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Furthermore, including these contingent rentals in the obligation would record as a liability
would recognize a cost in a period different from the period of the revenue that caused the
cost to be incurred.

Non-performance contingent rental payments should be included in the obligation. For
example, rent escalations based on an inflation index should be included based on a best
estimate of the future values of the index. Although one could argue that no obligation to
pay the higher rent exists until the index actually increases, the lease agreement was made
with an expectation of particular values of the index, and the value of the right-of-use will
be best approximated by the value of the obligation given reasonable assumptions about the
future index values.

Question 17

The TASB tentatively decided that the measurement of the lessee’s obligation to pay rentals
should include a probability-weighted estimate of contingent rentals payvable. The FASB
tentatively decided that a lessee should measure contingent rentals on the basis of the most
likely rental payment. A lessee would determine the most likely amount by considering the
range of possible outcomes. However, this measure would not necessarily equal the

probability-weighted sum of the possible outcomes.

Which of these approaches to measuring the lessee’s obligation to pay rentals do you
support? Please explain your reasons.

Comment

As noted in our response to question 16, we disagree with both of these approaches with
respect to rentals contingent on performance. With respect to non-performance
contingencies, such as rent escalation due to inflation, we believe a probability-weighted

approach is most logical, for it represents the best expectation of the ultimate cash outflow.

Question 18
The FASB tentatively decided that if lease rentals are contingent on changes in an index or
rate, such as the consumer price index or the prime interest rate, the lessee should measure

the obligation to pay rentals using the index or rate existing at the inception of the lease.
Do you support the proposed approach? Please explain your reasons.

Comment

We disagree with the DP’s conclusion. The value of the obligation at the lease inception
should be a best estimate of the economic value of the obligation. That necessarily requires
use of a forecast of the future value of the index. The DP’s approach does not avoid the
necessity of forecasting the index. It is tantamount to forecasting that the index will not
change. This will result in systematic misstatements of the values of lease obligation, most

likely understating those values significantly.
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Question 19
The boards tentatively decided to require remeasurement of the lessee’s obligation to pay

rentals for changes in estimated contingent rental payments.
Do you support the proposed approach? 1f not, please explain why.

Comment

With respect to changes in rental payments contingent on performance, this issue becomes
moot if our recommendation not to include such contingent rentals in the lease obligaton is
taken.

With respect to rentals that are contingent on an index, we believe that such leases should
not be revalued. This is to keep the accounting for such obligations consistent with
accounting for otherwise similar debt instruments. If a fair value option is permitted, then
lessees should be permitted to revalue obligations to reflect changed expectations for the

future values of indices.

Question 20
The boards discussed two possible approaches to recognising all changes in the lessee’s

obligation to pay rentals arising from changes in estimated contingent rental payments:
a  recognise any change in the liability in profit or loss

b recognise any change in the liability as an adjustment to the carrying amount of the
right-of-use asset.

Which of these two approaches do you support? Please explain your reasons.

If you support neither approach, please describe any alternative approach you would prefer

and why.

Comment

As we do not support linking the accounting for the right-of-use asset and the obligation
subsequent to the lease inception, we reject alternative (b). Thus, although we do not
support recognizing changes in the value of the obligation (other than under the effective
interest method) in the first place, if that were to be done, we would prefer alternative (a) to

alternative (b).

Residual value guarantees

Question 21

The boards tentatively decided that the recognition and measurement requirements for
contingent rentals and residual value guarantees should be the same. In particular, the
boards tentatively decided not to require residual value guarantees to be separated from the

lease contract and accounted for as derivatives.
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Do you agree with the proposed approach? If not, what alternative approach would you

recommend and why?

Comment

When a lessee takes on a residual value guarantee, it has written put option on the
underlying asset. It should be accounted for as such and the lessee should record a liability
at the lease inception for the value of the put option. We believe a residual value guarantee
is a derivative and should be accounted for as such, including application of hedge

accounting rules if the requirements for doing so are met.

Chapter 8: Presentation
Question 22
Should the lessee’s obligation to pay rentals be presented separately in the statement of

financial position? Please explain your reasons.
What additional information would separate presentation provide?

Comment

We do not believe any additional useful information is provided by separating the lease
obligation in the face of the balance sheet. Presumably, the debt foomote will have a
separate amount for lease obligations that would provide any information that users might

want.

Question 23
This chapter describes three approaches to presentation of the right-of-use asset in the

statement of financial position.

How should the right-of-use asset be presented in the statement of financial position?

Please explain your reasons.

What additional disclosures (if any) do you think are necessary under each of the
approaches?

Comment

We believe the right-of-use assets should be classified based on the nature of the assets
under lease. For example, the right to use a building should be including in buildings; the
right to use equipment should be included in equipment; etc. What is important about a
lease is the nature of the asset it transfers the rights over and that will be employed in the

operations of the enterprise.

Chapter 9: Other lessee issues
Question 24
Are there any lessee issues not described in this discussion paper that should be addressed in

this project? Please describe those issues.



Grant Thornton 3

Comment
We have not as yet completed our research in to this are but nothing has yet come to our

attention.

Chapter 10: Lessor accounting
Question 25
Do you think that a lessor’s right to receive rentals under a lease meets the definition of an

asset? Please explain your reasons.

Comment
Yes, it does. A right to receive rentals is a resource that will be converted into cash when

the rental payments are made. It meets the conceprual definition of an asset.

Question 26
This chapter describes two possible approaches to lessor accounting under a right-of-use
model: (a) derecognition of the leased item by the lessor or (b) recognition of a performance

obligation by the lessor.
Which of these two approaches do you support? Please explain your reasons.

Comment

We believe approach (b) double-counts some of the lessor’s assets. In Example 11, the
machine ceases to have any economic value to the lessor except for the rental payments it
will generate. Thus once the lease receivable is recorded, the machine is no longer an asset

from the perspective of the lessor and should be derecognized.

Question 27
Should the boards explore when it would be appropriate for a lessor to recognise income at
the inception of the lease? Please explain your reasons.

Comment

Yes. When a lessor acts as both a provider of goods and a financial institution, as in what
are currently classified as sales-type leases, it is appropriate for lessors to recognize gross
profit on the provision of goods when they are provided. Failure to do so would induce
firms to find third parties to purchase the asset and provide lease financing to the lessee, so
that the firm could recognize gross profit on the sale. As a result, similar transactions would
be accounted for differenty depending on whether the lessor provided financing or a third

party was used.

Question 28
Should accounting for investment properties be included within the scope of any proposed

new standard on lessor accounting? Please explain your reasons.

Comment
We see no reason to exclude investment properties from the scope of the standard.
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Question 29
Are there any lessor accounting issues not described in this discussion paper that the boards

should consider? Please describe those issues.

Comment

We have not as yet completed our research in to this are but nothing has yet come to our

attention.

Specific AASE Questions

a  Whether there are any regulatory issues or other issues arising in the Australian
environment that may affect the implementation of the proposals, particularly any issues
relating to:
I not-for-profit enuties,

it public sector entities;

We are not aware of any regulatory issues that may effect the implementation of the

proposals

b Whether overall, the proposals would result in financial statements that would be useful

tO users,;

We believe that the proposals will result in financial statements that would be useful to

users; and
¢ Whether the proposals are in the best interests of the Australian economy.

We believe that the proposals are in the best interests of the Australian economy.
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ITC 20 LEASES - PRELIMINARY VIEWS

The Heads of Treasuries Accounting and Reporting Advisory Committee welcomes the
opportunity to respond to the AASB’s Invitation to Comment ITC 20 Request for Comment on
IASB Discussion Paper DP/2009/1 Leases.

HoTARAC agrees that the present lease accounting model is conceptually flawed and
therefore supports the Paper’'s fundamental concept that lessees should recognise all assets
and liabilities arising from leasing contracts. Although HoOTARAC members express a range
of views on the effectiveness of the proposals to address the current problems, the general
consensus is that the proposals are moving in the right direction. On balance, HOTARAC
members consider that recognising a right of use asset and an obligation to make payments
would be more robust than the present approach, which is based on a somewhat arbitrary
distinction between operating and finance leases.

However, some jurisdictions consider the proposals would create more problems than they
would fix and propose that the present model's shortcomings be addressed through
increased disclosures.

Major concerns

HoTARAC has several major concerns with the proposals, particularly:

applying the proposal to cancellable leases;

e dealing with term and purchase options, contingent rentals and residual value
guarantees;

e deferring consideration of lessor accounting; and

e addressing scoping issues.
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Applying the proposal to cancellable leases (Questions 3 and 4)

Chapter 3 of the Discussion Paper proposes that a lessee would recognise an asset and a
liability for all leases, including those presently classified as operating leases.

Paragraphs 3.16 and 3.17 conclude that a lessee’s right to use a leased item is an asset
because, among other things, the lessee controls the right to use the leased item during the
lease term as the lessor is unable to recover or have access to the resource without the
consent of the lessee (or breach of contract).

Paragraphs 3.20 and 3.21 conclude that the lessee’s obligation to pay rentals is a liability
because, among other things, it represents a present obligation.

These conclusions arise from considering a simple non-cancellable lease (Example 1).

HoTARAC agrees with these conclusions where a lease contract is non-cancellable but not
where the lease is cancellable. The Discussion Paper's two paragraph analysis (3.19 and
3.20) of why a lessee has a liability is superficial and does not envisage the possibility of a
lease being cancellable and, although Chapter 6 of the Discussion Paper deals with term
options (including early-termination options), it does not specifically discuss leases that are
cancellable.

HoTARAC considers that the proposal should be explicit about cancellable leases, either by
scoping them out or by describing them as executory contracts, or both.

HoTARAC notes that some lease contracts are cancellable at the option of either party (or
both), possibly after some short period of notice, while other lease contracts become
cancellable after an agreed period of non-cancellability. Many tenancy agreements have this
feature.

Where a lease is cancellable, HOTARAC considers that the lessee has little or no present
obligation and little or no control over the leased item. If a lessee has an option to cancel the
lease, it has no liability. If a lessor has an option to cancel, the lessee has no right-of-use
asset. Such agreements are in the nature of executory contracts.

However, HOTARAC also acknowledges that treating some leases as executory contracts
and others as assets and liabilities, would effectively continue the distinction between
operating and finance leases. This could give rise to structuring opportunities to achieve
particular accounting outcomes. Nonetheless, the Discussion Paper’s proposals will move
the boundary significantly and many more leases will be recognised as assets and liabilities.

Dealing with term and purchase options, contingent rentals and residual value
guarantees (Questions 13, 14, 15, 16, 19 and 21).

Paragraphs 6.36 and 6.57 propose that, if a lease contains a term or purchase option, the
lessee should determine the most likely option to be exercised and recognise the lease asset
and liability accordingly. Paragraphs 6.47 and 6.48 propose that the lessee should review
such determinations at each reporting date in the light of any new facts and circumstances.



Paragraphs 7.20 and 7.39 propose that, if a lease contains contingent rentals or a residual
value guarantee, the lessee should estimate their value and measure the lease asset and
liability accordingly. Paragraphs 7.25 and 7.48 propose that the lessee should review such
estimates if circumstances change.

While HoTARAC conceptually agrees with these proposals, it considers that, in many cases,
determining the most likely term and purchase options will be difficult. Similarly, contingent
rentals and residual value guarantees will often be difficult to reliably estimate. This is
especially the case where the determination or estimate is to be made well in advance of the
ultimate event. Such determinations and estimates rely on management’'s judgement and
therefore could be manipulated to achieve particular accounting outcomes such as liability
minimisation. Structuring opportunities could also arise. Moreover, lessees evaluation
abilities and risk-aversion will influence such determinations and estimates.

These factors will reduce the comparability of lessees financial reports.

In addition, a lessor and lessee may have different expectations in relation to the same
economic event, thereby distorting the reciprocity of reporting for that event.

HOTARAC therefore encourages the Boards to develop strong criteria and guidance to
ensure recognition only occurs on a consistent and reliable basis using robust methodology.

Deferring consideration of lessor accounting

Paragraphs 1.20 and 10.01 note the Boards tentative decision to defer consideration of
lessor accounting and concentrate on an improved lessee accounting model.

HoTARAC is concerned that the Boards have deferred considering lessor accounting.

Lessee and lessor accounting are two sides of the same coin and it seems inappropriate to
revisit the conceptual basis for one without addressing the other. This approach risks
overlooking important factors. Basing each side of a transaction on different accounting
models seems illogical and will make financial reports less understandable. It is unlikely to
have any conceptual validity.

Paragraph 1.22 notes that there are disadvantages to deferring consideration of lessor
accounting. These include the possibility of gaining further insights into lessee accounting,
the possibility of having to make further changes to lessee accounting and the problem of
having different conceptual models for lessor and lessee accounting.

HoTARAC therefore urges the Boards to consider both lessee and lessor accounting
concurrently.

Addressing scoping issues (Question 1)

Paragraph 2.6 notes that the existing pronouncements on leases have some scoping issues
that can result in inappropriate classification, inconsistent accounting and structuring
opportunities. However, the Boards do not propose to review or change the existing scope
when developing the proposed new approach to lease accounting.



HoTARAC considers that to introduce a fundamentally new approach to lease accounting
without also reviewing the scope and attempting to remedy some of the known scoping
issues would be a missed opportunity. It is unlikely that these issues will be addressed in the
near future if they are not reviewed now. Known issues should be addressed rather than
perpetuated.

Other concerns

HoTARAC has concerns with several other matters, which are not covered in the responses
to specific questions.

The elimination of the distinction between finance and operating leases will give rise to GFS
harmonisation issues for public sector entities. GFS distinguishes between operating and
finance leases.

The Discussion Paper seems to assume that all leases are a means of financing. HoTARAC
does not consider that all leases necessarily contain a financing element.

The Discussion Paper’'s measurement proposals for assets and liabilities appear to be a
hybrid approach. They do not represent cost, fair value or any other previously identified
measurement basis.

Responses to specific questions

HoTARAC's responses to the specific questions raised in the Paper are set out in
Attachment 1.

If you have any queries regarding HOTARAC’s comments, please contact Robert Williams at
NSW Treasury on 02 9228 3019.

D W Challen

CHAIR
HEADS OF TREASURIES ACCOUNTING AND REPORTING ADVISORY COMMITTEE

14 June 2009

Encl
Contact: Amy Huxley
Phone: 6233 3411

Our Ref: D/14418 AH/DT



ATTACHMENT 1

Responses to specific questions
Scope of lease accounting standard

Question 1: The boards tentatively decided to base the scope of the
proposed new lease accounting standard on the scope of the existing
lease accounting standards. Do you agree with this proposed approach?
If you disagree with the proposed approach, please describe how you
would define the scope of the proposed new standard.

HoTARAC disagrees with the proposed approach and urges the Boards to
address scoping issues concurrently with developing the new approach to
lease accounting.

The Boards propose a new approach to lease accounting, based on
determining the parties rights and obligations in relation to the leased item
rather than determining which party has the risks and rewards of ownership of
the leased item.

Paragraph 2.6 notes that the existing pronouncements on leases have some
scoping issues that can result in inappropriate classification, inconsistent
accounting, and structuring opportunities. However, the Boards do not
propose to review or change the existing scope when developing the
proposed new approach to lease accounting.

HoTARAC notes, for example, that Interpretation 4 Determining Whether an
Arrangement Contains a Lease inappropriately requires certain purchase
contracts to be accounted for as leases. A purchaser may acquire a
custom-built asset (such as a building) and receive title on delivery. The
purchaser might pay the builder (a) in full on delivery, (b) 90 per cent on
delivery and 10 per cent after a defects period has elapsed, or (c) by a series
of agreed payments over a period of time. As the transaction gives the
purchaser (as owner) a right to use the specific asset, Interpretation 4 requires
it to be treated as a lease under AASB 117, thereby necessitating additional
disclosures. This issue could be remedied by excluding up-front purchases
from the scope.

HoTARAC considers that to introduce a fundamentally new approach to lease
accounting without also reviewing the scope and attempting to remedy some
of the known scoping issues would be a missed opportunity. It is unlikely that
these issues will be addressed in the near future if they are not reviewed now.
Known issues should be addressed rather than perpetuated.
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Question 2: Should the proposed new standard exclude non-core asset
leases or short term leases? Please explain why. Please explain how
you would define those leases to be excluded from the scope of the
proposed new standard.

HoTARAC considers that the proposed new standard should not exclude
non-core asset leases or short term leases as there is no conceptual basis for
doing so. However, in practice, some such leases may be immaterial and
therefore effectively scoped out for some individual reporting entities.

Approach to lease accounting

Question 3: Do you agree with the boards’ analysis of the rights and
obligations, and assets and liabilities arising in a simple lease contract?
If you disagree, please explain why.

HoTARAC agrees with these conclusions where a lease contract is
non-cancellable but not where the lease is cancellable. The Paper's two
paragraph analysis (3.19 and 3.20) of why a lessee has a liability is superficial
and does not envisage the possibility of a lease being cancellable and
although Chapter 6 of the Discussion Paper deals with term options (including
early-termination options), it does not specifically discuss leases that are
cancellable.

HoTARAC considers that the proposal should be explicit about cancellable
leases, either by scoping them out or by describing them as executory
contracts, or both.

HoTARAC notes that some lease contracts are cancellable at the option of
either party (or both), possibly after some short period of notice, while other
lease contracts become cancellable after an agreed period of
non-cancellability. Many tenancy agreements have this feature.

Where a lease is cancellable, HOTARAC considers that the lessee has little or
no present obligation and little or no control over the leased item. If a lessee
has an option to cancel the lease, it has no liability. If a lessor has an option to
cancel, the lessee has no right-of-use asset. Such agreements are in the
nature of executory contracts.

However, HoTARAC also acknowledges that treating some leases as
executory contracts and others as assets and liabilities, would effectively
continue the distinction between operating and finance leases. This could give
rise to structuring opportunities to achieve particular accounting outcomes.
Nonetheless the Discussion Paper's proposals will move the boundary
significantly and many more leases will be recognised as assets and liabilities.



Question 4: The boards tentatively decided to adopt an approach to

lease accounting that would require the lessee to recognise:

(a) an asset representing its right to use the leased item for the lease
term (the right-of-use asset)

(b)  a liability for its obligation to pay rentals.
Appendix C describes some possible accounting approaches that
were rejected by the boards.

Do you support the proposed approach?

If you support an alternative approach, please describe the approach
and explain why you support it.

HoTARAC agrees with these conclusions where a lease contract is
non-cancellable but not where it is cancellable. See response to Question 3

Question 5: The boards tentatively decided not to adopt a components

approach to lease contracts. Instead, the boards tentatively decided to

adopt an approach whereby the lessee recognises:

(a) a single right-of-use asset that includes rights acquired under
options

(b) a single obligation to pay rentals that includes options arising
under contingent rental arrangements and residual value
guarantees

Do you support this proposed approach? If not, why not?

HoTARAC supports the tentative decisions to recognise a single right-of-use
asset and a single obligation to pay rentals.

However, HOTARAC also considers that the nature and amount of any
material component of a recognised lease asset or lease liability (for example
a term or purchase option) should be disclosed in the Notes.

Initial measurement

Question 6: Do you agree with the boards’ tentative decision to measure
the lessee’s obligation to pay rentals at the present value of the lease
payments discounted using the lessee’s incremental borrowing rate? If
you disagree, please explain why and describe how you would initially
measure the lessee’s obligation to pay rentals.

HoTARAC disagrees. The Boards appear to have chosen the approach on the
basis of ease of measurement rather than conceptual superiority.



HoTARAC considers that the interest rate implicit in the lease is the
conceptually superior approach to discounting as it is specific to the
transaction in question. Moreover, the incremental borrowing rate may not be
easier to determine as such rates will vary based on the riskiness of the item
being funded and will not necessarily be readily obtainable. The incremental
borrowing rate is likely to be difficult to determine in cases where the lease
term is long, for example 30, 50 or 99 years.

Given that Paragraph 4.16 notes that both approaches should give similar
information, HOTARAC considers that the interest rate implicit in the lease
should be the preferred approach and that the incremental borrowing cost
might be used as a permitted alternative where the interest rate implicit in the
lease cannot be determined.

Question 7: Do you agree with the boards’ tentative decision to initially
measure the lessee’s right-of-use asset at cost? If you disagree, please
explain why and describe how you would initially measure the lessee’s
right-of-use asset.

HoTARAC agrees.
Subsequent measurement

Question 8: The boards tentatively decided to adopt an amortised
cost-based approach to subsequent measurement of both the obligation
to pay rentals and the right-of-use asset. Do you agree with this
proposed approach? If you disagree with the boards’ proposed
approach, please describe the approach to subsequent measurement
you would favour and why.

HoTARAC agrees with subsequently measuring the rental obligation at
amortised cost but considers the right-of-use asset should be measured at
cost or fair value for consistency with the approach to subsequently
measuring similar owned items.

Moreover, the most appropriate measurement approach cannot be
determined separately from the decision about appropriate classification of the
lease asset. Paragraph 8.16 of the Discussion Paper notes the Boards
tentative decision to present the right-of-use asset according to the nature of
the underlying leased item (for example, a leased motor vehicle would be
presented alongside other motor vehicles, but as a separate line item). This
treatment implies that the future economic benefits the entity will receive from
the asset are consistent with the future economic benefits from an equivalent
owned asset. That being the case, the same measurement requirements
should also apply: subsequent measurement should be either on the cost or
revaluation model as per AASB 116 Property Plant and Equipment.
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Other reasons for not measuring the right-of-use asset at amortised cost
include:

e there is questionable logic in having the same measurement approach
for an asset and liability that reflect the same contractual arrangement
and may substantially offset each other (depending on the final
measurement approaches determined);

e future economic benefits arising from an asset would generally differ
from the present obligations inherent in a liability;

e although many financial instruments are subsequently measured at
amortised cost, AASB 139 Financial Instruments: Recognition and
Measurement scopes out leases (except in the case of derecognition
and impairment); and

e it is important for Standards to apply classification and measurement
concepts consistently.

Question 9: Should a new lease accounting standard permit a lessee to
elect to measure its obligation to pay rentals at fair value? Please
explain your reasons.

HoTARAC does not support measuring rental obligations at fair value.

HoTARAC supports measuring such liabilities at amortised cost and agrees
with the supporting rationale given in Paragraphs 5.16 and 5.18 of the
Discussion Paper, particularly the desirability of measuring lease and
non-lease financial liabilities consistently.

Question 10: Should the lessee be required to revise its obligation to
pay rentals to reflect changes in its incremental borrowing rate? Please
explain your reasons. If the boards decide to require the obligation to
pay rentals to be revised for changes in the incremental borrowing rate,
should revision be made at each reporting date or only when there is a
change in the estimated cash flows? Please explain your reasons.

HoTARAC does not support the reassessing of the incremental borrowing
rate. See also response to Question 6.

HoTARAC agrees with the disadvantages of reassessing the incremental
borrowing rate noted in Paragraph 5.23 of the Paper, particularly the resulting
inconsistency with measuring non-lease financial liabilities. Further, any
reassessment of the incremental borrowing rate would only be logical if it
reflected a true change in the inherent economic “value” of the lease during
the lease term.

Reassessing the incremental borrowing rate would also mask the impact of
economic conditions that applied when the original decision was made.

For entities to which |IASs are normally addressed, the financial report is
typically only prepared at the consolidated level, occasionally also including
the parent entity. Consequently, the incremental borrowing rate for the entity
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is not an issue. By contrast, Australian public sector jurisdictions commonly
prepare financial reports for the whole-of-government and a multitude of
subsidiary entities. While some of these may arrange their own borrowing,
typically most government borrowing is arranged centrally. However, these
borrowings and funds raised from taxes will be distributed to the subsidiaries
by a variety of grants, lending and appropriations, resulting in a great variety
of entity incremental borrowing rates. This then leaves the question of whether
the subsidiary entities should ignore these and just apply a common economic
entity rate. If not, what are the practical implications for consolidation? Any
expectation of consolidation adjustments would be impractical and is also
opposed on cost benefit grounds.

Using an incremental borrowing rate would also give rise to measurement
inconsistency between lessor and lessee. Again this would have particular
implications in the Australian public sector where agencies lease to each
other.

Question 11: In developing their preliminary views the boards decided to
specify the required accounting for the obligation to pay rentals. An
alternative approach would have been for the boards to require the
lessee to account for the obligation to pay rentals in accordance with
existing guidance for financial liabilities. Do you agree with the
proposed approach taken by the boards? If you disagree, please explain
why.

HoTARAC agrees, because:

e AASB 139 Financial Instruments: Recognition and Measurement
scopes out leases accounted for under AASB 117 (except in the case
of derecognition and impairment); and

e this measurement issue is so fundamental to a new Standard on leases
that a cross-reference to another Standard would be insufficient.

Question 12: Some board members think that for some leases the
decrease in value of the right-of-use asset should be described as rental
expense rather than amortisation or depreciation in the income
statement. Would you support this approach? If so, for which leases?
Please explain your reasons.

HoTARAC does not support classifying the decrease in value of the
right-of-use asset as rental expense.

As explained in the response to Question 8, HoTARAC considers that
classification and measurement concepts should be consistent across all
Standards. Therefore, the classification of a lease expense should reflect the
classification of the lease asset. See also the response to Question 23.



Paragraph 8.16 of the Discussion Paper notes the Boards tentative decision
to present the right-of-use asset according to the nature of the underlying
leased item (for example, a leased motor vehicle would be presented
alongside other motor vehicles, but as a separate line item). This treatment
implies that the future economic benefits the entity will receive from the asset
are consistent with the future economic benefits from an equivalent owned
asset. That being the case, the decrease in the value of the right-of-use asset
should represent depreciation (or amortisation, if the underlying leased item is
an intangible asset).

Options

Question 13: The boards tentatively decided that the lessee should
recognise an obligation to pay rentals for a specified lease term, ie in a
10-year lease with an option to extend for five years, the lessee must
decide whether its liability is an obligation to pay 10 or 15 years of
rentals. The boards tentatively decided that the lease term should be the
most likely lease term. Do you support the proposed approach? If you
disagree with the proposed approach, please describe what alternative
approach you would support and why.

While HOTARAC conceptually supports the proposal, it considers that in many
cases the likelihood of exercising term and purchase options will be difficult to
reliably determine. This is especially the case where the determination is to be
made well in advance of the ultimate event. Such determinations, being reliant
on management’s judgement, could also be manipulated to achieve particular
accounting outcomes such as liability minimisation. Structuring opportunities
could also arise. Moreover, lessees’ evaluation abilities and risk-aversion will
influence such determinations. The results may also be difficult to verify.

These factors will reduce the comparability of lessees’ financial reports. In
addition, a lessor and lessee may have different expectations in relation to the
same economic event, thereby distorting the reciprocity of reporting for that
event.

HoTARAC therefore encourages the Boards to develop strong criteria and
guidance to ensure recognition only occurs on a consistent and reliable basis
using robust methodology.

Question 14: The boards tentatively decided to require reassessment of
the lease term at each reporting date on the basis of any new facts or
circumstances. Changes in the obligation to pay rentals arising from a
reassessment of the lease term should be recognised as an adjustment
to the carrying amount of the right-of-use asset. Do you support the
proposed approach? If you disagree with the proposed approach, please
describe what alternative approach you would support and why. Would
requiring reassessment of the lease term provide users of the financial
statements with more relevant information? Please explain why?
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HoTARAC supports reassessing the lease term at each reporting date,
subject to the concerns expressed in response to Question 13. Such
reassessment would potentially provide more up-to-date and therefore
relevant information on lease assets and liabilities.

Question 15: The boards tentatively concluded that purchase options
should be accounted for in the same way as options to extend or
terminate the lease. Do you agree with the proposed approach? If you
disagree with the proposed approach, please describe what alternative
approach you would support and why?

See response to Question 13.
Contingent rentals

Question 16: The boards propose that the lessee’s obligation to pay
rentals should include amounts payable under contingent rental
arrangements. Do you support the proposed approach? If you disagree
with the proposed approach, what alternative approach would you
recommend and why?

HOTARAC believes contingent rentals should not be included in the
measurement of the lease asset and liability until such time as the amount of
the contingent rental can be determined with certainty. This is broadly
consistent with the current philosophy for contingent rentals in AASB 117
Leases.

HoTARAC believes there is significantly more measurement uncertainty in
respect of contingent rentals (over which a lessee is likely to have little or no
control) compared with term and purchase options.

This is especially the case where contingent rentals are estimated well in
advance of the ultimate event. Such estimates, being reliant on
management’s judgement, could also be manipulated to achieve particular
accounting outcomes such as liability minimisation. Structuring opportunities
could also arise. Moreover, lessees evaluation abilities and risk-aversion will
influence such estimates. The results may also be difficult to verify.

These factors will reduce the comparability of lessees financial reports.
In addition, a lessor and lessee may have different expectations in relation to

the same economic event, thereby distorting the reciprocity of reporting for
that event.
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Question 17: The IASB tentatively decided that the measurement of the
lessee’s obligation to pay rentals should include a probability-weighted
estimate of contingent rentals payable. The FASB tentatively decided
that a lessee should measure contingent rentals on the basis of the
most likely rental payment. A lessee would determine the most likely
amount by considering the range of possible outcomes. However, this
measure would not necessarily equal the probability-weighted sum of
the possible outcomes. Which of these approaches to measuring the
lessee’s obligation to pay rentals do you support. Please explain your
reasons.

As mentioned in the response to Question 16, HOTARAC does not support
contingent rentals being included in the measurement of the lease asset or
liability until such time as the amount of the contingent rental can be
determined with certainty.

Apart from this concern, under a probability-weighted approach, estimates
would be made according to the relative probability of what is most likely, least
likely etc. This is arguably a means of subjectively determining one (most
likely) result. Also, care may be needed with a probability-weighted approach
to ensure the (somewhat arbitrary) numerical result is actually possible
according to the terms and conditions of the lease.

Question 18: The FASB tentatively decided that if lease rentals are
contingent on changes in an index rate, such as the consumer price
index or the prime interest rate, the lessee should measure the
obligation to pay rentals using the index or rate existing at the inception
of the lease. Do you support the proposed approach? Please explain
your reasons.

As mentioned above in response to Question 16, HOTARAC does not support
contingent rentals being included in the measurement of the lease asset or
liability until such time as the amount of the contingent rental can be
determined with certainty.

HoTARAC considers it inappropriate to use an index or rate existing at the
inception of the lease as a surrogate for a later index or rate. Such a proposal
simply highlights the difficulty in forecasting something based on future
events, over which the entity has little or no control.

Question 19: The boards tentatively decided to require remeasurement
of the lessee’s obligation to pay rentals for changes in estimated
contingent rental payments. Do you support the proposed approach? If
not, please explain why.

As mentioned above in response to Question 16, HoTARAC does not support
contingent rentals being included in the measurement of the lease asset or
liability until such time as the amount of the contingent rental can be
determined with certainty.
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However, HOTARAC supports the general concept of remeasurement for
other items, as this is consistent with accounting practice for many other
balances.

Question 20: The boards discussed two possible approaches to
recognising all changes in the lessee’s obligation to pay rentals arising
from changes in estimated contingent rental payments:

(a) recognise any change in the liability in profit and loss

(b) recognise any change in the liability as an adjustment to the
carrying amount of the right-of-use asset.

Which of these two approaches do you support? Please explain your
reasons. If you support neither approach, please describe any
alternative approach you would prefer and why.

As mentioned above in response to Question 16, HOTARAC does not support
contingent rentals being included in the measurement of the lease
asset/liability until such time as the amount of the contingent rental can be
determined with certainty.

Subiject to this concern, HOTARAC supports approach (b) as it is consistent
with the proposed approach for recognising changes arising from a
reassessment of the lease term as dealt with in Question 14.

Residual value guarantees

Question 21: The boards tentatively decided that the recognition and
measurement requirements for contingent rentals and residual value
guarantees should be the same. In particular, the boards tentatively
decided not to require residual value guarantees to be separated from
the lease contract and accounted for as derivatives. Do you agree with
the proposed approach? If not, what alternative approach would you
recommend and why?

HOoTARAC believes that there is significant measurement uncertainty over
residual value guarantees due to factors outside the lessee’s control.

HoTARAC'’s concerns in relation to contingent rentals set out in response to
Question 16 are equally relevant to residual value guarantees.

Further, HoOTARAC supports the Boards tentative decision to not require
residual value guarantees to be separated from the lease contract and
accounted for as derivatives.

Presentation

Question 22: Should the lessee’s obligation to pay rentals be presented
separately in the statement of financial position? Please explain your
reasons. What additional information would separate presentation
provide?
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HoTARAC does not consider rental obligations need to be separately
presented in the Statement of Financial Position. The nature of such
obligations does not differ significantly from other financial liabilities. However,
given that leases are a distinct type of financing arrangement, HoTARAC
supports rental obligations being separately disclosed in the notes to the
financial report.

For those who understand the lease accounting arrangements, separate
presentation in the notes would identify that there is an associated asset
recognised.  Therefore, separate presentation would indicate that the
obligation to pay rentals is offset to some extent by future economic benefits
controlled by the entity.

Question 23: This chapter describes three approaches to presentation of
the right-of-use asset in the statement of financial position. How should
the right-of-use asset be presented in the statement of financial
position? Please explain your reasons. What additional disclosures (if
any) do you think are necessary under each of the approaches?

HoTARAC considers it important for standards to apply classification and
measurement concepts consistently. HOTARAC agrees with the tentative
decision in Paragraph 8.16 of the Discussion Paper that the right-of-use asset
should be presented according to the nature of the underlying leased item
(eg, a leased motor vehicle would be presented alongside other motor
vehicles, but as a separate line item). This treatment is believed to be the
most appropriate as the nature of future economic benefits, the entity will
receive from the asset during the lease term, is consistent with the future
economic benefits from an equivalent owned asset.

Under the tentative decision in Paragraph 8.12, HOTARAC agrees with the
proposal that leased assets be presented separately from owned assets in the
notes to the Statement of Financial Position. Further appropriate disclosures,
under such an approach, would include the initial and subsequent
measurement basis for the asset, terms and conditions of the associated
leases, the range of lease options available in future, and contingent rentals
and residual value guarantees (if applicable). Most of these disclosures would
apply to both the asset and the liability.

If the right-of-use asset is presented as an intangible asset, further disclosure
would be necessary to explain the nature of the underlying assets. Further
appropriate disclosures, under an intangible asset approach, would include
the initial and subsequent measurement basis for the asset, terms and
conditions of the associated leases, the range of lease options available in
future, and contingent rentals and residual value guarantees (if applicable). As
mentioned above, most of these disclosures would apply to both the asset
and the liability.
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If the right-of-use asset is presented according to whether it is an in-substance
purchase or not, much more disclosure would be necessary to explain the
presentation of leases according to whether they are individually classified as
an in-substance purchase or not, as well as the specific circumstances that
influenced the classification of actual leases recognised. Further appropriate
disclosures, under this approach, would include the nature of the leased
assets themselves, initial and subsequent measurement bases for the asset
(according to its classification as an in-substance purchase or not), terms and
conditions of the associated leases, the range of lease options available in
future, and contingent rentals and residual value guarantees (if applicable). As
mentioned above, most of these disclosures would apply to both the asset
and the liability.

Other lessee issues

Question 24: Are there any lessee issues not described in this
discussion paper that should be addressed in this project? Please
describe those issues.

HoTARAC notes that some finance lease arrangements provide for the
construction of the leased item prior to the commencement of the lease term.
The lessee often has a significant role in specifying the features of the leased
item, which is typically leased for all or most of its economic life, yet remains
the property of the lessor.

Questions arise as to the accounting treatment by each party during the
construction period: after the inception of the lease but before the
commencement of the lease term.

At present, AASB 117 Leases requires a lessee to recognise a finance lease
asset and liability at the beginning of the lease term (i.e. not before). However,
in some cases, the lessee may control the item prior to this time.

In the case of a construction contract, the purchaser may recognise the partly
completed work as its asset (capital work in progress). The Framework
applies in the absence of a specific Accounting Standard. The recent IASB
Discussion Paper Preliminary Views on Revenue Recognition in Contracts
with Customers also challenges some established notions on when
constructed assets are to recognised.

HoTARAC considers that it would be helpful for the proposed new Accounting
Standard on leases to give guidance for this situation, based on the parties
rights and obligations.
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Another issue not dealt with in the Discussion Paper is accounting for the
incurrence of direct costs by the lessee. Paragraph 20 of AASB 117 Leases
states “any initial direct costs of the lessee are added to the amount
recognised as an asset”. Given the specific measurement approaches
proposed in the Discussion Paper, HOTARAC recommends that the Exposure
Draft deal explicitly with the treatment of initial direct costs. Given the proposal
to remove the distinction between operating and finance leases, HoTARAC
notes that a review will need to be undertaken of SIC 15 Operating Leases —
Incentives.

Given the range of tentative decisions put forward in the Discussion Paper,
HoTARAC recommends that the Exposure Draft include a comprehensive
worked example that clearly illustrates the practical application of all
decisions.

In addition to the above issues, HOTARAC suggests that the future Exposure
Draft should address transitional issues ie, whether or not the requirements of
the new Standard will need to be applied to those leases already in existence.

Lessor accounting

Question 25: Do you think that a lessor’s right to receive rentals under a
lease meets the definition of an asset? Please explain your reasons.

HoTARAC agrees with these conclusions where a lease contract is
non-cancellable but not where it is cancellable. See response to Question 3

Question 26: This chapter describes two possible approaches to lessor
accounting under a right-of-use model:

(a) derecognition of the leased item by the lessor or

(b) recognition of a performance obligation by the lessor.

Which of these two approaches do you support? Please explain your
reasons.

HoTARAC can see valid aspects in each approach described in the
Discussion Paper.

On balance, HOTARAC supports approach (b) for conceptual consistency with
the approach proposed for lessee accounting.

However, according to Paragraph 10.17 of the Discussion Paper, under such
an approach, it is envisaged that the lessor would continue to recognise the
leased item as its economic resource. This highlights the problems with
separately dealing with lessee and lessor accounting. For example, if it is
eventually decided that the lessee classify the leased item according to its
nature (for example, motor vehicle), it is arguably inappropriate for the lessor
to also recognise the item as a motor vehicle during the lease term, if the
lessor has effectively transferred the motor vehicle’s future economic benefits
to the lessee during the lease term. In such an example, the asset that the
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lessor does control during the lease term is a right to receive future lease
payments.

Question 27: Should the boards explore when it would be appropriate
for a lessor to recognise income at the inception of the lease? Please
explain your reasons.

Yes. To ensure all inter-related lease accounting issues are identified for
lessees and lessors, HOTARAC considers that the Boards should give proper
consideration to the circumstances in which it is appropriate for a lessor to
recognise income at the inception of a lease.

Question 28: Should accounting for investment properties be included
within the scope of any proposed new standard on lessor accounting?
Please explain your reasons.

Leases over investment property are a common type of lease arrangement.
Therefore, to ensure all inter-related lease accounting issues are identified for
lessees and lessors, and appropriate measurement approaches are used (for
example fair value vs amortised cost), HoTARAC believes any proposed new
standard for lessor accounting should include full consideration of the
accounting for investment properties subject to leases.

Question 29: Are there any lessor accounting issues not described in
this discussion paper that the boards should consider? Please describe
those issues.

See response to Question 24.

Lessee and lessor accounting are two sides of the same coin and HoTARAC
considers it inappropriate to revisit the conceptual basis for one without
addressing the other. This approach risks overlooking important factors.
Basing each side of a transaction on different accounting models seems
illogical, will make financial reports less understandable, and is unlikely to
have any conceptual validity.

Paragraph 1.22 of the Discussion Paper notes that there are disadvantages to
deferring consideration of lessor accounting. These include the possibility of
gaining further insights into lessee accounting, the possibility of having to
make further changes to lessee accounting and the problem of having
different conceptual models for lessor and lessee accounting.

HoTARAC therefore urges the Boards to properly consider both lessee and
lessor accounting concurrently.
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Mr Bruce Porter

Acting Chairman

Australian Accounting Standards Board
PO Box 204

Collins Street West Victoria 8007
AUSTRALIA

Via email: standard@aasb.gov.au

Dear Mr Porter
ITC 20: Request for Comment on IASB Discussion Paper DP/2009/1 Leases — Preliminary Views

Thank you for the opportunity {o comment on the AASB discussion paper ITC 20: Request for Comment on
IASB Discussion Paper DP/2009/1 Leases — Preliminary Views. CPA Australia, The Institute of Chartered
Accountants (the Institute) and the National Institute of Accountants (the Joint Accounting Bodies) have
jointly considered the above discussion paper (DP) and our comments follow.

The Joint Accounting Bodies represent over 180,000 professional accountants in Australia. Our members
work in diverse roles across public practice, commerce, industry, government, academia throughout
Australia and internationally.

We support the proposals, as they remove the opportunity for structuring fransactions to remove lease
arrangements from the balance sheet. We concur with the conceptual justification for recognising an asset
and a liability, but note that in some instances the calculation of these figures will be complex due to the
underlying structure of the lease arrangements in different industry segments. In our view, it will be
necessary for the IASB to devise a simplified version of the requirements for the purposes of the IFRS for
SMEs.

We also note that the conceptual approach of recognising asset rights and performance obligations is
consistent with the approach being taken for revenue recognition. However the presentation of these
contracts entered into is quite different. We hope that these two debates will inform each other and result in a
cohesive and conceptually sound pair of standards. Further it is imperative that this project establishes a
clear link to the ongoing work on the conceptual framework as it relates to the definition and recognition of
assets and liabilities.

However, we see two major flaws in the DP which must be addressed before proceeding to issue an
exposure draft and then a standard.

1. FASB and IASB must reach consensus on the proposals at an early stage. Such a radical change to
an area of accounting affords the opportunity to issue a standard that is common to both Boards and
remove a whole area of difference. As we have seen with the recent deliberations on financial
instruments, the existence of different accounting standards in major jurisdictions opens the door to
arbitrage. National standard setters apply pressure to be aliowed to use the accounting treatment
that is most beneficial to their constituents.

2. The Boards cannot ignore the issue of lessor accounting as numerous entities act as both lessee
and lessor using subleases. With the removal of operating leases, leases of property will come on
balance sheet and this is the area where subleases are particularly common.




Our response to matters on which specific comment is requested is included in the attached Appendix. Also
attached is our submission to the IASB which includes our responses to the specific IASB questions for
comment.

If you have any questions regarding this submission, please do not hesitate to contact either Mark Shying
(CPA Australia) at mark shying@cpaaustralia.com.au, Kerry Hicks (the Institute) at
kerry.hicks@gcharteredaccountants.com.au, or Tom Ravlic (NIA) at fom.ravlic@nia.org.au .

Yours sincerely

Chief Exe utive Officer Chief “Execu;ti/\'/e Officer Cﬁiéf vaec'uvtiv"e" Officer
CPA Australia Ltd Institute of Chartered National Institute of Accountants
Accountants



The AASB would particularly value comments on whether:

(a) there are any regulatory issues or other issues arising in the Australian environment that

may affect the implementation of the proposals, particularly any issues relating to:

(i) not-for-profit entities; and

(ii) public sector entities.

The proposals if adopted should be extended to not-for-profit and public sector entities under the policy of
transaction neutrality. We consider that simplified proposals should be adopted by the IASB for entities
eligible to adopt IFRS for SMEs.

(b) overall, the proposals would result in financial statements that would be useful to users; and
Because of the history of manipulation of balance sheets using the structure of leases, eliminating the ability
to do this will result in financial statements that are useful to users.

(c) the proposals are in the best interests of the Australian economy.

In an environment of increasing globalisation, it is in the best interests of the Australian economy for publicly
accountable entities fo be following the IASB’s standards.

Yours sincerely

Chief EXecutive Officer Chief Execyu‘tive Officer C‘hiyef Exééutiveg Officer
CPA Australia Litd institute of Chartered Accountants National Institute of Accountants
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Dear David
IASB Discussion Paper DP/2009/1 Leases — Preliminary Views

Thank you for the opportunity to comment on the IASB discussion paper DP/2009/1 Leases ~ Preliminary
Views. CPA Australia, The Institute of Chartered Accountants (the Institute) and the National Institute of
Accountants (the Joint Accounting Bodies) have jointly considered the above discussion paper (DP) and our
comments follow.

The Joint Accounting Bodies represent over 180,000 professional accountants in Australia. Our members
work in diverse roles across public practice, commerce, industry, government, academia throughout
Australia and internationally.

We support the proposals, as they remove the opportunity for structuring transactions to remove lease
arrangements from the balance sheet. We concur with the conceptual justification for recognising an asset
and a liability, but note that in some instances the calculation of these figures will be complex due to the
underlying structure of the lease arrangements in different industry segments.  In our view, it will be
necessary for the IASB fo devise a simplified version of the requirements for the purposes of the {FRS for
SMEs.

We also note that the conceptual approach of recognising asset rights and performance obligations is
consistent with the approach being taken for revenue recognition. However the presentation of these
contracts entered into is quite different. We hope that these two debates will inform each other and result in a
cohesive and conceptually sound pair of standards. Further it is imperative that this project establishes a
clear link to the ongoing work on the conceptual framework as it relates to the definition and recognition of
assets and liabilities.

However, we see two major flaws in the DP which must be addressed before proceeding to issue an
exposure draft and then a standard.

1. FASB and IASB must reach consensus on the proposals at an early stage. Such a radical change to
an area of accounting affords the opportunity to issue a standard that is common to both Boards and
remove a whole area of difference. As we have seen with the recent deliberations on financial
instruments, the existence of different accounting standards in major jurisdictions opens the door to
arbitrage. National standard setters apply pressure to be allowed to use the accounting treatment
that is most beneficial to their constituents.

2. The Boards cannot ignore the issue of lessor accounting as numerous entities act as both lessee
and lessor using subleases. With the removal of operating leases, leases of property will come on
balance sheet and this is the area where subleases are particularly common.




Our response to matters on which specific comment is requested is included in the attached Appendix.

If you have any questions regarding this submission, please do not hesitate to contact either Mark Shying
(CPA Australia) at mark.shying@cpaaustralia.com.auy, Kerry Hicks (the Institute) at
kerry hicks@charteredaccountants.com.au, or Tom Ravlic (NIA) at tom.ravlic@nia.org.au .

Yours sincerely

Cl;ief Exeéﬁtive Officer Ch"iveryf é)((é»c‘uftive Officer Chief Execu‘t‘ivge Officer
CPA Australia Ltd Institute of Chartered National institute of Accountants
Accountants




Chapter 2: Scope of lease accounting standard

Question 1

The boards tentatively decided 1o base the scope of the proposed new lease accounting standard on
the scope of the existing lease accounting standards.

Do you agree with this proposed approach?

If you disagree with the proposed approach, please describe how you would define the scope of the
proposed new standard.

We agree that the Boards should base the scope of the proposed new standard on the scope of the existing
standards, but we further suggest that the Boards should specify that it will be based on IAS 17 (subject to
the Boards' decisions how [and whether] {o incorporate the existing standard’s scope exclusions) and not
American literature (according to para 2.2 of the DP, SFAS 13 only applies to property, plant and
equipment). We see no reason why the proposals should be limited o tangible assets.

We trust that any resulting standard will be comprehensive and remove the need for IFRIC Interpretation 4,
Determining whether an Arrangement Contains a Lease. If IFRIC 4 remains, the impetus for structuring
transactions will simply be moved from the decision as to finance or operating to a decision as to lease or
contract for services.

Question 2

Should the proposed new standard exclude non-core asset leases or short-term ieases? Please
explain why.

Please explain how you would define those leases to be excluded from the scope of the proposed
new standard.

We see no reason why the standard would exclude leases of non-core assets or short-term assets. The only
reason we can see for excluding a lease is where it is not material to the financial report.

Chapter 3: Approach to lessee accounting

Question 3
Do you agree with the boards’ analysis of the rights and obligations, and assets and liabilities arising
in a simple lease contract? If you disagree, please explain why.

Broadly we agree with the Boards’ approach. However we disagree with their analysis of the obligation to
return the asset at the end of the lease term. In many cases the lessee has an obligation to hand back the
asset in an agreed condition (ie to make good) and that obligation should be provided for under 1AS 37.
Paragraphs 3.23 and 3.24 view the lessee at the end of the lease term as custodian — the lessee is holding
the asset on behalf of the third party. Their only obligation is to return it. When there is a "make good"
clause, the lessee has two obligations, {0 make good the item that was leased and to hold the asset on
behalf of the third party. The DP paragraph 3.11 does not fully identify the lessee’s obligations and so
contains no discussion of making good. This oversight should be rectified in the ED (or at least the Basis for
Conclusions). 1AS 37 should provide the appropriate accounting.

We like the Boards’ approach from the point of view of removing the ability to manipulate the financial report
via the structure of leasing transactions, but we are not convinced that the Boards have satisfactorily
distinguished leases from executory contracts. On a month to month tenancy, for example, the transaction
looks more like an executory coniract.

A similar question arises in the context of a lease signed for an asset that does not yet exist. Is it an
executory contract that does not require recognition of an asset and a liability until the asset is handed over
in a usable condition?


























