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Exposure Draft of Proposed Improvements to International
Accounting Standards

We are writing in response to your request for comments in respect
of the above exposure draft. As the major representative body for the
leasing and asset finance industry in the UK, the Finance & Leasing
Association is principally concerned with those proposals relating to
the accounting treatment of leased assets: IAS 17(Leases), IAS 16
(Property, Plant and Equipment) and IAS 40 (Investment Property).
Consequently, we include detailed comments on each of these
proposals in the attached. We have also identified some general
comments on IAS | (Presentation of Financial Statements) and IAS 8
(Accounting Policies, Changes in Accounting Estimates and Errors),
which we consider merit comment due to the fundamental nature of
the accounting issues being raised. However, we have not set out to
answer all the questions on these standards on which the IASB has
sought comment, but only those matters that are of particular interest
to our industry. In addition, we have identified some matters, on
which the IASB has not sought comment, but which are of major
concern to our industry. Our principal concern in these drafts is the
treatment of the net cash investment method.

We would also like to express our support for the IASB’s objectives
to improve the quality of existing standards and deal with certain
convergence issues as part of the Improvements Project. This
inevitably means removing the conflicts between inernational and
national standards and in some cases removing the existing choice
between alternative methods of accounting.
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The “Preface to International Financial Reporting”, published in April 2002,
affirms the newly constituted IASB's commitment to “due process” through the
publication of exposure drafts, consideration of responses, field tests, public
hearing and publishing within a standard its basis of conclusions. At this time
there is a significant difference between the methods used by lessors to
account for finance leases under the UK standard, SSAP 21, and the method
required under IAS 17. SSAP 21 requires lessors to use a “net cash
investment” method, whereas IAS 17 requires the use of the “net investment
method”. We believe that this difference can be resolved by providing different
treatments for tax-variable and other leases. Thus our proposal is consistent
with the IASB's overall approach of eliminating options for the accounting
treatment of the same transaction, while providing different treatments for
transactions that are substantively different.

We would urge the IASB re-examine this issue, and to seek to resolve the
current UK-IAS differences in respect of the way lessors recognise income. The

resolution of these differences is of significant concern to the UK leasing
industry given the requirement for UK listed companies to comply with
International Accounting Standards from 2005. We have therefore set out our
views in some detail.

We were glad that your colleagues came to meet the Leasing Summit that the
FLA organised in July. It would be helpful if we could follow up by meeting the
IASB to discuss our representations, especially on the net cash investment

method.

| am writing in similar terms to Mary Keegan at the ASB.
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Martin Hall
Director General



COMMENTS ON THE PROPOSED |IMPROVEMENTS TO INTERNATIONAL
ACCOUNTING STANDARDS

IAS 17 L eases questions
Question 1

Do you agree that when classifying a lease of land and buildings, the lease should be split into two
elements a lease of land and a lease of buildings? The land element is generally classified as an
operating lease under paragraph 11 of IAS 17, Leases, and the building element is classified as an
operating lease or finance lease by applying the conditions in paragraphs 3-10 of IA S17.

No. Lease accounting should reflect the substance of alease transaction taken asawhole.

The basc principle of lease dassfication is that leases should be dassfied according to whether they
trandfer “subdantidly al the risks and rewards of ownership’. Where the lessor retains sgnificant
risks and rewards the lease cannot have transferred sbdtantidly al the risks and rewards of
ownership to the lessee. The amount of risks and rewards the lessor retains is a careful investment
decison looking a the transction as a whole - the land and building dements ae not mutudly
exclusve. In prectice, if the same lessor were offered a lease of only land for the same period on a far
market basis the lessor may not have the risk gppetite for it. Viewed from the perspective of the lessor,
therefore, the pricing of the transaction only makes sense when viewed in its entirety. The same is true
of the lesee the lessee is only concerned with the overdl cogt of leasing a building (including the
land dement), and the separate dements would rardly be subject to separate negotiation.

The practicdities of separaing the rent into its land and building dements is dso fraught with
difficulty. In the UK, typicaly a propety lesse will be for a tem of 25 years, with rent reviews to
market (usudly upward only) every three to five years Commonsense would indicate these leases are
operding leases as the landlord's overdl return depends entirdly on maket conditions both
throughout the term and in terms of the redisation of his resdud interets. However, if the rentd were
to be separated into its land, buildings and contingent renta components, how will this be done? The
exposure draft suggests that the minimum leese payments should be dlocated between the land and
buildings dements in proportion to ther reative far vaues a the inception of the lease. However, as
amortigang assats (buildings) and non-amortisng assats (land) have very different renta rates this will
produce a solution thet is mogt certainly wrong.

Furthermore, the gpproach adopted in other counties, such as the US rdy on smilar abitrary rules
and dlocations that do not necessarily result in asplit of rentalsthet isfair



or sendble. We are therefore unconvinced that the disaggregation of the rentd into separate
components provides any better ingght than looking at the lease asawhole.

The exposure draft dso proposes to treet leases of land and buildings as finance |eases where the rent
cannot be reliably dlocated and it is unclear that both elements are operating leases. We disagree. As
with al leases, we bdieve the lease should be viewed asawhole.

We a0 disagree with the basic premise that alease of land will dways be an operating lease. Some
long leasesin the UK can extend to 999 years, and generaly spesking the present vaue of the lessor’s
resdud interest isinggnificant after more than 35 years. We note paragraph 11 of IAS 17 which
dates that substantialy dl the risks and rewards will not transfer unlessiit is expected thet title to the
land will passto the lessee by the end of the lease term. We do not believe that this should be an
overriding condition and this paragraph should be redrafted accordingly. Thiswill endble lessorsto
comply with the finance lease definition set out in IAS 17.

We a0 bdieve that this particuar requirement t o treat land and buildings separatdy could have

Strange consequences for specidist property investment companies that would otherwise report their
investment properties under IAS 40. If land and buildings were separated the buildings dement may
fdl to be treated asfinance leases under IAS 17. Thisin our view would be nonsensicdl.

Question 2

Do you agree that when a lessor incurs initial direct costs in negotiating a lease, those costs should be
capitalised and allocated over the lease term? Do you agree that only incremental costs that are
directly attributable to the lease transaction should be capitalised in this way that they should include
internal costs that are incremental and directly attributable.

Yes. Initid direct costs should be capitdised once it is reasonably certain thet the related lease will be
written and they can be recovered together with a commercid rate thereon.

IAS 17 - other matters
The actuarial after-tax method of accounting

In the UK, the vag mgority of finance leases, and in paticular dmog dl ‘hig ticket’ finance leases
are ubject to clauses that vary the rent to presarve the lessor's podt-tax rate of return in the event of
changes in tax raes tax depreciaion and changes in the bass of tax. Such levels of protection for the
lessor agang domedtic tax risk is quite unique to UK and competition leads to much of the tax
deferrd benefits of the lease being passed to the lessee by way of lower rentals. As an illudration, it is
quite possble



for a UK lessor to enter a finance lease over 25 years & an implicit rate of 0.7% bdow LIBOR, fund
its net cash investment in the lease @ LIBOR and 4ill meke a return of 0.3% over LIBOR. This is
because the lessor only has to fund its podt-tax cash flows (its net cash investment in the lease). Often
in big ticket transactions, the financd schedule to the lease will st out the cash flows the tax and
funding assumptions, and any changes in these assumptions will give rise to a recdculation of rent. In
other cases, the cash flows are referred to in the documentation but not spelt out to the lessee; and any
disputes over the recaculation of rent is subject to an independent expert’ s opinion.

The method lessors developed in the UK, to account for these taxvaridble leases, is the actuarid after-
tax method of accounting. This method reflects both the contractud terms and the economics of the
arangements. The method is dso deeply embedded in the industry’s nanagement systems and pricing
making processes.

If the same lease were to be accounted for under the net investment method, as currently required by
IAS, and the lessor borrowed the funds to fund its investment in the leese a@ LIBOR, the lessor would

report cumulative lossesfor the first 5 years of the lease term.

In our view, reporting losses in this way does not reflect the economic and contractud profitability o ft
he transaction and does meat the IASB ‘s badc quditaive criteia for financid dSatements
undergtandability, relevance and rdidbility.

By compaison, the actuarid dfte-tax method reflects fathfully the economic and contractua
profitability of the lease transaction throughout the life of the leese and the net bdance of lease
receivables lease tax lidbilities in the baance sheet (the net cash investment) will broadly equd the
present vaue of future rentds and tax payments discounted at the after-tax return. Specificaly, the
method is consgent with the requirements of paragragh 5 of the revised draft of IAS 8, snce it is an
gpproach which results in informeation thet is relevant to the decison making needs of usars.

The aguments agang the net cash invetment method - a least those suggested by ES6 in 1997 -
werethat:

(@ *the benefits resulting from the tax attributes of a leased asset should not influence the pattern of
recognition of lease income" Such a comment ignores the fundamental economies of leesng and
the nature of pod-tax pricing of leeses Tax may wdl be an important condderation to other types
of transaction, but taxvariable leases embed these features into the contractud terms between the
parties. Taxbased leasng can therefore be diginguished in this way from other forms of asset

acquistion.

(b) “the philosophy of IAS 12, is that income tax is a periodic expense and not a transactional
matter” . In the case of tax-variable leases, tax is very much a



(©

transactiond matter. The cash flow assumptions set out, or referred to, in the agreement usudly
assume that the asset is the only asset of the lessor, and the lessee indemnifies the lessor againg the
consequence of changes in the assumed tax cash flows. Tax for the purpose of income recognition is
therefore an indemnified cash flow and not an dlocation of the actud tax of the entity.

A further criticiam that is sometimes levelled a the actuarid after tax method is that the method of
income recognition from an asset should not reflect how that asst is financed. In fact, he actuarid
after-tax method does not assume any paticular form of funding or gearing, and gearing has little or
no impact on the dlocation of interest income aising. However, because of the operation of tax
indemnities, the cash flov modd normdly asumes an interest cost in the assumed cash flows from
the lease on the assumption that the lessor borrows 100% of the funds he needs to support his net cash
invetment in the lease. Furthermore, many of these leases are interest rate vaiable, and the same
modd is used to recdculate rent in the event of changes in the interest reference rae (eg. 3 month
LIBOR). The cash flow modd is therefore crucid to the contractua terms between the parties. It is
therefore important not to confuse the actuaria &ter-tax method with US leverage lease accounting,
where the pattern of debt repayments may affect the pettern of income recognition.

We gppreciate that the IASB does not wish to provide a choice of options in the way lessors account

for leases. However, we believe we have a strong case for distinguishing taxvariable leases from non-

tax varigble leases. We therefore would urge the |ASB to either permit or require an after-tax
method of accounting for tax-variable leases, while retaining the net investment method for non
tax-variable leases. A tax variable lease can be defined as a lease wher e the tax consequences of
thelease form a material and integral part of the overall return from the lease, and the lease
termsreasonably protect the lessor’s after-tax return from the consequences of future changes
inrateor bassof taxation, or early termination.

Para 9 of IAS 17 Indicators

Paragraph 9 was added to IAS 17 when it was revised in 1997. The intention was to provide
‘indicators which individudly or in combination could lead to alease being dassfied as a finance
lease. These were intended to be helpful, but as currently drafted they are a source of confusion.

In particular, the circumgtance in paragraph 9(a) is potentialy mideeding. If alease can be cancelled
with al losses associated with cancellation borne by the lessor then clearly the lease is an operdting
lease (e.g. adaly renta contract). However, the drafting suggests thet the converseistrue. Congder a
three-year operating lease, with no provisonsto cancd and with the lessor teking subgtantia residud
risk at the end of the contract. If alessee sright to terminate is included into the lease, but with the
lessee bearing the risk on termination, then the termination right as no effect on the leese at dl— it
amply remainsa 3 year ‘non-



cancdlable leas?. Clearly the nature of a termination clause will be important in determining the
true lease teem and is therefore critical to the interpretation of paragraphs 8 (¢) and 8 (d) of IAS
17, but it is not itself afinance lease ‘indicator’.

Smilaly, in the drcumdances described in paragraph 9(c), the leese term (as defined in
paagraph 3) would dmog cetanly indude the secondary period. Accordingly the principd
effect of 9 (¢) is to asss in the interpretation of the lease term for the purposes of paragraphs 8(c)
and 8(d). It isnot itself an indicator or whether aleaseis afinance lease or not.

Wewould ther efore suggest that paragraph 9(a) and (c) of IAS 17 bere-written into a
short paragraph on termination and renewal termsthat emphasisesthe need to apply a
substantive inter pretation of the lease term.

IAS 16 Property, Plant and Equipment
Residual value measurement

Under the draft proposds the resdud vadue of an asst is the estimated a mount that the entity
would currently obtain from the disposd of the asset, dfter deducting the edtimated costs of
disposd, if the asset were dready of the age and in the condition expected at the end of the useful
life.

The treetment of resdud vaues in the accounts of operating lessors has a crucid impact of the
reported profitability of ther busnesses paticulaly where a market decline in resdud vaues
may indicate the imparment of leased assets The IASB’'s proposd to annudly reassess residud
vaues on the bads of curent prices differs from the current UK practice, which requires prices at
the date of acquigtion or vauation.

From an industry perspective we can see practical advantages from re-edimating resdud vaues
on large fleets of assets, such as ears, in &rms of current prices, because there are many sources of
data avalable in that form, both interndly and externdly, and assets such as ears are usudly held
for short periods of time. However, from a conceptua viewpoint, resdud vaues are edimaes d
uncertain future amounts and there are good reasons why lessors should st resdud vaues
cautioudy, paticularly in relaion to assets that are subject to technologicd risk (eg. computers)
or those assts that are not actively traded in established second hand markets In making rentd
pricing decidons, lessors geneardly make assumptions about resdud vaues that discount future
esimates to reflect risk. The FLA’s Statement of Recommended Practice (SORP) emphasises
this point by gating that for acounting purposes, the estimates of resdual values should be
the amounts that can be “safely expected to be realised under anticipated business
conditions, net of disposal costs and should reflect uncertainty”. We would urge the |1ASB
adopt asmilar note of caution



We would dso question whether it is gppropriate to recognise ‘holding gains on resdua vaue
edimates made since the acquisition of an asset. For example, the estimated residud vaue of building
after 25 years may well exceed its origind cogt. The gpproach suggested in the exposure draft would
result in depreciaion in the early years being reversed in later years Smply because of the impact of
inflaion. For thisreason we would suggest that residual value estimates should not exceed
original estimates made at acquisition or current prices.

Residual value adjustments

We note an incongstency in the trestment of resdua va ues between paragraph 32 of IAS 17 deding
with finance leases and paragraph 46 of 1AS 16 deding with operating lease assets. Paragraph 32 of
IAS 17, requires only downward adjustments in unguaranteed residua vaues to be recognised, and

the adjustment is pread over the whole lease term, with any catch up adjustment occurring in the
current period. Paragraph 46 of IAS 16 requires upward and downward adjustments of resdua vaues
to be spread forward unless an impairment loss arises under I1AS 36.

In our view, thereislittle or no conceptud bass for supporting these different trestments, and the mix
of rules provides an unnecessary level of complexity for lessors with large fleets of |eased assets.
Conceptudly, from the lessor’ s perspective, it would be much smpler and more practicd to treat
resdud vaues as though they were separate assats and gpply normd imparment tests to them, rather
than as currently to the carrying vaue of leased assets asawhole. In our view if resdud vaues have
declined in the current period, the economic cost should be borne in the current period: it isnot a cost
that is properly dlocable to future periods.

However, as explained above, if resdud vaue esimates increase, we would suggest that such
changes are not reflected in income until the resdud vaue is redised.

Operating lease assets - depreciation methods

Paragraph 47 of 1AS 16 refers to the sdection of a depreciation method based on the expected pattern
of consumption of the future economic benefits embodied in an asset. The same paragraph gives
examples of such methods. Paragraph 45 of IAS 17 Sates that depreciation of leased assats should be
on abasis conggtent with the lessor’s normad depreciation policy for smilar assats (presumably not
leased out). In our view, thisis incongstent with the principle that depreciation should reflect the
consumption of future economic benefits since the benefits of the leased asst (the cash flows from
rental and future rights to the resdua vaue) are different from the benefits derived from the own use
of an asst. The effect of these two paragraphs would seem to prohibit forms of depreciation that treet
operaing leased assets as though they were hybrid financid assats. The UK SORP on leasing permits
these financid deprecation methods, under certain conditions. Wewould suggest par agr aph 45 of
IAS 17 be amended and a much smpler referenceismadeto



IAS 16 and IAS 38 that does not force leased assets to be depreciated in the same way as assets
held for own use.

Fair values

We note tha under the IAS 16 ‘Allowed Alternative Treatment’ an item of propety, plant and
equipment shdl be caried a revdued amount, beng its fair value a the date of revaduation less
accumulated depreciation and subsequent impairment losses. This contragts with the UK standard FRS
15, which uses exiding use vdue with dtributeble acquistion cogsts for nonspecidised properties.
That is the UK gpproach looks a the vdue of the assets to the business rather than their exit vaues.
In our view, the ue of exit vdues will give rise to dgnificant anomdies where properties are
sgnificantly customised to needs of the owner’s busness. We note from the Appendix to the ED IAS
16 that the TASB is paticipating in research concerning the issues in revdudions. We would suggest
that the completion of such research should be a priority.

IAS40
Question 1

Do you agree that the definition of investment property should be changed to permit the inclusion of

property interest held under and an operating lease provided that:
(&) therest of the definition of investment property is met; and

(b) thelessee usesthe fair value model set out in IAS 40, paragraphs 2 7-49?

Yes However, the intent of the changes is to dlow the recognition of substantid invesments in
invesment property. That is, the substance of the arrangement between the owner and lessee is of a
disposd of a property interest, the owner retaining merdly a future residud interes and right to a small
ground rent. As defined the conditions could gpply to any back-to-back property leesing arrangement
where no cash investment is made by the lessee.

Question 2

Do you agree that a lessee that classifies a property interest as investment property should account
for the lease asiif it were a finance lease?

Gengrally spesking, professond vauations of investment leasehold property are made on the bads of
committed rents to the next rent review, market rents theregfter, less underlying ground rents thet s,
the investor's net interest in the property. In our view, revauing the net interet makes more sense
than grossing up the asst and liability by the present vadue of ground rents and goplying far vaues
only to the rents recevable. However, these proposas are dill preferable to current prohibition of
leaseholds from investment property status.



Question 3

Do you agree that the Board should not eliminate the choice between the cost model and the fair

value model in the improvements project, but should keep the matter under review with a view to
reconsidering the option to use the cost model in due course?

In our view the far vaue bads is the right approach for invetment properties. However, while the US
continues to use a drict higtorica cost gpproach, it would be sengble to retain the option to use the
cost modd.



IAS1
Question 1

Do you agree with the proposed approach regarding departure from a requirement of an
International Financial Reporting Sandard or an Interpretation of an International
Financial Reporting Standard to achieve a fair presentation?

We agree with the sentiment behind this question that departures from IFRS or
Interpretations of IFRS should be rare events where the application of the IFRS or
Interpretation did not present fairly the financid position, the performance of the entity or
changesin financid pogtion.

However as drafted, paragreph 13 of IAS 1 does not say this, it merdy refers to conflicts with
the objective of financid dHatements as st out in the Framework. Paragraph 12 of the
Framework, however, does not st out an over aching requirement to present farly the
financid pogdtion of an entity; it merdy taks of the objective of finandd daements as being
to “provide informaion about financd pogtion, peformance and changes in financid
pogtion of an enterprise that is useful to a wide range of usars in making economic decisons’.
There is therefore no direct link between paragrgph 13 of IAS 1 and the need to present farly
the finenad paostion (or in UK parlance a ‘true and far view’). In our view |IAS 1 should be
anended to date explictly the objective of financid dSatements in terms of the need to
‘present fairly’ or to present a‘true and fair view’ of the financia position.

Question 5

Do you agree that an entity should disclose the judgements made by management in applying
the accounting policies that have the most significant effect on the amounts of items
recognised in the financial statements?

In our view, the requirements of paragraphs 108 and 109 are too broad and could result in
needless boilerplate disdosure The guiding principle should be to disdose suffident
information to provide a true and far view. We accept that in some cases it may be necessary
to explan the nature of the judgements being made, where dternative judgements could give
widdy different results In these circumstances there should be an onus on the entity to explan
why it has teken a paticular view. The need to explain is because of the range of possble
variations rather than the importance of the policy.



Question 6

Do you agree that a n entity should disclose key assumptions about the future, and other

sources of measurement uncertainty, that have a significant risk of causng material
adjustment to the carrying amounts of assets and liabilities within the next financial year?

If such uncertainty is concerned about the gppropriate measurement of assets and ligbilities at
the balance sheet date, the evidence of which may b e dow to emerge, then we would agree.
However, the question seems to include dl manner of possble ‘non-adjusting’ events that
would affect the following years results. In our view, thiswould smply leed to further
boilerplate disclosures, would not be meaningful and it would be difficult for the reader to
digtinguish those matters they should be concerned about from the boilerplate disclosures.

Other

Theintroductory paragrgph to each of the proposed standards notes that IAS are not intended
to goply to immaterid items, and cross-refers to the Board' s draft of the ‘ Preface to
Internationa Accounting Standards . However, this paragraph does not gppear in the revised
Preface published by the Board in May 2002. We strongly object to this change, which was
not anticipated in the exposure draft.

IAS8

Question 1

Do you agree that the allowed alternative treatment should be eliminated for voluntary
changes in accounting policies and correction of errors, meaning that those changes and
corrections should be accounted for retrospectively as if the new accounting policy had always

been in use, or the error had never occurred?

In our view, voluntary changesin accounting policies and fundamental accounting errors
should dways be dedlt with retrospectively.

Question 2

Do you agree with eliminating the distinction between fundamental errors and other material
errors?

No. Prior year adjustments should be rare events. Extending the trestment to other materiad
errors Imply opens up the opportunity for entities to manipulate current earnings and could



result in published earnings taking on the same characteristics as GNP datistics- revised every
quarter!



