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Description


UNIT 1 AUDIT OF INVESTMENT PROPERTY and NONCURRENT ASSETS HELD FOR SALE / DISCONTINUED OPERATIONS Estimated Time: 2.5 2.5 HOURS Part 1: Investment Property Discussion Questions (Refer to PAS 40) 40): 1. Define investment property according to PAS 40. Differentiate PAS 40 from PAS 16. 2. Consider the following independent cases involving a piece of property. Determine whether or not the said piece of property will fall within the definition of PAS 40: a. A piece of land whose title held by the Company is leased to a third party; b. A piece of land whose title held by the Company has undetermined future use; c. A building owned by the client-company is i. leased out to various tenants; ii. leased out to a third party under terms which qualifies as finance lease; d. A building is leased by the client company under terms which qualifies as finance lease. This building is i. leased out to various tenants; ii. leased out to a third party under terms which qualifies as finance lease; e. A building whose second floor was leased by the client-company. This clientcompany in turn, converted the entire floor into a food court, and is divided into different food stalls with kitchen space and is leased out to different aspiring kitchen entrepreneurs; f. A large open space is leased by the client-Company with the intention of leasing it out to different vendors for the upcoming Christmas Bazaar. 3. Consider the following exception on property interest held by a lessee: a. Under what circumstances are property interests held under operating leases are classified and accounted for as investment property? b. How are these properties measured? 4. Consider the following issues involving ancillary services: a. What are ancillary services and how are these considered in classifying Investment Property? b. The owner of a dormitory building provides security and maintenance to the boarders who occupy a building. Would the building qualify as Investment Property? c. The owner of a hotel building manages the hotel and provides services to the guests. Would the building qualify as Investment Property? d. The owner of a hotel building decides to outsource the hotel management to a third party under a management contract. In this kind of arrangement, the owner is simply a passive investor but assumes the risk in cash flows generated by the hotel operators. Would the building qualify as Investment Property? 5. Consider the following case involving CAFS and SAFS: a. AAA Company owns a land and building and leases it out under an operating lease agreement to its subsidiary, AAB. The subsidiary AAB uses the said property for its own private rehearsal and administrative office. How should AAA account for the land and building under its separate FS? How about in its consolidated FS? Auditing Practice II Workbook
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b. What if AAB decided to convert the said property into a band rehearsal studio to be rented out on an hourly rate of Php 150 to new bands – young people who dream of making it big in the music scene someday. How would your answer differ? c. How would your answer differ to letter A if AAB is an associated undertaking? 6. What are the measurement and recognition principles of investment property? 7. What are the disclosure requirements of investment property? 8. Enumerate reasons of reclassifications to/from investment property as follows: a. From Property, plant and equipment; b. To Property, plant and equipment; c. From Inventories; d. To Inventories. 9. For each of the items in No. 8, how does reclassification affect the cost of the property under: a. Cost Method b. Fair Value Method



(Prepare a matrix summarizing the reclassification to/from investment property.) Problem 1-1 Classification in the consolidated financial statements The consolidated statement of financial position of ABC Company and subsidiaries provides the following information in relation to its Investment Property as of December 31, 2016: Property held by a subsidiary of ABC, a real estate firm, in the ordinary course of business P 3,500,000 Land held by ABC for undetermined use 4,350,000 Property under construction for use as investment property 6,700,000 Land held for future use as factory site 5,200,000 Building awaiting disposal 1,120,000 Machinery leased out by ABC to a third party under an operating lease 590,000 Equipment leased out by ABC to a third party under a finance lease 710,000 Machinery awaiting disposal 345,000 Building owned by a subsidiary of ABC and for which the subsidiary provides security and maintenance services to the lessees 3,890,100 Land leased by ABC to a subsidiary under an operating lease 2,200,000 Land leased by ABC to a subsidiary under a finance lease 2,340,000 A vacant building owned by ABC and to be leased out under an operating lease 5,500,000 Property held by ABC for use in production 1,750,000 Building held by ABC under a finance lease currently being leased out to a third party 4,150,000 Property leased by ABC from its subsidiary under a finance lease 5,263,000 Property being constructed on behalf of Sniffles, an outside company 2,400,000



Total Investment Property



P 50,008,100



Required: Compute for the correct balance of Investment Property to be reflected in the consolidated statement of financial position of ABC Company and subsidiaries as of December 31, 2016.
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Problem 1-2 Valuation of Investment Property - Fair Value Model XYZ Company is engaged in real estate business that also leases out lots and buildings to several third parties. The following account balances as of December 31, 2016 were obtained from the client’s books: Account Inventories Property, Plant and Equipment (net) Investment Property



Balance 2,540,00 3,870,000 1,900,000



XYZ Company uses the fair value model to account for its Investment Property. Your audit disclosed the following: a. On September 25, 2016, XYZ decided to lease out some of its lots to third parties. At the date of transfer, the lots had a fair value of P450,000 and book value of P500,000. The client recorded the investment property at book value. b. A machinery leased out to third parties was recorded as investment property at a cost of P40,000. c. XYZ purchased a lot worth P300,000 that was classified as investment property in the books. The entity paid a total of P70,000 for legal services and property transfer taxes which were recorded as expense in the books. d. On October 24, 2016, XYZ decided to sell one of its property, plant and equipment with a book value of P750,000 and a fair value of P680,000. The property, plant and equipment had associated liabilities worth P300,000. The sale was highly probable and within one year. The recognition of non-current asset held for sale was not recorded in the books. e. The client failed to adjust the balance of the investment property to fair value. The fair value of the investment property account on December 31, 2016 was P1,750,000. The client would incur a total cost of P250,000 to sell its investment property.



Required: 1. Prepare all necessary adjusting journal entries. 2. Compute for the following: a. Carrying value of the non-current asset held for sale. b. Adjusted balance of Investment Property c. Total amount to be included in the Profit & Loss d. Total amount charged to Equity Problem 1-3 Investment Property - Recognition, Reclassification, Disposal 1. (Initial Recognition – Fair Value) AB Company is a real estate company. On June 30, 2016, it purchased a piece of property (land and building) at an installment price of P100 million. The appraised value of land is P 30,000,000, while there is no ready market value for building). The Company made a down-payment of 10%, and issued a non-interest bearing note payable at the end of each year for 9 years (P10 million each). As of the transaction date, the market rate for 9 years is 12%. The property has unpaid real property tax of P100,000 which was assumed by the company, and also paid broker’s commission, legal costs, and other direct taxes amounting to P50,000. AB Company elected to use Fair Valuation Model to account for Investment Property. According to its external valuers, the market value of the property as at December 31, 2016 is the following: Land…………………………………..P 40 M Building……………………………….. 30 M The useful life of building is 50 years, salvage value at 10% of cost. Auditing Practice II Workbook
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Required: a. As of June 30, 2016, what is the cost of Investment Property? b. For December 31, 2016, what is the gain on changes in fair value? Is this recognized in the P/L or in Equity? c. How would your answer change in (b) if the piece of property is classified as PPE instead of Investment Property? 2. (Reclassification from PPE to IP - Fair Value) BC Company has a piece of PPE with a carrying value of P10 M as of December 31, 2016. At the same date, the company reclassified the PPE to Investment Property, whose FV is at P9,800,000. The Company uses Fair Value Model to account for Investment property.



Required: a. Is there a gain or loss to be recognized in the P/L? b. How would your answer differ if the FV is at P12 M? c. Assume that the piece of PPE is a piece of Inventory instead. How would your answer differ? 3. (Reclassification from IP to PPE - Fair Value & Cost Model) CD Company has a piece of investment property initially costing P10 M. The Company adopted the fair valuation model. As of December 31, 2016, the carrying value is at P15 M. As of December 31, 2017, the piece of property was converted into administration office. At the same date, the piece of asset has a fair value of P12M. Ignore depreciation and tax effects.



Required: a. What would be the cost to be reclassified to PPE? b. Will your answer be different if BC adopted the cost model? 4. (Reclassification from Inventory to IP - Fair Value) On January 1, 2016, DE Company purchased a small island in Palawan amounting to P100 Million. The said island was then divided into 100 lots for an additional cost of P10 Million. The fair value of the property is equal to the purchase price. The lots will be sold as vacation lots. As of December 31, 2016, the fair value of the property has increased to P2 Million per lot. There were only 10 remaining unsold lots, and the Company decided to hold three lots as investment property to be leased out. The Company accounts Investment Property at Fair Value.



Required: a. How much is the gain in the P/L as a result of the transfer? b. How much is the cost to investment property as of year end? 5. (Disposal/Derecognition – Fair Value and Cost Model) On June 15, 2017, EF Company sold its investment property for P6,250,000 net of disposal cost of P150,000. This property was acquired at a historical cost of P5,120,000 including total transaction costs of P190,000 and has a fair value of P6,200,000 as of December 31, 2016.



Required: a. If the company uses the cost model, what is realized gain on sale of the investment property to be recognized by EF? b. If the company uses the fair value model, what is realized gain on sale of the investment property to be recognized by EF?
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Part 2: Noncurrent Assets Held for Sale and Discontinued Operations Discussion Questions (Refer to PFRS 5): 1. Compare and Contrast: Noncurrent Assets Held for Sale and Discontinued Operations. 2. What are the measurement and recognition principles of Noncurrent Assets Held for Sale? 3. What are the disclosure requirements of Noncurrent Assets Held for Sale and Discontinued Operations?



4. If a non-current asset (or disposal group) is to be abandoned, can it be classified as held-for-sale in accordance with PFRS 5? What if the said abandoned property is also a discontinued operation, can it be classified as such in accordance with PFRS 5?



Problem 1-4 Classifying assets as held for sale Sir Cheng, Inc. is committed to a plan to sell its headquarters building and has initiated actions to locate a buyer.



Required: Under each condition, determine whether it can be classified as held for sale or not. a. SCI intends to transfer the building to a buyer after it vacates the building. The time necessary to vacate the building is usual and customary for sales of such assets. b. SCI will continue to use the building until construction of a new headquarters building is completed. The entity does not intend to transfer the existing building to a buyer until after construction of the new building is completed (and it vacates the existing building).



Problem 1-5 Timing of Recognition of Noncurrent Assets Held for Sale and Presentation of Discontinued Operations JK Company is a wholly owned subsidiary of a Group that manufactures footwear. It follows the calendar year for financial reporting. JK Company has two manufacturing plant facilities, namely leisure flip flops segment and athletic rubber shoes segment. This footwear Company has been running in the red brought about by the flooding of cheap footwear imported from China and increased production costs in Marikina due to inflation rates. Therefore, following a special meeting on January 15, 2016, the Group’s management, Board of Directors and stockholders decided to dissolve JK Company in the following manner: The athletic rubber shoes plant is to be sold to a local competitor. The company has initiated an active program to locate the buyer. The Company currently has a commitment to supply fifty (50) pairs of basketball rubber shoes to DLSU’s Green Archer Team before the start of the UAAP season, May 31, 2016. This commitment is required before transfer of assets maybe fulfilled; The leisure flip flops plant is to be abandoned on April 30, 2016 due to lack of active market of its identifiable assets. This segment will continue to fulfill existing orders and collect debtors, but will not accept any new orders.
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Required: a. What date can the Athletic Rubber Shoes asset segment be classified as Noncurrent Asset Held for Sale? What period (from January 1 to which date) would the Income Statement cover the related discontinued operations of this segment? At what date? b. What date can the Leisure flip flop asset segment be classified as Noncurrent Asset Held for Sale? What period (from January 1 to which date) would the Income Statement cover the related discontinued operations of this segment? Problem 1-6 Noncurrent assets held for sale, measurement issues On October 1, 2016, NO Company has a building with a cost of P4,000,000 and accumulated depreciation of P3,100,000. The company commits to a plan to sell the building by February 1, 2017. On October 1, 2016, the building has an estimated selling price of P800,000 and it is estimated that the selling costs associated with the disposal of the building will be P120,000. On December 31, 2016, the estimated selling price of the building has increased to P1,200,000 with estimated selling costs remaining at P120,000



Required: a. At the time of reclassification as held for sale, what amount should the noncurrent asset held for sale be recognized? b. What amount of loss should NO Company recognize at the time the building was reclassified as held for sale? c. As of December 31, 2016, what amount of gain on recovery should NO Company recognize related to the asset held for sale? What would be the entries? Problem 1-7 Noncurrent Asset Held for Sale, Extended Period On July 2016, OP Company is committed to a plan to sell a disposal group that represents a significant portion of its regulated operations. The sale requires regulatory approval, which could extend the period required to complete the sale beyond one year. Actions necessary to obtain that approval cannot be initiated until after a buyer is known and a firm purchase commitment is obtained. However, a firm purchase commitment is highly probable within one year. The noncurrent assets of disposal group have a carrying value of P4 million and liabilities of P1 million. The total fair market value as of December 31, 2016 of the disposal group is P4.8 million. If the sale is completed within one year, the estimated cost to sell is P200,000 but if the sale will extend beyond one year, the present value of the estimated cost to sell is P180,000.



Required: If the sale will extend beyond one year, what amount of noncurrent asset should OP Company report its held for sale property at December 31, 2016?



Auditing Practice II Workbook



Third Term, AY 2015-2016 Page 1-6



Problem 1-8_Discontinued Operations Presented below are the condensed income statements of Navotas Corporation for the years ended December 31, 2015 and 2016.



Sales Cost of goods sold



P



Gross income Operating expenses Operating income Gain on sale of division



Income before tax Income tax expense (35%) Net income



P



2016 10,000,000 (6,700,000)



P



2015 9,800,000 (6,600,000)



3,300,000



3,200,000



(1,350,000) 1,950,000 400,000



(1,300,000) 1,900,000 0



2,350,000



1,900,000



(822,500) 1,527,500



P



(665,000) 1,235,000



On October 10, 2016, the firm entered into an agreement to sell the assets of one of its geographical segments. The geographical segment comprises operations and cash flows that can be clearly distinguished operationally and for financial reporting purposes, from the other sections/parts of the company. The segment was sold on December 31, 2016 for P3,500,000. The book value of the segment’s assets was P3,100,000. The segment’s contribution to Navotas’ operating income before tax for each year was as follows: 2016 2015



(P227,500) 162,500



Requirements: Based on the above data, calculate the following: a. Income net of tax from continuing operations in 2015. b. Income net of tax from continuing operations in 2016. c. Net income after tax in 2015. d. Net income after tax in 2016. e. Assume that by December 31, 2016, the segment had not yet been sold but was considered held for sale. The fair value of the segment’s asset on December 31 was P3,500,000. How much should be the post-tax income (loss) from discontinued operations for 2016? f. Assume that by December 31, 2016, the segment had not yet been sold but was considered held for sale. The fair value of the segment’s assets on December 31, 2016 was P2,500,000. How much should be the post-tax income (loss) from discontinued operations for 2016?
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