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Abstract
The IASB introduces an exposure draft for a new standard ‘fair value measurement’ following the credit crises. The purpose of this thesis is to give recommendations about the consequences of the exposure draft for the financial statement and users of the financial statements in the real estate sector. Does the new proposed valuation standard achieve his goals based on the experience with IAS 40? And does the new valuation standard better reflect to the presumed needs of the users of the financial statements?

By a diagnostic gap analysis research the current situation will be compared with the desired situation in successful implementation. The proposed valuation standard is not yet applied so the outcome of this research cannot be compared to the actual results. In the first part of the research nine financial statements of Dutch listed real estate companies are analyzed. Eight financial statements meet the research criteria, except the financial statement of Homburg Invest. The financial statements of Homburg Invest only mention that there investment properties are valued at fair value without any explanation or further disclosures. Second part of the research, the exposure draft is compared with the results of the current situation. There are three important adjustments required if the new valuation standard is introduced; the definition of fair value, the valuation techniques and the expand disclosures. In the current situation the fair value is an entity-specific measurement, which after introduction of the ED should be a market-based measurement. The ED had established a three-level hierarchy to consider market participants assumptions based on observable and unobservable inputs. 

To make all the IFRS standards comparable, this proposed valuation standard is appropriate. But for the standard IAS 40 for real estate entities, the specific proposed disclosure requirements can lead to increase significant compliance costs and can frustrate the efforts of real estate entities to provide clear and relevant information on valuation uncertainty. The unobservable data is most relevant for users of the financial statements but are less reliable. The financial statements should provide information about the circumstances leading to increased measurement uncertainty and the reasons behind it, than the user is capable to more fully understand the values and to make their own judgments. 

Apart from the given recommendations in my thesis, after my research I conclude that the benefits of the increased consistency and comparability of the fair value measurement is such great improvement that the exposure draft should be introduced. The real estate industry has responded positively to the challenges presented by the developments in the global economy.
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Introduction

Because of the current credit crisis, some markets had become less active. Strong affected following the financial crises is the property sector. The financial crisis had led to increased mortgage rates and complicated acceptance procedures of banks to provide mortgages for potential buyers (Niessen, 2009). This has created more uncertainty about the continuity of companies. The confidence of the investors decrease and the market for real estate become less active. To maintain the confidence of the investors, the financial statements have to be transparent and comparable. The preparers of the financial statement want to provide good news about the company. But in this uncertain time, the users of the financial statement require more information about the real risks of the company. Because of this different interests of the users and preparers of the financial statements, information asymmetry and the agency theory are an increasing problem in the financial crisis.

Especially in this uncertain times there seems to be a greater need of transparency for the users of the financial statements. What are the real values of the assets? Under IFRS
 and RJ
 there is an option to value at fair value or at cost price. Both valuation methods can create uncertainty among users of financial statements. The fair value valuation is based on expected returns and the cost price valuation does not include the market changes. The idea of the market value is based on information from an efficient and well-functioning market. That value is then based on the discounted value of future cash flows. So under the fair value valuation there is more information about the future required than under the cost price valuation. But the frequent problem is that the market may not have the correct information. In the property sector there has been a very significant reduction in transaction volumes.
 With significant reduction in transaction volumes, the market cannot have correct information if there is no transaction or only a transaction issued in an illiquid market. However, if a transaction takes place, the valuations are seen to be relatively volatile. Because of the volatile valuations in less active markets, the users of the financial statements need more additional disclosures to describe the uncertainties in the measurement. 

Despite this problem, the market still remains the best indicator of the risks and economic expectations. Through a second-best approach, the fair value is based on a model which gives space for subjective judgements. This approach is also not seen as perfect but better than the cost price valuation because of the including risks and economic expectations (Swagerman, 2009). 

The fair value measurement and disclosures are important for the transparency for the users of financial statements. Users of the financial statements need transparency and comparability. But the guidance on measuring fair value is dispersed across many standards and is not always consistent. This ensures that there is no comparability between the different estimated fair values. Especially in the financial crises, the transparency and comparability of the financial statements is a problem.

The IASB introduces a solution to this problem. The IASB
 issued an exposure draft in May 2009 for a new standard ‘Fair value measurement’ following the credit crisis. This exposure draft is to establish a single source for all fair value measurements, to clarify the definition of fair value, to enhance the disclosures about fair value and to increase convergence with US GAAP. The IASB believes that this standard will improve and reduce the complexity of the current guidance on measuring fair value. If this standard is adopted, the proposed definition of fair value, measurement guidance and disclosures requirements will become the mandatory framework for assets and liabilities at fair value.
 But does this new IFRS standard meet the expectations and improve the uncertainty among users of financial statements? Can they make better decisions using the financial statements based on the new IFRS standard?

The IFRS standard for investment property is IAS 40. This standard prescribes the accounting treatment for investment property and related disclosure requirements. Under IAS 40 there is now still an option to either carry all investment properties at fair value or all at cost price. Where the valuation method is followed, this must be followed in all periods and for all properties, even where there is uncertainty over the valuations.

The purpose of this thesis is to give recommendations about the consequences of the exposure draft for the users of the financial statements in the real estate sector. Does the new proposed valuation will achieve his goals based on the experience with IAS 40? 

The research question of this thesis is:

What are the consequences for the financial statements in the real estate industry if the new valuation standard is introduced? Does the new valuation standard better reflect to the presumed needs of the users of the financial statements?

The research question can be answered after answering the following sub-questions:

· What are the requirements of the users of the financial statements?

· What are the criteria of the current standard?

· Why a new proposed valuation standard? 

· What are the criteria of the exposure draft?

· What changes take place in the financial statements of the real estate industry if the new exposure draft is introduced?

· Does the new proposed valuation standard meet the requirements of the users of the financial statements in the real estate industry?

This thesis starts in section 2 with the theoretical background. Section 3 presents the current and proposed standard and the differences between these standards. Prior research and articles are discussed in section 4. The research design, hypotheses and methodology is presented in Section 5. The empirical results, research analysis and recommendations are provided in section 6. Finally, the conclusions are provided in section 7.

This thesis can be relevant for the preparers and the users of the financial statements in the real estate industry to understand the changes after the introduction of the new proposed valuation standard, fair value measurement. Does the new proposed valuation standard improve the presumed need of the users of the financial statements? Does the new proposed valuation standard provide more transparency in the financial statements?

Theoretical Background

1.1 Introduction

This chapter describes the theoretical background of this thesis. First in section 2.2, the requirements of the users of the financial statements are mentioned. Section 2.3 describes the financial statements in the business real estate industry. In section 2.4 a few theories related to this subject are mentioned and discussed. Finally, section 2.5 summarizes this chapter.

1.2 Requirements of users

The most important source for financial information is the financial statement. The objective of financial statements is to provide information about the financial position, performance and changes in the financial position of a company that is useful for a wide range of users in making economic decisions, IASB. The wide range of users can be divided in the following groups: Shareholders and potential shareholders, employees, lenders, suppliers, customers, government and public. Each group of users of the financial statement had their own needs to help them in decision making. But the financial statement can not provide all the information needs of all groups. Shareholders are considered as the most important group because they provide capital to the company. If the financial statement meets to the needs of shareholders, it will also meet the most needs of the other users (Grönloh, 2001 and IASB Conceptual Framework). So the contents of these financial statements are based on the information needs of an average user, whereby the focus is on the needs of the shareholders. The most important presumed need of shareholders is transparency in the financial statements. Transparency can be translated to the qualitative characteristics of the IASB that make financial information useful. 

The qualitative characteristics that make financial reporting information useful are relevance, reliability, comparability and understandability (IASB: Conceptual Framework, see figure 1). Relevance implies that the information has the ability to influence economic decisions. The information is reliable if it is complete and faithful represented. There is sometimes a tradeoff between relevance and reliability. For instance, historical cost price measurement is not as relevant as fair value measurement but is clearly more reliable. Judgment is required to provide the appropriate balance between these characteristics to make the financial information most useful. 

Comparability means that on the basis of information similarities and differences can be discerned and evaluated over time and between different companies. Disclosure of accounting policies is important for comparability. At least understandability implies that the significance of the information can be perceived. Information should be presented in a way that is readily understandable by users who have a reasonable knowledge. The financial statement shows the demarcated financial position of a company in accordance with the rules and regulation set standards. The delineation and determination conform set standards is necessary for users to ensure understandability and comparability (Grönloh, 2001).
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Figure 1: IASB Conceptual Framework: Qualitative characteristics that determine the usefulness of info.

1.3 Real Estate

Listed property investments are intended to invest in real estate so that shareholders achieve the best return. Management of the property investments has the task to provide good information to the shareholders and potential shareholders about the financial position of the property investments. The shareholders and potential shareholders need this information for their decision making. Most important is that the true and fair view of the financial statements should not be endangered. 

The financial statements are used to make accountability. And for accountability are the historical costs essential. But for many users of financial statements also the forward-looking information is important for their decision making (Grönloh, 2001). 

In preparing the financial statements of real estate investments and in determining the returns on investments, the preparers aim to determine as accurate as possible the total return. A real estate investment company is allowed to valuate its investments at cost price or fair value (IAS 40). The fair value valuation is based on information from an efficient and well-functioning market. That value is then based on the discounted value of future cash flows. 

With the financial crisis it is difficult to determine this fair value because of less active markets (exposure draft). In the property sector there has been a very significant reduction in transaction volumes (Grönloh and van der Togt, 2009). And if transactions are taking place the valuations are seen to be relatively volatile. So the markets may not have the correct information. Preparing the financial statements in the real estate sector aims to determine the total return as closely as possible. But the regulation standards only provide general frameworks for the fair value measurement. The fair value of a property is frequently determined by taxation. Taxation is an intelligent guess at the correct and realistic value of obtaining a case. This value is the most probable price for the entire property investment that can be achieved in an open market situation given the physical, economic, social and legal quality of the property. But this value depends on the needs of the users of this value. The fair value is therefore often not objectively determined, but based on some estimates of the taxation which are by definition subjective. Therefore, valuation of property at fair value by taxation or intern models provides volatility in the financial statement. Additional disclosures are essential to describe the uncertainties in the measurement.

1.4 Theories

The financial crisis has created more uncertainty about the continuity of companies. The confidence of the shareholders decrease and the market for real estate become less active. However, the preparers of the financial statement still want to provide good news about the company. But in this uncertain time, the users of the financial statement require more to the real risks of the company.  Because of the different interests, information asymmetry and the agency theory are an increasing problem in the financial crisis. Another problem is how to valuate the investments in the real estate sector, especially if the market isn’t efficient and well-functioned. These problems are also discussed in this section.

1.4.1 Agency theory and information asymmetry

Information asymmetry and the agency theory are an increasing problem in the financial crisis. Users of the financial statement are in great uncertainty of the determination of the fair values of investment property, which leads to greater risks. Management of the company has the ability to operate in their own self-interest rather than in the best interest of the company because of the asymmetric information and subjectivity in the valuation of investment property. 

This uncertainty of the users of the financial statement provides possible agency costs. To reduce this agency costs the financial statements need transparency. The agency theory is a fundamental problem in organizations because of this self-interested behavior. One of the primary agency relationships in business are between the shareholders and managers of the company. In this relationship the agency costs are the costs borne by shareholders to encourage managers to maximize shareholder wealth rather than behave in their own self interests. A manager of a company may have personal goals that compete with the owner’s goal of maximization of shareholder wealth. If agents take unobserved actions in their own self interests, a moral hazard problem exist because it is infeasible for shareholders to monitor all agents’ actions. To reduce this moral hazard problem, shareholders must increase the agency costs to sustain an effective agency relationship. The optimal amount of agency costs is determined in a cost-benefit context. In this context the benefits of the effective agency relationship have to be greater than the agency costs to achieve this efficiency. The agency theory states that companies have the desire, especially for listed companies, to show a controlled profit growth in the financial statements. 

1.4.2 Valuation of real estate investments in the financial crises

Previously in this section is stated that the historical costs are essential in the financial statements for accountability. But for many users of financial statements also the forward-looking information is important for their decision making. Shareholders require that the financial statements present the fair value as much as possible. But what if the market isn’t efficient and well-functioned, which is the case in the real estate sector in the financial crisis. Swagerman suggest in 2008 that the fair value approach strengthens the financial crisis because the market value is constantly changing. This leads to great uncertainty, risks and costs. In 2009 Swagerman writes again in the ControllersMagazine about the fair value approach. But this time he suggests that the fair value should be seen as value indicator. If the fair value cannot be determined in the market, the second-best approach is used. In the second-best approach the fair value will be determined based on a model, which is subjective. This approach is not perfect, but still better than valuation based on cost prices. SEC
 has addressed this discussion and still, after a survey about the impact of fair value in the credit crisis, supports the fair value measurement with a few recommendations. 

These recommendations are to establish better guidelines for non active markets, offer more training for the opinion in determining fair value estimates and to examine the impact of liquidity in the fair value measurement. This discussion about fair value measurement in markets that are no longer active is the starting point of the exposure draft, Fair value measurement (IASB, 2009). 

1.5 Summary

In this chapter the theoretical background of this thesis is described. First, the most important group of users of the financial statements are the shareholders, mentioned in section 2.2. The contents of the financial statements are based on the information needs of an average user, whereby the focus is on the needs of the shareholders. These needs are translated to the qualitative characteristics that make financial reporting information useful; relevance, reliability, comparability and understandability. 

For decision making shareholders attach great importance to fair value because of the including risks and economic expectations. But determining of the fair value in the real estate sector has become difficult because of the less active market. Regulation standards only provide general frameworks for fair value measurement. Taxation with additional disclosures in the financial statements is essential to determine the fair value. Section 2.4 had describes a few problems related to theories in the real estate sector. Mentioned problems are agency theory, asymmetric information and the valuation of real estate investments in the financial crises. The valuation of real estate investment has become a discussion in the last years because of the in the financial crisis. This is the beginning of the proposed standard of the IASB, Fair Value Measurement. The current standard for investment property and the exposure draft about fair value measurement of the IASB are described in the next chapter. 

2 IAS 40 vs. Exposure draft

2.1 Introduction

A valuation dilemma exists from the application of IFRS in times of financial crisis. Important for the valuation is what the users of the financial statement think is most relevant for their decision making. In the top of the market chooses the large majority of valuation for property at fair value (van Hal, 2006). IFRS only provide general frameworks for fair value measurement and is not always consistent. The current financial crisis has led to discussion about the measurement of fair value in less active markets. Also in the real estate sector the transactions are significant reduced. The IASB has introduced an exposure draft which provides a single source of guidance for all fair value measurements to increase convergence in all IFRSs and US GAAP standards. This chapter describes the current standard for property investments and the proposed exposure draft. The current standard is presented in section 3.2 and the exposure draft in section 3.3. In section 3.4 the differences between these standards are described. This chapter is summarized in section 3.5.

2.2 IAS 40

The objective of the standard IAS 40 is to prescribe the accounting treatment for investment property and related disclosure requirements. This standard shall be applied in the recognition, measurement and disclosure of investment property. 

Investment property is property held to earn rentals or for capital appreciation or both, and not for use in the production or supply of goods or services or for administrative purposes or sale in the ordinary course of business. Judgment is needed to determine whether a property qualifies as investment property. A company needs to develop criteria to exercise that judgment consistently in accordance with the definition. If the classification is difficult, this criterion has to be disclosed.

2.2.1 Recognition

Investment property should be recognized as an asset when it is probable that the future economic benefits that are associated with the property will flow to the company, and the cost of the property can be reliable measured. At first measurement the investment properties are required to be valued at its cost price.

A company evaluates the costs of all investment property at the time they are incurred including initially costs incurred to acquire an investment property and additional costs. The cost of a purchased investment property comprises its purchase price and any directly attributable expenditure, transaction costs.

After the first measurement there are two options to value the investment property. According to IAS 40 a company shall choose as its accounting policy either the fair value model or the cost model and apply that policy to all of its investment property. A voluntary change in accounting policy shall be made only if the change results in the financial statements providing reliable and more relevant information. But it is highly unlikely that a change from the fair value model to the cost model will result in a more relevant presentation in the financial statements. Despite the choice of its accounting policy, the standard requires that all companies must determine the fair value of investment property for the purpose of either measurement. Even if a company uses the cost model the fair value has to be added to the disclosure.

The cost model is set out in IAS 16. The cost price is the costs less accumulated depreciation and less accumulated impairment losses. Fair value is described in the next section.

2.2.2 Fair value

IAS 40 defines fair value as:

“The amount for which an asset could be exchange between knowledgeable, willing parties in an arm’s length transaction.”

Fair value is not the same as the value in use. The value in use reflects the company’s estimates, including effects of factors that may be specific to the company and not applicable to companies in general. A company determines this fair value without any transaction costs that may incur in the sale or other disposal. The fair value of investment property shall reflect market conditions at the end of the reporting period, not like other property at some date in the past. The fair value is bound by a certain date, because market conditions may change in time, the amount reported as fair value may be incorrect or inappropriate.

What is meant by knowledgeable? In this context knowledgeable means that both the willing buyer and the willing seller are reasonable informed about the nature and characteristics of the investment property, its actual and potential uses and market conditions at the end of the reporting period. A willing buyer is motivated, but not compelled, to buy. It is assumed that the willing buyer would not pay a higher price than a market comprising knowledgeable willing parties would require. And a willing seller is motivated to sell the investment property for the best price in line with the market conditions.

Second in this context is the arm’s length transaction. An arm’s length transaction is one between parties that do not have a particular or special relationship that makes prices of transactions uncharacteristic of market conditions. The standard assumed that the transaction is between unrelated parties, each acting independently.

The fair value should reflect the actual market state and circumstances as of the balance sheet date. Evidence is needed to determine the fair value. The best evidence of fair value is given by current prices in an active market for similar property in the same location and condition and subject to similar lease and other contract. In absence of these current prices, a company considers information from a variety of sources, including:

· Current prices in an active market for properties of a differential nature, condition or location adjusted to reflect those differences.

· Recent prices or similar properties on less active markets with adjustments to reflect changes in economic conditions since the date of the transactions that occurred at those prices.

· Discounted cash flow projections based on reliable estimates of future cash flows.

If the various sources lead to different conclusions about the fair value of the investment property, the company will have to take the most reliable estimate of fair value within a range of reasonable fair value estimates. Sometimes, the various outcomes are so difficult to judge that an estimate of fair value can be ignored and can not be seen as reliably determinable on a continuing basis. Also if comparable markets transactions are infrequent and alternative reliable estimates of fair value are not available the investment property is not reliably determinable on a continuing basis. In these exceptional cases the cost model will be applied until disposal of the specific investment property.

IAS 40 recommend a company to determine the fair value of investment property on the basis of a valuation by an independent valuer who holds a recognized and relevant professional qualification and had recent experience in the location and category of the investment property being valued.

2.2.3 Disclosures

The requirements of disclosures for the fair value model and cost model are listed in IAS 40. In addition to these disclosures a company that applies the fair value model shall disclose reconciliation between the carrying amount of investment property at the beginning and end of the period. These disclosures for investment property are significantly for the purpose of the financial statements. If the company applies the cost model, which is exceptional, the company shall disclose amounts relating to that investment property separately from amount relating to other investment property. For both valuation models there are additional disclosures required in IAS 40.

2.3 Exposure Draft

IFRS require some assets, liabilities and equity instruments to be measured at fair value. But the guidance on measuring fair value is dispersed across many standards and is not always consistent. Also the financial crises had highlighted the need for additional guidance for measuring fair value in less active markets. The IASB believes that this leads to unnecessary complexity to IFRSs and contributes to diversity in practice. The IASB issued that there is a need for convergence of IFRSs and US GAAP. 

There is no standard prescribed for valuers, so there is a wide variety of language that is being used by the different firms of valuers. However, the main part of the language refers to the valuations being given against a background of market volatility and rapidly changes values. Important is that the fair value is determined based on the appropriate standards and the handling fair value definition. Guidance for measuring should provide a clear measurement objective and a robust measurement framework. IASB believes that this exposure draft improve the current guidance in IFRS.

The project objectives of the exposure draft are to establish a single source of guidance for all fair value measurements, to clarify the definition of fair value, to enhance disclosures about fair value and to increase convergence with US GAAP. This proposed guidance is consistent with the existing requirements including recent amendments. So the exposure draft explains how to measure fair value but does not require additional fair value measurement. 

The main reason of the exposure draft is to reduce the complexity of the guidance on measuring fair value. After completing this exposure draft the fair value measurement and disclosure requirements in IFRS and US GAAP would be almost identical. 

2.3.1 History
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Figure 2 Project Overview
In September 2005 the IASB added this project to its agenda. The first step was to publish a discussion paper summarizing the Board’s preliminary views about fair value measurement. At this point the FASB was already well advanced in the development of their own fair value measurement standard, SFAS 157. SFAS 157 was used as the starting point of the discussion paper published in November 2006 which provides detailed and consistent guidance on fair value measurement. The exposure draft is also consistent with the report of the IASB’s Expert Advisory Panel about fair value measurement in markets that are no longer active and incorporate recent guidance published by the FASB on measuring fair value in inactive markets. The exposure draft was published in May 2009. The experiences gained from the financial crises are reflected in the exposure draft. In response to this exposure draft the Board received 160 comment letters. The most prevalent comment received was that the IASB and FASB should work together to resolve any differences between the proposals in the exposure draft and the current requirements in US GAAP. 

In a joint meeting in October 2009 the IASB and FASB agreed to work together to achieve a common fair value measurement and disclosure requirements in IFRS and US GAAP. In May 2010 the IASB and FASB has completed their discussions about the fundamental principles of fair value measurement. So in June 2010 the IASB and FASB publish an exposure draft of amendments, measurement uncertainty analysis disclosure for fair value measurement. The boards will jointly consider the responses to the exposure draft after the exposure periods end on 7 September 2010. The expected target date is the first quarter of 2011 with educational material in the second quarter of 2011. This educational material is to help those applying the forthcoming fair value measurement guidance, particularly in emerging and transition economies.

2.3.2 Fair Value Measurement

The exposure draft proposes a revised definition of fair value that addresses shortcomings in the current definition. IASB suggest that the current definition of fair value does not specify whether a company is selling or buying the asset, t is unclear what is meant by knowledgeable, willing parties and does not state explicitly the date whether the exchange or settlement takes place. The IASB define fair value as:

“The price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date (exit price).”

This definition means the exit price. The exit price notion is a clarification of the neutral exchange notion in the current definition of fair value. 

The exposure draft proposed that a fair value measurement assumes that the transaction to sell the asset or transfer the liability takes place in the most advantageous market to which the company has access. The most advantageous market is the market that maximizes the amount that would be received to sell the asset or minimizes the amount that would be paid to transfer the liability, after considering transaction and transport costs. The most advantageous market can be different for different companies because the market shall be considered from the perspective of the reporting company. If there is no evidence that a particular market is the most advantageous market, the company uses the principal market. This is the market with the greatest volume and level of activity for the asset or liability. 

In the definition of fair value they mention market participants. In this sentence market participants are the buyers and sellers in the most advantageous market for the asset or liability. The market participants are independent, knowledgeable, and able and willing to enter into a transaction. An orderly transaction means that the transaction is not forces or compelled.

The fair value measurement requires a company to determine:

1. The particular asset or liability that is the subject of the measurement

2. The valuation premise for an asset that is appropriate for the measurement

3. The most advantageous market for the asset or liability

4. The valuation technique appropriate for the measurement

The fair value of an asset reflects its highest and best use which is physically, legally and financially possible. The highest and best use is determined from the perspective of market participants, even if the reporting company intends a different use. The fair value of a liability is an observable market price. In many cases there will not be an observable market price for the transfer of a liability. In such cases the company shall measure the fair value of a liability using the fair value of a corresponding asset. Is there is also are no corresponding assets the company can use valuation techniques. 

The valuation techniques consistent with the market approach, income approach and cost approach shall be used to measure fair value. These are the three valuation technique approaches:

1. Market approach

Prices and other relevant information generated by market transactions involving identical or comparable assets or liabilities. The company should use market multiples or matrix pricing (mathematical technique).

2. Income approach

The fair value measurement is determines on the basis of the value indicated by current market expectations about those future amounts. This valuation technique include present value techniques, option pricing models and the multi-period excess earnings method.

3. Cost approach

This approach reflects the amount that would currently be required to replace the service capacity of an asset. Generally this approach for measuring fair value of tangible assets using an in-use valuation premise because a market participant would not pay more for an asset than the amount for which it could replace the service capacity of that asset.

Which valuation technique the company will use depends on the available data to measure fair value. The best chosen valuation technique should maximize the use of relevant observable inputs and minimize the use of unobservable inputs. Observable inputs are inputs that are developed on the basis of available market data and reflect the assumptions of market participants. On the other side, unobservable inputs are inputs which market data are not available and that are developed on the basis of the best information available about the assumptions of market participants. 

In some cases not a single valuation technique will be appropriate but multiple valuation techniques. The valuation techniques should be consistently applied except if the fair value could be determines more representative.

2.3.3 Disclosures

The purpose of the enhance disclosure about fair value is to enable users of financial statements to assess the extent to which fair value is used and to inform them about the inputs used to derive those fair values.

The exposure draft proposes three-level fair value hierarchy that categorizes observable and non-observable market data used as inputs for fair value measurements. This fair value hierarchy shall increase the consistency and comparability in fair value measurement. The three levels are:

Level 1: Quoted prices in active markets for identical assets or liabilities that the company can access at the measurement date. An active market is a market in which transactions take place with sufficient frequency and volume to provide pricing information on an ongoing basis.

Level 2: Directly or indirectly observable inputs other that quoted prices included within level 1.

Level 3: Unobservable inputs, inputs that are not based on observable market data.  Unobservable inputs shall reflect the assumptions that market participants would use when pricing the asset or liability, including assumptions about risk, cost approach.

Disclosures about the use of fair value measurement should provide users of financial statements with information that is useful in making investment, credit and similar decisions. Additional disclosures will allow for a better assessment of the subjectivity of the information used to measure the fair value of an asset or liability. Requirements of disclosure are; the fair value hierarchy, valuation techniques, inputs to valuation techniques, reconciliation of movements in fair values between levels/periods and sensitivity analysis. And the exposure draft also considers disclosing the level of aggregation.

2.4 Differences

The exposure draft does not introduce new fair values and does not change the measurement objective in the existing IFRSs but there are some differences. The exposure draft only provides how to guidance and does not address when the fair value should be used. The main differences are the definition of fair value, valuation techniques, disclosures and the including experience from the financial crisis. The proposed standard would only apply when an existing IFRS already requires an asset or liability to be measured at fair value.

The exposure draft proposes a revised definition of fair value that addresses shortcomings in the current definition. The current definition does not specify whether a company is buying or selling the asset and it is unclear what is meant by settling a liability because it refers not to the creditor but to knowledgeable, willing parties. Also the current definition does not state explicitly whether the exchange or settlement takes place at the measurement date or at some other date (Exposure draft basis for conclusions, 2009). The proposed definition of fair value as exit price provides a clearer measurement objective. And “an orderly transaction” retains the notion of an exchange between unrelated, knowledgeable and willing parties.

2.4.1 Adjustment to IAS 40

Which is important for the further research into this thesis are the difference between the current standard and the proposed standard for the real estate sector. The proposed new accounting rules relating to fair value may very well affect the real estate (Nordlund, 2010). IAS 40 requires fair value measurement which means that, if the proposed standard will be adopted, the new standard has to be applied. 

The adjustments to IAS 40 are mentioned below:

· Deleted definition of fair value of investment property in IAS 40.

· Deleted paragraph about the gain or loss arising from a change in the fair value of investment property in IAS 40.

· The definitions of knowledgeable, willing parties and an arm’s length transaction related to the definition of fair value of investment property are not necessary in the definition in the new proposed IFRS. 

· The exposure draft introduces the valuation techniques and three-level fair value hierarchy thus the sources for evidence mentioned in IAS 40 are redundant.

· Instead of this definition of fair value of investment property they only mention that this definition is determines in accordance with the new proposed IFRS.

However, the US has already adopted the standard SFAS 157, which largely contains the same basic approach as the exposure draft. So there will not be many revolutionary changes in the final standard.

2.5 Summary

In this chapter the standard IAS 40 and the exposure draft are described. Following the valuation dilemma from the application of IFRS in times of financial crisis, the IASB introduces the exposure draft. This exposure draft provides a single source of guidance for all fair value measurements to increase convergence in all IFRSs and US GAAP standards. Section 3.4 mentioned the differences of the exposure draft with the current IFRS standards and IAS 40. In general the main differences are the definition of fair value, disclosures and the including experience from the financial crisis in the exposure draft. The definition of fair value in IAS 40 is deleted and the disclosures requirements for evidence are redundant.

In the next chapter some prior research and articles are discussed related to the fair value measurement in the real estate sector.

3 Prior Articles and Research

There is not yet an investigation conducted to get a notion of the consequences of the new proposed valuation standard. Prior literature has been conducted to find out the drivers and consequences of fair value measurement. In this chapter is divided into three sections. First, the drivers for IAS 40 fair value model in the real estate industry are mentioned. Section 4.2 discusses the financial crisis related to fair value accounting. Third section mentions possible consequences of fair value measurement in the real estate sector. Section 4.4 is a summary of this chapter, see also annex 1. At least, the last section introduces further research.

3.1 Drivers of choice for IAS 40 fair value model in the real estate industry

The introduction of IFRS reporting had not immediately made clearer financial statements. There are still major differences in the application because IFRS allows valuation at historical cost price and fair value. The first discussion about valuation models exist during the periods marked by inflation. Under historical cost price in times of inflation the assets are under-valuated and the profit is over-valuated. The performance of the company cannot assessed correctly based on information form the past. During periods of inflation the historical cost price valuation is no longer pertinent (Dumontier and Teller, 2001). Any significant change in the market tends to make the historical cost inaccurate and inappropriate for decision making. The fair value is closer to economic realities and reflects more visibly the processes that create value for the shareholders. Under pressure of shareholders and regulation organizations the accounting model turned into an accounting model based on fair value, which should meet the requirements for maximizing shareholders value. Hoek and Hendrickx (Real estate update 2, 2006) have analyzed a large number of financial statements and concluded that 67% of the companies valuate their properties at fair value. Also Avallone and Quagli (2008) have analyzed the reasons that could explain the choice of real estate firms for adopting the fair value model instead of the cost model for their investment properties. They collected data of 76 European real estate firms listed in December 2007. They research three possible reasons for the choice namely information asymmetry reasons, efficiency reasons and the alternative option under IFRS 1. 

They conclude that the need to reduce information asymmetry and the influence of the alternative accounting choice under IFRS 1 for a big part explaining how choices are made. If the core business of a company is to rent out properties they prefer the fair value model because they already need to disclose future perspectives. The fair value model will reduce the information asymmetry, because the fair value offers more relevant and updated information to shareholders. 

The choice for the alternative accounting choice under IFRS 1 ‘fair value as deemed cost’ is because of the more conservative approach. Under IFRS 1 only the actual positive changes are accounted instead of the positive and negative changes under the fair value model. Overall, they support the concept that fair value is chosen more for its informative power than for opportunistic motives. 

Conversely Penman describes in his paper the pluses minuses of fair value accounting over historical cost accounting. He made a survey of public statements made for and against fair value accounting by a variety of standard setters, regulators, analysts and preparers. Based on fair value as exit price he describes the pluses and minuses of fair value accounting in level 1, where market prices for identical assets and liabilities are observed in active markets. Fair values are a minus when the firm arbitrages market prices in their business model. Or in other words, if the change in shareholder value is not one-to-one with the change in the market price of the input. Penman had it in his paper about the one-to-one condition that must holds to make fair value accounting favorable. Also asset and liability matching problems increases the minuses further. For value accounting in level 2 of level 3 the minuses just add up. Penman concludes that it is difficult to see how fair value accounting with exit prices solves the problems with historical cost accounting when the one-to-one condition not holds.

3.2 Financial crisis and fair value accounting

In the recent financial crisis there is a discussion about fair value accounting. Already mentioned in chapter 2, Swagerman suggest in his weblog (ControllersMagazine, 2008) that the fair value accounting strengthened the financial crises. Because of the financial crisis the market for several products is collapsed. If there is no market available and there cannot be a comparison with other products, the fair value must be determined based on a ‘marked to model’. This leads to more subjectivity in determining the market value. The market value is constantly changing which leads to considerable uncertainty resulting higher risk, so higher costs. Fair value accounting gives a much more volatile view in the financial statement. Based on this reason Swagerman insist that the fair value accounting strengthened the financial crisis. Real Estate billionaire Sam Zell agrees that without mark-to-market fair value accounting this crisis never have reached this level.

A counter-argument is given by the wording of Atos Origin (2009). They suggest that the fair value accounting goes not strengthened the financial crisis. Fair value accounting gives the users of the financial statements the best available values for the balance sheet. They suggest that the fair value reflects the risks and is on long-term healing for the financial markets. Also defenders of the fair value measurement argue that the financial market requires the transparency created as a result of the accounting rule and that a suspension of the rule would create further financial instability (Jinnett, 2009). 

Later in 2009 Swagerman writes again in the ControllersMagazine about the fair value approach. But this time he suggests that the fair value should be seen as value indicator. If the fair value cannot be determined in the market, the second-best approach is used. In the second-best approach the fair value will be determined based on a model, which is subjective. This approach is not perfect, but still better than valuation based on cost prices. 

The SEC has addressed this discussion and continues to support the fair value standards, after a structural survey on the impact of fair value accounting in the credit crisis (2008). But the SEC also gives the following recommendations:

· Better guidelines to cover situations where no active markets exist

· Provide more training for management assessment in determining the fair value

· Examine the impact of liquidity in the fair value measurement

Proponents of fair value accounting believe that the market-to-market regime provides vital transparency into companies and the shareholders get as much information as possible. Beier stresses that any move that increase useful information for shareholders would be positive. Important is, that shareholders understand the assumptions that companies make in their valuations (Barr, 2008).

Laux and Leuz (2009) describe the pros and cons of fair value accounting resulting of the financial crisis. First, they discuss the purpose of fair value accounting within different views. Important is the tradeoff between relevance and reliability. Second the issue of marking to market in times of financial crises. Prices could be distorted by market inefficiencies, investor irrationality or liquidity problems. Fair value based on level 3 inputs is based on models and can be determined reliable enough. 

They describe that historical cost accounting is not the remedy. Historical cost accounting has a lack of transparency and do not have less problems than under the fair value accounting. The choice to use of historical cost accounting or fair value accounting depends on the goals of accounting. Finally they discuss the issue of implementation of fair value accounting. The current standards have restricted rules but in times of financial crises the gatekeepers give more flexibility to the managers. This could lead to manipulation of the managers in the financial statements. 

3.3 Consequences of fair value accounting in the real estate

Muller, Riedl and Sellhorn (2009) examine the effects of providing fair values for investment property on firms cost of capital. They find evidence that firms providing investment property fair values have lower information asymmetry relative to those not providing these fair values, reflected in lower bid-ask spreads. But they also find empirical results that mandatory provision of these fair values fails to eliminate differences in perceived information asymmetry. Differences in information asymmetry remain.

An article of Nordlund (EPRA news, 2010) discusses the consequences of the proposed new accounting rules in the exposure draft.  Nordlund suggest that the proposed new accounting rules relating to fair value may very well affect the real estate appraiser’s work in different ways. Impacts that are mentioned in his article are the balance between observable and unobservable inputs and the disclosure requirements. The EPRA
 have commented on the article of Nordlund. The concern of the EPRA is that the fair value measurement framework should not necessarily eliminate fair value guidance currently within IAS 40 that may continue to be relevant and useful while remaining consistent with the principles of the framework. EPRA believes that the guidance in IAS 40 combined with the IVS
 guidance worked well for the preparers, valuers, auditors and users. Removing this guidance in IAS 40 for the exposure draft could create further uncertainty. Principle-based reasoning will be different than the requirements in the disclosures mentioned in the exposure draft.

3.4 Summary

In this chapter prior literature has been discussed to find out the drivers and consequences of fair value measurement. In section 4.1 the drivers for IAS 40 fair value model in the real estate industry are mentioned. Proponents of the fair value believe that the fair value is closer to economic realities and reflects more visibly the processes that create value for the shareholders than the historical cost price. Avallone and Quagli (2008) suggest that the need to reduce information asymmetry and the influence of the alternative accounting choice under IFRS 1 for a big part explaining how choices are made. And they conclude that the fair value model will reduce the information asymmetry, because the fair value offers more relevant and updated information to shareholders. Against this Penman concludes that it is difficult to see how fair value accounting with exit prices solves the problems with historical cost accounting when the ‘one-to-one condition’ not holds, change in shareholders value equals change in market value. In section 4.2 the financial crisis related to the fair value is discussed based on articles in magazines, an article of Laux and Leuz (2009) and a research of the SEC (2008). Possible problems in the financial crisis relating to fair value accounting are distorted prices by market inefficiencies, investor irrationality or liquidity problems (Laux and Leuz, 2009). The third section is about the possible consequences of fair value measurement in the real estate sector. A research of Muller, Riedl and Sellhorn (2009) and an article of Nordlund both mention possible consequences of fair value measurement in the real estate sector.

3.5 Further research

After describing recent articles and prior research it is clear that there are advantages and disadvantages for fair value accounting. Focussing on the users of the financial statement fair value accounting is desirable for transparency. In the real estate sector, fair value accounting is already largely applied in the financial statements based on IAS 40. Apparently the current IFRSs do not provide a clear framework for fair value measurement and is not consistent. Does the exposure draft improve the fair value measurement compared with the current IAS 40? And does the new valuation better reflect to the presumed needs of the users of the financial statements? At this point, further investigation should be done. The research design is elaborated in the next chapter.

4 Research Design

4.1 Problem

The fair value measurement and related disclosures seems to be important for the transparency in the financial crises. But the guidance on measuring fair value and related disclosures is dispersed across many standards and is not always consistent. Inconsistencies in the fair value guidance have added to the complexity of financial reporting and have contributed to diversity in practice. This ensures that there is no comparability between the estimated fair values of different entities. The IASB introduces a solution to this problem. The IASB
 issued an exposure draft in May 2009 for a new standard ‘Fair value measurement’ following the credit crisis. The forthcoming IFRS on fair value measurement would be a single source of fair value measurement guidance. The IASB believes that the proposed disclosures would increase transparency about fair value measurement, including the valuation techniques and inputs used to measure fair value. This increased transparency would benefit the users of the financial statements, especially when assessing the fair value measurement without active markets.

The purpose of this thesis is to give recommendations about the consequences of the exposure draft for the financial statements and users of the financial statements in the real estate sector. Does the new proposed valuation achieve his goals based on the experience with IAS 40? What are the consequences for the financial statements in the business real estate industry if the new valuation standard is introduced? Does the new valuation standard better reflect to the presumed needs of the users of the financial statements in the real estate sector?
4.2 Hypotheses

The main research question of this thesis is:
What are the consequences for the financial statements in the real estate industry if the new valuation standard is introduced? Does the new valuation standard better reflect to the presumed needs of the users of the financial statements?
This research question will be supported by two hypotheses:

Hypothesis 1:

H0: The new valuation standard is expected to have consequences for the valuation of fair value in the financial statements in the real estate sector.

H1: The new valuation standard is expected to have no consequences for the valuation of fair value in the financial statements in the real estate sector.

Hypothesis 2:

H0: The new proposed valuation standard is expected to increase the transparency of the financial statements in the real estate industry.

H1: The new proposed valuation standard is expected to not increase the transparency of the financial statements in the real estate industry.

4.3 Expectations

The exposure draft about fair value measurement is not yet applied so there is no prior research to compare the results. However, most current discussions about fair value measurement results in an improvement for the users of the financial statements. Based on the current discussions, the expected outcome of this research is that the exposure draft improves the proposed requirements of the users.
4.4 Methodology
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My research will be a diagnostic gap analysis research, which means that you compare the current situation with the desired situation in successful implementation (Verschuren and Doorewaard, 2007). The outcome of this research therefore cannot be compared to the actual results. Coming to a certain conclusion my research will be divided in two parts, the analysis of the current situation and comparison with the expected situation after the exposure draft is introduced.

The first part of this research analyzes the current situation in the real estate financial statements based on IAS 40. Important points to analyze in the current situation are the issues that will change if the exposure draft is introduced. The following questions should be answered based on the real estate financial statements:

1. What is the total amount of the investment properties?

2. Are the investment properties valued at fair value or cost price?

3. Are the investment properties valued by an internal valuer or an external valuer?

4. Which valuation method is used? And which net initial yield is used?

5. What are the significant estimations and assumptions applied in determination?

6. Which market evidence is used?

Then in the second part of this research, the exposure draft is compared with the results of the current situation (first part of this research). The new valuation standard is not yet applied, so there are no financial statements based on this standard available. Using the main adjustments for the exposure draft, the current situation in the financial statements can be compared with the new valuation standard. For this part the following questions should be answered, based on qualitative analysis:

1. What adjustments in the current situation are required to introduce the exposure draft?

After these two parts the current situation and the exposure draft can be compared and analyzed. The following question can be answered: Does the exposure draft improve the transparency in the fair value measurement in the financial statements compared with the current situation? 

4.5 Sample

Important for my research is the fair value measurement of investment properties in real estate companies. Therefore, this research will be based on the information provided about the investment properties, including the disclosures of the financial statements. The sample of this research is Dutch listed real estate companies. In the Netherlands, listed companies are required to use the international accounting standards, so they will be affected for by the proposed valuation standard. In the NYSE Euronext there are nine listed Dutch real estate companies. So the sample of this research will be nine different financial statements in the business real estate sector of Dutch listed companies based on IAS 40. 

4.6 Limitations

The most important limitation of this research is that there are no data available based on the new valuation standard because the standard has not yet been applied, it is only the exposure draft. Only quantitative analysis of the exposure draft is possible. 

Also a large number of groups have interests in the financial statements of a company. In this research the users of the financial statement are limited to shareholders, see section 2.2. The information contained in the financial statements is therefore based on a compromise, whereby the focus is on the needs of shareholders.

5 Results

As mentioned in the research design, this research is divided in two parts. First the analysis of the current situation based on financial statements and second the comparison with the expected situation after the exposure draft is introduced. Nine financial statements of listed Dutch real estate companies are analysed. In the first section the results of research are mentioned. In the second section the differences between the current situation and the exposure draft are highlighted so that in section three the situations can be compared and analyzed. Eventually the results of this section show that my expectations about the hypotheses are true or false. Section 4 gives a short comparison with IFRS 7. Section 5 mentions the recommendations. At least, the summary is given in section 6.

5.1 Part 1 – Current situation
In the first part of this research, the financial statements of 2009 are analysed based on six questions mentioned in the research design. The answers to these questions for the nine entities are summarized in annex 2.The description of the results determined on the basis of the financial statements are mentioned below.
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The amount of the investment properties are shown in figure 6.1 for understanding how large the listed real estate companies are. Unibail-Rodamco has clearly the biggest amount of investment properties, namely 20,152,600 thousand euro’s. The smallest listed real estate company is obviously Homburg Invest with an amount of 3,059.3 thousand dollars. For all nine listed companies the fair value measurement is used for the investment properties. Only Unibail-Rodamco has combined fair value and cost price valuations.

Compared with the other listed real estate companies, Homburg Invest provided far to less information in the financial statement for the research criteria, see figure 6.2. Given the criteria questions, Homburg Invest only mention that there investment properties are valued at fair value without any explanation or related disclosures. This while all the other financial statements give enough information for the research criteria. So, for further description of the results Homburg will be excluded from further information about the fair value measurement.
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‘The financial statements are prepared on the basis of historical cost, with the exception of the real estate
investments and certain financial instruments. The book value of the financial instruments in the balance
sheet is as follows:

note

Financial assets

Financial derivatives 19 4 2 5
Debtors and other accounts receivable 13 2423 3,625 3,625
Cash 3 = - 1 1

Financial liabilities

Interest bearing debt 15 3 691,048 699672 747307 755254
Financial derivatives 19 4 28,584 28,584 16.290 16.290
Accounts payable 17,18 3 45316 45316 83219 83219

. 764,948 773,572 846,816 854,763

The fairvalue i established on the basis of one of the following categories:

Level 1:valuation on the basis of quoted active markets.
Level 2:values based on (external) observable information
Level 3:value based wholly or partially on not (external) observable information.





Except for Nieuwe Steen Investments and Homburg Invest, all listed real estate companies have their investment properties valued by an independent external valuer. Nieuwe Steen Investment only uses external valuers for comparison, but the basis is the internal valuation. 

This internal valuation is based on their own model which can be compared with the net initial yield calculation. The valuation methods of the other seven real estate companies depend on which method the external valuer applies. Different methods are applied, namely the net present value, yield methodologies, based on RICS, net capitalization and the exit price. The method that is most used is the net present value, see figure 6.3. But the net initial yield used for the valuation varies by company between the 5, 6 and 8, 2 percent, see figure 6.4.


Another research question is about the significant estimations and assumptions applied in determination of fair value. Mention in 78% of the financial statements is the limited numbers of property transactions in the market. No official quotations or price lists are available; it is a time-specific and location-specific estimate (Nieuwe Steen Investments). Also mention by 67% of the financial statements is the estimates costs and other values apply in determination. Most estimated values are based on historical experience and other relevant factors given the circumstances. 

The market evidence that is used to determine the fair value are according to the financial statements for 45% actual market transactions or normal market conditions for transactions of the specific property and for 45% similar investment properties in similar locations. The remaining 10% is because there is no information available of Homburg Invest.

These results were established on the basis of the financial statements. The next section describes the important differences between the current situation and the exposure draft.

5.2 Part 2 – The Exposure Draft

In this section the important adjustments of the exposure draft are described. Mentioned in the limitations, there is no quantitative analysis of the exposure draft possible because the proposed standard is not yet applied. But if the exposure draft is introduced, what adjustments should be made to the current situation? In section 3.4 three important adjustments are mentioned. The changes to the current situation resulting from introducing the exposure draft relate to the definition of fair value, the methods used to measure fair value and the expanded disclosure about fair value measurement. In this section these adjustments are further qualitative described.

Definition Fair Value

The fair value measurement according to the exposure draft would be based on a core principle that defines fair value as an exit price. 

The existing definition: “The amount for which an asset could be exchanged, a liability settles, or an equity instrument granted could be exchanges, between knowledgeable, willing parties in an arm’s length transaction”. 

The proposed definition: The price that would be received to sell an asset or paid to transfer a liability in on orderly transaction between market participants at the measurement date. 

The proposed definition focuses on the price that would be received to sell the asset or paid to transfer the liability (exit price), not the price that would be paid to acquire the asset or received to assume the liability (entry price). But like the existing definition of fair value, the proposed definition assumes that the exchange transaction is hypothetical and is orderly. According to the exposure draft, the existing definition has his deficiencies. The existing definition does not specify whether an entity is buying or selling the asset, not clarify what is meant by settling a liability because it does not refer to the creditor and does not explicitly state whether the exchange or settlement takes place at the measurement date or at some other date. 

The exposure draft emphasizes that fair value is a market-based measurement, not an entity-specific measurement. The fair value measurement should be determines based on the assumptions that market participants would use in pricing the asset or liability. The entity shall identify characteristics that distinguish market participants generally considering factors specific to the asset or liability in the most advantageous market. The exposure draft had established a fair value hierarchy to consider these market participant assumptions. Namely, observable inputs which are independent of the reporting entity and unobservable inputs which are based on the best information available in the circumstances. In the financial crises the use of unobservable inputs is allowed because of the little of none market activity for the asset or liability at measurement date. Important, the market participant assumptions include assumptions about the risk inherent in a particular valuation technique or in the inputs to the valuation technique. This implicitly includes measurement uncertainty.

5.2.1 Valuation techniques

Three valuation techniques are used to measure fair value. The objective of using a valuation technique is to estimate the price at which an orderly transaction would take place between market participants at the measurement date. The valuation techniques which shall be used to measure fair value are the market, income and cost approach. The main aspects of those approaches are given below:

Market approach – Prices and other relevant information generated by market transactions involving identical or comparable assets or liabilities. Example: Comparable sales method.

Income approach – Valuation techniques to convert future amounts to a single present amount. The fair value measurement is determined on the basis of the value indicated by current market expectations about those future amounts. Example: Net present value.

Cost approach – The amount that would currently be required to replace the service capacity of an asset. From the perspective of a market participant, the price that would be received for the asset is based on the cost to a market participant to acquire or construct a substitute asset of comparable utility, adjusted for obsolescence. Example: current replacement cost.

An entity should use valuation techniques that are appropriate in the circumstances and for which sufficient data are available to measure fair value, maximizing the use of relevant observable inputs and minimizing the use of unobservable inputs.

5.2.2 Disclosures

The disclosures have to be focused on the inputs used to measure fair value and fair value measurements using significant unobservable inputs. The exposure draft proposes a three-level fair value hierarchy that categorizes observable and non-observable market date used as inputs for fair value measurement. The three-level fair value hierarchy is as follows:

Level 1 – Highest priority to quoted prices in active markets for identical assets or liabilities that the entity can access at the measurement date.

Level 2 – Either directly or indirectly observable inputs other than quoted prices included within level 1.

Level 3 – Inputs for the asset or liability that are not based on observable market data or require significant adjustments.

Also additional disclosures are included in the proposed exposure draft. The additional disclosures will allow for a better assessment of the subjectivity of the information used to measure the fair value of an asset or a liability. 

Figure 6.5 illustrate various possible sources of information that can provide input in a valuation model for properties. Level 1 inputs normally lacking for the valuation methods.


5.3 Current situation vs. Exposure Draft

After describing the results of the analyzed financial statements in 2009 and the main adjustments of the exposure draft, these situations can be compared and analyzed with each other. The following sections are divided based on the core elements of the proposed standard. The impact of the proposed definition of fair value, the impact of the effects of the proposed valuation techniques and the impact of the proposed disclosures. After describing the impact of the main adjustments, section 6.4 focuses on the users of the financial statements to answer the hypotheses. Does the exposure draft improve the transparency in the fair value measurement in the financial statements compared with the current situation? A small comparison with IFRS 7 is made in section 6.5. Section 6.6 provides the recommendations and the summary is provided in section 6.7.
5.3.1 Definition fair value

The exposure draft defines fair value as an exit price between market participants and IFRSs define fair value as an entry price in an arm’s length transaction. An exit price for an asset or liability acquired or assumed in a business combination might differ from an entry price:

- If an entity’s intended use for an acquired asset is different from its highest and best use or; 

- If a liability is measured on the basis of settling it with the creditor rather than transferring it to a third party and the entity determines that there is a difference between those measurements. 

With the analysis of the financial statements in the current situation it does not prove whether the entities would use different valuation techniques to measure the fair value because of the change in definition. In many situations the exit price and the entry price are likely to be quite similar to the amount. The exit price notion is a clarification of the neutral exchange notion in the current definition.

5.3.2 Valuation techniques

The three approaches are nothing new in IAS 40. Compared with the current situation there will not be much differences in valuation techniques beyond that the valuation techniques has to be further described in the financial statements disclosures. The exposure draft does not give preferences for any particular valuation method, but instead focuses on the type of inputs you have access to as inputs in the selected valuation model. An entity should use valuation techniques that are appropriate in the circumstances and for which sufficient data are available to measure fair value, maximizing the use of relevant observable inputs and minimizing the use of unobservable inputs. It seems obvious that in the current situation the entity also maximize the use of the relevant observable inputs.
5.3.3 Disclosures

The expanded disclosure requirements about fair value measurement are focused on the inputs used to measure fair value. For the real estate sector the fair value measurements are expected to fall into level 2 or level 3. If the real estate market is active, the most relevant observable inputs are the rental levels and yields which fall into level 2. 
But if the market is not active, the fair value measurement is based on adjustments to the observable market inputs and assumptions of the valuer, which is level 3. In these cases, the requirements of the ED ensure that the disclosures must be significant expanded. As example, given the analysis of the financial statements in the current situation, most entities give the remark that the yield is increased or decreased with a particular percentage. But what is interesting is to finalize the discussion and inform how the company came to the conclusion of the decreasing or increasing yield. From where was the information gathered leading to this percentage? Entities also should disclose, according to the exposure draft, where the valuation hierarchy inputs to the valuation have been taken. The current disclosures have to be extending properly. Of course how large the expansion of the disclosures is depends on which level the fair value measurement is categorized. 

5.4 Hypotheses
The sub-hypothesis is mentioned in the research design in chapter 5. After analyzing the impact of the proposed standard, hypothesis 1 can be answered. Hypothesis 1 states:

H0: The new valuation standard is expected to have consequences for the valuation of fair value in the financial statements in the real estate sector.

H1: The new valuation standard is expected to have no consequences for the valuation of fair value in the financial statements in the real estate sector.

Hypothesis H0 is true, so hypothesis H1 can be rejected. The new valuation standard is expected to have consequences for the financial statements in the real estate sector. The impact of the definition of fair value will not be great because in many situations the exit price and the entry price are likely to be quite similar to the amount. The valuation technique and disclosures have to be extending properly. Many of the valuation techniques do not need to be changed, but the used inputs have to be explained and disclosed. 
As mentioned in chapter 2, the most important presumed need of shareholders is transparency in the financial statements. Transparency can be translated to the qualitative characteristics that make financial information useful. These qualitative characteristics are relevance, reliability, comparability and understandability. The single definition of fair value should result in increased consistency and comparability in fair value measurements. 

Providing information that is useful to a wide range of users in making economic decisions is the objective of financial statements. And the proposed expanded disclosures should provide users of financial statements better and more complete information about the measurement of fair value and the inputs used to develop the measurements. This should lead to greater understanding of the fair value measurement. 

An entity should use valuation techniques that are appropriate in the circumstances and for which sufficient data are available to measure fair value, maximizing the use of relevant observable inputs and minimizing the use of unobservable inputs. But if there are little or none market activities for a specific asset or liability, an entity can only make use of unobservable inputs. Unobservable inputs may provide the most relevant information but it also should be determined reliable. This is the familiar tradeoff between relevance and reliability. Information which is less reliable may be less decision-useful for the users of the financial statements. However, information that is not relevant is never decision-useful. Judgment is required to provide the appropriate balance between these characteristics to make the financial information most useful for the users of the financial statements. This concluded, hypothesis 2 can also be answered. Hypothesis 2 states:

H0: The new proposed valuation standard is expected increases the transparency of the financial statements in the real estate industry.

H1: The new proposed valuation standard is expected not increase the transparency of the financial statements in the real estate industry.

In this case, H1 can be rejected because hypothesis H0 is true. The Board believes that the exposure draft increase transparency because of the proposed disclosures, particularly when assessing the fair value measurement of assets and liabilities without active markets. Looking at the qualitative characteristics, comparability and understandability are expected to increase by the proposed standard. But the relevance and reliability of financial statements stays, in my view, the same. Determining the exit price, same as for the entry price, remains a part subjective if there are no quoted prices available in an active market for an identical asset or liability. However, if the understandability and comparability of the qualitative characteristics increase, this should lead to an increase in transparency after introducing the exposure draft. This increased transparency would benefit the users of the financial statements, especially when assessing the fair value measurement without active markets.
5.5 IFRS 7

During my research has been noticed that IFRS 7 already use the three level fair value hierarchy in their disclosures as mentioned in the proposed standard. Since 1 January 2009 entities are required to apply the amendments for IFRS 7 disclosures. However, the entities are not required to provide comparative disclosures in the first year of application. For example, Unibail-Rodamco and Nieuwe Steen Investments already mention the three-level hierarchy in their financial statements, see annex 3. The entities mention in there financial statements how the financial instruments are categorized at the three levels. To enhance the relationship between quantitative and qualitative disclosures for risks, in IFRS 7 it is required to give explanation of how estimates are determined. For the users of the financial statements this makes clear how many financial instruments are more or less uncertain in determination. Mentioned in a comment for the ED by the International Accounting Standards Board is that the current quality of the valuation technique disclosures under IFRS 7 has been considered poor and focusing on these disclosures may be more beneficial and useful to the user of the financial statements.

5.6 Recommendations

Based on the results of my research I am able to give some recommendations. Looking at the results of the research, the exposure draft does not exclude all uncertainty in determining the fair value. Not clear are the characteristics that make an exit price fair. The ED states that an exit price always produces the best estimate of future cash flows, but it is unclear why fair value based on exit price would always provide more decision-useful information than a value in use measure. Not only one definition of fair value is the most decision-useful information in all situations where IFRS requires fair value as the measurement.  In certain situation the fair value measurement provide less relevant and reliable information than the entity’s own data. In the existing IAS 40 standard the use of cost model is possible when the fair value measurement is not reliable determinable. But the ED only requires one fair value measurement based on the exit price, also when the fair value measurement is not reliable determinable. The exposure draft emphasizes that fair value is a market-based measurement that should be determined based on the assumptions that market participants would use in pricing the asset or liability. 

If there are little or none market activities for a specific asset or liability, an entity can only make use of unobservable inputs. But the information which is less reliable may be less decision-useful for the users of the financial statements. However, information that is not relevant is never decision-useful. The estimates that are based on unobservable data may provide the most decision-useful information but the information should also be reliable to be meaningful for the shareholders. The board can make the information more reliable if they give more detailed examples of the techniques and types of inputs constituents to determine the fair value of assets or liabilities that are trade in illiquid markets. The financial statements should provide information about the circumstances leading to increased measurement uncertainty and the reasons behind it, than the user is capable to more fully understand the values and to make their own judgments. Without this information in the disclosures, the disclosures could be misleading for the users. 

The valuation of investment property involves judgment, skill and experience of the valuer who weights all factors and arrives at a market exit price for the property at measurement date. The company managements together with the valuer determine information based on knowledge of the market, factors like the specific property and the overall market conditions. In fact, valuations of investment property are not precise calculations. The ED makes it difficult to give meaningful detailed disclosures about the fair values of investment property which provide more benefit for the users of the financial statements. The valuation of investment property includes assumptions and inputs which are determined on a single asset basis. Whereas for other standards, like IFRS 7 for financial instruments, the valuations are usually determined for a whole asset class. Because of this, the compliance costs for IAS 40 are expected to be very high. Maybe the ED should not at all want to provide generic guidance for all standards. For the preparers, valuers, auditors and users the guidance in IAS 40 has worked well. Removing this guidance for a more generic guidance of the entire IFRS standard can create more uncertainty in the well worked standards. EPRA
 believe it is unlikely to enhance the quality of reporting for investment property where there is already a well established standard and guidance, IAS 40. EPRA are concerned that the specific information required by the ED would not represent a useful and cost effective improvement for users of financial statements of investment property entities who report under IAS 40. 

In the view of EPRA a better approach would be to focus on increasing users understanding of the most significant inputs, methods and processes which are used to value investment properties. In some cases, this can be accomplished by a meaningful sensitivity analysis. Although a quantitative measure of valuation uncertainty for certain investment property can give benefit to users of the financial statements, these information should only be seen in the context of a suitable disclosure that identifies the sources of uncertainty and the impact on the valuations. For great investment property entities, an explanatory disclosure is more relevant than a numeric expression of material uncertainty. I recommend that where material valuation uncertainty exists this should be disclosed in the financial statements by way of a suitable qualitative statement in all cases and a quantitative statement as additional option in cases where it assists in illustrating the qualitative statement. 

In the real estate sector they make use of external taxateurs to determine the fair values. The measurement involves judgment, confidence and credibility in the valuation opinion and the credibility and confidence in that valuation must depend at least as much in professionalism, status and freedom of bias of the taxateur. Disclosures which provide the user information like the extent to which external valuers are used in valuing property and the accreditation of those external valuers and experience in the relevant market. Also important whether valuations are in accordance with international valuation standards. This information is more relevant in providing the user relevant information on valuation uncertainty than correlation analysis. To complete the goal of improving investor confidence in valuation, the require disclosure should include an explanation of material uncertainty existing at the valuation date.

5.7 Summary

In this chapter the results of my research are mentioned, analyzed and compared with the exposure draft. In the first part of the research, the financial statements of nine listed companies are analyzed. Remarkable is the limited information provided in the financial statement of Homburg Invest. Part two of the research is comparison with the exposure draft based on qualitative information. There are three important adjustments if the exposure draft is introduced; the definition of fair value, valuation techniques and the disclosures. 

Further in this chapter the two hypotheses are answered. The first hypothesis is about the expected consequences for the valuation of fair value of the exposure draft in the financial statements in the real estate sector. 

Concluded that there are consequences for the financial statements in the real estate sector if the exposure draft is introduced, like more detailed disclosures. Second hypothesis states that the new proposed valuation standard increase the transparency of the financial statements in the real estate industry. The introduction of the proposed valuation standard is expected to increase the comparability and understandability in the financial statements. But the trade-off between relevance and reliability remains. After the research it become clear that the exposure draft does not exclude all the uncertainty in determining the fair value, especially when the estimates that are based on unobservable data. The board can make the information more reliable if they give more detailed examples of the techniques and types of inputs constituents to determine the fair value of assets or liabilities that are trade in illiquid markets. The financial statements should provide information about the circumstances leading to increased measurement uncertainty and the reasons behind it, than the user is capable to more fully understand the values and to make their own judgments. To ensure the relevance I recommend disclosing the quantitative statement of the material valuation uncertainty as additional option in cases where it assists in illustrating the qualitative statement. Also more information about the external valuer should be disclosed.

In the next chapter the main research question is answered in the conclusion.

6 Conclusion

In this study, I examined whether the introduction of the exposure draft about fair value measurement has consequences for the users of the financial statements in the real estate sector. Users of financial statements require relevance, reliability, comparability and understandability in financial reporting information. The IASB believes that introducing the new standard about fair value measurement results in a single source of guidance for all fair value measurements and increase convergence with US GAAP. I first hypothesized that the new valuation standard is expected to have consequences for the valuation of fair value in the financial statements in the real estate sector. Especially the expand disclosures is expected to have consequences for the financial statements. For the real estate entities, the proposed disclosure requirements increase effort and costs to provide clear and relevant information about valuation uncertainty.

Second, I hypothesized that the new proposed valuation standard increase the transparency of the financial statements in the real estate industry. The current situation compared with the proposed situation after introducing the ED is expected to increase the comparability, understandability. For the reliability I recommend the Board to give more detailed examples of the techniques and types of inputs constituents to determine the fair value of assets or liabilities that are trade in illiquid markets. To ensure relevance I recommend that where material valuation uncertainty exist this should be disclosed in the financial statements by way of a suitable qualitative statement in all cases and a quantitative statement as additional option in cases where it assists in illustrating the qualitative statement. 

Third, the main research question can be answered. The main research question is:

What are the consequences for the financial statements in the real estate industry if the new valuation standard is introduced? Does the new valuation standard better reflect to the presumed needs of the users of the financial statements?

The main consequences of the exposure draft are the balance between observable and unobservable inputs in valuation models, and also the proposed disclosure requirements. To make all the IFRS standards consistent and comparable, this proposed standard is appropriate. 

But for the standard IAS 40 for real estate entities, the specific proposed disclosure requirements can lead to increase significant compliance costs and can frustrate the efforts of real estate entities to provide clear and relevant information on valuation uncertainty. Valuations of investments property are not precise calculations. The ED makes it difficult for investment property entities to meet the disclosure requirements. The valuation of investment property includes assumptions and inputs which are determined on a single asset basis. Whereas for other standards, like IFRS 7 for financial instruments, the valuations are usually determined for a whole asset class. But from the standpoint of users of the financial statements, the expanding disclosures of the methods, assumptions and statements based on market evidence is important to understand the uncertainty in determining the fair values. However, I believe that most users of the financial statements of investment property will not require an analysis on a single asset basis. And if there are users which are inclined to do so, they will usually have enough understanding and knowledge of the real estate sector to still make their own assumptions.

Apart from the given recommendations, after my research I conclude that the benefits of the increased consistency and comparability of the fair value measurement is such great improvement that the exposure draft should be introduced. Any move that increase useful information for the users of the financial statements will be positive improvement. The real estate industry has responded positively to the challenges presented by the developments in the global economy.

A limitation of this research is that there are no data available based on the new valuation standard because the standard is not yet applied. After the introduction of the exposure draft this research can be compared and expanded.
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I Prior literature

	Author
	Object of study
	Sample
	Methodology
	Outcome

	Drivers of choice for IAS 40 fair value model in the real estate industry

	Avallone and Quagli (2008)
	Reasons that could explain the choice of real estate firms for adopting the fair value model instead of the cost model for their investment properties.
	76 real estate firms from a population of 216 European real estate companies listed in December 2007.
	Non-parametric Mann-Whitney U test and LOGIT regression model
	- Fair value model reduce information asymmetry

- Alternative accounting choice of IFRS 1 has great influence

- Fair value is chosen more for its informative power than for opportunistic motives

	Penman (2007)
	Pluses and minuses of fair value accounting over historical cost accounting.
	Variety of standard setters, regulators, analysts and preparers.
	Survey of public statements made for and against fair value accounting.
	Difficult to see how fair value accounting with exit prices solves the problems with historical cost accounting when the one-to-one condition not holds.

	Financial crisis and fair value accounting



	Laux and Leuz (2009)
	Describe the pros and cons of fair value accounting resulting of the financial crisis.
	No empirical research is done.
	No empirical research is done.
	- Choice to use historical cost accounting or fair value accounting depends on the goals.

- Fair value discussion is far from over.

- Much remains to be done.

	SEC (2008)
	Study on mark-to-market accounting. The impact of fair value accounting in the credit crisis
	Sample of 50 issuers
	Observations and structural survey.
	- Continue fair value standards but with recommendations

	Consequences of fair value accounting in the real estate



	Muller, Riedl and Sellhorn (2009)
	The effects of providing fair values for investment property on firms cost of capital.
	178 firms/ 419 firm-year observations
	
	- Firms providing investment property fair values have lower information asymmetry/ lower bid-ask spreads

- Mandatory provision of these fair values fails to eliminate differences in perceived information asymmetry

	Nordlund (2010)
	The effect of the new valuation standard in the real estate appraisal process
	No empirical research is done.
	No empirical research is done.
	The proposed new accounting rules relating to fair value affect the real estate appraiser’s work.

The impacts are:

- Balance between observable and unobservable inputs

- Disclosure requirements



	Companies
	Investment properties 

(operation/development) 

x 1,000 €


	Fair value / Cost price
	Valuer
	Valuation Method
	Net initial yield
	Significant estimations and assumptions applied in determination
	Market evidence

	Corio
	5,710,500 

(5,516,000/ 194,500)
	Fair Value
	Independent external valuers
	Conventional method and net present value method
	6,70%
	Projected cashflows/ estimated costs based on historical experience and various other factors
	Recent market transactions for similar properties in similar locations

	Unibail-Rodamco
	20,152,600
	Fair Value and cost price
	Independent external appraisers
	Discounted cashlow and the yield methodologies --> Cross-checked against initial yield
	Shopping: 6,1% Offices: 7,0%
	Yield, rental value, occupancy rate are estimated, susceplable to important variations that may have impact
	Actual market transactions

	Wereldhave
	2,499,877 

(2,418,248/ 81,629)
	Fair Value
	Independent external valuers
	Net capitalisation factor and present value
	6,7% 

(NL 6,5%)
	Time- and place-based estimate/ External appraiser based on his own knowledge and information/ Yield is based on comparable transactions/ Estimated costs
	Normal market conditions for transactions of the specific property

	Homburg Invest
	3,059.3 ($)
	Fair Value
	 
	 
	 
	 
	 

	Nieuwe Steen Investments
	1,303,207
	Fair Value
	Internally and external for comparison
	Own model based on net initial yield calculation
	7,30%
	No official quotations or price lists are available, it is a time-specific and location-specific estimate/ external appraiser based on his own experience and information 
	Similar properties at similar locations

	Prologis
	2,839,272 

(2,839,247/ 25)
	Fair Value
	Third party independent appraisers
	Income capitalisation methods
	8,15%

(NL 7,6%)
	Valuation estimates are inherently subjective and actual values can only be determined in a sales transaction/ volatility in the real estate market/ Absence comparable market transactions
	Current market conditions

	Eurocommercial (30 June 2009)
	2,136,750 

(2,125,050/ 11,700)
	Fair Value
	External independent valuers
	Net price expected to be received by the company from a notional purchaser
	5,6% 

(NL 7%)
	Turmoil in the financial markets and the limited number of property transactions
	Current market conditions

	Vastned Retail
	1,861,401 

(1,839,218/ 22,183)
	Fair Value
	Independent certified appraisers
	Based on international appraisel guidelines (RICS)
	6,7 % 

(NL 6,2%)
	Future is based on past experience and other relevant factors given the circumstances/ estimated rental value, net rental income, future capital expenditure and net market yield of investment property/ distressed transactions
	Market data on transaction prices for comparable investment properties

	Vastned Offices/ Industrial
	1,076,913 

(1,071,483/ 5,430)
	Fair Value
	Independent certified appraisers
	Based on international appraisel guidelines (RICS)
	8,2% 

(NL 7,8%)
	Future is based on past experience and other relevant factors given the circumstances/ estimated rental value, net rental income, future capital expenditure and net market yield of investment property/ distressed sales
	Market data on transaction prices for comparable investment properties


II Research Table

III IFRS 7

1. Financial statement Unibail-Rodamco



2. Financial statement Nieuwe Steen Investments
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