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Lease Accounting: Bring It On?

In August of this year, the International Accounting
Standards Board (“IASB"”) issued an Exposure Draft
(ED) proposing significant changes to the financial
reporting of leases. Specifically, the proposals of the
ED remove the question of whether a lease should
be on or off balance sheet since the latter treatment
goes away, with all lease agreements being reported
on balance sheet. From a lessor accounting stand-
point, the accounting model is also set to change;
while lessors were left out of the discussion paper
which preceded the ED, the proposals now address
lessors as well as lessees. The scope of the proposals
will not impact all leases; some scope exemptions
apply including leases of intangible assets, biological
assets and leases relating to the exploration of use
of minerals, oil and natural gas (refer paragraph 5 of
the ED for complete listing). The comment period for
the proposals ends on December 15, 2010.

A Little History........

Most can relate to an age old question in financial
reporting as to whether lease agreements should
be on or off balance sheet. Under current Canadian
generally accepted accounting principles (“GAAP"),
lease agreements are classified as “capital” or “oper-
ating” based largely on a set of quantitative tests,
the passing or failing of which determines whether
or not the agreement should result in an asset and
liability being recorded on the balance sheet or
whether the underlying contractual commitments
should instead be subject only to disclosure require-
ments. Under IFRSs, most would agree that things
do not change a great deal - under the current

IFRS guidance (IAS 17 - Leases). While the existing
international guidance bids adieu to quantitative
thresholds, the underlying concepts are consistent
with Canadian GAAP. That is, if an entity receives
the majority of the risks and rewards of an asset
over its economic life, then the lease agreement is
tantamount to a purchase and financing arrange-
ment and, accordingly, should be treated in a similar
manner.

The answer that results under the current approach,
and the degree to which it reflects the underlying
economics at play, is more intuitively understan-
dable in some situations than others. Obviously, at
any time when there is a specified threshold within
financial reporting guidance, the risk is that there will
be opportunists seeking to structure transactions so
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as to avoid the financial reporting consequences that
the substance of the transaction should faithfully
convey. Indeed, much of the criticism of the current
lease accounting model lies in its lack of transpa-
rency and the belief that it fails to faithfully repre-
sent, to financial statement users, the underlying
economics of the entity’s business model.

A 2004 article by Jonathan Weil in the Wall Street
Journal (“How Leases Play a Shadowy Role in
Accounting”) speculated on this issue, citing some
relevant examples where the scale of off-balance
sheet debt was eyebrow-raising, to say the least.

At the date of this article, for companies in the
Standard & Poor’s 500-stock index, off-balance sheet
operating-lease commitments (determined via note
disclosure) totaled US$482 billion. Mr. Weil quoted
Donald Nicolaisen, the Securities and Exchange
Commission’s chief accountant at the time, as saying
that the current financial reporting guidance relies
too much on «on-off switches for determining
whether a leased asset and the related payment obli-
gations are reflected on the balance sheet.»

It seems clear that the current model requires review.
What is now open to question is whether this is
improved via the lease accounting proposals?

The Proposals - Lessee Accounting

Under the proposals, a lessee would recognize a
“right-of-use asset” representing the right to use an
underlying asset during the lease term. The lessee
would amortize this right-of-use asset over the shorter
of the expected lease term and the useful life of the
underlying asset. A corresponding liability would be
recognized representing the obligation to make lease
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payments, with interest expense being recognized on
this liability.

In addition to the scope exemptions referred to
earlier, the ED proposes limited exceptions for
“short-term leases”. These are defined as leases for
which the maximum possible lease term, including
options to renew or extend, is 12 months or less. This
said, while the exception simplifies somewhat the
measurement approach, recognition of a right-of-use
asset and corresponding liability is still nonetheless
required under the proposals.

The Proposals - Lessor Accounting

For lessors, two approaches are proposed. This is not
a choice but rather a classification which is contin-
gent on retention, or otherwise, of the risks and
rewards of the underlying asset.

Where the lessor retains exposure to significant risks
and rewards of the asset, both during and after the
lease term, a “performance obligation” approach is
proposed. The alternative model (i.e. where the lessee
transfers such risk and reward exposure) is a “dereco-
gnition” approach.

Under the performance obligation approach, the
asset that is the subject of the lease is not dere-
cognized upon entering into a lease agreement.
Instead, an additional asset and liability are also
recognized representing the right to receive lease
payments and a lease liability which is defined as “...
the lessor’s obligation to permit the lessee to use the
underlying asset over the lease term”.

Under the derecognition approach, the underlying
asset is, as the name suggests, derecognized - either
wholly or in part - at the start of the lease. The
amount that is derecognized should represent the
right-of-use asset transferred to the lessee for the
term of the lease. Any remaining balance - represen-
ting the right retained by the lessor - is reclassified as
a residual asset. A new asset is also recognized repre-
senting the right to receive lease payments. More
simply put, the derecognition approach mirrors the
lessee accounting.

So why the two models? For the time being, at least,
it appears that a “one-size fits all” model will not
work and instead the IASB are requiring a lessor to
apply one of two models depending on the extent

to which they retain any exposure to the risks and/
or rewards of the underlying asset. For example,
contrast the situation of an entity who is in the busi-
ness of providing finance to other entities for the
acquisition of assets. On entering into the arrange-
ment, the lessor relinquishes all substantive rights to
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the asset and retains no residual interest at the end

of the lease term. In this case, one could argue that
the derecognition model is appropriate. This may be
contrasted to an instance where an asset is acquired
and perhaps leased out to multiple parties over the
duration of its useful life. In this case one could argue
that the business model of the lessor is one where the
asset is a resource that is owned and controlled by
the lessor and used to provide services and generate
income. Arguably in this case, the performance obli-
gation approach may be more appropriate.”

As with lessees, there is a limited exemption for
short-term leases; this definition - set out in Appendix
A of the ED - is the same for both lessors and lessees.
The simplified requirements are, however, more
generous for lessors, giving them the option to simply
recognize lease payments in profit or loss over the
lease term.

Added Extras

In the most straightforward of leases, there is a speci-
fied term and specified payments and no “extras”
that add flexibility to the arrangement (but which
would complicate the accounting). In the real world,
though, there is of course a demand for flexibility,
which may be in the form of, for instance, contin-
gent rentals, renewal options, early termination
clauses and residual value or other guarantees. The
ED addresses these additional areas with proposals
for how such “add-ons” should be treated under the
new model(s).

To take one example, contingent rentals represent
payments that may or may not be made to the lessor,
depending on the outcome of a particular event.

The proposals require that an expected outcome
technique (or a probability weighting approach) be
used to incorporate these possible payments into

the minimum lease payments (and thereby initial
measurement). While the measurement technique is
the same for both lessee and lessor, the latter is only
required to incorporate this amount if it is considered
to be reliably measurable. Specific types of contingent
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payment arrangements are discussed in the propo-
sals, including index-linked arrangements and the
requirement to use forward rates or indices in order
to determine the related amounts to be factored into
the expected lease payments. The key observation
here is perhaps not for Countdown to comment on
this proposal but rather to encourage those entering
into lease arrangements with contingent payments
and/or other variable features to consider how the
proposals might impact them and the ability to make
the accounting requirements operational in their
businesses.

In Closing

This is obviously not an easy area for the standard
setters; they, however, like us, want the answer
that will effectively balance the needs of the various

The Real Deal

IFRS 1 Revisited

stakeholders. This does not mean an answer that
everyone will necessarily like, but rather one that

can be applied without undue complexity and one
that results in a fair and transparent reflection of the
use of assets by an entity and any liabilities attached
thereto. There is, of course, much more to say on this
topic and in the proposals but, confined by the length
of a newsletter article, we will leave it to you to
decide whether to find out more through the infor-
mative links below. As well as additional information,
we have included links to the invitation to comment
on the ED, which is still open for another two weeks
at the issue date of this newsletter.

« Invitation to Comment
« Deloitte Newsletter on Leases

« IASB Project Page on Leases

We have followed the progress of Lightyear in Countdown by recounting its progress at each stage of the road
to transition. Lightyear was an early starter with regards to transition (such is the luxury that comes with being
a hypothetical entity...!) which, of course, leaves the entity well placed for 2011. That said, one of the poten-
tial downsides is that a long lead-time increases the likelihood that things will change before the final repor-
ting date. Lightyear has kept up to date over this timeframe - monitoring changes in standards and weighing
up the pros and cons of a “do it now” vs. a “wait and see” approach when it came to the transition of each
standard that was in flux. This has generally been an effective way of doing things. One standard which has,
however, changed multiple times over the course of transition, and which is still in flux, is IFRS 1. Accordingly,
Hugh Guardian, the Deloitte advisor for Lightyear, recommends that it may be prudent to revisit IFRS 1. It's a
one-time standard, for sure, but it merits (at least) a second look over the transition timeframe.

What's the Deal?

IFRS 1 is the one standard that will always change as long as there are changes in other standards. For those
Countdown readers who are Harry Potter fans (yes, we know Harry Potter appeals to “children of all ages”),
IFRS 1 can be loosely compared to a “Boggart”, being something that morphs itself into the fears of those
who face it. IFRS 1 changes itself - with some help from the IASB and relevant IFRS 1 stakeholders - to respond
to the potential retrospective challenges that each new standard may bring with it. IFRS 1 doesn’t, of course,
simply identify the fearsome issue on hand but also provides some relief with it. In short, each time a new stan-
dard is issued or an existing standard amended, there is generally consideration of whether or not the specific
needs of first-time adopters should also be updated in the form of an additional exemption to, or exception
from, retrospective application. Additionally, as we have seen from our Canadian experience, there may be
transitional issues that are unique or especially onerous for new countries moving to IFRSs. In such cases,
where a well-argued cost-benefits analysis is put forward, this may also lead to an amendment to IFRS 1.

The amendments can often have a significant impact for first-time adopters but since they are often a by-product
of the change in another standard and as some changes are delivered through the annual improvements project,
there is the risk that these changes could be overlooked by entities which have largely finalized their opening IFRS
statement of financial position. Accordingly, IFRS 1 really is worth a second look before the final “go live” date.
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Keeping it Real

The good news is, that by being aware of the points set out above, it is a pretty straightforward exercise to
perform an IFRS 1 “due diligence” type exercise. In addition, there are numerous transition-specific resources
to help ensure you stay on the right track. The latter are covered at the end of this article. Next, though, is a
summary of the changes from November 2008 through November 2010 to get you started.

IFRS 1 - The Facelift

In November 2008, IFRS 1 was repackaged - in this case, it was largely form over substance. IFRS 1 had
become somewhat rather convoluted and not particularly user-friendly due to an ever-expanding list of exemp-
tions. The IASB took the content of IFRS 1 and relocated the exemptions and exceptions to appendices within
the standard - Business Combinations got an appendix of its own, the exceptions were allocated to appendix
B, the remaining exemptions moved to appendix D and an additional appendix was inserted (Appendix E) for
the inclusion of “short-term” exemptions that the IASB predicted would become a feature of IFRS 1 in the
future.

The IFRIC 4 amendment

IFRIC 4 and EIC-150 both deal with arrangements that may contain a lease and are both entitled “determining
whether an arrangment contains a lease”. This includes, among other things, outsourcing agreements and
power purchase contracts. An existing IFRS 1 exemption already allowed entities that had such arrangements
to assess them under IFRIC 4 at the date of transition as an alternative to the date of inception of the arrange-
ment. The new exemption became far more helpful for those who had already conducted an EIC-150 assess-
ment. This was effected by granting entities relief from reperforming the assessment under IFRIC 4 when the
analysis conducted under Canadian, or prior GAAP, would have resulted in the same determination. The only
catch here is that the grandfathering provisions of EIC-150 are not replicated in IFRIC 4 nor granted relief
through IFRS 1. Additionally, for those arrangements that were deemed to contain a lease under EIC-150, the
relief does not extend to IAS 17 — Leases, meaning that the operating vs. finance (capital) lease analysis is still
required for first-time adopters in this situation.

The Oil and Gas exemption

In conjunction with the above exemption, an additional deemed cost exemption was added for those entities
applying the full-cost method of accounting under prior GAAP (i.e. Canadian GAAP, in our case). The IASB
recognized that such entities would not have the ability to deconstruct cost pools of data containing various
amounts which may or may not have qualified as an asset under IFRSs. Accordingly, this exemption granted
some well-received relief and allowed entities to carry forward the amounts recognized under Canadian GAAP
on transition to IFRSs. The only caveat was that these amounts would be subject to an impairment test at the
date of transition to IFRSs.

To complete the oil and gas industry’s first-time adoption dilemma, the decommissioning liabilities exemption
was also expanded to add an exemption specific to those entities applying the oil and gas exemption. This
allows an entity to simply establish the IFRS-compliant amount of the liability and recognize any difference
between this amount to be recognized, and the prior GAAP amount, in retained earnings at the date of
transition.

IFRS 7 - The Short-Term Exemption

In January 2010, IFRS 1 introduced a short-term exemption relating to IFRS 7 - Improving Disclosures about

Financial Instruments. The exemption provides relief from the additional disclosure requirements introduced
by the amendments to IFRS 7 and puts first-time adopters on a level playing field with those entities already
applying IFRSs. The exemption is applicable for annual periods beginning on or after July 1, 2010, with early
application permitted.

Annual Improvements Project - Three More Changes

In May 2010, the IASB issued improvements to IFRSs as part of its annual improvements projects. This
contained seven amendments, three of which related to IFRS 1 and are discussed here.
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Accounting Policy Changes in the Year of
Adoption

This change was not an additional exemption or
exception, but rather a clarification. It relates to the
ability of a first-time adopter to change the selected
accounting policies and elective IFRS 1 exemptions
between the issuance of interim financial state-
ments in the year of adoption and the issuance of
the first IFRS annual financial statements.

The amendment clarified that there is an ability to
change the policies and exemptions selected until
the issuance of the first annual IFRS financial state-
ments. In the event that such changes are made,
the amendment introduces required additional disclosures designed to convey the impact of the change.
The additional disclosures are effectively updated equity and income statement reconciliations to reflect the
application of the “new” policy and exemption choices back to the date of the opening IFRS statement of
financial position.

Deemed Cost Exemption - Measurement Date after Transition

The deemed cost exemption has, for some time, included an ability for an entity to use an event-driven fair
value measurement as deemed cost for IFRSs when the “event” (for example, an initial public offering or IPO)
is on or before the date of transition. This exemption was expanded to enable its application when an event
occurs in the time period subsequent to transition but prior to the end of the first IFRS reporting period.

For example:
Date of transition: January 1, 2010
Date of IPO: June 30, 2010

End of first IFRS annual reporting period: December 31, 2011

The IPO may establish a fair value measurement basis for the entity. Under the additional exemption, the June
30, 2010 fair value could be established as deemed cost. The resulting adjustment to “deemed cost” would be
recorded at the measurement date of June 30, 2010 as an equity adjustment. The entity would still, nonethe-
less, need to establish a IFRS compliant measurement basis for the related assets and liabilities at transition
being January 1, 2010 in the above example (i.e. they would not be permitted to work backwards from the
measurement date adjustments to arrive at a hypothetical opening position).

Deemed Cost - Entities subject to rate regulation

This exemption has some similarities to the oil and gas exemption. It relates to property, plant and equipment
or intangible assets subject to rate regulation and allows a first-time adopter to use the prior GAAP amounts
as deemed cost on transition to IFRSs, even though the capitalized amounts may contain elements of cost that
would not be eligible for capitalization under IFRSs. As with the oil and gas exemption, an impairment test of
such items for which the exemption is used is required on transition.

IFRS 9 - Short-term exemption

A short-term disclosure exemption was introduced for entities that both adopt IFRSs for annual periods begin-
ning prior to January 1, 2012 and that elect to early adopt IFRS 9. The exemption provides some relief from
the requirement to restate comparative information for items within the scope of IFRS 9 and allows alternative
requirements and disclosures. These can be found in Appendix E to IFRS 1 and Appendix C to IFRS 9.
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IFRS 9 - Other amendments

Following the issuance of IFRS 9 in October 2010, a series of amendments was introduced to update the
current requirements and references contained in IFRS 1 to conform to IFRS 9. As with the above exemption,
these amendments are relevant only for those entities that elect to early adopt IFRS 9.

All of the preceding amendments are part of IFRS 1 and, while their effective dates and nature of application
may vary, they represent guidance that has been issued by the IASB. In the following section are some poten-
tial or proposed changes. There is one potential change below which relates to borrowing costs and which is
expected to be exposed through the annual improvements process. Two additional proposed changes follow.
An exposure draft has been issued on these latter two areas.

IAS 23 - Potential change to borrowing costs exemption

In July 2010, the IASB tentatively concluded to include a proposed amendment to the IFRS 1 borrowing costs
exemption in the next “Improvements to IFRSs” exposure draft. While not published at the time of writing, this
ED is expected any time now. Below we have replicated the proposed wording included in a Board Agenda
Paper on this issue at the July 2010 IASB Meeting:

“A first-time adopter may apply the transitional provisions set out in paragraphs 27 and 28 of IAS 23, as
revised in 2007. In those paragraphs, references to the effective date shall be interpreted as 1 January 2009 or
the date of transition to IFRSs, whichever is later. An entity applies the requirements from the date the entity
chooses to apply IAS 23, as permitted by paragraph 28 of IAS 23, to borrowing costs incurred from that date
rather than from the commencement date, including to qualifying assets under construction at that date. If the
entity chooses to apply IAS 23 from the date of transition to IFRSs, it is not required to restate the borrowing
costs component of assets at the date of transition in its opening IFRS statement of financial position”

The proposed amendment is clear in that no restatement of previously capitalized borrowing costs is required,
but also that from date of transition onwards, IAS 23 applies to all qualifying assets including those “in
process” at the date of transition. The tentative guidance would become effective in January 1, 2012 based on
the agenda paper. There are divergent views on this matter, and given that the guidance may change and will
not be finalized until May 2011, consultation with your Deloitte advisor may be necessary.

Proposed amendment - Removal of fixed dates for first-time adopters

In August 2010, this proposal was exposed and the comment period is now over. The proposals appear to be
non-contentious and replace references to fixed dates (more relevant to those who adopted some time ago)
with the “date of transition to IFRSs” in IFRS 1 for:

« The exception relating to derecognition of financial assets and financial liabilities; and

« The exemption relating to fair value measurement of financial assets or financial liabilities at initial
recognition.

This would be a sensible and practical change. The effective date was not included in the ED.

Proposed amendment - Severe Hyperinflation

This proposal was issued in the form of an ED in September 2010 and the comment period has just ended.
The exemption allows a first-time adopter that has been subject to severe hyperinflation to elect to measure its
assets and liabilities at fair value and use these fair values as deemed cost at the date of transition to IFRSs.

What's Next?

The next steps will include an assessment of whether or not any of the above changes could impact Lightyear’s
transition. For example, Lightyear is not adopting IFRS 9 until its mandatory effective date and accordingly the
related exemptions do not apply. The potential changes regarding the borrowing costs exemption are a matter
of interest, and Lightyear decides to consult Hugh further on this item in order to better follow the progress of
this subject. In the interim, Lightyear decides it may be worthwhile doing some contingency planning to ensure
the relevant data is on hand whatever the outcome of this matter.
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As far as resources go, Lightyear is pleased to find out about Deloitte’s project insights which provide relevant
and timely updates on the various projects underway at the IASB. These are available in English and French
now and you may subscribe to them by the following link: Subscribe to Email Alerts.

As well as being able to choose your language, the other good news is that you will only receive updates on
those projects you choose to follow. This is great news for all of us who are struggling to keep our mailboxes

streamlined and for whom relevance is key.

Last but not least, for those of you wanting more IFRS 1 resources, don’t forget that there is a dedicated IFRS
1 resource on www.iasplus.com. You can access this through this link: Page of IFRS Resources for First-time

Adopters.

Deloitte IFRS publications and events

A comprehensive summary of Deloitte IFRS
publications and events is available here.

Please first login, first time visitors will need to complete

a short registration form. Below we have included new
publications and events most relevant to Canadian public-
ly-accountable enterprises.

Publications

IFRS lllustrative Financial Statements for 2010

The lllustrative Financial Statements for 2010 (Word ver-
sion) illustrate the application of the presentation and
disclosure requirements of IFRSs by an entity that is not a
first-time adopter of IFRSs. They also contain additional dis-
closures that are considered to be best practice, particularly
where such disclosures are included in illustrative examples
provided with a specific IFRS standard. These model finan-
cial statements do not reflect the early adoption of IFRS 9.
Model financial statements reflecting early adoption of IFRS
9 will be published soon.

IFRS presentation and disclosure checklist for 2010
Deloitte’s IFRS Presentation and Disclosure Checklist for
2010 (Word version) is formatted to allow the recording of
a review of financial statements, with a place to indicate
yes/no/not-applicable for each presentation and disclosure
item.

Canadian publication on Canadian Securities
Administrators (CSA) environmental reporting
guidance

Deloitte (Canada) recently published Environmental
Reporting Guidance: CSA Staff Notice 51-333 - What

does it mean, why does it matter and where do you go
from here? The report outlines key insights from the new
guidelines, provides key questions to consider, and includes
a step-by-step response to prepare, implement, and govern
effective environmental disclosure. The publication is avail-
able in both English and French.

Refer also our IFRS Round-up for additional details.
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Webcasts

Canadian webcast on CSA environmental reporting
guidance

Deloitte (Canada) recently published Environmental
Reporting Guidance: CSA Staff Notice 51-333 - What does
it mean, why does it matter and where do you go from
here? The report outlines key insights from the new guide-
lines, provides key questions to consider, and includes a
step-by-step response to prepare, implement, and govern
effective environmental disclosure.

November 17, 2010 — English version
November 17, 2010 — French version

Webcast on CSA Staff Notice 51-333 — Environmental
Reporting Guidance: How will it affect you?

On Wednesday, December 8, 2010, Deloitte (Canada) will
be hosting a webcast in conjunction with Tory’s LLP and
the Ontario Securities Commission (OSC) to share perspec-
tives on the guidance.

Click here for more information on the webcast and
registration.
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IFRS Round-up

Updates in Canadian and International news

November 3, 2010: CSA issue additional
environmental reporting guidance

The CSA have published CSA Staff Notice 51-533
Environmental Reporting Guidance. The Notice should
assist issuers in assessing which information must be
disclosed on material environmental matters, such as
risks related to weather patterns or environmental legis-
lation. It provides guidance on compliance with disclo-
sure rules in the following areas:

« Environmental risks and related matters;

« Environmental risk oversight and management;

« Forward-looking information requirements as they
relate to environmental goals and targets; and

« Impact of adoption of IFRSs on disclosure of environmental liabilities.

The Staff Notice notes that IFRSs contain some important differences from Canadian GAAP for recognition and measure-
ment of provisions (including environmental provisions) and offers a detailed comparison. Click for CSA press release, CSA
Staff Notice 51-533 and our Canada country page. A Deloitte publication is also available on this.

November 10, 2010: CSA publish IFRS-related update and amendments

The CSA has published an update to CSA Staff Notice 52-306 - Non-GAAP Financial Measures and Additional GAAP
Measures to reflect the changeover to International Financial Reporting Standards (IFRS). Specifically, the notice has been
amended to include specific guidance to issuers regarding additional GAAP measures required by IFRS. CSA Staff Notice
52-306 (Revised) Non-GAAP Financial Measures and Additional GAAP Measures (link to Ontario Securities Commission
website).

The CSA also published IFRS-related amendments to National Policy 41-201 - Income Trusts and Other Indirect Offerings
to reflect the changes to NP 52-306. CSA Notice of Amendments to National Policy 41-207 Income Trusts and Other
Indirect Offerings (link to Ontario Securities Commission website).

November 12, 2010: G20 reiterates support for global accounting standards

Following their summit meeting in Seoul, South Korea on November 11-12, 2010, the leaders of the G20 group of
nations have issued a Declaration reaffirming their support for a single set of global accounting standards as a means for
strengthening the global financial market infrastructure. This new Declaration makes reference to convergence deadline
“by the end of 2011".

The G20 was first organized in the wake of the Asian financial crisis of the late 1990s. With the onset of the global
financial crisis in 2008, the G-20 has become the principal forum to lead global efforts to stem the crisis and mitigate its
effects. Below is an excerpt from the Declaration following the Seoul summit.

“We re-emphasized the importance we place on achieving a single set of improved high quality global accounting stan-
dards and called on the International Accounting Standards Board and the Financial Accounting Standards Board to
complete their convergence project by the end of 2011. We also encouraged the International Accounting Standards
Board to further improve the involvement of stakeholders, including outreach to, and membership of, emerging market
economies, in the process of setting the global standards, within the framework of independent accounting standard
setting process.”

All documents published after the summit are available here. The excerpt above is from the Seoul Summit Document.
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