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What makes a good valuation? ﬂ!ﬂ
INTRODUCTION

When undertaking a revaluation entities needtobec onsci ous of the need to ensure
This article provides a brief summary of the prescribed requirements and covers some of the key aspects

councils should consider to determine whether you have or will get fivalue for moneyodout of your revaluation. The

key aspects include 1

Compliance with the Prescribed Requirements
Audit Risk

Usefulness of Information

Impact on Governance Framework

Tips for selecting a valuer
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COMPLIANCE WITH THE PRESCRIBED REQUIREMENTS

Throughout Australia there is a wide range of prescribed requirements in relation to how public sector entities
need to account for and value their assets. As a general rule, they all need to value their material assets (Land,
Buildings, Roads, Water, Sewerage, miscellaneous infrastructure) at Fair Value in accordance with the Australian
Accounting Standards. There are a range of Accounting Standards that need to be considered. The following
Decision Tree provides an overview of how each of the Accounting Standards work together to enable the
application of the correct accounting treatments.

Valuation of Assets
Decision Tree
Isit a Financial Yes Financial Instruments
Instrument? [AASB139)
NO
Yes Inventories Refer “Inventories”
Isit Inventory? [AASB102] Decision Tree
NO
4
Doesitrelate to Yes Agriculture Refer “Agriculture”
Agricultural Activity? [AASB 141) DecisionTree
l NO
Isit Land or Building held
for primarily for rental Yes Investment Property Refer jlﬂvesﬁmenf
income or capital [AASE 140) GO DA L

appreciation?

lm

Will its value be recovered
principally through its Yes
sale, its available for sale
and a sale ishighly
probable?

lm

Isit aLeased asset?

AssetHeld ForSale Refer “AssetHeld for
[AASBS) Sale” DecisionTree

Yes Leases Refer “Leases” Decision
[AASB 117) Tree
NO

y
Doesit lack physical Yes Intangible Assets Refer “Intangible Assets”
[AAsB 138) DecisionTree

substance?

NO

- Prope‘:.tv, Plar:tl Refer “Property Plant &
2 Eq¥pment Equipment” Dacision Tree
[AASB 116)
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In most cases, the non-current physical assets of public sector entities need to be valued in accordance with
AASB116 fProperty Plant and Equipmenta This standard deals with three key aspects i

What makes a good valuation?

1  What is the fCost of an Asseto
1 Valuation

0 Historical Cost or

o Fair Value
1 Depreciation

There are also a range of other requirements contained in the Accounting Framework which need to be
understood and complied with. These include Statements of Accounting Concepts (SAC) and Urgent Issues
Group Interpretations (UIG).

The accounting standards have changed significantly over the past ten or so years. Unfortunately some of our
accounting practices and systems have not kept pace with these changes and expose the entity to the risk of
Audit Qualification. For example: the ability to apply straight-line depreciation as a default was removed from
AAS4 i De prinel®97 get nanyremdtities continue to apply it without giving due consideration to the fpattern
of consumptiondas required by paragraph 60 of AASB116.

AASB116 and UIG1030 mandate a number of key requirements. These include i

1  The methodology must provide a true and fair estimate of the level of remaining future economic benefit.

Not just be an arithmetic calculation.

The Depreciation methodol ogy must fAmatch the pattern
All ftostsdmust be included in the valuation

The Gross Current Replacement cost must be adjusted for difference is utility with modern equivalent

Complex assets must be componentised and depreciated separately

Depreciation can only be based on the Depreciable Amount.

A Residual Value must be determined to enable calculation of the Depreciable Amount.

E N ]

Further guidance can be obtained from the fADepreciationo
available on the South AustralianL oc al Gover nment A shitp//enwaldaiseogovias). Additibnali t e  (
guidance can also be obtained fromt he fAUsef ul I nformationo and fARegistered
(www.apv.net) or the NAMS Australian Infrastructure Financial Management Guidelines.

The process of determining Fair Value and Depreciation have been included as Attachments A & B. These
diagrams have also been incorporated into the NAMS Australian Infrastructure Financial Management
Guidelines.

To ensure the methodology complies with AASB116 entities should review the methodology upfront and ensure it
satisfies all the requirements including i

The valuation and depreciation methodologies are linked

The methodology is logical, makes sense from an Asset Management perspective and is based on
sound reasoning and evidence

Current Replacement Cost is based on replacement costs NOT market value.

It adopts different fpatterns of consumptionofor assets which are consumed in different ways

All assets above the revaluation (materiality) threshold are componentised

The key assumptions are clearly stated and are supported by sufficient and appropriate audit evidence
The Residual Value and Useful Life are clearly defined in terms of the asset lifecycle

The methodology takes into account the various factors (physical, obsolescence, legal, etc) that drive
the consumption of the asset® service potential and does not rely on highly subjective and irrelevant
factors.

1
f

E N ]
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For many public sector entities asset valuation and depreciation pose the highest audit risk. This is because the
related figures are highly material and are subjective in nature. Typically the Fair Value accounts for more than

95% of the total assets and Depreciation Expense is between 25% and 40% of total expenses. A minor error in
Depreciation typically results in a material misstatement of Net Operating Surplus/Deficit.

What makes a good valuation?

AUDIT RISK

To treat this risk, having obtained a valuation, it is imperative that the entity undertake its own quality review. In
addition to the Accounting Standards the auditors are now mandated under the Australian Auditing Standards to
satisfy a number of requirements. These include 7

1 assessing the work of the expert valuer ensuring the methodology used is sound, logical and complies
with the requirements of the Accounting Standards

1 obtaining sufficient and appropriate evidence over the key assumptions used to determine the value. For
example 1 Pattern of Consumption, Residual Value, Useful life, Condition Assessment.

If such evidence is unable to be provided the auditor has no option under Auditing Standards other than to issue
a Modified Audit opinion. To assist cotWndilts Checkhii stpr avdré :
be downl oaded fromenhe drReqg i cft RadgsiMifioctsw acbessiistfree.

To further assist in the management of this risk the entity should ensure (as part of the tender or quotation
process) that the valuer i

1 Guarantees the methodology will fully comply with the Accounting Standards

1 Is prepared to meet with audit upfront to ensure a smooth process

1  Provides a document that full details their approach showing how it complies with the Accounting
Standards

1 Provides a list of ALL valuations completed over the previous three year period with associated audit
results

1  Provides as standard an Auditors Package which addresses all aspects of the valuation with a focus on
compliance with the Accounting Standards and satisfaction of all requirements of the Australian Auditing
Standards.

1 Does not charge extra fees to answer of satisfy audit queries.

Unfortunately some valuers simply state that they fully comply in order to win jobs despite poor or non-compliant
methodologies and taking high-risk short cuts. However when the results are queried by audit either say too bad
for the qualification or want to charge additional (and substantial) fees to fix up the work that they should have
done in the first place. Unless there is a guarantee and the methodology has been checked for compliance the
entity has no comeback against the valuer.

USEFULNESS OF INFORMATION

If the financial statements report figures (valuation and depreciation) that do not truly reflect the actual value or
consumption of the assets the financial statements will not provide faccountabilitydto the community. Nor will
they enable those who use the data in the financial statements to make informed decisions. Unfortunately many
financial statements include significantly over-stated depreciation expense resulting in organisations reporting to
their community financial results which are far worse than the reality.

Likewise, Valuation and Depreciation methodologies that do not reflect the Asset Management Lifecycle or
provide critical information which assists in the development of the 10 Year Financial Model provide little (if any)
useful information to the council and may be a waste of money.

The valuation represents a critical part of the overall Asset Management Framework. It should capture key data
critical to the overall Asset Management Planning process. For example 1

1 what assets are controlled by the council
1 their current condition and stage of Asset Lifecycle
1 consideration of Useful Life and RUL in light of their future use
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This information forms a critical part of the valuation exercise but also provides key input to the development of
10 Year Financial Models and Levels of Service. Critical to these exercises is gaining an understanding of how
the asset is consumed (pattern of consumption) and the factors that drive the consumption of the asset (asset
lifecycle and drivers).

What makes a good valuation?

Methodologies such as the Advanced SLAM (Straight Line Asset Management) Consumption Based

Depreciation methodology (which APV uses) have significant benefits over the traditional straight-line approach.

This approach fully integrates the Asset Accounting with Asset Management ensuring that the valuation provides

information critical to the entity. Further information on this methodol ogy can
detail ed paBFdegre riitPorna bthouns umpti on Model 6 is available in the

Methodologies that do not base the calculation on the relative condition of the asset or take into account the
various factors that drive the consumption will result in incorrect calculations and will also fail to provide any
information useful for Asset Management Planning.

The Australian Accounting Standards Board (AASB) removed the option to fuse straight-line because it was
simpledfrom the Accounting Standards in 1997. This reflected the Asset Management knowledge that all assets
were not consumed in a constant pattern and that the adoption of this simplistic approach was resulting in
financial statements that misrepresented the true performance of the organisations.

An entity that delivers good asset management will preserve a higher level of remaining service potential to that
which fails to deliver good asset management. As a result, the entity with good asset management should report
a lower depreciation rate. The problem with the simplistic straight-line is that it ignores the actual performance
and reports the same result irrespective of whether the entity delivers good or poor asset management.

IMPACT ON GOVERNANCE FRAMEWORK

There are two aspects to the Governance Framework i

1  External Accountability
1 Internal Management

Where councils have moved to adopt fully compliant methodologies that better reflect the Asset Management

realities we typically see a significant (30% - 60%) decrease in the level of Depreciation Expense. This is usually

accompanied by a moderate increase in the Fair Value of the assets. This in turn has a highly material impact on

the overall financial position and performance of the council as reported in the Financial Statements. The

Financial Statements are the primary accountability document for entities and it is critical that these represent a

itrue and fairo view so that the ¢ ommu enttyandoardleleptedoper | vy as:
representatives. Many entitesareunf ai rly perceived as being fAunsustainabl eo
better than their financial statements portray.

Such a variation in the figures also poses a significant impairment on the ability of the council to properly manage
their assets in an efficient and effective manner. It is critical that strategic decisions (such as Asset Management)
are based on reliable, robust and accurate information.

It is also important that the financial statement figures are not used incorrectly for the wrong purpose. For
example T some entities attempt to use fdepreciation expenseodas a de facto measure of what the future funding
requirements will be and in turn use the flevel of funded depreciationoas a measure of financial sustainability.
This is extremely poor financial management and lacks appropriate understanding of the relationship between
the key financial aspects of managing assets.

Assets are used by public sector entities to deliver services to the community at a level of service the community
deems acceptable. If the level of service needs to be increased additional costs will incurred to acquire, upgrade
or expand the service. This will also lead to a change in the future maintenance and operational costs. To ensure
fintergenerational equitydeach generation of rate payers or tax payers need to pay their ffair sharedof the costs
to deliver the services.
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The costs to deliver services include 1

1 Acquisition (construction, purchase, etc)

1 Maintenance (regular and increasing over time)

1 Operation (salaries, wages, chemicals, materials, etc)
1 Renewal

1 Upgrade

1 Disposal

If the cost to provide the service totals $20m over 20 years the users should be expected to pay on average $1m
per year to receive that service. If less than this amount is recovered the service is funsustainabledand future
generations will need to fund the difference.

Depreciation is a financial measure of performance and has absolutely nothing to do with being a cost to deliver
the service or providing an estimate of what the future funding needs will be. In simple terms, if the value of the
asset is expected to be $15m after the 20 years the rate of consumption (excluding allowance for capital
enhancement) should be $5m / 20 years = $400k per year. This figure is significantly less than the $1m per year
required to sustain the service and ensure intergenerational equity.

TIPS FOR SELECTING A VALUER

In the public sector fvalue for moneydis and always must be a contributing factor. However, it must be well
understood that fivalue for moneyodoes not mean flowest pricea Price should only be a determining factor once
it has been established that all of the following factors are fully satisfied. Otherwise you would have paid money
to get something that did not meet your needs and will always be fpoor value for moneya

1  The methodology fully complies with all aspects of the Australian Accounting Standards. In particular i
o0 All assets above the revaluation threshold must be componentised

Appropriate fpatterns of consumptionomust be used (not just straight-line)

It is sound, logical and reflects the asset management lifecycle of the entity

Fully complies with all aspects of UIG1030

Must be based on the factors that drive the consumption (not just age)

All key assumptions are stated and are can be supported by sufficient and appropriate audit

evidence

1  The valuer fguaranteesofull compliance and will work closely with audit to ensure safe passage (at no
extra cost) and will provide the data and audit evidence in correct and agreed format.

1 The data gathered is useful and adds value to the organisation. For example i the data includes
condition assessments based on the Asset Management Framework and can be used to feed directly
into the Asset Management Planning process.

1  The Professional reputation, experience and skills of the valuer to undertake the specialist work is
beyond reproach. In particular i

0 Registered Valuers are used for Land and Buildings

o Engineers are used for infrastructure (appropriate experience and skills)

o0 They have an excellent record with no history of audit qualifications

0 They can clearly demonstrate their methodology, compliance with the prescribed requirements
and they know what they are talking about

o0 They can clearly demonstrate their understanding of the Accounting Standards, other
prescribed requirements and audit process

0 They ask the right questions to understand the nature and scope of the work rather than just
putting a price in.

o0 They will continue to support and add value to the entity and develop the client relationship well
after delivery of the project.

o0 They are easy to work with and respond to queries in a timely manner.

O O0Oo0oo0oo

David Edgerton FCPA

Director i APV Valuers and Asset
Management

David@apv.net

www.apv.net
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ATTACHMENT A 7 FAIR VALUE

Decision Tree

FairValue (AASB 116) '
ey

Current market selling price at Yes
highest and best use

Determine market selling price at
highest and best use by adjusting (Yes

Is there an active and liquid market? |

‘l'wo

fordifferences in service potential,

Are there current market selling prices or
recent transaction prices for similar assets

condition or other relevant factors

‘LNO

Determine NPV of the cashflows by (Yi.{ Is there other evidence of market value,

siseg anjeAlaNie

using DCF etc

No

Depreciated Current Replacement Cost

| Choose Reproduction or Modern E quivalent?

refer Costing of * o
Assets = m— = — - - >| Identify all costs | o
Decision Tree ‘l’ 9
<
| Split Complex Assets into Components | >

o

v 2
| Determine “gross™ cost for each component | g
v =

(o]

Adjust for differences in “service potential™ 3
of modern equivalent g
v 7

| Determine value of Remaining Service Potential |
| Sum the components |

Is the amount calculated above greater than the Yalue in §

Use calculated in accordance with AASB136 ? T

{refer Impairment Decision Tree) g

N 3

¢ o ‘L Yes 3

=]

Revalued Amount = Revalued Amount = -

Fair Value “alue in Use 6'

{(No Impairment) (Impairment Loss) | 4
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ATTACHMENT B 7 DEPRECIATION
Depreciation (AASB 116) '
s

Decision Tree

Identify the “nature” of the service potential provided by the asset.
e.g. Units of output, economic, social, environmental, heritage,

v

Identify whether asset is subject to cyclical maintenance or not

v

Doesthe asset have significant components with different patterns of consumption?

NO- Non-Complex Asset YES - Complex Asset
Calculate depreciation for asset as a whole Calculate depreciation for each component

v

Identify the “Factors” that drive the consumption
e.g. Age, physical condition, functionality, utilization, obsolescence, capacity, safety, etc

L 2

Determine the “Pattern of Consumption”
i.e. Constant, increasing, decreasing, haphazard

L 2

Determine the Residual Value and
Calculate the Depreciable Amount
(Grossless Residual Value)

2

Determine the Useful Life and RUL

v

,9 Has either Pattern of Consumption, Residual Value or Useful Life changed from previous year?
NO- Apply YES - Either —revalue entire class of asset applying new assumptions
depreciation or adjust agsumptions ensuring changes are “prospective” and not “retrospective”
methodology {ie. Open WDV remains same)

v v

Doesthe depreciation methodology —

*match the “pattern of consumption”

= Only depreciate the “Depreciable Amount”
*Depreciate overthe Useful Life in a systematic way

W — Non
Compliant
Methodology

Does the method —

=Calculate depreciation by reference tothe Depreciable Amount
sInclude allowance for Technical or Commercial Obsolescence
*Treat maintenance and capital in accordance with AASB 116
=Not use the “Renewals Annuity” approach

=Calculate depreciation separately for significant components

* YES

Reconsiderwhethera Canthe critical assumptions Fully
NO

differentdepreciation used be supported by 7
method approach may be E “sufficientand appropriate” complmnt
Methodology

more appropriate audit evidence?
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