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Discussion Paper: Leases
Dear Sir/Madam,

Thank you for the opportunity to comment on the IASB Discussion Paper: Leases – Preliminary Views. On behalf of the Volkswagen AG, Wolfsburg, we are pleased to provide you with remarks on the proposed Discussion Paper in response to your Invitation to Comment.

Volkswagen agrees to the general need to improve lease accounting. However we have strong concerns regarding the implications of the discussed new conceptual underpinning of the accounting for contractual rights. As the discussion paper focuses only on lessee accounting and several important questions (like timing of initial recognition or recognition at the lessor) are not fully addressed, we are not sure about the implications especially 
1. on the general accounting for other long term contractual relationships; 
2. on the general accounting for executory contracts;

3. on the separation of rights regarding to an asset and the underlying asset (question of the unit of account).
Since possible changes to the existing concept are too broad to discuss them only in the context of lease accounting – to avoid further inconstancies in IFRS – a much broader discussion would be needed for the accounting for contractual rights and executory contracts before work on leas accounting should be continued. However, we generally cannot agree to the proposed measurement of the right to use asset as the cost from the general right to use the asset and the costs of leasing it are mixed up and the right to use asset is overvalued. Further the proposed accounting for the lease obligation and especially the proposed accounting for more complex leases is not in line with the existing definition of liabilities. We strongly disagree to these issues. Anyhow there should also be a discussion on a much broader basis on this point. Last there should be no discussion on the accounting for leases at the lessee without fully discussion on the accounting at the lessor, as these are two sides of the same transaction.
For the reasons stated above, we generally can not agree to the preliminary views of the IASB.
Before answering several questions in detail, let us provide you with some general remarks on the right to use approach.
(1) In Chapter 3 the IASB identifies the “right to use the leased item” as an economic resource of the lessee because the lessee can use it to generate cash inflows or reduce cash outflows. The boards tentatively concluded that: 

1. the lessee controls the “right to use the leased item” during the lease term because the lessor is unable to recover or has access to the resource without the consent of the lessee (or breach of contract).

2. the control results from past events – the signing of the lease contract and the delivery of the item by the lessor to the lessee. 
3. future economic benefits will flow to the lessee from the use of the leased item during the lease term.

Accordingly, the boards tentatively concluded that the lessee’s “right to use a leased item” for the lease term meets the definitions of an asset. Further the IASB states in Chapter 8.13 that “the asset arising in a lease contract is not the underlying asset itself; rather, it is a right to use the underlying asset” and therefore is an intangible asset.”
(2) The argumentation of the IASB automatically raises several questions: In Germany and in many other jurisdictions with the conclusion of a contract the signing parties normally receive several rights and accept several obligations. This is true for lease contracts, where the lessee inter alia receives the right to use the leased asset for a while and accepts the obligations for the lease payments, but this is also true for all other kind of contracts. Hence we wonder if the proposed treatment of the lessees using right has no implication on the accounting for all other rights arising in a contract. For example when we look at a long term delivery contract following the same argumentation as provided in Chapter 3 the right of the consignee to receive items is an asset of the consignee, as the consignee controls the right during the contractual term because the deliverer is unable to resign from the contract without the consent of the consignee (or breach of contract); the control results from past events – the signing of the long term delivery contract; and future economic benefits will flow to the consignee by the use of the delivered items during the contractual term. So if a lessee has to recognize a right to use as intangible asset, has not by the same argumentation in a long term delivering contract the consignee to recognize an intangible asset? And in a service contract has the party receiving the services not to recognize as an intangible asset its rights to receive services? We can not see if there is any difference in concept.
(3) Maybe in this context the board will argue that with the new concept before delivery of the leased item by the lessor or payment by the lessee, the contract is an executory contract and that until delivery of the item no right is recognized as discussed in Chapter 9. But this discussion was not finalized and hence raises the question on the future treatment of executory contracts under the new concept. Further, even if an intangible asset is recognized when the leased asset was received, does not a consistent treatment of other contractual relationships mean for the delivery contract example to recognize an intangible asset when the first item was delivered or for the service contract example to recognize an intangible asset when the first service was rendered?
(4) As the question how to account for contractual rights and executory contracts is too broad only to discuss them in the context of lessee accounting we demand – if the board retains its preliminary view – that there should be a broader discussion on these issues first before the work on lease accounting is to be continued.
(5) From our point of view an intangible asset rises with every contractual right a company receives. But frequently these intangible assets have a value of nil or nearly nil or at least cannot measured reliable and therefore do not fulfill the recognition requirements on their own (though they are often connected to another asset as the “right to use” as part of the “right of ownership” is normally not separated from the asset owned). This is also true for the “right to use a leased item”, but can be shown more clearly with the “right of delivery” example: When a company enters in a long term delivery contract the “right of delivery” may has a value of its own for the consignee (as uninterrupted delivery, better quality and favorable conditions). But as these contracts are interchangeable and often can be signed on similar terms every day, they have – beyond transaction costs – a value of nearly nil at the inception date (so when market condition change we can have a positive value or an onerous contract). Hence it is false to value the costs of the right of delivery with the total present value of the obligation to pay for the received goods as the payments are in substance consideration for the received items. This would totally overestimate the intangible asset and is not in line with the concept of cost accounting. For comparison: a potential investor in a business combination would pay only for long term contracts if there were favorable conditions that could not be reached if the contract was signed at the acquisition date. He would never pay the present value of the considerations for the items received in future. 
(6) The same certainly is true for “rights to use an item”, though maybe it is not as obvious as you have to differentiate between the consideration for the general right to use an asset over a specific period of time agreed in the contract (the costs of the right to use) and the consideration paid for the use of an asset in the actual period. Again, the (general) right a company receives when it enters into a lease contract can have a value of its own for the lessee (like planning dependability). But with most interchangeable leasing objects, this value is not very high as a similar contract can be reached at any point of time. Consequently, a potentially investor would recognize an intangible asset for an (operating) lease only if the terms of the leasing contract are favorable (IFRS 3.B29), but will not recognize the present value of the residual lease obligation as fair value of the leasing contract. You may argue that we are comparing apples with oranges when we refer to fair value while the board is talking about cost accounting, but please keep in mind, that fair value and cost are under normal circumstances not very different at least at the inception date. Therefore, to mix up the measurement of the general right to use with the consideration for using the asset leads to an overvaluation of the asset. As the rights to use can normally not be measured reliable (meaning for the avoidance of doubt not only objectively but also faithfully) at initial recognition it should not be recognized. 
(7) Based on the argumentation above we cannot agree that in general the recognition criteria for the total obligation to pay rentals out of a leasing contract are fulfilled at the inception date or the commencement date. Only a minor part (if any) of the total rental to pay are the consideration for receiving the right to use. The majorities of the payments are considerations for using the asset in the different periods and are executory until the lessor fulfills his obligation to provide an asset in the agreed period. Until than they do not result in an outflow of economic benefits if the lease does not become onerous and therefore do not qualify for recognizing any liability (see IAS 37IE Example 8).
(8) We fundamentally can not agree to recognize any obligation in the balance sheet of the lessee for rights granted to him by the leasing contract that do not fulfill the definition of a liability of the framework. If e.g. the lease contract grants the lessee the right (but not the obligation) to extend the lease beyond the initial leasing period, this is not a present obligation of the lessee until he uses the option and therefore should neither be recognized by measurement nor through recognition. Though it can be argued that for example when an asset is needed for production there is economically an obligation either to use the option or to lease a similar asset when the initial lease period ends and that this information is useful to the users; however, when an asset essential for production is damaged there is economically also an obligation to repair or replace it, an information what may be also useful; however, to recognize an provision for operating expenses is not allowed by existing framework. Again, a change to this fundamental principle has to be addressed in broader conceptual basis than a project on lease accounting.
(9) We can not agree that accounting at the lessee is discussed nearly without fully discussion on the treatment at the lessor, as both are the different sides of the same transaction. Anyway, as stated above, we demand to discuss the treatment of contractual rights on a broader basis and this discussion should consider in any case the accounting of both parties of a contract. Incidentally the short discussion on lessor accounting at the end of the discussion paper rises more questions on the general accounting for other long term contractual relationships and on the general accounting for executory contracts. E.g. it is not clear when a right in relation to an asset is an asset on its own and when it is part of a bigger unit of account. The proposals show again how immediate a broad discussion is needed before work on lessee and lessor accounting should be continued.
Best Regards,

Karl Gadesmann
Questions 

Chapter 2: Scope of lease accounting standard

Question 1

The boards 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?

This depends. As stated above, the discussion paper rises a lot of questions on how to apply the proposed right to use approach consistently on other situations than lessee accounting. We therefore demand a discussion on a broader basis on these issues. However, if the IASB does not answer the question how to apply the right to use approach on consistent basis before it finalizes its leasing project (what we reject), a more robust definition of leasing is needed. 
Question 2

Should the proposed new standard exclude non-core asset leases or short-term leases? 
This depends. The concept of materiality is applied in practice very differing. Further it is a very cost intensive concept in itself as even for non material issues an evaluation of potential effects is needed. If it is obvious that the application of the new standards for example on short term leases is non material this should be stated directly in the standard to avoid these costs and to secure a consistent application. However, scope exclusion is never an appropriate way to deal with materiality as it leaves the question on how to deal with non material transactions unsolved. 
Chapter 3: Approach to lessee accounting

Question 3

Do you agree with the boards’ analysis of the rights and obligations, and assets and liabilities arising in a simple lease contract? If you disagree, please explain why.

We disagree. We agree that a right to use (as every right) can be an asset. However it is not clear when a right in relation to an asset is an asset on its own and when it is part of a bigger unit of account. We disagree that the right to use a lease item fulfills normally the recognition requirements as it can not be measured reliable. We disagree that the obligation to pay rent fulfills the definition of a liability at the commencement date. See for a more detailed discussion our remarks on the right to use approach above.
Question 4

The boards tentatively decided to adopt an approach to lessee accounting that would require the lessee to recognize:

(a) an asset representing its right to use the leased item for the lease term 
(the right-of-use asset)

(b) a liability for its obligation to pay rentals.

Appendix C describes some possible accounting approaches that were rejected by

the boards.  

Do you support the proposed approach?

We do not support the approach for the reasons stated above. 

Question 5

The boards tentatively decided not to adopt a components approach to lease contracts. Instead, the boards tentatively decided to adopt an 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.

Do you support this proposed approach? If not, why?

Chapter 4: Initial measurement

Question 6

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?

If you disagree, please explain why and describe how you would initially measure the lessee’s obligation to pay rentals.
We can not agree as we do not agree that we have a liability at all at commencement date. See for a more detailed discussion our remarks on the right to use approach above.
Question 7

Do you agree with the boards’ tentative decision to initially measure the lessee’s

right-of-use asset at cost?

If you disagree, please explain why and describe how you would initially measure

the lessee’s right-of-use asset.
We agree to cost accounting. However, we disagree how the board is measuring the costs as the boards mixes the costs of the right to use and the fee for using the asset. See for a more detailed discussion our remarks on the right to use approach above.

Chapter 5: Subsequent measurement

Question 8

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.
We generally agree to an amortized cost-based approach but we disagree to the context it is used as we do not agree to the proposed concept.
Question 9

Should a new lease accounting standard permit a lessee to elect to measure its obligation to pay rentals at fair value? Please explain your reasons.
We generally object to any fair value accounting of obligations apart from the rare circumstances to avoid accounting mismatches.

Question 10

Should the lessee be required to revise its obligation to pay rentals to reflect changes in its incremental borrowing rate? Please explain your reasons.
If the boards decide to require the obligation to pay rentals to be revised for changes in the incremental borrowing rate, should revision be made at each reporting date or only when there is a change in the estimated cash flows?

Please explain your reasons.

Question 11

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?

If you disagree, please explain why.
Question 12

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 amortization or depreciation in the income statement.

Would you support this approach? If so, for which leases? Please explain your

reasons.

Chapter 6: Leases with options

Question 13

The boards tentatively decided that the lessee should recognize an obligation to pay rentals for a specified lease term, ie 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?
We do not support the proposed approach. We disagree to put any potential obligation on the balance sheet that does not fulfill the definition of a liability. See for a more detailed discussion our remarks on the right to use approach above.
If you disagree with the proposed approach, please describe what alternative approach you would support and why.

Question 14

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 recognized as an adjustment to the carrying amount of the right-of-use asset. 
Do you support the proposed approach?

If you disagree with the proposed approach, please describe what alternative approach you would support and why.

Would requiring reassessment of the lease term provide users of financial statements with more relevant information? Please explain why.
Question 15

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?
We do not support the proposed approach. We disagree to put any potential obligation on the balance sheet that does not fulfill the definition of a liability. See for a more detailed discussion our remarks on the right to use approach above.
Chapter 7: Contingent rentals and residual value guarantees Contingent rentals

Question 16

The boards propose that the lessee’s obligation to pay rentals should include amounts payable under contingent rental arrangements.

Do you support the proposed approach?
We do not support the proposed approach. We disagree to put any potential obligation on the balance sheet that does not fulfill the definition of a liability. See for a more detailed discussion our remarks on the right to use approach above.
Question 17

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.
Question 18

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.

Question 19

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.

Question 20

The boards discussed two possible approaches to recognizing all changes in the lessee’s obligation to pay rentals arising from changes in estimated contingent rental payments:

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

(b) recognize 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.

Residual value guarantees

Question 21

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?

Chapter 8: Presentation

Question 22

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?
In General the question what is presented on the balance sheet and what is presented in the notes is a question of materiality. There should be no general rule.

Question 23

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?
The right to use is an intangible item and should be shown within the intangible assets. 

Please explain your reasons.

What additional disclosures (if any) do you think are necessary under each of the

approaches?

Chapter 9: Other lessee issues

Question 24

Are there any lessee issues not described in this discussion paper that should be

addressed in this project? Please describe those issues.

Chapter 10: Lessor accounting

Question 25

Do you think that a lessor’s right to receive rentals under a lease meets the definition of an asset? Please explain your reasons.
The right to receive rentals (as every right) can be an asset. Again, it is not clear when a right in relation to an asset is an asset on its own and when it is part of a bigger unit of account. In our few at least this depends if the right to receive rentals is separable from the underlying lease asset. However, the question is normally of no interest as the right to receive rentals has cost of nearly nil.
Question 26

This chapter describes two possible approaches to lessor accounting under a right-of-use model: (a) derecognition of the leased item by the lessor or (b) recognition of a performance obligation by the lessor.

Which of these two approaches do you support? Please explain your reasons.

We disagree to both approaches. The lease item is (as long as it is not under the control of the lessee) under the control of the lessor and should be recognized at him. If the leased item should be exchanged against the right of cash flows generated by this item this is a very fundamental approach that again needs a broader discussion than only lease accounting. We also reject approach (b) as the cash flows from the lease item are double counted, the right to receive rentals is overvalued and the obligation does not fulfill the definition of a liability. 

Question 27 - 29
As stated before we disagree to defer discussion on lessor accounting. In our point of view an unique approach for lease accounting is necessary, i.e. for leasee and lessor accounting that take care of the interdependencies of both parties. As lessor accounting has been treated only at a high level in this DP it makes no sense in our point of view to go into detail regarding your questions. Instead of answering Q27 – Q29 we request to publish a separate DP on leassor accounting after having examined and discussed it intensively by the Boards.
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