[image: image1.emf]
To: 
International Accounting Standards Board

From: 
User Advisory Council of the Accounting Standards Board – Canada

Date: 
July 10, 2009

Re: LEASES – Preliminary Views
The following comprises the response of the User Advisory Council (UAC) of the Canadian

Accounting Standards Board (AcSB) to the IASB’s Discussion Paper Leases - Preliminary Views.
The purpose of the UAC is to increase financial statement user participation in the accounting standard-setting process. Membership of the UAC comprises 28 professionals representing a variety of investment and analytical disciplines - including investors and investment professionals, credit granters in financial institutions, equity and credit analysts, and rating agencies. The views expressed in this memo comprise comments and perspectives raised by UAC members.
UAC members strongly support consistent accounting for all leases and the recognition of the assets and liabilities associated with leases on the balance sheet. Responses to specific questions are provided in the Appendix to this letter.
UAC members noted that many leases have aspects that are uncertain, such as renewal options and contingent rental payments. These can be very significant. Regardless of how these aspects are included in the recognition and measurement of lease obligations, it will be critical that the eventual IFRS require sufficient disclosures of the type and likely range of impact of these uncertainties. 
We would be pleased to elaborate on these points in more detail if you require. If so, please

contact Robert Morgan, Chair of the User Advisory Council (e-mail morgan@forbesmorgan.

ca), or Mark Walsh, AcSB Principal, at 1-416-204-3453 (e-mail mark.walsh@cica.ca).
Robert Morgan

Chair, User Advisory Council

Appendix: Detailed Comments
Question 4.
UAC members strongly support recognizing the right-of-use asset and the lease obligation on the balance sheet of the lessee. Leasing is an alternate way of financing an asset. The current practice of not recording operating leases in the balance sheet understates the amount of leverage that a company has. The UAC discussed the “whole asset” approach. Under this methodology, high-value assets leased for a short period (such as an aircraft leased by an airline for the peak summer season) and the associated liabilities would be recorded in the balance sheet. The resulting significant short-term fluctuations in both the assets and the lease obligations in the statement of financial position were not viewed as providing useful information.

Questions 6 and 7

UAC members agreed that the right-of-use asset and the lease obligation should be initially measured at cost. Members generally felt that the choice between the interest rate implicit in the lease and the incremental borrowing rate was not a significant issue for users. 

It was noted that many companies have a large number of leases and that the incremental borrowing rate for a large number of assets might be different to that for a single asset (and that financing a large number of assets may involve equity rather than only debt). If the final standard requires use of the incremental borrowing rate then guidance on determining this might be appropriate. Members believe that the interest rate implicit in the lease is conceptually preferable and would be easily determinable in many cases. They wondered why this should not be required to be used when this is practicable to determine, with the incremental borrowing rate being the default position (as is required by IAS 17).  

Question 8

UAC members agreed with the amortised cost-based approach for subsequent measurement. Members generally view the lease obligation as equivalent to debt and consequently it should be accounted for in a similar manner to debt under IAS 39. (It was noted that the IASB has a project to reconsider the accounting for financial instruments). 

Question 10

UAC members felt that the lease obligation should not be re-measured to reflect changes in the lessee’s incremental borrowing rate during the lease term. They did not agree with the IASB assessment that this would provide more relevant information. Specifically:

· Remeasuring the obligation to reflect changes in the lessee’s incremental borrowing rate would be inconsistent with the accounting for the company’s debt. UAC members view lease obligations as equivalent to debt and believe they should be accounted for in the same way.

· Such remeasurement would result in a measurement model for a lease obligation that is neither current value nor cost, but includes elements of both. This would add complexity for users in understanding the financial statements.

· An increase in a company’s own credit risk results in an increase in its incremental borrowing rate and would produce the same counter-intuitive result of a gain to income as with other debt. The UAC welcomes the publication by the IASB of a discussion paper on the role of credit risk in liability measurement as a first step in further considering this issue. 

· Although the change in carrying amount provides information about the current value of the obligation, the underlying cash flow requirements have not changed. 

Question 13

UAC members did not agree with the approach of using a weighted probability of different lease terms as this can result in a lease term that is not possible. 

Members noted that the renewal periods represent an option and should be accounted for as such. However it was recognized that there would be significant difficulties in measuring such options and that this method of accounting is likely not feasible. 

Some members felt that the only certainty is that the asset would be leased for the minimum lease period. The obligation for that period is the only thing that meets the definition of a liability. However, only recognizing the obligation for the minimum lease period has the potential of leases being structured with short minimum lease periods in order to minimize the obligations reported in the statement of financial position. Members did not feel that IFRSs should encourage such structuring or that such accounting would provide useful information where the lease was likely to continue for a significant period beyond the minimum lease period. 

On balance most UAC members felt that the “most likely” term was the best alternative. It was noted that using the “most likely period” does not recognize the difference between a fixed-term 10 year lease and a 5 year lease with an option to renew for five years that is likely to be exercised. In the latter case the company has more financial flexibility – arguably recording this as a 10 year lease overstates the leverage of the company – while recording it as a five year lease may understate the leverage. This suggests that whatever method is used, disclosures about the terms of the lease will be important.

Question 14

UAC members agreed that it would be important that companies reassess the most likely lease term annually. There are many reasons why, for a given lease, the most likely lease term might change. Without a reassessment the obligation recorded in the balance sheet would then be misstated. UAC members also agreed that changes in the obligation arising from a reassessment of the lease term should be recognized as an adjustment to the carrying amount of the right-of-use asset rather than a charge to income. An increase in a lease obligation because the lease is expected to continue for a longer period should not be a charge to current period income – it should affect the income of the extension period. 

Question 15

UAC members agreed that purchase options should be accounted for on a basis consistent with options to extend or terminate a lease.

Question 16

Most UAC members agreed that the lessee’s obligation to pay rentals should include amounts payable under contingent rental arrangements. Not including contingent rent in the measurement of the obligation is likely to result in structuring of leases with minimal fixed lease payments and significant contingent rent. 
UAC members noted that contingent rent normally reduces the financial risk to the lessee. For example the contingent rent may vary with the financial performance of the lessee or with the use of the leased asset. If business performance is poor or the lessee does not use the asset extensively then the lease payments will be low. From the lessee’s perspective this has similar characteristics to royalty obligations. From a cash flow perspective it could be viewed as the lessor having an equity position in the leased asset.  A lease with a significant element of contingent rent and one with no contingent rent are quite different, although similar amounts might be recorded for the right-of-use asset and lease obligations for each lease. UAC members feel that disclosures of the terms of the lease will be important to identify contingent aspects of leases.

Question 17

UAC members generally felt that felt that the measurement of the lessee’s obligation to pay rentals should include a probability-weighted estimate of contingent rentals payable rather than the most likely rental payment. A probability-weighted estimate takes into account the range and likelihood of different outcomes and is therefore a more useful representation of the lease obligation. 
Question 19

UAC members agreed that the lessee’s estimated contingent rental payments should be remeasured annually for the same reasons that the term of a lease should be reassessed annually.

Question 20
UAC members believe that a change in the estimate of a lessee’s obligation to pay contingent rent should be recognized as an adjustment to the carrying amount of the right-of-use asset. UAC members discussed the situation where a new store manager made operating or other changes that increased sales. If the lease obligation includes contingent rent, the increase in expected future contingent rent would result in an increase in the lease obligation. The increase in the value of the business (internally generated goodwill) is not recorded. The FASB approach of recording the debit to income results in the counter-intuitive result of a decrease in earnings. The IASB approach of adjusting the carrying amount of the asset avoids that. UAC members therefore preferred the IASB approach.

Question 22
UAC members believe that the amount of the lessee’s obligation to pay rentals should be provided separately in the financial statements. This could be through separate presentation in the statement of financial position or through note disclosure. This is necessary to understand the significance of leases to the capital structure of the company. Leases also may have features such as renewal options or contingent payments.

Question 23

UAC members are of the view that the right-of-use asset should be presented on the basis of the nature of the leased item. This is consistent with the view that leasing is a form of financing the acquisition or use of an asset. However, UAC members also felt it would be useful to differentiate leased assets from non-leased assets, either in the statement of financial position or through note disclosure. 
