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The dividing line will be a newly created notion in which real estate and equipment leases are treated 
differently.  

 For equipment leases, it is presumed that the lease is an ROU lease for lessees and an R&R 
lease for lessors unless the lease term is an insignificant portion of the economic life of the 
underlying asset or the present value of the fixed lease payments is insignificant relative to 
the fair value of the underlying asset.  This new line is vastly different than under existing 
GAAP and for legal and tax purposes, causing more equipment leases to have front- 
ended costs and causing equipment lessees to keep records under the existing rules.   

 For real estate leases, it is presumed the lease is a Whole Contract lease for lessees and 
operating leases for lessors unless the lease term is for the major part of the economic life of 
the underlying asset or the present value of fixed lease payments accounts for substantially 
all of the fair value of the underlying asset.  This line is virtually the same as the line under 
existing GAAP. 

 
It should also be noted that leases that are viewed as financed purchases by the Revenue 

Recognition Project will not be considered leases.  Control of the underlying asset is the principle 
employed so leases with automatic transfer of title or bargain purchase options will be considered 
financings – not leases.  This means that, for those transactions, capital lease accounting will be used by 
lessees, and lessors will use sale and loan accounting.  The ELFA supports the view that the Revenue 
Recognition standard define what lease contracts are financed purchases versus leases (i.e., 
merely a transfer of the right of use) and let the Leases standard apply to lease accounting.  

 
Commentary 
 
The ELFA believes: 

 It is good that the Boards decided on a two-lease model for lessees as it should be closer to 
the economics of leases in that some leases transfer ownership rights while others merely 
transfer a right of use.  Those that only transfer a right of use are executory contracts that 
should result in a cost pattern that is level and the liability is not classified as debt in 
bankruptcy.  The big problem for equipment leases is the new line to classify leases is 
vastly different than under current GAAP and will not reflect the economics of most 
equipment leases. 

 Equipment lessees will not support the idea of a different dividing line than the existing FAS 
13/IAS 17 as that line is part of the current federal tax, property tax and legal systems.  The 
current lease classification GAAP process is closer to the widely accepted “risks and 
rewards” approach.  Lessees will have to keep two sets of records to prepare their tax 
returns and to show potential lenders which leases survive bankruptcy as assets and 
debt using existing capital leases accounting concepts that will remain in the tax and 
bankruptcy rules. 

 Lessees will have a more difficult task of classifying leases under the proposed “line” as there 
is more judgment than under FAS 13. The proposed “line” is now based on a judgment as to 
whether the lease term or PV of the rents is insignificant whereas the current FAS 13 tests 
are the opposite.  That is, is the lease term or the present value of lease payments 
significant compared to the useful life and fair value of the underlying leased asset?  More 
equipment leases will have front-ended costs.  The difference in the outcomes may not likely 
be significant in terms of the cost patterns, which begs the question why change the ”line” 
when the current classification process is well understood, requires less judgment and is part 
of the fabric of business and regulations in the US.. 

 US lessors advocate a two-lease model with financial lessors using the R&R methods and 
operating lessors using the operating lease method.  Symmetry is not appropriate as lessees 
and lessors have different views of the lease transaction.   US equipment lessors who are 
financial lessors will generally view the current decision as an improvement over current 
GAAP (except for the loss of leveraged lease accounting, excluding ITC from revenue 
recognition in non leveraged leases and changes to sales-type profit recognition) only for the 
reason there will be fewer operating leases.   Real estate and full service and short/medium 



term equipment lessors also favor the decision only for the reason that they can keep using 
the operating lease method.  . 

 The true nature of the impact of these decisions will not be fully known until the staff and 
Boards complete the drafting of the Exposure Draft. 

 
 


