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The attempt to find a single
lease accounting model
based on recognition of

a right of use asset has
faltered. In this article,

two professionals in

Grant Thornton LLP’s
Professional Standards
Group suggest a control-
based model as an
alternative.

The FASB and TASB (the Boards) are
preparing to issue a second exposure draft
on lease accounting later this year or early
next year. This exposure draft is expected
to include a second lease accounting model
in addition to the original model based on
recognition of a right of use asset.. The right
of use asset itself isn’t being rethought.
Some may attribute the addition of
a second model to political pressures
or resistance to change on the part of
preparers. Others have noted a lack of
consistency between the right of use asset
model and the control-based model for
revenue recognition, despite similarities in

the economic substance of the transactions.

We fall into the latter group.

1 FASB. “Leases: Preliminary Views.” Available at www.fasb.org/DP_Leases.pdf. March 19, 2009.

Regardless of the reasons for the new
exposure draft, we are concerned that the
current models are complex, conceptually
challenged, and unlikely to provide
financial statement users with decision-
useful information. In our view, the
problems that the Boards are encountering
in the lease accounting project are largely
due to conceptual shortcomings inherent in
the right of use asset.

The current state of affairs

Under existing GAAP, leasehold rights
are considered to be executory contracts
unless the lease transfers substantially all
of the risks and rewards of ownership to
the lessee. In a bold attempt to resolve
issues with that model, the Boards issued
a blanket assertion in their original
Discussion Paper, Leases: Preliminary
Views, issued in March 2009. In a
decision meant to clear the way for a
single leasing model, the Boards decided
that in a simple lease, the lessee obtains

a right to use the leased item — a right
that meets the definition of an asset.

The Boards did not provide further
clarification as to whether the right of use
asset is considered to be a tangible or an
intangible asset.
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Since then, the single lease accounting
model based on the right of use asset has
failed to gain general acceptance, in part
because of concerns about measurement
of the asset and obligation and, more
recently, concerns about the income
statements. A major concern of both
lessors and lessees is that the accounting
for rights of use would lead to earlier
recognition of both revenue and expense
than would be the case under current
operating lease accounting requirements.

In July 2012, the Boards decided to
propose two models for in a forthcoming
exposure draft:

e The interest and amortization
(I1&A) model, which is based on the
previously exposed right of use asset
approach

e The single lease expense (SLE) model,
which is designed to achieve straight-
line recognition of rental expense on

the income statement

Short term leases and non-lease
elements within a lease would continue to
be accounted for as executory contracts.

In order to decide which model to
use, both the lessor and the lessee would
look at the significance of the lease
term and the lease payments relative
to the economic life and fair value of
the underlying asset. The decision
criteria would be applied differently
however depending on the nature of
the underlying assets (real estate or
equipment), as described in the table.

We are not convinced that this overall
approach would improve the quality or
understandability of financial reporting.

Table 1: The new lease accounting

Interest and e Based on the effective
amortization (1&A) interest method for the
model obligation.

e Results in frontloading

expense compared with
current operating lease
accounting requirements.

Single lease expense ¢

(SLE) model interest method.

e Eliminates frontloading by
structuring amortization
of the right of use asset

to achieve straightline
recognition.

Executory contract e  Similar to current

model
requirements.

A control-based model

We propose an alternative approach that
calls for two types of lease contracts,
with classification contingent on whether
the contract transfers control of the
underlying asset to the lessee. Our model
is based on our belief that:

1. the accounting model for leases
should be conceptually consistent
with the accounting for economically
similar transactions — especially
those that involve revenue recognition
— and should produce comparable
financial statement outcomes;

2. the model should improve the quality
of information for users of the
financial statements;

3. the financial statements should be
understandable; and

4. the financial statements should make
a clear distinction between tangible
assets that are controlled by the
reporting entity and contractual assets
that are rights of use.

Also based on the effective e

operating lease accounting

e Used for equipment leases unless:

— the lease term is an insignificant
portion of the economic life of the
underlying asset; or

— the present value of the fixed lease
payments is insignificant relative to the
fair value of the underlying asset.

e |f those conditions apply the SLE model
would be used.

Used for leases of real estate unless:

— the lease term is the major part of the
economic life of the underlying asset; or

— the present value of the fixed lease
payments accounts for substantially all
of the fair value of the underlying asset.

e |f those conditions apply the I&A model

would be used.

e Applies to shortterm leases, leases of
intangible assets, service elements within
leases, and variable lease payments.

The principle for distinguishing
between the types of leases is transfer of
control — the same principle used for
revenue recognition. Our model differs
from the current FASB and IASB leasing
proposals in that it looks to control
of the underlying asset — a concept
deeply embedded in existing accounting
guidance as well as within U.S. tax and
bankruptcy law — rather than control of
the right of use asset.

In our model, contracts that transfer
control of the underlying asset to the
lessee would be accounted for as sale and
a financing arrangement. Contracts that
do not transfer control of the underlying
asset to the lessee would be operating
leases. Under an operating lease, the assets
and liabilities are contract assets and
performance obligations, respectively.

While our approach is not perfect,
we believe that a model based on control
of the underlying asset would be a
significant improvement compared to
current lease accounting. The remainder
of this article describes how such an
approach would work.
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Leases that transfer control of an asset:
Lessor

Our proposal for accounting for
financing leases is based on guidance in
the forthcoming revenue recognition
standard and is substantially identical

to the receivable and recognition model
proposed by the Boards. A lease would
be a sale when it is a permanent, or
nontemporary, transfer of control of an
underlying tangible asset from the seller/
lessor to the buyer/lessee. Other elements
of the leasing contract, such as services,
would be accounted for separately.

On execution of the lease, the seller/
lessor would recognize one or more contract
assets and performance obligations. On
transfer of control, the seller/lessor would
derecognize the underlying asset and
recognize revenue (or a gain or loss). The
lease would be accounted for as a sale and
a financing transaction, with derecognition
of the underlying asset and recognition of a
receivable and, if appropriate, a residual asset.

In subsequent periods, the lessor
would recognize revenue from other
performance obligations when satisfied.
The receivable would be recognized or
remeasured (impaired) consistent with

the accounting for any other receivable.

Leases that transfer control of an asset:
Lessee

The lessee would account for an
acquisition of the entire underlying asset

as a purchase at the normal selling price

of the asset and recognize an obligation

to make payments and, if appropriate, an
obligation to return the residual asset at the
end of the lease term. We believe that this
provides a better measure of obligations,
assets deployed and financing costs than
amodel that is based on discounting
minimum lease payments using the lessee’s
incremental borrowing rate.

In our model, the interest rate would
be determined based on the entry value
of the asset and the total obligation,
theoretically approximating the rate used
by lessors to price leases that transfer
control of the underlying asset. In
subsequent periods, the asset would be
depreciated or remeasured if impaired
but not to an amount less than the
amount of any recognized obligation to
return the residual asset.

In our model, the interest
rate would be determined
based on the entry value

of the asset and the total
obligation, theoretically
approximating the rate used
by lessors to price leases
that transfer control of the
underlying asset.

Table 2: Leases that transfer control of the underlying asset

Lessor

Recognition o
asset
e Recognize a sale

e Recognize a receivable asset
e Recognize aresidual assetif o

appropriate

e Recognize other performance e
obligations and contract assets

(e.g., for services)

Initial e Customer consideration model e
measurement e Estimate variable consideration e
Subsequent e Recognize financing income as ®
measurement earned

e Derecognize receivable as

realized

Remeasurement o
asset as a unit

Derecognize the underlying

Impair receivable and residual

Lessee

e Account for an acquisition of the underlying
asset as a purchase

e Recognize an obligation to make payments,

including residual value guarantees

Recognize an obligation to return the

residual asset if appropriate

Recognize a contract asset and

performance obligation for services

Measure asset at estimated purchase price
Measure liability as obligation to make
payments and any residual obligation

Recognize depreciation expense

e Recognize financing expense
e Derecognize obligation

Impair asset as owned asset
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Operating leases:

Lessor

We believe that the lessor should
evaluate a lease that does not transfer
control of the underlying asset similar
to a service, using the criteria in the
pending revenue recognition standard

to recognize a contract asset and one

or more performance obligations. The
amounts would be discounted only if
there is a significant financing element
(i.e., a timing difference between when
payment is made and the contract asset
is used). In subsequent periods, revenue
would be recognized as the performance
obligations are satisfied: Revenue
associated with the obligation to permit
the use of the underlying asset would

be recognized over time, and revenue
associated with the obligation to perform
other services would be recognized as
those services are performed. A contract
asset would not be tested for impairment,
but there could conceivably be a liability
for an onerous contract.

Table 3: Operating leases

Lessor

Initial recognition o
e Recognize one or more
performance obligations

Initial measurement e
consideration model

e Estimate variable consideration e
e Discount only if a significant

financing element

Subsequent .
measurement
satisfied

e Depreciate underlying asset

Remeasurement o
contract if appropriate

Recognize a contract asset .

Measure using the customer 3

Recognize rental income as o
performance obligations are

Record a liability for an onerous e

Operating leases: Lessee
When the contract does not transfer
control of the underlying asset, the lessee
would recognize a contract asset and a
performance obligation for payments to
be made under the lease. Those amounts
would be discounted only if there is
a significant financing element within
the lease. In subsequent periods, the
contract asset would be eliminated and
recognized as an expense over time and
the performance obligation would be
relieved as payment is made. The contract
asset would not be subject to impairment,
but would be reduced in the event that
the contract asset ceases to have value
because, for example, the lessee ceases
to use the property but still has an
obligation to pay.

The accounting by the lessee
will require that the Boards address
the accounting for contract assets
and performance obligations by the
customer. The Boards would need to
discuss whether the amounts would be
recognized net or gross and whether to
account for only the lease element or to
include services.

Lessee

Recognize a contract asset

e Recognize an obligation to make
payments, including residual value
guarantees

Include fixed and estimated variable
payments

Discount only if a significant financing
element

Derecognize contract assets when they
are consumed

e Derecognize performance obligations
when they are paid

Derecognize the contract asset and
recognize a loss for an onerous contract
(not an impairment) if appropriate

2 FASB. “Leases: Preliminary Views.” Available at www.fasb.org/DP_Leases.pdf. March 19, 2009.

Defining control

There are still many issues to be worked
out, particularly with respect to the
definition of control. We believe that
the definition should align with the one
stipulated in the FASB/IASB revenue
recognition project, aside from certain
indicators that may be unique to leases.
According to the Boards’ current revenue
recognition proposal, the following
conditions must be met for a transfer of
control to occur:

e The seller must have the right to
receive payment.

¢ The customer must have legal title.

e The seller must have transferred
physical possession.

e The customer must have assumed
the significant risks and rewards of
ownership.

e The customer must have accepted
the asset.

We would add that the transfer of
control must be nontemporary. In the case
of finite-lived assets, the ratio of the lease
term, including renewal option periods, to
the useful life of the asset would be a factor
in determining whether the customer has
assumed the significant risks and rewards
of ownership. So would residual value
guarantees by the lessee and the amount of
residual risk retained by the lessor.



Rethinking the right of use asset

Why control of the underlying asset is a
better measure

In our estimation, public comments and
subsequent Board redeliberations indicate
that the concept of the right of use asset

is not yet sufficiently developed to be
workable in practice. In the Discussion
Paper, the Boards included a provision to
account for leases that transfer control of
the underlying asset at the end of the lease
term as a sale. In our model, we build on
that concept, but we record sales-type
leases as sales only if they transfer control
of the underlying asset as of the beginning
of the lease term. In doing so, we have
changed the unit of account from the right
of use asset to the underlying asset. This
simplifies many issues surrounding initial
measurement and remeasurement, the
calculation of discount rates, the recording
of impairment, and the recognition of

revenue and expense.

Other advantages to our approach
include enhanced financial reporting
comparability between entities that
purchase assets and those that lease them,
symmetry in the accounting between
the lessor and the lessee, and consistency
with the accounting proposed in the
Boards’ revenue recognition project. A
control-based model is more consistent
with current legal and tax-related
distinctions between types of leases. It
also helps reduce complexity because
practitioners need not familiarize
themselves with a different accounting
model that applies only to leases. The
most important advantage is better and
more understandable information for
users of the financial statements.

This Grant Thornton LLP document is based on general concepts and terms is not a comprehensive analysis of the subject matters
covered, and may be subject to change in part because any existing or proposed accounting and other literature summarized
herein may be amended or may change before it is issued in final form. The views and interpretations expressed in the document
are those of the presenters, and the document is not intended to provide accounting or other advice or guidance with respect to
the matters covered. All relevant facts and circumstances, including the pertinent authoritative literature, need to be considered

to arrive at conclusions that comply with matters addressed in this presentation. Accordingly, this document should not be used
as a basis for any decision or action that may affect your business. Grant Thornton LLP, its affiliates, and related entities, shall not
be responsible for any loss sustained by any person or entity relying on this presentation/document. For additional information on
matters covered in this document, contact your Grant Thornton LLP adviser.

Conclusion
Despite the difficulties inherent in
rebooting the project, we believe that
it is essential to get lease accounting
right. Public comments and subsequent
redeliberations indicate that the right of
use model has not gained support from
the majority of either users or preparers
of financial statements. There are also
legal and tax considerations that should
be taken into account. Finally, it’s
useful to bear in mind that the method
used to account for operating leases is
bound to serve as a precedent for the
future accounting for other executory
contracts. In that regard, we encourage
the Boards to rethink how entities
should present contract assets and
performance obligations in the financial
statements, whether on the balance sheet,
in the notes, or in a separate schedule of
executory contracts.

A new approach is needed. We believe
a control based model could be a start. ©
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