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I ntroduction

1. The purpose of this paper is to describe a number of alternative accounting models
that have been suggested for lease contracts and compare the assets and liabilities
recognised under these models to those identified in paper 5. The conclusions reached
in this paper are based upon a conceptual analysis of the assets and liabilities arising
in the simple lease contract described in paper 5. Asthe leasing project progresses, the
staff expect new models and variations on the models described in this paper to
emerge. Consequently, the conclusions reached in this paper regarding the suitability
of different models may change. Furthermore, although the staff’ s objectiveisto
develop a single accounting model applicable to all types of |ease transactions, the

staff have not yet concluded whether this will be possible.
2. This paper considers the following models:

a. Theright of use model;




b. Thewhole asset model;
c. Theexecutory contract model;
d. The model adopted in current standards.
3. Appendix 1 to this paper illustrates each of these models with a numerical example.

Question for working group members

e Do working group members have any suggestionsfor any other

accounting modelsthat the staff should consider ?

Theright of use model

Description of the model

4. Theright of use model* is based upon the premise that once the physical item (the
machinery in the ssimple lease example) has been delivered, the lessee has an
unconditional right to use that machinery for the lease term. Consequently, under the
right of use model the |essee recognises as an asset its right to use the machinery

during the lease term.

5. Similarly, the lessee is considered under the right of use model to have an
unconditional obligation to pay for thisright of use. As aresult, the |essee recognises

aliability for the rental's payable under the lease.

6. Thelessee only recognises as an asset its right to use the machinery for the lease term.
It does not recognise any rightsin respect of the physical item beyond the lease term.
Conseguently, the lessee does not recognise aliability in respect of its obligation to
return the physical item as this obligation does not give rise to an outflow of

economic benefits from the lessee.

! This model was discussed and recommended in the two G4+1 reports into | eases that were published in 1996 and
1999.
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7. Under the right of use model, the lessor recognises two assets: (1) itsright to receive
rental payments; and (2) itsinterest in the machinery after the end of the lease term
(residual rights).?

8. Theassets and liabilities recognised in a simple lease can be summarised as follows:

Assets and liabilities recognised by Assets and liabilities recognised by
lessor lessee

Asset representing the lessee’ s right to use the
machine during the lease term

Receivable in respect of payments over lease term Liability to make payments over lease term

Interest in the residual after the end of the lease term

Analysisof right of use model

9. Current leasing standards treat the physical item that is |eased—the machinery in this
example—as either wholly an asset of the lessee (under a finance lease) or wholly an

asset of the lessor (under an operating lease).

10. The rights that alessee obtains under alease contract are different than the rights
obtained through outright ownership of the machinery. In some leases, the rights
obtained are similar to ownership rights, but they are usually not exactly the same. In
other leases the rights are very different than ownership rights but the lessee,
nevertheless, has rights that meet the definition of an asset.

11. Theright of use model reflects the fact that in all |eases the lessee is granted some

rights over the item that is the subject of the lease.

12. Theright of use model recognises as an asset of the lessee only those rights the lessee
has actually obtained under the lease agreement, which are generally less than the full
rights of ownership of the machinery. For afive year lease of an item of machinery,
the right that is acquired is the right to use the machinery for five years, which may be

significantly less than itstotal estimated economic life.

2 This paper does not consider whether these assets should be presented separately or as asingle asset. Thiswill be
considered at alater stage of the project.
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13.Where alease transfers to the lessee a bundle of rights that may be considered similar
to the rights of outright ownership—for example, alease for the full estimated
economic life of the machinery—the asset that is recognised by the lessee will be very
similar to the asset that an owner would recognise. However, where the rights are
substantially different to those of an owner, the recognised asset will be very different
from that recognised by an owner. Nevertheless, there is no cut-off point at which the
rightsfail to qualify as an asset—the asset recognised is merely “smaller” if the rights

are less.

14. As discussed in paper 5, the staff believe that the lessee has an unconditional
obligation to make payments under the lease once the machinery has been delivered.

Under this model, this obligation is recognised as a liability.

15. Theright of use model treats the lessor as having exchanged some of its ownership
rights over the physical machinery for a contractual right to receive payments under

the lease.

16. The right of use model results in the recognition of the assets and liabilities identified
in paper 5. Consequently, the staff recommend that this model be developed further.
The staff acknowledge that as the project progresses this decision may need to be
reconsidered (particularly if practical/operational problems are encountered when the

staff consider measurement).

Questions for working group members

e What practical/operational issues might be encountered if theright
of use model was adopted as the basis of accounting for lease

contracts?

e What effect (if any) might the adoption of this model have on the

commer cial structuring of leases?




Thewhole asset model

Description of model

17. The whole asset modé is based on the premise that during the lease term, the leased
item is under the control of the lessee. Accordingly, this model recognises the leased

itemin full as an asset of the lessee—both the right to the economic benefits during

the lease term, and the possession of the asset at the end of the lease term—in effect,
recognising the full economic value of the machinery. To correspond to these assets,
the lessee recognises two liabilities—a liability for the payments to be made over the

lease term and a liability representing the lessee’ s obligation to return the asset at the

end of the lease term. Where the lease is for substantially all of the leased item’s

expected useful life, the obligation to return the item at the end of the termis

comparatively insignificant. However, for a short-term |ease the obligation to return

will be more substantial.

18. The lessor recognises as an asset its right to receive payments under the lease and an

asset representing its right to have the machinery returned at the end of the lease

term.®

19. The lessor does not recognise its contractual obligation to permit the use of the

machinery during the lease term as the lessor has surrendered physical control of the

machinery to the lessee.

20. The assets and liabilities recognised in a simple lease can be summarised as follows:

Assets and liabilities recognised by lessor

Assetsand liabilitiesrecognised by lessee

Receivable in respect of payments over lease term

Liability to make payments over lease term

Asset representing:

¢ Right to use the machine during the lease
term

e Possession of the machine at the end of the
lease term

Right to the return of the machinery at the end of the
lease term

Obligation to return the machinery at the end of the
lease term

® Included in thisright is the right to the economic benefits deliverable from the use of the machinery in the period

after the lease term.




Analysis of model

21. The main advantage of the whole asset approach isthat it is ssmple to apply. The
lessee recognises a single asset representing the full economic potential of the
machinery. This asset is measured at the fair value of the machinery, which in many
cases can be readily obtained. Options to extend, etc., are not presented separately.
The lessee recognises two obligations: aliability in respect of the minimum rentals
under the lease and a return obligation. The liability in respect of the minimum rentals

also can be measured easily; the return obligation is essentially a balancing figure.

22. The whole asset approach is also easy to understand. The assets and liabilities
recognised are easily explained. A lease of an aircraft, for example, resultsin the
recognition of an aircraft, aliability to pay rentals and an obligation to return the

aircraft at the end of the lease.

23. However, physical possession of an item is not the same as having a present right to
the economic potential of the machinery for the whole of itslife. The lessee does not
have any contractual or other rights to the economic potential derivable from the
machinery after the end of the lease term. For example, the lessee has no right to use
the asset or sell the machinery after the end of the lease term. It must simply return the
machinery to the lessor. The position of the lessee at the end of the lease term can be
compared to that of an asset custodian. The lessee is holding the machinery on behal f
of athird party (the lessee) but has no rights to the economic benefits embodied in the
machinery. Physical possession of an item without any rights to obtain economic
benefits from the item does not meet the definition of an asset. Consequently, if the
lessee recognises the full economic potential of the machinery as an asset, the

financial statements will overstate the assets of the lessee.

24. The whole asset model resultsin the lessee recognising aliability in respect of its
obligation to return the machinery at the end of the lease term. However, as discussed
above, the lessee has no rights over the machinery after the end of the lease term.

Consequently, there is no outflow of economic benefits from the lessee when it



returns the machinery. Asthereis no outflow of economic benefits, the obligation to

return the machinery does not meet the definition of aliability.

25. Under the whol e asset model, the lessor has two assets: A right to receive payments
from the lessee over the lease term; and aright to have the machinery returned at the

end of the lease.

26.Under asimple lease, the lessor has transferred its right to use the machinery to the
lessee for the lease term in return for the lessee’ s promise to make payments.
Consequently, recognising an asset that represents the lessor’ s right to receive
payments faithfully represents the contractual position. However, the lessor has not
transferred any property rights to the lessee in respect of the period after the end of the
lease term. Therefore, recognising an asset for the return of those rights does not

faithfully represent the position of the lessor.

27.The whole asset model overstates the assets of the lessee. The asset recognised by the
lessee (the full value of the physical item) includes the economic benefits deliverable
from the use of the machinery after the end of the lease term—a right not obtained by
the lessee in this simple lease example. This model also overstates the liabilities of the
lessee as aliability is recognised for the lessee’ s obligation to return the physical item.
The assets and liabilities of the lessor are not overstated under this model. However,
the lessor’ sinterest in the residual asset is mischaracterised as aright to the return of
the machinery. Consequently, the staff do not recommend further consideration of the

whole asset model.

Question for working group members

e Dotheworking group members agree with the staff’s conclusion that
the whole asset approach failsto faithfully represent the contractual

positions of the lessor and lessee. If not, why not?




The executory contract model
Description of model

28. Under thismodel, all leases are treated as executory contracts. This model is based
upon the premise that the lessee’ s right to use the machinery is conditional upon
making payments under the lease. Similarly, the lessee’ s obligation to make payments
Is assumed to be conditional upon the lessor granting the lessee quiet enjoyment of the
machinery throughout the lease term. The executory contract model is also supported
by those who argue that the lessee’ s right to use the asset should be presented net of
its obligation to pay for that right.

29. Consequently, the lessee recognises no assets or liabilitiesin respect of the lease
contact. However, the lessee’ s rights and obligations under this model are disclosed in
the financial statements. The executory contract model is therefore very similar to the

operating lease model used in current accounting standards.
30. The lessor recognises a physical asset in respect of the machinery.
Analysis of model

31. This model relies upon the argument that the lessee’ s right to use the machinery isa
conditional right. That is, the right is conditional upon the lessee making payments
under the lease. The lessee’ s obligation to make payments under the lease is viewed
as a stand-ready obligation that is conditional upon the lessor’ s continued delivery of
the right to use the asset. Unless the lessee continues to deliver the right to use the

asset, the lessee has no obligation to pay for that right of use.

32. However, the staff believes that under a non-cancellable lease the right to use the
machinery and the obligation to pay for its use should be considered to be
unconditional once the machinery has been delivered to the lessee. Under a non-
cancellable lease, the lessee has no contractual right to return the machinery to the
lessor and stop making payments. Consequently, the lessee’s obligation to make

payments under a non-cancellable operating lease is very similar to a borrowing.

33. Upon entering into a non-cancellable lease contract, the lessee obtains a valuable
right—the right to use the leased item for the lease term. The lessor has no right to
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demand the return of the leased item during the lease term. As discussed in paper 5
the staff believe that the lessee’ s right to use the machinery meets the definition of an
asset. If thisright is not reflected in the financia statements, the rights of the lessee
will be understated.

34. The executory contract model does not reflect the fact that the lessor has exchanged

some of itsrights over the physical asset for aright to receive cash from the lessee.

35. The staff believe that the executory contract model fails to recognise significant assets
and liabilities of the lessee. That is, it fails to recognise the lessee’ s right to use the
leased item and its obligation to pay for that right. In addition, the executory contract
model misrepresents the assets of the lessor, in that it fails to recognise that the lessor
has exchanged some of itsrights over the physical asset for a contractual right to
receive cash. Consequently, the staff do not recommend further consideration of this
model.

Questions for working group members

e Do theworking group members agreewith the staff’s conclusion that
the executory contract model failsto represent the contractual

position of the lessee and lessor. If not, why not?

The model adopted in the current standards

Description of model

36. Current leasing standards adopt a hybrid model. Leases are classified as either finance
leases or operating leases, depending on whether substantially all the risks and
rewards of ownership of the physical item are transferred to the lessee by the lease
arrangement.” A finance lease is treated as substantially equivalent to the sale of the
physical item to the lessee, and accordingly, the lessee recognises this as an asset
together with aliability to make the payments over the lease term (as though this was

a borrowing financing the purchase of the item). Thisis similar to the “whole asset”

* This broad principle is supported by more specific tests for determining the classification of the lease.
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approach described above except that a separate liability for the obligation to return
the item at the end of the lease term is not recognised. L eases classified as operating

leases are accounted for as executory contracts.

37.The nature of the assets recognised by the lessor also depends upon lease
classification. Where the lease is classified as a finance |ease, the lessor recognises a
single financial asset that includes both the lessor’ s right to receive payments over the
lease term and the lessor’ sinterest in the residual value of the leased item. If the lease
is an operating lease, the lessor carries the physical asset on its balance sheet (usually

as property, plant and equipment).
Analysis of model

38.Where asimple lease is classified as afinance lease, the assets and liabilities
recognised by the lessee are similar to those identified in paper 5. That is, the lessee
recognises an asset in respect of the right to use the machinery and aliability for

rentals payable.

39.However, if the lease is classified as an operating lease, the assets and liabilities

recognised by the lessee are different to those identified in paper 5.

40. The operating lease model is similar to the executory contract model described above.
The lessee recognises no assets or liabilities. However, as discussed above, alease
that does not transfer substantially all the risks and rewards of ownership nevertheless
confers to the lessee valuabl e rights and corresponding obligations that meet the
definitions of assets and liabilities. For example, the obligation to make payments
under a non-cancellable operating | ease meets the definition of aliability and the right

to use the machinery in such alease meets the definition of an asset.

41. It has been suggested that many of the problems with the existing hybrid model could
be eliminated if the criteriafor classifying leases as finance |eases were changed. For
example, finance leases could be redefined as |eases that transfer the majority of risks
and rewards of ownership of the physical asset to the lessee. Although this approach

would result in more leases being classified as finance leases, there would still be
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leases that convey valuable rights and obligations that would be treated as operating

|eases.

42. Some have argued that the economic substance of “true’ operating leasesis different
from the economic substance of finance leases. That is, “true”’ operating leases are
executory contracts whilst finance leases are, in substance, secured borrowings.
Consequently, it is argued that a hybrid model is appropriate. However, even short-
term leases convey to the lessee aright to use the leased item and a corresponding
obligation to pay for that right. The value of that right is much smaller for a short-
term lease than for alease for most of the economic life of an asset but the right still

exists.

43. The physical asset recognised by alessor under an operating lease does not reflect the
fact that the lessor has exchanged some of its rights over the physical asset for aright

to receive cash from the | essee.

44. When the lease is afinance lease, the lessor’ sinterest in the residual and itsright to
receive rentals are combined. This approach, arguably, resultsin the loss of some
information about the nature of the lessor’s assets and liabilities. A contractual right to
receive rentals has different risks attached to it than aresidual interest in a physical
item.

45.When alease is classified as an operating |lease, the staff believe that the current
accounting model fails to represent the contractual position of the lessee. The lessee's

right to use the leased item and its obligation to pay for it meet the definitions of
assets and liabilities but are not recognised.

46. Although the lessee’ srights and obligations are recognised when the lease is
classified as a finance | ease, the staff do not think that the rights and obligations
arising under an operating lease are conceptually any different from those arising
under afinance lease. Consequently, the staff do not support a model that resultsin

different accounting depending upon the classification of the lease.

11



Question for working group members

e Dotheworking group members agree with the staff’s conclusion that
therightsand obligations arising under an operating lease are

conceptually the same asthose arising under a finance lease? If not,

why not?
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Appendix 1 - Summary of lease models

Note:

The measurement basis used in each of these examplesis for illustration purposes only.
The figures used have been extracted from a more comprehensive example that will be
used when discussing measurement issues.

This example assumes the following fact pattern:

Five year lease of an item of machinery
Initial cost = CU 10,000

Annual rental = CU 2,474 (in arrears)
Residual value = CU 1,000

Present value (PV) of rental payments at beginning of lease = CU 9,378 (at an
interest rate of 10%)

e PV of residua = CU 622 (at an interest rate of 10%).

Model: Right of use Wholeasset | Finance lease Operating/
Executory

LESSEE

Machinery® 9,378 10,000 9,378 nil

Obligation for rentals (9,378) (9,378) (9,378) nil*

Obligation to return (622)

LESSOR

Right to receive rentals 9,378 9,378 nil*

Interest in residual 622 622

Net investment in lease 10,000

Machinery 10,000

® The nature of the asset recognized will depend upon the accounting model adopted.
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