Issues Arising from the joint IASB/FASB Discussion Paper “Leases: Preliminary Views”: Comments from the British Accounting Association Special Interest Group in Financial Accounting and Reporting

The Financial Accounting and Reporting Special Interest Group (FARSIG) is a special interest group of the British Accounting Association (BAA). Its technical committee is charged with commenting on Exposure Drafts and Discussion Papers issued by standard setters on issues relating to financial accounting and reporting. Its views represent those of its members and not those of the BAA. 
The BAA is the representative body for UK accounting academics and others interested in the study of accounting and finance in the UK. The BAA Financial Accounting and Reporting Special Interest Group is the BAA’s designated group specialising in issues relating to financial reporting. This response has been formulated by Vivien Beattie (Glasgow University) and Sarah Jane Thomson (Stirling University) with comments from Mike Jones and David Oldroyd and has been approved by the Technical Committee of the Special Interest Group.

General Comments
We welcome the publication of this discussion paper. The bright line/hybrid approach that is taken by current standards (IAS17 and SFAS 13) is generally unsatisfactory, based on various strands of empirical research into leasing set in various countries. These strands can be summarised as follows. First, where companies have significant operating leases, which under current standards remain off balance sheet, key ratios can be significantly distorted.
  
Second, while research evidence from several countries does indicate that sophisticated users (i.e. the market) take operating leases into account in their assessment of equity risk, the risks associated with leases are considered by the market to be lower that those associated with debt. 
  In line with evidence in relation to other accounting issues, recognition and disclosure are not viewed as equal.
  This may be due to deficiencies in the disclosures, limited attention by users, or costly information processing. Recent US evidence suggests, however, that operating lease adjustments to earnings are not positively related to stock returns, suggesting that investors are not using operating lease footnote disclosures and capitalisation is required.
 

Third, a change in the accounting treatment of operating leases can be expected to have consequences for company capital structure.  In particular, (i) leasing and debt appear to be only partial substitutes, with leasing displacing a significantly lower amount of non-lease debt, suggesting that risks are shared between lessors and lessees; (ii) operating leases are significantly less important than balance sheet debt for firm debt ratings, although bond yields reflect off-balance sheet obligations. Survey evidence confirms the belief of key parties that significant economic consequences will result from capitalisation of operating leases.

Fourth, in an interesting experimental study, it was found that 44 Big 4 audit partners required greater correction of misstatements in recognised amounts than in equivalent disclosed amounts because they view recognised amounts as more material. This suggests that capitalisation will improve the quality of audit in relation to leases.

Answers to specific questions

Q1. The board tentatively decided to base the scope of the proposed new lease accounting standard on the scope of the existing lease accounting standards. Do you agree with this proposed approach?
Yes, we agree.
Q2. Should the proposed new standard exclude non-core asset leases or short-term leases?

Non-core assets

No. Excluding material leases from the balance sheet because they relate to non-core assets is inconsistent with the recognition treatment of purchased assets. There is no “non-core asset” exclusion for purchased assets. To be consistent, if the definition of asset/liability is met, the same accounting treatment should follow. Further, classifying assets as “core” or “non-core” is highly subjective and open to manipulation by those wanting to avoid balance sheet recognition. If a company has a right to use an asset (core or non-core) and a corresponding obligation, then the balance sheet should reflect this. The balance sheet would be a partial indication of financial position if a company’s effective asset base and liabilities are not shown by the exclusion of what are classed as “non-core”.  We note that, in any case, immaterial items are excluded. 
Short-term leases
No. Short term leases (leases of less than one year) which are non-cancellable convey the right to use the asset and a corresponding obligation for their duration. The accounting problem arises if the lease straddles two accounting periods. If such leases were excluded from the proposed new standard (i.e., treated as an operating lease with the rentals expensed), then the next year’s obligation to make rental payments and corresponding right to asset use are not reflected in the balance sheet. We do not believe that short term leased assets and liabilities should be treated any differently from other current assets and current liabilities. Further, if leases avoid capitalisation by definition of being short term, this would be likely to result in preparers entering short term leases for the purpose of avoiding balance sheet recognition.  We note that, in any case, immaterial items are excluded.
Q3. Do you agree with the boards’ analysis of the rights and obligations and assets and liabilities arising in a simple lease contract?

Yes. We agree that a lessee’s right to use a leased item for the lease term meets the definition of an asset in the IASB’s framework and the FASB’s CON 6. We agree that a lessee’s obligation to pay rentals meets the definition of a liability in the IASB’s framework and the FASB’s CON 6. We agree that the obligation to return the asset at the end of the lease term is not a liability in itself and that the incidental costs associated with return (maintaining the asset to a specified condition, dismantling or transport costs) are dealt with by other accounting standards. A provision in the financial statements could be required in accordance with IAS 37 / SFAS 5.
Q4. Do you support the boards’ proposed approach to lessee accounting, i.e. recognising an asset representing its right to use the leased item for the lease term and a liability for its obligation to pay rentals.

Yes. The current standards, which classify lease agreements into finance lease and operating leases requiring alternative accounting treatment, are open to subjective judgement and manipulation. Current standards enable similar transactions to be accounted for in different ways and permit the use of operating leasing as a method of “off-balance sheet” financing. The board’s proposed approach removes the distinction between finance and operating leases in favour of a single lease accounting treatment. It is anticipated that this approach would extend balance sheet recognition to include many agreements currently classed as operating leases. The proposed approach has the potential to improve consistency and comparability in lessee accounting and improve the information provided to users in relation to a reporting entity’s effective asset base and corresponding liabilities, for decision-making. The proposed accounting treatment appears to be consistent with the IASB’s framework and the FASB’s CON 6, whereas the current treatment appears inconsistent. By recognising the right to use the leased item as opposed to the item itself, the flexibility enjoyed by entities as a result of leasing arrangements is reflected in the balance sheet, facilitating comparisons with entities choosing to purchase rather than lease. 
Q5. Do you support the boards’ approach whereby the lessee recognises:

(a) a single right-of-use asset that includes rights acquired under options;
(b) a single obligation to pay rentals that includes obligations arising under contingent rental arrangements and residual value guarantees?
Yes. A components approach would potentially give rise to several assets and liabilities arising from the same lease agreement. The aim might be to highlight the flexibility of different lease agreements through their various features. However, the potential to confuse users is significant. Lessees would also be faced with the issue of valuing the separate components which would potentially involve significant compliance costs even if they were able to place an individual value on the various features. Separate components may be identified as meeting the definition of an asset and liability. However, to be recognised separately, cost or value must be measured reliably. Reliable estimates can be made in relation to the lease agreement as a whole whereas estimates in relation to various separate components are likely to be less robust, not least due to their inter-relatedness.  The amounts recorded as single right-of-use asset and single obligation will implicitly reflect the options/features included, thus different entities leasing a similar asset under different terms will show a different asset and corresponding obligation amount signalling the flexibility involved.  While additional granularity on the face of the primary financial statements is undesirable, note disclosure would be helpful to explain the components.
Q6. Do you agree with the boards’ tentative decision to measure the lessee’s obligation to pay rentals at the present value of the lease payments discounted using the lessee’s incremental borrowing rate?
We are not fully persuaded by the boards’ arguments here.  Existing standards focus on discounting using the interest rate implicit in the lease, both to determine lease classification and to record the obligation on the balance sheet. This approach adopted in existing standards is already familiar to reporting entities.  It would appear to be the appropriate rate to use, on the basis of it being the rate being charged by the lessor in the transaction, and being specific to the obligation being measured. The boards appear to be rejecting the interest rate implicit in the lease for mainly practical purposes, rather than on a conceptual basis. The argument that in many instances the lessee will not know or be able to determine the rate implicit in the lease is not persuasive. Lessors will know the interest rate they are charging to lessees. Indeed, many agreements will surely explicitly state the interest rate implicit in the lease on the face of the agreement. It is in an entity’s interest to know the rates being charged, how else could logical conclusions be reached in the decision between alternative sources of finance? Would it not be a very naive entity that entered a lease agreement without asking the interest rate being charged? Information from the lessor should, therefore, allow entities to account for the agreement appropriately using the interest rate implicit in the lease.  In any case, determining the incremental borrowing rate is not necessarily easy.  Evidence on this specific point would be valuable in guiding a decision; however the evidence cited in footnote 2 above is of general relevance.
Q7. Do you agree with the boards’ tentative decision to initially measure the lessee’s right-of-use asset at cost?

Yes, to be consistent with other non-financial assets. (However, in relation to the above point, cost equal to the present value of the lease payments discounted using the interest rate implicit in the lease.)
Q8. The boards tentatively decided to adopt an amortised cost-based approach to subsequent measurement of both the obligation to pay rentals and the right-of-use asset. Do you agree with this proposed approach?

Yes. This is consistent with existing treatment of finance leases. Rental payments comprise an interest element charged in the income statement and an element reducing the balance sheet obligation. Under existing standards, the actuarial method using the interest rate implicit in the lease is used to determine the interest amount in relation to the outstanding obligation. It would be consistent with the treatment of other non-financial assets to amortise the right-of-use asset over the shorter of the lease term or useful economic life.
Q9. Should a new lease accounting standard permit a lessee to elect to measure its obligation to pay rentals at fair value?
No.  This would be inconsistent and potentially confusing.  In general, we are of the opinion that discretionary choices should be eliminated from accounting standards.
Q10. Should the lessee be required to revise its obligation to pay rentals to reflect changes in its incremental borrowing rate?

No. (Moreover, if the interest rate implicit in the lease were used, then this issue would not arise) When lease rental payments are fixed, the interest rate remains the same throughout the agreement. Changes in incremental borrowing rates do not result in the lessee having to pay more or less interest under the lease. Reflecting a change in the obligation in the financial statements is potentially misleading when the only thing changed is the rate used to record the obligation in the first place.
Q11. In developing their preliminary views the boards decided to specify the required accounting for the obligation to pay rentals. An alternative approach would have been for the boards to require lessees to account for the obligation to pay rentals in accordance with existing guidance for financial liabilities. Do you agree with the proposed approach taken by the boards?

Yes. We believe that it is preferable to revise lessee accounting as a whole rather than a potentially piecemeal approach. 
Q12. Some board members think that for some leases the decrease in value of the right-of-use asset should be described as rental expense rather than amortisation or depreciation in the income statement. Would you support this approach?

No. If the right-of-use asset meets the definition and recognition criteria, consistency with the treatment of other non-financial assets would suggest that the decrease in value of the right-of-use asset be described as depreciation/amortisation.
Q13. The boards tentatively decided that the lessee should recognise an obligation to pay rentals for a specified lease term, i.e. in a 10 year lease with an option to extend for five years, the lessee must decide whether its liability is an obligation to pay 10 or 15 years of rentals. The boards tentatively decided that the lease term should be the most likely lease term. Do you support the proposed approach?
There is no perfect solution here, as the decision involves trading off cost, complexity, relevance, reliability and potential economic consequences.  It also involves deciding what the objective of measurement should be: to describe the current set of circumstances or to predict the future set of circumstances.  The latter measurement objective, which appears to underlie the boards’ proposal re options, seems to conflict with the boards’ conceptual understanding of assets and liabilities as arising from “past transactions or events” and seems inconsistent with the ASB’s approach to assessing the economic substance of transactions in terms of the changes in assets and liabilities that have taken place during the year (FRS 5), rather than ones anticipated several years into the future.
We are not convinced that options meet the definition of an obligation. It is not a legal obligation. Unless exercising an option makes undisputable commercial sense (or amounts to a constructive obligation based on past behaviour or intimated future intentions), there is no obligation to pay rentals after 10 years independent of an entity’s decision to exercise the option. In any case, a company’s circumstances may change and what makes commercial sense today may not do so in the future. Deciding on the most likely lease term involves subjective judgement and could potentially be open to manipulation.   However, there is the concern that leases will be structured to minimise balance sheet obligations through renewal options if they are not anticipated at all (The UK Finance and Leasing Association and The Association of Corporate Treasurers both raised this concern in relation to the ASB discussion paper published in 1999
). Shorter fixed lease terms could lead to higher rentals in order to compensate lessors for the reduction in security previously enjoyed by a longer-term lease.
 This has potential economic consequences for the leasing industry and the cost of corporate financing. 
In the example given in the question, the rentals in years 1 to 10 are a present obligation from a past transaction or event, it is probable that economic benefit will flow and a reliable estimate can be made so these rentals will appear on balance sheet as an obligation. Rentals in year 10 to 15 are a “possible obligation” contingent on the decision to exercise the option, and could be disclosed (timing and amount) as a contingent liability in a note to the accounts. We are aware that the proposed amendments to IAS 37 (ED issued 2005 and standard expected later in 2009) would eliminate both the terms “contingent liability” and “contingent asset”.  We believe that disclosure is required in relation to such “non-liabilities”, in line with the IASB’s view (Liabilities – Amendments to IAS 37, Information for Observers, December 2008). Users could then take renewal option disclosures into account. At the end of year 10, if the option is exercised, a new obligation and right to use the asset (PV of next five year’s rentals) would be recognised on balance sheet. Under the proposed approach, in situations where 15 years was considered most likely but in fact the option was not exercised, users could be confused by the “disappearing” obligation.
Q14. The boards tentatively decided to require reassessment of the lease term at each reporting date on the basis of any new facts or circumstances. Changes in the obligation to pay rentals arising from a reassessment of the lease term should be recognised as an adjustment to the carrying amount of the right-of-use asset. Do you support the proposed approach? Would requiring reassessment of the lease term provide users of financial statements with more relevant information? Please explain why.

This issue does not arise if options are disclosed as a contingent/non-liability. The disclosures in relation to the contingent/non-liability would be revised at each reporting date, providing relevant forward-looking information. A new asset and liability would be recognised if and when the option was exercised.
Q15. The boards tentatively concluded that purchase options should be accounted for in the same way as options to extend or terminate the lease. Do you agree with the proposed approach? 

Yes, insofar as renewal and purchase options should be accounted for in the same way. However, see answer to Question 13 above.
Q16. The boards propose that the lessee’s obligations to pay rentals should include amounts payable under contingent rental arrangements. Do you support the proposed approach? If you disagree with the proposed approach, what alternative approach would you recommend and why?

We are not convinced by the boards’ arguments. Under existing standards, contingent rentals that vary with sales/usage/market prices are excluded from minimum lease payments and are expensed in the period in which they are incurred. Contingent rentals provide the lessee with an obligation to pay an uncertain amount for leasing an asset. The ASB discussion paper (1999) suggested that comparison of lease agreements with and without contingent elements could be incorrect. If rentals are contingent on sales/usage/profits, then the asset is subject to restriction and consequently less valuable. This argument would appear to support recording the PV of minimum lease payments excluding the contingent element to show fewer rights in relation to using the asset. Also, there is no obligation to incur additional use or to make sales/profits and thus to pay amounts other than the fixed rental element. Further, it could be argued that the contingency element is an expense in relation to future operations and thus should be matched in the income statement at the time corresponding revenue is recognised. For lease agreements with rentals contingent on sales/profits/usage we would suggest excluding the contingent element from the balance sheet liability and disclosing in the notes to the accounts the amount of contingent rentals expensed in the income statement for the current period and disclosing the nature and terms for future contingent rentals. For lease agreements with rentals that vary in line with an index / interest rates the contingent element is an obligation independent of an entity’s own actions, albeit an uncertain amount. Therefore, including the contingent element at the index / rate prevalent at the outset in the minimum lease payments seems appropriate. The obligation could be reviewed at each balance sheet and adjusted. This would ensure that the contingent part of obligation is not based on outdated rates and no anticipation is required in relation to future rates.
Q17. The IASB tentatively decided that the measurement of the lessee’s obligation to pay rentals should include a probability-weighted estimate of contingent rentals payable. The FASB tentatively decided that a lessee should measure contingent rentals on the basis of the most likely rental payment. A lessee would determine the most likely amount by considering the range of possible outcomes. However, this measure would not necessarily equal the probability-weighted sum of the possible outcomes. Which of these approaches to measuring the lessee’s obligation to pay rentals do you support? Please explain your reasons.

See answer to Question 16 – We are unconvinced that it is desirable to include the contingent element except in the case of rentals linked to market prices.  If done, however, we agree that the approach should be consistent with the treatment of options.  We believe that both methods (a probability-weighted estimate and the most likely outcome) are informative and see no reason why both could not be disclosed.
Q18. The FASB tentatively decided that if lease rentals are contingent on changes in an index or rate, such as the consumer price index or the prime interest rate, the lessee should measure the obligation to pay rentals using the index or rate existing at the inception of the lease. Do you support the proposed approach? Please explain your reasons.

See answer to Question 16.
Q19. The boards tentatively decided to require remeasurement of the lessee’s obligation to pay rentals for changes in estimated contingent rental payments. Do you support the proposed approach? If not, please explain why.

Yes, in relation to contingent rentals which vary in line with index / interest rate.
Q20. The boards discussed two possible approaches to recognising all changes in the lessee’s obligation to pay rentals arising from changes in estimated contingent rental payments:

(a) recognise any change in the liability in profit or loss

(b) recognise any change in the liability as an adjustment to the carrying amount of the right-of-use asset.

Which of these two approaches do you support? Please explain your reasons. If you support neither approach, please describe any alternative approach you would prefer and why.
We would support approach (b) for the reasons given in paragraph 7.32.
Q21. The boards tentatively decided that the recognition and measurement requirements for contingent rentals and residual value guarantees should be the same. In particular, the boards tentatively decided not to require residual value guarantees to be separated from the lease contract and accounted for as derivatives. Do you agree with the proposed approach? If not, what alternative approach would you recommend and why?
Yes, as this keeps the components as a whole conceptually and is probably easier for the user to understand.
Q22. Should the lessee’s obligation to pay rentals be presented separately in the statement of financial position? Please explain your reasons. What additional information would separate presentation provide?

We do not believe that it is necessary to present the obligation separately from other financial liabilities in the primary financial statement.  However, the amount of the obligation to pay rentals should be disclosed in a note to the accounts. 
Q23. This chapter describes three approaches to presentation of the right-of-use asset in the statement of financial position. How should the right-of-use asset be presented in the statement of financial position? Please explain your reasons. What additional disclosures (if any) do you think are necessary under each of the approaches?

We agree with the board that the right-of-use asset should be presented on the basis of the nature of the leased item and presented separately from owned assets. Users need information on the nature of assets available to the enterprise – leased or otherwise – to make well-informed judgments. The distinction between leased and owned is important in relation to going concern and liquidation issues. We fail to see how leases that are in substance purchases can be presented separately from other leases without classifying lease agreements into types – The main purpose is to develop a new lease accounting standard which avoids this and the subsequent problems of doing so. Additional disclosures of potential benefit: amount of total obligation split according to when lease term expires, details of options, and contingent liabilities under lease agreements.  
Q24. Are there any lessee issues not described in this discussion paper that should be addressed in this project? Please describe those issues.

Throughout the DP, reference is made to cost and complexity considerations.  There are also other possible consequences of the proposed standard.  It would be desirable to obtain evidence on the nature and magnitude of these costs/benefits as they may counteract (or reinforce) conceptual considerations.
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