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Since last week, we started to publish weekly
HKFRS/IFRS Q&As that aim to help you deal with the
application issues during the busy reporting season (in the
coming 2 months). Weekly HKFRS/IFRS Q&As will be
issued each Friday. This week, the Q&A is issued a bit

earlier due to the Chinese New Year holiday. Here is the

link to the previous Q&A http://www.iasplus.com/en/tag-

types/hong-kong/ga.

As always, if you have any questions on application of
HKFRS/IFRS, please contact us.
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One disclosure under HKFRS 13 requires fair value measurement to be catergorised into the
3-level fair value hierarchy based on inputs and assumptions used in arriving at the fair value

(see the above picture).

The level of the fair value hierarchy will affect the amount of disclosures to be included in
annual financial statements — much more disclosures are required for Level 2 and Level 3
classification. For example, for Level 2 and Level 3 classifications, entities are required to
disclose valuation techniques and inputs used in arriving at the fair value. For Level 3
classification, even more disclosures are required (e.g. quantitative information about the
significant unobservable inputs used in the fair value measurement, reconciliation from the
opening balances to the closing balances of the subject asset or liability, valuation processes
adopted by the reporting entities and narrative description of the sensitivity of the fair value

measurement, etc.).

Question:
How should fair value measurements ("FVM") of real estate properties be categorised?
Response:

Due to the unique feature of each property, it is unlikely to categorise the fair value of a real

estate property as 'Level 1' (as no properties are identical).

Whether the FVM is classified as a 'Level 2' or 'Level 3' measurement requires an analysis of the
nature of inputs and assumptions used to estimate the fair value. Recently, the Standard Setting
Department of the Hong Kong Institute of Certified Public Accountants has published a Q&A
article titled "Application of fair value hierarchy to real estate” in the January 2014 edition of the

HKICPA's A-Plus magazine. 3 key points set out in that article are summarised below:

e The classification into the 3-level hierarchy is not an accounting policy choice — entities need
to take into account inputs and assumptions used in arriving at the fair value in order to

determine the appropriate level of the fair value hierarchy.

e How the FVM is categorised has nothing to do with the quality of the valuation. For
example, the fact that a real estate property is classified as Level 3 does not mean that the
property valuation is not reliable — the Level 3 classification merely shows that unobservable

inputs are used and significant judgement is required in arriving at the fair value.
¢ Because of the uniqueness of property, significant adjustments to observable market inputs

are likely in valuations, which would fall within Level 3.

Here is the link to the newsletter http://appl.hkicpa.org.hk/APLUS/2014/01/- only English
version is available.

Below are some examples.


http://app1.hkicpa.org.hk/APLUS/2014/01/

Example 1 — Entity A owns a residential apartment unit in Sha Tin, Hong Kong. The fair
value of the apartment unit is based on the recent transaction prices of similar units in the
same block of building or the buildings nearby (e.g. recent transaction price of HK$ [xx] per
square ft. multiplied by [yy] square ft. of the subject apartment unit.). The recent transaction
prices are observable inputs. Where there are no significant adjustments to the observable
inputs (i.e. the recent transaction price), the FVM qualifies as 'Level 2' classification.
However, where there are no sufficient recent transactions of similar units to justify that there
is an active market for similar properties, 'Level 2' classification is not appropriate and hence
the FVM should be classified as 'Level 3" instead.

Example 2 — Same facts as Example 1 except that the subject property is located just a few
floors above a 'bad incident' that occurred a few years ago. In arriving at the fair value,
possible adjustment to observable inputs (i.e. recent transactions of similar properties but that
are not located near the ‘'incident’) range from 40 — 70 per cent — in practice, valuations from
different valuers would very likely be different. With such a fact pattern and significant
judgement is involved in determining the adjustment to be made in arriving at the fair value,
it is not appropriate to classify the fair value as Level 2. Instead, it should be classified as
Level 3.

Example 3 - Entity A owns a commercial property in Admiralty, Hong Kong (land and the
entire block of building) — there are no buy and sell transactions in the market for similar
properties. In determining the fair value of the commercial property, Entity A engages a
valuer to determine the fair value. The valuer adopts an income capitalisation approach - it
estimates the rental income and rental yield with reference to the average rental income /
rental yield of commercial properties located in Admiralty and Wan Chai. Given the fact that
significant judgement is required to be made in arriving at the estimates (e.g. adjustments to
be made to the observable yields of other properties in arriving at the rental yield to be used
as the capitalisation rate), the fair value of the commercial building should be categorised as
Level 3.

As mentioned above, the classification of the fair value measurement will affect the level of

disclosures to be included in an entity's financial statements. Please ensure appropriate level of

disclosures as required by HKFRS 13 are made in the financial statements.



Contact us:

If you have any questions on the subject matters discussed above, please feel free to
contact us.
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