracts applying a discounted cash flo@RPvaluation technique. Enron
calculated the value of those contracts, whichatagt for as long as ten years, and
recorded the profit immediately. In the situatidrfroark-to-model” abuse authors

2|1AS 16 p 77
73 Barlev & Haddad, 2004
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argue that problems were connected to well-thooghimanipulation of income
figures. The real problem, they argue, should floeeenot be due to the difficulties
and complications of applying such valuation teghes as DCF, which in turn
requires a great number of assumptions.

In the article the authors claim that the procdsatoducing the FVA paradigm is
inappropriate. In particular, a process of desigrand implementing adequate control
systems and matching auditing standards and proegdoees not accompany it. They
argue that this unbalanced process creates opg@tuior income management and
window dressing. For instance, control systemsgesi in an HCA context fail to
provide adequate controls for the “mark-to-markaett “mark-to-model” numbers.

3.8 Current state and a historical perspective ofite FVA concept

In the current development of rules and accourginagtice it seems that confidence is
growing in FVA and periodical appraisals as thasatperformance and equity
reporting in financial reports. The north Americgtandard setter FASB has so far
been more prudent in this respect than the IASResaccounting in line with the fair
value model in IAS 40 is not allowed, applying UBAR in its current state. The
FASB is now looking into convergence with the IASB many issues, however. One
of them is to evaluate whether an FVO will be akoln the future for investment
properties applying US GAAP. The FASB has take®u@ for non-financial assets
on their agenda, as presented in 3.4, althoughateeyet to decide on this issue. Near
the end of 2007, the IASB released a discussioerp@) regarding improvements
of existing standard$ An extract from the Basis for Conclusions to IABfrom this
DP is inserted below to show the IASB’s view regiagda proposed change in IAS

40. The change discussed in the extract is conthéateroperty being constructed or
developed for future use as investment propertis Kind of property is not included
in the scope of IAS 40 in its current conditiarExcluding this kind of property from
the scope of IAS 40 was based on concerns aboudifffeailties of reliably

estimating their fair values. As shown below, cdefice is growing in the FVA
concept for investment properties within the IAS®Iaamong other things, there is a
reference to the use in practice of more robustatain techniques.

"4 |ASB DP, 2007
"5 1AS 40 as of 2007
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Property being constructed or developed for future use as
an investment property

BC1 The Board noted that its predecessor body, the former International
Accounting Standards Committee ([ASC), had originally proposed to
include property being constructed or developed for furure use as an
investment property in the scope of TAS 40 Investment Property. However,
as a result of comments received on its exposure draft, IASC decided to
include it within the scope of IAS 16 Property, Flant and Equipment. This was
because of concerns about the difficulties of reliably estimating fair
values of such property. However, since IAS 40 was issued in 2000, these
concerns have lessened significantly as the use of fair values has become
more widespread and valuation techniques have become more mbust.

BC2  In addition, the Board was concerned about the inconsistency of the
accounting for the redevelopment of an existing investment property and
the construction or development of a fumure investment properry.
For these reasons, the Boand proposes to include both properties within
the scope of TAS 40.

Some remarks connected to historical experiencéyagpFVA concepts.

Periodic appraisals of asset values are not a ihewgmenon in an accounting
context, however. They have been applied beforat@dutcomes have led to both
positive and negative effects.

Some statements from earlier attempts to apply EvAcepts follow.

During the nineteenth century, income from a bussrfem was determined on the
basis of an increase in net worth and this was @dher through a policy of
replacement accounting or by way of periodic agaiai The now familiar
recognition (realisation) principle was not alwaypart of standard accounting
practice. In 1913, leading authorities in England America seemed to agree on the
“increase in net worth” concept of income. Howe\ke abuses of appraisal
valuations in the 1920s contributed in part todtsastrous economic events leading
to the Great Depression of the 1930s. Some saadt®unting profession as being
partly responsible for the calamitous events, beeatuhad permitted companies to
value assets over-optimisticall§.

After World War | there was a substantial growtHilmancial markets. Accounting
played a significant part on behalf of investord areditors. At this point accounting
was not as regulated as it is today and valuati@re based on a “fair value
concept”. The Swedish group Kreuger & Toll was lHrgest group in the world
before their bankruptcy in 1932. Ivar Krueger, fimender of the group, had as a
motto: Year-end procedures and annual accountdwifiroduced asresult of my
own, late-night effortsand the book-keeping has to be adjusted accotditige
outcome of these procedures (Flescher & Flesch#&8)13he Kreuger crash in 1932

76 Kam, 1990 pp 240-242
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was a strong signal to the accounting systemstim America and Sweden that there
was a great need for regulation regarding finarreipbrting’’

The historical events referred to above can alstobeected in an interesting way to
the critique of the efficient market hypothesisgamated in chapter 4 (4.1.3).

"7 Fagerstrom et. al, 2006 p 10

39



4. Valuation of property - value concepts and valu@on
methods

4.1 Value concepts in general

There are different possible value concepts whgngdrto evaluate the “economic
value” of an asset. An overview of different vattancepts follows, starting with
market value.

4.1.1 Market value

Market value is by far the most frequently utilisedue concept and is generally
applied worldwide. The English definition accorditagthe International Valuation
Standard (IVS) is given below, as well as the dedin according to the International
Valuation Standard Committee (IVSC) aBdropean Valuation Standard 2000 (EVS
2000), adopted by The European Group of Valuerso8mtiong TEGoVA):

Market Value is defined as:

The estimated amount for which a property shouttharge on the date of valuation
between a willing buyer and a willing seller in arm’s-length transaction after
proper marketing wherein the parties had each a&isalviedgeably, prudently, and
without compulsior®

This definition complies fully with, and is essettiiy the same as, the IASB’s
definition offair value (see 4.2), although the choice of words in thietas not
exactly identical with the IVS formulation.

The definition of market value presented by theigld directive on annual reports in
the insurance sector (Directive 91/674 article &®), despite the choice of wording,
also be regarded as synonymous with the aboveitigfinaccording to TEGoVA.
The EU Directive’s definition is as follows:

Market value shall mean the price at which land d@uwddings could be sold
under private contract between a willing seller aad arm’s length buyer on
the date of valuation, it being assumed that theperty is publicly exposed to
the market, that market conditions permit orderigpdsal and that a normal
period, having regard to the nature of property, available for the
negotiation of the sale.

Lind emphasises the importance of how the condeptaoket value is normally
defined. Among other things he questions the chaseds in the definition regarding
actors acting prudently. He argues that this, onynmcasions, could be hard to

8|vScC, 2003
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prove when taking transaction prices in the mairketconsideratio? It can be
noted that this part of the definition is not inbdal in the EU directive definition.

4.1.2 Market value in relation to other value concets

On several occasions in the past there have bdleriaravalue concepts other than
market value. Some of the arguments have beemtdudtet value is not long-term
oriented, or that the market value does not exghesscorrect/justified” value of the
asset’

A brief presentation and discussion of some ofalternative value concepts that have
been discussed in the literature follow.

Individual investment valu&*

The concept of individual investment value may befly defined as follows:
Individual investment value refers to the preseie of future returns from the
valuation object from the perspective of a speaifitvidual/firm.

By its very nature, individual investment valuendividual, that is, it is related to a
certain investor’s conditions. It is based on imdiixal utility functions. The
determination of a series of value parametersréutnagnitude and their development
is required in order to assessiadividual investment valud he individual

investment value is found primarily in the relasbip of user and object, that is, in an
internal relationship and finds its major application area in connectigth

investment and profitability analyses.

Mortgage Lending Valu&

The EC Directive (98/32/EC) is dealing with solvgmatios for commercial property
lending and financial leases. The Directive reterthe following bases of valuation,
Market Value (MV) and Mortgage Lending Value (MLV).

Mortgage Lending Value is defined in the Directasfollows:

The mortgage lending value shall mean the valubeproperty as determined by a
valuer making a prudent assessment of the futur&etebility of the property by
taking into account long-term sustainable aspetthe property, the normal and
local market conditions, the current use and alétive appropriate uses of the
property. Speculative elements may not be takeraictount in the assessment of the
mortgage lending value. The mortgage lending vahedl be documented in a
transparent and clear manner.

" Lind, 1998

80 See for example Lind & Persson, 1998

81 See for instance Persson, 2005

82 Croshy, French & Oughton, 2000; Champness, 1999
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According to the European Mortgage Federation’sndefn of MLV, it should be a
value derived from long-term market trends, andciaig the realisable value of the
property at a future point in time with a high degyof certainty>

MLV introduces a notion that could be describetisasoothing” of market trend¥’

Crosby, French & Oughton (2000) are critical of eV concept. Some of the key
words used in the definition of MLV are fraught wambiguity. Despite the
conceptual questions surrounding Market Value, tii¢hconcept and the details of
definition enable a specific target to be identifithe estimated exchange price in the
market at a particular point in time. The same lle¥®@bjectivity cannot be identified
for MLV. The ambiguity and lack of clarification ¢iie words used in definitions and
principles of MLV, primarily “long run sustainableihd “speculative”, are also an
open invitation for banks to sue valuers wherertlegiding decisions have fail&d.

Bienert & Brunauer (2007) defends the concept oMb some extent. They argue
that the methods and concept of MLV in principle ealuable and contribute to a
stabilisation of the whole financial system. Howetkey question the need and sense
of calculating an MLV independent of MV, which thesfer to as “original MLV” in
their study. Their results indicate that the beay & probably to derive MLV from an
estimated MV. They argue that MLV, developed intGany, is an “export hit”,

which however, needs to be repacked in the cowfecttanging conditions to secure a
widespread use of the concept. The authors dewtlihpee methodical concepts
based on value-at-risk ideas that they argue refioegage-lending valuatidfi.

Market Worth

Market Worth (MW) is defined as the price at wharhinvestment would trade on a
market where buyers and sellers were using allahaiinformation in an efficient
manner. Market price and market worth need notjoleand the same holds for
valuations and market worth. MW calculations shdagcbased on consensus views
on the situation in the market and proper forecafstse future. There are different
possible explanations as to why market value anttebavorth are not equal, but the
explanations relate to problems connected to thityatf property markets to act
perfectly rationally and efficiently, due to lackinformation.®’

Lind (2003) is critical of the concepts of both Mlawid MW. Lind argues that the
concept of MW will also be very subjective, as dppraiser should speculate about
what the price would have been if everybody weragusmformation in an efficient
manner. One of the conclusions in his paper iskib#t the concepts MLV and MW
should be put aside, as there is no way for a vatuestimate them in any objective
way. He also argues that one can only be an erpdtie past and considers that

83 Champness, 1999

84 Champness, 1999

8 Crosby, French & Oughton, 2000

8 Bienert & Brunauer, 2007

87 Baum, Crosby & MacGregor, 1996; Hutchinson & Nafiimaran, 2000
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proper forecasts of the future are impossible, gaelynamic view of an economy
and a market. Predictions beyond, say, six month&ighly uncertain and no single
consensus view of the future of the property magkedts. Different kinds of actors
are likely to identify different opportunities iimsilar/identical situation§®

Lind (2003) concludes: “One important aspect ofractationally is acting from
knowledge of the past, and perhaps we should nieteetisier by including historical
information in valuation report$®

Other value concepts

A long-run market valt& It has been argued that there is a “normal” attiral”
value of a commaodity that economic forces tendriegoabout in the long run. This
value should be the value, which economic forceslevbring about if the general
conditions of life were stationary for a run of &fong enough to enable them all to
work out their full effect. The idea is furthermdhat this long-run value, for
reproducible commodities, equals productions castéiding a normal rate of return
on equity capitdf. But land is not a reproducible resource, whictansethat it cannot
be argued that long-run value is equal to produaatimst. Lind & Persson (1998) also
argue that it seems a rather hopeless enterpriatetpret such formulations as “if the
general conditions of life were stationary for a nf time long enough...”, because
we would then have to make estimations of, e.g.Jdhg-run urban structure. The
authors also discuss problems connected to gape®etprice and cost in the
property market compared to other goods. From plgugnd demand perspective, it
takes a much longer time to close the gap betwsea @nd cost in the property
market compared to markets for most other gooasuld also be argued that some
declining areas probably never close the gap betwakies and production costs.
The authors conclude, as many others before theanhthe concept of long-run value,
as defined above, is not useful as an alternativeitrent market value for propert.
Paul F. Wendt also argued that there is no suppotte view that cost and market
prices will be equal at any point in time when dissing the property marRét

Lind & Persson (1998) also discuss the usefulnedsiaed for some value concepts
for property other than market value and long-rarkat valuea hypothetical market
value related to a “normal” situation and a futurearket valu&, but argue that these
value concepts are unsuitable because they ar@\saglin practice they cannot be
assessed in a properly objective way.

All of those alternative value concepts (excludingrket value) presented briefly
above have one thing in common: they are “normatwel claim to represent the

8 Lind, 2003

8 ind, 2003 p 10

9 See discussions in Lind & Persson, 1998

91 See also discussions by James C. Bonbright whoostspthis view, in Burton, 1982 pp 80-81
92 Lind & Persson, 1998

9 Burton, 1982, p 117

94 Lind & Persson, 1998
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“correct/justified” value from a specific point efew. The market value is assumed to
be wrong or improper in some situations.

There is also another value concept, however, eingroduced, which could be of
some interest in this contexteference valueThis value concept does not claim to
be a true or correct value, so from this pointiefwthis value concept is
fundamentally different from the above alternatveacepts.

Reference valu®&

As the presentation of some of the value concdmiseaimplies, there are some
doubts concerning how efficient the property marken reality. If the market
sometimes acts irrationally, it could be of somip e develop tools to evaluate
whether this irrational phenomenon has occurratbbin a specific situation. The
idea presented here is that a reference value trerkhcould be useful when
evaluating whether, for instance, bubble tendertwée® affected the current market
value of a property. In 4.1.3 there will be a dggn of some critiques of the
Efficient Market Hypothesis

The question is then what is inherent in the refesgevalue concept, on what
fundamentals does the concept rely?

What reference value is
Reference value is defined as the value that analtinvestor should arrive at if
he/she assumed that the future would look likeptmst:
- Future cash flows (rental income, operating anchieaance expenses, etc)
would be like those of the past.
- Cap rates and discount rates would be like averageates and/or discount
rates in the past.

When calculating the reference value it is posditde: the assessed market value is
higher than the reference value (or vice versag. ifiea behind the concept of
reference value is that such a situation would raeeexplicit discussion and an
explanation and/or interpretation of why the sitaiooks like this. Why are the two
values not equal?

The usefulness of the concept of reference valbased on the idea that it would
need stronger arguments to believe that the futilkde different from the past, than
it would take to believe that the future would logy much like the past. If
presentations make differences between market @adaeference value explicit,
this could lead to clearer arguments about probedolises of the differences and to
more rational prices. These discussions would aszdhe transparency of, for
instance, valuations and/or financial reports.

Historical performance can be expected to have sefagance when making
assessments of future outcomes. For instancente satent auditors seem have

% Nordlund, 2004, reprinted in the appendix — Refeeavalue of commercial real estate
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based their opinion on whether there is need f@ainment of property in financial
reports on historical cash flowd.

What reference value is not

The reference value does not claim to be the “taxé’torrect” value. It is just a point
of reference when making comparisons with somethlsg, for instance a market
value. Lind (2003) argues that one should notdriirtd out what is “sustainable
value” or what is the “efficient price” — insteagwhould look at historical averages
and patterns of different parameters such asn&tance, asset values, rents and
discount rates.

It could be perfectly rational to believe that tharket value should be a different
figure from the reference value. For instance ftimelamental facts of the market may
have changed: population size, affecting the denf@ndwellings, or the number of
companies demanding offices, may differ from theagion in the past. In other cases
the historical development of rents may divergenfiwhat could be expected in the
future depending on some rational, well-groundetistee.g. institutional changes.

4.1.3 Value concepts and thefficient market hypothesis97

Some value concepts rely on the functionality ef¢fficient market hypothesis, e.g.
market value and fair value. Other value concefgased on the presumption that it
cannot be taken for granted that this hypothesikswell in reality. Such value
concepts are, for instance, MLV, long-run markdtigaand reference value.

“The efficient market hypothesis basically sayd tha current price of an asset will
reflect all available information. Prices changeswlthere is new information, e.g.
about the future stream of net incom&However, some authors argue that the
efficient market hypothesis, consensus views ofih&e of a market and
assumptions of perfectly rational actors on theketacan be questioned.

Lind (2003) argues, for instance, that in realitgre are no consensus views of the
development of a market and that valuations basddrecasts of the future are very
uncertain. When looking at a complex system likeeonomy as a whole, or even a
specific property market, predictions beyond, s&months are highly uncertain.
This can be seen in evaluations of business cgoieésts. It may be possible to
identify two different views among economists ois §hoint. Using very general and
simplified labels Lind calls them the “mainstreaiew’ and the “Austrian view”.
According to the “mainstream view” we should alhewto have roughly the same
(rational) expectations about the future when vak lat all available information,

98 Nordlund, 2004, reprinted in the appendix — Asses of need for impairment — property in financigborts
(Beddmning av nedskrivningsbehov — fastighetedowsningen)

97 See also discussions in Nordlund, 2004

% | ind & Persson, 1998, p 5
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whereas the “Austrian view” pictures the actorgl@market as individuals that see
different opportunities in the same situatidn.

It is interesting in this context to note the viewisShiller (2001): “No one person can
be at once a historian, political scientist, ecorsbnand psychologist rolled into one.
It has been shown in a number of psychologicalistuthat people suffer a wishful
thinking bias, that is they overestimate the prdiigiof success of entities that they
feel associated with. Wishful thinking bias appearplay a role in the propagation of
a speculative bubble. After a bubble has contirfoed while, there are many people
who have committed themselves to the investmentistienally as well as
financially.”*°° Julius Caesar once said, “Men willingly believeawthey wish”.
Experiments that have been carried out revealnkastors have been affected by
past price increases and that people in generdlttepay attention to what others are
paying attention to. Not surprisingly, speculatagsets whose price has gone up a lot
recently get a great deal of attention. Peoplevane likely to buy assets that have
come to their attention just because they are thgn&bout them more. Major
speculative bubbles are always supported by soperfatially plausible popular
theory that justifies them — a theory that is wyd@ewed as sanctioned by some
authoritative figures. These theories may be callaa-era theories. This discussion
is related to Shiller’'s argument that there wapexalative bubble on the stock
market around the year 208.

However, speculative bubbles in asset markets@ra new phenomenon. More
spectacular bubbles have occurred in history: tladl Btreet stock market crash in
1929 for instance and property markets in 1989%8h related to worldwide
economic crisis and depressions. In the 1920sré¢he stock market crash on Wall
Street, it seems that people acted irrationaller@lwere beliefs in a “new era” where
recessions or depressions would no longer o@ur.

This short overview has shown that the efficientkeahypothesis seems to have
certain limitations. In discussions concerningeffecient market theory and
behavioural finance Shiller (2002) concludes: “ledewe have to distance ourselves
from the presumption that financial markets alwaysk well, and that price changes
always reflect genuine information® This also means that there could be room for
value concepts other than MV, like reference valiseussed above.

4.2 Value concepts in accounting
The rules and methods for the valuation of propargyclosely linked to accounting

regulations for fair value. Accordingly, the Bakis Conclusions to IAS 40 states that
in drawing up IAS 40, comparisons were made witerimtional Valuation Standards

% Lind, 2003; see also discussions about the Ausstdool of economics in, for instance, Bon, 1989
100 ghiller, 2001 pp 6-7

1% shiller, 2001

102 pillard, 1984; see also discussions on this tapiGalbraith, 2002

103 ghiller, 2002 p 32
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(IVS) issued by the International Valuation StanidaCommittee (IVSC) and, at the
same time, it was stated that the valuation prajassould play a highly significant
role in the implementation of the stand&?tlln IAS 40, however, there is no
reference to property valuation standards. IAStgiélfiis considered to be a property
valuation standard.

In the accounting context, several different valaacepts are used that have been
created or redefined. bccounting-related value conceptsis primarily applies to
the concept of fair value. The definition of faalue in IAS 40 is “the amount for
which an asset could be exchanged between knovdétigenilling parties in an
arm’s length transactionfn its application to property, the content of tteecept can
be regarded as being identical with market valuenehough in terms of the choice
of words it is somewhat different. The definitiamdafurther guidance regarding fair
value in IAS 40 are summarised below:

Fair value is the amount for which an asset cdaddexchanged between
knowledgeable, willing parties in an arm’s lengthrtsaction'®®

Fair value specifically excludes an estimated piidtated or deflated by
special terms or circumstances such as atypicahiiing, sale-lease-back
arrangements, special considerations or concesgipasted by anyone
associated with the sat&®

An entity determines fair value without any dedarcfior transaction costs it
may incur on sale or other disposal.

The definition of fair value refers to ‘knowledgégtwilling parties’. In this
context ‘knowledgeable’ means that both the willimyer and the willing
seller are reasonably informed about the nature endracteristics of the
investment property, its actual and potential usesi market conditions at
the balance sheet dat®

In addition, accounting also includes such concastair value less cost to sell
value in use, recoverable amowamtdcarrying amountFair value less cost to sell is
fair value, that is, the likely price, less salad phase-out costs (SB%S 36 —
Impairment of Assels

Value in use is defined as the present value oféupayment surpluses and the
present value of a calculated residual value agétfaeof useful life. It may be
categorised as an individual investment value siheeassessment of future cash
flows should normally be based on the company’gbtsiforecasts for the next five-
year period, but with the distinction that the disigting factor should be market-
based. The definition indicates that value in aseprding to IAS 36, is very much a

104|AS 40 Basis for Conclusions — B52
1051AS40p 5

1061AS 40 p 36

1071AS 40 p 37

1081AS 40 p 42
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hybrid of the individual investment value and mank&lue. Cash flow is based on the
particular company’s budget (as in assessmentglofidual investment valuation)
while the yield/cap rate/discount rate derives fittin market (as in market value
assessment). However, in this context it is imparta point out that the value in use
does not include future enhancement possibitftiesf the property, which could be a
difference in relation to how market participants eeasoning on this issue. The value
in use should be assessed for the asset in itsntwrondition and does not include
future cash inflows or cash outflows that are expeto arise from improving or
enhancing the asset’s performance among otheictests. In the accounting context
there have been situations where market value é&s jodged not to express a
“correct/justified” value of fixed assets for fingal reporting purposes. If the market
value, at some point in time, were lower than theying amount, there was an
attempt by accountants to evaluate whether the ehagtue was temporarily low. If
the market value was judged to be temporarily le@rmally no impairment was
recorded in the financial reports bidtthis practice has changed in recent years, at
least in listed companies applying IFRS for finahceporting purposés.

In this thesis, however, the primary focus is opli@ptions of the fair value model in
IAS 40. Therefore value concepts suchieaoverable amounfair value less cost to
sellandvalue in usan IAS 36 will not be within the central scopeioferest in what
follows. Those value concepts in IAS 36 are reléviampplying the cost model in
IAS 40 when testing the need for impairment of prties accounted for in an HCA
concept.

4.3 Valuation methods in general
4.3.1 Overview of basic methods

The most common methods applied in property valnatare listed and briefly
explained below.

Comparable sales approaches

Comparable sales method is based on a market ajpprddne market approach uses
prices and other relevant information generatecthbyket transactions involving
identical or comparable assets or liabilities (uthg business). For example,
valuation technigues consistent with the market@ggh often use market multiples
derived from a set of comparablé$*Multiples could be 20 times the Net Operating
Income (NOI}*3 or ten times rental income, for example.

1091AS 36 p 44

1% Nordlund, 2004

1111 a property context, see the requirements wipplymg IAS 40 — Investment Property and IAS 36 —
Impairment of Assets

H123SFAS 157, 2006

113 Sometimes also called net rental income
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Different forms of the comparable sales approaeh ar

- Area method — Transaction prices divided by aresused as the base.

- Gross Income Multiplier (GIM)* — Transaction prices in relation to rental income
are used as the base

- Method based on Net Capitalisation factor — Taatien prices in relation to NOI
are used as the base

Income approaches

“The income approach uses valuation techniquesnoert future amounts (for
example, cash flows or earnings) to a single ptem@ount (discounted). The
measurement is based on the value indicated bgrdumarket expectations about
those future amounts*®

Different forms of the income approach are:
- Direct capitalisation method — NOI divided by Igielemand is used for the
valuation
- Discounted Cash Flow method (short term, e.@ ¥i@ars, or longer term, e.g. ten
years or longer) — The market value is calcdlftem the present value of future
assessed cash flows

Cost approach

“The cost approach is based on the amount thatdvautently be required to replace
the service capacity of an asset (often referrexbtourrent replacement cost). From
the perspective of a market participant (sellé®, grice that would be received for the
asset is determined based on the cost to a maakeatipant (buyer) to acquire or
construct a substitute asset of comparable utditiyisted for obsolescence.
Obsolescence encompasses physical deterioratioctjdnal (technological)
obsolescence, and economic (external) obsoleseemtes broader than depreciation
for financial reporting purposes (an allocatiorhidftorical cost) or tax purposes
(based on specified service lives}®

Transaction prices could be analysed in relatiom ¢ost parameter, for instance
production cost, building cost, replacement costepreciated replacement cost.

4.3.2 Income approaches in property valuation
Two income approaches of property valuation haenletroduced and there now

follows a somewhat more detailed description oféhevo valuation techniques — the
Direct Capitalisation Method and the DiscountediCilew (DCF) Method.

114 5ee for instance Ratcliff, 1971
115 SFAS 157, 2006
116 SEAS 157, 2006
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4.3.2.1 Direct Capitalisation Method

The Direct Capitalisation Method is principally bdson an “eternity capitalization”
of a normalised NOI for the first year. The NOt#culated so that operating and
maintenance costs (including property tax and gidease) are deducted from
market rent expectations less a normalised vadawey. Payments like investment
efforts and other acquisition costs shall not Iflecéed when NOI is
assessed/calculatéd.

The Direct Capitalisation Method is applied in pedy valuations mainly for the
purpose of making assessments of market value. Brformula perspective the

model applied is the same as when applying a cabf@sales approach with
normalisation to net capitalisation factor, whistassessments of market value based
on the ratio between normalised NOI and price Evegarding property in market
transaction$®

The yield or required cap rate

In an income approach simulation aimed at apprgigie market value, which is
based on one year’s NOI, a cap rate or yield isieghpAs discussed previously, if the
purpose is to make an assessmemarket value/fair valu¢ghe cap rate should be
extracted from transactions in the market in sorag,wnaybe by relating an NOI that
is normalised to market participants’ expectatitangrice observations in the market.
The alternative is that the yield is assesseddnyiisg) from a discount rate that is
adjusted with an expected annual change in NOhange in values (see beldW)

MV= Market value
p = discount rate
g = annual change in value or NOI, %

From the parameter NOI — normalised NOI year 1e-israble to calculate the value
of the investment object with the formulas desatibelow. The formula described
here is also known &ordon’s formula

NOI

MV =
Yield
NOI

MV =
p-9

117 persson, 2005
118 pig
119 pig
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The formulas are quite simple but they are conmkitteseveral other problems, for
instance:

- How is normalised NOI defined and how are differiggures decided when
assessing this NOI? Issues to decide are ren@inecvacancy rates,
operating and maintenance cost levels.

- How are the market demands for yields assessed?

Calculation of normalised NOI will be further dissed elsewhere in this thesis,
however, since there are several connected problems

4.3.2.2 Discounted Cash Flow method

The Discounted Cash Flow Method (DCF) is an incamgroach where the Net
Present Value (NPV) is calculated from expectedriupayments.

The DCF method is based on assessments of futyneguas, cash inflows less cash
outflows. Applied in a proper way, there is a ptigdrto show more realistic liquidity
figures in assessed future outcomes. Since casimfledels are more flexible it is
easier to comprehend changes in economic circuesaturing the period when
cash flows are stated explicitly. Cash flow moaela be used for different purposes,
for instanc&®

A. Assessment of a market value (market simulation)

B. Analysis of consequences of an assessed market (iali profitable to pay a
certain price?)

C. Assessment of an individual investment value

To be interpreted in the right way by a user ofadash flow valuation, it is very
important that it is clear which of the purposesreglified above the calculation has
been performed for. There could be differencesarameters like rental income,
operating and maintenance costs, discount ratépe&ach purpose.

Applications will be presented below where the pgipis to make assessments of
market values. Here the cash flow calculation saiaed to be based on the actual
circumstances regarding the valuation object asthding point. To the extent that
these circumstances diverge from market expectfmmdifferent kinds of
parameters used in the calculation, there shoulddradual realistic adaptation to
market expectation levels during the calculationgae(see the illustration below). In
the cash flow prediction one makes a projectiomrdigg future cash in- and
outflows during the calculation period. At the esfdhis period a residual value is
assessed. Just as in other calculations reganmegtment analysis an NPV is
calculated based on the net payment outcomes,iagptye formula described
below!?* The net payments here do not include cash outfafirsterest and
amortisation of loans.

120 persson, 2005
2L ihid
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; H-D-U-F-T-}) Ry

NPV =% -
* (1 +p) ap"

Where: V = NPV
H = Rental income | = Investments in the prope
D = Operating costs R = Residual value
U = Maintenance costs n = Calculation period
F = Property tax t = Time variable |
T = Ground lease p = Discount rate for totgital

Figure 4.1 Normalised (market participants’ vieav)d actual NOI (at time point 0)
per sgm

Example:
NOI/SEK/sgm
1+

d mgrket expecta_tion of NOI

1000

& Gradual adaption of rental income against
market rent level

NOI based on current lease contracts

500

————————————- . "
Calculated/assessed adaption period Timelyear
=3 years

Source: Persson, 2005, p 378

However, cyclical movements in the economy (busirgsles), which will be
discussed in 7.2, are a complication when tryinméke a prediction of future
outcomes of cash flows. These cyclical movemeriesafamong other things, gross
rental income and vacancy rates and hence NOI.eltydical movements should
therefore affect future projections of NOI if th@lculation is to reflect the most

probable development.

In this context it should be mentioned that theseaalvocates who emphasise the
view that assessments of future outcomes regawdisly flows must include possible
outcomes from different scenarios. This is duéneofaict that no one knows anything
for sure about what will happen in the future. they words it seems almost
impossible to make just one prediction and statk wivery high probability that the
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outcome will be a description of future outcomelse Tincertainty probably also
increases as a consequence of the distance ifromepoint zero until the point in
time when the prognosis ends. NPV calculationsdaseforecasts of future cash
flow projections could, for instance, show optinsprobableand pessimistic
scenariost?

4.4 Valuation methods in IFRS
4.4.1 Which methods are referred to in IFRS regardig property valuation?

IAS 40 p 45 states: “The best evidence of fair gatugiven by current prices in an
active market for similar property in the same tamaand condition and subject to
similar lease and other contracts. An entity tadaae to identify any differences in the
nature, location or condition of the property, mthe contractual terms of the leases
and other contracts relating to the property.” timeo words, this is a statement that
asserts that the best valuation approach of invesgtproperty is the comparable sales
method. Also IAS 40 p 46 (a & b) refers to the camgble sales method.

According to IAS 40 p 46 c, an approach based socadinted cash flow projections
could be applied making assessments of fair valhéh is an income approach.

Although not explicitly stated in IAS 40, methodssled on a cost approach could in
some circumstances be applied when making assetsofdair value regarding
property. For instance, IAS 16 p 33 states: “lir¢his no market-based evidence of
fair value because of the specialised nature ofténe of property, plant and
equipment and the item is rarely sold, except aisgfaontinuing business, an entity
may need to estimate fair value using an incongepreciated replacement cost
approach.” The statement in IAS 40 p 75 d “...or wese heavily based on other
factors (which the entity shall disclose) becausth® nature of the property and lack
of comparable market data” implies that there cdnddsituations when there is a lack
of comparable market data. Maybe, in some circumest®, a method based on
depreciated replacement cost, for instance, caailone way to handle such a
situation.

4.4.2 Could “market evidence” referred to in IFRS l® something other than
price observations?

In chapter 3 (3.6) it was mentioned that IAS 4G #equires companies to make a
statement as to whether the determination of faweswas supported by market
evidence or was more heavily based on other fadiothis context it could be of
some interest to discuss, for instance, whetheaeted yields from market
transactions could be market evidence. Is therenvaarket evidence connected to, for
instance, levels of NOI for different kinds of pewpes in different locations?

122 30hansson, 1997, see also discussions in Lin@® 200
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Several studies have been performed regarding pgraimeters in valuations of
properties. “An interesting observation is that aiverage assumptions about
operations and maintenance cost in Swedish vahstce about 20% lower than the
actual outcome from property management measurgideb$wedish Property Index.
From all the years of feedback analyses in the &hderoperty Index it is also
concluded that valuers systematically underestirtetdong-run vacancies in the
assumptions made in valuations. Under the assumtiai the estimated market
values are correct, the overestimated NOI will yriplat the reported market-based
discount rates and exit yields are about one pe&gerunit too high**?

One conclusion from the previous paragraph coulthdtalthough calculated fair
value levels might be correct inputs in calculagiammed at fair value assessments do
not necessarily conform to outcomes in reality, gels of NOI, yields and discount
rates. Hence natural questions would be: Are taryeconsensus views regarding
parameters ending up in market expectations of Mi@lds and discount rates? Do
the valuers apply market expectations in theirme@pproach (e.g. DCF) valuations,
which in turn differ from outcomes in reality, aieathe market expectations in fact
something else, not applied by valuers?

The findings in a study by Lundstrom & Gustafssefemed to abové* could be
given three possible interpretations:

- There are consensus views in the market regardiredd of NOI and those are
reflected in performed property valuations, howetlegse consensus views
constantly underestimate, for instance, operatimtgraaintenance cost levels
and vacancy rates and hence overestimate the ineiore levels from
properties

- There are consensus views about NOI levels andrezbreturns in deals
closed in the market, however, these consensus\aesvnot reflected in the
valuations presented

- There are no consensus views from the market regpiDI levels and
required returns

If the assessed fair values are about right, howévere should at least be some
consensus views regarding the price levels in ddat®d in the market. One
conclusion from the foregoing discussion may bé dmdy price observations could
be regarded as market evidence in this contexbrlinstance, cap rates are to be
regarded as market evidence then it could be arthatdhere must be consistency in
cap rates used for valuation purposes and reporntede returns.

123 | undstrém & Gustafsson, 2006a & 2006b p 11, sse &FI/IPD, 2006
124 undstrom & Gustafsson, 2006a & 2006b

54



4.5 Summing up — Value concepts and valuation metts
Value concepts

The concepts of market value and fair value arekatdvased value concepts that
have to be extracted empirically. Normative statetisieegarding values of properties
with no clear connection to transaction price lsvelthe market are not suitable for
the purpose of statements regarding market vald®afair value. However, among
certain actors, there are some concerns regatdingfticiency of the market and this
have in turn caused search, by some actors, fer glues/value concepts more
stable than market value and/or fair value. Howeterse other value concepts are
not relevant in an FVA concept. Examples of sud¢teotalue concepts are MLV,
reference value and long-run market value, etaudsed above. Individual investment
value is another value concept that does nottfittine FVA concept as it differs
between different actors. There are also otherwatow-related value concepts that
have no role applying the fair value model in 1A% 4.g. value in use, briefly
introduced above.

Valuation methods

In this chapter there has been a basic presentttidifferent valuation methods.
According to IAS 40, the traditional valuation meds in property appraisal such as
comparable sales method, direct capitalisation ate#imd discounted cash flow
method also fit into the requirements regardingi@abn methods.

IAS 40 also states that there should be a stateiméime financial reports concerning
whether the determination of fair value was supmablly market evidence. The
discussion in 4.4.2 implies that it may be doubivbhkether anything other than price
level observations could be regarded as markeeaeil
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5. Valuation problems and valuation practice

5.1 Introduction

The movement in accounting towards the concepMeé Fcludes estimates of
hypothetical transaction prices in the currentestditthe market. Different kinds of
valuation techniques could be applied to assessdhie/market value. Different
kinds of problems are connected to the applicatfidhese valuation techniques.
Therefore it is important for auditors, accountanteditors, analysts, etc to be aware
of a number of issues connected to the valuationgss of property. These issues are,
for instance, chosen levels of cap rates/discatesr normalised NOI for valuation
purposes and how valuations are conducted in peadti turn this could be important
when deciding the proper amount of disclosure conieg the valuation of property

in financial reports. Furthermore, these issuesdcbe of importance when trying to
evaluate, for instance, the uncertainty level faiavalue assessment included in
those reports.

5.2 Some problems extracting comparable sales

Applying a comparable sales approach in makingemgmppraisals implies different
kinds of problems. Among other things there is gisva need to make adjustments if
there are differences between the valuation olajedtcomparable sales as observed
in market transactions. Those differences can lee@physical factors such as
building age, location or material qualities. Offetiences can be due to economic
factors such as gross rental income or vacancysié¥er hese issues about the need
for adjustments due to divergence will be furthesatibed and discussed in chapter
11 (11.4.1.4).

However, before those factors can be analysegmerty valuation, the appraiser
must have access to the relevant transactiongim#rket. Two such problems will
be discussed below in terms of indirect acquis#tiohproperty assets and how
contractual terms could affect price levels in deddsed in the market. Before those
issues are discussed, though, one should also dre élmat both problems discussed
start from a point where there are transactiorie@rmarket, but they could be
difficult to observe or analyse.

An interesting phenomenon in an FVA context is dssed inThe Economist
(2007b). A fair value regime can itself distort thexy prices that are supposed to
reflect the true worth of assets when the prospklciwer prices can encourage
selling which drives prices down further. Thereldaaiso be a situation where
transactions are held back when possible sellgnehpnd that negotiated prices in
forthcoming transactions will set “nasty benchmafks the next assessments of fair

125 5ee for instance Persson, 2005
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values for assets still in the hands of those ptessellers. In other words, in illiquid
markets where there happens to be one, or only adi@minant holders of certain
kinds of assets, there is less chance of salesiifating market. Left on the books
and marked to market, an asset will be valuedeaptite at which others have
managed to sell. This means that in a market dawrthere may be very few, if any,
transactions when actors holding fair-valued adssdsthat it is no longer possible to
sell these assets at the fair-value levels assesskdarlier reportelf®

5.2.1 Indirect acquisitions of property — acquisitbn of corporate property
vehicles

When studying the price observations in the maoket has to be aware of the
differences in nature of dirééf and indirect acquisitions of properties. Both typé
acquisitions create price observations on the naloke indirect acquisitions require
extended analysis that differs from the analysidictly acquired properties.

Indirect property acquisitions mean that properiesacquired by the transfer of
equity instruments, e.g. shares, in a corporatechehn the next step the acquisitions,
direct or indirect, have to be classified eitheagset deals or business combinations
for accounting purposes. Depending on the classifin of the acquisition, the fair
value of the properties will be reported in diffiergvays in the acquirer’s financial
statement$?®

Analysing both direct and indirect acquisitiongpobperty, the company needs
judgement to decide on parameters that differenbatween property which is held
and appraised by the company and related transadtiche market. Even indirect
deals require analysis, as discussed in 5.2, ergeénce between the property for
which fair value is assessed and price observatrons the market.

Properties that are acquired in corporate vehuleate extended problems when
analysing the price levels of properties in thek®arFor instance:
- How were the price levels of the assets (propéréesacted from the price of
equity in the corporate vehicle traded?
- In the next step, how was the extracted total asdat apportioned to
different properties if the traded corporate vehwbnsisted of more than one
property?

To extract the property asset prices from dealardigg corporate property vehicles,
it would be necessary to explain how the equitywels as the liabilities, was priced
in the acquisition. Furthermore, it would be neaeg$o explain whether any other
assets were acquired in the same deal, e.g. tawadtes due to deficit deductions,
goodwill, plant and equipment, etc. After that twld also be necessary to explain
how the extracted property value was apportionéadsn different properties in the

126 5ee also discussion and results in Plantin, Ha&eShin, 2008

127 Buying the property itself, not the equity instremts in the corporate property vehicle holdingpheperty
(properties)

128 5ee discussions in Nordlund, 2006a; IFRS 3; IAS 12
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acquired vehicle, if relevant. An illustration dietgeneral principle of the problem is
given in the example below.

Assume the following:

Price level of equity at acquisition 100
Carrying amount of liabilities in the corporate
vehicle at the time of

acquisition 100

However, the liabilities’ fair value was 200
Other assets’ fair value in the deal was 50
which leads to

Extracted property value 250
based on the following

Reconciliation of fair values in the deal:

Equity 100
Liabilities 200
300
Other assets 50
Property _250
300

If an indirect deal includes different kinds of peuties, in different locations and
varying technical conditions, etc, this situati@uses problems trying to extract the
price level of each property. Nevertheless, a cop@apraising its own properties
has to draw some conclusions from the indirectdeal

The kind of analysis described above is very sifiggli In practice, however, these
analyses will be much more problematic. For instatransactions of equity
instruments are seldom recorded in a registerehsity could be checked as soon as a
valuation has to be performed. If the valuer haskadge of the indirect property
transaction, it cannot be presumed that the vallweays has knowledge of which

price level the equity instruments were tradedfahe valuer knows the price level of
the equity instruments, then the valuer probabfytbaundertake an analysis of the
book value versus the fair value of the liabilitieghe property vehicle, the vehicle’s
tax position, etc, to extract the price level & giroperties in the last step of the
analysis.

5.2.2 Contractual terms — e.g. rental guarantees drspecial terms of financing
There are also problems other than those discuis€ed.1 connected to property

deals that make analysis of price observations ftwrmarket difficult. Examples of
these kinds of problems are rental income guarariteen seller to buyer that are part
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of the negotiation in a deal to reach a certaioepievel for a proper@g, or when
certain terms of financing have affected the piesels paid for the assets. The
financing could, for instance, be guaranteed bys#iker at terms that diverge from
normal conditions in the market, e.g. low or n@iest rate.

Property is sometimes sold with a rental guarabyeine seller. The guarantee is
often limited to a certain period of time, such2a8 years. It may only cover part of
the property’s leasable area. Depending on itsesdbe guarantee does not
necessarily prevent the seller from recognising#venue. But the guarantee should
be taken into consideration when determining theadsales proceeds. In accordance
with IAS 37 — Provisions, Contingent Liabilities and @Gogent Assetsa contract that
is likely to result in an outflow of economic resoes should be taken into
consideration in order to settle an obligationiaggrom the contract. Thus, the
impact should be a provision by the seller corredpag to his best assessment of the
outflow that the guarantee will give rise to whileemains in effect. In an ideal
situation, it is conceivable that the purchasertaedseller make the same best
assessment of the outflow that the guarantee efilegate. Assume that the market
value of a property is appraised at 100, but tlesgective purchaser informs the
seller that the transaction can be concluded abh0Qif the seller provides a certain
limited rental guarantee. Assume further that béhpurchaser and the seller make a
best assessment that the present value of thewugnerated by the guarantee is 10.

The impact of these assessments should be tha¢llee reports the sales price of 100
as follows (simplified)**°

Sales proceeds = 90

Debt to the purchaser = 10

Meanwhile, the purchaser reports his acquisitiothefproperty as follows:
Acquisition cost of the property = 90
Claim on the seller = 10

One problem connected to this example, involvimgrdal guarantee, is that the
transaction may be recorded in the official statés{Lagfartsregistret) as a transaction
at a price level of 100, since 100 is the salesepas shown in the contract between
seller and buyer. Hence this may create a compasaie note of 100. However, the
economic substance is a price level of 90, as skane. This may in turn cause
problems when evaluating transaction price levelsmfcomparable sales, if the
analyst does not know the contractual terms betwebter and buyer.

As described in chapter 4 (4.2), the definitioranél further guidance on fair value for
investment property clearly excludes the effectsunh special contractual
agreements, as detailed here.

129 gee for instance discussions in Nordlund, 2006b
130 Nordlund, 2006b
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5.3 Some problems applying income approaches

Net Operating Income (NOI), sometimes also calletl Rental Income (NRI), is a
key measurement figure in financial reports fromparty companies and in property
valuations as well. However, in this context iingortant to be aware of the fact that
NOI for financial reporting purposes is not equergito NOI for property valuation
purposes. To begin with, we have to be aware ofabiethat NOI for financial
reporting purposes is an income figure based ofotfie of accrual accounting while
NOI for property valuation purposes is (primariyash flow figure. As an example,
we will, in many cases, find differences regardiegtal income figures and
maintenance expenses on this issue.

In this chapter | will describe and discuss différparameters included in the
calculation of NOI, such as rental income, opegaind maintenance costs. The
description and discussion will be from the poihtiew of how NOI from financial
reports can be useful in property market valuateoms what kinds of problems we
may find when transforming accounting figures telcllow figures for this purpose.
First of all, this chapter will discuss income apgches in property valuations and the
relevant cap rates and discount rates to applgluetions performed with this kind of
valuation technique.

5.3.1 Income approaches — relevant cap rates andsdount rates

Since two of the methods introduced in 4.3 useratgs or discount rates, a
discussion of some issues regarding cap ratesl§yiahd discount rates will follow.
The discussion about cap rates and discount rallestavt from a theoretical point of
view. This discussion is important because thetipes of rates are related to each
other in a complex way, as will be further desadibelow. In 5.4 there will also be a
presentation from an empirical study which, amotigothings, describes how
Swedish property appraisers work with the connastimetween extracted yields from
market transactions and discount rates. Theref@metwill be a theoretical discussion
and description here about cap rates/yields arubdi rates.

From a theoretical standpoint, property valuatiomsld be performed by clean-cut
income approaches or clean-cut market approadtesdimparable sales method. In a
clean-cut income approach the cap rate/discouvatstatuld be extracted from the
financial markets and methods based on financedriks should be applied to find
out what the levels of required rate of returnsuddhdve. In a clean-cut market
approach the required rate of returns should baebed from property market
transactions. In the market approach the pricddaaehe market are related to
different value influencing factors either physjaal. lettable area, or economical
such as NOI, gross rental income or the incomendield).

Below there are two examples of the different wiaydetermine the required returns
in the market:
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The Financial view:

The required rate of return = Risk free interest rarisk factor related to property in
general + risk factor connected to the specifipprty

The Market approach view:

The required rate of return = The quota betweeN@hnormalised from market
participants’ point of view in relation to pricevigls in market transactions
(comparable sales)

Furthermore, from a theoretical standpoint, thekeiademand for cap ratelyield, is
built up by risk free real interest rate + riskttact compensation for real
depreciation connected to the specific object. Harehe real depreciation
compensating factor could be both a positive figand a negative figure. A negative
figure arises in a situation when market partictpdrave expectations of increasing
future NOI in real terms. A positive figure could bonnected to the situation when
market participants have expectations of decredstoge NOI in real terms. In the
case of expectations of decreasing future NOI ahterms this situation could also be
described as expectations of future depreciatiorahterms if all other parts of the
yield demand are constant (real interest ratekHaistor).

It should be emphasised that cap rates or discated that are supposed to be applied
for the purpose of making assessmentsafket value/fair valueshould be extracted
empirically from transactions in the property markein a equivalent way extracted
applying the financial view introduced above. Belthsre will be an example from a
theoretical point of view based on a situation wh&e are supposed to know how the
market requirement for return is built up from dnt components in a specific
situation. However, determination of relevant cajgs/discount rates for the purpose
of calculations ofndividual investment valueould be normatively described from a
specific company’s point of view.

Assume that the following conditions hold:

Real rate, no risk 3% (Swedish Government Bonal8001 maturity year
2014, 27/6-2003; listed at 2.3% 1i822004)

“Normal” risk premium

Property 2% (See for example Hutchinson & Haktimaran,
2000)

Real change in value 2% (See for example Baum &INoney, 1997; Bejrum,
1995)

Inflation rate 2%

From the assumptions above the relation betweematap (yields) and discount rates
may be described as in Table’81

131 persson, 2005; Nordlund, 2004
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Table 5.1 Discount rates and cap-rates

Nominal cash flow calculation
Nominal discount rate: Percent . .
Realrate. no risk 3 Discount rate used to discount future cash-flows do es not
Risk—prer'nium include any compensation for real change in value. Real change
Compensation of inflation 2 in value is supposed to be expressed in growth or d ecline in
Discount rate, nominal 7 future cash-flows.
Cap-rate/ Yield Percent ) .
(inguding components of inflation) Cap-rate (yield) also have to include the future ex  pected
Realrate. no risk 3 change in value and cash-flow since there is only a cash-flow
Risk—prer'nium p=7 2 from a single year in the calculation.
Compensation of inflation 2
Real change in value -2
. = -g=7-0=7%
Inflation g=0 2 P-g ?
Cap-rate/Yield (p-g) — 7 components of inflation excluded: 5-(-2) = 7
Real cash-flow calculation
Real discount rate Percent
Realrate, no risk 3
Risk 2
Compensation of inflation 0 Includes no compensation of inflation because cash- flows are
Discount rate, real 5 calculated in real terms. Expressed as cap-rate, se e below/above:
P-g=5-(2)=7

The relationships described in table 5.1 abovesianplified, but they are acceptable
when applied to figures of the size in the tablee Torrect way to make the
calculations is to apply Fischer’'s formula, furtleiscribed in Persson (2005).

In relation to the discussions about real depreciabne would first have to make it
clear that if an investor believes that the realaperating income (NOI) will be at the
same level in perpetuity without capital expenditafforts that goes beyond normal
levels of maintenance costs, the required compiemnsat real depreciation in the cap
rate would of course be nil. However, if the inegdielieves that the future real NOls
will depreciate or that capital expenditure woudrbquired in the future to keep the
real NOls, the rational investor would most likedguire a compensation for this fact
in the cap rate.

The expected real change in value is the samesasxjbected real depreciation and in
an ideal case where market demand for yields/digo@tes is constant over time this
should follow the pattern of real NOI developmédd¢preciation can roughly be
divided into three subgroups: physical deterioratfanctional obsolescence and
external obsolescence. Physical deterioration anctibnal obsolescence can be
curable or incurable in nature. Simply put, these subgroups of depreciation are
possible to counterbalance if it is economicallgsible to cure them. External
obsolescence is related to factors outside ofubgest property. This can be an
economic factor, such as oversupplied market ocation factor such as poor siting
or proximity to a negative environmental influeriée.

132 Appraisal Institute, 1996
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5.3.2 Normalised NOI as an assessment made by matlarticipants

To reach a figure that is an assessed market failuedlue, or the yield demanded by
the market observed in transactions, one has &sassnormalised NOI. The
assessment of the normalised NOI consists of diffekinds of problems that have to
be solved. Below | will give a few examples of gdevhs connected to this issue.

Assumptions needed to make assessments of thetrdarkend for yield returns in a
certain relevant market, e.g. office propertieSiockholm CBD, are rental income,
operating and maintenance costs, property tax esuhgd rent, which all are inputs in
a calculation that leads to NOI. This NOI shalleef the market participants’ view of
NOI, a normalised NOI. This NOI is then relateptaes paid in transactions on the
market and hence indicates the market demand étd yegarding investments in
similar properties.

5.3.2.1 Normalised rental (lease) income

As described in chapter 3, the accounting ruleandigg rental/lease income say that
these income streams should normally be reportedsiraight-line basis over the
lease term. In some situations rental income iarfaial reports could diverge
materially from rental income cash flows, as exefigal and discussed in chapter 3,
where theory and accounting rules issues were idescr

The assessment of market expectations regardig ianome includes different
kinds of problems. One is to decide what the magkeectation is for gross rental
income — the rental income that would be recei?d®©% of the lettable area was
rented out. Another problem to solve is the maekgiectation of vacancy losses:
empty parts of the lettable area. In turn thesepwmblems lead to difficulties when
deciding on market participants’ view of NOI andhbe the precision in estimating
the yield when trying to extract this key demandriiurn from transactions in the
market.

Since market rent levels in newly agreed leaseraotst show movements over time
with a connection to the business cycle as wellaasancy levels, it should not be
taken for granted that the market participants’eetations regarding gross rental
income are automatically linked to the current rearkent level for all contracts.
Those contracts normally expire at different pointSme. In an effective market
with rational actors it could be argued that thimecare aware of these movements
and take them into account when making price biddifferent properties with
different lease contract structures.

One could argue that the market expectation regandintal income should be
assessed as the normal rental income level expixtadertain kind of property in a
certain kind of geographical market. This kind afgerty and location may include
both newly agreed rents (current market rent lexed) rental income levels
contracted in a market situation where the levesevhigher or lower. From this
perspective the market expectations of rental iret@vel may not be automatically
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equivalent to the current market rent level. Whrat just been discussed is illustrated
in the example below. It may very well be the csg market participants are
rational to the extent that, in reality, they da ewpect rental income to be equivalent
to the current market rent level at any pointingiin markets where the market rent
levels are volatile. If this is the case, the corieay to analyse a market view of
required yields in transactions is not based orctineent market rent level but from
the expected amount of rental income that will biéected in the future-*

Studies of, for example, property prices and/of offece rents have also shown that

if the price or the rent is above trend, then ixésls to expectations that it will fall,
and vice versa if it is below trend. Thus propgmntizes and/or real rents tend to return
towards a stable real value trend, a long run aeetmean reversiony”

In a study carried out by Hendershott & MacGre@f0@) they link property
capitalisation rates to those in the bond and staaikets. Hendershott & MacGregor
argue that cap rates demanded in the United King@léit) property market indicate
that there are rational expectations and that ats rcontinually tend to their long-run
equilibrium value. Using rents as a long-term erptary variable they conclude that,
in periods when rents were above their long-terah meean, UK investors expected
them to fall and when rents were below their loegrt real mean, they were expected
to rise. The authors argue that mean reversionegacould be useful when
evaluating current rent levels. Figure 5.2 beldusirates this.

Figure 5.2 Actual and expected market rent levels

Amounts
in SEK

/ Cyclical market rent level in real terms

Market expectation of rental
income (real terms) in reality?

Time

What has been discussed and described abovesisatied in the example that
follows. In this example the current market renelds 3,000 SEK/sgm (assume a
high position in the business cycle) while theaadil expectation of rental income

133 |nterview with professor Erik Persson, 28.11.2003
134 See for instance Cho, 1996; Hendershott & MacGrefiD3
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that will be collected through ups and downs inlibsiness cycle is not more than
2,500 SEK/sgm. Assume that market expectation dagguoperating and
maintenance costs, including property tax and gidease, is 500 SEK/sgm.
Furthermore, assume that the price level in trai@acregarding comparable sales is
30,000 SEK/sgm.

The extracted yield based on current market revet il be:
3,000 — 500 = 2,500; 2,500/30,000 = yield 8.3%

The extracted yield based on the lower expectatiessribed above as an assessed
market view of long-term market rent level:

2.500 - 500 = 2,000; 2,000/30,000 = yield 6.7%

If we were then to make an assessment of markeéffalr value for a valuation
object where the market expectation of NOI is 1,8&K/sgm we could end up in
two different assessments of this value as destbeéw, applying the two different
yields:

1,900/ 8.3% = approx 22,900 SEK/sgm

or

1,900/ 6.7% = approx 28,400 SEK/sgm

depending on which of the extracted yields is used.

From the lowest value to the highest there is f@idihce of 24% and from the highest
to the lowest a difference of 19%. This shows thpartance of knowing how the
yield is derived and that NOI is estimated in a w@at is consistent with the
assumptions behind the yield.

In this context it should also be emphasised thataluations reviewed by Svenskt
Fastighetsindex/IPB®, vacancy levels, when compared to initial vacaewgls, have
been underestimated for many years. Hence gross recome less vacancy losses
may be overestimated in valuations. However, vagérss risks could also be
reflected in the risk factor in the yield/cap ratehe discount rate, but this issue will
not be further discussed here.

5.3.2.2 Normalised operating and maintenance costs

If a Direct Capitalisation Method is applied toess a fair-value figure, it is very
important to be aware of the difference betweemaeting and property valuation in
respect of boundaries between maintenance expandaavestments (capitalised
costs). In property valuations my impression ig thes boundary is drawn between
efforts that will appreciate the fair value of ®perty and efforts that will not
appreciate fair value. These judgments are foundedonomic theory and can be
different from situation to situation regardlessafether the same types of
improvements are made in the properties.

135 Svenskt Fastighetsindex, 2003 a
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In an accounting context, however, these boundaresegulated in IAS 40 and IAS
16, as described in chapter 3. The acquisition cast-based value concept, of a
replaced componejﬁf’ must be handled as an investment in the accoundttharefore
will be initially accounted for as a balance she=n, increasing the carrying amount
of the asset. Costs of “day-to-day serviciigwill be accounted for as a maintenance
expense in the income statentéhtThis treatment for accounting purposes holds
even if the acquisition cost is less than the apatien of the fair value as a result of
the effort, or the other way around. The differebedveen the acquisition cost for the
replaced part and the appreciation in fair valuéhve handled in the accounts as a
negative or positive fair-value adjustment

What has been discussed above can be illustratdtedpllowing example:

Assume that a company replaces the roof of a Imgjldrhe acquisition cost of the
roof is 2,000. The valuer's assessment is thatadbereplacement will appreciate the
fair value of the building by 1,500. The treatminthe accounting context will be
capitalisation in the first place of the 2,000 &lnen there will follow a negative fair-
value adjustment of 500. In the valuer’s calculatdd NOI, he will include the 500 as
a maintenance cost that will decrease NOI for waagourposes. Hence, for
accounting purposes, NOI will be 500 higher than kD valuation purposes.

If the valuer applies a DCF method in the fair-eaissessment, and the roof
replacement is planned to take place sometimeeirfuture, the valuer will probably
include the 500 in maintenance costs decreasingadd@lthe 1,500 will be reflected
as an investment cash outflow. The connected &lirevappreciation of 1,500 will be
the result of the Net Present Value ( NPV) cal¢oiatf, for instance, the lower
maintenance cash outflows, those which not appeetie fair value, required in the
future as a direct effect of the roof replaceméntther words, the fair value of the
roof replacement depends on how much higher fli@és will be as a direct effect
of the roof replacement, compared to future NOthefreplacement had not been
done. The possible effects on future cash flowswvahges from an investment are
shown in Figure 5.3.

136 For instance, according to IAS 16 p 13 and IAS40, replacement of interior walls is component
replacement that should be added to the carryinguatrof the property.

137 pAccording to KPMG'dnsights into IFRS4th Edition 2007/8, repair of a leaking roof isexample of a “day-
to-day service” effort

138|AS 16 also includes further guidance on the isegarding boundaries between capitalizing or esingra
cost; IAS 16 p 8 states, for instance, that mgjare parts qualify as a cost to be capitalised értity expects to
use them during more than one period.

1391AS 40 p 68
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Figure 5.3 Cash flow and investment

VALUE A Rental income increase

\

Net rental income Net rental income

Maintenance costs -~
Maintenance costs

Operating costs

TIME

‘ Investment

Source: Lundstrém, 1997 p 48.

The NPV of the differences in future cash flowsirthe property, before and after
the roof replacement, is not just a product ofed#hces in cash flows of different
alternatives, it is also a product of the markehded for returns in terms of required
discount rates. As described above, the discotathat the market demands is
theoretically built up of a risk-free rate and skrpremium and the latter component
varies from one market to another. Note that, liergurpose of fair-value
assessments, the logic of these boundaries, mamterexpense or investment, is
estimated on the basis of the experience of to dbgtee certain efforts affect fair
value.

These boundaries are not automatically equivatehbw accounting rules prescribe
that the split between expense and capitalisationld be done for accounting
purposes regarding the roof replacement. As preWyalescribed, the latter issue is
solved by the way that the acquisition cost ofrtiaf is capitalised in an accounting
context. If the consensus view of the market i$, tinathis particular case, the fair
value appreciation is something other than theiattoun cost, this fact will show up
as a fair value adjustment in the financial repaftsr, or at the same time as, initial
recognition of the component in the accounts. heotvords, in the accounting
context the boundaries between maintenance expandesapitalised costs are based
on normative accounting standard statements. hogepty valuation context, these
boundaries can vary over time and between relewankets. Hence, for property
valuation purposes these boundaries have to begmwpirically, not taken from
what is normatively required in accounting rulestsas IAS 40 and IAS 16.

Operating costs seem on many occasions to be adsess stereotyped manner based
on national standards, both in situations wheraatains are performed and also in
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other types of analysi€. These simplified assumptions are unsatisfactorpany
cases since the variations in reality could beiBggmt. For example, the difference
between the highest and lowest municipal charg&weden could be as much as
approx 150 SEK/sqgft"

There are also problems in valuations concerniagaisessment of the proper level of
costs for administration and other organisatioatssl costs, such as property
attendance.

5.4 Valuation in practice — a summary of results fom an empirical
study

As a part of the research project underpinningttigsis, an empirical study was
carried out on how valuations of commercial propare conducted in practice. In
this study some leading property appraisers in 8wedkre interviewed regarding
which information from the market they used in trepraisals of commercial
property and how the valuations were conducted.

The purpose of this study was to clarify, underdtand critically analyse how
different kinds of market information are relatedhe assessments of market values
for office property. The study was arranged in paots: one a description of
theoretical issues and the other an empirical stddyw different kinds of problems
regarding valuation of this kind of property wemnidled in practice. The whole essay
is attached as an appendix to this tH&Sis

According to the respondents’ answers, the mosnoomvaluation method applied is
a comparable sales method. In practice, howewvey, uBually apply the so-called
DCF method, an income approach, which means tegtdiscount assessed future
cash flows to an NPV using market participantstiwa NOI and applying a discount
rate that reflects market participants’ demandéourns for a certain property, the
valuation object.

The conclusions of the study are that there amfgignt problems in practice in
trying to evaluate the required yields in the mapkecisely, and furthermore that
there is a need for refinement concerning how diffekind of parameters are
assessed in a normalised (market adapted) NOI,asiodntal income level, operating
and maintenance cost levels. It is hoped that tkiesks of refinements may
contribute to a reduction in uncertainty intervialsnarket value assessments of

140 5ee for instance Leimdorfer, 2003 where operatimymaintenance costs regarding residential piepeite
assumed to be 350SEK/sgm for older buildings afidSEK/sqm for newly built or recently renovated gedies,
regardless of where in Sweden they are locatedafdeg office buildings, these costs are assumds: t800
SEK/sgm in the city of Stockholm and 250-275 SEMKisq the rest of Sweden.

141 Avgiftsgruppen, 2002

142 Nordlund, 2004, reprinted in the appendix — Whatlof information from the market is employed asib for
appraisals of commercial real estate? (Vilken imfation fran marknaden anvands som underlag vi viaglav
kommeriella fastigheter?)
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commercial property. Furthermore, it seems to bectise on many occasions that
appraisals, which are claimed to have been perfdiyeDCF methods are, in reality,
just somewhat complicated versions of “eternityitzdigation” applied in a Direct
Capitalisation Method with strong relationshipstoomparable sales method. The
parameters in the applied “cash flow methods” &my ¥requently applied in such a
way that the valuation could just as well have béescribed as a method based on
“eternity capitalization” of NOI and the outcomeyaeding the assessed market value
would have been essentially the same in many cases.

Furthermore there is a risk that cash flow illustras performed and presented in
many market valuations of commercial property cayilet misleading information to
investors regarding future cash flows.

lllustration 5.4 shows an interpretation of the ssmsus obtained from analysis of the
study responses.

When making cash flow predictions applying a DCRhod, most respondents
answered that:
- Market rent level is normally assumed to follow teeel of inflation
development
- Operating and maintenance cost levels are norraltyassumed to follow
the level of inflation

Hence their assessments of the real (no inflatiteces) cash flow development will
be as described in Figure 5.4 below. The cash flattern described could also be
compared with findings presented by e.g. Bejrum €1992) and Bejrum (1995),
showing long-term decreasing NOI in normal cases the life cycle for built
property.

Figure 5.4 Assumed cash flow in real terms
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Figure 5.4, showing the findings from the empirisaidy of interviews with property
appraisers, implies that there is a high probatifiat errors in estimates of future
cash flows will occur in valuations performed usthg DCF method the way this
method is normally applied. This conclusion issthated in figure 5.5, which shows
that, depending on at what point in the businestedye valuation is performed,
extrapolation of the current rent level will probatead to over- or underestimation
of future rental income, and hence NOI, if businggdes and cyclical movements in
rent levels occur in the future.

Figure 5.5 Cash flow over the business cycle
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However, some respondents answered that operatthghaintenance costs were
projected to increase just a little more than tfilafion rate but, to reiterate, the most
common answer was that a development was projecieee with the assumed
inflation rate. Regarding the market rent levelbhwer, almost all the respondents
answered that they assume the market rent levelamet for the valuation object, will
follow the assumed inflation rate. This means thate are no adjustments in real
terms as a result of the valuation object growiligioduring the time shown in a cash
flow forecast for market valuation purposes. Furti@re, no consideration is paid to
the fact that market rent levels show cyclical grais over time, with a strong
connection to the development of the business cycle

The respondents claim, however, that applied discates are adjusted to reflect the
assumed inflation rate by adding the inflation tatéhe assessed market demand for
yield that is relevant for the valuation object. $flof the respondents answered that
they also normally apply the initial market demdmdyield (at the value date) to
assess the residual value that is a part of caals flhat are discounted to NPV.

The effect of such a calculation will be approxietathe same as if a Direct
Capitalisation Method had been applied in the ptate, taking account of
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adjustments as a result of divergences betweeanlaitaumstances and market-
expected circumstances such as, for instance | irotane levels that diverge from
market expectations. When applying a Direct Caipaitibn Method such divergences
are normally reflected by an NPV calculation betw#de actually contracted rental
income level and the market expectation of remzdme level. In other words, the
appraisers could just as well apply a Direct Céipation Method with corrections for
divergences as described above. From my pointest MDCF methods applied the
way described in the findings could, in some cirstances, contribute to wrong
decisions made by investors if they rely on theonmrtes from those calculations,
since there seems to be no ambition to try to stealstic future cash flow patterns
in the projections. In short, although it is natially apparent, applications of the
DCF method and the way cash flow projections seebetmade are, in many cases,
merely a somewhat unnecessary and complicatedavatylise a Direct Capitalisation
Method.

There are problems connected to predicting futusgements in business cycles and
hence future income and total return from propassets, which will be discussed in
chapter 7. Therefore the most useful fields of imptibns for DCF methods may be in
calculations of, for instance, individual investrhgalues. In this context it could also
be easier to explain — as discussed previouslyy-tidre are different scenarios, also
showing sensitivity analysis, regarding possiblefe outcomes.

The findings in this study imply that discount satend cap rates/yield, used in market
valuations, seem in most cases to be extracted ondess directly from transactions
in the market.

Another conclusion from the study is that the veduey not to act “normatively” in
making cash flow projections. If the market consens that there will be a real
depreciation of NOI in the future this fact shobklincluded in the yields extracted
from transactions in the market. Hence there ise®d to show those patterns in the
cash flow projections as long as the applied matkatand for yield is at the right
level. When it comes to movements in future NOI tumovements in business
cycles, this fact should also be reflected in tleaket demand for yield on a market
that works effectively with rational investors. Bkss that, if nobody else can predict
an upturn or downturn in the business cycle wittcgion, why should the valuers try
to do this in their cash flow forecasts for valoatpurposes? These arguments are not
hard to accept, but the question still remains, agpgly a DCF method in such cases?

As discussed in 5.3, there are a number of diffiesito overcome when trying to
assess the market expectations regarding NOI froertain valuation object. The
interview study referred to in this chapter alsafaons that valuers face problems in
practice when trying to assess this figure. In sei&ations valuers use stereotyped
inputs regarding market rent levels, vacancy raipsrating and maintenance costs,
etc. By extension this also leads to problems deteng the correct yield levels when
trying to extract them from transactions in the kear
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6. Empirical studies of financial reports

6.1 Introduction

The idea behind international accounting rulesasthgle set of standards is of
course to reach a common language, which in tuquires consistent application of
IFRS rules in all essential terms. Instead of déffe sets of rules varying from
country to country, hopefully a single set of st@m$ will provide better information,
thus making analysis of companies more efficieme Ghould also bear in mind that
the current IASB Framework emphasises the needasd®guate and transparent
financial reporting for investors who are providefsisk capital to the entity*

As accounting practice according to the new intéonal rules is in a start-up phase,
application of the rules will be expected to varysbme extent between different
companies and maybe also between companies fréemafit countries. There are
cultural differences between countries that alfloémce financial reporting to a
degree. In this context two dominant traditiongofounting are often referred to: the
Continental and the Anglo-Saxon (briefly discussethe introduction).

The purpose of the empirical study presented md¢hapter is to investigate some
selected key issues concerning how the accountieg have been applied so far as
we are able to find out from studying annual rep/@irtancial statements.

As stated in the Methodology chapter the key isshesen were:

- the chosen method to account for investment ptppkir value model or cost
model

- the description of accounting principles regagdine borderlines between
maintenance costs to be expensed in the inctatengent and capitalised costs
(investments)

- whether fair value adjustments are reported alo\low financial items in
income statements

- disclosure regarding applied methods, signifigasumptions in valuations and the
connection between valuations and market evielenc

The companies investigated were divided into twagsoups: property companies
from Sweden and property companies from the reBuobpe (if they were among the
top 20 market caps in Europe of listed property ganies).

1431ASB Framework p 10
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6.2 Selection of accounting model investment propgr— Cost model
or fair value model

The results concerning the chosen model are pexériow, first for the companies
from the rest of Europe and then for the Swedishgamies.

The companies from the rest of Europe
Results from the study of property companies fromrest of Europe are presented in

table 6.1.

Table 6.1 Choice of model: rest of Europe 2005

Cost model or fair value model

Cost Fair value

Company Country model model
Land Securities Great Britain X
British Land Great Britain X
Metrovacesa Spain X

Rodamco Netherlands X
Unibail France X
Liberty Int. Great Britain X
Hammerson Great Britain X
Klepierre France X

Slough Estates Great Britain X
Corio Netherlands X
Immofinanz Austria X

VG Germany X

Brixton Great Britain X
Wereldhave Netherlands X
PSP Switzerland X
Colonial Spain X

Derwent Valley Great Britain X

In interim financial reports during 2006 it candeen that Metrovacesa and
Immofinanz elected the fair value model in the sekcgear of applying IFRS.

In a follow-up study, the annual reports for thenesacompanies were studied for the

following year, 2006, applying IFRS. The outcomé#hes study are shown in table
6.2.
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Table 6.2 Choice of model: rest of Europe 2006

Cost model or fair value model

Cost Fair value

Company Country model model
Land Securities Great Britain X
British Land Great Britain X
Metrovacesa Spain X
Rodamco Netherlands X
Unibail France X
Liberty Int. Great Britain X
Hammerson Great Britain X
Klepierre France X

Slough Estates Great Britain X
Corio Netherlands X
Immofinanz Austria X
VG Germany X

Brixton Great Britain X
Wereldhave Netherlands X
PSP Switzerland X
Colonial Spain X

In this table it is shown that a majority of th@perty companies from the rest of
Europe elected the fair value model. Initially gigf those companies elected the cost
model but during the following year three comparf@slonial, Metrovaceza and
Immofinanz) had given up the cost model in favouthe fair value model. There is a
clear movement towards the fair value model: orligpikerre and IVG hold on to the
cost model, but IVG will switch to the fair valueontel the following year because, as
they write in the 2006 annual report, this modelass accepted as best practice and
Klepierre shows its income statement and balaneetsh accordance with the fair
value model in notes to the accounts.

The Swedish companies

All the listed Swedish property companies havetekbthe fair value model in
financial reports for 2005 and all of the Swedisbperty companies studied in the
sample hold on to the fair value model in the ahnejaorts of 2006. The Swedish
property companies investigated are listed in téablebelow.

Other studies

The International Valuation Standards CommitteeS(Y carried out research
regarding the first annual reports in accordandb WRS, looking into the financial
reports of 59 European property companies, applf&R$. The outcome of their
study confirms the findings above as they concltidesurprisingly, given the
sector’s focus on asset values, the overwhelmirjgniaof the companies in the
sample used the fair value model in IAS 40 forrtimiestment property-**

144vsc, 2007
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Ernst & Young (2007) also studied the applicatibhF&RS in property companies,
examining the annual reports of 25 companies fefitancial years ending in 2006
and 2007. In their study they found that only twwonpanies had chosen the cost
model in IAS 40: Klepierre and IV&'? The companies studied by Ernst & Young are
described as major listed property companies amdram Australia, Belgium,

France, Germany, Hong Kong, Italy, the NetherlaSiisgapore, Spain, Sweden,
Switzerland and the UK.

6.3 Subsequent expenditure: Boundaries between magmance
expenses and investments — How accounting princigl@are described

The companies from the rest of Europe

The recognition principles are identical in IASdied IAS 40. Therefore it has been
judged that if there is a description of this pijhe in the annual reports this principle
has been added to the reflections below regardfestether the principle description
is under the heading of Property, Plant & Equipnarihvestment Property.

Nine companies in the sample from the rest of Eeitogove no explicit description of
the principle that defines the boundaries betweaimt®nance expenses and
investments. Those companies are:

- Unibail

- British Land

- Corio

- Liberty

- Hammerson

- Klepierre

- Immofinanz

- VG

- Derwent Valley.

Three companies describe their principle in terinsapitalising costs as additions to
property if the costs are of a “capital nature” wéwer, there is no further definition
of what is meant by “capital natufé®. Those companies are:

- Land Securities

- Slough Estates

- Brixton

One company states that subsequent value-appreciedpital expenditure qualifies
as acquisition costs and is capitalised. That compmthe Swiss company P$B.n
the annual report for the 2006 PSP states thatgubst expenditure is capitalised at
various rates and the maximum is 70%. However pecsic cases a capitalisation
rate of 90% is used.

145 Erpst & Young, 2007
148 year 2005 and 2006
147 year 2005
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The other companies included in the study have gmiton principles that they
describe as follows:

Metrovaceza: “The costs of extensions, modernisata improvements that have led
to an increase in productivity, capacity or effiag, or have extended the useful lives
of assets are recorded as an increased cost oélthant assets.” The other Spanish
company, Colonial, has a similar descripti8hin the 2006 annual report, Colonial
has added that subsequent additions are measustatHowever, this is written
under the heading @ther items of property, plant and equipment in the context
of investment property.

Rodamco: “Subsequent expenditures are chargedetagbet’s carrying amount only
when it is probable that future economic benefsoaiated with the item will flow to

the Group and the cost of an item can be measetfiadbly.” That was for investment
property. For property, plant & equipment the dgdimm is as follows: “The group

recognises in the carrying amount of an item oéotroperty, plant & equipment the
cost of replacing part of such an item when thd curred if it is probable that
the future economic benefits embodied with the iteith flow to the Group and the

cost of the item can be measured reliably.”

Wereldhave: “After acquisition subsequent expemditis added to the asset’s
carrying amount when it is probable that futurerexsunic benefits will flow to the
entity.”

The Swedish companies

The sample of fourteen listed Swedish property comes also includes different
kinds of descriptions regarding the boundaries betwmaintenance expenses and
investments.

Three of the companies have no description aFaBtPartner, Wihlborgs and
Sagax-*? However, in the 2006 annual report, FastPartnerldded a description of
the borderline between maintenance expenses aitdltssgul costs that is identical to
the description that applies to Balder, Brinova,(ste below). Sagax has included a
statement that maintenance expenses that leatlte foenefits are capitalised.

Five companies have a description like the ona@ldigre: “Subsequent expenditure is
added to the carrying amount if it is probable thatfuture economic benefits
associated with the item will flow to the entitydatine cost of the item can be
measured reliably. The decision whether the casbeicapitalised is settled from the
view if the cost fits with the definition of replament of identified components, or
part of such components or if a new component lesah lleveloped when the
expenditure was incurred® The companies with such descriptions are:

- Balder

148 year 2005
149 year 2005
150 Apnual reports 2005 and 2006

76



- Brinova

- Hufvudstaden
- Kldvern

- Lundbergs

Heba'’s description states: “Subsequent repair esggerelated to other than running
maintenance and replacement of minor parts areadispd” (annual reports for both
2005 and 2006).

Ljungberggruppen’s description reads: “Expenditegarding redevelopment and
maintenance that will result in economic benefds,faccording to IFRS, been
capitalised” (no significant change between 200 2006).

Two companies (Castellum and Fabege) have desorgpthat conclude that
subsequent expenditure is only capitalised to xteng that the costs will appreciate
the fair value of the properties. Other costs bdlexpensed in the income statement
— these are interpreted as repair and maintenappemses. This holds in both
companies for both 2005 and 2006.

Wallenstam seems to capitalise expenditure relatéedevelopment” and
“improvements” as described in the 2005 annualnteptowever, in the 2006 annual
report Wallenstam seems to have included a desmrighat is very much like that of
Castellum and Fabege.

Kungsleden capitalises costs that lead to “fut@@emic benefits” in the annual
reports for both 2005 and 2006.

Other studies and concluding comment

Empirical studies by Palm (2008) and Gustafsso%28onfirm that different
principles are used within different companies rdgy the borderline between
maintenance expenses and capitalised costs. Tbemes of the empirical studies
presented above show that companies disclosedtitf@rinciples regarding the issue
of borderlines discussed here. Palm’s study alsfiroos that these different
descriptions of principles are also based on diffeapplications in practice to some
extent. Concerning the measures discussed hera,dPal Gustafsson have conducted
studies that show results leading to the inferd¢hatthere is no consensus view on
many occasions in practice, regarding which speaifgasures are expensed in the
income statement and which are capitalised.

For instance, one company may replace the wasés pipd expense the whole cost
immediately, or parts of it, and in the meantimetaar company performs the same
kind of replacement and capitalises the whole amadilre empirical studies referred
to shows that there are, first, differences betwhese who apply Swedish GAAP
and those who apply IFRS. However, this findingas$ surprising since there are
differences between the written rules. But, sec&adin also shows that there are
differences within the groups. In other words, gpp IFRS has not yet led to a
consistent application of this boundary issue. fHoe that there are differences in
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application among the users of Swedish GAAP issngprising since there are two
recognition principles in Swedish GAAP: one fotti@li recognition and one for
subsequent expenditure.

It should also be underlined that there are a nurmbempirical problems when
applying some of the general economic formulatie®w does one, e.g., evaluate to
what extent an effort leads to higher future beas@fi

6.4 Fair value movements/adjustments reported abova below
financial items in income statements

IAS 1 is silent on the issue of where in the incataement fair value adjustments
should be reported — above or below financial iteMegnagement may find
arguments for reporting these adjustments beloanfiral items to reduce their
importance as discussed in chapter 3 (3.5.2). Toyepty companies in the sample
were investigated on this issue.

The companies from the rest of Europe

Table 6.3 How reported: rest of Europe

Above Below
financial financial

Company Country items items
Land Securities Great Britain X

British Land Great Britain X

Metrovacesa Spain )

Rodamco Netherlands X

Unibail France X

Liberty Int. Great Britain X

Hammerson Great Britain X

Klepierre France Cost model

Slough Estates Great Britain X

Corio Netherlands X

Immofinanz Austria X)

IVG Germany Cost model

Brixton Great Britain X

Wereldhave Netherlands X

PSP Switzerland X

Colonial Spain Cost model

Derwent Valley Great Britain X

In table 6.3 it is shown that as far as it was jbsgo investigate the reported fair
value adjustments reported in the first IFRS reparbne of the companies from the
rest of Europe reported these below financial itemiscome statements. However,
note that two of the companies had earlier repatedrding to the cost model and

changed to the fair value model in interim repthtsfollowing year. The outcomes of
these companies are marked (X) in table 6.3 above.
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As we can observe in table 6.3, none of the prgpmEnnpanies from the rest of
Europe report the changes/adjustments of fair viaélew the financial items on the
face of the income statement for the first yeaamglying IFRS.

The follow-up study of the following year’s finaatireports shows that Metrovaceza
reports fair value adjustments below financial ef2006 annual report) while all
other companies referred to here report this figuoeve financial items.

The Swedish companies

A majority of the Swedish property companies replogtfair value
changes/adjustments the same way as the compamieshfe rest of Europe, with
some exceptions. Three of the listed Swedish corapaaport fair value adjustments
below the financial items.

Table 6.4 How reported: Sweden

Above Below
financial financial

Company Country items items
Fabege Sweden X
Castellum Sweden X
Kungsleden Sweden X
Balder Sweden X
Brinova Sweden X
FastPartner Sweden X
Heba Sweden X
Hufvudstaden Sweden X
Kldvern Sweden X
Ljungberggruppen  Sweden X
Lundbergs Sweden X
Wallenstam Sweden X
Wihlborgs Sweden X
Sagax Sweden X

The follow-up study of financial reports for 200%osvs that the companies in the
sample adhere to their chosen pattern of repoféimyalue adjustments.

6.5 Disclosure issues — Description of valuation rieds and
significant assumptions regarding valuation of invetment property

The IVSC has reviewed the annual reports of a numobleading European property
investment companies applying IFRS for the finsteti The purpose of this research
was to examine the level of consistency in theat&dm standards applied and the
value definitions used for the valuation of propexssets; the valuation methodology
used was not examined, however.

The IVSC found out that the majority (65%) of comjas surveyed disclosed that the
valuation was carried out in accordance with naredation standards/guidance.
Ten different sets of valuation standards and guadavere referred to in the
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companies studied, the most common being the lati@mal Valuation Standards
(IVS) and the RICS Red Book. The IVSC concludes tina references to ten
different set of standards/guidance creates paiehoti confusion and inconsistent
application of valuation practices.

It is also interesting to note from the IVSC stuldgt different value concepts were
referred to in the annual reports. For instancevdiue concept “Market value for
existing use” was used on one occasion, althouglctncept has been discontinued
by IVSC as a basis of value under IFRS. Five repdeimed that valuations
conforming to IVS had been performed, but they wsedlue concept “Open market
value”, which is not recognised in the IVS. Thescafound out that there were
definitions of the value concept referred to usethe financial reports that were not
equiv?g(lant to the IVS definition of market valuedahe IFRS definition of fair

value.

The companies from the rest of Europe
The following companies give no explicit descriptiof valuation methods and
significant assumptions used for property valuatigthin their financial reports.
They merely disclose that valuations were perforimgdifferent valuation
companies in accordance with RICS Red Book andtermational Valuation
Standards:

- British Land

- Liberty

- Hammerson

- Slough Estates

- Brixton

- Derwent Valley

The companies listed above have one thing in comthey are all from the UK.

Metrovacezaas no description of valuation methods and sicanit assumptions
within its financial reports.

Unibail disclose that they have applied a method basefiscounted cash flows and
that valuations were performed by external valumtionsultants.

Colonial discloses that they have applied a discounted ftasmethod.

ImmofinanzandIVG disclose that valuations were performed by “replataeutral
appraisers” or “court-certified experts” and tHadde have applied a discounted cash
flow method in the valuation of properties.

Corio discloses that fair values were determined haregard to recent market
transactions for similar properties in the samation as the Group’s investment
property. They also disclose ranges of yields tfierestimated net rental income) for
the greater part of the properties for determinivgexternal valuation. The yield

1511vsc, 2007
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ranges are disclosed for different countries (Nédhels, France, Spain and Italy) and
different kinds of properties (retail, office, instual).

Klepierrediscloses a verbal description of how they haddferences between rent
passing and market level rents in the valuatiohgyTalso disclose that they have
applied both the comparable sales method and et diapitalisation method for
offices. For shopping centres it seems that thew lagplied a direct capitalisation
method when performing property valuations. In bzdkes they discount the
difference between market rent level and rent pagsgifter that, they make an
adjustment to the final market value figure usingsent values from those
calculations. Wereldhave discloses a similar, hotter, description of the valuation
method applied.

Only the Swiss comparSPhas a more detailed description of applied metlaods
significant assumption for the valuation of thepgedies. PSP disclose that they have
applied the discounted cash flow method and trevé#tue concept is fair value as
defined in IAS 40. They also disclose significasgamptions regarding:
- Minimum, maximum and mean discount rates for défgrgeographical areas
(cities)
- Long-term market rent assumptions in valuations different kinds of
properties (e.g. retail, office, housing) in ditfat geographical areas (cities)
- Range of discount rates and property values féeriht geographical areas.
- Inflation rate applied in the valuations
- Descriptions of how they have reasoned regardintatréncome development
and maintenance (repair and upkeep) costs basecstmates of the
remaining life spans of different building compotseduring the calculation
period

The findings of disclosure issues discussed abioviie companies from the rest of
Europe, are summarised in table 6.5.
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Table 6.5 Valuation method: rest of Europe

Combined Comparable Direct Method

External internal/ sales capitalization not
Company valuation  external method DCF method method disclosed
Land Securities X X
British Land X X
Unibail X X
Liberty International X X
Rodamco Europé X? X? X
Metrovaceza X X X?
Hammerson X X
Slough Estates X X
Corio X X X
Immofinanz X X
Immob Colonial X X
Klepierre X X X
IVG Immobilien X X
PSP Swiss Property X X
Wereldhave X X
Brixton X X
Derwent Valley X X

In some instances there seems to be a lack irodig@ of which methods applied in
the valuation, at least within financial reportarthermore, on some occasions the
descriptions are vague, which can lead to inteaticet problems.

A follow-up study including financial reports fdr¢ second year with IFRS (most
commonly 2006) shows the same pattern as desaib@ee: general descriptions of
assumptions made in valuations, if any descriptairadl and sometimes no disclosure
within financial reports regarding methods applied.

The Swedish companies

In table 6.6 findings for the Swedish companiesrdung disclosure of applied
methods and internal/external valuers are sumntharléthe Swedish companies
disclose which methods they have applied in theatadn. The descriptions are
vague, however, which leads to interpretation @otd in some situations, as will be
discussed further in chapter 11.
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Table 6.6 Valuation method: Sweden

Combined
Combined comparable Direct
Internal  External internal/ sales and capitalization

Company valuation valuation external DCF method DCF method method
Fabege X X
Castellum X X
Kungsleden X
Balder X X
Brinova X X*)
FastPartner X X
Heba X X*)
Hufvudstaden X X
Klévern X X*)
Ljungberggruppen X X
Lundbergs X X
Wallenstam X X
Wihlborgs X X
Sagax X X*)

*) No explicit reference to comparable sales method but a statement that yields and discount rates
are extracted from transactions on the market.

The practice among the Swedish companies variesdieg disclosure of significant
assumptions made in valuation of properties.

Kldverndiscloses rental income, vacancy rates, rentabke arterval of discount
rates, yields for residual values and fair valwegifferent cities where they hold
properties.

Hufvudstadenliscloses total rental income and total net opegahcome and a mean
yield for the whole property portfolio. They alsisclose intervals of yields for the
two different cities where they hold properties:ti@mburg and Stockholm.

Balderdiscloses intervals of discount rates and yietds&lculations of residual
value for different kind of cities.

Brinovadiscloses intervals of yields for different kinofsproperties although they
have applied a discounted cash flow (DCF) method.

Castellumdiscloses how they have calculated the discoues$ faom required returns
on equity, debts and assumptions on equity rafastellum also shows input
parameters of other kinds and a sample illustraifdmow the fair values have been
calculated applying a DCF model.

The companies listed below disclose various legktetail in their assumptions.
Some disclose the assumed level of inflation, tent@me development, ranges of
discount rates applied in calculations and vacdensls. However, none of the
companies disclose all of the information mentiohete.
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- Kungsleden

- Heba

- Fabege

- FastPartner

- Lundbergs

- Ljungberggruppen
- Wallenstam

- Wihlborgs

- Sagax

What has been described regarding the Swedish hyap@mpanies’ disclosure of
applied methods and assumptions in the first firdmeports according to IFRS also
holds for the following year applying IFRS in thesampanies.

The empirical study by Ernst & Young (2007) predtyureferred to concludes that
there are few examples of disclosure of numerisslimptions underlying valuations
in the companies studied. Other studies have fdhaudt is questionable whether the
disclosure requirement in IAS 40 p 75 d is fulfillem many Swedish property
companie¥? Clausén et al (2008) have interviewed analysfraperty companies
and found that those analysts need disclosurenration in financial reports which
cannot be found on many occasions. The Clauséy stad shows a lack of
numerical assumptions to a large extent in theystdidinancial statements by
Swedish property companies. Aronsson & Sjostron@72@lso found shortages
regarding disclosure of variables used in valuatmdels in financial statements by
property companies.

6.6 Summary and conclusions from this study

Selection of accounting model for investment propéy: Cost model or fair value
model

A clear majority of the studied companies has ekthe fair value model in
accounting for their investment properties. Thimisne with EPRA’s best practices
policy recommendations for property companies arlthe with what seems to be the
preferred method in IAS 40.

Subsequent expenditure: Boundaries between maintenae expenses and
investments — How the accounting principles are desbed

The net operating, or net rental, income is vengartant as a measurement basis in
property companies. With this fact in mind it itde surprising that there seem to be
different kinds of boundaries in practice betwedratns expensed as maintenance
and repairs in the income statement and what igadispd in the balance sheet. Some
companies disclose that value-appreciating costsapitalised while others disclose
that they capitalise the cost of replaced idemiiemponents or parts of those. Some

152 Clausén et al, 2008; Aronsson & Sjostrom, 2007
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companies have unclear descriptions that may lmetbarnderstand or could be
interpreted in different ways from an analyst'sgperctive. For instance, if companies
disclose that they capitalise costs that lead tiréubenefits, one might need to ask
how this was evaluated.

It is probably in the best interests of the whaleperty industry to have clear
definitions on this issue and also a clear disimcin accounting practice. In other
cases the analysts will have to continue analysamgpanies with an uncertainty that
could be unhealthy from the point of view of eféiocy. If the boundaries are not
clearly applied in practice this fact necessitaigag one’s own judgment and making
more or less qualified guesses of where these lasigsdshould have been applied in
the financial statements to satisfy users’ needswindertaking analysis of those
reports.

This issue therefore seems to need improvementittipe in order to satisfy the
needs of efficient financial reporting and analysishese reports.

Fair value movements/adjustments reported above dselow financial items in
income statements

A clear majority of the companies has elected pmrethe movements/adjustments of
fair value before financial items, often withineported operating result.

Description of valuation methods and significant asumptions regarding
valuation of investment property

Some companies seem to disregard the fact thattQA®quires them to disclose
valuation methods and significant assumptions éngduation of their investment
properties. Other companies have disclosed diftediens of very general
descriptions of methods and assumptions. Very femever, seem to disclose what
appears to be needed by financial analysts, acaptdithe findings of Clausén et al
(2008), or what is asked for in Sveriges Finansadikalrs Forening, 2005, for
example. This appears to be a part of financiabntépmm regarding investment
property that needs improvement among property emmeg. Improvements on this
issue should be in line with the purpose of finahmporting according to the IASB
Framework and made with the investors who provislegapital to the entity in mind.
Hopefully these users will be provided with infotima such that they could make
their own judgments of the fair values of the inagent properties by making
adjustments, if needed, to different kinds of pagters, at least in situations where
the properties are appraised with a method baseah @amcome approach.

Furthermore, in the studied companies statememtsecning whether the valuations
were supported by market evidence are missing gue/a

Final word

A final conclusion from this study is that very nyaof the indicators tell us that the
“common language” of financial reporting still hasite a way to go before we
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achieve a “dialect” that is easily understood ireéficient way by those who analyse
financial reports. It should be clear in this comtiat it is a prerequisite for analysts
to have extensive and detailed knowledge of thenafuite complicated accounting
rules that have been the result of the developwielftRS.

In chapter 11 there will be a more normative distusregarding the need for
disclosure regarding chosen valuation methods @mifisant assumptions in
property valuations. This discussion will conclude checklist as a proposal for
disclosure requirements on this issue and as arpnetation of what IAS 40 p 75 d
could aim at.
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7. Impacts of uncertainty in valuations and cyclica
movements in property values

7.1 Introduction

Before the requirement of applying IFRS in consatiedl financial statements for
listed companies came into force, there was a sgisson about whether the cost or fair
value model would be the choice of the property ganies applying it. At that time
some important indicators pointed towards thevalue model: it seemed to be the
method preferred by IAS 40, but also the large eriyporganisation EPRA pushed
for it to be the best practice choice. Hence it desided, in this research project, to
make an ex ante analysis to find out the probdidets of a switch from an HCA
concept applied in the national Swedish GAAP t&-%A concept allowed under
IFRS. This study was conducted at an earlier stagfere companies applied the
IFRS rules.

In current valuation to determine fair value, arfiew fair value adjustments make up
part of earnings for the year, there is an emplasisfforts to attain what is regarded
as a true and fair view of company income and fr@rposition. In this context it
should be noted that upward adjustments of theeyahat is, unrealised gains, should
be reported as part of earnings for the period.

Certain problems could be expected in accountiegraing to the fair value model.
One significant problem is that there is a cert@nance/uncertainty in fair value
assessments of propefty Also, special note should be made of the fadtriterket
values for property show cyclical movements oveeti which in turn track such
factors as inflation and underlying economic grawth

Another interesting issue is to show the effecieaome statements and balance
sheets that arise as a result of the fair valueetiadelation to the previous national
GAAP. In addition, there is a need to discuss &tascy in these reports in view of
the uncertainty in value appraisals and the effetctyclical movements in fair
values.

The purpose of this study is to highlight the diffieces in IAS 40 — the fair value
model, compared with Swedish accounting practideredFRS was in force, as
regards accounting for investment properties. im¢bntext, a general analysis was
made of what effects the fair value model wouldenhad if it had been applied to a
number of key data relating to profitability and&ncial position in companies

owning investment properties. However, the aim natsto make exact calculations

of the effects in each company. In addition, coveigie problems that could arise as a

153 |_undstrém, 2001; Mokrane, 2002; Bretten & WyaiQ2
154 Bejrum & Soéderberg, 1998
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result of variance/uncertainty in fair value aseessts and cyclical movements in fair
values for property were highlighted from an acdmgnperspective.

7.2 Cyclical movements in property values over time

Market values/fair values of property show cyclipatterns over time. This is very
important to be aware of since the fair value maaéAS 40 requires investment

property to be reported at fair value in the badasiteet and fair value adjustments to
be reported in the income statement.

One example of cyclical movements on the propedyket in Sweden is given in
figure 7.1, which shows real price developmentofifice premises in central

locations in the three biggest cities in Swedeacigtolm, Gothenburg and Malmd
from 1981 to 2003.

Figure 7.1 Price cycles: office properties

Real price development office-premises in centraafions
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Sourcewww.riksbank.se2003

Another example of strong cyclical movements inghgperty market in Sweden is
shown in figure 7.2, which shows the real priceesidential property in the same
geographical markets in Sweden from 1987 to 2003.
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Figure 7.2 Price cycles: Residential properties
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Cyclical movements in the property market in Swedenalso shown by Turner
(2000)*°, for instance, who presents a real price indexviinpthe price development
concerning residential and/or other commercial ergpfrom 1970 to 1998. During
this period, in real terms, prices had been asdsapproximately 40% below the start
year index and as high as approximately 10% higteer the start year index. In other
words, if the index started at 100, it moved dow®® at its lowest and up to 110 at
its highest.

It has been shown that total retufigrom property investments have a strong
connection to the business cygfe From a macroeconomic point of view (national
level) there have been, at least according to sssonaomists, cycles of 2-4 years (due
to changes in inventories/stocks), 7-11 years {duwdanges in investments), and
crises with intervals of 20 and 40 years and loages of 40-60 years (e.g.
Kondratiev)'®® From a local economy perspective, firms are aéiéclifferently by
cyclical movements in the local economy, for ins&m vacancies in a certain sub-
market. From a general point of view, a busines$ecig defined in relation to the
starting point of differences between the potergiaks domestic product (GDP) and
actual GDP, the so-called “output gap”. One busireggle could thus be defined as
the period between two closed “output gaps”, adhasperiod between two “highs” or
“lows” in the output gap. A common view in practisethat a “normal” business
cycle extends over a period of 4-6 yéats

15 Lindh, red, 2000

158 |ncome return (Net Operating Income) and capitaih in relation to the capital value (market \&lof real
estate.

157 Bejrum & Séderberg, 1998

158 See for example discussions in Johansson, 199Rartiund, 2004

159 See for instance Jonnerhag, 2004
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Regarding the longer waves in the economy as aeyitas important to bear in mind
that the effects of these movements can have aeseapact on parameters like rental
income and market value movements in the propeansket. Many experts emphasise
their existence but unfortunately there seems todeonsensus view about what
causes these movements and how different factiieentes the economy as a
whole'®®. There also seems to be a lack of regularity értithe intervals between
these long waves in the economy. In other wordseks are aware of their existence
but cannot make an exact prediction about wheimia they will occur.

In figure 7.3 below it is shown how the cyclical wvements in market values of
properties affect the total return from propertyestments. The illustration shows
total returns as measured by Swedish Property lhdastment Property Databank
(SFI/IPD) 1984-2006.

Figure 7.3 Cycles in property returns

Swedish total returns have also booming

Components of Sweden All Preperty Total Returns, % yly, 1984-2006
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160 See for instance Lind, 2003; S6derberg, 2002]63h2001; Lindh & Malmberg, 2000; Schén, 1993
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7.3 Values and results over time using different @ounting rules

7.3.1 Outcomes according to old GAAP rules

The following is a tabular presentation of key finel data in the companies studied
— Swedish accounting rules before IFRS was in fdrcéhe tables the names of the
companies included in the study have been anonvixsé they are given in a

footnote®?,

Table 7.4 Net income after tax according to old BAA

According to earlier accounting rules in Sweden (be fore IFRS)
Net income after tax in percent (%) of net turnover
Percent %
Year:

Company: 1995 1996 1997 1998 1999 2000 2001
Company A ---- ---- ---- 26 14 18 32
Company B 22 24 25 22 27 25 32
Company C 2 3 8 4 25 8 7
Company D - - - 14 25 20 17
Company E 42 28 22
Table 7.5 The development of cash flows

According to earlier accounting rules in Sweden (be fore IFRS):

Cash flows as percent (%) of net turnover

(not including impact of changes in working capital , debt/amortization, investments, owner transfers)

Percent %
Year:

Company 1995 1996 1997 1998 1999 2000 2001
Company A 21 27 24 27
Company B 26 26 27 28 28 29 25
Company C -1 7 6 2 13 12 13
Company D 23 16 16 19
Company E 33 30 30
Table 7.6 Equity capital in MSEK according to old&P

According to earlier accounting rules in Sweden (be fore IFRS)

Equity capital, MSEK

MSEK
Year:

Company 1995 1996 1997 1998 1999 2000 2001
Company A 3,958 4,107 3,918 4,051
Company B 106 123 142 157 172 166 188
Company C 654 670 718 736 904 680 628
Company D 1,262 1,414 1,275 1,343
Company E 9,995 10,321 10,145

161 Company A = Tornet; Company B = Heba; Company Call&istam; Company D = Mandamus; Comp&ny Drott
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7.3.2 Analysis of the effects on income and equifsom accounting according to
the IAS 40 fair value model

A general recalculation in line with the conditicstated above and the rules of the
fair value model results in the following key fir@al ratios for income and equity:
(Note the figures shown below include fair valuguatinents of the companies’
property holdings.)

Table 7.7 Net income after tax according to IASatOvalue model

According to IAS 40 the fair value model
Net income after tax in percent (%) of net turnover

Percent %

Year:
Company: 1995 1996 1997 1998 1999 2000 2001
Company A ---- ---- ---- 52 18 29 43
Company B 62 68 66 73 45 190 40
Company C 33 20 52 12 36 59 54
Company D ---- ---- ---- 81 14 35 25
Company E 80 130 -4

Table 7.8 Ratio between net income after tax agagrtb IAS 40 fair value model

and net income after tax according to old GAAP

According to IAS 40 the fair value model comparedt o earlier accounting rules in Sweden

Net income after tax in percent (%) of net turnover

The outcome is described below as a ratio where net income according to Fair value model is
related to net income according to earlier accounti ng rules in Sweden.

Ratios
Year:
Company 1995 1996 1997 1998 1999 2000 2001
Company A 2.0 1.3 1.6 1.3
Company B 2.8 2.8 2.6 33 17 7.6 1.3
Company C 16.5 6.7 6.5 3.0 14 7.4 7.7
Company D 5.8 0.6 1.8 1.5
Company E 1.9 4.6 -0.2

In this context, it should be noted that the pusitiesults that are included due to fair
value adjustments in the above figures are unealigotential results at a certain
value date.

Table 7.9 Equity capital in MSEK according to IABféir value model

According to IAS 40 the fair value model
Equity capital, MSEK
MSEK

Year:
Company: 1995 1996 1997 1998 1999 2000 2001
Company A - - - 5,062 5,481 5,596 5,695
Company B 431 501 573 661 703 991 1,033
Company C 1,219 1,325 1,677 1,765 1,769 2,073 2,473
Company D - - - 1,438 1,688 1,756 1,905
Company E 8,793 13,714 13,240
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Table 7.10 Ratio between equity capital accordmgAS 40 fair value model and
equity capital according to old GAAP

According to IAS 40 the fair value model comparedt o earlier accounting rules in Sweden
Equity capital, MSEK
The outcome is described below as a ratio where equ ity according to Fair value model is
related to equity according to earlier accounting r ules in Sweden.
Ratios

Year:
Company 1995 1996 1997 1998 1999 2000 2001
Company A 1.3 1.3 1.4 1.4
Company B 4.1 4.1 4.0 4.2 4.1 6.0 5.5
Company C 1.9 2.0 2.3 24 2.0 3.0 3.9
Company D 1.1 1.2 1.4 1.4
Company E 0.9 1.3 1.3

As shown, a significant change occurs in the levelet income and the amount of
equity — note Companies B and C in particular.

The compilation above shows that, in almost alesathe companies report higher
earnings as well as higher equity during the pestodied, using the fair value model
in accordance with IAS 40 compared with the old GArules. All other things being
equal, normally an increase in both earnings amdtyetpad to higher measured
profitability and higher ratios of financial strahgDuring the period studied the
effects of the changes in value peaked during 2808hown.

It is also important to observe here that valuengka do not affect the underlying
cash flow from current operations. There is fatdyatonformity between cash flows
from operations and net income according to thedBskeaccounting rules in force
before the requirement to apply IFRS. Also, it dtddae noted that consideration
should be given in accounting to income tax effects to fair value adjustments
(Refer tolAS 12 — Income Taxdar the rules in this respect).

7.4 Analytical effects of uncertainty in fair valueassessments and
cyclical movements in values

7.4.1 Analysis of the effects of uncertainty in faivalue assessments

The compilation below shows the relationship betwaecertainty in value
assessments and income after financial items dkfieen rental income (IDRI§

The uncertainty is shown in the form of an intervld/- 5% for indicated market
values, which are shown as a total span of 10%avket value. Expressed in other
terms, an interval of +/- 5% means that the vahrelwe both 5% higher and 5% lower
than the indicated value. The uncertainty intefeakn individual valuation is
probably larger than this, but the figure can l@wid as being reasonable when
applied to an entire portfolio.

16211 Swedish property companies, often referredsttfarvaltningsresultat”
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Table 7.11: Uncertainty interval in relation to thecome statement

According to earlier accounting rules in Sweden (be fore IFRS):
Comparing income derived from rental income (IDRI) and sensitivity analysis
of market value
(Income after financial items derived from rental i ncome (IDRI) = Profit/ loss after financial items
not including outcome of property disposals and oth er items affecting comparability)
Sensitivity analysis:

Amounts in MSEK Rental Market +/-5 % on
Average IDRI income value (span 10 %)
Company IDRI 2001 2001 2001 market value
Company A 4 years 1998-2001 331 377 1,933 16,304 1,630
Company B 7 years 1995-2001 42 50 171 1,846 185
Company C 7 years 1995-2001 29 62 834 9,383 938
Company D 4 years 1998-2001 128 150 867 6,500 650
Company E 3 years 1999-2001 831 886 3,788 39,300 3,930

From table 7.11 one can see that the sensitiviyyais shows an uncertainty interval
that can widely exceed annual income after findritgens derived from rental
income (IDRI) as continuously reported in each canmyp In illustration 7.11 this
uncertainty varies among the companies. The unogrtia the value corresponds to
amounts in the order of about four to 16 timesdathan reported income after
financial items derived from rental income (IDR1)2001. The above compilation
also shows that the calculated uncertainty in #leevfor each year’s value
assessment largely corresponds to a full yeartmrarcome.

In this context it should be pointed out that ikia level of uncertainty that will be
present in the income statement each year.

Table 7.12: Uncertainty interval in relation to thalance sheet

According to earlier accounting rules in Sweden and IAS 40 the fair value model:
Comparing equity year 2001 and sensivity analysis - - market value
Amounts in MSEK 1) 2) Uncertainty interval

Sensivity analysis: Equity Equity compared to

+/- 5% on according to according to equity
(span 10 %) earlier Fair value According to:

Company market value rules model 1) 2)
Company A 1,630 4,051 5,695 40% 29%
Company B 185 188 1,033 98% 18%
Company C 938 628 2,473 149% 38%
Company D 650 1,343 1,905 48% 34%
Company E 3,930 10,145 13,240 39% 30%
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As regards the balance sheet, the uncertaintyvaitabove is applied in relation to
total equity in 2001. Table 7.12 shows that theatems in this case are significant in
terms of their size and that the situation variesrg the companies.

7.4.2 Analysis of the effects of cyclical movemenits market values

The table below shows the result of calculationstinch market value for two
consecutive years is assumed to be 10% lower tieaprevious year's market value
and accounting is conducted using the fair valudehadlhese calculations apply to
2002 and 2003. Apart from the fact that market @atuassumed to decline in these
years, everything is else is assumed to remaisah® as in 2001 in terms of the
values in the balance sheet and revenues and e@g)ens

Table 7.13 Net income after tax in a scenario whleeemarket values of held
properties fell by 10% for two consecutive yeacsaading to IAS 40 fair value
model.

According to IAS 40 the fair value model 1998-2003  where 2002-2003 constitute a projection in a
scenario where an assumption is made that market va  lue is 10% below last year's market value.
Net income after tax in percent (%) of net turnover

Percent %

Year:
Company: 1998 1999 2000 2001 2002 2003
Company A 52 18 29 43 -41 -35
Company B 73 45 190 40 -53 -45
Company C 12 36 59 54 -72 -64
Company D 81 14 35 25 -37 -32
Company E ---- 80 130 -4 -51 -44

A negative change in value of the order shown alb@agesubstantial implications for
net income in relation to net turnover. See alsoroents below about the treatment
in the calculations as regards deferred incomestaxe

Table 7.14 How the equity capital would develapafrket values fell by 10% for two
consecutive years

According to IAS 40 the fair value model 1998-2003  where 2002-2003 constitute a projection in a
scenario where an assumtion is made that market val  ue is 10 % below market value last year.
Equity, MSEK Ratios: Equity 2003
compared to equity
Year: 2001
Equity according to
Company: 1998 1999 2000 2001 2002 2003 the fair value model
Company A 5,062 5,481 5,596 5,695 4,899 4,221 0.7
Company B 661 703 991 1,033 942 864 0.8
Company C 1,765 1,769 2,073 2,473 1,869 1,333 0.5
Company D 1,438 1,688 1,756 1,905 1,582 1,306 0.7
Company E 8,793 13,714 13,240 11,293 9,629 0.7
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In the figures shown in table 7.14, it should béeddhat income tax effects on the
negative value change have a positive effect régauttie effects of value changes on
equity. As regards the effects on reported earramgsreported equity, it should be
noted that the conditions include a possible detetax receivable representing a real
asset, which may be questioned in certain casesdtfserules for this iPAS 12 —
Income Taxes

According to the fair value model, equity in 2008sweduced compared with 2001
by between 20% and 50% — depending on the company.

7.5 Conclusions
7.5.1 Discussion of accounting rules and accountirigeory

The following conclusions can be drawn in relatioraccounting theory and
accounting rules:

- IASB’s Framework includes references to the prudeaspect. However, this
aspect appears to gain new meaning compared wttratitional prudence
concept in terms of the reporting of investmenpprties because of the fair
value model. Previous linkage to the realisatiomcept fades.

- The fair value model appears to focus on nhominabacting and “true and
fair” snapshots in balance sheets. There is deflmkage to theory formation
regarding price variation accounting and Edward3eil’s theory of current
cost accounting.

- The fair value model appears to emphasise the wmwthat changes in
nominal wealth from one point in time to anotheieof good starting point in
measuring corporate performance.

7.5.2 Effects of differences among accounting rules

During the period studied, in almost all casescitrpanies report higher earning
levels as well as higher equity using the fair eatoodel, compared with application
according to Swedish GAAP, used before IFRS. Inmalver of companies, the
magnitude for earnings — including fair value atthents — in relation to net turnover
is remarkably high in certain years, since earningsrtain cases exceed net turnover
(rental income). Accounting rules in Swedish GAAdtér reflect the underlying cash
flow from operations than the rules of the fairnemodel. The data above also
shows that dramatic effects can emerge in the efdatling values.

7.5.3 Uncertainty in value assessments and cyclicgdquences

The following conclusions can be drawn from thedgtu
- Uncertainty in fair value assessments is probabuoh a magnitude that
consistency in both income statements and baldrestscan be questioned in
accounting according to the fair value model.
- A number of years with falling values (in this sputb% per annum over two
years) quickly has considerable implications im®iof reported profit and
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reported equity. In one of the cases studied,nmi@ans that reported equity is
halved over a period of two years (2002-2003) iatien to equity in 2001,
given the same regulations.

As | see it, the uncertainty interval in fair valagsessments and the possible effects
on market values of cyclical movements in valuesf isuch a degree and nature that
it is necessary to provide disclosure of its naand extent in financial statements.

Furthermore, in order to reduce uncertainty ind@ygital market, | also feel that it is
of the greatest importance that a consensus isedtaegarding the application of
value concepts and valuation methods. Also, fir@ratatements should show which
valuation standar&®is applied in the value assessments conductethartgtpe of
information discussed in further detail in chapitir

Since the fair value model appears to focus on nahwvialues and “true and fair”
snapshots of investment properties in the balaneetsthere is an absence of a long-
term approach with links to real patterns over tifl®@m a longer perspective, there
are obvious risks of various types of sub-optiniigatAs an example of sub-
optimisation risks, one may mention bonus and iticersystems that are based on
annual measurements of market values/ fair valndsaay dividend potential for
shareholders that is based on the same values.

163 5ee, for example, International Valuation Stand&y8) and European Valuation Standard (EVS)
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8. Indications of valuation smoothing in financialreports -
results from empirical studies

8.1 Introduction

As a part of this research project an empiricadygtvas conducted aimed at finding
out if there were indications in the financial staents concerning valuation
accuracy. If companies apply the fair value moddAS 40 they carry investment
property at fair value in the balance sheet. Iféhis a gain when the property is sold
it indicates that the valuation is too low and wegsa. The gain (or loss) from a
property sale is calculated as: net proceeds (sakis deducted) less the carrying
amount (fair value) of sold property.

It should be noted that the figures regarding sediresults reported below could be
just one property sold in some companies, while¢perted figure in other
companies could be a net figure consisting of lgaihs and losses from several
property sales. The realised result figures arejast cases, collected from the face of
the income statement.

8.2 Realised results in Swedish property companies
The following tables show the realised results regzbin different Swedish property

companies at different reporting periods, beginmiityy the first IFRS reports for
2005.

Table 8.1 Realised gains reported in financial nepdor 2005

Accumulated figures 2005 - Swedish listed Real Esta  te Companies

(Fair value model)

Realised gain Carrying amount Realised gain in %
Company sold property sold property of carrying amount
AB Sagax
Balder
Brinova 26.2 230.8 11.4%
Castellum 71.0 397.0 17.9%
Catena
Din Bostad
Di6s 0.0 4.5 0.0%
Fabege 859.0 12,373.0 6.9%
FastPartner 187.2 921.3 20.3%
Heba 1.4 32.2 4.3%
Home Properties 646.0 2,397.0 27.0%
Hufvudstaden
Klévern 25.2 532.0 4.7%
Kungsleden 318.0 2,599.2 12.2%
Ljungberggruppen 13.4 469.0 2.9%
Wallenstam 158.4 1,076.7 14.7%
Wihlborgs 9.0 328.0 2.7%

2,314.8 21,360.7

[Weighted average realised gains % 10.8%|
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Table 8.2 Realised gains reported in financial nepdor 2006

Accumulated figures 2006 - Swedish listed Real Esta  te Companies

(Fair value model)

Realised gain Carrying amount Realised gain in %
Company sold property sold property of carrying amount
AB Sagax 5.9 56.0 10.5%
Balder
Brinova 51.0 293.5 17.4%
Castellum 83.0 377.0 22.0%
Catena
Din Bostad 0.7 0.9 77.8%
Dibs
Fabege 61.0 12,553.0 0.5%
FastPartner -0.6 672.2 -0.1%
Heba 415 2415 17.2%
Home Properties 0.0 55.7 0.0%
Hufvudstaden 900.0 1,700.0 52.9%
Klévern 45.0 302.6 14.9%
Kungsleden 852.8 11,404.7 7.5%
Ljungberggruppen
Wallenstam 189.0 1,704.0 11.1%
Wihlborgs 10.0 1,550.0 0.6%

2,239.3 30,911.1

[Weighted average realised gains % 7.2%)|

Table 8.3 Realised gains reported in financial repdor the first two quarters of
2007

Accumulated figures Q2 2007 - Swedish listed Real E  state Companies

(Fair value model)

Realised gain Carrying amount Realised gain in %
Company sold property sold property of carrying amount
AB Sagax 14.6 68.9 21.2%
Balder 70.0 400.6 17.5%
Brinova 19.0 417.1 4.6%
Castellum 2.0 4.0 50.0%
Catena
Din Bostad
Di6s
Fabege 174.0 1,876.0 9.3%
FastPartner
Heba
Home Properties
Hufvudstaden
Klévern 126.1 605.9 20.8%
Kungsleden 87.0 1,765.0 4.9%
Ljungberggruppen -17.9 280.0 -6.4%
Wallenstam 121.3 1,044.0 11.6%
Wihlborgs

596.1 6,461.5

[Weighted average realised gains % 9.2%|
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As shown in these tables, the net results for thedih property companijééfrom
property sales vary between seven and 11 percemtemage during the periods
investigated. It is also interesting to note tlealised gains are sometimes remarkable
in size for some companies: see for instance Hhadkn’s and Din Bostad’s gains

of approximately 50 and 80 percent respective3006.

8.3 Realised results in property companies from theest of Europe

The tables below show realised results reportefifierent property companies from
the rest of Europe at different reporting peridasginning with the first IFRS reports
for 2005.

Table 8.4 Realised gains reported in financial repdor 2005

Accumulated figures 2005 - Real Estate companies fr  om other Europe (top 20 caps)
(Applying fair value model - companies that has sho  wed realised results in financial reports)
(Fair value model)

Realised gain Carrying amount Realised gain in %
Company sold property sold property of carrying amount
British Land 165.0 1,722.0 9.6%
Brixton 125 489.2 2.6%
Gecina 23.4 476.9 4.9%
Hammerson 321 193.3 16.6%
Land Securities (06) 74.5 653.2 11.4%
Liberty 2.6 40.4 6.4%
PSP Swiss Property -0.6 187.4 -0.3%
Rodamco 10.0 281.0 3.6%
Slough Estates 14.4 115.1 12.5%
Unibail 137.7 448.6 30.7%
Wereldhave 7.8 75.0 10.4%

479.4 4,682.1

[Weighted average realised gains % 10.2%|

184 See also outcomes from a study performed by Kéns& Lovgren, 2008. Their study confirms the sife
realised gains for Swedish property companies 80522006, as shown above. They have also studiedmes
regarding realised gains for the whole of 2007 just the first two quarters of 2007 as in thisdgtuAccording to
Karlstrom & Lovgren realised gains for the whole2607 showed a weighted average of approximately 12
above carrying amounts.
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Table 8.5 Realised gains reported in financial nepdor 2006

Accumulated figures 2006 - Real Estate companies fr  om other Europe (top 20 caps)
(Applying fair value model - companies that has sho  wed realised results in financial reports)
(Fair value model)

Realised gain Carrying amount Realised gain in %
Company sold property sold property of carrying amount
British Land 115.0 667.0 17.2%
Brixton -6.3 524.9 -1.2%
Gecina 148.0 579.9 25.5%
Hammerson 95.8 525.2 18.2%
Land Securities (07) 118.2 672.3 17.6%
Liberty 28.0 116.9 24.0%
PSP Swiss Property 6.9 53.7 12.8%
Rodamco 27.0 239.0 11.3%
Slough Estates 4.8 159.2 3.0%
Unibail 99.4 428.0 23.2%
Wereldhave 39.9 131.1 30.4%

676.7 4,097.2

[Weighted average realised gains % 16.5%|

As shown in the tables above, for the property caomgs from the rest of Europe the
net results from property sales vary between tehlénpercent on average during the
periods investigated. There are some remarkably dgns reported in those
companies also.

8.4 Concluding analysis

From the studies reported above, it is possibkxtmact some interesting points:
- The outcomes, on average, are sales prices higherssessed fair values
- There are some extreme observations: Hufvudstadgirisin 2006 and
Castellum’s gain in Q3 2007 of approximately 50%adlation to the carrying
fair value. Unibail and Wereldhave report gaingpproximately 30% in both
2005 and 2006. There are also a number of obsengatif gains reported at
levels of 20% or more above the carrying fair value

Possible explanations of the phenomenon of prieeldeabove assessed fair values
may be found to some extent in the uncertainty eoted to property appraisal as
discussed in the introductory chapter. Anotherassumportance is the fact that
information regarding transactions in the markatp@any occasions, is time lagged
such that valuers — to a large extent — have be&aresof what has happened in past
transactions. If negotiations regarding price Is\welthe current state of the market
have developed in a way that will change the divecdf the trend in price
development, this fact will often only become knotervaluers afterwards, when the
deals have been closed and information about teesigéased.

Infrequent transactions leave appraisers witkelitiformation to work with in
determining market value at specific times. Thaleappraisers to combine
indications of value from the most recent comparaalle with past appraised values
in order to arrive at the value that is actuallyaeed for a given building each
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period.165 During a period with increasing market valuess #ind of smoothing leads
to reported gains.

Another possible explanation could be that comaaie only interested in selling
their properties in situations where they get & gerod bid from a potential buyer. If
this explanation is relevant, and the observedeprare used in later valuations, there
could be a risk that other properties are ovendhloghe accounts. Hence, these
properties may in turn be less easy to sell atee pevel in line with the fair value
assessment. In other words, price levels abovesaddair values in deals closed
give interesting information about the objects sblat one should probably be careful
about making inferences as to whether this phenomarticates that the whole
portfolio is undervalued in the accounts.

In an article written by Dietrich, Harris & Mullé2001), the authors conclude that
reported property appraisal estimates tend to staterselling prices and they infer
that this bias reflects managers’ incentives toemvalue property expected to be sold
in order to increase reported earnings. In thidystbe authors found evidence that
fair value estimates understate actual sellingegrity a median value of six percent
However, in their study, the investigated companiesunted for investment
property according to the UK GAAP, where upwarduatipents following
revaluations (unrealised gains) of investment piiogeare not reported in the income
statement. Those upward adjustments should betegpdirectly as an increase in
equity and not as income in the income statemengrding to the UK GAAP®®

Another interesting question in this context is whdl happen in a market downturn.
If valuations are a bit too low in a rising markibere are reasons to believe that they
may be a bit too high in a falling market, whererent negotiations result in lower
price levels than earlier transactions. This waukhn reported losses or very few
transactions.

The outcome from the studies presented above itedi¢chat there is a time lag in
valuations and that there is some element of vialuaimoothing as well, in valuation
of properties for financial reporting purposes. Bheoothing issue relates to, for
instance, a time lag in a market where prices artheir way up. Smoothing
essentially means that the underlying volatilitpmoperty values is understated in
presented valuation¥’

The above findings could also be due to the apjibicaf prudence when preparing
financial reports: deciding fair value figures dower value in the range of different
possible outcomes. The study above merely indidhtdgeported fair value figures
have normally been lower than sales prices s@faplying IFRS, and — to reiterate —
there could be different possible explanationgtica phenomenon, as previously
discussed, that could be interesting to investifjatber.

185 Hoesli & MacGregor, 2000 p 59
186 Dietrich, Harris & Muller, 2001; KPMG 2000
167 \/aluation smoothing: see, for instance, discussiorHoesli & MacGregor, 2000
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9. Valuation of properties with enhancement possibties -
real options - in an accounting context

9.1 Introduction

There seems to be some disagreement among accisuctaserning how properties
with enhancement possibilities (real options) stidad appraised for the purpose of
financial reporting according to IAS 40. Some fotations from the annual report of
the Swiss company PSP Swiss Property illustrage thi

Definition of fair value

Fair value is defined as the amount for which a
property would most probably be exchanged on
the open market at the valuation date between two
independent and knowledgeable parties, willing to
buy and sell respectively, with due allowance made
for a reasonable marketing period.

In compliance with 145 40 Paragraph 51, no allowance
is made in the determination of fair value for
value-enhancing investments (improvements) nor
for any associated additional income. Likewise
excluded are property transfer, real property gains
andvalue-added taxes plus any other costsincurred

or commissions paid during the process of selling
real estate. Mor is any account taken of PSP Swiss
Froperty's liabilities in respect of taxation (apart
from ordinary property taxes) and financing costs.

Source: PSP Swiss Property Ltd, Annual Report 2006

If the fair value concept is equivalent to the atwncept of market value, which is
claimed in this thesis on the basis presentedaptes 3 and 4, some issues
immediately arise in connection to the above imtgtion of fair value.

Should the fair value of investment property, régoin accordance with IAS 40,
reflect the value of possible future enhancementalternative ways to use the
property (real optiort§%) that the market includes in prices paid? If mgtat kinds of
re-investments, or new investments, should or shoat be allowed to be considered
when making assessments of fair value of investipeagerties? Also related to this
issue is the practical question of which bounddvisveen efforts should be reflected
in fair value assessments and which should natagh flow projectiort§®, should

this boundary be drawn between day-to-day serviaimgjreplacement of components
in the building’®?

168 Regarding real options connected to propertyf@eimstance Gunnelin, 1996 and Gunnelin, 2001
189 For instance, fair-value assessment performedaviliCF method
1701AS 40 pp 16-19 and IAS 16 pp 7-14
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9.2 Relevant accounting rules, interpretations ofttese rules and
valuation standards

The definition of and further guidance regardinig ¥alue presented in chapter 4
(4.2) implies that fair value should include whadrket participants include when
pricing assets in deals closed in the market. Eimition of market value in chapter
4 (4.1.1) gives the same information. Furthermbesvaluer will normally estimate
market value by considering the highest and besbfithe property as improved
The “highest and best use” is defined as: “The rposbable use of a property which
is physically possible, appropriately justifiedyddly permissible, financially feasible,
and which results in the highest value of the priypeeing valued*"2

Although different words are chosen to describectirecept of market value in IVS
and the concept of fair value in 1AS 40, the cotsejo far are inherently equivalent.
The chosen words in the cited paragraph 42 of 18.%'dctual and potential uses”)
should be interpreted to mean the way that thengitind knowledgeable buyer is
aware of the “highest and best use” of the propehgn making bids on the property.

However, IAS 40 p 51 states that: “The fair valfiéneestment property does not
reflect future capital expenditure that will impeoer enhance the property and does
not reflect the related future benefits from thitufe expenditure.” This could be
interpreted the same way as PSP Swiss Propert¥ (sgdair value for investment
property should exclude possible values connectemhancement possibilities in the
future.

IAS 40 p 51 could be viewed as conforming to thecdgtion of a restriction iPAS

36 — Impairment of assetwith another value concept defined in that stashdalue

in usé’® One should bear in mind thadlue in usds another value concept, which is
not equivalent tdair value

Analogies with other parts of the IFRS rules caalkb be of some interest in this
context. According to IFRS 3 p 36 “the acquirerlslz the acquisition date, allocate
the cost of a business combination by recognidiegatjuiree’s identifiable assets,
liabilities and contingent liabilities that satigtye recognition criteria in paragraph 37
(IFRS 3) at their fair values at that date...”. IiRI&3 B 16 (e) it is stated that the
acquirer shall use market values for land and mgklin the purchase price
allocation. According to KPMG’insights Into IFRS3rd Edition 2006/7, part
2.6.380.20, the interpretation of this is as fokoWn our view, market value is the
price that could be obtained for the land and lngjsl, without regard to their existing
use. For example, an acquiree owns offices situatagrime residential location.
The value of the property as residential real estateeds its value as an office

111ys 6.2
1721ys 6.3
173 See IAS 36 p 6 and pp 44-45
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building. Accordingly, market value generally shibble determined based on its
value as residential real estate...”

A few examples of properties and situations whessiple future
enhancements/improvement could have effects oa lgwels in the market

In cases 1 and 2 below we assume that the markditmms are such that they make
possible enhancements of the properties feasibis.Would be the case when the
construction cost/enhancement ¢6sis lower than the expected market value/added
market value of the property when the investmenbispleted.

Case 1

Let us assume that we only have undeveloped laridhht it is physically possible
and legally permissible to erect a building onltdrel at some point in the future. In
current conditions the only cash flow that is pbkeswithout development is to sell
the piece of land to a developer. The developdroiitourse assess the different
alternatives available. The next step is that #neetbper will make a price bid on the
land, based on development opportunities and ba@rgapower.

Case

Let us assume that we have an existing buildintog®00 sqgm rentable area.
However, there is a physically possible and legadlymissible improvement that
would enhance the return from the property by iasneg the lettable area from
10,000 sgm to 15,000 sgm. Assume that the congirucost of the improvement is
5,000 units while the fair value is expected te by 7,500 units as a result of the
investment. In other words, the exercise priceterreal option is 5,000 units while
the value appreciation connected to exercisingdpi®n is 7,500 units, hence there is
a profit opportunity connected to the option of@)5The most probable outcome of a
negotiation between a seller and a buyer (e.gopepty developer) is that the buyer
will take possible enhancement into account whéeuéating a price bid for this
property and the seller will of course also be anarthe potential profit from the
opportunity available for further development.

In both the preceding cases, the seller has thertpypty to choose whether he/she
will sell the profit opportunity to the buyer okkimadvantage of the opportunity by
undertaking the development him/herself. If actorhe market are presumed to be
knowledgeable, the most probable outcome is tleaogportunity will be represented
by a value in the market.

9.3 Analysis

If the possibilities of enhancing the property tasible, the most likely outcome
from cases 1 and 2 above is that both the seltttr@nbuyer are aware of the

174 The exercise price in this example
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potential inherent in the property. Therefore theeptial will most likely affect the
negotiated price between the parties. Since ndgdtjarices, as the next step, will
result in price observations from the market usiregpreferred comparable sales
method’, the real options (possible future enhancemeritsjffect the
determination of fair values applying that prefdrreethod. This is just to illustrate a
well-known fact from the market, that the occurent values in real options
inherent in properties is sometimes reflected mslelosed in the market. On the
other hand, on some occasions occurrences of pdahs are probably not reflected
in the price in deals closed in the market, or dalg very low extent, due to the fact
that it is unlikely that the developments will lEasible because of the (expected)
market conditions in those markEfs As a result of the situations described here, the
valuer needs knowledge and recent experience dbtlations and categories of
investment properties being vald&d In other words, if the option is important it il
influence the value and if the actors in the madcaehot reflect the option it is not
important. The valuers make inferences from tratimas in the market when
appraising property and from their point of vievalreptions are sometimes reflected
in deals closed and in other cases not.

The normative statement in IAS 40 p 51 is problématthis context, if interpreted

as a restriction to the effect that the market @afireal options cannot be included in
fair value under IAS 40. IAS 40 p 5 implies that lagve to understand how real
options are priced in the market, rather than takermative standpoint where the
accounting rules, or interpretation of these ruésuld impose limitations that are
not reflections of the market behaviour.

There seem to be some problems, however, in findittdrow these real options are
affecting prices closed in the market. For the mutyghere are, as far as | am aware,
no established models or techniques to calculatedtlues of real options, which are
commonly applied in those situations, such as thek3-Scholes model for financial
options. Gunnelin (2001) also raises an intereginodplem in this context, connected
with property redevelopment, arguing that ther@ c®mplex timing problem in
exercising the conversion option since its cossia of two parts: the construction
cost and the surrendered value of the propertiyarctrrent use, both of which may
evolve differently over time.

One could also argue that it is very hard to exeltine “real option part” of price
levels observed in the market when applying thepamaible sales method. On the
other hand, if there are no established methodaltwlate the value of the real
option, it could be hard to make reliable calcolasi of the value of real options
applying the discounted cash flow method in IASM% (c). However, one has to
bear in mind that the value concept is fair valod the fair value cannot differ
conceptually according to what methods are chaseasgess this value.

1751AS 40 p 45

178 This situation could on some occasions be presiffiebin’s Q is lower than 1.0 and is expectedtay that
way during the foreseeable future. Tobin’s Q = Ma&nkalue divided by production cost.

7T1AS 40 p 32

106



The interpretation in KPMG’insights Into IFRSeferred to previously, exemplified
by an office property, the highest and best usehoth is as residential property,
implies that we have to take into account thatpttagerty will almost certainly go
through some redevelopment from its current ussface property. Hence, according
to the interpretation iimsights Into IFRSve have to take into account the
possibilities of enhancing the property, if reletydrom its current use to reach the
fair value aimed at in IFRS 3.

Initially there was the question of at what levetihdaries should be drawn between
investments that should or not should be accouiotedhen making assessments of
fair value. Should this boundary be drawn at a lisveen day-to-day servicing and
replacement of components? According to IAS 36 ,pdtEn a single asset consists
of components with different estimated useful liveplacement of components with
shorter lives is considered to be part of the dagiaty servicing of the asset when
estimating the future cash flows generated by $iseta This is written in the context
of calculating the definedalue in Useand clearly implies that there is a difference
between what day-to-day servicing is to be reparigtie income statement and what
day-to-day servicing is to be included in a caskwfprojection for valuation
purposes. In other words, boundaries appropriatthéopurpose of reporting figures
in the income statement will not be relevant forpmses of making valuations based
on cash flow predictions. This analysis also shthesmportance of analogous
interpretations between different accounting steshld it is not possible to find the
solution to a problem related to e.g. propertyessin accounting standard IAS 40.
Similar issues may be handled in other accountiagdsirds, e.g. IAS 36, and to find
the solution to one problem one may have to firdghnciples from the written text
in another accounting standard.

9.4 Conclusion

When applying IAS 40, the value of real optionsidtide included in the fair value
of investment property if, and only if, the paniants in the market take them into
account in deals closed in the market. If so, @laerof real options to be taken into
account in fair values of investment property stdaé decided from the point of
view of how market participants include these valirenegotiating price levels in the
market. What kinds of cash out-flows to take immgideration, when making
assessments of the fair value of investment priggertan only be discovered by
examining how the participants in the market raftaese cash out-flows when
preparing price bids in the market. The need tlugereal options that participants in
the market take into account perhaps also indicdatgsmore direct market evidence
used in sales comparison methods is preferablepamd to DCF methods.

If taken into account by market participants, boit @llowed to be included in the fair
value of investment property, an alternative wagxolude the value of real options
from property value is to define a new value comcsych as th¥alue In Use

defined in IAS 36This would probably create confusion, however, doés not seem
to be the right way to handle the issue. Sinceviaie is extracted empirically from
the decisions made by market participants it wowltdbe logical to exclude the value
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of real options from fair value assessments. Exolyithe real option value from the
fair value of property for accounting purposes wiopilobably also create an
unmanageable situation in practice.

The chosen words in IAS 40 paragraph 51 are somewamdusing when trying to
interpret them in the context of the conclusion8iloed on this issue above.

Further research is probably necessary to findrare about how the participants in
the market take real options into consideratiore &im of such research should be to
reduce the uncertainty level in valuations, by gtugl methods for assessments of real
option values. Until then, the only way to handiis uncertainty is to disclose how

the company has calculated the value of real ogtidany, and what assumptions
were made in these calculations according to theirements in IAS 40 p 75 (d).
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10. Entry or exit price approach - issues of initiarecognition
and subsequent expenditure

10.1 Introduction

In property performance reporting and/or evaluatbperformance it could be of
significant importance if companies apply an ewirgxit price approach in the
accounts at initial recognition of acquired propgedr for replaced parts of property.

In this chapter the entry—exit price issue willdmmsidered in respect to Fair Value
Measurements (FVMSs) of property and also in theexirof how subsequent
expenditure, after initial recognition, will be skified and accounted for from the
FVM point of view. The issues discussed here Wadirefore refer to situations
regulated in standards IAS 16 and IAS 40, whichtlaeerelevant standards for
accounting issues regarding property, dependinghat kind of property is dealt
with: owner-occupied property or investment propert

10.2 The concepts of entry price and exit price ia property context

Near the end of 2006 the International Accountitan8ards Board (IASB) released a
discussion paper (DP) regardiRgir Value Measuremen{&VMs). The DP is based
on the US standard setting organisatibe, Financial Accounting Standards Board
(FASB), standar@&FAS 157 — Fair Value Measuremeaisl is part of a joint project
between the IASB and the FASB. Furthermore, thec®isists of two partfart 1 —
Invitation to commenandPart 2 — SFAS 157he aim of the FVM project, according
to the IASB, is to lead up to a single standard tbgulates all FVMs within the rules
of IFRSs.

One of the key issues in the DP is whether to adogntry or exit price approach at
initial recognition in FVMs. In the short term, tkatry price is the acquisition cost
for an asset for one entity and the exit pricéaésamount that would be received
selling the same asset. In SFAS 157 an exit pppeaach for the purpose of FVMs
has already been decided'8h The IASB is yet to decide on this issue.

Benston (2008) is critical of the choice of exikcpras the relevant value concept in
SFAS 157 for financial reporting purposes. Onehefissues discussed in the article is
whether there should be a need to collect bindgrgeaments from potential buyers

for certain kinds of assets to be able to show \iigate an exit price may represent.
The author also argues that determining fair vadugsessed as exit values will
probably be costly for shareholders and useful grily (perhaps only) to some
creditors and shareholders of companies that featgaple liquidation. Furthermore,

he claims that for stockholders and potential itm&sin going concerns, the relevant

18 SFAS 157 p 7
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asset values for investment decisions are valuasanthe NPV of the net cash flows
that the assets are expected to generate withiirthe’® However, in my
conclusions to chapter 4 (4.5), | found that the@an use concept was not relevant
when appraising the fair value of investment propsr

In the context of the valuation of assets it igi@at importance to be aware of the
nature of information asymmetry between differeantigipants in the market, which
in the short term could occur in situations whéoe jnstance, the seller of an asset
knows more about the qualities of the asset thaotential buyer of the asset. This
issue will be further discussed beld.

From the DFPart 1 — Invitation to commenit is obvious that at least some members
of the IASB argue that an entry price and an exitepwould be identical in the same
market, assuming that transaction costs are exdludi@vever, the discussion in the
DP implies the existence of a presumption thatygmtice could differ from exit price
in a case where an entity buys an asset in oneatarnkl sells the same asset in
another market.

In this context it is important to clarify whatnseant by different markets. One
possible interpretation could be that building/d¢omtion companies form one

market, where construction services are delivevezld. property companies, whereas
transactions involving completed and used progertyy another market.

In this context it also important to be aware & ttature of market value/fair value
regarding assets like property, where there armmalty few transactions in the market
and the standard deviations around the observed f@vel can sometimes be
significant. In such situations it is very importam be aware of the fact that the
market value/fair value should normally be assesseitie expected value of different
possible outcome'?!

10.3 The borderline between maintenance expensesdanvestments

From the perspective of performance reporting, &dines between maintenance
expenses and capitalised costs are of great immuartén theory this is a classical
issue, which is partly connected to differencesvben cost-based and market-based
value concepts. As early as the first years otwhantieth century, Irving Fischer
underlined the difference between cost and valael P. Wendt advocated the view
that there was very little in reality proving tlaatsts and market prices would be
equivalent at any point in time for a certain it§fhHence, from the perspective of
performance evaluation it is important to be awarhe normative standpoint in the
accounting rule® that, in current conditions, require an entry @rapproach at

179 Benston, 2008

180 5ee e.g. an overview description of informatiopnametry in a financial reporting context in Sc@®03
181 Geltner & Miller, 2007

182Byrton, 1982

1831AS 40 & IAS 16
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Amount/
value

initial recognition. This means that the acquisitamst shall be capitalised if, for
instance, components in a building are replaced.tidrderline between maintenance
expenses and capitalised costs is based on acus if, as in this case, the
replaced part constitutes a component in the mgldi

From a traditional economic point of view, the dé@fon of an investment is met if

the situation is such that there is a differencenie between the effort and the
benefits derived fromt*. The economic value of the benefits is measure¢tes
effect of two components in an investment calcafatt the net payment and the
discount rate. Hence, if the discount rate vanemfone situation to another the
economic value also differs from one situationriother although the net payment
effect may be the same. This is shown in very siiediterms in figure 10.1, where a
low discount rate gives a value higher than the, easile a high discount rate leads to
a lower value:

Figure 10.1 lllustration of the effect of the disob rate on the relationship between
value and cost

' O
Payment Evaluation: How did payment
effect affect the fair value?
"Value" higher "Value" lower
than cost than cost
Payment of "Economic” "Economic”
component value of the value of the
replacement/ effort applying effort applying
maintenance a low discount a high discount
effort rate rate

"Cost value"

A very essential issue when it comes to evaluaifgrerformance in different
situations is how the differences shown in figudellare handled in financial
reporting. In 5.3.2.2, which of the three caseaglisvant for property valuation
purposes when assessing value with an income agpveas discussed. The
conclusion from that discussion was that, fromesothtical point of view, the amount
not appreciating the fair value (market value) dthdne classified as maintenance
cash outflow in a valuation calculation. FigureIl&hows one situation where

184 Darmer & Freytag, 1995
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economic value is lower than cost. In such a snat is my impression that the
difference between cost and value appreciationbeilhandled as a cash outflow in a
valuation calculation. A situation where economadue exceeds cost could, for
instance, occur in situations where Tobin®$%@s larger than 1.0. Making
investments in such markets creates an econorrphJs}.?tﬁ.

In their current condition both IAS 16 and IAS 4@juire an entry price approach at
initial recognition. That follows from the requiremts in IAS 16 pp 7-11 and IAS 40
pp 20-21. Owner-occupied properties and investrpeagerties, or acquired items of
such propertié§’, should initially be recognised at their cost/iming transaction
costs. If theevaluation modein IAS 16 (owner-occupied properties) and/or I1AB 4
(investment properties) are applied, the standa&misire preparers of financial
statements to assess the fair values after ing@gnition. In my opinion, fair value,
which is defined asthe amount for which an asset could be exchangtudea
knowledgeable, willing parties in an arm’s lengthrtsactiori is, after initial
recognition, an exit price approach. The conclusiat the definition of fair value for
investment property is an exit price after init@tognition relies on the methods and
other further guidance in IAS 40, which requires #ppraiser to find evidence of fair
value in market transactions. Hence, after infgalognition what amount was paid
for the investment property at acquisition is nager relevant . The evidence will be
searched for among transactions in the marketdardo find the amount for which it
would be possible to sell the investment property, by applying a comparable sales
method.

In this context it is interesting to note, howewat in the property industry there
seems to be some disagreement about how to adoowsutbsequent expenditure.
Some companies state in their accounting princighiasthey only capitalise the
value-adding part of a cost of a replaced part @@mant) in a property. This kind of
reasoning seems to be founded on an evaluatiorgsdike the one described in
illustration 10.1. Examples of such companies heeSwedish property companies
Fabege and Castellum and also the Swiss companyTP8Be companies state that
subsequent value-appreciating capital expendituadifees as acquisition costs and is
capitalised®® See also findings from empirical studies prestines.3 and 6.6.

However, from the wording in standards IAS 16 af\8 KO0 it is quite clear that it is
the total acquisition cost, not only the value-addbart of that expenditure, that
should be capitalised when using the cost-baset\@aincept for the replacement of
an identified part (component) of a propgdge 3.5.1).

There is nothing in the FVM DP, referred to predlyywhich indicates that there
should be any freedom in classifying expensesamntay discussed in the previous

185 Tobin's Q = Market value divided by production tos

186 gych situations exist on some occasions. Seastarice Berger, 2000, where Tobin’s Q was fourekteed
1.0 in some geographical markets in Sweden regarésidential houses.

187 For instance, different parts of buildings acaglie¢ different points in time after initial recogioh —
subsequent expenditure: replacements of interilswaofs, waste pipes, facades, heating systetuos,

188 Annual reports from Fabege, Castellum and PSPsSvisperty 2005 and 2006
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paragraph — splitting acquisition costs of compaésdetween income statement
(maintenance expenses) and balance sheet (cagutalst of expenditure). The
possible application of exit price as the basisdetermining fair value may, however,
lead to recognising day 1 gains or losses. Thigddouurn have implications
regarding reported performance levels in propestyganies in respect of levels of
net operating income (NOI), which is a key measweinfigure in property
companies, since maintenance expense level affetaNd fair value adjustments do
not.

As mentioned, where the boundaries are drawn isitapt from the perspective of
evaluating the performance of a property compasgeeially the net operating
income level.

10.4 Measurement problems connected to entry—exitipe discussion

Following from the DP there seems to be disagre¢moesome extent within the

IASB on whether there really are any differencesvieen entry price and exit price
approaches. If companies are to be required touneasquired properties, or items
of properties, initially at exit price, will thisguirement result in a different amount
from the current requirement to recognise such iaopns initially at their cost

(entry price)? Note that the example presentediri3replacement of waste pipes) is
based on the reasoning that there could be a eliiter between entry and exit price.
And if differences showed up in reality, how shotiid difference between
acquisition cost and fair value be handled in ttepants?

10.5 Literature review — Relevant literature regardng property
pricing

At first sight, one could very well conclude thatan efficient market consisting of
rational market participants, there should be fiedince between an entry price
and/or an exit price. However, as the literatukeen will show, there could also be
rational explanations why in reality there coulddiiéerences.

10.5.1 The general process of pricing assets in therket

Let us assume a “bid and ask” situation regardipgpgerty that is going to be sold in
the property market. There is a seller who haservation price below which he is
not prepared to sell. There are a number of patelntiyers prepared to give price
bids on the property that is going to be sold.tAdl buyers are rational and have
prepared a highest acceptable bid which is indaligiassessed by the buyers and
founded on their individual investment values @& pgroperties. The market value is
the expected value (price) of different possiblecomes, as discussed above.

The individual investment value is an entity-speaieasurement: “An entity-
specific measurement objective looks to the expiects of the reporting entity,
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which may differ significantly from those implidit market pricé®®. Furthermore, it
is explained on the IASB website as: “A transacpoice paid to acquire an asset or
received to assume a liability whereas fair vatutentatively defined as an exit price.
Conceptually these are different. While the traheagrice will represent fair value
in many circumstances on initial recognition, teparting entity cannot assume that
the transaction price represents fair value witlvomsidering the nature and
characteristics of the transacttdt. The acquirer of an asset could, for instancegha
a demand of return (e.g. discount rate) other Wiaat goes for market participants in
general.

According to established thedPythe buyer who is prepared to pay the highest price
for an asset will normally be the one who getsapeortunity to acquire it. From
previous discussions we can agree on the facthbdiid from the one who bought
the asset is an entry price and that this bidusded in the bidder’s individual
investment value. Now, let us assume that the nadicipant, who won the price
bid contest, now has to assess at what amounpdtsisible to sell the acquired
property (the exit price) immediately after acqtidsi. The conclusion in such a
situation could very well be the second-highest Widich is the amount for which
some other market participant would be prepardaifothe property. That is the price
bid from the next player (or players) who lost thiglding contest”. From this
discussion the conclusion could be that the extepvould normally be lower than
the acquisition cost of the buyer who won the “imddcontest”, simply because the
second highest bid is what we can show that somelseavas prepared to pay. Can
the buyer use his own acquisition cost as an itidicaf what it could be possible to
sell the asset for immediately after acquisitiomehle first place we have to agree on
the fact that the paid price is the acquirer’syeptice and the fact that this entry price
is founded on the buyer’s individual investmentueat this is what the property is
worth for the buyer. He was prepared to pay thadsgprice, but would anyone else
on the market be prepared to pay the same price@rding to the previous
discussion, this may be hard to prove in some tsitus.

10.5.2 Cost of replacing components in a buildingna the effect of these
improvements on fair value (market value)

According to an article written by Lifitf there seem to be rather puzzling
observations in the market regarding the cost pfavements and change in market
values. The article discusses the fact that thegens to be some kind of common
knowledge among appraisers that improvements fogpties do not affect the market
value by an amount equal to the cost of the impr®m. The situation can be
illustrated by this very simplified example:

1891ASB, 2005 p 8

1901ASB, 2006 c; See also SFAS 157 p 17

1911 ind & Persson, 2005; Azasu, 2006; see also KrepaQ for discussions on pricing mechanisms irtésite
bargaining connected to, for instance, bargainbititaand game theory in situations when few agfoarticipate
in pricing an asset.

192 ind, 1995
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Assume that:

- The fair value, or price bid, of the property irdmately before a roof replacement is
equal to 10,000

- The cost of replacement of the building componenthis case a roof, is equal to
2,000

- The carrying amount immediately after replacenwérnhe roof is equal to 12,000
(assuming an entry price approach at initial redagm

- The assessed fair value, or price bid, of prgpermediately after replacement is
equal to 11,000

Lind remarks that, as far as he is aware, thera@szientific studies aimed directly

at proving or disproving the appraiser’s belieftad relationship between the cost of
improvement and the change in market value in caisels as discussed in the article.
He continues the discussion, given that the assampt the article, however, is that
the appraiser’s beliefs about relationships betwbkercost of improvement and
change in market value, in the situations discusmedwell founded. Lind then
discusses three possible explanations as to whigamnaalues rise less than costs even
though an investment is assumed to be rationaltfiree possible explanations he
discusses are:

- Asymmetric information concerning improvements
- Heterogeneous tastes and thin markets
- Differing costs of improvements

Asymmetric information concerning improvements

Sellers of complex objects usually know more aludjects than the buyer and this
can be important for how the market wdfRsThe buyer in such a market will
basically pay a price that is determined by whabéleeves is the average quality of
the objects in the market, which — in extreme casesl drive the owners of high-
guality objects out of the market. The buyer ofaperty where an improvement has
recently been made does not have the same oppggradrihecking the quality of the
job done as does the seller. The buyer runs a higdeof, after a while, finding out
that the improvement was not built to last. Theckrtoy Akerlof, referred to in the
footnote above, has also shown that owners who teagon to believe that there are
hidden faults in their properties have strong raago try to sell them. A buyer that is
aware of these risks will not be prepared to rhisewillingness to pay for the
property by the full cost of the improvement.

Heterogeneous tastes and thin markets

Most improvements that have to be made in diffesgages of the life cycle of a built
property can be made in different ways. Differemaspective owners can have
different views about what is the optimal desigrinoprovements of, for instance, a
commercial property. These differences can beaéltd different views about the
market, e.g. what will future tenants appreciatstadifferences can also be due to

193 5ee discussions in Akerlof, 1970
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different views about the quality of certain tecues or material quality (heating
techniques, roof materials, etc). In other wortithe prospective buyer had made the
improvement himself, he might have made some clsimgeesign. Therefore, the
potential buyer is not willing to pay the full castthe improvement, even though he
has the same information as the seller about tpeomement. There may exist a
significant number of potential buyers who beli¢vat the timing of the improvement
is imperfect: they may themselves have delayedrekpee on the improvement,
hence the present value of an improvement madetsoma the future will be lower
than making that expenditure today. In such casesould argue that the difference
in market value (fair value) between an improveaperty and an equivalent — but
unimproved — property should be less than the @fote improvement.

Differing costs of improvements

One further factor that can affect willingness &y fior an unimproved property is the
cost to the potential buyer of making the improvamA potential buyer who can
achieve the improvement at cheaper than marketmsd be willing to pay

relatively more for the unimproved property. Evémdigher price they can buy the
unimproved property, make the improvement and iyl less than if they had bought
the improved property.

As discussed in 10.2 it is interesting in this esimto examine what is meant by
different markets. If the construction services keais meant to be one market and
the market of transactions including completed/ysegerty is another, then the
foregoing discussion regarding value effects whaking improvements to existing
property assets may not be of interest from thatpwiview of what is meant by entry
and exit price in the FVM project. It may be juddghdt the construction company
delivers services, component replacements, froneahstruction market to the
property market. Nevertheless, from a general paintew, this issue is still
interesting for the topic discussed in this thesduation and performance
measurement connected to property companies.

10.6 Conclusions about entry price and exit price

From the previous literature review one shouldritif@t there may very well be
situations in reality where differences could shgwbetween entry price and exit
price. Furthermore, the fact that this situatioryrha expected does not mean that we
can be sure that the market works inefficiently #rat participants in the market are
irrational. There are reasons to believe that migagicipants may behave rationally
and still end up in a situation where differencesld show up between entry and exit
price.

From the general theory of asset pricing in a ntaseecan infer that, by definition, a
buyer of an asset acquires that asset for a gratas founded in the individual
investment values of those with the highest williegs to pay. Furthermore, in thin
markets with relatively few market participantsm could be reasons to believe that
the exit price could differ from the entry pricesjlbecause of the fact that the next
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player in the bidding process, the one who didwiatthe bidding contest, gave a
lower bid than the winner of the contest and wddde put forward a lower bid if the
highest bidder were not active on the market. Sbgiacquirer has to estimate what
he could sell the bought asset for immediatelyr afoguisition he may very well end
up with a lower amount than the price paid.

There has also been discussion about situationsevitmgrovements of properties
may not affect the fair/market value by the samewmas the cost of the
improvement, even if the actors are rational.

In other words, those who presume that there adifferences between entry prices
and exit prices seem to need to develop their aggisrin order to be convincing, e.g.
pointing out situations where the preceding argusare not relevant. In situations
with few actors on the market (thin markets), nombgenous assét8 and
information asymmetry between buyer and selldogks quite probable that entry
price could differ from exit price. However, noteetdiscussion in 10.2 and 10.5.2
(component replacements) concerning the distindigtween what is meant by the
same market or/and different markets in the entityfice context.

10.7 How to account for subsequent expenditure

The concept of exit price at initial recognitioneganot seem to give freedom in
classifying costs the way some property compargemsto wish — splitting
acquisition costs of replaced parts (components)mperty between maintenance
expense accounted for in the income statementapithising only the value-
appreciating part of the expenditure. If a progertarrying amount immediately
before a component replacement is fair value aaeit-price-based fair value of the
acquired item is lower than the cost to acquire itkan, the difference should most
certainly be accounted for as a fair value adjustmeot partly a maintenance
expense. This could have important implicationshenreported performance in
respect of NOI levels in property companies sineéntenance costs will affect NOI,
whereas fair value adjustments will not.

194 As real estate/properties normally are
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11. Disclosure issues in financial reports concenmg
valuation of property

11.1 Introduction

The study presented in chapter 6 showed that disaequirement regarding
applied methods and significant assumptions had esy differently interpreted by
property companies in their “start up” financigboeting according to IFRS. Some of
the studied companies made no disclosure at dlimihe formally defined financial
reports®® and some made very general disclosures that digive the kind of
information that would meet analysts’ needs.

In the context of FVA regarding property, plant §ugpment, Barlev & Haddad
(2003) assert that estimation of the NPV of antassee cumbersome task. It requires
projections of earnings, the cash flows they predared an assessment of an
appropriate discount rate. This process is suljectanagement judgement and to
manipulation — the authors argue that appraisalsiatoriously difficult to verify and
can be easily manipulated. However, they also atigaie in comparison with the
HCA concept, the FVA concept increases the effioyesf management and
decreases the principal-agent confliét.

There is a need among analysts to be providedimafibnmation about certain issues
regarding the valuation of properties, €.
- What discount rates have been applied (split iistofree real rate, inflation
and risk compensation)?
- Are there differences between the net operatingmereported in the income
statement and the net operating income applieldeiivaluation calculations?
In the case of differences — differences need wis®osed for rental income,
vacancies, operating costs. Are there differeneésden normalised costs and
costs in reality?
- What assumptions have been made regarding the mioiife of the
properties and need for reinvestments?
- What yields would the valuations result in?

The silence in IAS 40 regarding how detailed theeldisures should be, seems to be
based on the idea that the property industry iteduld know what to disclose and at
what level. The difference in practice among theapanies that gave disclosure
information shows that the issue needs some discussorder to find a proper level
of information to reach the goal of more consistguplication of IFRS, regarding this
key issue in property companies holding investnpeoperties. An interview study
carried out by Clausén et al (2008), involving Sishgroperty company analysts,

198 ncome statement, balance sheet, statement ofjeban equity, cash flow statement, notes; seellAS
1% Barlev & Haddad, 2003
197 Sveriges Finansanalytikers Férening, 2005
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implies that they find fair values in financial mfs regarding investment properties
useful. However, they commonly use the reportedvaues as benchmarks when
comparing their own assessments of fair valuesghvim turn puts the focus on
disclosures like applied methods and significastiagtions used in valuations of
property for financial reporting purposes.

Since financial reporting according to IFRS prifyahias the needs of providers of
risk capital in mind®® it is important that the needs of this kind oféstors are
satisfied. In this context it is of great importartbat there is information that the
investors cannot find out from reading financigdads like income statements, cash
flow reports and balance sheets that have mostiobriaffected the valuations of the
properties.

This part of the thesis takes a normative standmaincerning what could be
appropriate disclosures in financial reports remayapplied methods and significant
assumptions made in property valuations for th@@se of financial reports. The
normative statements are based on how valuatiopsopkrties are made in practice
(see also outcomes from empirical studies of vadnah practice in chapter 5 (5.4)
and what is judged to be of interest for analysts iavestors.

The purpose of the following sections is to discaugsoper level of disclosure
information regarding applied methods and signift@ssumptions made in the
valuation of investment properties.

11.2 Limitations

Valuations of property are complex. Therefore theaiiption of applied methods and
significant assumptions connected to different méshwill start from the point of
view of valuation of a single property. After thhe discussion will be extended to
the situation where valuations are performed fahale portfolio consisting of many
properties and also of different kinds of propestie.g. offices, retail, residential, etc.

In this chapter | will furthermore assume that éhisraccess in the market to relevant
information needed in property valuations. Sucbrimfation could be prices of
properties in transactions, rental income, vacaatgs, operating and maintenance
costs, income return, etc. The assumption of adoasdevant information also
includes transaction prices for properties acquinédectly through the acquisition of
corporate property vehicles, as discussed in chapte.2).

11.3 Method

Empirical research regarding property valuation$qgomed earlier has provided
knowledge of how valuations are conducted in peactin this chapter there will be a
discussion, based on that knowledge, of what kafidsgnificant assumptions have to

1981 ASB Framework p 10
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be made applying different kinds of methods apprgiproperty. Furthermore, using
the knowledge gained from these earlier studies,cam make inferences concerning
which significant assumptions it is important for @utside investor analysing
property companies to have knowledge of. Such aealynay in turn influence
investment decisions regarding the companies agdlys

11.4 Discussion of significant assumptions about keation methods
and market evidence

Market evidence, referred to in IAS 40, should neestainly be interpreted as, at
least, price levels in transactions of comparaaless this conclusion can be made
from the wordings in IAS 40 p 45, referred to id.4. The requirement in IAS 40 p
75 d earlier referred to, to give a statement ortivr the assessment of fair value
was supported by market evidefideshould — in this context at least — be intergtete
as how the assessed fair value is related to [@eds observed in the market. In this
situation the company has a requirement to malaodisre, giving a statement. Such
a statement should in turn be connected to:

- The number of comparable sales observed in thikeha

- The range in price observations from the marketffferent kinds of properties.

From my point of view, as a direct interpretatiddAS 40 p 75 d, the disclosures
required and detailed above should be made regardfevhich method, or methods,
are chosen in the next step to undertake the agpwafi fair value.

Three different valuation methods will be discuskebbw:
- Comparable sales approaches

- Income approaches

- Cost approaches

11.4.1 Comparable sales approaches

The comparable sales approaches have certain tinimgsnmon. The different
methods are all mainly based on price levels olesefiom transactions in the market.

Different forms of the comparable sales approaahhill be discussed &%:

- Area method — Transaction prices divided by areaused as the base

- Gross Income Multiplier (GIMP* — Transaction prices in relation to rental income
are used as the base

- Method based on Net Capitalisation factor — Taatien prices in relation to NOI
are used as the base

199 For discussion of what could be regarded as "niarkielence”, see 4.4.2
200 gee for instance discussions in Persson, 2006ridésns are also found in 4.3.1
201 gee for instance Ratcliff, 1971
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11.4.1.1 Area method

When applying the area method it is important hioevdarea has been defined, for
instance total building area or lettable area. Tieisds to be disclosed.

11.4.1.2 Gross Income Multiplier (GIM) method

If a GIM method has been applied it is importanihbe income/revenue has been
defined. For instance, the income could be a piaientome based on market rent
levels or an effective income based on the acticame flow given the current lease
contracts. There is also a need to clarify how naegaates have been applied in the
income definition. For example, vacancy rates &gbiin income figures could be
based on current vacancy level or some kind of absed market long-term vacancy
rate.

Furthermore, there is usually income other tharcthracted rental income
connected to properties, for instance there coelthbome from ancillary services.
Therefore there is sometimes need for clarificaiiothe disclosures concerning
whether the income is defined as contracted rémtalme only, or as market rent
levels and/or if other types of income are includethe figures. Furthermore it
should sometimes be appropriate to disclose howetreds of vacancy rates are
defined — e.g. a current vacancy rate in the ptgmera normal long-term vacancy
rate.

11.4.1.3 Method based on Net Capitalisation Factaadjusting prices in relation to
NOI

Applying a method based on the Net Capitalisatiactér needs clear definitions of
how NOI has been defined. All the issues mentianeld..4.1.2 regarding definition

of income need of course to be straightened otltisncase also. Furthermore, other
items affecting NOI — such as operating and maantea costs, property tax and
ground lease — need definition. Have the compapliepfigures based on actual
outcomes in the specific company or some kind aketaconsensus views about
what these costs are? The definitions discusstidsiparagraph need to be disclosed.
(Problems connected to market views/expectatiogarding levels of NOI are further
discussed in 4.4.2, 5.3 and 11.4.2.1.)

Assessment of market demand for yield from trarmact yield derived from market
transactions

If a method based on the Net Capitalisation Fastapplied there is a need to extract
the market demand for yield from market transasfin The capitalised NOI shall be
an NOI that reflects assumptions made by markeicgzants, not the assumptions
made in a specific company that reflects knowlesiyg special conditions related
only to the specific compafiy}.

202 5ee for instance Persson, 2005 or Nordlund, 2004
2031AS 40 p 49
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If the specific company has knowledge of sometitirag other market participants are
not aware of, these “specific knowledge issuesukhaot be reflected in the
assessments of fair values of the properties.ristamnce, market participants may
believe that the property operating cost level58 SEK/sqm, while company X, that
holds the property, knows that the operating aastllis 450 SEK/sgm — or the other
way around.

The contracted rental income level could, for thmmant, be above or below the
expected market rent level. This issue was pasditutliscussed in 5.3. However, in
the long term it could probably be expected thagrvthe current contracts expire,
there will be an adjustment to expected marketlexal in the next negotiation
between the landlord and the tenant. The valuet g an opinion of what the
market rent level will be at the time of futuremregotiation. However, due to cyclical
movements in the business cycle this can be prailersince market rent levels and
vacancy rates could be expected to be connectibe fousiness cycle.

On many occasions valuers use stereotypical foiechsuture market rent levels
based on the current level, adding adjustmentsthaséorecasts of inflation raté%:
In other words, the assumption on many occasiotigmisthe market rent level in real
terms will be at same level in the future as theeni market rent level. This may, in
some situations, be a questionable assumptionsessded in 5.3.

From a very simplified point of view the market demd for yield is extracted from
transactions in the market, as illustrated below:

Let us assume following market expectations foeriain property:

Market expectation rent level 2,000
Economic vacancy rate, 5% -100
Operating and maintenance costs ___ -500
Market expectation of NOI 1,400

Price level extracted from sales in the markehdf type of property is 14,000
Assessed market demand for yield= 1,400 dividedi4900 = 10%

If the specific property for which fair value issessed diverges from market
expectations to some extent one should have to o@kections for that fact, e.g.
current lease contracts could be above or belowexpected market rent level, or its
technical condition could be better or worse thampgarable sales.

11.4.1.4 Need for adjustments because of divergestveeen appraised properties
and observed transactions in the market

Properties sold in the market are seldom homogehense extracting price levels of
comparable sales from market transactions is netaw task. Finding the
proper/suitable comparable sales, for the purpbsaloation, from information

204g5ee 5.4
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regarding transactions in the market requires teegperience in the location and
category of the properties being valued. The qoegtie appraiser usually has to ask
himself is — How does my property differ from thas®d in the market? Therefore
there is normally a need to make corrections feerdjences between the property
valued and properties sold in the market. The dieces can, for instance, be related
to:
- Site/location
- Technical condition and age of the building
- Building structure of the sold properties and thengses in the properties
- Contractual terms of leases — rent passing andetktaformation about
current lease contracts such as the boundariespbnsibilities between the
landlord and the tenant regarding what operatinraaintenance costs are
included in the rental agreements, if propertywé@kbe charged separately,
the length of lease contracts, etc
- Exact levels of market rent levels if the premigethe sold properties are re-
negotiated at current terms on the market
- Other contractual terms
- The relative shares of different types of use priig® e.g. residential, offices,
retail, etc

On many occasions detailed characteristics abddigsoperties are not available in
accessible registers. Normally the appraiser doekawve perfect information
regarding all the exemplified differences listedad Therefore the appraiser needs
to apply judgement in making corrections for diverges between the appraised
property and the properties sold in the market. &ofrthese judgements may be of
such a nature that they qualify as significant aggions made in the property
valuations and hence should be disclosed.

The adjustments/corrections discussed above agdlyisione after a preliminary
assessment of the value is performed. For instaingeplying the Net Capitalisation
Factor the valuation is done in three steps. Hieste is a “normalisation” of NOI for
the property being valued. After that the net cdisation factor extracted from the
comparable sales is applied to get a value leveh Rast step there is an adjustment
added to, or deducted from, the preliminary vagwel, depending on what kinds of
divergences are identified between the propertgdealued and comparable sales.

11.4.2 Income approaches

Examples of income approaches in property valuatae the “Direct capitalisation
method” and the “Discounted cash flow method” (DEE)f there is a claim that an
income approach has been applied, one crucial issumv the yield demand (direct
capitalisation method) or the discount rate dem@®@F method) has been derived
for the purpose of calculating the fair value hé tyield and/or discount rate are
derived directly from comparable sales, as disaussé&1.4.1.3, it could be argued
that some kind of comparable sales method hasdyg@ied. If the claim is that an
income approach has been applied, one could angii¢he yield and/or discount rate

205 persson, 2005
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should have been derived from some other sourass pOssible way could be to
derive those parameters from the financial mafketnstance, by applying a risk-
free rate adjusted by a general risk premium anabgexct-specific risk premiuff.
However, it could be argued that it is very hartbécsure about the exact levels of
risk premium demanded by market participants ifdg&liscount rates are not derived
from transactions in the market as described abogennection with the comparable
sales approaches.

11.4.2.1 Direct Capitalisation Method

Direct capitalisation, as presented here, is aonrecapproach for assessment of the
fair value of investment property. However, it abalso be argued that the formula
applied in the direct capitalisation method is titeai to the one utilised for fair value
assessments based on market-based ratios betwdedidtDssed in 11.4.1.3, and
prices actually paid on the market, the so-calletdcapitalisation factor, income
return or yield. In such situations the applicatidmet capitalisation factors is
referred to as a comparable sales metfféépplying a Direct Capitalisation Method
creates the need for the same disclosures as sistirs11.4.1.3 regarding how NOI
has been defined. Furthermore, different signitigemmameters probably require
justification.

Let us assume that Company X has reported thessinvent properties, held at the
end of 2006, at fair value. Furthermore, it ismlad by the company that a direct
capitalisation method has been applied, appratsieig properties. The reported fair
value could be in the balance sheet (fair valueghimdlAS 40) or in the notes to the
accounts (cost model in IAS 40). The company haslased applied yields in an
interval for different kinds of properties in difént locations and claims that this
disclosure comprises the significant assumptiondena the valuation of the
properties. The user of the financial reports kntves there are uncertainty intervals
in property valuations and would like to make agehent of their own. The reported
NOI level that the user of the financial statemeratble to find out from the financial
reports could be in the income statement or irsdmwment reporting (selected items
from the income statement and the balance sheeb#did to different kinds of
business or geographical segmefifs)

However, let us further assume that the companypbaght and sold properties
during the year so the income statement does mspmond to the balance sheet at
the end of the year. This fact would probably regygome kind of proforma income
statemerif®. Finally, the contracted rental income level dges from expected
market rent level. Reported NOI in the income stetiet, as shown in illustration 11.1
below, is 1,725, while the assessed market expectat NOI for the kinds of
properties held by the company is 2,295. The vadoatalculation is based on the

206 gee e.g. discussions in 5.3.1

207 persson, 2005

208|AS 14; IFRS 8 to be applied from 2009

209 proforma income statement: reported performandiepasperties held at the end of the year had teeinded
in the income statement for the whole year andent@gs sold during the year were excluded fronfignaes.
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market expectation of NOI, not the figures repoitethe income statement. In this
case the company claims that an income approacbd®sapplied in the valuation.
Hence, the company has made significant assumpgtighg valuations that are
invisible to the user of the financial statemehtot disclosed in the notes to the
accounts. One also has to bear in mind that theomés from the year that has passed
are historical figures. The valuation should besblasn the market expectations of
future normalised cash flows (next year’s cash flibwhe direct capitalisation method
is applied).

To make reported figures useful for the purposeisdlosure of significant
assumptions regarding property valuation, the camghould probably have to
disclose the differences between assumptions nmagkduations and what is reported
elsewhere in the financial reports. In the follogvitlustration there is an example of
how information could be provided to satisfy thed®f investors to be aware of
significant assumptions made in valuations withrexome approach. If NOI figures
have been used in valuations other than what wetién the income statement for
the specific company this is a significant assuorpthat needs to be disclosed. On
many occasions there are reasons to believe thia #ne such differences — see the
discussion in chapters 4 and 5, especially in 4h@re Lundstrom & Gustafsson
(2006a) reported their findings about NOI levels@huations that were higher than
NOI levels presented in financial reports.
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Table 11.1 An example showing how information westors could be provided for a
relevant market, to satisfy the need of investoiset aware of significant assumptions
in valuations performed with an income approach

Property valuation
Offices Stockholm CBD
Lettable area: X XXX sgm

Assessed
Reported Proforma market SEK /sgm
in income income expectations lettable
statement statement  for next year area
Rental income 2,500 2,700 3,000 X XXX
Vacancy -250 -270 -150 XX
Operating cost -275 -297 -250 XXX
Maintenance cost -50 -55 -85 XX
Property tax -100 -110 -110 XXX
Ground lease -100 -110 -110 XXX
Net operating income 1,725 1,858 2,295 X XXX
Yield demand extracted
from transactions in
the market 6%
Calculated value before
corrections 38,200 XX XXX
Corrections for divergences:
Actual rental income is below
assessed market rent level
Present value of difference between
contracted rent level and market rent -1,000
Expected time to reach a normal vacancy level
from the current level is assessed to 2 years
Present value of vacancy above market expectation -100

Assessed fair value 37,100 XX XXX

The average expiry of current lease contracts is 5 years and
the applied discount rate is 8 %

If relevant, the yield demand extracted from matkatsactions could be presented as
an interval, for instance 5-7%, and the same goethé discount rates, for instance 7-
9%. Of course a presentation of intervals could bbks relevant regarding market rent
levels and operating costs, etc.

Some kind of description related to what has besnmed regarding different kinds
of investments/re-investments in the valuation wWquiobably be needed (see
discussions about connections between cap ratlels'\dad discount rates in 5.3.1 and
the borderlines between maintenance expenses agstinents, discussed in 3.5.1,
5.3.2.2 and 10.3).
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The statement in table 11.1, that the yield denfersdbeen extracted from
transactions in the market, may exemplify the nexquent in 1AS 40 to state whether
the determination of fair values was supported lyket evidence. However, note the
discussion in chapter 5 (5.3.1) that, if the yieés been extracted from market
transactions, as described in 11.4.1.3, it couldrgaed that a comparable sales
method has been applied, not an income approaehexdtnaction of the yield from
transactions in the market is problematic to sorterg (discussed in chapter 5 (5.3);
see also 4.4.2). However, if the applied yieldignoed to be extracted from market
evidence the calculated fair value still can béstoded figure if other inputs in the
calculation are not based on market expectatiogsrental income levels, vacancy-
rates, operating cost levels, etc.

11.4.2.2 Discounted Cash Flow (DCF) method

The DCF method is another valuation techniqueithatso based on an income
approach. However, it is very important to emplashisit the result from application
of a DCF method approach in all material respeutsilsl be the same as if the direct
capitalisation method was chosen, as long as thie e@ncept aimed at is fair
valu¢’®. The DCF method is just another way to presentéteulation but is
fundamentally based on the same inputs as thet diapdtalisation method. In other
words, conceptually both the DCF and direct caigéiibn methods are income
approaches based on discounting the future cass fimm the property. From a
theoretical point of view they are both methodseblasn discounted future cash
flows, but are just applied differenty.

Regarding application of the DCF method one shaldd bear in mind that
appraisers state on many occasions that the DCioohét just another way of
applying the comparable sales metftfdf a DCF method is applied and the claim is
that the DCF is in fact a comparable sales metti@dproperty valuation also calls for
need to consider divergences between the propaltyed and the observed
transactions in the market and make correctionthfuse divergences in the valuation
process. These corrections could be done by adguptirameters related to income or
operating and maintenance costs in the calculatomas a final adjustment to the
calculated value figure before the fair value assent is stated.

Applying a DCF method creates need for the sanwadisres as discussed in
11.4.1.3, regarding how NOI has been defined.

If the company claims to have applied a DCF meihdtie property valuation, the
company would also have to disclose some basicrgssans in the cash flow
predictions like:

- Inflation rates

219 As long as the value concept aimed at is faireéie methods chosen to reach this goal shouldnwbtip in
different value figures — this also goes of codmesituations where methods based on a compasalés
approach are applied

21 For further discussions on this issue see e.gsBer 2005

212 5ee findings presented in chapter 5 (5.4)
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- Rental income development — current lease contracts

- Market rent level development

- Operating and maintenance cost development

- Property tax and ground lease development

- Length of the cash flow predictions, e.g. 5 years®years

- Yields for calculating the residual value in thécatation

- If there are any differences between the yieldiedpb calculate the residual
value and the assessed yield demand at the vateie da

- Applied discount ratés®

- What has been assumed regarding different kindsvestments/re-
investments in the valuation

Furthermore, these assumptions might need to tiégds

Of course these kinds of disclosures are needeshfur kind of property, e.g. offices,
residential, retail, etc, and for different kinddarations as well. If the company does
not disclose the parameters specified above, oohwthie cash flow prognosis is
based , it is difficult for the user of financiah&ements to evaluate whether the
parameters applied are consistéfit.

11.4.3 Cost approaches

In a context of property valuation the cost apphoeauld, on some occasions, be
applied e.g. when depreciated replacement cogiplkeal. Furthermore, cost
information could be useful as a basis when makargections for divergences in
qualities between different price observations agnoomparable sales d&ta.A

limited discussion related to fair value assessmpatformed with a depreciated
replacement cost approach follows. Other cost ambres could of course be relevant
but are not handled in this thesis. The reasonawigpreciated replacement cost
approach is discussed is because this approacensaned in IAS 16 as a possible
approach when assessing fair value in some sitgtio

In these circumstances it is very important to makistinction between methods
chosen and which value concept is aimed at. In189$ 33, as well as in IAS 40,
there is no doubt that the value concept aimes faii value. The decision on which
method to apply, in the next step, could in someuonstances require a cost
approach, exemplified in the cited paragraph fré&v@ L6 by a depreciated
replacement cost approach.

The relevant value concept, fair value, is a mabeested approach that means that we
should need to combine the depreciated replaceceshepproach with some kind of
market data to reach the goal. Before we proceigdntportant to clarify what is
meant by depreciated replacement cost. Depreciai@phenomenon can be applied
to a cost base from different perspectives. Theedggtion could be a change in price

213The connection between yields and discount ratdistussed in Persson, 2005 and in 5.3.1
214 Consistency regarding input parameters in valuatare investigated in SFI/IPD, 2006
215 persson, 2005
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decided in transactions on the market. From anwuateat’s point of view, calculation
of depreciation could also be based on an allocati@a cost base over the useful life
of a property, or items of a property, for instabgeapplying a straight-line
depreciation/allocation. This situation could bea&ed by the following example:

Assume acquisition cost of a building 20,000

Useful life 20 years

Building age 10 years

Depreciated replacement cost-based on straightlloeation 10,000

If we have calculated a depreciated replacemertt based on an allocation technique
as just described, of say 10,000, this does nonrties in the next step we can use
this 10,000 as an approximation of fair value withfurther analysis.

First we have to investigate the local market ctiowls for the relevant type of
properties. As a very simplified illustration we yr@ave two similar properties, A
and B, located in two very different markets. Ireai the markets where property A
is located, Tobin's €°is 1.0, which may include a few transactions bieokinds of
properties than the property being assessed, wiglether market, where property B
is located, shows indications that Tobin’s Q is &Bh the same problems that the
few transactions in the market are other kindsroperties.

This analysis indicate that the fair value for prdp A is probably 10,000 times 1.0 =
10,000 and for property B probably 10,000 times%5000. This example is of
course very simplified and does not tell the wisity, but it illustrates the

difference between methods and value concepisn lfhe other hand, the relevant
value concept aimed at should have been deprecigpéatement cost, the relevant
value should of course end up as 10,000 for bo#m@B if the depreciated
replacement cost is defined from an allocation eeption point of view. However, if
the depreciated replacement cost is defined fronearetical approach based on price
changes, the value for A would end up as 10,000@n# as 5,006’

If a cost approach is applied the company showbadnly have to disclose how they

have calculated the depreciated replacement cdsh@n the result from this analysis
has been transformed into a market-based valueepbiike fair value.

11.5 Extensions
11.5.1 Information regarding property portfolios —aggregated information
If a company'’s property portfolio consists of diffat kinds of properties in different

locations, the table in 11.4.2.1 would be needed®vh different kinds of locations
and properties. If the company is involved in depebent and/or redevelopment

218 Tobin’s Q = market value divided by productiontcos
217 see also descriptions in IVS Sixth Edition (2008)ernational Valuation Guidance Note No 8 — Dejated
Replacement Cost
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activities which will change the future rental ince and/or NOI for the specification
above, this fact will require certain disclosdfés

11.5.2 Other issues of importance

As discussed in chapter 6 regarding outcomes oérigrical study of financial
reports, some property companies merely discldsaet named well-known
valuation firm had performed the valuation of theestment properties held by the
company and that the valuation was done in accosdaiith, for instance,
International Valuation Standards or the RIE®Red Book. Behind these kinds of
disclosure there seems to be some kind of presamgtat this is all that has to be
known by the user of the financial reports. Sudtldisures leave the user with no
information concerning how the valuations were altyyperformed and do not seem
to be in accordance with the requirements in IA4® d.

11.6 Summary — Disclosure checklist

What has been discussed in this chapter regartiogen methods and significant
assumptions in property valuations is summariséaAbi a disclosure checklist that
should be considered by companies holding investpraperties and preparing
financial reports:

First of all there is probably a need to show tliasons including figures structured
in a way as exemplified in 11.4.2.1, showing kepifes of e.g. NOI and cap rates
used in the valuation of the properties in a way gllows the user of the financial
report to make their own critical adjustments tmeaof the inputs if they want to.
The purpose of such information is then to makmgsible for the users of financial
reports to change values on critical parametensake their own judgement
regarding the value figure if they find this apmiage. This also implies that the
information should be structured in way that isfulsior analysts. In other words the
information should be structured showing, for ins&® NOI for valuation purposes,
for different kinds of relevant markets. Relevarmirkets could, for instance, be
offices in Stockholm CBD, residential propertie<ity locations in Gothenburg and
SO on.

#18 See for instance EPRA 2006
219 Royal Institute of Chartered Surveyors
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Table 11.2 Disclosure about statements connectadhé&ther the valuation was
supported by market evidence

Disclosure checklist accordingto IAS40p 75d—p  roposal

Statement connected to "market evidence"

Relevant to the fair value assessment of the proper ties held by the company is a
need to disclose:

- The number of comparable sales observed in the ma  rket
- The range in price observations from the market f  or different kinds of properties

The range in price observations from the marketitferent kinds of properties could
for instance be presented thus:

Location A Location B  Location C

City X:
Offices 25,000-30,000 15,000-17,000 7,000-10,000
Retail 30,000-35,000 20,000-25,000 10,000-12,000

Residential  18,000-20,000 10,000-15,000 5,00067,00

Table 11.3 Disclosure of reasoning connected terdences between appraised
properties and comparable sales

General need of disclosure connected to comparable sales approaches in
fair value assessment — Significant assumptions

Judgements made when comparing the property (-ies) being valued with the comparable
sales in the market, connected to divergences in pa  rameters like:

- Site/location

- Technical condition and age of building

- Building structures

- Contractual terms of leases

- Market rent levels

- Other contractual terms

- Types of properties, eg residential, offices, etc
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Table 11.4 Disclosures connected to different apphes of the comparable sales
method

Comparable sales approaches - Significant assumptio ns

Area method: |
- Definition of area

Gross Income Multiplier Method: |
- Definition of income including how vacancy levels are handled

Method based on Net Capitalisation Factor: |
- Definition of Net Operating Income (NOI)

If the company states in the financial reports thabmparable sales method has been
applied, some kind of description would be necgssadescribe how the company
has been reasoning about differences discusse@ anohwhat significant

judgements have been made in the appraisal ofvitsppoperties. For instance, a text
like the following could be presented:

Analysis of the transactions in the market regagdimilar properties shows that
comparable sales in the market are located in dacation in city X while our own
properties appraised are located in a B locatiortie same city. On the other hand
our properties are in a better technical conditiathough the buildings were erected
at the same time. Our properties also have a bétidding structure than
comparable sales. Rental income levels are slighigher in comparable sales and
vacancy rates are equal to our properties. The tsion is that if our properties
were to be sold in the market today, the pricellpee sgm lettable area would
probably be X% less/higher than for comparable sale

Note that comparable sales could be both direciraicect deals, as discussed in
5.2.1.

In situations when indirect deals, discussed inl5&e among the comparable sales,
a description would probably be needed in the firrstatements regarding how
liabilities and assets other than properties wesessed in the indirect deal. For
instance:

Deals closed in the market regarding indirectly aicgd properties are also
comparable sales that need to be taken into acoahen evaluating price levels in
the market. We have knowledge of the significaalsdbat could have an impact on
our own valuations regarding properties held bystbompany. From these deals we
extract the property values from price levels afiggin the traded corporate
vehicles. In the extraction we analyse the tradeftates’ liability situation and make
a separate assessment of the fair values of ltadsliraded in the transactions as well
as assets traded other than property, e.g. taxivabées and goodwill.

132



Table 11.5 Disclosures connected to different kmfdacome approaches

Income approaches - Significant assumptions:

Direct Capitalization Method: |

- Definition of NOI

- How need for investments/re-investments have been reflected in the calculation
- Motivation to the choice of different parameters

Discounted Cash Flow Method: |

- Inflation rates applied in the prognosis

- Rental income development

- Market rent development

- Operating and maintenance cost development

- Property tax and ground lease development

- Length of the cash flow prognosis, eg 5 years or 10 years

- Yields for calculating the residual value in the calculation

- Comments to if yield applied to calculate residua | value differs from initially
assessed yield demand in the market

- Applied discount rates

- Assumptions regarding investments/re-investments in the valuation

- Motivation to the choice of different parameters

As briefly mentioned in 3.5.1, accounting stand#8 17 — Leasedoes not require
disclosure of differences between rent passingofaatg to current contracts) and
market rent levels. However, this issue is impdriainen appraising property with
income approaches and therefore such differencgshmee to be disclosed if
significant, in accordance with IAS 40 p 75 d. &&s® proposal for disclosure in
EPRA (2006).

In some cases another issue of importance coudbalfhrow the company has
assessed the expected market rental income levislissue was introduced and
discussed in chapter 5 (5.3.2.1). Has the compssgsaed that the current market
rent level is equal to the expected long-term mamdsetal income level or is the
reasoning based on e.g. some mean reversion tisocgmected to the current state
in the business cycle? This reasoning could, fstiaimce, look like the following:

The current market rent level is 3,500 SEK/sgmfiomh our point of view we are at a
top point in the business cycle and the lease eotdrconnected to the property
expires on average in 3 years. At that point iretiour assessment is that the top
point in the business cycle would have passed amahbts way down, therefore we
assess that a proper level of rental income at pioant in time will be 3,000 SEK/sgm
in real terms.

Note that the outcomes of the interview study \@tedish valuers, presented in
chapter 5 (5.4) implies that valuers would normakg 3,500 SEK/sgm in this case,
adjusted for inflation, in their market value assesnts using an income approach.
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Another issue discussed in chapter 5 (5.3), ar@lialshapter 10, is the levels of
maintenance outflows in income approach calculatiteithe assessment that the
level of maintenance outflows is equal to the neriahce expenses as shown in the
financial reports, or is the assessment that thatereance outflow levels relevant for
income approach valuations are based on some rethgoning which justifies the
differences in this respect between figures shawéithancial reporting and figures
used in the valuation calculations? Such justii@atould, for instance, look like
this:

The accounting rules normatively state that dagag-servicing should be expensed
in the income statement while costs of compongtdcements should be capitalised
as incurred. In the income statement expensegaireand maintenance show a
level of 40 SEK/sgm. For the purpose of valuatiasenl on an income approach we
have assessed that the cash outflows regardingrrapd maintenance, which will
not appreciate fair value, should be at a leveB@fSEK/sqm.

Table 11.6 Disclosures connected to cost approaches

Cost approach - Significant assumptions

Method based on depreciated replacement cost |
- How the calculated cost base has been transformed into a market-based
assessment of a fair value figure

Another important issue is also how enhancemerdipiiises, e.g. real options, have
been handled in the valuation of properties. T¢éssi@¢ has been discussed in chapter 9
in connection with the interpretation of paragr&ihin IAS 40. This issue is probably
also something that creates a need for disclogumeeenhancement possibilities in the
properties included in the fair value? If so, ipdssible to extract that part of the fair
value connected to these enhancement possibilfi#s® valuation method has been
applied in the valuation of these enhancement pititisis — a method described in

IAS 40 pp 45-46, or another method, e.g. an optadnation method of some kind?

Since valuers usually claim that property valuat®assentially an application of a
comparable sales mett84 there would probably also be a need for disclstdia
statement like:

After the calculations were performed, there was@nciliation between the
calculated fair value figures and price levels ggm for comparable sales in the
market for the relevant kinds of properties in valet kinds of locations in different
geographical markets. The aim of the reconciliai®to check that the calculated
fair values are reasonable in relation to compamabales.

220 gee findings presented in chapter 5 (5.4)

134



11.7 Conclusion

IAS 40 states that applied methods, exemplifiedrzaband significant assumptions,
discussed above, regarding valuation of investmpeogerties shall be disclosed in
financial reports.

Applying a comparable sales method in the propspiyraisal may cause problems in
finding the relevant price observations in the neairhe fact that many properties
are transferred embedded in corporate propertycle=hcreates problems related to
having access to all relevant transactions antheasext step, to extracting property
values from those transactions in some circumstargeecial conditions connected to
deals closed in the market, e.g. rental incomeaguaes or special financing
conditions, also create problems analysing pricgbe market (see 5.2.1-5.2.2).

Finding adequate evidence to make exact claimseroimg what the consensus views
are in the market regarding NOI levels and requlieedls of return (yields and
discount rates) seems to be problematic. Theréfeteould be very important that
companies disclose how they have been reasoning #i®se input variables if an
income approach is applied in the property valuatior instance, one of the
proposals in this thesis is that disclosures addast figures regarding assessed
market expectations of NOI would be needed witmaricial reports if the company
claims that an income approach has been appliediapy investment properties.

As discussed briefly in 11.4.4.1, properties inealyn different kinds of development
or re-development activities may require specifscibsures.

At first glance the requirement to disclose methaald significant assumptions
described in this chapter does not seem too coaiptic However, one has to bear in
mind that the illustrations are very general amapsified. On many occasions the
companies have in reality applied more than ortt@tlescribed methods or a
combination of different methods. If so, this fabbuld be disclosed. Very often
assets in property companies consist of many effitkinds of properties that are
located in many different geographical areas. Fop@rty companies holding say 500
properties of different kinds located in many diffiet geographical areas, it will
probably not be an alternative to disclose metlakssignificant assumptions for
each and every property. One of the problems iatipeawill probably be to find the
appropriate level to aggregate data regarding gieltcount rates, market rent levels,
vacancy rates and so on. This aggregated leveticfarlinstance, be office properties
in Stockholm CBD or residential properties in thig of Gothenburg. However, to be
useful, the levels of aggregation should not, inapinion, be general. For instance,
the category ‘offices in Sweden’ will provide vditgle of use to analysts as
aggregated information in the case where a compaluing properties owns them in,
say, 20 cities in Sweden which have very littleammon regarding risk factors,
rental income levels, vacancies and so on.

When the appropriate levels are found, the nextlpro may be to get the right kind
of information out of the administrative systems &me valuation models in the
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company. Examples of aggregated information neadedthe average expiry of lease
contracts, current rental incomes and assessecetirark levels.

A special issue is the situation when propertiespaiced in the market influenced by
real options inherent in the properties (see ch&)tdf the properties have significant
real options, this fact requires disclosure regaydvhat kinds of options have been
dealt with, how the existence of real options Héscged the valuations and reported
fair values of the properties.
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12. Conclusions

12.1 Summary of results

In the current development of financial reportihgre seems to be a switch in
emphasis, from reliability to relevance criterigaeding the qualitative characteristics
of financial reporting. The characteristics in therent financial reporting
development are to a great extent based on thienbiescribed in the Investor
theory, briefly discussed in chapter 3. Finanaglarting should be useful for
different kinds of investors and uncertainties $tidne communicated in a transparent
manner.

In chapter 4 there was a description of value cptscand valuation methods. There
was also a discussion regarding which value coscapd valuation methods fit into
the requirements in financial reporting standard$ @ connection, in this context,
with how current financial reporting relies on fliactionality of the efficient market
hypothesis on many occasions. The concept of &irey used by the accounting
profession, was judged to be equivalent to the ephaf market value used by the
property valuation profession. There was also eudision regarding what could be
regarded as market evidence, referred to in IASrithis context there was a
reference to other studies carried out, showingitltmuld be doubtful to claim that
there are consensus views in the market regardireid of NOI connected to the
valuation objects and hence what cap rates/discates to extract from comparable
sales, and that this could have implications whenfigpming valuations of property
assets. It was also argued that IAS 40 stateshbet should be a declaration in the
financial reports concerning whether the deternomasf fair value was supported by
market evidence. The conclusion is that it may dgbtful if anything other than price
level observations could be regarded as markeeagil

In chapter 5 there was a description and discussigarding valuation problems and
valuation practice. In this chapter problems weaseussed connected to extracting
comparable sales, definitions of NOI used for prgpappraisals and extracting cap
rates/discount rates for valuation purposes apglyinome approaches. Furthermore,
there was a presentation of results from an engpiiterview study involving
Swedish property appraisers. Among other things,itierview study showed that
valuers on many occasions use stereotyped inpiatblas in valuation calculations
and that valuations claimed to have been perforapgdlying a DCF method are, in
reality, on many occasions, just a somewhat comait application of a direct
capitalisation method or a comparable sales method.

In chapter 6 outcomes from empirical studies ddifficial reports according to IFRS
were presented. Some key issues were studied afmbihit was found that almost all
companies studied had chosen the fair value mad@&lS 40, it was common that the
accounting principle regarding the border betweamitaenance expenses and
capitalised costs was poorly described and mospaoms reported fair value
adjustments above financial items in income statesmé-urthermore, it was found
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that the requirement in IAS 40 to describe the wdshapplied and significant
assumptions in property valuations were often niademanner that did not seem to
fulfil the requirements in the IASB Framework ahe iAS 40 standard on these
issues. For instance, adequate disclosures of mahassumptions in valuations
were rare.

In chapter 7 it was shown that common uncertamigrvals and cyclical movements
in property fair values could have a severe impaateported income and equity
levels in property companies applying the fair eamnodel in IAS 40.

In chapter 8 there was a presentation from an érapstudy regarding realised
results in transactions. The sales prices of safdgaties were compared to the
carrying amount before selling (fair value). It vamcluded that in most cases the
average net selling prices were above assessedhfags. Possible explanations are
time lags between transactions and valuations. &lén@ market where prices move
upwards, for instance, valuations could be expeitdm: below selling prices —
valuation smoothing. The outcomes from this stunlyld also be explained by the
impact of uncertainty in valuations. It was alsdetbthat average selling prices above
assessed fair values could imply that the wholé&fq@ar was valued “too low” but
there could also be explanations like sellers tiyng interested in selling when they
get a really good price offer in relation to theivn expectations. If so, the
transactions may not give very good informatiorareing the value level of the
whole portfolio. There was also an observation uabe realised results were
extremely high in relation to the carrying amoufiésr values), which may lead to
questions when it comes to both the reliability agldvance issues of reported fair
values.

In chapter 9 there was a discussion about the trafuaf properties with
enhancement possibilities (real options) in an acting context. Some accountants
seem to have interpreted the wording of paragrdpin BAS 40 in such a way that
values of real options connected to investmentgmtags should not be reflected when
assessing fair values. However, the normative csimh in this chapter was that such
interpretations must be a misinterpretation ofabeounting standard. The definition
of fair value implies that everything that is refied in market participants’ pricing of
an asset must be reflected in the fair value, @i pricing is based on
enhancement possibilities (real options) to sontergx

In chapter 10 the concepts of entry and exit pajmgroach were discussed. This issue
could be of significant importance when accounfmgproperty assets, especially
when trying to evaluate performance reporting exéa from the income statement
such as NOI. The current standards of IAS 40 ar®l 18 require an entry price
approach at initial recognition of an asset. Theeamitially recognised could be a
whole investment property or replaced parts of suphoperty (component
replacements). If companies were to be requiregppdy an exit price approach it was
suggested that such practice could lead to daynk gad losses resulting in
immediate fair value adjustments. This inference made on the basis that the
acquisition cost of an item in the property bussnesuld, on many occasions, be
expected to diverge from what it is possible td thed same asset for immediately in
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the acquisition situation. In the entry and exit@rcontext it was also explicitly
discussed how to account for component replacemieiiizd been observed in
empirical studies that some companies seem toatgitonly part of the costs of
component replacements while others seem to ciitidle whole such acquisition
cost. Companies that capitalise only part of theesition costs frequently expense
the part which does not appreciate fair value dedekpense may be classified as
maintenance in the income statement. The differenpeactice could lead to

distorted reporting of NOI. According to the reaisgnin this chapter, capitalising

only value-appreciating parts of acquisition cadtsomponent replacements is due to
a misinterpretation of the accounting standards.

In chapter 11 there was a discussion of what cbeldppropriate levels of disclosure
regarding methods and significant assumptionsopgty valuations presented in
financial reports. There was also a discussioneanieg what could be appropriate
levels of disclosure connected to statements ortheh¢he determination of fair
values was supported by market evidence in propeityations. The normative
discussions in this chapter were based on knowletigew property valuations are
performed in practice and resulted in a detaileghpsal for what should be disclosed,
given that a specific valuation method was chosen.

12.2 Implications and future development

Applying the FVA concept increases the risk of npaitation in financial reports
since it is very hard to assess fair values ofstment properties with precision. The
problems connected to valuation smoothing issuduanertainty in property
valuations could raise question marks concerningtiadr application of the FVA
concept is appropriate in property companies. Heanal/the intention of standard
setters is to proceed in the use and developmdfv Affor property companies, some
remarks regarding refinement in financial reportamg very important. In my opinion,
performing assessments of, and presenting faieviidures of, property assets in
financial statements is connected to a resporsilbdisolve the problem of
information asymmetry connected to property appiaas explained by Agency
theory. This responsibility is due to the situatimere presented fair values cannot
be assessed solely with reference to observatioinarsaction price levels in the
market. This will be further discussed below.

Regarding performance measurement issues in geheoalld be argued that
movements in fair values should be reported abimané€ial items in the income
statement. This argument is based on the facthibaements in fair values are “core
business”, just as important as rental income/negeaccording to IAS 40. Hence,
from a rules-based perspective these movementédsheuweported in a way that
carries about the same weight as rental incomeiteeA majority of the property
companies studied in this research project alsm s$edave interpreted the IFRS
rules this way since they have reported fair valdgistments above financial items in
income statements. However, fair value adjustmar@openly reported on the face
of the income statement and it could be argueditimeasy for skilled analysts to see
them and put them where they deem appropriate ndiépee on the purpose
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underlying their performance of the analysis. Gndther hand it could be argued that
investors and users of financial statements caidtlgs well belong to the category
that does not comprise professional analysts andeheannot be presumed to be
skilled analysts in every case. From this pointiefv it could be argued that
companies should report the fair value adjustmierntse income statements in a
similar way, to make analysis less complex for ¢hasers.

In this context it is also important to emphasts& aanalysts must be observant if they
use presented key ratios in financial statemegtsregerest coverage ratiosf they

use such key ratios without further analysis of bese are defined in different
companies, they may end up with confusing conchssié study carried out by
Andersson & Stojanovic (2007) shows that some caneganclude fair value
movements/adjustments in calculating this key ratidle other companies exclude
this effect. Hence, reported key ratios may haeestime names although they do not
show equivalent information, purely as a resulb@hg defined differently in

different companies.

Things are worse when it comes to the border batwesntenance expenses and
capitalised cost of improvements (component repiecgs/investments) from an
accounting and analysis point of view. These botiadare frequently hard to
evaluate from the descriptions of accounting pples offered in the financial
statements. In turn, this boundary issue probatagtes uncertainty when trying to
evaluate financial performance as reported by ptgm®mpanies. To improve the
consistent application and effective analysis wéficial statements, many companies
need to improve the description of how this boidetrawn in financial reports.
However, it is important that this description a@hd preparation of the underlying
figures do not conflict with the rules and inteman the accounting standards, as
previously discussed.

| claim that it has been shown in different paftghes thesis that NOI figures are not
equivalent when trying to compare different comparand this situation is due to
inconsistent application of IFRS. | also claim tN&2I for financial reporting
purposes is not equivalent to NOI that is usegfoperty valuation purposes.
Differences could, for instance, be due to howakintcome is required to be reported
in income statements in comparison with what thehdbows look like and,
furthermore, that there is a difference in varialdach as vacancy levels and the
border between maintenance expenses and capitabiséxlin this respect. NOI, in
turn, is an essential figure when performing vatret of property with income
approaches. NOI is also important from anothergserdnce measurement
perspective, namely evaluation of income return.

What has been said above leads to a need for #éxpiclosure in financial reports
regarding applied methods and significant assumstio property valuations for
financial reporting purposes. The disclosures tiaae been found in financial reports
according to IFRS so far have a long way to go teefloey can meet the requirements
as they are interpreted in this thesis. Many conggsadglisclose cap rates/discount rates
applied in valuations of their properties. Howevean income approach has been
applied in the valuations, the calculated fair ealare a result of more than one

140



parameter. The cap rate/discount rate appliedesobthe parameters. Other
parameters used alongside the required cap regestdlit rates could, for instance, be
normalised NOI which, it has been shown above,dduterge from reported NOI for
financial reporting purposes. Therefore, the l@fedash flows discounted, e.g. NOI,
should normally also have to be disclosed, othentie user of the financial
statements will have problems making their own grdgnts regarding the calculated
and reported fair values. In this context it is ortpnt to emphasise that historical
outcomes regarding NOI are not appropriate inrgugiired disclosure, since income
approaches aiming at fair value are based on mpeétipants’ assessments of
future outcomes. In short, this means that if ine@pproaches have been applied in
valuations, this would normally require discloswi¢hin the financial reports of
future-based assessments regarding cash flowd\@Igfigures alongside applied cap
rates/discount rates in valuations.

The uncertainty in property valuations is a normarket feature deriving from the
nature of property and this should be openly ackaedged: it is variable from
property to property and from market condition tarket condition and is something
to be managed as it cannot be removed, as wasd statee introductory chapter.
Explicit disclosure of methods, assumptions antksiants regarding connections to
market evidence is one important way to manageuthigrtainty.

Figure 12.1 below shows my view of the need focldisure applying an FVA
concept. The more subjective influence there iwination assessment, the greater
the need for companies to tell users of finandetiesnents explicitly how valuations
have been conducted. Property valuations can belfon the left side in the figure in
most cases. On the right side, a share listedstock exchange and with a high
liquidity can be found.
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Figure 12.1

Principle illustration — Applying the FVA concept for different kind s of assets

Need for disclosure of

- Applied methods in valuations

- Significant assumptions in valuations

- Connections between appraised figures and market evidence
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[
>
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The valuation of property is complex and differeatcomes are possible in respect of
value figures. Explicit information regarding vatiiwm methods, significant
assumptions in the valuations and explicit conoestito market evidence would
make analysis and the application of individualgeihent by users of financial

reports far easier. Other studies referred toigttiesis also show that analysts need
better information from financial reports on thigtter.

One important issue in this context is the baldreteveen the costs of providing
financial information and the benefits derived freacth information, discussed in
chapter 3. In my opinion, it is important to empgkaghat costs and benefits should be
interpreted from the standpoint that the purposinahcial reporting is to provide
useful information to investors, and not from tlwénp of view of the needs of the
company providing such information.

The issue of costs and benefits has to be testpieatly, giving the primary users

of financial statements their opportunity to explaihat kinds of information they
need. The types of possible information analysdtigthesis could be the starting
point for such a study. The complexity of propemyuation, discussed in different
chapters in this thesis, and the analyst’s calirfore information implies that many
companies have not so far found the right balaeteden cost and benefits regarding
what amount of disclosure would be appropriatenimissue in financial reports.
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