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At today’s meeting, the Board will discuss the application of the current and working definitions
of an asset, potential improvements to those definitions, and which definition should be used as
the staff proceeds with other aspects of Phase B of the Conceptual Framework project.

APPLICATION OF THE ASSET DEFINITIONS

1. InJuly 2007, the Boards requested that, in order to better understand the proposed
improvements in the working definition of an asset and the remaining asset and liability
definition issues, the staff should apply the proposed working definition of an asset, as well as
the existing IASB and FASB definitions, to various types of assets and to identify issues arising
from the application of those definitions. The staff has applied the proposed working definition
of an asset to a series of examples and has identified the following problematic aspects of the
existing definitions and how the proposed working definition seeks to overcome those aspects:
a. The proposed working definition focuses on the resource, rather than on probable
future economic benefits

b. The proposed working definition results in a clearer and more direct focus on
what the entity presently has, rather than on where it came from

c. The proposed working definition focuses on the capability of the economic
resource producing cash inflows, rather than expected or probable economic
benefits. That is, the proposed working definition eliminates reference to
likelihood

d. The existing definitions are unclear as to the meaning of control and what it is that
is controlled. The proposed working definition seeks to overcome this by
replacing control with rights or other privileged access

e. The proposed working definition does not answer the question as to whether items
such as a packaging asset or location exist separately from the promises and
enforceable rights under individual accounts receivable. This remains as a unit of
account issue.
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IMPROVING AND CONVERGING THE IASB AND FASB DEFINITIONS
2. The following are the existing and proposed working definitions of an asset:

a. Existing FASB Definition: An asset is a resource controlled by the entity as a
result of past events and from which future economic benefits are expected to
flow to the entity. [IASB Framework, paragraph 49]

b. Existing IASB Definition: Assets are probable future economic benefits
obtained or controlled by a particular entity as a result of past transactions or
events. [CON 6, paragraph 25; footnote reference omitted.]

c. Proposed Working Definition: An asset is a present economic resource to
which the entity has a present right or other privileged access.

Present means that both the economic resource and the right or other
privileged access to it exist on the date of the financial statements.

. An economic resource is something that has positive economic value. It is

scarce and capable of being used to carry out economic activities such as
production and exchange. It can contribute to producing cash inflows or
reducing cash outflows, directly or indirectly, alone or together with other
economic resources. Economic resources include unconditional
contractual promises that others make to the entity, such as promises to
pay cash, deliver goods, or render services. Rendering services includes
standing ready to perform or refraining from engaging in activities that the
entity could otherwise undertake.

A right or other privileged access enables the entity to use the present
economic resource directly or indirectly and precludes or limits its use by
others. Rights are legally enforceable or enforceable by equivalent means
(such as by a professional association). Other privileged access is not
enforceable, but is otherwise protected by secrecy or other barriers to
access.

Issue 1: Economic Resource versus Probable Economic Resource

3. The main issue to be resolved in order to converge the existing IASB and FASB definitions

is to decide whether the definition should focus on defining an asset as an economic resource or

as probable future economic benefits.

4. The proposed working definition of an asset replaces future economic benefits in the FASB’s

existing definition with a present economic resource. The use of economic resource rather than

economic benefits indicates that the focus is on a stock, rather than on a flow, and the use of

present rather than future indicates that the resource must presently exist. The amplifying text to

the proposed working definition explains that an economic resource is, “something that has



positive economic value. It is scarce and capable of being used to carry out economic activities
such as production and exchange. It can contribute to producing cash inflows or reducing cash

outflows, directly or indirectly, alone or together with other economic resources.”

5. There was support for this change in emphasis from those with whom the staff consulted on

the proposed working definition from December 2006 to March 2007.

6. By making this change, the definitions of an asset could be converged by defining an asset as

follows:

“An asset is a present economic resource controlled by the entity as a result of
past [transactions or] events from which future economic benefits are expected to
flow to the entity.”

Questions for the Board:

Does the Board agree that, as a minimum, the focus of the definition of an asset should be
on a present economic resource rather than on future economic benefits? If not, why not?

Does the Board think that any further improvement should be considered (see below), or
that the staff should stop here?

Issue 2: Likelihood

7. Both of the existing IASB and FASB definitions of an asset make reference to likelihood, but
use different words (“expected” in the case of the IASB and “probable” in the case of the FASB).
However, both the IASB and FASB definitions have been misinterpreted as implying that there
must be a high likelihood of future economic benefits for the definition to be met.

8. To avoid this continued misinterpretation, the proposed working definition of an asset
clarifies that it does not depend on an assessment of a degree of likelihood. It states only that an

economic resource must be capable of producing cash inflows or reducing cash outflows.

9. This was the most favoured improvement in the proposed working definition when the staff
consulted on the definition from December 2006 to March 2007.

10. This suggests that the converged definition of an asset should be further amended, as follows:

“An asset is a present economic resource controlled by the entity as a result of
past [transactions or] events that is capable of producing cash inflows or reducing




cash outflows from-which-future-economic-benefits-are-expected-to-flow-to-the

Question for the Board:

Does the Board agree that any assessment of likelihood should be removed from the
definition of an asset? If not, why not?

Issue 3: Capable of Producing Cash Inflows or Reducing Cash Outflows

11. The staff believes that the phrase “that is capable of producing cash inflows or reducing cash
outflows” is an incomplete description of what constitutes an economic resource. Also, it is not
clear whether the phrase constitutes further explanation of what is an economic resource, or is a
narrowing of that term to a particular type of economic resource. The staff thinks that the intent
is the former and, therefore, that it is clearer not to include the phrase in the definition. Rather,
the staff thinks it preferable to accompany the definition with a separate definition of an

economic resource. Thus, the definition of an asset becomes:

“An asset is a present economic resource thatis-capable-ofproducing-cash
nflows-orreducing-cash-outflows, controlled by the entity as a result of past

[transactions or] events.”

12. This would be accompanied by a definition of an economic resource as follows:

“An economic resource is something that is scarce and capable of producing cash
inflows or reducing cash outflows, directly or indirectly, alone or together with other
economic resources.”

Questions for the Board:

Does the Board agree that the phrase “capable of producing cash inflows or reducing
cash outflows” should be eliminated from the asset definition?

Does the Board agree that a definition of an economic resource should accompany the
asset definition?

Does the Board agree with the proposed definition of an economic resource?



Issue 4: Past Transaction or Event

13. Both the existing IASB and FASB definitions refer to the need for an asset to have arisen as a
result of something having happened in the past. Identification of a past transaction or other
event can be a distraction and lead to debates about which event is the triggering event instead of
focusing on whether the economic resource exists at the balance sheet date.

14. To avoid undue emphasis on seeking out a past transaction or event, the proposed working
definition of an asset focuses on what is necessary for an asset to exist “at the present” (that is, a
present economic resource, to which the entity has a present right or other privileged access). By
focusing on a present economic resource, and a present link to the entity, it becomes redundant to
refer to the need for a past event. This also has the advantage that the economic resource and the
link to the entity must exist today—so it cannot be an economic resource or a link that will not
arise until the future or that existed in the past, but no longer exists at the financial statement
date. Also, it is a more economical use of words—and historically, the Boards have preferred

shorter definitions.

15. There was support for this change from those with whom the staff consulted on the proposed
working definition from December 2006 to March 2007.

16. This suggests that the staff should further amend the definition of an asset, in paragraph 32

above, as follows:

“An asset is a present economic resource presently controlled by the entity-as-a

Questions for the Board:

Does the Board agree that a focus on the present is preferable to focusing on past
transactions or events?* If not, why not?

Does the Board think that any further improvements should be considered (see below), or
that the staff should stop here?

1 If we do not delete past transactions or events, we should refer to past transactions or other events, since

transactions are, themselves, events.



Issue 5: Control

17. Control is used in both the existing IASB and FASB definitions of an asset. However, itis a
term that is not always interpreted consistently. The proposed working definition of an asset
attempts to deal with the entity’s link to the economic resource by replacing control with the

phrase rights or other privileged access.

18. This aspect of the proposed working definition received least support from those with whom
the staff consulted from December 2006 to March 2007. Some suggested that it might be better
to explain how the term control should be used, rather than replace the term. Others struggled
with whether rights or other privileged access is a clearer term than control, noting, in particular,
that privileged access is an unfamiliar term that does not translate well into many languages

other than English.

19. Three alternatives were suggested by some of those with whom the staff consulted on the
proposed working definition. These were as follows:
a. Alternative 1:Describe the link between the entity and the economic resource as
the entity’s right

b. Alternative 2: Describe the link between the entity and the economic resource as
the entity’s access

c. Alternative 3: Describe the link between the entity and the economic resource by
describing the resource as being of the entity

20. The staff thinks that none of the above three alternatives are clearly better than the proposed
working definition. The staff believes that none of the alternatives clarify what is meant in the
definition, instead leaving that clarification to the amplifying text. Perhaps the one advantage
that they have over retaining the word control is that it is difficult to change peoples’

understanding of a term that they think they already understand.

21. The staff thinks that if this aspect of the definition is to be improved, the focus should be on
clarifying the more fundamental questions of what it is that is controlled and what is meant by

control in the definition of an asset.

22. Some view control as being used in the same sense as that presently used for purposes of
consolidation accounting. That is consistent with the manner in which control is discussed in the
reporting entity phase of the joint conceptual framework project, in which the Boards have

concluded that the definition of control should contain both a power element and a benefits



element, together with a link between the two. The staff thinks that differs from the manner in
which control is used in the definition of an asset.

23. In many examples involving the definition of an asset, an entity will have power as well as
the ability to obtain cash inflows. However, in other examples, an entity need not have the
power to cause the cash inflows to arise. That is, while the power criterion is a sufficient

condition, it is not a necessary condition.

24. The staff thinks that it is sufficient that the entity can obtain cash inflows (or reduce cash
outflows) from the economic resource, rather than the entity needing to have the power to cause
them to occur. That is, it is sufficient for something good to be capable of happening from the
economic resource, and for the entity to be able to obtain that good thing from its having
happened, even though the entity cannot make that good thing happen. Thus, the proposed

working definition of an asset could be amended as follows:

“An asset [of an entity] is a present economic resource;-centreHedby from which
the entity can obtain cash inflows (or reduce cash outflows) if any.”

25. However, if the focus is only on benefits flowing to the entity, situations in which the entity
is just as capable of receiving benefits as any other entity are included. Accordingly, the staff
needs to specify that the entity’s link to the asset must be one that is not available to all others.
The staff thinks that this notion should be captured by referring to the exclusion of others from
access to the economic resource and any cash inflows (or reduction in cash outflows) that it

produces. Thus the definition would become:

“An asset [of an entity] is a present economic resource from which the entity can
obtain cash inflows (or reduced cash outflows), if any, to the exclusion of others.”

Questions for the Board:

Does the Board believe that the term “control” should be replaced?

Does the Board agree that having the power to cause cash inflows (or reduce cash outflows)
from an economic resource is a sufficient condition rather than a necessary condition in the
context of an asset, and that the necessary condition is that the entity can obtain cash
inflows (or reduce cash outflows) from an economic resource?



ALTERNATIVES
26. The staff has developed the following alternatives for the working asset definition:

a.  For those who seek primarily to converge:

“An asset is a present economic resource controlled by the entity as a result of
past [transactions or] events from which future economic benefits are expected to
flow to the entity.”

b. For those who would also like to improve the definition by removing the reference to
likelihood:

“An asset is a present economic resource controlled by the entity as a result of
past [transactions or] events.”

c. For those who would also like to improve the definition by removing reference to past

[transactions or] events:

\ “An asset is a present economic resource presently controlled by the entity”

d. For those who would also like to improve the definition by dealing with issues associated

with the meaning of control:

“An asset [of an entity] is a present economic resource from which the entity can
obtain cash inflows (or reduced cash outflows), if any, to the exclusion of others.”

Or:

“An asset [of an entity] is a present economic resource to which the entity has a
present right or other access, to the exclusion of others.”

e. For those who would like to focus first on an entity’s present rights, rather than on a

present economic:

“An asset of an entity is its present right or other access, to the exclusion of
others, to a present economic resource.”

Or:

“An asset of an entity is its present right to cash inflows (or reduced cash
outflows), if any, to the exclusion of others, from a present economic resource.”




f. A potential alternative that would deal with the link between the entity and the economic

resource as separate definition and recognition issues.
Question for the Board:

Which definition should be used as a working definition of an asset as the staff proceeds
with other aspects of Phase B of the Conceptual Framework project?
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October 17, 2007

At today’s meeting, the Board will discuss other lessee obligations and variable lease payments.
The meeting will be informational and no decisions are expected.

TOPIC I: OTHER LESSEE OBLIGATIONS
Background

At meetings in March 2007, the Boards tentatively concluded that a lessee’s obligation to return
the leased item at the end of the lease term does not meet the definition of a liability. However,
the terms of the lease contract might give rise to other obligations that meet the definition of a

liability. The staff has analyzed 3 different types of lessee obligations.
Type 1 — Lessee Obligations To Incur Costs To Return The Leased Item

A lessee’s obligation to incur costs associated with the return of the leased item may be explicit
in the lease contract. For example, a lease contract may require the lessee to return the leased
item to a specified location and incur transportation costs associated with its return. An
obligation to incur costs associated with the return of the leased item may be implicit in the lease
contract. For example, if a lessee installs a machine into its production line, it may need to incur

costs to remove the item from the production line in order to return it at the end of the lease.

The lessee has an obligation to return the leased item that arises out of a past event (the delivery
of the leased item to the lessee) and there will be an outflow of economic benefits to meet the
costs of returning the leased item. Although the outflow of economic benefits may not occur
until the end of the lease, once the leased item is delivered to the lessee, the lessee is unable to
avoid that outflow of economic benefits. Therefore, the staff recommends that obligations to
incur costs to return the leased item meet the definition of a liability for the lessee when the
lessee obtains access to the leased item (in the case of transportation costs) or when the

machinery is installed (in the case of an obligation to dismantle).
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Questions for the Board

(1) Do obligations to incur costs to return the leased item meet the definition of a liability for
the lessee?
(2)  If so, when does the liability arise?
a. When (i) the lessee obtains access to the leased item (in the case of transportation
costs) or (ii) the machinery is installed (in the case of an obligation to dismantle)?
b. Atthe end of the lease term?

Accounting for the Debit

View A — As an Expense in Profit or Loss
View B — As Part of the Cost of the Right to Use Asset

Question for the Board

(3) How should the debit arising on recognition of a liability for costs associated with the
return of the leased item be accounted for?

Type 2 — Lessee Obligations To Return The Leased Item In A Specified Condition

A lease contract may specify a certain minimum condition for the leased item upon return. If the
leased item falls below the condition specified in the lease, the lessee would expect an outflow of
economic benefits. This outflow may involve the lessee incurring costs to restore the item to the
contractually specified condition or paying monetary damages to the lessor. The staff considers
these obligations to meet the definition of a liability and has considered the following views to

analyze when the obligation to transfer economic benefits arises.

View A — At the End of the Lease Term
View B — When the Leased Item Falls Below the Contractually Specified Condition
View C — When the Leased Item Is Delivered/made Available to the Lessee

View D — Not in the Scope of the Leases Project

Staff Recommendation

Some staff recommend View C based on the argument that the signing of a lease contract that
requires the leased item be returned in a specified condition creates an obligation to another
entity that meets the definition of a liability and should be recognized at that date (even though

the measure of that liability could be quite small).



Other staff recommend View B based on the argument that except in situations where it is clear
that the lessee has little or no discretion to avoid an outflow of economic benefits, no liability is

recognized until the event that would require an outflow of economic benefits actually occurs.

Questions for the Board

(4) Do obligations to return the leased item in a specified condition meet the definition of a
liability?
(5)  If so, when does the liability arise?
Accounting for the Debit
View A — As an Expense in Profit or Loss

View B — As Part of the Cost of the Right to Use Asset

Question for the Board

(6) How should the debit arising on recognition of a liability for costs associated with the
return of the leased item in a specified condition be accounted for?

Type 3 — Obligations To Maintain The Leased Item

Obligations for the lessee to maintain the leased item are similar to obligations to return the
leased item in a specified condition. The only difference may be a matter of timing of the
outflow of economic benefit from the lessee. The staff considers these obligations to meet the
definition of a liability and has considered the following views to analyze when the obligation to

transfer economic benefits arises.

View A — When the Leased Item Falls below the Specified Maintenance Standard

View B — When the Leased Item Is Delivered/Made Available to the Lessee

View C — Not in the Scope of the Leases Project

Questions for the Board
(7) Do obligations to maintain the leased item meet the definition of a liability?
(8)  If so, when does the liability arise?

Accounting for the Debit

View A — As an Expense in Profit or Loss

View B — As Part of the Cost of the Right to Use Asset

Question for the Board

(99 How should the debit arising on recognition of an obligation to maintain the leased item
be accounted for?



Measurement of The Liability—Initial Measurement

View A - Fair Value

View B — Expenditure Required to Settle the Present Obligation
Staff Recommendation

The staff recommends View A. The staff considers that measuring liabilities of the type
described in this paper at fair value provides the most relevant information to users of financial
statements. Measuring these liabilities initially at fair value would be consistent with the current
guidance for asset retirement obligations and with the tentative decision reached at the June

meeting to measure the lessee’s obligation to pay for the right to use asset at fair value.
Question for the Board

(10)  How should liabilities identified in this paper be initially measured?
Measurement of The Liability-Subsequent Measurement

View A - Fair Value

View B — Adjusted Subsequently for Changes in Estimated Timing or Amount (FAS 143)
View C — Expenditure Required to Settle the Present Obligation (IAS 37)

View D — Amortized Cost (With an Option to Fair Value)

Staff Recommendation

The staff’s view is that subsequent measurement of liabilities of the type described in this paper
at fair value provides the most relevant information to users of financial statements. However,
the Boards have tentatively concluded that the lessee’s obligation to pay rentals that meet the
definition of a financial liability should be measured subsequently at amortized cost (with an
option to fair value). Although obligations of the type described in this paper are different from
the obligation to pay rentals, requiring them to be measured subsequently at fair value would

introduce a measurement inconsistency among liabilities arising from lease contracts.
Question for the Board

(11) How should obligations of the type described in this paper be measured subsequently?



Assets for The Lessor

Terms in a lease contract that require a lessee to either return the leased item to the lessor in a
specified condition or maintain the leased item would appear to create valuable rights for the
lessor. However, these rights are only valuable when combined with either the lessor’s interest

in the leased item at the end of the lease or its right to receive payments from the lessee.
Staff Recommendation

The staff considers that these rights are not a separate asset, but they would impact the
measurement of the lessor’s interest in the leased item at the end of the lease. Therefore, the
staff recommends these rights should be combined with the asset representing the lessor’s

interest in the leased item at the end of the lease.
Question for the Board

(12)  Should lessor rights arising out the lessee’s contractual obligations discussed in this paper
be combined with the lessor’s right to receive rentals and/or the lessor’s interest in the
leased asset at the end of the lease?



TOPIC Il - VARIABLE LEASE PAYMENTS
Background

The staff has analyzed the accounting for three categories of variable lease payments, which are
lease payments that increase or decrease as a result of changes in factors, other than the passage
of time, occurring subsequent to the start of the lease. Although the staff has identified three
categories of variable lease payments, the staff asks the Board to compare arrangements where
the variable rentals are based on factors outside the control of the lessee to arrangements where
the factors are within the control of the lessee. This discussion assumes that the variable lease
terms are substantive. Whether a contractual term is substantive or non-substantive will be

addressed at a later Board meeting.

Category | — Lease Payments With A Variable Factor Based On Price Changes Or An

Index

This category includes those leases where the rentals are adjusted in accordance with sime

underlying price, index, or other variable. The staff considered the following two examples:
Example A — A lessee enters into a contract with a lessor to lease equipment for a non-
cancellable period of five years. The lease payment starts at CU 10,000 per annum and

adjusts annually at December 31 by the change in the Consumer Price Index (CPI) for the
year.

Example B — The same lease, except that the rental is adjusted to the current market rental
amount for similar new leases at the date of adjustment.

Staff Recommendation

The staff considers that, in this type of lease, the lessee has an unconditional obligation to pay a
variable rental (fixed payments of CU 10,000 per annum over the 5-year term plus or minus
variations in payments based on the annual adjustments) that meets the definition of a liability;
the fact that the amount payable is uncertain does not mean there is no present obligation that the
lessee has little or no discretion to avoid. The obligation arises out of a past event (the signing of
the lease contract) and is expected to result in an outflow of economic benefits (payment of

rentals).
Question for the Board

(13) Does the Board agree that the lessee has a liability that includes both fixed and variable
components of the future rentals?



Recognition and Measurement

The staff considered the alternatives for the recognition and initial and subsequent measurement
of this obligation summarized in the following table:

Initial measurement Subsequent measurement

Alternative A — Fair value Alternative 1 — Fair value

Alternative 2 — The carrying value of the
liability is adjusted for changes in expected
rental payments. However, the expected rental
payments are discounted using the original
interest  rate  (calculated at initial
measurement).

Alternative B — Assume that the | The carrying value of the liability is adjusted
initial rental payable will be paid in | for actual changes in rental payments.

all subsequent years and discount
those payments using a market
interest rate.

Alternative C — Assume that the | The carrying value of the lease payments is
initial rental payable will adjust | adjusted for changes in current market factors
based upon current market factors
and discount these payments using a
market interest rate.

Alternative D — Treat as an embedded derivative (under current standards) and
separately account for this unless “clearly and closely related’ to the host contract

Staff Recommendation

The staff considers Alternative A2 to be the most appropriate method (with Al as an allowed
alternative), as this alternative is most consistent with the treatment of other financial liabilities
under existing standards. However, if financial instrument standards were amended to require
subsequent measurement at fair value for all financial liabilities, Alternative Al should then be
adopted for variable lease liabilities.



Questions for the Board

(14)  Which of the four approaches described above do you prefer and why?

(15)  Are there any other approaches the staff should consider?

Lessor’s Asset

Using Examples A and B above, at the start of the lease the lessor has the right to receive lease
payments for the 5-year lease term. The Boards have tentatively concluded that this right meets
the definition of an asset. The lessor has an unconditional right to receive the CU 10,000 for year
1 plus the CU 10,000 per annum for years 2 through 5 adjusted annually to reflect market rates at
the time of adjustment. The staff considers that, in this type of lease, the lessor has an
unconditional right to receive variable rentals that meet the definition of an asset; it is only the
amount that is uncertain.

Question for the Board

(16) Do you agree that the lessor has an asset at the start of the lease that represents its
unconditional right to receive CU 10,000 per annum over the 5-year term plus or minus
variations in payments based on the annual adjustments to market rates?

Category Il—Lease Payments With A Variable Factor Based On The Lessee’s Financial

Or Operating Performance From The Leased Item

This category includes lease payments that are conditional on the lessee’s financial or operating
performance derived from the leased item (a metric). The staff considered the following
examples:

Example C — A lessee enters into a five-year non-cancellable lease of a retail property.
The lease calls for predetermined fixed lease payments of CU 5,000 per annum for the 5-
year lease term and an additional payment each year if the lessee’s sales for that year
exceed a specified level, calculated as 15 percent of the excess. The lessee is required
under the terms of the lease to keep the retail premises open for business throughout the
lease term (such requirements are not uncommon in leases of units in shopping centres,
etc.).

Example D — An identical lease to Example C, except that although the lessee expects to
use the premises throughout the lease term there is no enforceable agreement with the
lessor that it will in fact do so.



Identification of Assets and Liabilities

View 1—The lessee has the following assets and liabilities (Examples C and D):

Asset — the right to use the physical item for the term of the lease

Liability — the unconditional obligation to pay the fixed amount of rentals (CU 5,000 per
annum)

Liability — the unconditional stand-ready obligation to pay the additional variable rentals

The lessor has a financial asset representing both the fixed rentals and the expected
amount of variable rentals.

View 2—The lessee has the following assets and liabilities (Example D only):

Asset — the rights over the leased property (This cannot be described simply as a ‘right to
use’ the item since it can only actually use the item if it incurs additional obligations.
This asset is therefore more accurately thought of as a ‘right to acquire a right’ to use the
physical item.)

Liability — the unconditional obligation to pay the fixed amount of rentals (CU 5,000 per
annum).

The lessor has an asset representing the fixed rentals, but no longer has a right to the
future variable rentals since these might not in fact arise. The lessor does, however, have
a contractual right to receive rentals if the lessee decides to use the asset. This contractual
right does not meet the definition of a financial instrument (since it does not give rise to
both an asset and a liability), but might be considered to be an intangible asset.

Staff Recommendation

The staff considers that View 1 reflects the assets and liabilities arising in Example C, and also

the economics of Example D. However, it is less clear in Example D that there is actually a

liability for the full amount of the variable rentals at the commencement of the lease. View 2,

which recognizes a liability for these rentals only to the extent that the lessee is actually

committed to paying them, may be a more correct analysis.

Questions for the Board

(17)

(18)

In Example C, where the lessee can be required to use the leased property, do the Boards
agree that the lessee has a liability for conditional rentals (View 1)?

Do the Boards consider that there is a distinction between Examples C and D, where the
lessee cannot be required by the lessor to use the leased property? If so, do the Boards
consider that the lessee’s obligation for the conditional rentals arises:

a. At commencement (View 1) or
b. As the leased property is used (View 2)?



Initial and Subsequent Recognition and Measurement

View 1—The lessee has an unconditional stand-ready obligation to pay variable rentals in
addition to the obligation to pay fixed rentals. The analysis of the recognition and

measurement of these obligations is the same as for the variable rentals under Category |I.

View 2—The lessee has an initial obligation for the fixed rentals only. The initial and subsequent
measurement of that liability should be consistent with the measurement of the obligation
to pay fixed rentals under a simple lease, as previously discussed by the Boards (that is,
consistent with the measurement of financial liabilities generally; under current
standards, this would be initial measurement at fair value and subsequent measurement at

amortised cost using the effective interest rate, with an option to fair value).
Questions for the Board

(19)  If variable lease payments are recognized (under View 1), should they be measured on
the same basis as Category | variable rentals?

(20)  If variable lease payments are not recognized (under View 2), should only fixed rentals
be measured on the same basis as a simple lease with fixed rentals (in the same way as
other financial liabilities)?

Lessor’s Asset

At the beginning of the lease term for both examples C and D above, the lessor has an asset for
both the fixed and variable payments receivable, but notes that under View 2, the lessee does not
have a liability for these additional amounts (except to the extent that the item is actually used)
and, therefore, the right to rentals is not a financial instrument (since this must be an asset of one

party and a liability of the other).
Question for the Board

(21) Do you agree that the lessor has an asset for the full amount of the rentals under both
Examples C and D?
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Category Il11—Lease Payments With A Variable Factor Based On The Lessee’s Usage
This category includes lease payments that are conditional on the lessee’s usage of the leased
item. The following example was considered:

Example — A lessee leases major construction equipment for a fixed term of 5 years with
fixed payments at CU 50,000 per annum under a non-cancellable lease with the lessor. If
the lessee exceeds a contractually determined threshold for hours used per year (the
contingency resets each year), the lessee is required to make additional payments based
on a predetermined amount per hour over the threshold.

Identification of Assets and Liabilities
View 1—The lessee has the following assets and liabilities:

Asset — the right to use the physical item for the term of the lease

Liability — the unconditional obligation to pay a rental, with both a fixed and variable
component (only the amount is uncertain).

View 2—The lessee has the following assets and liabilities:
Asset — the right to use the leased item up to the end of the lease term or the usage limit
(whichever occurs sooner)

Asset — the option to obtain further use of the leased item once the usage limit is reached,
up to the end of the lease term

Liability — the unconditional obligation to pay the fixed rentals only (CU 50,000 per
annum)

Liability — the additional usage exceeding the usage limit, but only for the amount
actually used at the measurement date (that is, on a ‘pay as you go’ basis).

Staff Recommendation

In this category of lease, the lessee has the discretion to avoid an outflow of economic benefits
associated with additional usage by opting not to use the leased item once the usage limit has
been reached. Only when the lessee uses the leased item above the required threshold does a
liability arises for the variable lease payments. The staff views this as similar to an option to
extend a lease, with the difference that the additional right to use that the lessee has the option to
acquire is measured in usage terms (for example, miles driven or copies made) rather than time.
Consequently, the staff considers that at the beginning of the lease term, the lessee does not have
a present obligation for the variable portion of the lease payments. Hence, the lessee’s obligation
to make payments in respect of additional usage does not meet the definition of a liability. The

staff therefore supports View 2.
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Question for the Board

(22) Do you agree that the lessee has no obligation for the additional usage at the
commencement of the lease, but has an asset representing an option to acquire additional
usage rights (View 2)?

Initial and Subsequent Recognition and Measurement

View 1—Initial and subsequent measurement of that liability should be consistent with the
measurement of the obligation to pay fixed rentals under as simple lease (that is, initial
measurement at fair value and subsequent measurement (generally) at amortised cost
using the effective interest rate. A liability for the variable element of the rentals would
only be recognized when the lessee cannot avoid the obligation, which generally would
be when the lessee’s usage exceeds the contractually established threshold. This
additional liability would reflect only the actual usage of the leased item, and therefore
would be measured based on the additional rental for that usage; in most cases this

amount would not be difficult to determine.

View 2—The alternatives for initial and subsequent measurement would be the same as under

Category | above.
Question for the Board
(23)  How should the lessee account for its obligations for the fixed rentals?
Lessor’s Asset

As with the analysis of Example D under Category Il, at the start of the lease the lessor has the
right to receive the fixed lease payments, which meet the definition of an asset. However, the
additional rentals that might be received if the lessee exceeds the usage limit do not represent an
asset since these are not under the control of the lessor and do not represent a liability for the
lessee. In addition, the lessor has an obligation representing the lessee’s option to acquire

additional usage.
Question for the Board

(24) Do you agree that at the beginning of the lease term, the lessor has an asset for the fixed
payments receivable together with a written option representing the lessee’s right to
acquire additional usage rights?
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