North America Equity Research
26 October 2010

J.PMorgan

Accounting Issues

Lease accounting: FASB and IASB issue proposals to
bring all leases on to balance sheets

On 17 August 2010 the Financial Accounting Standards Board (FASB) and the
International Accounting Standards Board (IASB) published the joint exposure
draft Leases. The boards propose to radically transform lease accounting from
the model that has existed for over 30 yearsin the United States. If finalized as
written, the proposal would result in a completely new model for lease
accounting—that is, all of the assets and liabilities in substantially al lease
contracts (both existing and new) would be capitalized on the balance sheet.

While the boards' stated goal is to finalize its proposals on lease accounting by
30 June 2011, we do not expect that the final requirements will be effective
before at least FY 2015.

What is the basic proposed model for lessee accounting? The FASB and the
IASB propose a right-of-use model for lessee accounting. The model requires
the lessee to recognize an intangible asset for its “right to use” an underlying
asset and a corresponding liability for the obligation to pay rentals. The capital
lease and operating lease classifications currently in use would be eliminated.
Further, lessees would be required to include some options (i.e., renewals and
terminations) and forecasts of contingent amounts in the measurement of the
right-to-use asset and lease liability. Current pro forma capitalizations of
operating leases likely understate the amounts that would ultimately be
presented on the balance sheet of lessees under the proposed model.

How would the proposed model change lessee financial statements?
Reported assets would be higher, resulting in lower asset turnover ratios and
(usually) a lower return on equity. Liabilities (both current and non-current)
would be higher, resulting in decreased working capital and an increase in the
debt-to-equity ratio. Increased amortization (related to the right-of-use asset) and
increased interest expense (related to the lease liability) are expected to reduce
net income. That reduction in net income would result in a corresponding
reduction in earnings per share (EPS).

What would be the effect on the price-to-earnings (P/E) ratios of lessees? It
depends. Holding all other variables constant and factoring in only the
accounting effects of applying the proposed lessee accounting regquirements, we
would expect trailing P/E to increase and trailing P/E from continuing
operations (EBIT) to decrease.

What is the basic proposed model for lessor accounting? The boards have
proposed a right-of-use model for lessor accounting. That model would require a
lessor to choose between two approaches to account for assets and liabilities that
arise in a lease contract: either the performance obligation approach or the
derecognition approach. See Appendix 11 for more information on the proposed
lessor accounting model.

Accounting & Valuation - US

Dane Mott, CFA, CPA"®
(1-415) 315 5905
dane.mott@jpmorgan.com

J.P. Morgan Securities LLC

Links to the exposure drafts:

FASB version:
Proposed Accounting Standards Update —
Leases (Topic 840

IASB version:
Leases

Get involved:

Register for the FASB/IASB round-table
meetings

Submit a comment letter on the proposals
Take the FASB/IASB survey on leases

See page 45 for analyst certification and important disclosures.

J.P. Morgan does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may
have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in making their
investment decision.

www.morganmarkets.com




Dane Mott, CFA, CPA North America Equity Research
(1-415) 315 5905 26 October 2010 J.P Morgan

dane.mott@jpmorgan.com

Table of Contents

EXECULIVE SUMIMAIY .eiiiiiiiiiiieeeett ettt e e e e e e et et et e e e e e e e et e e aaba e e e e e eeeeennns 3
At aglance—the proposed 1€ssor aCCOUNtING MOGEL .........ooueiiiiiiiee et bbbt se e seesb e e 3
At aglance—the proposed |es5ee aCCOUNING MOE] .........ocviiiiiiiii bbb et 4
Y701 01 PP PTPPTRPPP 5
QUESLION 1: What' SN @n0 WHat' S OUL?.......ecueiiiiecieiese ettt e et sttt s te e esa e s e teseeseestesaeesae e enteseesbessesneensensentessenrenses 5
Question 2: Does the proposed scope provide companies with a structuring OpPOITUNITY?.........cooeeeerirerenereneeee e 7
Details: Understanding the lessee accounting model..........c.ooooviiiiiiiiii i 8
QUESLION 3: WNEL IS @IEASE? ...ttt sttt ettt et e e se e be s et sbesbeeseene e e eneeeesbeeeeeaeesee e enteseeabenseeneeneeeenteneeneenrs 8
Question 4: What are the current accounting reqUIiremMeENtS fOr |ESSEES?.......ooveiiiirie s 8
Question 5: What have the boards propoSad fOF IESSEES? ........cecieiiieie et e e s b e re e enae e e tesresreens 9
Question 6: Illustrating the proposals—how would the proposed model change current accounting?...........coccvveevevesennene 15
Question 7: Does the proposed discount rate provide decision-useful information for iNVestors?..........ccccovevevcevvnevesiennnne 16
Question 8: What is the history behind the boards PropOSAIS?........ccieeerierererire e 17
AV = 11U = 14 o o I PR 18
Question 9: Why are these proposal's SO iMpOrtant t0 INVESIOIS?........cocuiiiiiirie ettt se e e e 18
Question 10: How could the proposals affect amounts presented in the financial statements?........cocevevevcenievvene e 19
Question 11: How could the changes in amounts affect commonly used financial measures and ratios?.........c.ccoceeeevvrieneene 20
Question 12: What are some of the common methods currently used to capitalize operating 1€aseS? ........ccccvevevveevecvennenn, 22
Question 13: How might current financial statement information be used to “ballpark” a company’ s exposure to the
FASB/IASB PrOPOSAI?. .. .ottt sttt sttt sttt sttt se et s beseebesbeseebesee e ebesbe st ebe s e ene et e s eeneese e b e neeReebeneebeebeneebenbeneesenbeneenentenees 23
Question 14: What are the potential repercussions of the proposed model on a lessee’ s weighted-average cost of capital?..24
Question 15: Are there other ways to measure the assets and liabilities that arisein alease contract?..........cccoccevvvevvrennene 25
Question 16: Do the proposed discloSUres go far ENOUGNT........ccviiveie e sre e se e e sre e nne e 27
COrporate BENAVIOL ... 30
Question 17: Why do companies enter int0 OPErating |EBSES?.......c.ueuiiuerieriirie ettt sbe st a e se e e e b e b sae e 30
Question 18: What accounting problem is the lease proposal attempting to addreSS?.........covvveiviveerereenere e 31
Question 19: Including renewal options and contingent payments in the measurement of expected |ease payments—what
01001 K= a0 (01 SR 1= S 0] Y 32
Question 20: How might the proposed changes affect a company’ s financing deCiSIONS?.........cocvvvvevecereereeeseee e 32
Question 21: What are the proposed transition requiremMents fOr IESSEES?.......ccuviii e 34
Question 22: If the proposals are watered down during redeliberations, would company behavior till be affected? ............ 34



Dane Mott, CFA, CPA
(1-415) 315 5905
dane.mott@jpmorgan.com

North America Equity Research
26 October 2010 J.P. Morgan

Executive Summary

On 17 August 2010 the United States Financial Accounting Standards Board (FASB)
and the International Accounting Standards Board (1ASB) issued separate exposure
drafts for their joint project on lease accounting. In the exposure drafts, the boards
propose to dramatically overhaul lease accounting requirements for both lessors and
lessees.! If the boards' proposals are ultimately finalized as currently written,
principally al leases would appear on the face of the balance sheet of both lessors
and lessees. That change is a dramatic departure from current accounting
requirements that allow some types of leases (specifically, operating leases) to be
kept off alessee’ s balance sheet.

The comment period for the boards' respective exposure draftsis open until

15 December 2010; the boards expect to findize their proposals by 30 June 2011. No
effective date has been proposed for the final standard; however, we expect fiscal
2015 to be the earliest potential effective period.

Thisresearch report focuses primarily on the proposed changesto |essee
accounting asthey are described in the FASB’ s version of the exposur e dr aft.
While the FASB and the |ASB exposure drafts each reflect common leasing models,
it isimportant to emphasize that the two exposure drafts are not identical. The
differences between the two exposure drafts are meaningful. If finalized as currently
written, anumber of differences would remain in lease accounting between U.S.
Generally Accepted Accounting Principles (U.S. GAAP) and International Financial
Reporting Standards (IFRS).

In the paragraph below, we provide a brief summary of the proposed lessor
accounting model. Additional detail on the proposed lessor accounting model is
provided in Appendix I1. We then move on to focus on the proposed |essee
accounting model.

At a glance—the proposed lessor accounting model

The boards have jointly agreed on a right-of-use model for lessor accounting with
two approaches to the treatment of the underlying asset in the lease arrangement: the
performance obligation approach and the derecognition approach. In the proposed
model, alessor would recognize an asset that represents its right to receive
consideration (i.e., cash) from alessee. Depending on the lessor’ s exposure to risks
or benefits associated with the underlying asset, it would either:

e Recognize alease liability while continuing to recognize the underlying asset on
its balance sheet (the performance aobligation approach); or

L A lessor and a lessee represent opposite sides (or perspectives) in alease contract. The lessor owns an
asset that alessee would like to use. Lessor accounting focuses on accounting for the underlying asset; the
lessor’ sright to receive payments from the lessee; and the lessor’ s obligation to keep making the
underlying asset available to the lessee for the contract term (ak.a “quiet enjoyment”). Lessee accounting
focuses on accounting for the lessee’ s right to use a borrowed asset for the contract term and the lessee’s
obligation to make payments to the lessor for that right.
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o Derecognize therightsin the underlying asset that it transfers to the lessee and
continue to recognize aresidual asset representing its rights to the underlying
asset at the end of the lease term (a derecognition approach).

The proposed approach to lessor accounting differs significantly from existing U.S.
GAAP. In particular, there is no separate approach proposed for leveraged leases.

For more information on the proposed lessor accounting model, please see
Appendix |1 in this note.

At a glance—the proposed lessee accounting model

Say goodbyeto operating leases

The boards have jointly agreed on a right-of-use model for lessee accounting. In
accordance with that model, alessee recognizes an intangible asset representing the
right to use the leased asset (a.k.a. the underlying asset) for the lease term on its
balance sheet. The lessee also recognizes a corresponding liability for the present
value of all expected |ease payments that are more likely than not to occur.? Asa
result, substantially all leases will be recorded on the face of a lessee’ sbalance
sheet. If the proposals ar e ultimately finalized aswritten, the effect would bethe
elimination of the operating lease notion from U.S. GAAP and IFRS.

Theinitia measurement of the right-of-use asset and the lease liability is derived by
calculating the present value of expected lease payments. That proposal differsfrom
existing U.S. GAAP requirements to disclose minimum lease payments in the notes
to financia statements. To make the expected |ease payment calculation, alessee
would be required:

e Tousethelongest possibleleaseterm that is morelikely than not to occur—
that is, the lease term will include optional lease periods (i.e., options to renew
and options to terminate) that a lessee expects to exercise; and

e Toinclude forecasts of contingent rental payments, residual value
guar antees, and termination paymentsin its expected lease payment
estimates.

Once alessee has calculated (“measured”) the amount of its expected lease payments
and determined the present value of that amount, the resulting value becomes the
starting cost basis presented on the lessee’ s balance sheet for both the right-of-use
asset and the lease liability. The boards propose to require alessee to reassess the
assumptions used to estimate expected lease payments each reporting period.
Consequently, alessee could record adjusting entries each accounting period to
reflect material changes in assumptions that underpin the amounts shown on the
balance sheet.

It isworth noting that the boards propose to require alessee to use a“frozen”
discount rate to calculate its revised expected lease payments. Said differently, a
lessee would not be allowed to use a current market rate to discount its lease

2 The phrase “more likely than not” is commonly used in U.S. GAAP and is often interpreted to mean a
probability of occurrence that is greater than 50 percent. Determining whether an event is“more likely
than not” to occur requires management to exercise significant judgment.
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payments each reporting period—that is, there is no reassessment of the discount
rate. Instead, alessee would be required to use the discount rate originally used in
itsinitial expected lease payment calculation—either the lessee’ sincremental
borrowing rate at inception of thelease or, if it can bereadily determined, the
ratethelessor chargesthelesseein thelease contract.

An implication of the requirement to continually reassess assumptionsis greater
financial statement volatility. If the lease term changes, the lessee would be required
to adjust both the right-of-use asset and the lease liability to eliminate (if the lease
term is shortened) or incorporate (if the lease term is extended) the incremental lease
activity over the period of the change in lease term. Changes to assumptions made
about contingent rents, residual value guarantees, and termination payments would
flow to the income statement (and affect net income) if the change arises from
current or prior reporting periods. Changes that relate to future reporting periods
would be recorded as an adjustment to the right-of-use asset and the lease liability.

Theintroduction of significant subjectivity into the measurement basis for both the
right-of-use asset and the lease liability means that the associated disclosures
explaining management’ s judgments will be particularly important to investors and
analysts in understanding the amounts presented on the face of the financia
Statements.

Scope

Question 1: What’s in and what’s out?

The scope of the FASB'’ s version of the exposure draft states that a company would
apply the finalized lease accounting standard to all leases, including leases of right-
of-use assets in a sublease. However, the following leases are outside the scope of the
proposed Accounting Standards Update (ASU):

e Leasesof intangible assets (Accounting Standards Codification (ASC) Topic 350
Intangibles—goodwill and other);

e Leasesto explorefor or use minerals, ail, natural gas, and similar non-
regenerative resources (ASC Topic 930 Extractive activities—mining and ASC
Topic 932 Extractive activities—oil and gas); and

o Leasesof biological assets (ASC Topic 905 Agriculture).

Theimplication of the scope exemptions listed above is that the proposed lease
accounting model applies only to leases of tangible assets—property, plant, and
equipment. Leases of intangible assets—for example, leases of software, leases of
timber-cutting rights, leases to access a pipeline—are outside the scope of the
proposed leasing standard.

L eases of investment property

An important difference between the IASB and FASB versions of the exposure draft
isthe treatment of investment property that a company holds under alease. In the
IASB’ s version of the exposure draft, a right-of-use asset for investment property is
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within the scope of IAS 40 Investment Property.® Any right-of-use asset that meets
the definition of investment property would be accounted for at initial recognition in
accordance with the proposed |essee accounting model. After initial recognition, a
lessee would elect to account for the right-of-use asset using a cost or fair value
model.

The option to fair value investment property does not exist in U.S. GAAP. However,
the FASB is considering in a separate project a proposal that would requir e the fair
value measurement of investment property.

I n-substance purchase (or sale) of an underlying asset

A lease arrangement that is structured to be a purchase or sale of the asset underlying
the right-of-use intangible (i.e., the underlying asset) is also not within the scope of
the proposed ASU. That type of contract would be accounted for as either a purchase
or saeif:

1. Thelease contract resultsin acompany transferring control of the underlying
asset and al but atrivial amount of the risks and benefits associated with the
underlying asset to another company; and

2. The lessee has exercised a purchase option specified in the lease. A contract
ceases to be alease when a purchase option is exercised and becomes a purchase
(by the lessee) or a sale (by the lessor).

Transfer of thetitle of the underlying asset—as the sole determining criterion—
would not be enough for a company to conclude that the transaction should be
considered a purchase or sale. All but atrivial amount of the risks and benefits must
also be transferred to the lessee. However, the exposure draft |eaves the
determination of “trivial” to management’sjudgment. Such alow threshold suggests
that if alessor provides awarranty or guarantee to the lessee, or has a profit-sharing
relationship with the lessee on the future sale of the asset, the transaction could be
considered a lease rather than a purchase or sale (even though title has transferred).

3 Investment property isdefined in IAS 40 Investment Property and is property (land or a building—or
part of abuilding—or both) held (by the owner or by the lessee under a finance lease) to earn rentals or for
capital appreciation or both, rather than for:

(@) Usein the production or supply of goods or services or for administrative purposes; or
(b) Saleinthe ordinary course of business.
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Question 2: Does the proposed scope provide companies
with a structuring opportunity?

The proposed lease accounting model specifies that contracts with both alease
component and another distinct component such as a service component or an
intangible asset component must be bifurcated with only the lease component being
accounted for within the scope of the proposed |ease accounting standard.* For
example, if the service component is distinct, alessor would be required to separately
account for the service component in accordance with the boards’ proposals on
revenue from contracts with customers (please see our 29 June 2010 Accounting
Issues for more on the proposed revenue recognition model). In situations where the
service component of the lease contract is not distinct, the boards propose to require
alessee to account for the entire arrangement in accordance with the proposed lessee
accounting requirements.

Bifurcating lease contracts into components (i.e., alease and a service) and then
pointing each component of the contract to a different set of accounting requirements
could have interesting implications. First, the “distinct” criterion requires
management to exercise significant judgment. We would expect management
judgment to vary from company to company both within and between industries. We
also think that it islikely that auditors may come to different conclusions about the
meaning of that criterion. Consequently, market participants may interpret the
bifurcation criteria as a structuring opportunity. The implication isthat variation in
interpretation of the criterion will likely result in financial statement information that
is neither consistent nor uniform in its preparation, thereby making it increasingly
difficult for analysts and investors to draw meaningful comparisons between
companies.

The bifurcation criterion aso raises a more serious issue: splitting lease contracts into
components on the balance sheet but allowing aggregated presentation of revenue on
the income statement could make it quite difficult for analyststo model revenue that
is recognized in accordance with more than one accounting model. Said differently,
disaggregation on the balance sheet without corresponding disaggregation on the
income statement increases financial statement users' modeling risk. While the
proposed model provides some transparency on the balance sheet, it does not provide
the same transparency on the income statement or the cash flow statement.

* From paragraph 25 of the boards’ joint exposure draft Revenue from Contracts with Customers (issued
24 June 2010), agood or service, or abundle of goods or services, isdistinct if either:

(&) The entity, or another entity, sells an identical or similar good or service separately; or

(b) The entity could sell the good or service separately because the good or service meets both of the
following conditions:

(i) Ithasadistinct function—agood or service has a distinct function if it has utility either on its
own or together with other goods or services that the customer has acquired from the entity or are
sold separately by the entity or by another entity; and

(ii) It hasadistinct profit margin—a good or service has adistinct profit margin if it is subject to
distinct risks and the entity can separately identify the resources needed to provide the good or
service.
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Details: Understanding the lessee
accounting model

Question 3: What is a lease?

A lease is a contract between the owner of an asset (the lessor) and another party that
wants to use the asset (the lessee). A leaseisa form of financing extended to the
lessee directly from thelessor that enablesthe lesseeto purchase the use of the
leased asset for a specified period of time.

While the underlying asset might be tangible (e.g., property, plant, or equipment), a
right of useisan intangible asset. In alease contract, alessor grants alessee the right
to use the asset. The right to use an asset could be for along period of time (e.g., 999
years) or for amuch shorter period of time (e.g., amonth). In exchange for the right
to use an asset, alessee makes periodic |ease payments to the lessor.

Question 4: What are the current accounting requirements
for lessees?

Existing accounting requirementsin U.S. GAAP and IFRS have two categories for
lease arrangements: capital (finance) leases and operating leases. In Table 1, we

explain the capital lease criteria as specified in ASC Topic 840 Leases (formerly
SFAS 13) and contrast those requirements to existing criteriain IAS 17 Leases.

Table 1: Existing capitalization criteria in U.S. GAAP and IFRS

U.S. GAAP IFRS

Situations that require classification as a capital lease if any one (or more) |Situations (individually or in combination) that normally would lead to
is met are: classification as a finance lease are:

o The agreement specifies that ownership of the asset transferstothe  |e  Same as U.S. GAAP.
lessee.

e The agreement contains a bargain purchase option. e Same as U.S. GAAP.

e The non-cancelable lease term is for 75% or more of the expected The non-cancelable lease term is for a “major portion” of the expected
economic life of the asset. economic life of the asset.

e The present value of the minimum lease payments is equal to or The present value of the minimum lease payments is equal to or
greater than 90% of the fair value of the assets. greater than “substantially all” of the fair value of the asset.

o No similar criterion specified in U.S. GAAP. o The leased asset is of a specialized nature such that only the lessee
can use it without major modifications being made.

Other situations (individually or in combination) that might lead to classification as a finance lease are:

o No similar criterion specified in U.S. GAAP. e The lessor's losses are borne by the lessee upon cancellation.

o No similar criterion specified in U.S. GAAP. e Gains or losses from changes in the fair value of the residual value of
the leased asset go to the lessee (e.g., by means of a rebate of lease
payments).

o No similar criterion specified in U.S. GAAP. o The lease contains a bargain renewal option that allows the lessee to

continue the lease for substantially less than market rent.

Source: Accounting Standards Codification Topic 840 (FASB); IAS 17 Leases (IASB).
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In accordance with existing criteria, when alease arrangement is classified asa
capital lease in accordance with existing requirements, two items are recognized on
the face of a company’s balance sheet: aleased asset and alease liability (the present
value of minimum |lease payments). The lessee normally depreciates aleased asset
over the term of the lease, which leads to the recognition of depreciation expensein
the company’sincome statement. The lease liability is reduced over time as lease
payments are made, which leads to the recognition of interest expense in the lessee’s
income statement.

Operating lease requirements

If alease contract does not meet the criteriato be classified as a capital lease, it is
accounted for as an operating lease. By definition, an operating |ease assumes that
the fundamental rights and responsibilities of ownership are retained by the lessor
and that the lessee merely is using the asset temporarily. In keeping with that
presumption, asale is not recorded by the lessor and a purchase is not recorded by
the lessee. Said differently, the lessee does not record an asset or aliability on its
balance sheet for alease arrangement classified as an operating lease. Instead, the
periodic payments made by the lessee to the lessor are accounted for as rent by both
parties to the transaction—rent expense for the lessee and rent revenue by the lessor.

Question 5: What have the boards proposed for lessees?

The boards have proposed a single right-of-use lease accounting model that would
eliminate the existing operating lease/capital lease distinction in U.S. GAAP and
IFRS. This meansthat all leases for tangible assets will be accounted for in
accordance with one common accounting model (as we mentioned earlier, |eases of
intangible assets are scoped out of this standard). In Figure 1, we present a diagram
of the mechanics of the proposal.

The boards proposeto require a lessee to recognize all of the assets and
liabilitiesthat arise from lease contractsin its balance sheet. Assets and
liabilities arise when a lease contract is signed. Consequently, a lessee would
recognize thefollowing in its balance sheet:

e Anintangibleasset for itsright to usethe underlying asset (also known asa
right-of-use asset); and

e A liability to makerental payments.

In the proposed model, the boards take the position that aleased asset is defined not
as an item of property itself, but rather as aresource or right from which future
economic benefits are expected to be obtained. Consequently, the amount that would
be recognized as an asset by alessee would reflect the period for which the lessee has
the right to use the property. For many leases, the proposals in the exposure draft
would not result in the full value of the leased item being reflected in the lessee’s
financial statements; instead, those financial statements would reflect the economic
resources the lessee controls (for example, the right to use aleased item for only part
of its useful economic life) and the related financing obligations. In many respects,
the proposed accounting approach reflects the pur chase by the lessee of an
interest in the leased item, with the consider ation being payable in installments
tothelessor.
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This new approach recognizes that |easing is different from and generally more
flexible than other forms of asset financing—Ieases can be drawn up with terms that
share asset risks and economic benefits between parties in any number of different
ways to meet their commercial objectives. The new approach does not rely on
seeking to define (or re-define) dividing lines, such as the economic ownership
analogy that underlies the capitalization criteriain current standards, which may
require subjective judgments to be made to determine whether alease falls on one
side or the other. Instead it focuses on identifying the assets and liabilities that arise
under alease contract by applying principles that can be applied consistently to all
types of |eases without the need for artificial thresholds.

Impairment of theright of use

An important implication of the proposed approach is that all assets recognized in
respect of leases would fall within the scope of accounting standards dealing with
impairment of intangible assets. As aresult, any impairment losses would be
recognized in the income statement as soon as the carrying amount isidentified as
being no longer recoverable, irrespective of any decisions taken by management to
continue or dispose of an unprofitable lease. Under current lease accounting
standards where operating |eases are not recognized as assets and liabilities, a decline
in the economic usefulness of aleased property relative to the contractual obligation
under the lease may not result in the recognition of any loss in respect to such an
event.
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Figure 1: Overview of the proposed lessee accounting model
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Initial measurement of the right-of-use asset

Theright-of-use asset would initially be recognized at the present value of the
expected |ease payments, plus any recoverable initial direct costsincurred by the
lessee (e.g., commissions and legal fees). Absent any initial direct costs incurred by
the lessee, the right-of-use asset and the lease liability recognized at inception of the
lease would be equal. It isimportant to under stand that the amount recorded for
the right-of-use asset is not a proxy for the economic value of the underlying
asset.

Over time, the right-of-use asset would be amortized on a straight-line basis over the
life of the lease and tested for impairment. An important difference between the
FASB’'sand the IASB’s proposalsis that, in accordance with U.S. GAAP, alessee
would not be permitted to revalue its right-of-use asset. A lessee preparing its
financial statements in accordance with IFRS could revalue its right-of-use asset.

Theintangible right-of-use asset would be presented within the property, plant, and
equipment category on the balance sheet. However, the right-of-use asset would be
presented separately from assets that the lessee owns.

Initial measurement of the liability to make lease payments

The liability to make lease paymentsisinitially measured at the present value of the
expected |ease payments. The discount rate to be used in the present value
calculation is either:

1. Thelessee' sincremental borrowing rate, or

2. Therate the lessor charges the lessee (if it can be readily determined).

A lessee is free to choose either discount rate described above—that is, one discount
rate does not have priority over the other. However, the proposed transition
requirements to this lessee accounting model would require alessee to useits
incremental borrowing rate upon adoption of the finalized standard. See Question 21
for more information on the proposed transition requirements.

The liability to make lease payments would be presented as a financia liability in the
balance sheet. However, the lease liability would be presented separately from all
other financial liabilities.

Other material assumptionsin the present value calculation

Calculating the lease term—options to renew and options to terminate
Theinitia measurement of both the right-of-use asset and the lease liability are
determined by calculating the present value of the obligation to make lease
payments. Said differently, the expected |ease payments—rather than minimum
lease payments asis currently required in U.S. GAAP—form the basis of initial
measurement.

The present vaue calculation requires a lessee to determine the lease term in the
contract. The boar ds proposeto require alesseeto include the effect of any
optionsto extend or terminatethelease. Said differently, theleaseterm used in
the calculation isthe longest possible term that ismorelikely than not to occur.
That requirement is a significant departure from current accounting which requires
companies to recognize rent expense on a straight-line basis over the non-cancelable
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lease term. Existing U.S. GAAP requires renewal options to be included in the
accounting lease term only if those options are reasonably assured of being exercised
by the lessee because of a penalty—that is, the lessee cannot avoid the renewal.

The exposure draft lists factors that a lessee would consider in determining whether
an option is more likely than not to occur, such as:

1. Theexistence of termination penalties or bargain renewal ratesin alease
contract;

2. The existence of leasehold improvements,

3. Whether the underlying asset is customized for the lessee;

4. Whether the underlying asset is critical to the lessee’ s operations;

5. Past renewal/termination experience or management’ s intentions.

We interpret the “more likely than not” criterion to be a much lower threshold for

recognition than the “reasonably assured” threshold that currently existsin U.S.
GAAP. Asaresult, we expect that the accounting lease term determined in

Lessees will need to carefully
consider all renewal options,
including month-to-month

renewals that give a lessee the accor dance with the proposed model will be substantially longer than the

right to continue using the accounting lease term determined in accor dance with existing U.S. GAAP. In
underlying asset on a month-to- particular, we expect that companies with lease contracts where the underlying asset
month basis at the end of the is real estate (either land or buildings) could be the most severely affected by this

lease contract. aspect of the proposed model. Table 2 is asimple example that illustrates how a

lessee would determine the lease term in accordance with the proposed model.

Table 2: Determining the lease term
A company entersinto a non-cancelable ten-year lease with the following options to

renew:
e Option 1. Renew for five years at the end of ten years

e Option 2: Renew for an additional five years at the end of 15 years
e Option 3: Renew for an additional five years at the end of 20 years
e Option 4: Renew for an additional five years at the end of 25 years

The company assigns the following probabilities to each of the potential lease terms:
Probability that the  Probability that this is

period is part of the the terminal lease

Potential lease terms Coverage period  expected lease term period
Initial non-cancelable lease term Years 1-10 100% 30%
Renewal option #1 Years 11-15 (100% - 30%) 25%
Renewal option #2 Years 16-20 45% (70% - 25%) 20%
Renewal option #3 Years 16-20 25% (45% - 20%) 15%
Renewal option #4 Years 16-20 10% (25% - 20%) 10%

Analysis. Thereis a 100% probability that theinitial ten-year lease termwill be
executed because it is non-cancelable. Based on the company’ s best estimates, the
probability of exercise of renewal option 1 ismore likely than not to occur.
Therefore, the longest possible lease term that is more likely than not to occur is
15 years. The present value calculation for expected |ease payments would
incorporate a 15-year lease term.

Source: J.P. Morgan estimates.
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Contingent rental payments,
residual value guarantees, and
termination payments would be
factored in to the calculation of
expected lease payments.

Changes to assumptions about
contingent rents, residual value
guarantees, and termination
penalties may result in income
statement volatility.
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Calculating the expected lease payments—contingent rental, residual value
guarantees, and termination payments

The boards propose to require a lessee to use an expected-outcome approach to
determine the | ease payments to be made during the term of the lease. The expected-
outcome approach is the present value of the probability-weighted average of cash
flows for areasonable number of outcomes. While the exposure draft states that
every possible outcome need not be considered, the determination of what is
“reasonable’ isleft to management’ s judgment.

When determining the present value of the lease payments, alessee would be
required to factor in contingent rental payments, residual value guarantees, and
termination payments that are more likely than not to occur. That requirement isa
significant departure from current accounting which generally excludes contingent
rentals from minimum lease payments regardless of their probability of occurring.

It is our sense that the consideration of contingent payments has the potential to add a
significant amount of volatility to financia statements. Many lease contracts link the
contingent payments to metrics like sales (which are dependent on anumber of
micro- and macro-economic factors). For example, if the more-likely-than-not lease
term was 30 years and contingent payments were linked to sales, the lessee would
have to forecast sales through year 30. Each reporting period, the company would
need to reassess those forecasts and make adjustments.

Subsequent measur ement

The boards propose to require a lessee to reassess the carrying amount of the
obligation to make lease payments each reporting period if facts or circumstances
indicate that there has been a significant change in the liability since the previous
reporting period.

If the lease term changes, the lessee would be required to adjust both the |ease asset
and obligation to eliminate (if the lease term is shortened) or incorporate (if the lease
term is extended) the lease activity related to the change in lease term. Changes to
assumptions made about contingent rents, residual value guarantees, and termination
penalties would be recorded in the income statement if the change arises from current
or prior reporting periods. Changes that relate to future reporting periods would be
recorded as an adjustment to the right-of-use asset and the obligation to make rental
payments.

It is worth noting that the boards decided that a lessee would not be required to
remeasure its lease liability each reporting period to reflect changes in the lessee's
incremental borrowing rate. In other words, the discount rate is frozen (a.k.a. locked
in) at initial measurement. Thisis particularly noteworthy given that many of these
contracts have very long durations, and interest rates are likely to move away from
those initia rates over the contract lives.

Disclosures

The exposure draft contains a number of proposed disclosures that are meant to
provide quantitative and qualitative information about the amounts recognized in the
financial statements that arise from lease arrangements. The disclosures are also
designed to describe how leases may affect the amount, timing, and uncertainty of a
lessee’ s future cash flows.
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The proposed disclosures will be particularly important to financial statement users
that want transparency into the amounts presented on the face of the balance sheet for
the right-of-use asset and the lease liability. Specifically, alessee will be required to
disclose:

1. The nature of its lease arrangements; and

2. Information about the principal terms of any lease that has not yet commenced if
the lease creates significant rights and obligations for the company.

The proposed disclosures are extensive and, if implemented, have the potential to
provide investors with insight into alessee' s lease contracts that is not currently
available. In particular, we think the proposed requirement to reconcile the opening
and closing balances of right-of-use assets and liabilities to make |ease payments
(disaggregated by class of underlying asset) each reporting period will be useful to
investors and analysts. As part of that reconciliation, a lessee would be required
to show thetotal cash lease payments paid during thereporting period.

Question 6: lllustrating the proposals—how would the
proposed model change current accounting?

In Table 3, weillustrate the current accounting and the proposed accounting for a
lessee that entersinto aten-year lease with two renewal options (five years each). At
inception of the lease, the present value of expected future lease paymentsis
$953,561. That amount becomes the cost basis for the initial measurement of the
right-of-use asset and the lease liability. Figure 2 contrasts the income statement
effect of the proposed accounting model against the income statement effect of the
current accounting model.

Table 3: Compare and contrast: current accounting vs. proposed accounting (basic example)

Current Model (Operating Leases) Proposed Model

Income Cash flow Cash flow
Balance sheet Balance sheet Income statement
statement statement statement
Interest
None Rent expense |  Payments ROU Asset  Lease Liability | Amortization expense Total Payments
Inception 953,561 953,561

Year 1 - 104,000 104,000 905,883 944,918 47,678 95,356 143,034 104,000
Year 2 - 104,000 104,000 858,205 935,409 47,678 94,492 142,170 104,000
% Year 3 - 104,000 104,000 810,527 924,950 47,678 93,541 141,219 104,000
% Year 4 - 104,000 104,000 762,849 913,445 47,678 92,495 140,173 104,000
8 Year 5 - 104,000 104,000 715,171 900,790 47,678 91,345 139,023 104,000
E Year 6 - 104,000 104,000 667,493 886,869 47,678 90,079 137,757 104,000
E Year 7 - 104,000 104,000 619,815 871,556 47,678 88,687 136,365 104,000
-'EE Year 8 - 104,000 104,000 572,137 854,711 47,678 87,156 134,834 104,000
Year 9 - 104,000 104,000 524,459 836,182 47,678 85,471 133,149 104,000
Year 10 - 104,000 104,000 476,781 815,801 47,678 83,618 131,296 104,000
Year 11 - 124,800 124,800 429,103 772,581 47,678 81,580 129,258 124,800
§ :E Year 12 - 124,800 124,800 381,425 725,039 47,678 77,258 124,936 124,800
28 Year 13 - 124,800 124,800 333,746 672,743 47,678 72,504 120,182 124,800
c & Year 14 - 124,800 124,800 286,068 615,217 47,678 67,274 114,952 124,800
Year 15 - 124,800 124,800 238,390 551,939 47,678 61,522 109,200 124,800
Year 16 - 145,600 145,600 190,712 461,532 47,678 55,194 102,872 145,600
g % Year 17 - 145,600 145,600 143,034 362,086 47,678 46,153 93,831 145,600
2 Year 18 - 145,600 145,600 95,356 252,694 47,678 36,209 83,887 145,600
& & Year 19 - 145,600 145,600 47,678 132,364 47,678 25,269 72,947 145,600
Year 20 - 145,600 145,600 - - 47,678 13,236 60,914 145,600

Source: J.P. Morgan estimates.
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Figure 2: Income statement effects: current accounting vs. proposed accounting (basic example)
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Source: J.P. Morgan estimates.

In Figure 2, we see that if we follow the |ease contract through its full term, the
proposed model would result in amortization and interest expense that is higher than
the rent expense recorded in accordance with existing U.S. GAAP (at inception of
the lease and for a number of years after). Further, while existing U.S. GAAP
accounting was used as a proxy for the cash flow effect of the lease contract, the
relationship between earnings effects and cash flows actually deteriorates under the
proposed model.

Question 7: Does the proposed discount rate provide
decision-useful information for investors?

The boards propose to alow alessee to discount its expected |ease payments by the
rate that isimplicit in the lease contract. We are concerned that allowing alessee to
use the rate the lessor charges the lessee has more to do with the lessor’ s required
return on the lease arrangement and less to do with the lessee’ s actual borrowing rate.
In particular, many leases are priced to reflect the characteristics of the typical
customer, rather than that of the individual lessee. Consequently, the rate implicit in
the contract does not necessarily reflect precisely the lessee’ s financial strength or
weakness. For many other leases, even if the rate implicit in the lease is known, it
might not be a good approximation for the rate the lessee would pay to enter into a
similar borrowing arrangement. Specifically, if the lessor bears significant residual
valuerisk, the return it will require from the lease will cover not just the lessee’s
credit risk but also the residual value risk.

As an dternative, the exposure draft proposes that a lessee can choose to useits
incremental borrowing rate to discount its expected lease payments. While the
lessee’ sincremental borrowing rate is a step closer to a market rate, we are
concerned that the boards do not propose to require a lessee to reassess that rate each
reporting period and adjust the amounts presented in the financial statements
accordingly. The boards propose to define alessee’sincremental borrowing rate as:
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The rate of interest that, at the date of inception of the lease, the lessee would
have to pay to borrow over a similar term, and with a similar security, the
funds necessary to purchase a similar underlying asset.

First, it seems odd to us that the incremental borrowing rate is determined by
reference to the purchase of the underlying asset. The boards take great painsin their
respective exposure drafts to explain that the assets and liabilities that arise in alease
contract are not the same as the assets and liabilities that arise in a purchase
transaction.

Second, we expect alessee' sincremental borrowing rate to change over time (i.e., it
can improve or it can deteriorate). Changes in the lessee’ s borrowing rate provide
critical information to users of financia statements about the credit quality of the
lessee. Consequently, we think that changesin alessee’ sincremental borrowing rate
should be reflected in alessee’ s subsequent measurement of its lease liability. The re-
set of the discount rate is also important for the determination of WACC. See
Question 14 for additional discussion on possible effects of the proposed model on a
lessee’ s cost of debt and WACC.

Third, we are concerned that the lessee’ sincremental borrowing rate is not risk-
adjusted to account for the uncertainty inherent in contingent lease paymentsto
which the lessee might be exposed. When rental payments are dependent on factors
other than price changes, the uncertainty associated with the cash flows (i.e., the
“riskiness’ of the cash flows) should be reflected in the measurement of the present
value of the lessee’ s expected |ease payments, in our view.

Question 8: What is the history behind the boards’
proposals?

In 1993, the standards-setters from the United States, United Kingdom, Australia,
and Canada began to form a group that held informal meetings to discuss solutions to
contemporary accounting issues. Members of the group quickly found that their
common conceptual outlook made their cooperation very effective. The participating
standards-setters issued a series of jointly published documents on important
accounting issues that tended to advocate a shift towards a balance sheet-oriented fair
value model of financia accounting.

The group became known as the G4, later, that name changed to the G4+1 when the
International Accounting Standards Committee (the |ASC, which is the predecessor
organization of the IASB) was allowed to attend the meetings as an observer. In
June 1996, the G4+1 published the discussion paper Accounting for Leases: A New
Approach—Recognition by Lessees of Assets and Liabilities Arising under Lease
Contracts, which was written by Warren McGregor (a current IASB member). The
new approach to lease accounting in the discussion paper advocated the abolishment
of the distinction between operating and finance leases that exists in the accounting
requirements of most national standards-setters. Instead, the rights and obligations of
all leases that met the asset and liability definitions would be recognized on the
balance sheet, and differences between types of leases would be reflected in
measurement. A second G4+1 discussion paper Leases: Implementation of a New
Approach was published in February 2000. That paper set out proposals for how the
approach described in the 1996 paper might be made to work and included proposals
on lessor accounting.
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At its meeting on 30 January to 1 February 2001, the G4+1 decided to disband and
cancel all of its planned activities. That decision was taken in response to the IASC's
restructuring and ultimate reconstitution as the IASB. Upon the reconstitution,

Sir David Tweedie and Jim Leisenring, two former G4+1 chairmen, aswell as
Warren McGregor, another long-serving G4+1 member, were appointed to the “ new”
IASB.

As part of the Memorandum of Understanding (MoU) signed in 2006 (updated in
2008 and 2010), the FASB and |ASB added ajoint project on lease accounting to
their respective agendas. The goal of the project is to produce a significantly
improved common standard on lease accounting. To that end, the boards published a
joint discussion paper Leases: Preliminary Viewsin March 20009.

The discussion paper sets out the boards' preliminary views on lessee accounting; it
also draws heavily from the work completed by the G4+1. The boards developed the
recent exposure draft Leases after considering the 302 comment letters received on
the discussion paper and input from awide range of constituents interested in the
financial reporting of leases. Aswe mentioned earlier in this note, the boards expect
to finalize their proposals on lease accounting by 30 June 2011.

Valuation

Question 9: Why are these proposals so important to
investors?

At first blush, the boards' proposalsto bring al |eases onto the balance sheet may not
seem like a particularly revolutionary ideato credit rating agencies, investors, and
analysts. After al, constructive capitalization of operating leases (i.e., calculating the
assets and liabilitiesimplicit in the terms of such leases) by credit rating agencies,
investors, and analystsis thought to be commonplace. The constructive capitalization
of operating leasesis typically done to improve comparability between companies
with different financing and asset ownership structures. As aresult, many might
dismiss this proposed accounting change as a “ non-event” since some market
participants already make pro forma adjustments to capitalize operating |leases.

Wethink that the view that dismissesthis proposal asa non-event for market
participantsisfundamentally flawed. In particular:

1. Constructive capitalization of operating leases among market participantsis
inconsistent. The proposed model, if implemented as written, is anon-event for
market participants only if the lease liability measurements produced by the new
model are closely aligned to the pro forma measurements that market participants
currently calculate using information disclosed in the notes to financial
statements. While some investors and analysts make pro forma adjustments to
capitalize operating leases, our experience reveals that many do not. An example
of the diversity that existsin practice isthe variety of approaches used by credit
rating agencies to capitalize operating leases.

The adjustments that credit rating agencies make are broad estimates that would
undoubtedly differ from the measurement produced by the proposed model.
Ratings could change for some companies in response to:
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e Increased information on existing risk not previously disclosed; and

e Associated changesin risk, such asany related to covenants, regulation,
market reaction, and changesin business practice.

2. Theproposed disclosures could decrease modeling risk. Existing U.S. GAAP
requires lessees to disclose information about minimum future lease payments.
Investors use that information to capitalize operating leases. The estimates
currently being made are broad estimates that can contain high levels of modeling
error. The disclosures provided in accordance with existing U.S. GAAP do not
contain enough information to allow an investor to estimate (with any degree of
precision) the expected future lease payments that would be presented on a
lessee’ s balance sheet in accordance with the proposed model.

Existing disclosures about operating |eases often do not include critical
information. Today, a company is not required to disclose:

a. Information about renewal optionsin lease contracts (and probability
estimates of option exercise);

b. The service component embedded in its lease contracts;
¢. Theduration of itslease portfolio; and

d. Itscost of debt (though it can be observed from some companies in market-
traded instruments).

Further, the disclosed information is often aggregated to such alevel that its
usefulnessis significantly reduced. See Question 16 for more information about
enhancements that could be made to the proposed disclosures.

Question 10: How could the proposals affect amounts
presented in the financial statements?

Bringing operating leases onto the balance sheet and changing the measurement
basis of al lease contracts (both operating and capital leasesin today’ s terms) will
affect anumber of financial statement measures and ratios. However, determining
the effect (i.e., whether ameasure will be higher or lower than is currently reported
or whether aratio will increase or decrease) means we have to make some
assumptions.

The conclusions that we cometo in Table 4 and Table 5 are premised on holding all
other variables that could change in acompany’sfinancial statements constant—that
is, we factor in only the accounting effects of applying the proposed lessee
accounting requirements. We have also chosen to limit the adjustments to increases
in assets and liabilities on the balance sheet and the substitution of amortization
expense and interest expense for rental expense on the income statement. In practice,
many other financial statement line itemswill be affected by the proposals, too (for
example, deferred tax assets and deferred tax liabilities will change for most
companies). The exposure draft is silent on the impact of lease incentives (i.e.,
payments and/or concessions that a lessor makes to a lessee as an incentive for the
lessee to enter into the lease) on the initial measurement of the right-of-use asset and
the lease liability. Therefore, we do not know how amounts recorded currently as
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deferred rent liabilities or deferred rent assets on alessee’ s balance sheet will
change.®

Question 11: How could the changes in amounts affect
commonly used financial measures and ratios?

Theinitia affect of capitalizing all leases increases two financial statement elements:
assets and liabilities. Ignoring the effect of initial incremental direct costs, the right-
of-use asset and the lease liability would usually net to zero (at initial
measurement).® However, the substantial increase in two financial statement
elements has aripple effect through the financial statements, changing important
totals, ratios, and related quantities along the way.

Table 4 summarizes the potential effect of the proposed lessee accounting
requirements on important measures commonly used in financial statement analysis.

Table 4: Effect of lessee accounting proposals

Measure (Potential) effect of lessee accounting proposals

Assets Increase (right-of-use asset on balance sheet)

Liabilities Increase (present value of all expected lease payments on balance sheet)

Working capital Decrease (higher current liabilities)

EBITDA Increase (amortization expense and interest expense not included in EBITDA)

EBIT Increase (higher amortization expense included in EBIT; however, no rent expense in EBIT)

*This conclusion assumes that the amortization related to the right-of-use asset calculated in accordance
with the proposed model is less than the rental expense recorded under current US GAAP or IFRS.

Net income (earnings) Decrease (higher amortization expense and interest expense included in net income)
Retained earnings Decrease (lower net income [eamings])
Operating cash flow Improve (all cash flows associated with leases classified as financing activities)

Source: J.P. Morgan estimates.

Table 5 summarizes the potential effect of the proposed lessee accounting
reguirements on some important ratios and related quantities commonly used in
financial statement analysis and valuation. Discussion of the potential effects of the
proposed model on alessee’ s cost of debt, cost of equity, and weighted-average cost
of capitd is presented in Question 14.

®The exposure draft does not explicitly state whether lease incentives should be included in the initial
measurement of the right-of-use asset and the lease liability. However, we would expect that items
currently recorded as deferred rent liabilities (i.e., rent holidays and tenant improvement allowances) and
items recorded as deferred rent assets (i.e., lease premiums paid upfront to enter alease agreement) would
be factored in to the measurement of the lease liability and the right-of-use asset (respectively) upon initial
measurement of the expected |ease payments.

8 After initial measurement, the subsequent measurement of the intangible lease asset and the lease
liability are not likely to net to zero because they will each be adjusted over time by different amounts.
The right-of-use asset will be amortized on a straight-line basis over the lease term. The lease liability will
employ accounting similar to that used in mortgage accounting. When alease payment is made, it is
assumed that part of the payment is interest expense and the remainder is areduction in principal (i.e., the
lease liability).
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Table 5: Effect of lessee accounting proposals on select financial statement ratios and related quantities

Ratio & related

quantities Type (Potential) effect of lessee accounting proposals

Working capital turnover Productivity Higher—decrease in working capital (revenue / average working capital)

Asset turnover Productivity Lower—increase in total assets (revenue / average total assets)

Current ratio Liquidity Lower—increase in current liabilities (current assets / current liabilities)

Quick ratio Liquidity Lower—increase in current liabilities (cash + short-term investments + receivables / current liabilities)

Debt-to-capital Solvency (debt) Higher—increase in total debt (total debt / total debt + total equity)

Debt-to-equity Solvency (debt) Higher—increase in total debt (total debt / total equity)

Financial leverage ratio Solvency (debt) Higher—increase in total assets (average total assets / average total equity)

Interest coverage Solvency (coverage)  Lower—increase in EBIT because of decrease in rental expense that is partially offset by increased
amortization expense; significantly increased interest payments (EBIT / interest payments)

Operating profit margin Profitability Higher—increase in EBIT because of decrease in rental expense that is partially offset by increased
amortization expense (EBIT / revenue)

Net profit margin Profitability Lower—decrease in net income because of increase in amortization expense and interest expense
(net income / revenue)
*This conclusion assumes that the sum of the amortization and the interest expense calculated in accordance with the
proposed model is greater than the rent expense recorded under current US GAAP or IFRS.

Return on assets Profitability Lower—increase in total assets (revenue / average total assets)

Return on total capital Profitability Lower—increase in EBIT; however, much larger increase in total debt
(EBIT / short- and long-term debt and equity)

Return on equity Profitability Lower—decrease in net income (net income / average total equity)

Earnings-per-share

Valuation (per

Usually lower at transition for all affected companies because of decrease in net income; growth companies

share quantity) that are expanding their use of leases will have permanently reduced net income.
(net income - preferred dividends / # of shares outstanding)
Trailing price-to-earnings Valuation Usually higher—decrease in earnings per share when the eamings per share calculation is based on net
income.
(price per share / earnings per share)
Trailing price-to-earnings Valuation Usually lower—higher eamings per share when the earnings per share calculation is based on EBIT.
from continuing (price per share / earnings per share based on EBIT)
operations (EBIT)
Dividend payout ratio Valuation Usually higher—decrease in net income attributable to common shares
(common share dividends / net income attributable to common shares)
Retention rate (b) Valuation Usually lower—decrease in net income attributable to common shares

Source: J.P. Morgan estimates.

(net income attributable to common shares — common share dividends / net income attributable to common

shares)
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As can be seen from the conclusions we reach in Table 4 and Table 5, bringing
operating leases onto the balance sheet and changing the measurement basis of all
leases has the potential to affect significantly the ratios and related quantities
commonly used in investment decision-making. The magnitude of the effect will
depend on the measurement assumptions and duration assumptions made to value
expected lease payments (rather than minimum lease payments, asis current
practice) and what market participants ultimately think about those valuations.

Question 12: What are some of the common methods
currently used to capitalize operating leases?

Market participants that capitalize operating lease information typically choose
between one of two methods: a multiples approach or a present value approach.

Multiples approach

The multiples approach is simple in that amultiple is applied to current year rent
expense. It is common practice among investors and analysts that use this approach
to adjust the multiple they apply to rent expense to an industry convention. In
practice, rent expense istypically capitalized using a multiple between 3x and 9x.
The appropriate multiple hinges on the discount rate and the lease term. A higher
multiple would be appropriate for alower discount rate and/or alonger lease. A
lower multiple would be appropriate for a higher discount rate and/or a shorter lease.
Given that interest rates can vary substantially over time, we would expect that the
multiple used for a particular industry would also adjust over time.

Applying amultiple to rent expense implies that @) the multiple approximates the
aggregate lease term of the lessee’ s lease portfolio and b) the amounts captured in
current rent expense reflect future business activities that have not yet been captured
in a company’s disclosure of its future minimum lease commitments (i.e., contingent
payments, termination payments, etc.).

Present value approach

The present value approach discounts the minimum operating lease commitments
disclosed in the financial statements using a pre-tax cost of debt for the lessee. The
pre-tax cost of debt reflects the market rate at which alessee can borrow money
today. A company is not required to disclose its pre-tax cost of debt; however, even
if that rate was disclosed, it would fluctuate between reporting periods in response to
changes in macro and micro factors. Consequently, one has to estimate it.

There are at least two principal estimation issues that must be dealt with in
determining a company’ s cost of debt:

1. Determinean appropriaterisk-freerate. Therisk-freerate that is used should
reflect the lessee’ s lease term. Said differently, an effort should be made to match
|eases with short-term durations to risk-free rates of similar duration; conversely,
leases with long-term durations should be matched to risk-free rates of similar
duration. In an example where the lease term extends for ten years, the ten-year
U.S. Treasury bond rate would be a better choice than the three-month U.S.
Treasury bill rate. However, it islikely that many analysts will take a single rate
such asthe ten-year U.S. Treasury bond rate and use it as the base risk-free rate
for lease contracts of all durations.
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2. Determinethedefault spread to add totherisk-freerate. If acompany hasa
bond rating, that rating can be used to estimate a default spread. However, given
that many companies do not have debt ratings, analysts often are required to
approximate a debt rating. For example, some analysts look at interest coverage
ratio profiles of companies and impute a debt rating from that ratio.

Using the estimated pre-tax cost of debt, an investor would then discount the
disclosed future minimum lease commitments back to the present day. An important
input to that calculation is the lease term. Existing U.S. GAAP does not require a
lessee to disclose the lease term of its lease contracts. Therefore, one has to estimate
it. The minimum operating lease disclosure in existing U.S. GAAP complicates the
estimation of the lease term because the |ease commitments after year five are
disclosed as alump sum rather than as year-specific amounts. Several approaches
can be taken to estimate the lease term that is impounded in the disclosed future
minimum lease commitments, for example:

1. Divide the lump sum by the disclosed year-five minimum lease commitment.
(Alternatively, the lump sum could be divided by an average of the disclosed
minimum |ease payments for years one through five.) The resulting valueis an
estimate of the number of years embedded in the lump sum amount. That amount
isadded to 5 and the resulting value is an estimated |ease term.

2. Determine arun-off rate for the lump sum amount that is based on the percentage
change (year-over-year) in the first five years of disclosed future minimum lease
commitments. The number of “years’ it takes to run off the lump sum amount is
then added to 5 and the resulting value is an estimated |ease term.

Question 13: How might current financial statement
information be used to “ballpark” a company’s exposure to
the FASB/IASB proposal?

To help investors understand the proposed |essee accounting requirements and begin
thinking about how the proposals may impact investment decision-making, we' ve
developed a case study. In Appendix |, we present asimple case study that applies
the proposed |ease accounting regquirements to afictional company. The case study is
meant to be used only as atool for understanding the potential effect of the new
lessee accounting requirements. Significant estimates and simplifying judgments
have been made in the development of the case study.

From our perspective, thereis not sufficient publicly available information for
market participants to make accurate estimates of the effects of this proposal. The
analysiswe perform in thisreport isan attempt to give analysts and investorsa
gener al sense of the directional impact of the proposed model on |essees.
Unfortunately, financial statement users are largely dependent on companies to
quantify the ultimate effects. Most of the data points that are necessary to estimate
the effects of this proposal are currently non-public information.

Issues that inhibit market participants’ ability to make accurate estimates include lack
of information and transparency about:

e Options embedded in lease contracts and the likelihood of option exercise (i.e.,
are the options in the money, at the money, or out of the money?);
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e Forecasts of contingent payments and the potential variability of those contingent
payments (i.e., a sensitivity analysis);

o Portfolio effects (i.e., aggregation of lease contracts with dissimilar terms);
e Changing interest rates;

e Potential changesin company behavior as aresult of the proposed lease
accounting model;

e Macro factors such as inflation and future market prices for rents (e.g., office
rent, retail space rent, etc.);

e Opportunities for aternatives to leasing; and

e Company growth requirements.

Question 14: What are the potential repercussions of the
proposed model on a lessee’s weighted-average cost of
capital?

If finalized as written, we would expect that the implementation of the boards
exposure draft proposals would have an effect on the fundamental inputs used to
value alessee and, through those inputs, on the lessee’ s weighted-average cost of
capital (WACC). When computing the cost of capital for a company, we estimate the
costs of debt and equity for the company and then weight them, based on market
value.

Cost of debt

All things being equal, we would expect that an increase in debt on alessee’ s balance
sheet would increase its cost of debt. The increase in debt would also increase the
weighting of debt (i.e., the percentage of financing that is debt) in alessee’'s
calculation of its WACC.

Given that many derive the cost of debt from debt ratings and the debt rating
agencies already consider leasesin their analysis, the initial expectation might be that
the proposal should not have an effect on credit ratings. The ratings agencies
consider the magnitude of fixed charges when assigning ratings to a company. What
we do not know is how the market (in general) and rating agencies (in particular) will
respond to the “grossing up” of the lease liability in accordance with the proposed
model. Again, the operating |ease commitments currently contemplated by both the
market and rating agencies are hon-cancelable amounts—that is, the obligations
cannot be avoided and the obligation amounts are certain. In contrast, the proposed
measurement model includes obligations that can be avoided (by factoring in renewal
options that are more likely than not to occur) and obligation amounts that are
uncertain (by factoring in estimates of contingent payments, termination payments,
and residual value guarantees).

Aswe demonstrate in our example in Appendix |, our expectation is that the size of
the lease obligations that many lessees likely would be required to bring on to the
face of their balance sheets could be larger than analysts and investors currently
estimate under either the multiples approach or the present value approach. This has
implications for WACC—in particular, that the debt allocation to WACC should be
larger. All things being equal, a higher debt all ocation should imply alower WACC.
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Aswe mentioned earlier in the report, the proposal would bring operating leases on
to alessee' s balance sheet at afrozen interest rate that will not adjust over the life of
the lease. Theinitial measurement of the lease contracts would essentially establish a
cost basis that would be amortized over time. The boards' decision to use amortized
cost accounting for the lease obligation creates a couple of potential problems:

1. Since analyststypically weight debt and equity components of WACC based on
market values, the balance sheet value of the lease liability will not be helpful to
analysts and may actually distort WACC when analysts weight the leases based
on the amortized cost rather than a present value proxy for market value. Good
footnote disclosures will be necessary so analysts have the ability to re-measure
the lease liability at the company’s current cost of debt.

2. Weare currently in aperiod of historically low interest rates. If this period of
historically low interest rates were to continue through the period of adoption of
this standard, the low interest rate would result in the lease obligation coming
onto the balance sheet as alarger liability than it would with higher normalized
interest rates.

Cost of equity

Factoring in an estimate of an impact on the cost of equity isless straightforward. It
is common to estimate the cost of equity through the use of aregression beta. The
regression betais determined by stock returns. At aminimum, we can imply that
these changes will significantly alter GAAP financial performance for many
companies and these accounting changes could be disruptive to P/E multiples and
discounted cash flow valuations. In particular, we would expect the provision to
continually reassess renewals, contingencies, and other more complicated featuresto
be a source of earnings volatility and (potentially) surprise.

Question 15: Are there other ways to measure the assets
and liabilities that arise in a lease contract?

The exposure draft proposes that a lessee should measure both the liability to make
lease payments and the right-to-use asset at amortized cost. (Reminder: “Cost” is
derived from the obligation to make expected lease payments.) In the Basis for
Conclusions to the exposure draft (paragraphs BC65, BC72, and BC74), the boards
argue that fair valuing the right of use asset and lease liability:

1. Would be inconsistent with the initial and subsegquent measurement of many
other non-financia assets (the right-of-use asset) and non-derivative financial
liahilities (the lease liability), thus decreasing comparability for users of financial
statements; and

2. Would be more complex and costly for lessees to apply than a cost-based
approach.

Fair value and expected lease payments

The right-of-use asset and lease liability discussed in the exposure draft are derived
from alessee’ s measurement of its expected |ease payments. The expected |lease
payments in alease contract are the aggregation of lease contract components—those
components can be thought of as distinct performance obligations. Common
performance obligations in alease contract are:
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e The base amount of the contract;
e Contingent payments; and

e Residual value guarantees.

The measurement of lease contractsis complicated by the presence of optionality in a
contract, in particular options to renew or terminate a lease contract. The amortized
cost model was not designed (or intended) to be a measurement basis for complex
financial liabilities exhibiting optionality. Embedded complexity in an instrument is
typically an indication that fair value is the appropriate measurement approach
because that measurement takes into account the specific characteristics of the
financial instrument. We would expect that afair value measurement of alease
would likely be alevel 3 measurement (i.e., mark to model). The fair value
measurement of the performance obligationsin the whole lease contract would
include the lessee’ s expectations about the exercise of options in the lease contract
and the possibility of additional payments being made if options are exercised.

An alter nate approach to amortization

If the boards decide to proceed with the measurement approach proposed in the
exposure draft, we hope that they seriously consider amortizing the right-of-use asset
and the lease liability in accordance with the same amortization schedule, rather than
retaining the straight-line amortization approach for the right-of-use asset proposed
in the exposure draft. In accordance with the proposed model, the intangible asset
will decline on amuch faster basis than the lease liability, and we are concerned that
this relationship between these balances could cause confusion among investors.

Tying the amortization of the right-of-use asset to the periodic reduction of the lease
liability would result in the asset and liability balance remaining equal over the lease
term. This means that the amount recorded as amortization expense would be the
equivalent of the period-over-period reduction in the lease liability. When added to
the interest expense on the liability, the amortization amount would be an income
statement effect that would be a better proxy for cash rental payments than the
proposed accounting, in our view.

The accounting proposed in the exposure draft resultsin the recognition of a higher
expense in the early periods of the lease but reduced expensein the later periods of

the lease. The approach described above would result in alessee recognizing assets
and liabilitiesin its balance sheet; however, the income statement impact would be

less extreme than what is proposed in the exposure draft, particularly with regard to
the boards' tentative decisions on transition requirements.

Impairment of the right-of-use asset

Theboards' respective exposure drafts are markedly light on details on the
impairment of the right-of-use asset. In particular, the FASB exposure draft sends a
lessee to ASC 350 Intangibles—Goodwill and Other for guidance on impairing the
right-to-use asset. However, that guidance then re-directs alessee to ASC 360-10
(paragraphs 35-17 through 35-35) Impairment or Disposal of Long-Lived Assets.
ASC 360-10 requires a company to recognize an impairment loss if the carrying
amount of an intangible asset (i.e., alessee sright-of-use asset) is not recoverable
and its carrying amount exceeds its fair value.
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The FASB did not include proposed consequential amendmentsto ASC 360-10 in its
version of the exposure draft. As currently drafted, alessee would have to determine
afair value for its right-of-use asset in order to apply the existing impairment model.
Further, it is not clear how an assessment of recoverability would be made for a
right-to-use asset, unless recoverability (for alessee) is areference to whether the
lessee’ sright-of -use asset reflects an above-market lease rate.

Question 16: Do the proposed disclosures go far enough?

Setting aside our concerns about the measurement model proposed in the exposure
draft, we think that the proposed disclosures are a good starting place. However, we
expect that the measurement model proposed in the exposure draft (and the lack of
required disaggregation of amounts proposed to be presented on the face of the
financia statements) could encourage investors and analysts to unwind the amounts
presented in the financial statements and replace them with amounts that are more
economically relevant. At the very least, we think that investors and analysts would
benefit most from required disclosures similar to what we include below in Table 6
and Table 7.

Table 6 is an example of adisclosure that would be helpful if the lessee has only one
lease. Given that many |essees have literally thousands of separate |ease contracts,
Table 7 is an example of how the information in Table 6 for a single lease contract
could be trandated into meaningful and helpful lease portfolio disclosures. Table 7 is
a stratification table where companies would traunche al of their expected lease
payments into asingle schedule. Similar schedules could be built to show contingent
and residual value guarantees.

In Table 6, afictional company has assumed that it will exercise two of its four
renewal options. In management’ s judgment, renewal option 2 has a 51% probability
of exercise and renewal option 3 has a 49% probability of exercise. While these are
fairly similar probabilities of exercise, the “more likely than not” criteriain the
proposed model essentially creates a bright line at 50%. The conseguence of not
including the third option in the calculation of the expected lease paymentsis a
reduction in the lease liability from $1,047,324 to $953,561.

From our perspective, it would seem that the “more likely than not” criteriawill be
the most obvious area where managements may exercise significant discretion. If a
company has thousands of separate |ease contracts, we would expect that auditors
likely would not scrutinize every lease assumption—instead, they likely will sample
the lease contract portfolio, testing arelatively small percentage of contracts.

With thisreality in mind, a schedule like Table 7 could provide investors and
analysts with a snapshot of management’ s overall judgment about several aspects of
their lease portfolio. Analysts could monitor such tables over time, and the
information in this schedule would alow the analyst to make alternative
assumptions. The schedule would also allow the analyst to estimate the value of the
leases based on a present value measure rather than an amortized cost measure.
Providing an analyst with the information to do a current present value (or expected
value) calculation would give him or her the ability to back out the proposed lease
accounting effects and replace them with more decision-useful measures, we believe.
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Table 6: Other potential disclosures for a company with a single lease (not part of the FASB/IASB proposal)

Expected amounts 10% discount rate
Probability of Base lease Contingent RESEIRVEINES NPV of total
exercise payment payments guarantees Total NPV of payment  payments
100,000 3,000 1,000 104,000 94,545 94,545
2 100% 100,000 3,000 1,000 104,000 85,950 180,496
3 100% 100,000 3,000 1,000 104,000 78,137 258,633
4 100% 100,000 3,000 1,000 104,000 71,033 329,666
Minimum lease term 5 100% 100,000 3,000 1,000 104,000 64,576 394,242
6 100% 100,000 3,000 1,000 104,000 58,705 452,947
7 100% 100,000 3,000 1,000 104,000 53,368 506,316
8 100% 100,000 3,000 1,000 104,000 48,517 554,832
9 100% 100,000 3,000 1,000 104,000 44,106 598,938
10 100% 100,000 3,000 1,000 104,000 40,097 639,035
11 80% 120,000 3,600 1,200 124,800 43,742 682,777
12 80% 120,000 3,600 1,200 124,800 39,765 722,542
Renewal Option #1 13 80% 120,000 3,600 1,200 124,800 36,150 758,692
14 80% 120,000 3,600 1,200 124,800 32,864 791,556
15 80% 120,000 3,600 1,200 124,800 29,876 821,432
16 51% 140,000 4,200 1,400 145,600 31,687 853,119
17 51% 140,000 4,200 1,400 145,600 28,806 881,925 Initial amount of lease liability
Renewal Option #2 18 51% 140,000 4,200 1,400 145,600 26,187 908,112 and right of use asset
19 51% 140,000 4,200 1,400 145,600 23,807 931,919 recognized on balance sheet
20 51% 140,000 4,200 1,400 145,600 21,643 953,561
21 49% 160,000 4,800 1,600 166,400 22,486 976,047
22 49% 160,000 4,800 1,600 166,400 20,442 996,489
Renewal Option #3 23 49% 160,000 4,800 1,600 166,400 18,583 1,015,072
24 49% 160,000 4,800 1,600 166,400 16,894 1,031,966
25 49% 160,000 4,800 1,600 166,400 15,358 1,047,324
26 20% 180,000 5,400 1,800 187,200 15,707 1,063,031
27 20% 180,000 5,400 1,800 187,200 14,279 1,077,310
Renewal Option #4 28 20% 180,000 5,400 1,800 187,200 12,981 1,090,291
29 20% 180,000 5,400 1,800 187,200 11,801 1,102,092
30 20% 180,000 5,400 1,800 187,200 10,728 1,112,820
4,000,000 120,000 40,000 4,160,000

Source: J.P. Morgan estimates.
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Table 7: Other potential disclosures for a company with a large lease portfolio

(not part of the FASB/IASB proposal)

Lessee Aggregate Lease Portfolio - Base Lease Payments >50% All
100%  99% —90% 89% —80% 79% — 70% 69% — 60% 59% —50% 49% — 40% 39% — 30% 29% — 20% 19% — 10% 9% — 0% [EfeleE1ININA Mol IITES
Lease Year More likely than not to occur Not Expected to Occur Total Total
Year 1 100,000 - - - - - - - - 100,000 100,000
Year 2 100,000 - - - - - - - 100,000 100,000
Year 3 100,000 - - - - - - - 100,000 100,000
Year 4 100,000 - - - - - - - 100,000 100,000
Year 5 100,000 - - - - - - - 100,000 100,000
Year 6 100,000 - - - - - - - 100,000 100,000
Year 7 100,000 - - - - - - - 100,000 100,000
Year 8 100,000 - - - - - - - 100,000 100,000
Year 9 100,000 - - - - - - - 100,000 100,000
Year 10 100,000 - - - - - - 100,000 100,000
Year 11 - - 120,000 - - - - - 120,000 120,000
Year 12 - - 120,000 - - - - - 120,000 120,000
Year 13 - - 120,000 - - - - - 120,000 120,000
Year 14 - - 120,000 - - - - - 120,000 120,000
Year 15 - - 120,000 - - - - - 120,000 120,000
Year 16 - - - - - 140,000 - - 140,000 140,000
Year 17 - - - - - 140,000 - - 140,000 140,000
Year 18 - - - - - 140,000 - - 140,000 140,000
Year 19 - - - - - 140,000 - - 140,000 140,000
Year 20 - - - - - 140,000 - - 140,000 140,000
Year 21 - - - - - - 160,000 - - 160,000
Year 22 - - - - - - 160,000 - - 160,000
Year 23 - - - - - - 160,000 - - 160,000
Year 24 - - - - - - 160,000 - - 160,000
Year 25 - - - - - - 160,000 - - - 160,000
Year 26 - - - - - - - - 180,000 - 180,000
Year 27 - - - - - - - - 180,000 - 180,000
Year 28 - - - - - - - - 180,000 - 180,000
Year 29 - - - - - - - - 180,000 - 180,000
Year 30 - - - - - - - - 180,000 - 180,000
Total 1,000,000 - 600,000 - - 700,000 800,000 - 900,000 2,300,000 4,000,000

Sensativity Analysis: The present value of the lease obligations above is as follows under the following discount rate assumptions.

10%| 614,457 - 175,381 - - 127,048 90,156 - 62,977 916,886 1,070,020
9%| 641,766 - 197,164 - - 149,500 111,045 - 81,193 988,429 1,180,668
8%| 671,008 - 221,928 - - 176,214 137,061 - 104,941 1,069,149 1,311,151
T%| 702,358 - 250,120 - - 208,054 169,531 - 135,982 1,160,532 1,466,046
6%| 736,009 - 282,259 - - 246,074 210,150 - 176,665 1,264,342 1,651,157
5% 772,173 - 318,951 - - 291,557 261,077 - 230,131 1,382,682 1,873,890

Source: J.P. Morgan estimates.

J.PMorgan
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Corporate Behavior

Question 17: Why do companies enter into operating
leases?

Leasing is an important and often used source of financing that enables companies to

acquire the right to use assets without making largeinitial cash outlays. Further, lease
contracts with features such as options and contingent rentals are an important part of
the financial flexibility that has been negotiated between alessee and alessor.

Companies currently account for |eases as operating leases or capital |eases. Though
operating leases often provide similar risks and benefits as outright ownership,
neither the leased asset nor the obligation to pay for the use of the asset is recorded
on the balance sheet. Instead, rent expense is recorded in the income statement on a
straight-line basis throughout the lease term. The result is that operating leases are
sometimes used as a means of off-balance-sheet financing. When funds are borrowed
to purchase an asset, the resulting liability has a negative effect on a company’ s debt-
to-equity ratio and other measures of a company’ sriskiness. Similarly, a purchased
asset increases total assets and correspondingly lowers cal culations of the rate of
return on assets. Many companies avoid reporting assets and liabilities by leasing
rather than buying and by constructing lease agreements in such away that
capitalizing the assets and liabilitiesis not required (see Question 18 for more
information).

L ease contracts that qualify for operating |ease classification result in rent expense
(an operating expense) that is tax-deductible. Even though rent expense reduces net
income, those payments also provide atax benefit. The tax benefit is proportional to
acompany’s marginal tax rate. The effect of a capital lease on operating income and
net income is different than that of an operating lease because capital leases are
treated similarly to assets that are bought by a company—that is, the company is
allowed to claim both depreciation on the asset and an imputed interest payment on
the lease as tax deductions.

A company’s decision to enter into either an operating lease or a capital lease may be
motivated by operational incentives—for example, tax and market considerations
may motivate a company to enter into lease arrangements. A company with little or
no taxable income (e.g., a start-up or acompany experiencing an economic
downturn) will get little benefit from depreciation deductions. However, a company
can benefit indirectly by leasing assets rather than buying. By allowing the lessor to
retain ownership of the leased asset (and therefore benefit from depreciation
deductions), the lessee can often negotiate |lower |ease payments.

A lessee with sufficient taxable income to take advantage of the depreciation
deductions can also achieve similar tax benefits by constructing a synthetic lease.
Financial reporting rules differ from tax regulationsin the United States. As aresult,
in some cases a company may own an asset for tax purposes (and therefore obtain the
deductions for depreciation expense for tax purposes) while not reflecting the
ownership in itsfinancial statements (meaning no asset is recorded on the balance
sheet). A lease that is structured to provide a company with the tax benefits of
ownership while not requiring the asset to be reflected on the company’ s balance
sheet isreferred to as a synthetic lease.
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Companies in some sectors—for example, restaurants and retailers—may be viewed
as “ captive lessees.” These companies generally do not have alease-versus-buy
decision to make because the resource the lessee needs is simply not for saleasa
separable asset (for example, a particular location in a shopping mall). Said
differently, leasing space through arenter/landlord relationship is a fundamental
input to executing a captive lessee’ s particular business model. The option to lease
can provide a growing company with business model flexibility, for example:

¢ |t provides a company with the ability to quickly increase the scale of its
operations during period of high growth;

o |t fulfillsatemporary need for an asset without requiring the commitment of an
outright purchase;

o Itisalower-risk option for testing new markets; and

e [tisacommitment that it is more liquid in nature (e.g., rather than participate in
the difficult process of selling a potentially illiquid commercia property, alessee
can often choose to sublease a space or break the lease and make a termination

payment).

Question 18: What accounting problem is the lease
proposal attempting to address?

In recent years, the FASB and |ASB have made substantial effortsto develop
accounting standards that are based on principles rather than prescriptive rules. A
calling card of arules-based accounting standard is the presence of quantitative
thresholds (a.k.a. bright lines) that result in one accounting treatment if a transaction
is below a particular threshold and another accounting treatment if the transaction is
above the threshold. The capital lease criterion in U.S. GAAP is often held out asthe
poster child for rules-based accounting regquirements.

Some might argue that current lease accounting requirements make sense when
dealing with extremes. For example, operating lease classification (and the
recognition of rent expense) seems appropriate for some types of lease contracts—in
particular, very short-term leases. On the other hand, capital lease classification (and
the recognition of assets and liabilities) seems appropriate for other types of lease
contracts—in particular, lease contracts that are similar to an asset purchase.
However, the existing framework to account for lease contractsin U.S. GAAP and
IFRS breaks down in the middle due—in part—to the existence of quantitative
thresholds.

Quantitative thresholds in accounting standards can create structuring opportunities;
they can aso result in different accounting for economically similar transactions. For
example, if alessee negotiates alease term that isfor 75 percent or more of the
expected economic life of the asset, the lessee would be required to account for the
contract as acapital lease. However, if the lease term is 74 percent of the expected
economic life of the asset, the lessee would be required to account for the contract as
an operating lease. The dramatically different accounting that results from narrowly
being on either side of the quantitative threshold does not help investors to make
comparisons between companies that engage in similar leasing activities. Accounting
that is determined on the basis of quantitative thresholds provides an incentive for
market participants to structure transactionsin order to obtain a preferred accounting
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result (in this case, operating lease classification). In the context of |ease accounting,
market participants are generally aware of the quantitative thresholds and many
structure lease contracts so that capital |ease classification is not triggered.

A move to principles-based standards means eliminating the quantitative thresholds
present in existing accounting requirements and replacing them with robust
principles. In the context of lease accounting, that means developing requirements
that are not based on binary decisions (i.e., on whether features of a contract are
above or below a quantitative threshold). Instead, lease accounting requirements
must reflect a standard approach that holds across the continuum of possible lease
contracts.

Question 19: Including renewal options and contingent
payments in the measurement of expected lease
payments—what problem does that solve?

In the Basis for Conclusions to the exposure draft, the boards acknowledge that using
the most likely lease term is a practical solution to problems associated with the
accounting for leases with options. If optiona periods are not included in the lease
term, the boards think that significant structuring opportunities would be created. The
boards make a parallel argument for including contingent amounts in the lease
liahility. The reasoning: alessee could structure lease payments as contingent to
avoid recognizing aliability.

Indeed, without the inclusion of the renewals, we would expect companies to
drastically reduce their non-cancelable lease period and include more renewal
options. Further, without contingencies embedded in the measurement of the lease
liahility, we would expect to see more of the rental payments shift from the base
payment amount to the contingent amount.

The boards' proposed approach requires a lessee to determine the expected cash
flowsfor alease liability under avariety of scenarios. For all of the cash flow
scenarios that fall above a more-likely-than-not threshold, the lessee aggregates those
amounts and discounts them back to the present day, using either the lessee’s
incrementa borrowing rate or the interest rate implicit in the lease. The important
point hereis that the approach described in the exposure draft is not atraditional
probability-weighted expected cash flow calculation that investors and analysts are
familiar with since it does not weight the cash flows prior to their discounting and it
ignores scenarios with probabilities under 50%.

Question 20: How might the proposed changes affect a
company’s financing decisions?

We think that the proposed accounting model for leases will be a catalyst for
companies to reassess and (potentially) rationalize their leasing decisions. The
original reasons a company decided to lease a particular asset versus buying it may
no longer be relevant. For example, lease transactions previously structured for off-
balance-sheet benefit at a higher cost compared to straight borrowing may no longer
be optimal. Further, some lessees may decide that the complexity of the proposed
model and the potential cost to comply with its requirements may make leasing an
unattractive option.
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We already have some anecdotal evidence that suggests companies are going through
the process of taking a fresh look at their leasing decisions. Northrup Grumman
Corp. (NOC) recently announced plans to move from Los Angeles, Californiato
Falls Church, Virginia. In particular, NOC decided to buy property rather than lease
it, citing the proposed new accounting standards as a motivating factor in making the
change. The deal is something of an about-face in terms of the company’ s approach
to corporate real estate. For roughly 20 years, NOC's corporate headquarters have
been leased office space.

While we do not expect that the proposed leasing model will be the single motivating
factor in the lease-versus-buy decision, we do think that the proposed change could
be one of the factors that tip some companies over the edge. We expect that
companies will also consider the following additional factors:

o Availability of alternate financing arrangements,
e Economic outlook;

e Tax consequences,

e Regulatory outlook; and

e Current and planned physical requirements (i.e., operational outlook).

What is uncertain is how regulatory agencies will view this change. In particular, it is
not clear how the proposed model will impact risk-based capital requirements and
other key regulatory metrics. In the light of the balance sheet gross-up and
acceleration of expenses relative to straight-line rent expense typical of an operating
lease today, the effect of the change could be very significant to banks and other
regulated entities whose capital ratios and/or other metrics are closely monitored.

We expect that capital ratios could be adversely affected if computed in accordance
with the proposed model (without adjustment). In particular, the boards' decision to
move forward with aright-of-use model—an intangible asset model—for lessees
would require abank to bring all of its branch operating |ease arrangements onto its
balance sheet. However, because the asset is an intangible asset, it is not clear that a
bank would receive any credit (from aregulatory capital perspective) for those
assets. The basis for this conclusion is that—at least in the United States—intangible
assets are not deemed to have permanence of capital. Said differently, intangible
assets are not thought of as having any loss-absorption capacity.

Aswe have mentioned earlier, companies in some sectors—for example, restaurants
and retailers—may be viewed as captive lessees. These companies generally do not
have alease-versus-buy decision to make. Said differently, leasing spaceisa
fundamental input to executing their respective business models. The requirement to
include all renewal optionsin the calculation of expected |ease payments could hit
companies in these sectors particularly hard. A retailer (a going concern) that wants
continued accessto a“prime” location from which to execute its business has no
choice but to exercise the renewal optionsin its lease contract. Consequently, it could
be difficult for a captive lessee to overcome (to the satisfaction of its auditors) the
rebuttable presumption that it must include al renewal periodsin its lease contracts
as part of the expected lease payment calculation. To mitigate the effect of including
all renewal optionsin the calculation, we would expect to see lease contracting
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practices evolve in the near term. In other words, we expect that in the current
economic environment alessee would be motivated to reduce its exposure to some
aspects of the proposed lease accounting model.

One approach that alessee might take to minimize the effect of the proposals would
be to reduce the amount of time between renewal periods for long-term contracts. For
example, if acompany had an initial non-cancelable lease term of ten years followed
by one ten-year renewal period, it might make sense to change from one ten-year
renewal period to another contract that has five two-year renewal options between
yearsten and 20. If only two of the five renewal options are deemed to be more
likely than not to occur, the company could argue that 14 years of lease obligations
should be on the balance sheet rather than the 20 years of |ease obligations that
would result from the original contract.

Question 21: What are the proposed transition
requirements for lessees?

Another important point is that the proposed leasing standard would be applied by a
lessee by recognizing aright-of-use asset and a lease liability for all outstanding
leases at the transition date—that is, there is no grandfathering for existing leases.
That means companies will be required to inventory all lease contracts and—for
each—determine the lease term and the effect of contingent payments, residual value
guarantees, and termination payments. The expected lease payment would then be
discounted using the lessee’ sincremental borrowing rate on the transition date.

A consequence of the proposed transition approach is that al of a company’s lease
contracts are effectively reset to year one on adoption of the final standard. The
effect on net income could be significantly adverse for lessees on transition because
the model produces higher aggregate expense in early periods of alease term. While
the effect will lessen over time, we expect that the proposed transition would have
material negative consequences for the P/Es of most lessees.

Question 22: If the proposals are watered down during
redeliberations, would company behavior still be affected?

The comment period on the boards' exposure draft ends 15 December 2010. The
boards have al'so committed to holding four separate public round-table meetingsin
December 2010 and January 2011 to gain additional feedback on the proposed
leasing model.

Given the boards’ stated goal of publishing afinal ASU/IFRS by 30 June 2011, the
number of other major projects that are also scheduled to complete in the same time
frame, and the number of questionsto be resolved about the proposed leasing model,
we expect that:

e Theboards may find it necessary to strip out the proposed changes to |essor
accounting and, instead, focus their efforts on finalizing the new lessee
accounting model;

e Thedecision to bring substantially all leases onto the face of the balance sheet
will not change; and
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o Redeliberations will focus on the proposed measurement of expected lease
payments. In particular, we expect that significant time will be spent revisiting
the proposals on renewal options, contingent payments, termination payments,
and residual value guarantees.

Even if the measurement approach proposed in the exposure draft is toned down, we
till expect corporate behavior to change, particularly as the boards signal through
their deliberations the direction of the measurement approach to be included in the
final ASU/IFRS. Most importantly, we think that the proposed increase in reported
liahilities at atime of significant financial uncertainty will be sufficient impetus for
shifts in lessee decision-making.

Dane Mott is a member of the FASB' s Investor Technical Advisory Committee and
several | ASB advisory committees: the IFRS Advisory Council; the Analyst
Representative Group; and the Employee Benefit Working Group.

JPMorgan Chase & Co. and its affiliates do not provide tax advice or advice on tax
accounting matters. Accordingly, this material is not intended or written to be used,
and cannot be used or relied upon, by any recipient in connection with promotion,
marketing, or a recommendation for the purpose of avoiding U.S. tax-related
penalties. Each client should consult his/her personal tax and/or legal advisor to
learn about any potential tax or other implications that may result from acting on a
particular recommendation.
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Appendix I: Case study

Disclosure and valuation in accordance with existing U.S.
GAAP

It isJanuary 2011, and Retail Lessee Company (RLC) is preparing its 2010 10-K.

RLC was founded in 2001. Between 2001 and 2010, RL C has grown from one store
to ten stores by opening one store each year. It is not disclosed in RLC disclosures,
but all of these retail locations are secured under ten-year non-cancelable leases, and
each lease has arenewal option attached to it that will extend the original ten-year
term ten more years to a 20-year term.

All of RLC'sleased properties are homogeneous. In 2001, Lease Contract 1 was
executed at $100. Each successive contract was entered into at a price that was 3%
higher than the previous year (in recognition of inflation). As aresult of inflation, by
2010 Lease Contract 10 was entered into for $130 per year, a 30% premium to the
non-cancelable portion of Lease Contract 1 from 2001.

The store secured under Lease Contract 1 recently finished its tenth year, and RLC
exercised its renewal option on December 15, 2010. Under the terms of the renewal,
the rent will escalate from the $100 per year level in the first ten years to $134 per
year in the next ten years.

In Table 8, weillustrate RLC’ s 2010 10-K lease footnote disclosure of its minimum
non-cancelable lease commitments (prepared in accordance with existing U.S.
GAAP). Based on the non-cancelable criteria, 2020 is the final period that the
company has exposure to a non-cancelable lease obligation. The exercised renewal
option on Lease Contract 1 isthe contract that gives rise to the lease obligation in
2020.

Investors only see the minimum lease commitment disclosure in the 10-K footnotes.
In this situation, analysts would see alump sum payment of $1,939 for 2016 and
after. A difficult exercise for analystsis attempting to assign the residual lease
payments across years. Aswe see with RLC' sinternal schedule, 2011 minimum
lease commitments range from $1,181 in 2011 to $134 in 2020.
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Table 8: RTL lease contract schedule used to populate its future lease commitment schedule for 2010 10-K (existing U.S. GAAP applied)

2001
Lease contract 1 100
Lease contract 2
Lease contract 3
Lease contract 4
Lease contract 5
Lease contract 6
Lease contract 7
Lease contract 8
Lease contract 9
Lease contract 10

2002

100
103

2003

100
103
106

2004
100
103
106
109

100
103
106
109
113

100
103
106
109
113
116

100
103
106
109
113
116
119

100
103
106
109
113
116
119
123

100
103
106
109
113
116
119
123
127

100
103
106
109
113
116
119
123
127
130

Minimum Lease
Commitments

J.PMorgan

(Disclosed in
Notes) %of %A
Total  YoY
17%
2012 | 1,078 16% -9%
2013 972 14%| -10%
2014 862 13%| -11%
2015 750 11%| -13%
2016+ | 1,939 29%| -11%
Total | 6,782 | 100%

134 134 134 134

2015
134

2016
134

2019 2020
134 134 134 134

Source: J.P. Morgan estimates.

Minimum Lease Commitments:

Discounted @ 5%:
Present Value:

1,181 1,078 972 862 750 634 515 392 265 134 6,782
105 110 116 122 128 134 141 148 155 163
1,125 978 839 710 588 473 366 265 171 83 5,596
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Net present value calculations using existing U.S. GAAP disclosures

For analysts attempting to perform a net present value calculation of the liability, the
duration and amount of the lease contracts will play an important role in the
valuation. Below we present three alternative methods for allocating the year-six
lump sum payment.

e In Approach 1, we assign the year 5 (2015) payment to 2016 and after until the
entire $1,939 is allocated.

e In Approach 2, we apply the average payment in years 1-5 to 2016 and beyond
until the $1,939 lump sum is allocated.

e In Approach 3, we calculate the average decline in lease paymentsin years 1-5.
We then reduce the year 5 commitment by that percentage to calculate the year 6
payment, continuing the process for each consecutive year by that amount until
the balance is zero.

Given the relative short duration of RLC' s lease exposure, the three net present value
calculations are fairly consistent with the discounted cash flow approach. The three
net present value approaches averaged to lease ligbility of $5,631 whereas the actual
net present value using the actual schedule to prepare the 10-K s was $5,596.

Multiplesof rent

An dlternative to a net present valuation calculation is a multiples approach. Given
that this company is assumed to be in the retail industry, the commonly used multiple
is 8x current rent expense. We estimate rent expense to be the equivalent of the 2010
minimum lease payments of $1,146. In this situation, the result is a $9,160 estimated
lease liahility that is 64% higher than the calculation using the actual lease schedule.

Table 9 illustrates the three NPV approaches and the “multiples of rent” approach
described above.
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Table 9: Different approaches to valuations of lease commitments using existing U.S. GAAP disclosures

Net Present Value Calculations of Lease Liabilities Using U.S. GAAP Disclosures

Approach 1: Divide lump sum by year 5 lease commitment

Estimates
2011 2012 2013 2014 2015 2016 2017 2018 2019
Minimum Lease Commitments: 1,181 1,078 972 862 750 750 750 440 0
Discounted @ 5%: 1.05 1.10 1.16 1.22 1.28 1.34 141 1.48 1.55
Present Value: 1,125 978 839 710 588 560 533 298 -

Minimum Lease Commitments:
Discounted @ 5%:
Present Value:

Estimates
2011 2012 2013 2014 2015 2016 2017 2018 2019
Minimum Lease Commitments: 1,181 1,078 972 862 750 670 598 534 138
Discounted @ 5%: 1.05 1.10 1.16 1.22 1.28 1.34 141 1.48 1.55
Present Value: 1,125 978 839 710 588 500 425 361 89

Approach 2: Divide lump sum by average of year 1 through 5 lease commitments

Estimates
2011 2012 2013 2014 2015 2016 2017 2018 2019
1,181 1,078 972 862 750 969 969 2 0
1.05 1.10 1.16 1.22 1.28 1.34 1.41 1.48 1.55
1,125 978 839 710 588 723 688 1 -

Approach 3: Determine run-off rate

J.PMorgan

6,782

5,629

6,782

5,651

6,782

5,613

Multiples of Rent Expense

Multiples of Rent Expense
2010 Rent Expense 5x 6x 7 8x 9x 10x
_— 1,146 1,146 1,146 1,146 1,146 1,146
5,725 6,870 8,015 9,160 10,305 11,450
~ ' -

*2010 rent expense inflated by a multiple that approximates
the average lease term of the lease contract portfolio
* The larger the multiple (lease term) used, the larger the liability.

Disclosure and valuation in accordance with proposed
model

In Table 10, we assume the same fact pattern for RLC that was applied to the

exampl e that explored existing U.S. GAAP requirements. The only changeisthe

application of the proposed model in place of existing U.S. GAAP. As a consequence

of making that change, RLC determinesthat it has ten renewal options that need to
be factored into the valuation of the liability (i.e., the renewals are more likely than

not to occur).

When the renewal options are factored into the cal culation, the expected

undiscounted |ease commitments increase from $6,782 to $20,844. The net present
value of the lease obligations increases to $14,089 (from $5,595 using the original

U.S. GAAP disclosures).

Once again, the net present value calculations are fairly close to the actual value

calculated with the full schedule. The average of our three net present value
approachesis $14,089.
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The takeaway

When we included the renewal options into the calculation, the expected lease
payments represent a substantial increase over the minimum lease commitments
currently disclosed in accordance with U.S. GAAP. Further, the calculated obligation
is substantially higher than the amount of liability an investor would get from either
the multiples approach or the net present value approach calculated in accordance
with existing U.S. GAAP.

While thisisonly an example, it illustrates how the inclusion of the renewal options
in the measurement of expected |ease payments has the ability to make the balance
sheet effect of this proposed change more severe than many may anticipate.
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Table 10: RTL lease contract schedule used to populate its future lease commitment schedule for 2010 10-K (proposed model applied)

Minimum Lease Commitments
(Disclosed in Notes)

% of Total

% A YoY

20,844

J.PMorgan

Minimum Lease Commitments:
Discounted @ 5%:
Present Value:

Minimum Lease Commitments:
Discounted @ 5%:
Present Value:

Minimum Lease Commitments:
Discounted @ 5%:
Present Value:

Minimum Lease Commitments:
Discounted @ 5%:
Present Value:

Source: J.P. Morgan estimates.

134 134 134 134 134 134 134 134 134 134
138 138 138 138 138 138 138 138
143 143 143 143 143 143 143 143 143
147 147 147 147 147 147 147 147 147 147
113 113 113 113 151 151 151 151 151 151 151 151 151
116 116 116 116 116 156 156 156 156 156 156 156 156 156 156
119 119 119 119 119 119 160 160 160 160 160 160 160
123 123 123 123 123 123 123 165 165 165 165 165 165 165 165
127 127 127 127 127 127 127 170 170 170 170 170 170 170 170 170
130 130 130 130 130 130 130 130 130 175 175 175 175 175 175 175 175 175 175
1,181 1,216 1,253 1,290 1,329 1,369 1,410 1,452 1,496 1,541 1,406 1,268 1,125 978 827 671 511 346 175
1.05 1.10 1.16 1.22 1.28 1.34 141 1.48 1.55 1.63 171 1.80 1.89 1.98 2.08 2.18 2.29 241 2.53
1,125 1,103 1,082 1,062 1,041 1,021 1,002 983 964 946 822 706 597 494 398 308 223 144 69
Approach 1: Divide lump sum by year 5 lease commitment
Estimates
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027
1,181 1,216 1,253 1,290 1,329 1,329 1,329 1,329 1,329 1,329 1,329 1,329 1,329 1,329 1,329 1,285 - 20,844
1.05 1.10 1.16 1.22 1.28 1.34 141 1.48 1.55 1.63 171 1.80 1.89 1.98 2.08 2.18 2.29
1,125 1,103 1,082 1,062 1,041 992 944 900 857 816 71 740 705 671 639 589 14,042
Approach 2: Divide lump sum by average of year 1 through 5 lease commitments
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027,
1,181 1,216 1,253 1,290 1,329 1,254 1,254 1,254 1,254 1,254 1,254 1,254 1,254 1,254 1,254 1,254 784 20,844
1.05 1.10 1.16 1.22 1.28 1.34 141 1.48 1.55 1.63 171 1.80 1.89 1.98 2.08 2.18 2.29
1,125 1,103 1,082 1,062 1,041 936 891 849 808 770 733 698 665 633 603 574 342 13,915
Approach 3: Determine run-off rate
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027,
1,181 1,216 1,253 1,290 1,329 1,369 1410 1,452 1,496 1,541 1,587 1,634 1,684 1,734 669 20,844
1.05 1.10 1.16 1.22 1.28 1.34 141 1.48 1.55 1.63 171 1.80 1.89 198 2.08 2.18 155
1,125 1,103 1,082 1,062 1,041 1,021 1,002 983 964 946 928 910 893 876 322 - - 14,257
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Appendix II: Proposed lessor accounting
model

In the exposure draft, the boards al so propose a right-of-use model for lessor
accounting. The lessor model contains two approaches to account for the assets and
liahilities that arise in alease contract (from the lessor’ s perspective): the
performance obligation approach and the derecognition approach. At the date of
inception of alease contract, alessor would determine the approach to use on the
basis of whether it retains exposure to significant risks or benefits associated with the
underlying asset both during and after the expected lease term. Figure 3 provides
an overview of the proposed lessor accounting model.

Figure 3: Overview of the proposed lessor accounting model

Does the lessor transfer to the lessee the majority of
the risks or benefits of the underlying asset?

Lessor keeps the underlying
asset on its balance sheetand !
records a right to receive lease

payments and a lease liability

NO YES

Balance sheet

Underlying asset

Right to receive lease payments

Lease liability

Net lease asset/(liability)

Income statement

Source: J.P. Morgan estimates.

42

Lease income
Depreciation expense
Interest income

Lessor takes part of the

Performance Derecognition © underlying asset off of its balance

Obligation Approach © sheet and records a right to
Approach {

receive lease payments

Balance sheet

Residual asset X
Right to receive lease payments X

Income statement

X Revenue X
(X) Cost of sales (X)
X Interest income X

Both proposed approaches would require alessor to determine the assets and
liahilities on the basis of the longest possible lease term that is more likely than not
to occur. That means a lessor would be required to make judgments about the
lessee’ s behavior—that is, alessor would have to determine whether the lessee is
more likely than not to exercise the options built into the lease. A lessor would also
be required to make estimates of cash receipts for contingent rentals, residual value
guarantees, and terminations.

Neither proposed approach isa great answer for lessors

The bulk of the boards’ efforts have been focused on the development of the lessee
accounting proposals. It is worth noting that the boards' joint discussion paper
Leases. Preliminary Views (issued 19 March 2009) proposes only alessee
accounting model. At the time, the boards had decided to defer consideration of
lessor accounting and concentrate on developing an improved lessee accounting
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model. While the discussion paper contains some information about how a right-of-
use model might be applied to lessors, the boards had not discussed the accounting
for lessorsin detail. Consequently, the discussion paper did not represent the boards’
preliminary views for lessor accounting.

Many respondents to the discussion paper requested that the boards develop a
consistent and symmetric accounting model for both lessees and lessors. Further, the
boards decided that the accounting for leases by lessors should be consistent with the
proposals in their project on revenue recognition. Consequently, it was decided to
develop an exposure draft that addresses both lessee and lessor accounting.

The proposed lessor accounting model raises many questions that have not yet been
sufficiently answered. Given the conceptual fragility of the proposed |essor
accounting model and the fact that the boards:

1. Havelimited time available for redeliberations (six months) and a number of
complex projects competing for time during that period; and

2. Haveasignificant number of issues to reconsider on the proposed lessee
accounting model;

Wethink that the final accounting standard for leases will focus on lessee
accounting only and that lessor accounting will bereconsidered at a later date.

Areas to be explored further—the performance obligation approach

e The performance obligation approach in the proposed lessor accounting model is
inconsistent with the proposed lessee accounting model. The proposed |essee
accounting model views alessee as having an unconditional obligation to pay
rentals. The obligation is viewed as unconditional because the lessor has
performed under the lease contract at |lease commencement (i.e., the lessor has
delivered the underlying asset). However, if the lessor has performed, it is unclear
why the lessor recognizes a performance obligation on its balance sheet.

o The performance obligation grosses up alessor’s balance sheet in abig way—
assets are essentially “double counted.” In accordance with the performance
obligation approach, the lessor recognizes areceivable for the expected amounts
due under the lease contract; the lessor also recognizes the whole amount of the
underlying asset. Consequently, for leases of newly acquired assets, the assets
recognized by the lessor will exceed the cash inflows expected from those assets.

e The performance obligation approach would require land leased out under long-
term leases to remain on the lessor’ s balance sheet. The boards have tentatively
decided that even very long term leases of land (e.g., 99 years or 999 years) are
not sales of the underlying land. Consequently, the lessor continues to recognize
the land and a performance obligation that is released to revenue over the term of
the lease (e.g., 99 years or 999 years).

o The performance obligation approach results in lessors such as banks and finance
organizations recognizing the underlying asset on their respective balance sheets.
Thiswill be the case even if the main risk exposureis to the credit risk associated
with the receivable.
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Areas to be explored further—the derecognition approach

When alease is accounted for in accordance with the derecognition approach, no
one party has the underlying asset on its books. For example, in alease of an
airplane, the lessee recognizes a right-of-use asset and the lessor recognizes a
residual asset. No one party recognizes the entire airplane.

The derecognition approach places significant importance on the precision with
which alessor splits payments between |ease payments and payments for
services. Depending on the split that is made, alessor may recognize revenue
and/or gains at the start of the lease for services not yet provided to the lessee.

The derecognition approach givesrise to gainsif the carrying amount of the
underlying asset isless than its fair value. The gains recognized reflect the
difference between the historical cost carrying amount of the portion of the asset
derecognized and the fair value of the right-of-use granted. We expect that some
might argue that this is a disadvantage of carrying the underlying asset at
historical cost rather than a disadvantage of the proposed derecognition approach.

The derecognition approach is more complex to apply than the performance
obligation approach because the lessor is required to cal culate how much of the
underlying asset to derecognize not only at the start of the lease but whenever
there is areassessment of whether an option in the lease contract will be
exercised. The reassessment requires information about the fair value of the
underlying asset.
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