
 
 
 
 
 
 
 
 
The FASB and IASB published a preliminary views paper on leasing in March. The 
Discussion Paper (DP) proposes to abandon the distinction between a finance lease 
and an operating lease and recognise a contractual asset, the right of use, in respect of 
any lease. 
 
The DP points out that the existing model in effect provides two different ways of 
accounting for leases. If a lease is classified as ‘operating’ the lessee discloses the 
commitment to future lease rentals but does not state any asset value. The DP suggests 
that some analysts consider that these also represent an asset and a liability and adjust 
the balance sheet based on the disclosed rental commitment. 
 
The DP also notes that the distinction between the two kinds of lease allows entities to 
structure transactions to achieve a particular accounting result. It is also difficult to 
find a principled way of distinguishing between the two kinds. 
 
In the light of this, the boards propose an approach where all leases give rise to an 
asset and a liability. In the existing standards, the asset, when recognised, is treated as 
a tangible asset and depreciated in the same way as similar owned assets.  
 
Under the new proposals, the asset would not be treated as a right, the right of use, 
and would be depreciated over the life of the leasing contract (unless the asset’s useful 
life were shorter). However, the right of use asset would be displayed in the financial 
statements under the classification of the type of asset being used under the lease 
(motor vehicles, plant etc.) but separately from owned assets of the same type. 
 
The DP reports that constituents had suggested that the future standard should not 
apply to ‘non-core’ assets or to short term contracts. These possibilities have been 
rejected on the basis that they introduce a new distinction that is similarly difficult to 
apply as the existing distinction and also potentially offer structuring opportunities.   
 
They note that the proposal does not apply to immaterial contracts. However, it has 
been suggested in IASB public meetings not related to leasing that companies are 
reluctant to apply the materiality exception. 
 
Measurement of the right of use asset and the corresponding lease obligation would 
remain, as under the old finance lease, on the basis of the present value of the lease 
rental payments. However, under the new proposals, where the lease contract 
contained an option to extend the lease, the reporting entity would be required to 
estimate whether or not it was likely to exercise the option. The contract life would 
then be based on that assumption. 
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A further change is the discount rate. The existing standard requires that the entity 
uses the rate implicit in the contract. The DP reports that this can be difficult to 
calculate as the lessee may not know the residual value that the lessor ascribes to the 
leased asset. It proposes instead that the entity use its own incremental borrowing rate. 
This has the logic that as the lease is being accounted for as a financing alternative, 
the rate should be the incremental borrowing cost. 
 
The project has been on the IASB and FASB’s private agendas for many years, given 
the perceived failure of SFAS 13 and IAS 17 to put leasing commitments on the 
balance sheet. The old G4+1 group of Anglo-Saxon standard-setters produced a 
discussion paper in 1996. The IASB and FASB, though, had crowded agendas, and so 
the G4+1 paper was not followed up and the topic remained aspirational.  
 
This changed when the SEC, mandated by the Sarbanes-Oxley Act, produced in 2005 
a study of off balance sheet financing amongst US listed companies. This study 
highlighted special purpose entities, pensions and leasing as priority areas for future 
work.  
 
The FASB moved to amend its pension accounting to make the situation more visible, 
and added a long term review of pensions to the agenda.  Leasing was also added to 
the agenda with the IASB initially taking the lead.  
 
This DP is the result, although this has not proceeded as rapidly as the boards would 
have liked. In particular they have had to remove lessor accounting into a separate 
project to save time. The DP includes a single, indicative chapter on lessor 
accounting.  
 
This suggests that the lessor would de-recognise the physical asset that was the 
subject of a lease. Instead it would recognise a financial asset – the right to receive 
rentals – and a tangible asset representing the residual value of the physical asset to be 
returned at the end of the lease. 
 
The standard-setters are intending to issue a final standard by June 2011 in time to be 
applied by the 2011 wave of IFRS adopters. The timetable for achieving that is tight 
and it is to be expected that the leasing companies will lobby hard against the 
standard. They say the DP would impose unduly complicated accounting for minor 
assets and cause clients to use other financing routes. 
 
 
 


