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INTRODUCTION

Leasing of assets is one of the world’s oldest business activities. It can be traced
back thousands of years and it has evolved substantially over the last century.
Many ancient civilizations used leasing as a financing tool, including the Greeks,
Romans, Egyptians and Phoenicians. In the early Medieval Ages, various types
of agricultural, industrial and even military equipment were leased (e.g. in
England, Norway and Wales). In the modern times, the industry has grown from
being a manufacturer-selling technique into a specialized financial service with
the formation of the first independent leasing company in the United States in
1952. The industry extended to Europe and Japan in the 1960s and has been
spreading throughout emerging markets and developing countries since the mid-
1970s. By 1994, leasing had been established in over 80 countries. More
recently, we have seen the significant growth of independent financing
companies of all sizes from the very large ones operating in several countries, to
an endless number of small and medium-sized businesses specializing in the
financing of the acquisition of particular types of equipment and vehicles.
Leasing companies are pioneering joint venturing, out-sourcing, partnering other
services out or creating alliances for financing risk sharing and their innovative
products and services are a driver of change in financial services.

Nowadays, the largest external source of financing the acquisitions of equipment
is, beside banks and credit unions, leasing. It is the fastest growing form of
business investment. In 2012 alone between $550 and $600 billion dollars of
equipment will be leased throughout the world. Overall, worldwide leasing
volume continues to grow. Over 35% of all capital equipment is financed by
some form of leasing. Eight out of ten companies have turned to leasing to get
ahead and stay ahead.

Leasing, as a financing instrument, is an integral part of the entire business life
today both in the commercial and private sectors. The understanding that the
advantage of investment goods lies primarily with their use and not with their
legal ownership is becoming more and more widespread within enterprises.
Beneficial ownership in connection with lease agreements can be interpreted as
an undercover purchase, combined with a loan financing by the lessor.
Therefore, it is not surprising that the role of leasing increases due to the
increasingly cautious attitude of banks. Leasing companies saw continuous
growth even during economically difficult times, and in some areas, these
increases are significantly higher than the overall economic growth. Leasing
leads to enormous balance sheet changes. It has a direct effect on the invested
capital and on the subsequent depreciations. In addition, it affects the capital
structure and thence the debt to equity ratio of an enterprise. To avoid negative
rating assessments, lessees usually have a special interest in designing the lease
contract in such a way that only the rent has to be reported in the balance sheet.

7



In this case the leased item and especially the relevant lease obligation would not
appear in the balance sheet and borrowed capital and the debt to equity ratio
would not be affected. Therefore, the central question regarding leasing
businesses is the financial allocation of the leased items. Who has to capitalize
what?

The example of leasing — the importance of which is increasing constantly,
shows clearly how complicated the correct classification of assets is, despite the
help derived from viewing it from an economic approach. Should the leased item
be recognized in the lessor’s or lessee’s balance sheet? Are the classification
rules internationally comparable? What are the differences and similarities of the
German Handelsgesetzbuch (HGB — Commercial Code), the US Generally
Accepted Accounting Principles (US GAAP) and the International GAAP
(IASs/TFRSs)?

A trend towards the internationalization of financial reporting is taking place
which should help to improve and harmonize the transfer of information (Bay,
Bruns, 2000, pp. 716-717). In particular, with the support of the European
Union, the International Financial Reporting Standards (IFRSs) as a worldwide
system of financial reporting, together with the US GAAP and the German
Commercial Code have been established. The passage of the EU Regulation
from July 19, 2002 stipulated that all business entities with an orientation
towards the capital market must apply the IASs/IFRSs in their annual financial
reports, starting from January 1, 2005. The obligatory application harmonizes
financial reports with regards to capital market orientation within the EU.
Enterprises with securities on stock exchanges outside the EU, which used other
internationally accepted reporting standards (e.g. the US GAAP), were granted
an extension until January 1, 2007. Since then they have been obligated to use
the International GAAP.

Besides the harmonization of financial reporting within the EU, a project of the
International Accounting Standards Board (IASB) and the US Financial
Accounting Standards Board (FASB) for the convergence of IASs/IFRSs and
US GAAP is ongoing. The convergence project was decided on September 18,
2002 and its objectives are the harmonization of the two reporting systems and
the coordination of future work programs of the two standard setters. On
February 27, 2006 the IASB and the FASB set up a concrete timetable for the
convergence of the International GAAP and the US GAAP. Several individual
projects were agreed on in the process, during which specific financial reporting
problems will be dealt with. In the course of the development of the convergence
project the financial reporting of lease agreements was added to the common
agenda of IASB and FASB in July 2006.



The German enactments (“Leasingerlasse”) with regard to lease attempted to
solve the problem by applying clear and unambiguous classification rules.
However, the fixed quantitative limits (e.g. narrow lower deviation of the limited
value) allow the purposeful setup of a lease agreement (Knobbe-Keug, 1993, p.
77; Sabel, 2006, p. 32; Bordewin et al, 2003, p. 39). Nevertheless, the
International GAAP does not demand fixed limited values for economic reasons;
thus there is significant room for interpretation.

The currently valid financial reporting regulations for lease agreements
according to the International GAAP and the US GAAP have an identical basic
concept — the so-called risk and reward approach. For the purpose of financial
reporting, all lease agreements have to be classified in accordance with the
respective financial reporting standards IAS 17 (Leases) and FASB ASC 840
(Leases Operating and Capital — Accounting Standards Codification 840), and
based on the rewards and risks for each leasing partner — either as a
finance/capital lease respectively, or as an operating lease. The financial
reporting obligation of the leased item depends on the type of lease contract.
Both reporting systems follow the all or nothing approach, according to which in
cases of a finance/capital lease the leased item and the resulting obligations have
to be reported by the lessee, while in cases of operating leases the lessee does
not have to capitalize it in the balance sheet. The reporting neutrality of certain
lease agreements and the sensibilities of classifying the lease are the main points
of criticism of the current reporting regulations in relevant literature (Fiilbier et
al., 2005, pp. 275-277).

This criticism is one of the reasons why IASB and FASB strive for a
fundamental reform as part of the common leasing project, which is based on the
so called G4+1 working group. One core objective is the cancellation of the
classification of leases into two in the current financial reporting and
replacement by a system of equal treatment of all lease agreements. A
preliminary result of the discussion so far, the two international standard setters
published a paper on March 19, 2009. It contains the conceptual basis for a
possible future financial reporting system for lease agreements. The possible
change of paradigm regarding the financial reporting of lease agreements is of
great significance for investors, especially since leasing is being used very
widely nowadays.

On August 17, 2010 IASB and FASB presented the Exposure Draft ED/2010/9
“Leases”, which proposes a fundamental shift in the way leases have been
capitalized until now. More than 700 opinions resulted in a hot debate, similar
by the publication of the discussion paper in March 2009. The boards adopted a
large part of the original version of the discussion papers in the ED/2010/9,
despite some strong dissenting voices. It remains to be seen how the result of the
convergence project, which has been in progress since 2006, will turn out.



The main motivation behind the proposed fundamental revision of IAS 17,
SFAS 13 and ASC 840 respectively is the reduction of the so-called off-balance-
sheet accounting, which in the view of the standard setters leads to a distortion
of the financial information. Thus, the boards suggest the complete annulment of
the current categorization into finance/capital leases and operating leases on the
basis of an opportunity-risk approach. In conformity with the discussion paper
the capitalization of lease contracts in the ED/2010/9 is based on the right of use
approach. The proposal is that the lessee should capitalize all lease agreements at
all times. A right-of-use asset in the amount of the cash value of the future
installments and at the same time a liability in the same amount will be
capitalized. While the discussion paper focuses primarily on the capitalization by
the lessee, the ED/2010/9 suggests also concrete changes for the capitalization
by the lessor. In contrast to the lessee, the lessor will continue to have two
capitalization methods with new naming available — the “performance
obligation” and “de-recognition”. The two methods differ primarily with regard
to the question, whether the lease contract is treated similar by a sale or not at
the time of its conclusion. The distinction of two types of lease contracts in the
IAS 17 on the side of the lessee, which was criticized earlier on, re-appears
again in the standard draft in a similar form on the side of the lessor: on the basis
of the opportunity-risk approach, he chooses one of the two capitalization
methods. Although in accordance with the ED/2010/9 all lease contracts are
treated the same for lessees, the proposed changes will result in the loss of the
(fundamental) mirror-inverted capitalization by the leasing parties. This is a
distinct contradiction to the efforts of the equal treatment of lease contracts,
which seeks to provide more transparency and comparability. However, the
currently ongoing discussion shows that still no complete agreement has been
achieved within the boards with regard to the illustration of a lease agreement on
the side of the lessor.

The paper presented here first of all deals with the fundamental proposals for
changes concerning the capitalization of leases and with the criticisms of the
ED/2010/9 that have been published so far. In addition, the research clarifies that
the currently proposed capitalizing for lessors shows the structural weaknesses
of the standard draft and problems in its practical implementation. These
problems greatly impair the advantages regarding the reduction of the off-
balance sheet accounting.

The desired changes proposed in the standard draft in its present form lead to the
danger of unnecessary puffing of the balance sheet and to the inclusion of

contradictory profits and losses.

The objective of the dissertation is to analyze the decision usefulness for the
financial reporting of business entities by following the International GAAP, the
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US GAAP and HGB regarding lease agreements, and the significance of the
economic approach (“substance over form”). In this context the need for reforms
of the currently valid reporting system of lease agreements has to be examined
and the current status of the IASB/FASB lease project will be recognized. The
current conceptual bases of reporting lease payments in accordance with the
International GAAP, the US GAAP and HGB and the concepts discussed as
alternatives will be the focus of this research. Based on the various conceptual
approaches, concrete steps for reforms will be discussed. Since the application-
oriented concretization of the financial reporting of lease contracts will not be
analyzed for individual cases, some special features will not be discussed in the
complete way, e.g. leasing companies.

The fundamental question will essentially be answered in three stages. At the
first stage a benchmark for the evaluation of the currently valid regulations of
lease agreements is developed. Special attention will be paid to the analysis of
the significance of the economic approach (“substance over form”). The second
stage will research the currently valid reporting regulations of lease agreements
according to the HGB, the International GAAP and the US GAAP. This will
document the need for reforms of the current reporting system of lease
agreements. The third stage will recognize the current status of the IASB/FASB
leasing projects. In addition, concrete suggestions for the ongoing reform
process will be developed.

In Chapters 1, 2, and 3 the currently valid regulations regarding the financial
reporting of leases in according to HGB, the International GAAP and the US
GAAP are analyzed in the context of their significance regarding the economic
approach (“substance over form”) and the related decision usefulness of making
decisions by the reporting addressee. Due to the conceptual character of the
given research, which is based on the risk and reward approach, the conceptual
basis of the current financial reporting of leases has to be looked at. On this basis
the financial reporting of the lessor and lessee in connection with the
fundamental concept is discussed. The explanations will lead to the analysis of
the decision usefulness of the currently valid lease reporting system. In the
process, the question whether the currently valid regulations of the financial
reporting of leases assure the transmission of decision useful information, or
whether reforms are indeed necessary, will be answered. The analysis of the
currently valid leases reporting system is the starting point for the discussion of
the current [ASB/FASB Leasing project in Chapter 4. In this context, first of all,
the basis for the current project of the financial components approach and the
whole asset approach is presented and evaluated. The decision usefulness of the
provided information will serve as the evaluation benchmark. Subsequently, the
further development of these financial reporting systems as part of the
IASB/FASB lease project and the current intermediate result of the reform
project will be appreciated. Research will have to be done on whether the
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concepts for the future lease reporting system in the discussion paper will
facilitate a better decision useful transmission of information. In addition,
suggestions for the increase of the decision usefulness for the future financial
reporting of leases are developed.
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1. THE ECONOMIC APPROACH AND THEORETICAL
BASIS FOR CAPITALIZATION OF LEASES IN

GERMANY
1.1. Concept and Purpose of the Economic Approach

Interpretation of the meaning of “economic approach”. An analysis of the
words “to observe” and “approach” shows that these can be understood either as
a visual examination or as a kind of an evaluation. To identify the term
“approach” specifically and demonstrate the way the observation takes place, a
descriptive adjective is needed. When referring to an economic approach, it is
obviously “an evaluation, consideration, or examination of an object, with a
special emphasis on the economic approach”. However, the term “economic” is
not defined precisely. In its general linguistic usage the term “economic” is often
used with different intentions and thus carries different meanings (Urbas, 1987,
pp. 12—-16). Often the terms “economical” or “profitable” are used as synonyms
for “economic”, in which case it refers to the “efficiency” or “profitability” of a
certain matter (see Figure 1). In such cases the quality of a certain matter is
emphasized and highlighted. Additionally, a more specific definition of the term
“economic” exists. “Economic” refers also to the industrial field of the economy
or to the financial economy.

The necessity of the economic approach. One must not make the mistake of
confusing the economic approach with the business perspective, although they
are very similar (Beisse, 1981a, p. 3; Bocking, 1994, pp. 19-21). Since this
would result in a limitation of the economic approach, it is not permitted
(Oldenburger, 2000, p. 78). Besides the business aspects, the economic approach
includes other aspects as well, such aspects that are close to the economy and
could thus be referred to as economic (Urbas, 1987, p. 39; Beisse, 1981a, p. 4).
However, the business perspective fundamentally is part of the economic
approach, and therefore is an important, if not the most important, part of the
economic approach (Urbas, 1987, pp. 38—40; Beisse, 1981a, p. 4; Beisse, 1981b,
p. 136; Groh, 1980, p. 126).

The importance of the economic approach in legal studies is derived from the
fact that problems can often be solved only through interdisciplinary
cooperation, which means that an adequate solution can only be found by several
scientific fields together (Lehmann, 1979, p. 2; Tipke et al., 2002, § 5.65). This
is especially true with regard to tax legislation. Without knowledge of other,
“alien” scientific fields, it is very difficult to make correct legal decisions and
apply the law (Lehmann, 1979, p. 4; Eibelshduser, 2002, p. 1427; Tipke et al.,
2002, § 5.68; Beisse, 1984, p. 9). For example, taxation is not purely a legal
problem. The state needs money to finance and execute its tasks. In this context
it is the task of the economic approach to provide support regarding the
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application of tax legislation (Eibelshéduser, 2002, pp. 1427-1428; Urbas, 1987,
p. 204). In order to create fair taxation, economic insights are needed, which in

Economic

Quality-identifying meaning Scope-identifying meaning

In the general sense in a special sense
(content of the so called
“economic principle”)

economically in general in special economic
= sparingly form form = concerning
the economy

reflected as reflected as e.g. in the
optimal proportion calculated proportion  word leadership
between inappropriate between measured economic
goods output and goods output approach
goods input and goods input

technical profitability technical profitability

profitability in terms of value profitability in terms of value

= productivity = productivity

Figure 1. Different meanings of the term “Economic”
Source: Urbas, 1987, p. 18

turn are gained through the economic approach (Beisse, 1981a, p. 3). Tax
legislation mostly uses definitions which are derived from civil law. To
guarantee a fair tax system, these definitions have to be interpreted with the help
of the economic approach (Eibelshéuser, 2002, p. 1429; Larenz, 1979, pp. 298—
307; Tipke et al, 2002, §5.68-70; Schmidt-Liebig, 1986, p. 129). Conse-
quently, in tax legislation the evaluation of circumstances and proper inter-
pretation of the law are important (Moxter, 1999, p. 40; Beisse, 1988, p. 41). For
both, the application of the economic approach is necessary since legal
knowledge alone is not enough to evaluate and pass judgment (Urbas, 1987, pp.
42-48; Tipke et al., 2002, § 5.65).
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Urbas emphasizes: “The point is not to award economic insights in tax
legislation solely to decisiveness, but to assure that economic insights will be
considered in the form of a criterion in the administration of justice” (Urbas,
1987, p. 50). Both the legislative and judiciary must know and consider the legal
and economic consequences of their actions. Otherwise we could talk about a
“monocular” observation model” (/bid, 1987, pp. 48-52).

The task and objective of the economic approach. Since most legal problems
cannot be seen as one-dimensional but must be seen as multi-dimensional, the
jurisdiction can fulfill its tasks only on an interdisciplinary basis. This means
that the “fundamental dependence of legal decisions on insights from other
scientific fields has to be accepted” (Lehmann, 1979, p. 2). The economic
approach should help one to understand, evaluate and interpret the terms and
circumstances used in the laws and standards. These laws and standards have
been developed mostly by civil law and in case of need, developed further
(Eibelshduser, 2002, p. 1429; Larenz, 1979, pp. 298-307; Tipke et al., 2002,
§ 5.68-70; Schmidt-Liebig, 1986, p. 129). The fundamental task is the
compilation, evaluation and interpretation of the economic meaning and purpose
of laws (Beisse, 1981a, pp. 1-2; Oldenburger, 2000, p. 20; Reifner, 2005, p.
493).

The task of the economic approach with regard to tax legislation is to gain
insights from the field of business economics useable for tax legislation and thus
act like a bridge between the jurisprudence and economic sciences (Groh, 1989,
p. 227; Urbas, 1987, p. 52). This bridge or link represents the so called economic
theory of taxation. Figure 2 illustrates its role as a “mediator” between business
economics and tax legislation (Urbas, 1987, pp. 56-58).
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Figure 2. The position of the economic theory of taxation
Source: Urbas, 1987, p. 56

One of the tasks of the economic theory of taxation is to make the insights of the
adjacent sciences — economic sciences and jurisprudence — usable to each other
(Eibelshéuser, 2002, p. 1427; Urbas, 1987, p. 58). “Tax laws have the primary
goal of compiling comparable economic processes regardless of their legal and
technical appearance. With their factual description they want to identify the
economic and real processes and conditions, and consequently create the
fundamental condition of equal taxation.” (Eibelshduser, 2002, p. 1430; Sch-
midt-Liebig, 1986, p. 130). As Figure 3 shows, the tasks of the economic tax
theory can be split into two areas, namely the tax impact theory and the tax
formation theory. The tax impact theory describes the implementation of laws in
economically relevant factors, which means that the effects of taxation and tax
laws are quantified. “To influence the formation and application of tax
legislation norms” (Urbas, 1987, p. 59), by transforming economic conditions
into laws is the task of the tax formation theory (/bid, pp. 58—64).
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Source: Urbas, 1987, p. 60

It fulfills this task by analyzing and researching quantitative models to find out
which effects changes of laws will have on taxation. The result of these models
and research will enable the economic theory of taxation to make
recommendations and to answer open questions (Urbas, 1987, pp. 60-61). The
purpose of the economic approach, namely the proper application of laws by
including economic insights, corresponds with the task of the tax formation
theory to help with the creation of norms (Eibelshduser, 2002, p. 1429; Urbas,
1987, p. 64). “Therefore the economic theory of taxation and the economic
approach are inseparably connected with each other.” (Urbas, 1987, p. 64)

The economic approach application is intended to help change and improve
those tax norms, which do not concur with the economic principles
(Eibelshiuser, 2002, p. 1429; Urbas, 1987, p. 65). In this case it is referred to as
the “creation of norms” by the economic approach, because certain tax laws and
their interpretations are economically shaped (Urbas, 1987, p. 65). The point is
to identify the person who has the economic benefit from a certain asset — to
whom the asset is capitalized. The purpose of the economic approach therefore
is to act as a fundamental “corrective of tax legislation”, which not only helps
with the creation of laws and norms and influences them economically, but also
serves as an important tool in the interpretation and application of the law (/bid,
1987, p. 66).
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1.2. Historic Development of the Economic Approach

Formation and boom years of the economic approach. The economic
approach was first mentioned in the Roman Empire (Urbas, 1987, p. 115;
Friedlander, 1956, p. 1049; Becker, 1930, p. 48, p. 79). In the German law,
especially in §§ 278-279 HGB of 1861, the first provisions in reference to the
economic approach appear, some of which have been literally adapted into the
laws of today (Eibelshduser, 2002, p. 1428). § 278 HGB (from 1861) dealt with
the interpretation of merchandising businesses and emphasized and paid
attention to the “truly intended” and the “will of the contenders” (Urbas, 1987, p.
116). § 279 HGB (from 1861) has been literally adapted to contemporary § 346
HGB and values objective intention more than subjective will (/bid, 1987, pp.
116—117; Hedemann, 1929, p. 5). Courts have accepted and integrated more and
more frequently the practices and more of commerce into their assessments of
circumstances and decisions. Consequently, courts have accepted them into the
administration of justice (Urbas, 1987, p. 117; Hedemann, 1929, p. 6). However,
the authors of the RAO of 1919 understood already then, “that the fundamental
principle did not contain what was not already predetermined by the
administration of justice, but independently from the expression of the law, has
been accepted authoritatively by the practice of law” (Werndl, 1983, p. 49). The
codification of the economic approach intended to clarify its significance and
necessity and its important role as an interpretation rule (Werndl, 1983, p. 50).
Until 1919 tax legislation was mostly administered as part of the civil law. Both
the Prussian Administrative Appeals Tribunal and the Supreme Court of the
German Reich dealt with tax matters exclusively based on civil law (Ball, 1924,
p. 32, p. 71; Mayer, 2003, p. 13). However, in 1919 Enno Becker succeeded
with the standardization of the economic approach, which resulted in the
separation of tax legislation from the civil law (Beisse, 1981a, p. 4; Groh, 1989,
pp- 229-230). This standardization in § 4 RAO reads like this:

“When tax legislation is interpreted, its purpose, its economic
significance, and the development of the circumstances have
to be taken into consideration.”

With this general fiscal law, a new era for the administration of justice with
regard to taxes began (Cordes, 1971, p. 27). These new rules meant that judges
no longer had to follow just strictly the “letter of the law”, but could deliver
more flexible judgments and decisions guided more by the economic reality
(Urbas, 1987, p. 126; Tipke ef al., 2002, § 5.66). Based on this, the theory of the
economic approach gradually evolved (Cordes, 1971, p. 47). This codification of
the economic approach is considered a victory of the jurisprudence of interest
over the jurisprudence of definitions (Mayer, 2003, p. 13; Eibelshduser, 2002, p.
1430; Groh, 1989, p. 227). The jurisprudence of interests assesses the purpose
and the intentions of the law higher than the positivistic application of the law
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that strictly follows the letter of the law, which is typical for the jurisprudence of
definition (Tipke et al., 2002, § 5.48). Preference is given to the teleological
interpretation method (Mayer, 2003, p. 13). The separation of tax legislation
from the civil law and its independent standing happened mostly due to Becker.
The economic approach had finally been accepted as the basis for interpretation
and became a part of the administration of justice in the RFH (Urbas, 1987, pp.
129-130; Ebert, 1955, p. 32).

The crisis of the economic approach. Beginning from the middle of the 1950s,
criticism, which had been there from the very beginning at least latently, of the
independence of tax legislation developed (Beisse, 1981a, p. 4). Critics deplored
the isolation of tax legislation and demanded that tax laws should be merged
with other legal fields (Urbas, 1987, p. 142; Beisse, 1981a, p. 5). The main point
of criticism was the economic approach, which was then applied less and less as
a result of the criticism. Under the cover of the economic approach, judgments
were pronounced more and more frequently resulting in unacceptable and
erroneous results on the basis of an over-emphasis of the economic purpose and
interpretation of the law. Thus, criticism was justified (Ebert, 1955, p. 34; Urbas,
1987, pp. 130-133, p. 153; Hedemann, 1929, pp. 130). The criticism led to a
stronger “unifying effect within the legal system” and in the interest of legal
certainty the economic approach was pushed to the back. More emphasis was
placed on the strict interpretation of terms in accordance with civil law
definitions (Beisse, 1981a, pp. 5-6; Tipke et al., 2002, § 5.29). This new and
low appreciation of the economic approach, which reached its lowest at the
beginning of the 1960s, was manifested in numerous judgments and
commentaries. Consequently, the dominating role of the civil law in relation to
the tax law became very obvious (“Primate of Civil Law”) (Grimm, 1978, pp.
283-286; Oldenburger, 2000, p. 20; Tipke et al., 2002, § 5.67). The civil-legal
perspective had replaced the economic approach and prevailed again (Urbas,
1987, pp. 142-148).

Renewal of the economic approach. With the decision of November 11, 1964,
however, the Federal Constitutional Court reaffirmed the independence of the
tax legislation and the significance of the economic approach, which in certain
cases has to be preferred to the civil law viewpoint (Beisse, 1981a, pp. 5-6). As
a consequence of the decisions made in 1964 and 1969, the economic approach
was again considered and applied more frequently. The reason for this lies to a
large extent with the further development of the judicial methodology (Urbas,
1987, pp. 149-151; Beisse, 1981a, p. 5).

On January 1, 1977, the General Fiscal Law (AO 1977) came into force. It
replaced the General Fiscal Law of the Reich, which had been in effect until then
and did not contain any specific rules regarding the economic approach anymore
since the committee considered them as expendable (Eibelshiduser, 2002, p.
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1428; Groh, 1989, p. 230). “The reason for the reform was the intention to
harmonize the rules with the administrative procedures act, to find a reasonable
balance between the opposing principles of equality of taxation and the legal
certainty, and to improve the systematic of the law”. From this point onward the
legislative approach did not see a reason anymore for the legal entrenchment of
the economic approach since it was now generally accepted as an interpretation
in the tax law (Mayer, 2003, p. 15). Therefore no substantial changes appeared
through the omission of the codification of the economic approach (Beisse,
1981a, p. 11).

In the HGB the economic approach is not explicitly codified, but derived from
the principle of integrity (§ 246, Art. 1 HGB) and firmly anchored as a rule of
interpretation (Tipke ef al, 2002, § 5.65). The codification was no longer
necessary, because the economic interpretation of circumstances is now
generally accepted, which was not the case before (Eibelshauser, 2002, p. 1428).
However, new rules were included in the §§ 39-42 AO, which are considered as
special cases of an economic approach (Mayer, 2003, p. 15; Tipke et al., 2002,
§ 5.84-113). “The fact that the economic approach is widely considered
identical with the tax law is to a large extent due to the fact that until 1977 an
instruction regarding the interpretation was specifically regulated, while such
regulations outside the tax law were and are absent” (Eibelshduser, 2002, p.
1428).

Conclusions to economic approach. During the last century enormous changes
in the administration of justice regarding taxation took place. At the beginning
the laws were interpreted rather positivistically and strictly based on the wording
of the law, but later on the economic intention during the legal formation was
taken into consideration to an increasingly greater extent. Then the gradual
separation of the tax legislation from the civil law followed, and the
jurisprudence of interest won over the jurisprudence of definition (Urbas, 1987,
p. 152; Eibelshéuser, 2002, p. 1430; Beisse, 1981a, pp. 3—4; Tipke, 1986, p. 5;
Moxter, 2000, pp. 2147-2149).

In the year 1919, the economic approach was codified by Enno Becker in § 4
AO (Eibelshauser, 2002, p. 1428; Beisse, 1981a, pp. 4-5). Gradually, the use of
the economic approach and the orientation to economic conditions became more
and more accepted in practice. However, the excessive application of the
economic approach and the violation of interpretational limits led to strong
criticism after a few years, and a dispute over methods followed (Urbas, 1987, p.
153). This was followed by a renaissance of the civic-legal perspective and a re-
orientation to the civil law, which provided more legal certainty than the too
flexible economic approach, which in many people’s view was a borderline in its
interpretation (Beisse, 1981a, p. 4). But at the end of the 1960s the trend
changed once again. The economic approach was integrated again into the
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methodology and considered more in the administration of justice (Urbas, 1987,
pp. 150-153; Tipke et al., 2002, § 5.68). But the AO (General Fiscal Law) of
1977 did not contain any explicit regulations because the committee considered
it dispensable and did not see a reason for a legal inclusion of the economic
approach since it had already been generally accepted as a fiscal interpretation
rule (Mayer, 2003, p. 15; Eibelshduser, 2002, p. 1428; Beisse, 1981a, p. 11;
Groh, 1989, p. 230). According to the commercial law, the principle of the
economic approach, together with the principles of objectivity and of timeliness,
is part of the basic framework principles which apply to the financial reporting
tasks (Moxter, 2003, p. 15).

The use of the economic approach brought curses as well as blessings. On the
one hand it “served as support for any argument”, and on the other hand, it
appeared to “make explanations dispensable and rebuttals hopeless” (Urbas,
1987, preface). However, it was already clear that some legal problems would
only be solved with the help of the economic approach (Urbas, 1987, p. 117;
Beisse, 1981a, p. 5). “A flexible interpretation, which can be adapted to
economic facts, is desirable. But it also opens — as the past has shown — the
possibility of conflicts with regards to the overstepping of interpretational limits,
and thus can result in the unacceptable creation of justice by a judge” (Urbas,
1987, p. 154). From the historical view it is clear that problems with the
economic approach are closely connected with the relationship a judge has with
the law (Beisse, 1981a, p. 5).

1.3. Classification of the Economic Approach within the Judicial
Methodology
1.3.1. Relationship between the Economic and Legal Perspective

Urbas understands the legal perspective as the “assessment, consideration or
research that is focused on the item/thing, with special attention given to the
legal aspect, or from a legal perspective” (Urbas, 1987, p. 34). Special attention
given to the legal aspect is identified by the user’s knowledge of all applicable
legal rules and laws, and by paying attention to them and using them correctly
(Ibid, 1987, p.35). Further important aspects of the economic approach are
embodied by the investigation of, implementation of and compliance with what
is legally desired or the purpose of the law respectively, which will result in
legal peace. An appropriate definition of the economic approach does not exist
within tax legislation since a legal perspective can only be applied in other, non-
legal fields (Bocking, 1994, pp. 22-24; Rittner, 1975, p. 17, p. 47). Thus, while a
legal perspective can exist for example in the economy, in the medical or
technical fields, it cannot exist within the law/justice itself. The same applies to
the economic approach (Urbas, 1987, p. 36).
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Therefore the relationship between the economic and legal perspectives is
interpreted very differently. Some authors emphasize the legally shaped
understanding of the economic approach and the close link of both perspectives
(Urbas, 1987, p. 37; Beisse, 1981a, p. 2; Beisse, 1972, p. 94; Moxter, 1989,
pp. 240-241; Beisse, 1984, p. 12), while other authors consider them as
opposites (Urbas, 1987, pp. 36-37; Bocking, 1994, pp. 25-26; Behr, 2002, p.
35).

1.3.2. Interpretation of the Economic Approach within Jurisprudence

From the legal viewpoint the economic approach is understood as a way of
observation to identify the economic implications, meaning and purpose of the
law (Kiihn, 1968, p. 787; Barske, 1976, p. 2943; Beisse, 1984, p. 12). Often the
economic scope and the economic presentation of facts were also discussed
(Urbas, 1987, pp. 19-20).

“However, legal actions — in the same way as economic actions — are part of
certain holistic actions and therefore the application of the law is influenced by
criteria from other action categories. Regarding tax legislation this is especially
true for the influence from economic action criteria” (/bid, 1987, p. 30).
Therefore the economic approach gives special consideration to the economic
action category. Stiidemann defines the economic approach as the evaluation of
the application of tax legislation with a special consideration to the satisfaction
of the needs that are focused on it (Stiidemann, 1984, p. 548).

For the definition of the economic approach according to Beisse it is especially
the interpretation of the terms used in the law and the identification of what is
economically desired that matters (Beisse, 1984, p. 12; Schmidt-Liebig, 1986, p.
131). The economic reality and the so called meaning and purpose of legal
norms must be understood and developed further (Beisse, 1981a, p. 1;
Eibelshduser, 2002, p. 1429). The economic approach therefore is a form of
applying the teleological method of finding justice (Beisse, 1980, p. 637, p. 643;
Moxter, 1989, p. 232; 1983, p. 1613; Schmidt-Liebig, 1986, p. 143). From the
legal viewpoint, an economic approach should examine the economic
significance and facts,that which is actually desired (Bocking, 1997, p. 97;
Schmidt-Liebig, 1986, pp. 131-132), examine, expose and interpret a process,
and in so doing improve the content of information (Bdcking, 1997, p. 100;
Moxter, 1989, p. 232).

1.3.3. Instruments for the Legal Interpretation
Preliminary Remark. Since the economic approach poses a fundamental

question of interpretation, it must first of all be clarified how laws are interpreted
generally. Due to the separation of power, the judge is in a position to apply a
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law created by lawmakers and not by the judge himself. Furthermore, laws are
abstract and general norms. This means they are valid for an indefinite number
of cases and do not specifically determine what is true in one particular case.
Therefore the interpretation of the law by a judge is necessary. It must be
determined whether a certain case fits into an existing norm or not, and what the
consequences will be. Thus, the purpose of the interpretation is the clarification
of the meaning and purpose, which is contained in the norm text of the law
(Larenz, 1969, p. 292; Moxter, 1989, p. 232; Beisse, 1981a, p. 1). This
specification by the judiciary is necessary, because uncertain and abstract terms
are used in the legal text (Beisse, 1981a, p. 3; Tipke et al., 2002, § 5.68-70).
“Only through its application does the abstract law become concrete (or more
concrete) law” (Tipke, 1981, p. 42). In a legal system that is primarily shaped by
codifications, the text of the norm — the wording — is the first and most
fundamental mean for interpretation. However, the actual norm text is not the
same as the extracted legal norm and meaning. Additional aspects of
interpretation have to be taken into consideration.

The basic formula of a legal proposition consists of facts and legal consequences
(Tipke et al., 2002, § 5.44). “The application of such consequences demands an
examination, whether concrete circumstances in life fit with the abstract legal
facts of the legal proposition. If the concrete circumstances can be subsumed
under the legal facts, then the legal consequences in accordance with the norm
will apply” (Tipke, 1981, p. 87; Urbas, 1987, p. 157). This “If (facts) then (legal
consequence)” principle can in some cases result in the interpretation of the law
that contradicts its own legal text (Urbas, 1987, p. 159; Larenz, 1979, p. 307;
Beisse, 1981a, p. 7; Tipke et al, 2002, § 5.52; Reifner, 2005, p. 491). The
criterion “literal sense” has even been adapted by the BFH (Tipke, 1979, p. 86;
Beisse, 1981a, p. 7). This emphasises once again the importance and necessity of
the interpretation of laws. It also shows that good laws always have the need for
interpretation (Urbas, 1987, p. 158).

Laws are created for a purpose and are a means to determine the purpose of the
law (Tipke, 1981, p. 90; Urbas, 1987, p. 159). An objective of the interpretation
of laws is to determine and clarify the purpose and meaning of laws and
consequently enable their correct application and the predictability of fiscal laws
(Beisse, 1981a, p. 7; Bocking, 1994, p. 26; Tipke et al., 2002, § 5.50; Moxter,
1989, p. 232). The meaning of the terms used in laws is subject to change in the
course of time, therefore it is never conclusive and the same forever. It changes
with time (Tipke, 1981, p. 93; Urbas, 1987, pp. 159-160). Legal requirements
change with time and new legal questions arise. Therefore laws have to be
adapted, developed and modified further. If flexible limits between the
application and the creation of laws exist, their interpretation must not be overly
delayed (Urbas, 1987, p. 161).
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A distinction is made between subjective and objective theories in the search for
the meaning and purpose of laws. The subjective theory is focused on the
purpose, which was predominant at the time when the law was created. The
subjective theory tries to provide a certain stability and legal certainty. The
objective theory however, searches for an independent and objective purpose of
the law, and tries to integrate the changes of time into modified or new laws, e.g.
through continued legal education (Urbas, 1987, pp. 159-163; Tipke, 1981, p.
93; Larenz, 1975, p.303). According to the current opinion, the objective
meaning of the law is decisive, because the economic approach should consider
in its interpretation of the law the development of circumstances, and not the
historical will of the lawmakers (Beisse, 1981a, p. 2). Engisch and Beisse call
these insights the “Relativity of Legal Terms” (Engisch, 1977, p. 157, pp. 244—
248; Beisse, 1981a, p. 2; Schmidt-Liebig, 1986, p. 130 and p. 143).

The task of judges regarding the interpretation of laws is to consider both
theories and decide case by case whether legal certainty or further legal
education should be given priority. “Thus, it can be stated that the meaning of
the law, which is to be identified through the interpretation, consists of several
elements. On the one hand we have the objective element of “the will of the
law”, which serves the interests of further legal education, while on the other
hand we have the subjective element of the “will of the lawmakers”, which
serves the interests of legal certainty” (Urbas, 1987, p. 164; Cornelius, 1968, p.
145). In the context of the economic approach both of these elements are often
referred to (Cornelius, 1968, pp. 139-140).

A legally regulated interpretation of the law does not exist. However, in § 20,
Art. 3 GG, a close linking with the wording of the law is requested, and in § 133
BGB referres to the actual will of the law, which has to be considered in the
interpretation (Larenz, 1975, p. 341; Urbas, 1987, pp. 165-166; Schmidt-Liebig,
1986, pp. 130-131). Therefore everyone who applies norm texts and laws has to
find out the actual will of the law and execute it accordingly (Urbas, 1987, p.
166; Beisse, 1984, p. 4).

Methods of Interpretation. To interpret laws properly and/or determine their
meaning and purpose, the interpretation should be multi-dimensional, which
means the methods should complement each other. Savigny talks of four and
Héberle of five equal interpretation methods, for which, however, there is no
fixed sequence as to how they are used (Moxter, 1989, p. 240; Urbas, 1987, pp.
168—176). The different interpretation methods are factually linked with each
other and therefore should always be applied together (Tipke et al., 2002, § 5.51;
Groh, 1989, p. 230). “Those, who think that the interpreter can choose from
among the methods, should think about this” (Larenz, 1975, p. 315). The
interpretation methods, which complement and support each other, are the
following: Grammatical Interpretation, Historical Interpretation, Systematic
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Interpretation, and the Teleological Interpretation. Hiberle still adds the Legally
Comparing Interpretation, which however, is not part of the canon of
interpretation methods (Urbas, 1987, pp. 165—-168).

Grammatical Interpretation Method. The grammatical interpretation method
deals with the wording of a legal text. Not only must the general use of words,
be considered with regard to this method, but also the use of special
terminology. It can be assumed that lawmakers succeeded in choosing the
words, which express most precisely the original intention (Urbas, 1987, p. 169;
Tipke, 1981, p. 91; Larenz, 1979, pp. 307-309). However, if some terms in the
legal text leave some leeway, the limits of which are not defined clearly, then
these terms have to be interpreted. The grammatical interpretation plays a
special role in the criminal law. It is constitutionally not permitted to expand the
application scope of a norm beyond its actual literal sense at the expense of the
offender (prohibition to justify and toughen punishment analogy — prohibition of
analogy (Beisse, 1981a, p. 9; Tipke, 1979, p. 36, p. 94)). Often the grammatical
interpretation of legal texts is not enough by itself to determine the meaning and
purpose of laws clearly.

Historical Interpretation Method. The historical interpretation method
attempts to explain the legal text by considering its history of origin. The
meaning and purpose of the norm that needs to be interpreted should be as close
as possible to the original intentions of the lawmakers (Schmidt-Liebig, 1986, p.
131; Eibelshauser, 2002, p. 1428; Larenz, 1975, p. 319). The expectation is to
understand the original intention of the law. However, it is necessary to agree
with Larenz that this method serves only as a support and must be applied with
caution, because the search for a unified will of the lawmakers is hard to portray
(Larenz, 1975, pp. 315-316). After all, many members from various fractions
and parties participate in the law making process, and unfortunately often only
very few experts among them actually understand the laws. In general it can be
stated that the significance of the historical interpretation decreases as a norm
becomes older and more distant from the time of its creation (Urbas, 1987, pp.
171-173; Larenz, 1975, pp. 311-319).

Systematic Interpretation Method. The systematic interpretation is based on
the idea that the legal order as a whole has to be without contradictions, and
therefore no specific norm can be in contradiction with another one. From this
perspective the systematic interpretation method is actually not really an
interpretation method, but rather a construction of principles. If one specific
legal regulation is seen as part of a system and in the context, the underlying
purpose can often be identified through inference because fundamentally a
harmonious and logically balanced legal system in itself is assumed
(Eibelshauser, 2002, p. 1429). The systematic interpretation argues on the basis
of the position of a norm in the law and the connected norms, quasi in the
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context with other legal texts (Tipke et al., 2002, § 5.58). An additional aspect is
attributed to the systematic interpretation method, namely that a legal norm in
accordance with the systematic interpretation must be used according to the
regulation that it is connected with law (Larenz, 1975, pp. 311-312; FEibel-
shiuser, 2002, p. 1429). Eibelshduser emphasizes: “Insofar, the whole law, to
which the norm belongs, that has to be interpreted or other laws, connected
through their content, is used to identify the meaning” (Eibelshauser, 2002, p.
1429). It is often argued against the systematic interpretation that it is not the
essential step to draw the implication from a known but to recognize the
systematic as something that is only possible through other interpretation
methods.

Teleological Interpretation Method. In the interpretation of norms and laws
regarding the accounting law and the tax accounting jurisdiction, economic
aspects are evaluated and interpreted by the use of the economic approach
(Bocking, 1997, p. 85; Déllerer, 1980, p. 202). On the basis of its meaning and
purpose a norm that is observed has to be interpreted and evaluated in such a
way that the facts will be economically presented in the correct way. Thus, the
meaning and purpose of a norm can only be identified through a process of
factual and logical evaluation. The economic approach is receding to the
jurisprudence of interests, a teleological (purpose-oriented) interpretation
method and therefore shapes the finding of justice as well as the application of
the law (Lorenz, 2002, p. 22; Urbas, 1987, p. 190; Beisse, 1981a, p. 2; Dollerer,
1980, p. 195.; Eibelshduser, 2002, p. 1426; Schneider, 1983, p. 143.; Bocking,
1997, p. 87). It is also a legal perspective because for reasons of legal certainty
formal legal aspects cannot be waived (Moxter, 1999, p. 8). Since it is a legal
perspective, it is therefore independent from economic-scientific theories
(Beisse, 1984, p. 11; Eibelshéuser, 2002, p. 1427; Moxter, 2000, p. 2146).

The teleological interpretation is often seen as the central part of interpretation
methods and in cases of doubt it might therefore dip the scale (Beisse, 1981a, p.
1-3). It requests to examine the law as to which meaning and purpose should be
achieved with a certain norm (Oldenburger, 2000, p. 78; Urbas, 1987, p. 190;
Moxter, 1989, p. 241). In doing so, it does not refer to the will of the lawmaker
as a subjective interpretation, but the objective purpose expressed in the norm.
This purpose might have changed with older norms in the course of time
(Beisse, 1981b, p. 135). The objective meaning of legal norms conforms to the
changing and real actuality and the value judgments in a society (Beisse, 1981a,
p. 2; Larenz, 1975, p. 139). Therefore it depends on the purpose and the meaning
of accounting as to what extent the formal and legal aspects can be repressed.
However, this must be in conformity with the required objectification of the
balance sheets (Lorenz, 2002, p. 1). If the law does not define the information
obligations sufficiently, they must be developed by the administration of justice
with the help of the economic approach, which is derived from the general
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methodology of legal sciences (Beisse, 1981a, p. 7; Lorenz, 2002, p. 26).
Whether the meaning and purpose of a norm can be discovered through the
economic approach and whether it is the appropriate tool, will eventually be
decided by the “value of the result” (Beisse, 1981b, p. 139).

1.3.4. The Limit of Law Interpretation

When interpreting laws and norms, it is important to recognize that there are
limits. These limits will be transgressed as soon as the literal sense of the legal
text or norm is unduly expanded and not interpreted in its narrow sense (see
Figure 4). In such case we do not refer any longer to an interpretation but
consider it as creation of law (Larenz, 1975, pp. 309-310; Urbas, 1987, p. 179).
However, it is problematic to draw an exact line or define exactly from which
point the sense of the word is unduly interpreted (Urbas, 1987, pp. 176-177).

INTERPRETATION L CREATION OF LAW
in a narrow sense oraerline:

Can refer to the authority Possible meaning requires a special
of the legislator and its of the word explanation
explicit order

Figure 4. Borderline between the Interpretation of a Matter and a Creation of Law
Source: Urbas, 1987, p. 179

The judge can make an independent and autonomous decision, where the
possible literal sense of a word is overstepped. Although the possible literal
sense of the word cannot be defined exactly, but with the help of interpretational
components it can be ascertained (Tipke et al., 2002, § 5.52-53; Urbas, 1987, p.
183). In cases where the interpretation has gone beyond the legal text and/or the
literal sense of the word, a specific justification must be given. In this regard, the
economic approach has been seen as such in many BFH-judgments (Canaris,
1964, p. 20; Urbas, 1987, p. 179, p. 183). The creation of law itself can be
divided into two areas. Generally, “filling gaps in the law” or the “development
of the law” lies within the authority of a judge as part of finding justice.
However, the expansion of laws is always prohibited (Urbas, 1987, pp. 180-181;
Beisse, 1981a, p. 7; Tipke et al., 2002, § 5.71-79; Schneider, 1983, p. 145).
Filling in a gap — in contrast to recognizing a gap — beyond the interpretation is
already considered as an amendment of the law. This means that “everything
beyond the interpretation in the broader sense constitutes a prohibited creation of
law, because it intrudes into area free from law” (Urbas, 1987, pp. 181-182).
Figure 5 illustrates the distinction between interpretation in the broader sense
and the creation of law.
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with reference but only with
to the law special explanation

Figure 5. Areas in Finding of Justice
Source: Urbas, 1987, p. 182

That area of finding justice where a special justification and explanation is
needed, namely the area where interpretation and creation of new laws overlap,
has until now often been explained and decided with the economic approach
(Beisse, 1981a, p. 8). With that, a certain problem comes because it is not the
task of the economic approach to justify and legalize improper finding of justice
by overstepping the border towards the unauthorized creation of law, and then
argue and justify this with the economic approach. This has happened in the past
on various occasions (Urbas, 1987, pp. 182-185). This shows again that the
interpretation of laws with the help of the economic approach also has to observe
“interpretation limits as to the possible literal sense of the word” (Urbas, 1987,
p. 185; Beisse, 1981a, p. 8).

1.4. Application of the Economic Approach

Economic Ownership and Ownership by Civil Law. To make distinction
between economic ownership and ownership by civil law, it is necessary first to
clarify the meaning of the term “ownership”, and then the relationship that exists
with the “economic ownership” (Urbas, 1987, p. 216; Werndl, 1983, p. 13;
Moxter, 1989, p. 237). According to § 903 BGB, the owner of an object/thing
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can decide freely and exclude others from interfering, as long as the law or the
rights of third parties are not affected by it. “Contrary to “economic ownership”
and to the ownership guarantee according to Article 14 GG (German Basic
Law), which refers to asset rights or commodities, the definition of ownership in
the BGB refers only to physical objects/things” (Urbas, 1987, p. 217).

Ownership, in contrast to other material controlling rights, constitutes a total and
unlimited rule of law. The two un-codified elements of ownership are therefore
the rule of law of objects and the right of exclusion, which are also identified as
positive and negative right to property. Which of these two elements is the more
important one is disputed even among experts. For example, supporters of the
right to the rule of law over objects consider the disposal over the benefits of a
commodity as the decisive criterion. Others consider the right of exclusion, due
to the negative obligation, as more important (Moxter, 1989, p. 237; Urbas,
1987, pp. 216-221).

Now, if the owner transfers the right of use for a certain time period to another
person, then the right of use superimposes his own right to property, although
the legal ownership still remains with the owner. Contrary to the owner, who has
the legal and factual right of disposal over the object and can use, utilize and
consume it, the rights of the material beneficiary are limited. The status of
ownership does not change, only the rights to property of the owner are
restricted for a certain time period. In this case we are talking about the transfer
of a restricted material right to the rule of law. In the case of an assignment, such
as security, beneficial use, title retention, trust ownership, or in the case of
leasing, the economic owner has a restricted material claim power and can
therefore use the item, contrary to the legal owner, and gain economic benefit
from it (Kussmaul, 1987, pp. 4-12, p. 160; Urbas, 1987, pp. 222-224).

The term of economic ownership is not clearly defined in the German law
(Mellwig et al, 1996, pp. 2345; Werndl, 1983, pp. 28-30; Sabel, 2006, p. 29).
The term is often criticized also because it is in itself a contradictory
catchphrase. However, current opinions do not see the need for a change or
transliteration of the term because it has become established and its
characterization is generally considered appropriate (Urbas, 1987, pp. 224-228;
Werndl, 1983, p. 2).

Economic Ownership as Attribution Rule in Commercial Law. According to
the §§ 238 HGB, every merchant has to, for the purpose of providing
information and as an assessment for payments, declare in his balance sheets and
balance his personal claims and debts (Bitz ef al., 2003, p. 120), his money in
cash, and all other assets in his ownership, which are in accordance with the
GoB partly codified and partly un-codified (Sabel, 2006, p. 29; Kussmaul, 1987,
p.- 29; Oldenburger, 2000, p. 79; Riedel-Stegner, 2006, p. 18). The term
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“ownership” is not defined here for the reason that ownership according to civil
law alone is not decisive. The fiscal classification of assets and the evaluation of
economic ownership are specifically dealt with in § 39 AO. This regulation is
considered as an expression of the economic approach (Mayer, 2003, p. 8).
According to §39 Abs.1 AO, commodities are classified to ownership
according to civil law as a matter of principle. However, if a third party
exercises the rule of law over the asset, then — in accordance with § 39 Abs. 2
AQ — it has to be attributed to this third party (Urbas, 1987, p. 228 and p. 238;
Sabel, 2006, pp. 29-30; Eibelshduser, 2002, p. 1431; Beisse, 1984, p. 12). The
current opinion assumes that economic ownership in commercial law and in
fiscal law are in line, and therefore § 39 AO for the commercial and legal
classification of assets (Moxter, 1999, p. 39; Urbas, 1987, p. 238). Due to the
principle of decisiveness the classification according to commercial law is
compulsory with regard to the tax balance sheet (Knobbe-Keug, 1993, p. 76;
Urbas, 1987, p. 238; Oldenburger, 2000, p. 111). Consequently, it is clearly the
economic ownership and not the ownership according to civil law which
matters. It is the actually exercised control over the asset, which decides its
classification. However, the overall condition of circumstances is always taken
into consideration as well (Urbas, 1987, pp. 230-231; Eibelshduser, 2002, p.
1431; Sabel, 2006, p. 30). As soon as the legal owner ceases to have influence
on his property, the asset is classified by the economic owner (Mayer, 2003, p.
153). The question as to whether an asset has to be included in the balance sheet
can be answered only on the basis of economic criteria and with the help of the
economic approach (Urbas, 1987, p. 232; Eibelshduser, 2002, p. 1431; Mayer,
2003, p. 153). Urbas has emphasized: “Thus, the question of “ownership”
becomes irrelevant. It may have some role regarding formal matters, but not in
the context of the logic of the law” (Urbas, 1987, p. 231).

According to the basic thought of the economic approach the decisive criterion
is who benefits from the economic asset and who uses the asset in which way
(Mayer, 2003, p. 153). An additional criterion must be considered when the
economic approach is applied: not only opportunities and risks, but also the
authority to decide must be transferred’ (Sabel, 2006, p. 31; Mellwig et al.,
1996, p. 2347). “If the opportunity to use asset and the legal ownership of an
asset belong to two different subjects, the question of allocation of the economic
ownership can be decided with the help of the commercial law and by using the
evaluation process of risk-opportunity approach” (Sabel, 2006, p. 31).

For capitalization of property assets according to commercial law, the economic,
not the legal relationship, is relevant in the balance sheet (Urbas, 1987, p. 240,
Beisse, 1981a, p. 6; Oldenburger, 2000, p. 22; Dodllerer, 1971, p. 536).
Nevertheless, in every case both individual and case-specific research studies

" This is in line with the position of the IAS 17.
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have to be made in order to clarify who must capitalize the economic asset.
Therefore, ownership according to civil law and economic ownership have to be
kept separate with regard to the capitalization (Oldenburger, 2000, p. 19). In the
case of leasing one of the problems is that a decision has to be made in advance
regarding who will have to report the leased item in the balance sheet (Urbas,
1987, pp. 233-234, p. 240).

Examples. To illustrate the aforementioned problematic situations in application
of the economic approach the following cases are analyzed. In the so called
Tomberger-case the question was, whether an in-phase receipt of dividends, with
existing majority shares and exerting influence on the use of profit, was
permissible (Blaum et al., 2000, p. 1233). The Advocate General, Tesauro of the
High Senate disagreed with this thesis. Following the civil law and/or a purely
formal legal observation, he saw a violation of the basic principle of the
appropriate realization of profits on the day of the financial report, and a
violation of the basic principle of the proper periodical allocation (Bdcking,
1997, p. 92; Eibelshéuser, 2002, p. 1431). This explanation was criticized by the
German Government as too restrictive and formalistic. Whether the
capitalization requirement applies to an asset depends first of all on, at least from
an economic viewpoint, whether the object is part of the economic assets of an
enterprise. The deciding criterion is not who has the economic ownership but to
whom the economic ownership is classified and whether the item is identified as
an asset (/bid, p. 93). “Insofar the economic perspective has priority over the
decisiveness of the civil law” (Bocking, 1994, p. 5).

The example 2 is connected with the usage of the economic approach or it is so
called “pharmacist-case”. A pharmacist rented an apartment for €2000 per
month, and then sublet the apartment to a medical doctor for only €1000
Bocking 1997, p. 96). From the sublease he had to expect a monthly loss of
€1000. Formally and legally an accrual for the expected loss could have been set
up (/bid, p. 97). However, from the economic viewpoint the whole setup of
circumstances and the economic intention are considered (Moxter, 1993, p.
2484). In doing so, the location advantage has to be contrasted by the impending
losses from the sublease. In the opinion of Moxter, such an accrual for the
expected losses would constitute a “gross distortion of meaningful contents in
the balance sheet” (Moxter, 1993, p. 2482) and therefore has to be rejected
(Bocking, 1997, p. 99). The High Senate of the BFH decided in this case that an
accrual for impending losses could not be explained sufficiently. From an
economic viewpoint, the advantages and disadvantages of this business have to
be seen as one unit. From the economic viewpoint, the equivalence of the
payments is assumed (Urbas, 1987, pp. 96—102).

It is obvious that fundamentally the overall economic observation is taken into
account and not only the assessment of individual contracts and facts, or the title
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of these contracts (Kiimpel et al., 2006, p. 3, p. 10; Sabel, 2006, p. 55, p. 57;
Weiss, 2006, p. 55; Esser, 2005, p. 429). Also in cases of interconnected
businesses the intentions have to be identified. A narrow legalistic view would
not do justice to the facts and would untie the “contract package” (Esser, 2005,
p. 497 and 507). A legal splitting of economic facts, which are in an economic
interdependence and serve a common purpose, is therefore not permitted. From
an economic viewpoint, one contract would not be concluded without the other
(Reifner, 2005, pp. 496—497, p. 500). The decision of the BFH of February 9,
2006 can be considered a confirmation of the previous statement (treatment
regarding the value added tax of the sale and lease back procedure), in which it
was stated unambiguously that in the presented sale and lease back case the
provision of the authority to dispose was lacking. No leasing object was
delivered and therefore no substance, value and profits were transferred.
Furthermore, the “overall circumstances” had to be considered and the contracts
had to be considered as a “legal and economic unit”’, and “on the basis of the
interests of both parties they would not have been concluded without the other”
(Biinnig, 2006, pp. 1668—1671; Reifner, 2005, p. 497).

Interim summary. The economic approach is especially significant in the fiscal
classification of assets. A reason for using of economic approach for the
classification of assets is based on the idea that taxes should be distributed
equally and fairly, based on the individual productivity, and should not be tied to
the possession of such assets only (Eibelshduser, 2002, p. 1430; Tipke et al.,
2002, p. 74, p. 133; Moxter, 1983, p. 300). Therefore, the one who benefits from
the economic ownership will pay the taxes. Taxation must therefore be focused
on the economic ownership and not on the narrow legalistic ownership because
according to tax legislation only the one who receives the economic benefit from
the asset should be taxed, not the one whom the asset legally belongs to (Mayer,
2003, p. 18; Seeliger, 1962, p. 1; Urbas, 1987, pp. 278-284; Sabel, 2006, pp.
29-32). The author of the dissertation agrees with Mayer and Bocking, who
have noted that from this perspective the decisiveness principle meets the limits
where commercial-legal principles of proper bookkeeping oppose the purpose of
the fiscal capitalization. This is particularly true with the principle of caution,
which is responsible for the different forms of ownership in commercial and tax
laws (Mayer, 2003, p. 64; Bocking, 1997, p. 87). Classification of assets in
relation to commercial law corresponds with the classification of economic
assets in accordance with § 39 AO, whereby unlawfully acquired control, e.g.
theft, constitutes an exception (Mayer, 2003, p. 153).
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Figure 6. The Relationship between Economic Ownership and Ownership
according to Civil Law
Source: Urbas, 1987, p. 246

Characteristics of ownership are the possession right and the right of exclusion
(see Figure 6). The possession right constitutes the economically relevant
component and the right of exclusion constitutes the legally relevant component
(Bordewin et al, 2003, p. 29). For the possession right the criterion of possible
future benefits applies. For the right of exclusion the obligation of injunction
from the other legal associates is decisive. The author of the dissertation agrees
with Urbas, who has noted that commercial law is already much more attached
to the economic area than the tax law, and therefore it is much more permeated
and controlled by the economic approach (Urbas, 1987, p. 237). The economic
approach is especially used with the classification of economic assets. The point
is that laws and “norms are not interpreted as isolated structures of terms, but
should be seen in the context of the reality to which they relate” (Werndl, 1983,
p. 49; Eibelshauser, 2002, p. 1429).

Since the current opinion assumes agreement of the economic ownership in

commercial law and tax law for capitalization of assets in terms of commercial
law, the § 39 AO is decisive as well (Moxter, 1999, p. 39). Due to the principle
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of decisiveness, which is anchored in § 5 EStG (German Income Tax Law), the
classification of assets in terms of commercial law is binding for the tax balance
sheet (Oldenburger, 2000, p. 111). Based on the decisiveness principle in both
the commercial law and tax law, the person economically acting, the one who
receives the economic benefit from the object/asset, has to be identified, and not
the legal owner (Urbas, 1987, pp. 238-245).

1.5. Classification based on the German Decrees of Leases

Classification Criteria of the BFH. As it has been stated earlier according to
§ 238 HGB a merchant has to report his/her assets and debts completely in the
balance sheet. The question as to whether an asset has to be reported in the
balance sheet has to be decided not only on the basis of legal but also economic
criteria, especially with the help of the economic approach — while at the same
time the overall circumstances have to be considered. Following the basic
concept of the economic approach: the decisive matter is who receives the
essential opportunities and carries the risks of further development of the
economic asset. In other words, who will be the economic owner? How does this
apply to leasing agreements?

The German Commercial Law does not have specific and independent
capitalization regulations for lease contracts. Capitalization of leased assets in
terms of commercial law follows mostly the regulations which have been
developed by the financial administration and by the BFH (Sabel, 2006, p. 9, p.
28, p. 53, Bordewin et al, 2003, p. 25). The BFH has, starting with the
fundamental judgment of January 26, 1970, established in four decrees detailed
criteria regarding the classification of leased assets. These decrees are still valid
and accepted today and were intended to cover the “quantitative substantiation
of the applicable risk-rewards approach” (Sabel, 2006, p. 53) for a wide scope of
possible cases, guarantee practicability, provide legal certainty and thus enable
lease agreements where the legal consequences were not assessable beforehand
(Bordewin et al., 2003, pp. 30-32 and p. 38; Hastedt et al, 1998, p. 34). To
provide the desired legal certainty, a quantitative limit for lease agreements was
established. This intended to enable the correct classification of economic
property (Mellwig, 1998, p. 16; Sabel, 2006, p. 32 and p. 45; Riedel-Stegner,
2006, p. 42). However, these concrete quantitative limits also permit an
intentional narrow lower deviation, which enables the often desired
capitalization by the lessor or non-capitalization by the lessee (Sabel, 2006, p. 2,
p. 49 and p. 53). Nevertheless, these quantitative limits guarantee “an objective
classification of leased assets, which would be very difficult in individual cases
by using qualitative criteria” (Sabel, 2006, p. 32; Kiiting et al., 1998, p. 1468).

If the leased asset is capitalized by the lessor, the lease agreement is treated as a
classical lease agreement. The capitalization and depreciation of the leased asset
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has to follow the general and fundamental rules. However, for the part of the
lease agreement that has not yet been processed, the principle of non-
capitalization of pending businesses has to be applied (Sabel, 2006, p. 39 and p.
53; Brakensiek, 2001, p. 258; Kussmaul, 1987, p. 103; Kiiting et al., 1999, p.
363). In this case, neither the obligation of paying rental installments nor the
right to the future use has to be reported in the balance sheet. However, lease
agreements have to be disclosed in accordance with § 285 No. 3 HGB as “other
financial obligations” in the notes.

If the leased asset is capitalized by the lessee, the leasing agreement is treated as
a hire purchase (Sabel, 2006, pp. 1-4, 14 and 49; Moxter, 1999, p. 41;
Bordewin et al., 2003, p. 38). In such a (rather rare) case the lessor recognizes
the receivable in the balance sheet in the amount of the agreed lease
installments. The amortization rate of the lease installment has to be discounted
and deducted as neutral from the capitalized receivable, which stands in contrast
to the interest, and cost portion of the lease installment (Sabel, 2006, p. 40, 49,
and 53).

The four decrees of leases (see Table 1) can be classified between fully and
partially amortized movables and immovables (Riedel-Stegner, 20006, p. 42).

Table 1. List of the German Decrees of Leases by the Federal Ministry of Finance

Decrees Date of issue Reference Citation
VA-Decree 19.04.1971 IV B/2-S BStBIL: 11971, p. 264
Movables 2170-31/71 BB: 1971, p. 506
VA-Decree 21.03.1972 F/1V B/2-S BB: 1972, p. 433
Immovables 2170-11/72

TA-Decree 22.12.1975 IV B/2-S BB: 1976, p. 72
Movables 2170-161/75

TA-Decree 23.12.1991 IV B/2-S BStBL: 11992, p. 13
Immovables 2170-115/91

Source: Kratzer et al., 1997, p. 57

A full amortization constitutes acceptance of all costs by the lessee by way of
the lease installments. The decrees provide examples of cases where the lessor
capitalizes leased items. For lease agreements which are not covered directly by
the decrees, the general principles of economic ownership have to be applied
with regard to the capitalization. At the same time the criteria developed in the
decrees must not be neglected.

Lease Agreements with Full Amotization. Agreements belong to the category

of lease agreements with full amortization if during the irredeemable basic rental
period all accrued costs of the lessor are covered by the lease installments of the

lessee.
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In the cases of fully amortized lease agreements for movables the leased asset is
classified by the legal owner as a matter of principle. However, in exceptional
cases the capitalization by the lessee can be justified. This usually applies in
accordance with decrees of leases when the irredeemable basic rental period is
shorter than 40% or longer than 90% of the economic life (of the leased asset).
Under normal circumstances, the lessor will recognize the leased asset in his/her
balance sheet if the irredeemable basic rental period is between 40% and 90% of
the normal economic life (Sabel, 2006, p. 34, Bordewin et al., 2003, p. 38,
Riedel-Stegner, 2006, p. 44).

If the basic rental period is below the 40%-limit, fiscal authorities assume a
covered up hire purchase, because it is highly unlikely for a lessee to accept
responsibility for the full depreciation of the leased asset while using less than
40% of its normal economic life (Sabel, 2006, p. 34; Bordewin et al., 2003, p.
38; Riedel-Stegner, 2006, p. 44). In cases where the 90%-limit is exceeded, it is
assumed that the leased asset practically will be without value after the basic
rental period is over, and therefore the economic ownership of the leased asset
was transferred to the lessee. In such a case the lessor is permanently exempt
from profits and substance (Sabel, 2006, p. 34; Bordewin et al., 2003, p. 39;
Hastedt et al, p. 39, Dollerer, 1971, p. 537). If a lease agreement does not
specify only options, the classification likewise follows the 40-90%-limits
(Riedel-Stegner, 2006, p. 45; Bordewin et al., 2003, p. 40).

If, for example, a lease agreement contains a purchase option, which is
considered favorable, the lessee is, in the case the option is exercised, entitled to
a possible increase in value, which he will likely make use of due to economic
circumstances. Therefore the leased asset will usually be classified by the lessee,
when the agreement includes the purchase option and when the economic
circumstances are considered favorable. However, if the price of the purchase
option corresponds with the expected market price, then, by observing the 40—
90%-limits, the leased asset has to be reported in the balance sheet of the lessor
(Sabel, 2006, pp. 34-35; Riedel-Stegner, 2006, p. 45; Bordewin et al., 2003, p.
41; Weiss, 2006, p. 41).

An agreed option to extend the rental period could also lead to the decision
that the leased asset will be capitalized by the lessee. This would apply if
economic needs lead to the exercise of the option, or if the exercise of the option
appears reasonably certain from the economic perspective. This could be, for
example, the case when the subsequent rent is considerably lower than the
former one and only constitutes an appreciation fee (Sabel, 2006, p. 35;
Bordewin et al., 2003, p. 43; Riedel-Stegner, 2006, pp. 45-46; Weiss, 2006, p.
42).
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If a leased asset is specifically built for the lessee and if only the lessee can take
advantage of meaningful economic use of it, it is referred to as a special leasing.
A subsequent usage by the lessor is unlikely in such cases. The lessee controls
all rewards and risks from the leased asset. The 40-90%-limits do not play any
role in such cases (Sabel, 2006, p. 35; Bordewin et al., 2003, p. 47; Riedel-
Stegner, 2006, pp. 46—47).

If, after the basic rental period is over, the lessee is entitled to any proceeds
from the sale at the market value or at the book value, the leased asset has to be
classified by the lessee as well (see appendix 1). Consequently, the classification
of the leased asset depends, contrary to IAS/IFRS, mostly on the distribution of
rewards, arising from the leased asset after the basic rental period is over
(Hastedt et al., p. 40; Sabel, 2006, p. 34; Riedel-Stegner, 2006, p. 51).

In cases of fully amortized lease agreements for immoveable assets, attention
has to be paid to the fact that a distinction is made between the land, on the one
hand, and the building on the other hand, even if only one lease agreement has
been concluded (see appendices 2 and 3). Land can be used without time limits
and is therefore always capitalized by the lessor. The classification by the lessee
is only applied if it is a special leasing, of a favorable purchasing option or a rent
extension has been agreed in the contract, or if the basic rental period is outside
the 40-90%-limits (Sabel, 2006, p. 35; Bordewin et al., 2003, p. 53).

Lease Agreements with Partial Amortization. Lease agreements with partial
amortization for movables can be distinguished in three different contract types,
whereby also with these contracts the 40-90% limits have to be observed. In
addition it has to be clarified by whom the economic value can be capitalized
after the basic rental period expires (see appendix 4). “With all three types of
contracts the economic ownership lies with the lessor, if the lessee accepts the
whole amortization risk, while the lessor participates considerably in the
recognition of the value” (Riedel-Stegner, 2006, pp. 48-49; Leippe, 2002,
p. 107).

In the first case we are dealing with lease agreements that include a so-called
right to offer (for sale). The lessor has the right to sell the leased asset to the
lessee after the expiry of the basic rental period at a price that has been fixed in
the contract. Since the lessor might benefit from an increase in the value, but the
lessee only has the risk of a possible decrease in value, the leased asset is
consistently capitalized by the lessor. This illustrates again that in accordance
with the decrees of leases only the distribution of rewards regarding the leased
asset after the expiry of the basic rental period is taking place (Sabel, 2006, p. 33
and pp. 36-37; Weiss, 2006, p. 45; Riedel-Stegner, 2006, p. 48; Bordewin et al.,
2003, p. 51; Hock et al., 1993, p. 215).
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In the second case we are dealing with the agreement concerning the possible
distribution of (higher than expected) additional proceeds. After the expiry of the
basic rental period the lessor sells the leased asset to a third party. If the return
on the sale is lower than the difference between the book value and the return on
the sale, the lessee has to compensate the difference. However, if the return on
the sale is higher, the additional proceeds will be shared. In this case the leased
asset is capitalized by the lessor, if he receives at least 25% of the additional
proceeds. This applies, if he (the lessor) has sufficient opportunities for profits
through the leased asset (Riedel-Stegner, 2006, pp. 49—50; Sabel, 2006, p. 37;
Bordewin et al., 2003, p. 51; Weiss, 2006, p. 45).

In the third case we are dealing with irredeemable rental contracts with decree of
sales proceeds of a final payment made by the lessee. The lessee can terminate
the agreement after 40% of the normal economic life at the earliest. In this case
the lessee has to make a final payment to the lessor. The payment is calculated
from the difference between the already performed rental installments and the
total costs of the lessor not covered by the performed payments. However, 90%
of the return of the sale of the leased asset will be allowed for the final payment.
In this case, too, the lessee carries all the risks. The lessor has the reward from
the return of the sale and thus, the asset has to be capitalized by the lessor
(Riedel-Stegner, 2006, pp. 50-51; Sabel, 2006, pp. 37-38; Bordewin et al.,
2003, p. 52).

In addition so called non-decree conform lease agreements exist, which are not
directly affected by the decrees. Agreements with double options and special
automobile lease agreements belong to this category. Nonetheless a factual
overall appreciation with the help of the general principles of economic
ownership and/or the general criteria of the decrees of leases should be made
(Sabel, 2006, p. 33; Riedel-Stegner, 2006, p. 51; Mellwig, 2000, p. 72; Borde-
win et al., 2003, p. 52).

In summary, it can be stated “that capitalization by the lessee will only apply, if
he carries almost all of the risks and rewards from an appreciation in value of the
leased asset” (Sabel, 2006, p. 38).

In the case of partially amortized lease agreements a distinction is made between
land and building. The land is capitalized in principle by the economic owner of
the building, who in the case of option free agreements is usually the lessor. To
become the economic owner, the lessee has to take over the essential rewards
and risks. This applies to special lease agreements and favorable purchase and
rent extension options when more than 90% of the normal operational economic
life time has been made use of (Sabel, 2006, p. 38). Since these options are
considered favorable, a so called economic use of coercion exists (see
appendix 5).
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Critical Evaluation of the German Decrees of Leases. The four decrees of
leases classify lease agreements for movables and immoveable items, and with
full and partial depreciation. These capitalization regulations, according to the
economic approach, are oriented towards the economic overall recognition of the
circumstances of the economic authority to dispose, and towards the GoB in
terms of commercial law (Knobbe-Keug, 1993, p. 81; Moxter, 1989, p. 241;
Sabel, 2006, p. 10, p. 53). The decrees of leases contain six guiding principles,
which emphasize the circumstances of the overall economic recognition of
individual cases. In principle, the leased asset is capitalized by the lessor, in
contrast to the International GAAP. If, however, the economic utilization
potential is used by someone other than the legal owner, then the economic asset
has to be capitalized to this someone else through an evaluation process (Sabel,
2006, p. 53). Hereby the capitalization depends only, in contrast to the IAS 17,
on the distribution of rewards after the expiry of the basic rental period (Kiiting
et al, 1998, p. 1470; Riedel-Stegner, 2006, p. 52). Since the German
Commercial Law does not have explicit capitalization criteria (Findeisen, 1997,
p. 838; Riedel-Stegner, 2006, p. 39), the decrees of leases include detailed
capitalization criteria. They are meant to provide predictable legal certainty. The
intention was to provide legal certainty through quantitative limits that do not
allow room for choices (Sabel, 2006, p. 32; Mellwig, 1998, p. 16; Riedel-
Stegner, 2006, p. 40 and p. 133). These fixed quantitative limits (Riedel-Stegner,
2006, p. 88, p. 133; Mellwig, 1998, p. 8) enable, however, a narrow lower
deviation of the limit and consequently the purposeful creation of lease
agreements (Knobbe-Keug, 1993, p. 77.; Sabel, 2006, p. 32; Bordewin et al,
2003, p. 39). “Nevertheless, they provide objectives for capitalization of leased
assets, which would be difficult to achieve with the evaluation of individual
cases and with quantitative criteria” (Sabel, 2006, p. 32; Kiiting et al., 1998, p.
1468).
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2. THE PRINCIPLE “SUBSTANCE OVER FORM” AND
CAPITALIZATION OF LEASES ACCORDING TO THE
INTERNATIONAL GAAP

The requirement that annual financial statements should give a true and fair view
has been emphasized in the paragraph 46 of the IASB Framework for the
Preparation and Presentation of Financial Statements: “Financial statements are
frequently described as showing a true and fair view of, or as presenting fairly,
the financial position, performance and changes in financial position of an
entity”. According to the Fourth EC Directive on Company Law (or Fourth
Directive) and the Seventh EC Directive on Company Law (or Seventh
Directive), the annual and consolidated financial accounts’ (statements) must
show a true and fair view. Article 2 paragraph 3 of the Fourth Directive provide
as follows: “The annual accounts shall give a true and fair view of the
company’s assets, liabilities, financial position and profit or loss”. At least in
theory, the true and fair view criterion ensures that statements are not only
correct but also are useful indicators of a company’s financial health®. The
fulfillment of this criterion requires a concern for substance over form and the
application of professional judgment. It is necessary to emphasize that the
degree to which accountants and auditors search for ‘fairness’ as opposed to
correctness or legality has differed substantially internationally®. In an attempt to
‘present fairly’, accountants have come to the view that it is necessary to try to
account for the economic substance of events rather than for the legal form.

2.1. Definition of “Substance over Form”

Substance is the material or essential part of something, as distinguished from
form, which is the observance of a legal or technical manner or order. Economic
substance refers to the economic benefits and economic losses or any kind of
economic implications related to the event whereas, legal form refers to the
legal status of the event. Arguably the greatest issue facing accountants today is
that concerning the clash between economic substance and legal form in
corporate financial reporting. (Lee, T. A., 2006, p. 232) Most time we do not
need to apply this concept as the economic and legal aspects of the transactions

2 “Accounts” is British term for “financial statements”.

3 The Honorable Mrs. Justice Arden emphasizes that true and fair view is a dynamic
concept (Arden, 1993, pp. 151-152) and ‘true and fair view’ cannot be defined and that
synonyms cannot be found for it. However one can identify a number of features of the
true and fair view. (Arden, 1997, p. 676)

* Cook has emphasized that much of the existing debate on the significance of the true
and fair view requirement in Europe has been polarized between those who believe there
can be only one interpretation across all member states and those who believe that the
principle takes on a different content in each member state. (Cook, A., 1997, p. 703)
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are concentrated at one place i.e. both of these aspects are not segregated among
two different parties. But if to take into account that in some transactions these
two aspects get segregated it is necessary to emphasize that substance over form
is critical for reliable financial reporting. The key point of the concept is that a
transaction should not be recorded in such a manner as to hide the true intent of
the transaction. Substance over form concept seeks to emphasize the economic
approach (economic view).

“Economic substance” should not be confused with “possession” or “use”. There
are many examples in which the possession of the asset is with the party other
than the owner and still we do not apply this concept. Economic substance is not
about possession and/or use; it is about the risks and rewards. Through this
concept we check whether the risks and rewards are with the party and then
accordingly decide what will be the accounting treatment.

The doctrine of ‘substance over form’ is found in many attempts to construct a
conceptual framework of accounting and financial reporting. Many
interpretations have been made of the phrase but it is perhaps most readily
understood as the belief that financial statements should, when there is conflict,
be based on economic (or commercial) reality rather than legal form. (Lewis, R.,
Pendrill, D., 2004, p. 206) This involves the famous ‘duck test”’.

Where the economic substance of a transaction is inconsistent with its legal
form, substance over form requires that the accounting represents the economic
substance (or impact) of the transaction. (Deegan, C., Unerman, J., 2006, p. 182)
Debates about economic substance versus legal form arise because many
accounting rules are devised by the International GAAP while some are
contained in company legislation. The accountant is required to assess the
‘economic reality’ of the reporting entity. However, the legal form of a
transaction may yield a conflicting view.

Accounting for schemes following merely the letter of the law resulted in certain
assets or liabilities being hidden from the reader of the financial statements. The
ICAEW was the first to issue an official document on the issue. Technical
Release (TR) 603, ‘Off Balance Sheet Financing and Window Dressing’,
published in 1985, urged accountants to consider the economic substance of a
transaction rather than the mere letter of the law. In early 1986, UK standard
setters were even discussing adopting substance over form as a fifth accounting
concept (along with going concern, accruals, consistency and prudence
concepts) (Hopwood, A., Vieten, H., 1999, p. 357).

IASB view. According to the International GAAP the priority of economic
substance over legal form is one of the basic accounting principles. It is an
important basis for many standards. The IASC has not issued a standard on
accounting for substance over form and therefore guidance must be sought from

> If something looks like a duck and quacks like duck, then it is a duck.
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the Framework for the Preparation and Presentation of Financial Statements.
The Framework establishes a general requirement to account for transactions in
accordance with their substance, rather than only their legal form. The
Framework says that you should keep the substance over form principle in mind
when assessing whether an item meets the definition of an asset, liability or
equity: the underlying substance and economic reality of the item should be
examined and not merely its legal form.

International GAAP versus US GAAP. The substance over form principle,
although logical and useful, is not universally accepted. Problems may arise
simply because a transaction is extremely complex, which makes it quite
difficult to ascertain what the substance of the transaction is — even for a law
abiding accountant. Stolowy and Lebas have noted that to make an
oversimplification, the substance over form principle is accepted and used
mainly in the North American zone of influence (Stolowy, H., Lebas, M. J.,
2006, p.161). In the USA, in spite of the existence of a conceptual framework
containing the broad principles for accounting and financial reporting, the
emphasis has been for accounting standards to prescribe detailed and complex
rules to be followed when preparing financial statements. This difference in
emphasis has led to the IASB approach to standard setting being characterized as
‘principle based’ and the US FASB approach as ‘rules based’. Consequently,
substance over form is the distinguishing factor between the International GAAP
and the US GAAP.

2.2. Application Scope of the IAS 17

Elliott and Elliott have emphasized that the IAS 17 Leases was the first formal
imposition of the principle of accounting for substance over legal form, aiming
to ensure that the legal characteristics of a financial agreement did not obscure
its commercial impact (Elliott, B., Elliott, J. 2002, p. 315). Capitalization of
lease agreements according to the International GAAP is decided by the
economic approach (Weinstock, 2000, p. 219). Accordingly, the evaluation of
actual circumstances is based purely on the economic effects (economic
substance over legal form) and not on the legal form (IAS 17.10, Haller, 1994, p.
260; Pellens, 2001, p. 169). A later transfer of ownership is therefore irrelevant
(Hirsch, 1998, p. 101; Mellwig, 1998, p. 3; Feinen, 2002, p. 94; Weinstock,
2000, p. 221.). This principle of “substance over form” is anchored in the
IASF. 35.

In principle, the leased asset is capitalized by the contract party, who receives
substantially all rewards and carries most of the risks during the basic rental
period. Rewards can be, for example, expectation of profitable operation over
the asset’s economic life and of gain from appreciation in value or realization of
a residual value. Possible risks can arise from possibilities of losses from idle
capacity or technological obsolescence and of variations in return because of
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changing economic conditions. Therefore the asset must be capitalized by the
lessee if all essential risks and rewards are transferred to him. In the IAS 17 the
quantitative criteria are provided which indicate the obligation to capitalize, but
they are not exact in their quantification and/or concretization. Thus, the
capitalization allows choices and a scope for description, which will be
discussed in more detail hereafter.

Conceptual Foundations. The capitalization of lease agreements is regulated in
principle by the IAS 17, whereby in the IAS 17.2 it is stipulated that all
illustration rules and disclosure requirements in the IAS 17 have to be applied to
all lease agreements. As shown in Figure 7 numerous other standards have to be
observed as well in this context.

Superior Rule

IAS 1, IAS 8, IFRS 1, Framework
(alternatively)

Basic Rule
IAS 17

First-/Follow- | Others Lease item Disclosure

Scope up Evaluation

//’,SIC 27 IAS 16 IAS 12 IAS 27 IAS 32 \\
K IFRIC 4 IAS 21 IAS 18 SIC 12 i
| IAS 36 IAS 34 \
\ IAS 38 IAS 37 ,
\ IAS 39 IFRS 5 )/

IAS 40 SIC 15

Additional Rules

Figure 7. IAS/IFRS Standards that have to be applied to Lease Agreements
Source: Kiimpel et al., 2006, p. 2

The scope of the IAS 17 encompasses all agreements for the transfer of the legal

right of use regarding an asset against payment or series of payments for an
agreed period of time, and is closely connected with the definition of lease
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contained in the IAS 17.4: “A lease is an agreement whereby the lessor conveys
to the lessee in return for a payment or series of payments the right to use an
asset for an agreed period of time”. Sabel, as well as Hastedt and Mellwig have
noted that the term “lease” does not only describe lease agreements in a narrow
sense, but all transfers of the right of use with a limited duration, even if they are
not explicitly named as “lease” (Sabel, 2006, p. 55; Hastedt, Mellwig, 1998, p.
13) But it is necessary to emphasize that in exceptional cases it is possible that
agreements have to be capitalized according to the IAS 17, although no right of
use according to the civil law has been agreed on. This applies, for example, to
“cover up lease agreements”, when only an acceptance contract is concluded.
Furthermore, a financial service in return for the right of use is not absolutely
necessary because the service in return can also be part of a barter business. It is
obvious that always the overall economic observation is the deciding criterion,
not only the evaluation of individual contracts and conditions, or the naming of
these contracts (Kiimpel, Becker, 2006, p. 3; Sabel, 2006, p. 55 and p. 57; Weiss,
2006, p. 55; Esser, 2005, p. 429). The decisive criterion for the evaluation and
classification of a lease agreement and/or for answering the question, whether
the requirements of the IAS 17 have to be applied, lies with the economic
substance of the agreement. The agreements therefore have to be examined,
“whether from the perspective of the economic approach an actual transfer of
legal rights of use of assets has taken place although the legal construction does
not suggest so” (Kiimpel, Becker, 2006, p. 3).

Economic Approach

Scope of IAS 17

IFRIC 4

¢ Qutsourcing
arrangements
e Telecommuni-
cation contracts
e Take-or-pay and
similar contracts

Application Scope

To all leases other than
lease agreements for
minerals, oil, natural gas
and similar regenerative
recourses and licensing
agreements (films,
videos, plays etc.)

SIC 15
> SIC 27

Figure 8 Application Scope of the IAS 17
Source: compiled by author
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Consequently, the interpretation of the SIC 27 and the IFRIC 4 requires the
examination of contracts, which could be covered by leasing regulations, even
though they were not explicitly named as leasing agreements. The enormous
significance and role of the economic approach (substance over form) according
to the International GAAP could not be highlighted more. The scope of the
IAS 17 is illustrated in Figure 8.

Expansion of the Scope of the IAS 17 by IFRIC 4. IFRIC 4 was passed in
December 2004 and thus, the scope of the IAS 17 was expanded to ensure that
indirect legal rights of use and rights of use that are limited in time, will be
included in lease agreements according to the IAS 17.4. However, it is often
very complicated to recognize an indirect legal right of use because the shape
and diversity of contracts are becoming more complex and difficult (Ziilch,
Willms, 2005, pp. 315-316). To help clarify this matter, the definition of the
term “lease” in the IAS 17.4 was concertized and expanded by the IFRIC 4.
According to the IFRIC 4.6 determining whether an arrangement is, or contains,
a lease shall be based on the substance of the arrangement and requires an
assessment of whether:

e fulfillment of the arrangement is dependent on the use of a specific asset
or assets (the asset); and
e the arrangement conveys a right to use the asset.

In accordance with [FRIC 4, the assessment of whether an arrangement contains,
a lease is to be made at the inception of the arrangement. A reassessment is
permitted only if any of the following conditions is met (IFRIC 4.10):

a) There is a change in the contractual terms, unless the change only
renews or extends the arrangement.

b) A renewal option is exercised or an extension is agreed to by the parties
to the arrangement, unless the term of the renewal or extension had
initially been included in the lease term in accordance with the IAS 17.4.

¢) There is a change in the determination of whether fulfillment is
dependent on a specified asset.

d) There is a substantial change to the asset, for example a substantial
physical change to property, plant or equipment.

Furthermore, the IAS 17.3 was concretized and amended with the IFRIC 4 in
such a way that now all contracts with several components are part of the scope
of the IAS 17. These are contracts with not only the legal right of use, but they
include other services, such as maintenance and service work, which are agreed
in addition. However, if the contract does not include the legal right of use, but
only certain service components, then the contract would not be declared as
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leasing according to the IAS 17.3 and therefore not be covered by the scope of
the IAS 17.

Limitation of the scope through the SIC 27. As has been mentioned before,
several contracts exist which are not officially declared as lease agreements,
although they belong within the scope of the IAS 17. And alternatively, there are
contracts with agreements similar and close to lease agreements, the legal
structure of which assumes a lease and yet these contracts are not part of the
scope of the IAS 17. On the basis of the overall economic observation, each
factual situation and each contractual agreement has to be examined as to
whether it really is covered by the scope of the IAS 17, and whether it fulfills the
lease definitions of the IAS 17.4, respectively, and whether a transfer of the legal
rights of use with regards to an asset has indeed taken place.

Examples include the so called US leasing transactions, which are also referred
to as cross border leases (CBL) or lease and leaseback agreements, respectively
(Biihner, Sheldon, 2001, pp. 315-318; Bordewin, Tonner, 2003, pp. 143-144).
The main purpose of these transactions is of a fiscal nature; namely to gain a
cash value advantage through tax moratorium effects. US transactions contain
various contracts, which are concluded as part of an overall plan and can only be
understood in their entirety. It is the fundamental intention of these transactions
to use different tax laws in two or more countries and save taxes in the process.
The different fiscal regulations in two or more countries create the fiction of two
fiscal owners of one and the same item. Both, following the laws of their
respective countries, (fiscally) amortize this same item. Both the lessee and the
lessor can write off the leased item from their taxes with this construction. Since
the US side can capitalize the amortization without any actual acquisition costs,
it can be stated that this model is purely for tax saving purposes. The US partner
will then share part of the saved taxes with the lessee (Kiimpel, Becker, 2006,
pp. 9-13). Kiimpel and Becker have emphasized that “to grasp the economic
content of these transactions, the contract conglomerate has to be seen as a
whole. The principle of individual evaluation is given up in favor of the
economic approach”. (Kiimpel, Becker, 2006, p. 10) Due to the indications of
the SIC 27, US leasing transactions are not anymore part of the scope of the
IAS 17. Other exceptions and perimeters from the scope are found in the
IAS 17.2, where it is stated unambiguously that, for example, agreements
concerning the discovery of natural resources or lease agreements concerning
investment properties are covered by other scopes than the IAS 17.

2.3. Classification of Lease Agreements
2.3.1. Conceptual Foundations of the IAS 17

The concept of the IAS 17 concerning the capitalization of lease agreements is
based on the fundamental idea that assets have a certain economic benefit. The
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future economic benefit embodied in an asset is the potential to contribute,
directly or indirectly, to the flow of cash and cash equivalents to the entity. This
economic benefit, defined in IASB Framework para. 53, can be transferred with
the help of the lease agreement to the lessee, without transferring the legal
ownership of the asset in any way. Consequently, the ownership according to the
civil law is totally irrelevant regarding the capitalization of assets. Only the
economic ownership matters. Consequently, on the basis of the economic
approach (substance over form), factual circumstances are evaluated only
according to their economic content (Riedel-Stegner, 2006, p. 53 and p. 100;
Esser, 2005, p. 430; PreiB3ler, 2002, p. 2394).

Based on the principle of substance over form, which has a high standing within
International GAAP, the central question is who must capitalize the leased asset.
According to IASB Framework para. 49a the 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. Following the IAS 38.13 in conjunction with the
IAS 8.11 (a) an entity controls an asset if the entity has power to obtain the
future economic benefits flowing from the underlying resource and restrict the
access of others to those benefits. An explanation of how to identify an
economic owner cannot be found in the framework. Instead, in the IASB
Framework para. 57a (indirect) reference to the IAS 17 exists, which has
fundamental significance that goes beyond leasing agreements.

In determining the existence of an asset, the right of ownership is not essential;
thus for example, property held on a lease is an asset if the entity controls the
benefits which are expected to flow from the property. Although the capacity of
an entity to control benefits is usually the result of legal rights, an item may
nonetheless satisfy the definition of an asset even when there is no legal control.

2.3.2. Capitalization according to the Economic Ownership

The fundamental concept of the framework serves as the main requirement for
the IAS 17 concerning the capitalization of lease agreements, according to which
assets have to capitalized by the one, who as the economic owner, has the
authority of disposal over the asset, and who controls the essential rewards and
risks. This fundamental approach is also referred to as the risk and reward
approach. Some of the rewards in connection with the asset are, for example, the
expectation of profitable operation over the asset’s economic life and of gain
from appreciation in value or realization of a residual value. Risks can arise from
possibilities of losses from idle capacity or technological obsolescence and of
variations in return because of changing economic conditions. These examples
highlight that the terms in the IAS 17, referring to “rewards” and risks” represent
what is identified as the future economic benefit in the framework.
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The IAS 17 distinguishes two kinds of lease agreements, namely the finance
lease and the operating lease. A finance lease is an agreement whereby the
lessor conveys to the lessee in return for a payment or series of payments the
right to use an asset for an agreed period of time (IAS 17.4). An operating lease
is a lease other than a finance lease (IAS 17.4). The classification as a finance
lease or operating lease has to be decided at the inception of the lease. However,
if the contract parties had already agreed earlier on the essential content of the
contract (e.g. amount of the rental installment, duration of the agreement, etc.),
this earlier point in time is applied. The inception of the lease is the earlier of the
date from which the lessee is entitled to exercise its right to use the leased asset
(IAS 17.4). The commencement of the lease term does not play any role in this
(Kiimpel, Becker, 2006, pp. 21-22).

The criterion of distinction is whether the lessor or the lessee should capitalize
the leased asset. It is a finance lease according to the IAS 17.4, if substantially
all risks and rewards, namely the future economic benefits, are transferred to the
lessee. In accordance with the economic approach this is a case of hire purchase,
and therefore the asset has to be capitalized by the lessee. If the criteria for a
finance lease according to the IAS 17.4 do not exist, the lease agreement is
automatically classified as an operating lease. The definition of operating lease
agreements is a “negative distinction” (Kiimpel, Becker, 2006, p. 17; Sabel,
2006, p. 56; Weinstock, 2000, p. 94), since all lease agreements that do not
fulfill the definition criteria of a finance lease will automatically be considered
operating leases (Sabel, 2006, p. 56). If a lease agreement belongs to the
category of operating leases, the lessor will capitalize it; it can be compared to a
rental contract (Weiss, 2006, p. 57; Sabel, 2006, p. 56; Kiimpel, Becker, 2006, p.
17).

It should be noted that the special terms used in Germany do not provide the
conclusive information regarding the classification of the economic ownership,
whereas according to the International GAAP only such cases where the
economic ownership is transferred to the lessee will be considered finance leases
(Hastedt, Mellwig, 1998, p. 14; Sabel, 2006, pp. 56-57; Kimpel, Becker, 2006,
p.- 17). To assure that lease agreements will be classified correctly, examples and
indicators are listed in the IAS 17.10 and the IAS 17.11 (see Figure 9), with the
help of which the identification of finance leases will be made easier. The
IAS 17.10 provides examples which will usually result in the classification of a
lease agreement as a finance lease:
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Is there a Transfer of
Ownership by the end of
the lease term? Yes
No :
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- Yes
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Figure 9. Classification of Lease Contracts according to the IAS 17.10 and 17.11
Source: compiled by the author

e automatic transfer of ownership — the lease transfers ownership of the
asset to the lessee by the end of the lease term (IAS 17.10a);

e Dbargain purchase option — the lessee has the option to purchase the asset
at a price that is expected to be sufficiently lower than the fair value at

e the date the option becomes exercisable for it to be reasonable certain, at
the inception of the lease, that the option will be exercised (IAS 17.10b);

e cconomic life test — the lease term is for the major part of the economic
life of the asset even if title is not transferred (IAS 17.10c);

e recovery of investment test — at the inception of the lease the present
value of the minimum lease payments amounts to at least substantially
all of the fair value of the leased asset (IAS 17.10d);
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e special lease — the leased assets are of such a specialized nature that only
the lessee can use them without major modifications (IAS 17.10e).

In addition to the examples in the IAS 17.11 further indicators are mentioned,
pointing to the classification as a finance lease:

e Josses in the case of cancellation — if the lessee can cancel the lease, the
lessor’s losses associated with the cancellation are borne by the
lessee(IAS 17.11a);

e gains or losses from fluctuations of residual value — gains or losses from
the fluctuation in the fair value of the residual accrue to the lessee (for
example, in the form of a rent rebate equaling most of the sales proceeds
at the end of the lease) (IAS 17.11b);

e favorable rent extension option — the lessee has the ability to continue
the lease for a secondary period at a rent that is substantially lower than
market rent (IAS 17.11¢).

These criteria are, in contrast to the German leasing decrees, of a qualitative and
not quantitative nature. This means that they neither have quantitative limits nor
a definitive character. Kiiting et al. explain the existence of this open
classification by the application of a holistic economic approach in the IAS 17
and the resulting flexible and case oriented interpretation of the rules (Kiiting,
Hellen, Brakensiek, 1998, p. 1468; Kiiting, Hellen, Koch, 2006, p. 651). The
application of a holistic economic approach is intended to secure the
classification of lease agreements case by case, and to avoid automatism (Esser,
2005, p. 431; Sabel, 2006, p. 61; Weinstock, 2000, p. 98). That results in a
certain degree of discretion and remains room for interpretation (Kiimpel,
Becker, 2006, p. 19; Sabel, 2006, p. 61; Kiiting, Hellen, Koch, 2006, p. 651;
Vater, 2002, p. 2096).

Although the conceptual differentiation between examples and indicators and the
varying strict formulations in the IAS 17.10 and the IAS 17.11 are unclear, it can
be assumed that clues in comparison with the examples offer weaker evidence
for the classification of contracts (Sabel, 2006, p. 59; Mellwig, 1998, p. 6; Vater,
2002, p. 2095; Liidenbach, Freiberg, 2006, p.259; Pellens, Fiilbier, Gassen,
2006, p. 595). Despite the help that is offered by the examples and indicators, it
is not permitted to assume that an “automatism of classification” of the criteria
exists — which is in contrast to the German decrees of leases (Kiimpel, Becker,
2006, p. 19; Mellwig, 1998, p. 4; Esser, 2005, p. 432; Leippe, 2002, p. 123;
Alvarez, Wotschofsky, Miethig, 2001, p.936). They only help with the
identification and do not necessarily result in the classification as a finance lease
(Sabel, 2006, p. 59; Weinstock, 2000, p. 99). If, on the basis of the economic
approach, not all essential rewards and risks are transferred to the lessee, the
lease agreement has to be classified as an operating lease. Consequently, the

55



converse case is also possible, namely the classification as a finance lease,
although the above mentioned examples and indicators actually exist (Sabel,
2006, p. 59; Weinstock, 2000, pp. 98-99). In this context it is important always
to consider the overall economic observation and to appreciate the concrete case.
This will assure the correct classification and capitalization of leases.

2.3.3. Classification Criteria (Examples)

Transfer of Ownership Test. If an automatic transfer of ownership after the
basic rental period is part of the lease agreement, it is essentially a finance lease.
This automatic transfer of ownership does not have to be part of the lease
agreement; it can be part of another, additional contract. But from a holistic and
economic overall observation, these two contracts would have to be evaluated
together, because one would not have been concluded without the other. An
agreement, where the legal ownership is transferred after the basic rental period
automatically, namely after payment of all rental installments, is considered a
rent purchase contract in Germany. This is actually a purchase contract, whereby
the installment payments can be compared with the lease installments (Sabel,
2006, p. 60; Mellwig, 2000, p. 75).

Following the control approach of the IAS/IFRS (Oldenburger, 2000, pp. 116—
118; Behr, 2002, p. 34; Sabel, 2006, p. 154) the classification as a finance lease
and the resulting capitalization by the lessee can hardly be disputed (Kiimpel et
al., 2006, p. 23) because the lessee has permanent control over the asset, and
thus he also has the economic right to the future benefit of the asset.
Furthermore, he/she can prevent the legal owner from using the future benefit
(Alvarez et al., 2001, p. 936). The transfer of rewards and risks to the lessee
does not have to be controlled at the beginning of the lease agreement; it is
independent of time. The important criterion concerning the capitalization of the
leased asset is the authority over the utilization potential, which in the case of a
finance lease is transferred to the lessee, not only the transfer of rewards and
risks (Kiimpel et al., 2006, p. 23).

Bargain Purchase Option Test. A finance lease has to be assumed if the lease
agreement includes a purchase option which entitles the lessee to purchase the
leased item at a very favorable price after the expiry of the basic rental period —
which means at a sufficiently lower price than the probable fair value. However,
the purchase option can also refer to other items, not only to the leased assets. In
this case we talk about an indirect purchase option, which however, is treated
identical by a direct purchase option of the economic approach (Kiimpel et al.,
2006, p. 23).

Since it concerns a “favorable” purchase option, a certain economic dictate on
the part of the lessee to exercise the option is assumed with sufficient certainty.
In this case the terms “favorable” or “sufficiently lower” purchase price does not
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have quantitative limits — as it was the case in the German decrees of leases —
because the evaluation is done case by case and with the help of a coherent and
economic overall perspective, and not by applying rigid limits (Sabel, 2006, p.
61; Kiiting et al., 1998, p. 1468; Liidenbach et al., 2006, p. 261; Riedel-Stegner,
2006, p. 102).

Reasonable certainty can be assumed if an economic dictate regarding the
exercise of the option exists, and if the price is far below the actual value. If the
favorable purchase option is compared with the automatic transfer of ownership,
striking similarities of the two evaluation tools can be noticed (Kiimpel et al.,
2006, pp. 23-24). “While in the case of the contractually agreed transfer of
ownership a legal dictate of purchasing the leased item exists, the purchase
option derived from the concept of substance over form is based on the
economic dictate” (Kiimpel et al., 2006, p. 24; Mellwig, 1998, p. 4).

Determining the expected value of the leased item is problematic due to the use
of unspecific terms and provides room for discretion during the necessary
evaluation process (Kiimpel ef al., 2006, p. 25; Sabel, 2006, p. 61; Mellwig,
1998, p. 5). Furthermore, it appears complicated to evaluate whether the agreed
purchase price is considerably below the expected fair value of the leased item at
the time of the actual purchase already at the time of the contract conclusion,
(Engel-Ciric, 2003, p. 395; Mellwig et al., 1996, p. 2345; Weinstock, 2000, p.
101). In the IAS 17.4 the amount is given as the fair value, for which an asset
could be exchanged, or a liability settled between knowledgeable, willing parties
in an arm’s length transaction. This definition is also found in other IAS
standards, whereby no other concrete instructions are given for the determination
of the value. To close the remaining gaps, the option is offered in the IAS 8.11a
— the requirements in IFRSs dealing with similar and related issues. Since lease
agreements usually deal with tangible assets, it is natural to refer to the
regulations in the IAS 16.31 for the revaluation model and as an addition to the
explanations in the IAS 40.33 concerning the measurement of investment
property on the basis of the fair value (Kiimpel et al., 2006, p. 25; Tanski, 2005,
p- 93). After recognition as an asset, an item of property, plant and equipment
whose fair value can be measured reliably shall be carried at a revalued amount.

According to the economic approach, there is always a need for a holistic,
economic and individual evaluation of all aspects of the evaluated circumstances
to assure the correct classification (Kiimpel et al., 2006, p. 40; Engel-Ciric,
2003, p. 397; Sabel, 2006, p. 63). Insisting only on the determination of the fair
value will not be enough. If, for example, facilities are built and/or installed on
leased land, and if the utilization period of these facilities is longer than the
leased land, an economic dictate to exercise the purchase option might exist
(Mellwig, 2000, p. 96; Kiimpel et al., 2006, p. 32). However, for the assumption
of this economic dictate, it is not enough to only talk about a meaningful
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alternative; there must not be another meaningful economic alternative to the
exercise of the purchase option.

Economic Life Test. If the lease term is for the major part of the economic life
the leased asset, in accordance with the IAS 17.10 (c¢) a finance lease can be
assumed. An asset can provide usefulness only for a limited time period (the so
called economic utility period or the economic life), and therefore, in the case of
the transfer of the predominant part of the economic life, all essential rewards
and risks are transferred to the lessee. Consequently, after the expiry of the lease
term and after using most of the utility potential, the leased item does not have
any significant value for the lessor anymore (Mellwig, 2000, p. 76; Sabel, 2006,
pp. 62—63). In the decision of classification and capitalization to either the lessor
or the lessee, the lease term (or agreed period of time) and the economic life
play a significant role.

According to the IAS 17.4 the lease term is defined as the non-cancellable
period for which the lessee has contracted to lease the asset together with any
further terms for which the lessee has the option to continue to lease the asset,
with or without further payment, when at the inception of the lease it is
reasonably certain that the lessee will exercise the option. A non-cancellable
lease is a lease that is cancellable only upon the occurrence of some remote
contingency; with permission of the lessor, if the lessee enters into a new lease
for the same or an equivalent asset with the same lessor or upon payment by the
lessee of such an additional amount that, at inception of the lease, continuation
of the lease is reasonably certain. If the cancellation of the contract becomes
very unlikely due to the cancellation conditions in the contract, it will not affect
the lease term of the leasing agreement. Concerning exceptional and special
cancellation rights it has to be evaluated, whether they have been concretized
and whether such a cancellation will realistically occur.

Furthermore, the leasing partners could agree to cancel the lease agreement or let
it expire and then conclude a new one shortly after that for a corresponding or
similar leased item. In this case, from the economic approach viewpoint, the
continuation of the lease agreement according to the regulations in the IAS 17.3
would be assumed and the existing or cancelled contract respectively would be
still considered as non-cancelled and continues to be valid (in a modified form).
However, if the leased asset is altered (e.g. through renovation) to such a degree
that it is equivalent to a new asset, then a new lease agreement could be
considered reasonable from an economic perspective. If a lease agreement
contains an option for extension, it has to be checked and evaluated at the
beginning of the agreement, whether the option can be considered as reasonably
certain. Similarly, as with the favorable purchase option, it will be examined
whether the economic dictate for an agreement extension exists (e.g. rental
payments far below the market value, contract fines in case of non-action
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concerning the option, favorable purchase option after the contract extension,
etc.). If the exercise of the option brings advantages to such an extent that the
non-action would be meaningless from an economic viewpoint and could not be
comprehended rationally, the exercise of the option can be assumed and
therefore a finance lease can be assumed as well. This again makes clear the
importance of a holistic and economic approach with consideration for the
individual case when a leased asset has to be classified.

According to the TAS 17.4 the economic life is determined either (a) as the
period over which an asset is expected to be economically usable by one or more
users; or (b) the number of production or similar units expected to be obtained
from the asset by one or more users. Thus, the economic life of an asset is
independent from the capitalizing enterprise and is different from the various
and individual economic lives from individual enterprises (useful life) (Sabel,
2006, p. 62; Kiimpel et al., 2006, p. 38). In the cases of already used leased
assets the IAS 17.10 (c) stipulates that the lease term is for the major part of the
economic life of the asset even if title is not transferred. From the perspective of
the economic approach this could lead to different results in the assessment of
economically identical facts.

Example. A 10-year-old machine has a remaining economic life of three more
years. This machine can either be bought at €30,000 or it can be leased for a
period of three years at €833.33 per month. The two cases are different only
regarding the classification of the legal ownership (in the case of a purchase, the
legal ownership is transferred to the buyer; in the case of a lease, the lessor
would remain the legal owner).

However, from an economic perspective the economic ownership is transferred
in both cases to the buyer or lessee, respectively, because all essential rewards
and risks are transferred to him. Therefore, from the viewpoint of substance over
form the remaining economic life has a greater significance for the classification
of the asset than the economic life (Kiimpel et al., 2006, pp. 38—40). The exact
meaning of the term “major part of the economic life” is, due to its imprecise
formulation, controversial even in practice and in relevant literature (Sabel,
2006, pp. 62-63; Kimpel et al., 2006, pp. 39-40; Alvarez, Wotschofsky,
Miethig, 2001, p. 935). The scope of the value, discussed in the German
professional literature, spans from “more than 50% to 75% and as far as up to
90%” of the economic life. This leaves considerable room for discretion and
interpretation (Helmschrott, 2000a, pp. 426-429; Alvarez et al., 2001, p. 937;
Vater, 2002, p. 2094; Esser, 2005, p. 432). Here we need to remember again that
the IASB has refrained from suggesting or deciding limits on purpose, in order
not to restrict the holistic economic approach that focuses on the individual case
(Kiimpel et al., 2006, p. 40; Sabel, 2006, p. 63).
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Recovery of Investment Test. If the recovery of an investment test reveals that
the present value of the minimum lease payments amounts to at least
substantially all of the fair value of the leased asset, then a transfer of the
economic ownership to the lessee is assumed in accordance with the IAS 17.10d,
and thus a finance lease is assumed. The meaning of the term “at least
substantially of the fair value” is not clear, due to its vague formulation in the
literature and practice (Alvarez et al., 2001, pp. 938-939). The scope of the
limits discussed in the literature starts from “more than 90%” to 95% and goes
as far as 99% of the fair value of the leased item. Thus, a significant scope of
discretion exists. If in the comparable US GAAP regulation (SFAS 13.7d) as a
clue is used, “more than 90%” limit, or even better the 95% limit would appear
as the appropriate lower limit (Sabel, 2006, p. 64; Findeisen, 2002, p. 64;
Mellwig, 1998, p. 9). However, we need to be reminded again that the IASB has
waived the naming and fixing of exact limits on purpose, in order not to restrict
the holistic and economic approach that deals with each case individually
(Kiimpel et al., 2006, p. 40; Sabel, 2006, p. 63; Engel-Ciric, 2003, p. 397).

To calculate the present value of the minimum lease payments, both parties need
to know the fair value of the leased asset, the contractually agreed number and
amount of the rental installments, the dates of the payment and the
corresponding contract period (including optional time periods if exercising
these options appears reasonably certain), and, of course, they need to know the
applicable discounting interest rate (Kiimpel et al., 2006, p. 42; Sabel, 2006, pp.
64—65). The fair value is the amount that independent contract partners who are
experts and willing to conclude a contract would agree on for the transfer of
ownership. Minimum lease payments according to the I[AS 17.4 are the
payments over the lease term that the lessee is or can be required to make,
excluding contingent lease, costs for services and taxes paid by and reimbursed
to the lessor. Contingent lease payments, such as payments for services and
taxes that do not fulfill the definition of minimum lease payments, are not
considered a part of the minimum lease payments due to their volatility and
uncertainty. Thus, according to the economic approach, they cannot be included
in the recovery of investment test (Kiimpel et al., 2006, pp. 43—46; Sabel, 2006,
pp. 64-65; Mellwig, 2001, p. 304). The same explanation applies to why clauses
regarding the index, guaranteed value or interest adjustments are part of the
contingent lease payments (Kiimpel, er al., 2006, pp. 44—46). The situation is
different with leased items, which have not yet been manufactured and thus their
final investment amount cannot be decided exactly. Agreements, which due to
their insufficient determinability have been declared as contingent lease
payments, must be declared as minimum lease payments and be deemed to have
taken place at the inception of the lease treated as if they had existed already at
the beginning of the lease agreement in accordance with the IAS 17.5. It has to
be noted that both the minimum lease payments and the applicable discounting
rate are defined differently (according to the IAS 17) by the lessor and the
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lessee, and thus the recovery of investment test can lead to different results at the
two contract parties.

The duration period of the lease agreement (discounting period) normally
corresponds with the basic rental period, plus an optional extension, whereby the
basic rental period according to the IAS 17.4 is the earlier of the date of lease
agreement and the date of commitment by the parties to the principal provision
of the lease.

To allow a comparison of the present value of the minimum lease payments with
the fair value, both parties have to determine a discounting rate at which the
minimum payments have to be discounted. The current opinion according to the
IAS 17.36 in conjunction with the IAS 17.4 (net investment in the lease) is to
apply the interest rate implicit in the lease, although this is not clearly obvious
from the IAS 17.7 — IAS 17.19. The interest rate applied in the lease agreement
is defined in the IAS 17.4 as the discount rate that, at the inception of the lease,
causes the aggregate present value of (a) the minimum lease payments and (b)
the unguaranteed residual value to be equal to the sum of (i) the fair value of the
leased asset and (ii) any initial direct costs of the lessor. Since determining the
interest rate is very difficult for the lessee due to a lack of information, and since
estimations are not permitted, the lessee can use the lessee’s incremental
borrowing rate of interest. Incremental borrowing rate (IAS 17.4) of interest is
the rate of interest would have to pay on a similar lease or, if that is not
determinable, the rate that, at the inception of the lease, the lessee would incur to
borrow over a similar term and with a similar security, the funds necessary to
purchase the asset.

If it turns out that the calculated net present value of the minimum lease
payments is approximately the same as the fair value of the leased item, the
transfer of the economic ownership and consequently a finance lease, has to be
assumed. In this case the investment risk of the lessor will be (almost)
completely transferred to the lessee. Only a risk of credit worthiness remains
with the lessor, and this underpins the assumption of a finance lease. In this
concrete case it must also be checked whether the basics of the IAS 17 are
observed, i.e. whether all essential risks and rewards are transferred to the lessee.
If this is not the case, the classification of the leased asset to the lessee would not
be correct (Sabel, 2006, pp. 66—67; Kiimpel et al., 2006, pp. 59—62; Weiss,
2006, pp. 59-60). “Therefore it can be argued that even the recovery of
investment test does not necessarily lead to an automatism but must be evaluated
together with the results of other criteria” (Sabel, 2006, p. 67; Kiimpel et al.,
2006, p. 61).

Special Lease. The example in the IAS 17.10e describes the case of a special
lease, which means that the leased assets have a specialized nature that only the
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lessee can use them without major modification. Because the leased asset cannot
be used by the third persons it can be assumed that after the expiry of the basic
rental period no further rewards exist and no profits can be earned by the lessor.
Therefore it can also be assumed that the lessor wants to have all investment
costs amortized during the basic rental period, including the interest. In this case
the rewards are transferred to the lessee, and thus, the classification as a finance
lease can be justified (Alvarez et al., 2001, p. 939). If the essential rewards and
risks were not transferred to the lessee, a classification as a special lease, and
consequently as finance lease, would not be justified. What is decisive for the
assessment and capitalization of the leased asset is therefore the holistic and
economic approach, which considers the individual case, and the regulations
agreed in the contract (Sabel, 2006, p. 57, pp. 73—74; Kiimpel et al., 2006, pp.
64—65; Weiss, 2006, p. 60; Liidenbach et al., 2006, pp. 262-264; Kirsch, 2003,
p. 500; Riedel-Stegner, 2006, pp. 115-117).

2.3.4. Classification Criteria (Indicators)

Losses in Cases of Cancellation. In addition to the examples in the IAS 17.10
further indicators are listed in the IAS 17.11, which either alone or in
combination might point to the classification as a finance lease. If the lessee has
a right of cancellation (IAS 17.11a), and in connection with it, the obligation to
cover all possible costs of the lessor, then such an economic dictate is considered
an indicator for a finance lease because in this case the lessee fully carries the
investment risks. In a similar way as with the recovery of the investment test, the
IAS 17.11a only focuses on the risks and not on the rewards connected with the
leased asset, and thus it has to be assessed critically. If it should, for example,
turn out that the essential rewards remain with the lessor, then the capitalization
of the leased asset by the lessee would not be justifiable.’ The differentiation in
the IAS 17.10 and the IAS 17.11 between the examples and the indicators is not
explained in the standard or in the interpretations. In the literature, however, it is
assumed that the indicators are a weaker form of the classification assessment
than the given examples. Therefore, regarding all the given examples and
indicators, a flexible, holistic and economic overall appreciation of the
circumstances with attention paid to the individual case, is target aimed, not an
automatism (Mellwig, 1998, p. 6; Sabel, 2006, p. 74; Kiimpel et al., 2006, pp.
65—67; Weiss, 2006, p. 60; Pellens et al., 2006, p. 595; Vater, 2002, p. 2096).

Gains or Losses on Fluctuations in the Residual Value. If a lessee assumes
responsibility for the gains and losses on fluctuations in the residual value for the
remaining time, then this is also an indicator for the classification of a finance
lease. According to the IAS 17.8 a contract for a finance lease has to be declared
in this case, if substantially all the risks and rewards in connection with the

See IAS 17.8.
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ownership are transferred to the lessee. The same applies if the lessee holds
substantially all the risks and rewards at the end of the lease agreement, for
example, if a residual value guarantee of the lessee is agreed in the contract. If
however, the contract is made in such a way that the lessor is entitled to some
relevant remaining rewards and remaining risks (or to a certain part of them) at
the end of the basic rental period, then the assessment and classification of these
rewards and risks has to be carried out with the help of the economic approach.
Should the economic and holistic assessment of the circumstances reveal that the
essential rewards and risks were not transferred to the lessee an operating lease
has to be assumed. This economic assessment can also lead to a significant
leeway of discretion and interpretation, since no quantitative limits for the
assessment of the rewards and risks are stipulated in IAS/IFRS. Moreover it
should be highlighted “that it is not a formal transfer of the rewards and risks to
the lessee that matters, but the economic transfer. This is probably the reason
why the IAS 17.11b does not demand the allocation of gains or losses to the
lessee if a finance lease is assumed” (Kiimpel et al., 2006, p. 70). The transfer of
gains or losses, which arise through fluctuations of the fair value, can be the
decisive criterion according to the IAS 17.11b for the classification of the leased
asset to the lessee.

Favorable Rent Extension Option. Similarly to the bargain purchase option
according to the IAS 17.10b, the favorable rent extension option has to be
checked, whether the lease agreement provides for the lessee the opportunity to
extend the lease agreement at a substantially lower than market rent. Based on
this option, which can be compared with the German decrees of leases, the
certain extension of the contract can be assumed by the exercise of the option,
due to economic dictates. The classification as a finance lease with sufficient
certainty that the essential rewards and risks are transferred to the lessee is
asserted. Again, there is a need to emphasize that such examples and indicators
by themselves cannot give conclusive information regarding their classification;
they only serve as clues for the classification of leasing agreements. In any case,
a flexible, holistic and economic overall assessment that considers the individual
case is reasonable and target aimed, and thus, should be applied (Kiimpel et al.,
2006, pp. 72-73; Sabel, 2006, p. 76; Weiss, 2006, p. 61; Kiiting et al., 2006,
p. 651).

2.3.5. Consequences of Changes to the Contract Conditions

According to the principles of the IAS 17.13 the lease classification has to be
decided at the beginning of the leasing agreement. However, if the contract
conditions are changed, the following three facts have to be considered.

The first case concerns subsequent changes in the provisions of the lease.
Although in the IAS and also in the praxis different opinions exist regarding the
delimitation of these indicators, according the current opinion the following
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cases fall into this category: subsequently agreed purchase options, residual
value guarantees, extending or shortening the duration period, and subsequently
agreed changes to the lease installments (IAS 17.10).

The second case concerns the economic renewal of the lease. If seen in
retrospect, the leasing agreement would have been classified differently on the
basis of the newly applied contract conditions. If this actually is true from the
substance over form perspective, such a leasing agreement has to be classified a
new — by including all new insights (Kiimpel ez al., 2006, p. 76).

The third case concerns changes of assessments or framework and market
conditions (changes in estimates or changes in circumstances). If it becomes
clear — with the help of the economic approach — that the stated amounts at the
first assessment — such as the credit worthiness of the lessee or the economic,
legal, or technical framework conditions — have changed, then there is no need
for a new classification of the leasing agreement according to the IAS 17.13.

2.3.6. Special Classification Regulations for Real Estate Lease
Agreements

If the lease contract concerns both land building element, an entity assesses the
classification of each element as a finance or an operation lease separately
(IAS 17.15A). In determining whether the land element is an operating or
finance lease, an important consideration is that land normally has an indefinite
economic life. The minimum lease payments are allocated between the land and
the building elements in proportion to the relative fair values. If the lease
payment cannot be allocated reliably between two elements, the entire lease is
classified as a finance lease. This allocation is also referred to as the new
allocation rule, because already before the revision of the IAS 17 by the
improvements project an allocation key was used. But if both elements do not
fulfill the criteria of a finance lease then entire lease is classified as an operating
lease (IAS 17.16).

According to the IAS 17.17, if the share of the land is immaterial in relation to
the whole value of the leased asset, then the leased asset has to remain as one
unit and not be divided. The unified classification of the leased asset is then
based on the assessment of the economic life of the building. The IASB leaves
out quantitative limits on purpose and leaves the assessment to the economic
overall evaluation. In principle it is not permitted to replace qualitative criteria of
the IAS 17.10c and the IAS 17.10d, by referring to the opening clause of the IAS
8.12, by using the quantitative limits from the US GAAP (Sabel, 2006, p. 98;
Schimmelschmidt et al., 2004, p. 5).
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If a leased asset is purchased and capitalized by a lessee as investment property,
the special regulation of the IAS 40 has to be observed. According to this
standard the lessee can capitalize the leased asset in his balance sheet (right of
choice) as a financial lease, although it had been classified as an operating lease.
Furthermore, according to the IAS 17.19 a lease agreement can be capitalized as
a finance lease, even if the investment property due to later events can no longer
be classified as financial investment. Corresponding examples are found in the
IAS 17.19a and the IAS 17.19b.

If it concerns large scale and very cost intensive lease contracts, e.g. with
airplanes and ships, often a new leased item is specially manufactured. This unit,
which is created for tax reasons, serves only one client (the lessee) and probably
has restricted decision making. Therefore it must be checked, whether the lessee
controls this special purpose entity and whether this is a parent subsidiary
construction according to the IAS 27. If this is the case, the lessee has to include
this special purpose entity in his balance sheet (Kiimpel et al., 2006, pp. 88—89).
Therefore, to assure the desired off balance sheet effect (exclusion of the leased
asset in the balance sheet of the lessee) at the lessee, neither the economic
ownership can be transferred nor must an obligation of consolidation due to the
parent subsidiary relationship exist. According to the SIC 12.8 the examination
of the formal criteria of the IAS 27.13 requires a holistic and economic way of
looking at it, with attention given to the individual case. The SIC 12.10 provides
four indicators for the examination of these criteria, which are meant to help
with the assessment and serve as a clue as to whether an obligation for
consolidation exists. Here, the so called risk and reward approach is applied. It
has to be clarified, whether the lessee holds the majority of the rewards and risks
in the special purpose entity, “and/or whether the residual claims and/or risks,
that are specific for an owner, can be attributed to the lessee” (Kiimpel et al.,
2006, p. 89).

2.4. Critical Appreciation of the IAS 17

The regulations of the IAS 17 provide references with regard to the classification
of lease contracts or the capitalization of leased assets, respectively, which
follows primarily, similar to the HGB, the risk and reward approach (Esser,
2005, pp. 431-433; Vater, 2002, p. 2100; Sabel, 2006, p. 157). This approach
seeks to identify the economic owner of the leased asset by classification of the
essential rewards and risks. Unlike in the German Commercial Law, there is no
need to refute the assumption that the legal owner is also the economic owner at
the same time (Sabel, 2006, p. 97; Mellwig, 1998, p. 7; Kiimpel et al., 2006, p.
93).

The legal ownership is therefore irrelevant for the classification of the leased
asset. The only aspect that matters is the capitalization of the asset to the
economic owner, or the transfer of the essential rewards and risks respectively,
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regarding the leased asset (general rule of the IAS 17.8). In other words, what
matters is the economic content of the lease contract (IAS 17.21). This shows
that the substance over form approach according to IAS/IFRS is rated higher and
much more distinct than the economic approach of the HGB (Sabel, 2006, p.
97).

The division into examples and indicators highlights the difference in their
importance, although they are closely connected with each other. Both,
mentioning the examples, which are relevant for the classification, and the
inclusion of the indicators in the IAS 17, serve mainly as tools for the
capitalization of leased assets and should not lead to an automatism under any
circumstances. Especially the overall appreciation in the IAS 17 of a holistic,
flexible, and economic overall assessment, with consideration given to the
individual case, cannot be replaced in the process of capitalization a (leased)
asset (Sabel, 2006, p. 57 and pp. 97-98; Kiimpel et al., 2006, pp. 93-95; Vater,
2002, p. 2096; Schimmelschmidt et al., 2004, p. 12).

This highlights also the intentional guideline of qualitative and not quantitative
limits. The qualitative formulation is intended to provide certain flexibility so
that the overall economic perspective is not limited through some randomly
selected and misleading values (Riedel-Stegner, 2006, pp. 99-100; Mellwig,
1998, p. 1). Consequently, there is no regulative gap in accordance with IAS
8.12. For this reason it is not permitted, although in the praxis it often happens,
to refer to quantitative limits of comparable standards (e.g. those of the
US GAAP). Although the guidelines for qualitative limits result in significant
room for description and legal uncertainty, the IASB accepts this, also for the
sake of the required overall assessment (substance over form).

Due to the wide variety of choices and due to the subjective evaluations in the
balance sheets, lease contracts could be classified differently — something that
should definitely not happen, since it would result in legal uncertainty.
“Therefore the criteria in the IAS 17 are impractical for the classification”
(Sabel, 2006, p. 100). However, attention must be paid to the fact that the use of
the limits according to the US GAAP would trigger an automatism with regards
to the contract classification, and that is exactly what the IAS 17 does not want
(Sabel, 2006, pp. 98—100; Vater, 2002, p. 2095).

A general problem of the quantitative limits is the intentional marginally lower
deviation of the limits, the misleading result of which is that they are no longer
classified as finance leases since the limits would trigger an automatism with
regard to the contract classification. This problem could actually be eliminated if
IAS/IFRS introduced nonbinding limits as indicators, whereby these indicators
would only serve as a tool, while the economic approach would still remain
obligatory (Vater, 2002, p. 2096).
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Determining the economic owner without quantitative limits can turn out to be
complicated and subjective for several reasons. The huge number of possibilities
in the setting up of contracts, including the many layers of regulations, makes
the determination of the economic owner a lot more difficult (Esser, 2005, p.
431; Weinstock, 2000, p. 185). Furthermore, many variables have to be
estimated and incomplete information has to be dealt with, and thus, significant
variety of choices is created in the process. This uncertainty results in an actual
right of choice regarding the capitalization, because subjective estimates can be
included in the classification and thus, those who prepare the balance sheet can
decide by themselves, how and where to classify the leased asset (Vater, 2002, p.
2099; Kiimpel et al., 2006, p. 207). In the extreme cases such a subjective
classification of leased assets the “double capitalization” or in a so-called
“double non-capitalization” situation can result. This phenomenon can occur, if,
for example, the fair value of the same leased asset is evaluated differently by
the lessor and the lessee, or if the valuation takes place at different moments and
therefore produces different results. This illustrates the lack of legal certainty of
the IAS 17 and its factual inapplicability.

As has been stated already, lease contracts are classified into finance leases (hire
purchase) and operating leases (tenancy agreement). Due to this distinction, the
residual value guarantees or options, often found in lease agreements, are not
properly presented in the balance sheets” (Sabel, 2006, p. 100). This is so
because also in the case of a finance lease it can be agreed in principle that the
leased asset will be returned to the lessor after the expiry of the basic rental
period (legal owner), and thus, the lessor has a guaranteed receivable to the
residual value. Nevertheless, the balance sheet of the lessor does not include a
residual value, which can lead to a violation of the principle of differentiation
(Sabel, 2006, p. 101; Vater, 2002, p. 2099). In a finance lease the residual value
is treated like a lease payment. The lessee includes the contractually agreed
residual value guarantee fully in his liabilities.

On the other hand, the lessor capitalizes this guaranteed residual value as the
liability. This has to be considered a violation of the basic values and principles
of the IAS/IFRS (Sabel, 2006, p. 87, p. 100). But the situation regarding to an
operating lease is different. The lessee does not treat the residual value as lease
payments, at least not as long as the lessee is not threatened by a likely burden
(Sabel, 2006, p. 100).

Some criticism is due, for example, in the case of a purchase option, where the
exercise of the option is already assumed if it is considered as “favorable”. “The
freedom of choice offered by the option is not taken into consideration. Options
that are not considered favorable will not be included in the balance sheet,
although they normally have a certain value” (Sabel, 2006, pp. 100-101).

67



2.5. Criticism of the All or Nothing Approach and Outlook

As has been shown in the previous subchapters, the IAS 17 has significant
weaknesses and ambiguities, which have been recognized and criticized by the
IASB itself. Enormous problems arise in practice, due to the lack of information
on the all or nothing approach. According to the all or nothing approach (see
Figure 10), an asset or a leased asset will be capitalized by one of the two leasing
partners; a partial capitalization is not possible (Sabel, 2006, p. 101; WaBmer et
al., 2000, p. 2025; Brakensiek, 2001, p. 205). Due to the distinct off balance
sheet efforts of enterprises, and due to the possibilities regarding the structure of
lease contracts and the interpretation concerning the parameters, today one finds
almost only lease contracts that are classified as operating leases, which means
they are capitalized by the lessor (Sabel, 2006, p. 101; Kiimpel et al., 2006, p.
208; Schimmelschmidt et al., 2004, p. 1). In such a case the lessee enjoys all the
advantages of the leased asset and has the legal right of use to the leased item.
But he does not have to recognize it in the balance sheet, and consequently his
balance sheet analysis appears better than in the case of a hire purchase (Sabel,
2006, pp. 1-3). “Since in practice the capitalization of operating leases is often
made good for later in the balance sheet analysis (Brakensiek, 2001, p. 206), the
question arises whether their non-disclosure fulfills the stock market information
obligation of the IAS/IFRS balance sheet” (Sabel, 2006, p. 101).

“all” <— all or nothing approach —» “nothing”
L Economic Owner
E Recognition of the leased
S asset and the lease liability
S IAS 17.20-17.32
E
E

Economic Owner

L
E Recognition of a receivable Namely the
S recognition of the lessor
S IAS 17.36—17.48
o IAS 17.49-17.57
R

Finance Lease T Operating Lease

Distinction with the help of
classification advice

In IAS 17.7-17.19

Figure 10. All or nothing approach according to the IAS 17
Source: Fiilbier et al., 2005, p. 277
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In 2002 the IASB initiated a long-term research project, based on the awareness
of the problems of the all or nothing approach, with the task of developing a new
concept for the capitalization of leases, and/or to develop a new IAS/IFRS
leasing, respectively. Besides the all or nothing approach, two additional
approaches were discussed and evaluated. One of these is the so-called financial
components approach. This approach, favored by many, suggests a completely
new basic concept for leases. “This approach, at its core, includes the concept
that leased assets will no longer be classified as tangible assets to the economic
owner (Kiimpel et al., 2006, p. 209). In this case the lessee capitalizes only the
legal right of use of the leased item and the corresponding lease liabilities, both
at the present value of the minimum lease payments. Consequently, all lease
agreements would be classified as finance leases, whereby however, instead of
the leased asset an intangible asset, with obligatory amortization, would be
capitalized. The financial components approach is mainly oriented towards the
basic idea of the McGregor-papers and at the so called Tweedie-outline
(Brakensiek, 2001, p. 211). As a second possible concept the whole asset
approach is currently discussed as well. This approach suggests the continuation
of the capitalization of assets, instead of legal rights of use; however, the lessee
has to capitalize the leased asset at its fair value at all times. This would mostly
constitute a finance lease, with the difference that the temporal duration period
does not play any role with regards to the attributed value (Fiilbier et al., 2005,
p- 281).

In summary it can be stated that new concepts are at work because the current
IAS 17 contains too many problems and uncertainties. The proposal under
discussion so far will probably not result in enormous improvements since, in
essence, no new information is available (Kiimpel et al, 2006, p. 211). In
addition, it is also clear that leasing as a financing alternative will not lose its
attractiveness, whatever the intended modifications might be.

2.6. Interim Conclusion

The economic approach according to the German commercial law as a type of
application of the teleological method of finding justice has experienced,
contrary to the substance over form, profound theoretical discussion over many
years. Nevertheless, the economic approach in accordance with commercial law
and the concept of substance over form have many similarities in their contents.
Both reject the capitalization purely according to civil law and refer to the
economic significance and the factual economic conditions — the actual intention
of a process. In both systems of capitalization the economic approach and the
substance over form are valued highly. However, according to the HGB and the
IAS 17 they are understood and applied in different ways. These differences
apply especially when it comes to the identification of the economic owner.
According to the German Commercial Law, only the remaining rewards after
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expiry of the basic rental period matter. In contrast, according to the IAS 17 the
rewards and risks during the basic rental period are considered for the
classification.

The lease capitalization according to the HGB regarding the classification of the
leased asset follows fiscal regulations; the fundamental reference normative for
determining the economic owner is the § 39 of the AO. The leasing decrees
contain quantitative limits, the result of which is that quantitative classification
criteria are applied in the determination of the economic owner and whether it is
an operating or finance lease. These partially arbitrarily set limits guarantee legal
certainty and planning, and thus, there is no room for interpretation. However,
they allow for a narrow intentional lower deviation, which allows the
capitalization to be done by the lessor and a non-capitalization by the lessee (the
so-called off balance sheet financing).

According to the IAS 17 the economic owner is identified with the help of the so
called risk and reward approach. In this case the classification of the leased asset
follows qualitative criteria respectively. These, however, allow significant room
for discretion and interpretation, either for an operating or finance lease.
Regarding the IAS 17 there is no need to disprove the fundamental assumption
that the legal owner is also the economic owner at the same time. According to
the IAS 17 the ownership by civil law is not relevant for the capitalization of the
leased asset. The only issue is the capitalization of the asset to the economic
owner or the transfer of the essential rewards and risks during the basic rental
period, namely the actual economic content of the lease contract. The IAS 17
provides examples and indicators as tools for the identification of the economic
owner, but they do not have definite character and are meant only to serve as
clues. The uncertainty of the qualitative criteria constitutes an actual right of
choice with regards to capitalization, because subjective assessments and
classifications can be applied. The leasing partners can decide themselves, how
and where to classify the leased asset. Because the current IAS 17 and especially
all or nothing approach applied in it have considerable shortcomings and
weaknesses, a new concept has been a work in progress for some years.
According to the all or nothing approach, which is still in use today, a leased
asset is either completely or not at all capitalized with one of the leasing contract
partners. The new, but not yet applied, approach suggests that leased assets are
no longer classified as tangible fixed assets to the economic owner, but instead
will be amortized as the intangible legal right of use. These suggestions under
discussion, however, will probably not result in enormous improvements,
because no fundamentally new information is available. In addition, it is clear
that leasing as a finance alternative will not lose its attractiveness due the
planned modifications. It has to be seen whether such a concept will actually
provide new and better information, especially if one considers the strong
leasing lobby.
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In conclusion, it can be stated that the economic approach regarding the two
systems of capitalization plays a very important role and always tries to portray
the actual economic situation of an enterprise and interpret laws according to
their actual meaning and purpose. However, it is interpreted differently in the
two systems. Perhaps a combination of the quantitative and qualitative criteria
would make sense, in order to combine the respective advantages and thus
improve the communication of information; this is even more so against the
background of the depiction of lease agreements and the harmonization of
international accounting.
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3. CAPITALIZATION OF LEASES ACCORDING TO
THE US GAAP

3.1. Conceptual Foundations

The term “GAAP” is an abbreviation for Generally Accepted Accounting
Principles (GAAP). Generally Accepted Accounting Principles refer to the
standard framework of guidelines for financial accounting used in any given
jurisdiction; generally known as accounting standards. GAAP includes the
standards, conventions, and rules accountants follow in recording and
summarizing, and in the preparation of financial statements. In the United States,
Generally Accepted Accounting Principles are accounting rules used to prepare,
present, and report financial statements for a wide variety of entities, including
publicly traded and privately held companies, non-profit organizations, and
governments'.

The term “GAAP” confined to the United States is commonly abbreviated as
US GAAP or U.S. GAAP or simply GAAP. Similar to many other countries
practicing under the common law system, the United States government does not
directly set accounting standards, in the belief that the private sector has better
knowledge and resources. The US GAAP is not written in law, although the U.S.
Securities and Exchange Commission (SEC) requires that it be followed in
financial reporting by publicly traded companies.

The various rules and pronouncements come from the Financial Accounting
Standards Board (FASB) which is the highest authority in establishing generally
accepted accounting principles for public and private companies, as well as non-
profit entities.

The rules and procedures for reporting under GAAP are complex and have been
developed over a long period of time. The US GAAP is composed of a mixture
of over 2,000 documents that have developed over the last 60 years or so. As
might be expected, the documents that comprise GAAP vary in format,
completeness, and structure. In some cases, these documents are inconsistent and
difficult to interpret. As a result, sometimes financial statement preparers are not
sure whether they have the right GAAP; determining what is authoritative and
what is not have been difficult. In response to these concerns, on June 3, 2009
the FASB approved the Financial Accounting Standards Board Accounting
Standards Codification (or more simply “the Codification[]) and issued
FASB 168 (the Hierarchy of Generally Accepted Accounting Principles — A
Replacement of FASB Statement No. 162) (4SC 105-10). The Codification is
organized into eight main topics and approximately ninety subtopics. The

" The concept of such a set of written principles originates in the USA, although the
abbreviation is used in reference to other countries also.
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Codification is not intended to change the existing US GAAP, but rather
integrates the existing accounting standards by multiple standard-setters within
the current GAAP hierarchy. The Codification is now the single official source
of authoritative nongovernmental US GAAP, superseding the existing FASB,
AICPA, EITF, and related literature. Futhermore the US GAAP will no longer
be issued in the form of an “accounting standard”, but rather as an update to the
applicable “topic” or “subtopic” within the Codification. To provide easy access
to the Codification, the FASB also developed the Financial Accounting
Standards Board Codification Research System (CRS). CRS is an online, real-
time database that provides easy access to the Codification. If the Codification
does not cover a certain type of transaction or event, other accounting literature
should be considered, such as FASB concept statements, the International
Financial Reporting Standards, and other professional literature.

There exist several differences between the US GAAP and the
International GAAP now used by a majority of countries around the world. For
instance, according to the International GAAP LIFO (Last in First out) and
extraordinary items are prohibited. Note that by prohibiting extraordinary items,
the International GAAP also differs in how EPS is reported on the Income
Statement. This and many other differences affect the way investors, analysts,
creditors, government agencies, and businesses analyze financial statements. The
same is true in leasing matters. The overall accounting for leases under the
US GAAP and the International GAAP is similar. Both focus on classifying
leases as either capital/finance or operating and both separately discuss lessee
and lessor accounting. Both require the party that bears substantially all the risks
and rewards of ownership of the leased property to recognize a leased asset and
the corresponding liability and specify the criteria (US GAAP) or indicators
(International GAAP) to make this determination. However, to enable a
comparison of the US GAAP capitalization/noncapitalization of leases with the
IFRS capitalization/noncapitalization, some of the relevant differences between
the two accounting standards should be identified.

Accounting for leases in the United States has been regulated by the Financial
Accounting Standard No 13 Accounting for Leases (SFAS 13) issued in 1976,
which became effective as of January 1, 1977. In fact, SFAS 13 was the most
complex accounting standard issued up to its time. It has been amended several
times, for instance by SFAS 22, SFAS 23, SFAS 27, SFAS 28, SFAS 29,
SFAS 98, and SFAS 121. In addition, numerous interpretations and technical
bulletins have been issued giving additional guidance. Previously labeled as
section L10 in the FASB Current Text, the new FASB Codification uses section
ASC 840 for the entire lease accounting rules and guidelines. So the fundamental
rules regarding the capitalization of lease agreements are constituted in the
section Accounting Standards Codification 840, also known as FASB
ASC 840 or simply ASC 840.
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Much of the terminology for lease accounting in the International GAAP and the
US GAAP is the same. One difference is that finance leases are referred to as
capital leases in the US GAAP. In special literature capitalization means
“recording of a cost as a fixed asset”. So the original form of the term “capital
lease” should be capitalized lease:

capitalized lease — capital(ized) lease — capital lease.

There are some differences in short definitions/explanations of capital lease in
specialized dictionaries published in the United States (Table 2).

Table 2. Some Short Definitions/explanations of the Term “Capital Lease(]

Definition/explanation Source
One in which the lessee obtains Siegel, J. G., et al. (2010). Dictionary of
significant property rights. Accounting Terms. Fifth edition. New York:
BARRON’S.
A lease that is treated like a purchase of Mooney, K. (2008). The Essential Accounting
an asset even if it is called a lease. Dictionary. Naperville: Sphinx Publishing.
A lease that “in substance” is a purchase http://www.accountingcoach.com/terms/C/capital-
and financing arrangement. lease.html
A lease in which the ownership of the Wanjialin, G. (2004). An International Dictionary

leased asset is transferred to the lessee at | of Accounting & Taxation. Lincoln: iUniverse.
the end of the base period.
A lease in which the lessor only finances | http://www.accountingtools.com/definition-
the lease, and all other rights of ownership | capital-lease

transfer to the lessee, resulting in the
recording of the asset as the lessee's
property in its general ledger.

A lease obligation that has to be capitalized| http://www.ventureline.com/accounting-

on the balance sheet. glossary/C/capital-lease-definition/
Long term lease of capital equipment that | Fitch, T. P. (1990). Dictionary of Banking Terms.
for accounting purposes is treated as a New York: BARRON’S.

borrowing of funds and a balance sheet
asset to be amortized.

A long-term lease in which the lessee Farlex Financial Dictionary. © 2011 Farlex, Inc.
must record the leased item as an asset on | All Rights Reserved

his/her balance sheet and record the
present value of the lease payments as
debt.

A long-term lease contract, structured in http://finance-dictionary.com/definition/c/capital-
conventional or leveraged form, where the | lease/

LESSEE accepts most/all of the RISKS and
benefits of the leased property.
A lease in which the lessee obtains some | http://www.finance-lib.com/financial-term-
ownership rights over the asset involved capital-lease.html

in the transaction, resulting in the
recording of the asset as company
property in its general ledger.
Fixed-term (and usually non-cancelable) http://www.financialtermsdictionary.com/terms/
lease that is similar to a loan agreement for | 11099-capital-lease.html

purchase of a capital asset on installments.
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A lease that is treated as though the lessee | http://www.qfinance.com/dictionary/capital-lease
had borrowed money and bought the
leased assets.

A lease that transfers substantially all of Oldham, G. E. (1993). Dictionary of Business

the benefits and risk incident to the and Finance Terms. New York: Barnes & Nobles
ownership of property. Books.

The lease shown in a firm’s balance sheet | Rosenberg, J. M.  (1986).  The Investor’s
as an asset and corresponding liability. Dictionary. New York: John Wiley & Sons.

A lease considered to have the economic http://www.investopedia.com/terms/c/capitallease
characteristics of asset ownership. .asp#axzz1pSvpTSgf

A lease that in an economically substantial | http://invest.yourdictionary.com/capital-lease
way transfers nearly all of the risk and
rewards inherent in the leased property to

the lessee.

The long-term lease of a capital asset. Scott, D. L. (2003b). Wall Street Words: An A to Z|
Guide to Investment Terms for Today's Investor.
New York: Houghton Miftlin Harcourt.
Scott, D. L. (2003a). The American Heritage
Dictionary of Business Terms. New York:
Houghton Mifflin Harcourt.

The long-term lease of a capital asset. http://business.yourdictionary.com/capital-lease

Lease that must be reflected on a Friedman, J. P. (2007). Dictionary of Business

company’s balance sheet as an asset and Terms. Fourth edition. BARRON’S.
corresponding liability.
Fixed-term (and usually non-cancelable) http://www .businessdictionary.com/definition/

lease that is similar to a loan agreement capital-lease.html

for purchase of a capital asset on

installments.

Lease that has the economic characteristic | http://definitions.uslegal.com/c/capital-lease-
of asset ownership. gaming-law/

Lease of business equipment Murray, J. Capital Lease.

which represents ownership and

is reflected on the company’s

balance sheet as an asset.
Source: compiled by the author

The abovementioned short definitions/explanations of capital leases could be
classified by using the following criteria:

Definitions which pay attention to the type of transaction, emphasizing that the
capital lease is a purchase and financing agreement: “...is a purchase
and financing arrangement” (http://www.accountingcoach.com/terms/C/capital-
lease.html), “...that is similar to a loan agreement for purchase ...”
(http://www financialtermsdictionary.com/terms/11099-capital-lease.html). So-
me dictionaries emphasize the capitalization (reflection in the balance sheet) of
capital lease: “... recording of the asset as the lessee’s property in its general
ledger” (http://www.accountingtools.com/definition-capital-lease), “...the lease
shown of a firm’s balance sheet as an asset and corresponding liability”
(Rosenberg, J. M. 1986), “...Iease that must be reflected on a company’s balance
sheet as an asset and corresponding liability (Friedman, J. P. 2007). Some
dictionaries emphasize the importance of similarity to (economic) ownership:

75



113

. significant property rights...” (Siegel, et al 2010), “... some ownership
rights over the asset ...” (http:/www.finance-lib.com), “... the economic
characteristics of asset ownership ” (http://www.investo-
pedia.com/terms/c/capitallease.asp#axzz1p5SvpTSgf). The finance, investment
and business dictionaries, but not so many accounting dictionaries, stress the
economic substance of the capital lease: “... LESSEE accepts most/all of the
RISKS and Dbenefits of the leased property”  (http:/finance-
dictionary.com/definition/c/capital-lease/), “... a lease that transfers substantially
all of the benefits and risk incident to the ownership of property” (Oldham, G. E.
1993), “... A lease that in an economically substantial way transfers nearly all of
the risk and rewards inherent in the leased property to the lessee”
(http://invest.yourdictionary.com/capital-lease).

3.2. Classification Criteria According to ASC 840

The classification of lease agreements has to be made by the two contract
parties, independently of each other, on the basis of the information available.
The accounting profession recognizes leases as either an operating lease or a
capital lease. Capital leases are lease agreements where essentially all benefits
and risks in connection with the leased asset are transferred to the lessee. Since
the differentiation follows an economic approach (substance over form), the
transfer of the legal ownership is not necessary. Contrary to the contract
classification according to the IFRS, the classification criteria laid down for the
lessor and the lessee are not identical in the US GAAP. To distinguish the two,
the FASB provided criteria for when a lease should be capitalized (ASC 840-10-
25 Recognition):

Transfer of ownership. The lessor transfers ownership of the property to the
lessee at the end of the lease term. This criterion is met in situations in which the
lease agreement provides for the transfer of title at or shortly after the end of the
lease term in exchange for the payment of a nominal fee. If the transfer of the
legal ownership at the end of the lease term is reasonably certain, the leased
asset must be depreciated during the remaining economic life.

Bargain purchase option. The lease contains a bargain purchase option. This is
an option that allows the lessee, upon termination of the lease, to purchase the
leased asset at a price significantly lower than the expected fair value of the
asset. Exercise of the option must appear reasonably assured at the inception of
the lease. If this criterion is met, the depreciation period is the economic life of
the asset.

Lease term (economic life test). The lease term is equal to 75 per cent or more

of the estimated economic life of the leased property. If this criterion is satisfied,
the depreciation is realized during the lease term, under consideration of the
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expected residual value. However, if the beginning of the lease term falls within
the last 25 percent of the total estimated economic life of the leased property,
including earlier years of use, this criterion shall not be used for purposes of
classifying the lease. It is necessary to emphasize that determining the estimated
economic life can pose problems, especially if the leased asset is a specialized
item or has been used for a significant period of time.

Minimum lease payments (fair market test). At the beginning of the lease
term the present value of the minimum lease payments, excluding that portion of
the payments representing executor costs such as insurance, maintenance, and
taxes to be paid by the lessor, including any profit thereon, is equal to or greater
than 90 percent of the excess of the fair value of the leased property to the lessor
at lease inception over any related investment tax credit retained by the lessor
and expected to be realized by the lessor. If the beginning of the lease term falls
within the last 25 percent of the total estimated economic life of the leased
property, including earlier years of use, this criterion shall not be used for
purposes of classifying the lease. The lessee shall compute the present value of
the minimum lease payments using his incremental borrowing rate®, unless it is
practicable for him to learn the implicit rate computed by the lessor’ and the
implicit rate computed by the lessor is less than the lessee’s incremental
borrowing rate. If both conditions are met, the lessee shall use the implicit rate.
Lease payments that depend on a factor directly related to the future use of the
leased property, such as machine hours of use or sales volume during the lease
term, are contingent rentals and, accordingly, are excluded from minimum lease
payments in their entirety. However, lease payments that depend on an existing
index or rate, such as the consumer price index or the prime interest rate, shall be
included in minimum lease payments based on the index or rate existing at lease
inception; any increases or decreases in lease payments that result from
subsequent changes in the index or rate are contingent rentals and thus affect the
determination of income as accruable.

If this criterion is satisfied, the depreciation period is the life of the lease.

The four criteria correspond — with exceptions with the quantitative limits — with
the listed examples for situations in the IAS 17.10 (a) — 17.10 (d), which
according to the International GAAP normally lead to the classification of a
lease into a finance lease. Regarding the interpretation of the criteria no

¥ Incremental borrowing rate is defined as the rate that, at the inception of the lease, the
lessee would have incurred to borrow the funds necessary to buy the leased asset on a
secured loan with repayment terms similar to the payment schedule called for in the
lease. (FASB Statement No. 13, para. 5 (1))

? The interest rate implicit in the lease is the discount rate that, when applied to the
minimum lease payments and any unguaranteed residual value accruing to the lessor,
causes the aggregate present value to be equal to the fair value of the leased property to
the lessor. Ibid., para. 5 (k).
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fundamental differences to the IAS 17 exist. The classification of leases in
accordance with the US GAAP is basically — analogous to the corresponding
IFRS regulations — focused on the economic ownership of the leased asset (risk
and reward approach). The classification resulting from capitalization according
to the US GAAP also follows the all or nothing approach. Contrary to the
International GAAP, if one of the criteria is fulfilled, the lease contract has to be
classified as a capital lease by the lessee. The actual transfer of all essential
rewards and risks in connection with the leased item does not have to be checked
especially. If none of the criteria is fulfilled, it is always an operating lease for
the lessee. The difference from the classification according to the IAS 17 lies in
the automatism with regards to the contract classification and in stipulating
quantitative limits.

For the lessee the classification process is then concluded. From the viewpoint of
the lessor, however, the regulations of the ASC 840-30 Capital Leases have to be
fulfilled cumulatively, in order to classify the lease agreement as a capital lease:

e collectibility of minimum lease payments is reasonably predictable;
e no important uncertainties surround the amount of unreimbursable costs
yet to be incurred by the lessor under the lease.

If at least one criteria of ASC 840-10-25 Recognition and both criteria of
ASC 840-30 Capital Leases for the lessor are fulfilled, the lessor is obliged to
classify the lease agreement as capital lease.

As it was emphasized before, capital leases are regarded as essentially
equivalent to a sale by the lessor, and a purchase by the lessee (even though the
title remains with the lessor). Therefore, the lessee is placed in a position similar
to that of an owner and the leased asset must be capitalized and shown in the
lessee’s balance sheet as a fixed asset with a corresponding non-current liability
(lease payable). The capitalization generally follows the same way as in the case
of a finance lease according to the IAS 17, following the capitalization model of
a purchase that is financed by a loan. In accordance with SFAS 13.10 the leased
asset and liability are capitalized (recorded) at the beginning of the lease term at
the discounted value of the minimum lease payments plus the present value of
any bargain purchase option. If the total present value of the payments and
bargain purchase option exceeds the fair value of the leased asset, the asset must
be shown at its fair market value. Thus, the performance neutral treatment of the
assumed purchasing cost is assured (Brakensiek, 2001, p. 199).

In a capital lease transaction, the lessee is using the lease as a source of
financing. The lessor finances the transaction through the leased asset, and the
lessee makes rent payments, which actually are installment payments. Therefore,
over the life of the property rented, the rental payments to the lessor constitute a
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payment of principal plus interest. According to SFAS 13.12 during the lease
term, each minimum lease payment shall be allocated as a reduction of principal
(debiting the liability) and as interest (debiting interest expense), so to use a
constant periodic rate of interest on the remaining balance of the obligation. The
capitalization regulations for capital leases in accordance with the US GAAP are
therefore basically in conformity with the guidelines for finance leases according
to the IAS 17.

The lessor capitalizes the leased asset in accordance with SFAS 13.19 (a) the
leased property shall be included with a near property, plant, and equipment in
the balance sheet. The rent shall be reported as income over the lease term
generally in a straight line basis in accordance with SFAS 13.19 (b), as long as
another systematic and rational basis is more representative. Initial direct costs
according to SFAS 13.19 (c) shall be deferred and allocated over the lease term
in proportion to the recognition of rental income. The accounting of operating
leases according to SFAS 13.19 corresponds with the International GAAP.

From the perspective of the lessor, three sub-categories of capital leases have to
be distinguished, namely sales type leases, direct financing leases and leveraged
leases.

The sales type lease — seen from an economic view point — is a sale which
includes the financing of the purchasing price as part of the lease agreement. The
manufacturer or the dealer acts as a lessor. They (often) do so in order to
promote their sales. The lessor records the lease in the same way as a sale of the
property: sales, cost of goods sold, lease receivable, unearned income are
recognized by the lessor. A sales type lease gives rise to a manufacturer’s or
dealer’s profit or loss on the assumed sale of the item in the year of the lease as
well as interest revenue over the life of the lease. The asset leased is an item of
inventory to the lessor.

The direct financing lease is purely a financing business, similar to contracts
with banks and leasing agencies. In a direct financing lease, the lessor is not a
manufacturer or dealer in the item; the lessor purchases the property only for the
purpose of leasing it. Capitalization of a direct financing lease is generally done
in an analogous way to the sales type lease. However, since the contract parties
have only concluded a financing deal, no sales profit or sales loss can result from
it. Lease receivable and unearned income are recognized by the lessor. It is
necessary to emphasize that direct financing lease does not meet any of the
leveraged lease criteria.

A leveraged lease combines two transactions into one: 1) the lessor borrows

money and purchases the leased property; 2) the lessor leases the property to the
lessee. A leveraged lease involves at least three parties: a long-term creditor
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(lender) in addition to the lessor and lessee. The creditor, usually a bank or
insurance company, puts up a percentage of the cash required to purchase the
asset, generally more than half. (Friedman, J. P. 2007) Thus, the lessor uses a
combination of its own funds and borrowed money in order to purchase the
asset that is then leased to another party. Through the long-term financing by the
creditor a significant leverage effect for the lessor occurs. The lessor’s net
investment declines during early periods and rises during later periods. The
lessor recognizes the following rentals receivable, unearned and deferred
income, the residual value of leased property, investment tax credit, if
applicable. But the lessor does not get a manufacturer's or dealer’s profit. Fitch
emphasizes that a leveraged lease is a true lease for tax purposes, because the
lessor, as owner of the asset is entitled to all of the tax benefits of ownership,
including accelerated depreciation write-offs, deduction of interest payments on
the bank loan, and the investment credit, if any, for purchase of the asset
(Fitch, T. P. 20006).

All lease agreements, which do not meet the criteria mentioned above, must be
classified as operating leases (negative distinction). According to ASC §40-20
Leases lease is classified as an operating lease by the lessor if it is not classified
as one of the following:

e sales type lease
e direct financing lease
e leveraged lease.

Regarding the lease agreements which have been declared as operating leases,
the economic ownership of the leased asset remains with the lessor. The leased
property continues to be reported as an asset in the lessor’s balance sheet and is
depreciated by the lessor. The lessor recognizes rent revenue.

If a lease agreement does not meet any of the criteria of a capital lease and
therefore is classified as operating lease (negative distinction), neither the leased
asset nor the lease liability is capitalized by the lessee. Rather — similarly to the
IAS 17 — only the lease expenses are recorded. In principle all lease installments
have to be allocated on a straight line basis over the whole lease term in
accordance with the US GAAP. Only if another systematic and rational basis is
more representative of the time pattern in which benefit is derived from the
leased asset, that basis shall be used. The lessee shows nothing about the
operating lease on the balance sheet. In contrast to the International GAAP, at
the inception of a guarantee, the guarantor shall recognize in its balance sheet a
liability for that guarantee in accordance with FIN 45.9 (b) the liability
recognized at the inception of the guarantee should be an estimate of the
guarantee’s fair value. According to FIN 45.11 (d) if a residual value guarantee
were provided by a lessee-guarantor when entering into an operating lease, the
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offsetting entry would be recorded as prepaid rent, which would be accounted
for under the US GAAP.

3.3. Interim Conclusion

The overall accounting for leases under the US GAAP and the
International GAAP is similar, although the US GAAP has more specific
application guidance than the International GAAP. Reflecting on the
explanations so far it can be stated that the capitalization of leases according to
the US GAAP is based in accordance with the International GAAP on the risk
and reward approach. For capitalization purposes the contract parties have to
differentiate between capital/finance leases and operating leases, based on the
distribution of the rewards and risks in connection with the leased asset. In the
case of a capital lease agreement the lessee becomes the economic owner, and
according to ASC 840-10-10 Objectives the capital lease should be accounted for
as the acquisition of an asset and the incurrence of an obligation by the lessee
and as a sale or financing by the lessor. In contrast to the International GAAP
regulation however, a criteria catalogue is used, which leads to automatic
contract classifications. The capitalization is tied to the classification and follows
the analogy of the IAS 17 and also the all or nothing approach, whereby the
lessee has to capitalize the leased asset and the resulting obligations in cases of a
capital lease. In the case of a capital lease agreement the lessee becomes the
economic owner, and according to ASC 840-10-10 Objectives it should be
accounted for as the acquisition of an asset and the incurrence of an obligation
by the lessee and as a sale or financing by the lessor. In the case of an operating
lease the economic ownership remains with the lessor, who therefore has to
include the leased item in his balance sheet, while it does not influence the
balance sheet of the lessee. In contrast to the lessor, the lessee does not capitalize
in cases of operating leases. The classification as a capital lease agreement or
operating lease agreement according to ASC 840-10-25 Recognition is generally
decided at the beginning of the lease agreement, which corresponds in essence
with the classification according to the International GAAP.

It has to be stated that the decision relevance on the basis of the currently valid
regulations for the capitalization of leases is very limited. The all or nothing
approach leads to an incomplete information transfer because in the case of an
operating lease neither assets nor obligations resulting from the lease contract on
the side of the lessee are capitalized. The additional reporting cannot avoid that
investors still lack information about future payments. In addition, leaving out
conditional lease payments and the exclusive consideration of favorable
purchase options and/or extension options prevent the availability of complete
information.
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From the perspective of the economic approach (substance over form) the
capitalization that is independent from the legal ownership can be endorsed, as
long as the presented facts correspond with the constellations of the
capitalization of capital leases. However, such a sharp classification of actual
contracts is often not possible and therefore, as a result of the all or nothing
approach there is the danger that economically comparable facts will be
capitalized in different ways.

The classification as a capital lease agreement or operating lease agreement
according to ASC 840-10-25 Recognition is generally decided at the beginning
of the lease agreement, which corresponds in essence with the classification
according to the International GAAP. Since the classification according to the
IAS 17 follows only qualitative orientation guidelines that are part of the overall
assessment of the economic conditions, the contract classification is factually a
right of choice. Contrary to the regulations in the IAS 17, the classification in
accordance with the US GAAP does not apply the rewards and risks, connected
with the leased asset, as a superior principle. The classification of a lease in
accordance with the US GAAP follows without exception the standardized
criteria. The quantitative classification criteria in ASC 840-10-25 Recognition
reduce the leeway for depictions, but they enable the bypass of limits by
constructing the contracts in appropriate ways. The comparability is significantly
reduced through the contrasting method of capitalization (all or nothing
approach) that results from the contract classification at the lessee. The flawed
additional reporting about the depiction leeway and the contract classification
reduce especially the comprehensibility of the information provided.

From the viewpoint of reliability it appears that the current regulations regarding
the capitalization of leases according to the International GAAP and the
US GAAP need to be improved. Especially the neutrality of the information
provision is threatened by the depiction leeway regarding the classification,
because the capitalization — based on the contract classification — according to
the all or nothing approach can result in a biased report by the lessee, who seeks
to avoid capitalization. The lack of additional explanations about the use of the
depiction leeway and the contract classification result in a flawed verifiability of
the information that is provided by the accounting, and thus the information does
not fulfill the purpose of minimum objectivity.

The analysis shows that the current regulations for the capitalization of leases
according to the International GAAP and the US GAAP have big deficiencies —
especially on the side of the lessee — regarding the decision usefulness and the
reliability. On this basis the following chapter will research, whether the current
reform efforts of the two standard setters — IASB and FASB can contribute to
the improvement of the decision usefulness of the information that is transmitted
through the capitalization of leases.
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4. REFORM PROPOSALS FOR FUTURE LEASE

CAPITALIZATION

4.1. Characterization of the Reform Efforts Regarding the Lease
Capitalization

Discussions about the capitalization of leases on the basis of the all or nothing
approach are not new even in the international accounting community
(Brakensiek, 2001, p. 205). Again and again the complexity of the regulations
and the (nevertheless) existing differences in regards to capitalization, as well as
the incorrect classifications of lease contracts of leasing partners, have been
criticized.

The current status quo of the capitalization of leases is generally considered
unsatisfactory, and in the recent past this has led to two reform proposals, which
are part of the internationalization process. The reform proposals go hand in
hand and are oriented on the potential implementation of the IFRS capitalization.
A search for a more practicable and complete solution regarding the
capitalization of lease specific facts is going on. For that purpose the so called
G4+1 working group was initiated in 1995. The working group included high
level representatives from the national standard setters from Australia, Great
Britain, Canada, New Zealand and the USA — together with representatives from
the IASC as observers.

The declared objective of this cooperation has been the development of
worldwide unified concepts to selected questions concerning the accounting and
the promotion of their application (Street et al., 1998, pp. 132—133; Blanchet et
al., 1999, p. 7). Since none of the participating standard setters had delegated the
competence to develop and pass (new) accounting standards to the G4+1 group,
the published position papers had no formal binding force for the standard
setting participants (Lewicki, 2001, pp. 9—10). The position papers were mostly
intended to serve as a discussion basis and for the development of the actual
accounting standards (Kiiting et al., 2000, p. 1720). The task for the G4+1
working group therefore was the coordination of the work of the respective
standard setter (Mellwig, 1998, p. 12). In the process of the restructuring of the
IASB and the agreed intensified cooperation with the national standard setters,
the G4+1 working group was dissolved in 2001.

During its existence the G4+1 working group published two position papers
among other things. The position paper published in 1996 carries the title
“Accounting for Leases: A New Approach”. It encompasses the conceptual
foundations for a redevelopment of the capitalization of leases (McGregor, 1996,
p. 17; Weinstock, 1996, pp. 794-798). Referring to its main author, the paper is
usually called the “McGregor-Paper”. The McGregor-Paper — in the opinion of
the authors — should serve as a basis for discussions among the participating
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standard setters for the revision of capitalization of leases, which was planned at
that time (McGregor, 1996, p. 4 and p. 25). Although the proposals of the
McGregor-Paper were not taken up by the standard setters, the G4+1 working
group developed the basic concepts of a revised approach to the capitalization of
leases further and developed another position paper which was published in
2000 by the then IASC under the title “G4+1 Position Paper: Leases —
Implementation of a New Approach”. The concretizations and detailed
regulations for the capitalization of leases within the basic concepts were
developed under the aegis of the British Accounting Standards Board (ASB);
therefore the second position paper is often referred to as the “Tweedie-Paper”,
named after the then ASB chairman David Tweedie. From 2001 until June 2011
Sir David Tweedie was chairman of the IASB, which underlines the importance
of the position paper for the current project for the capitalization of leases
(Nailor et al., 2000).

The position papers of the G4+1 working group were revived again in
connection with convergence efforts between the IASB and the FASB. Besides
these two proposals that build on each other and the basic concept of which is
the so called financial components approach (Fiilbier et al, 2005, p. 278;
Monson, 2001, p. 277), the so called whole asset approach that is discussed in
the US literature is the starting base for the joint lease project (since 2006) of the
two standard setters. Before discussing the current standard of this project — with
the decision usefulness as background — the following sections will deal first
with the two discussion papers of the G4+1 working group, namely the financial
components approach, and then with the whole asset approach, which serve as
the basis for the project. Subsequently, a critical comparison of the decision
usefulness regarding the information, transmitted by these two models, and the
currently valid regulations of capitalization leases follows.

4.2. Financial Components Approach
4.2.1. Lease Capitalization: Conceptual Basis

The conceptual and basic idea of the financial components approach of the G4+1
working group represents a departure from the essential principles of the former
(and current) capitalization of leases according to the International GAAP and
the US GAAP. The G4+1 working group argues against the need for a reform of
the current capitalization of leases especially based on the fact that assets and
liabilities resulting from operating leases are not capitalized in the balance sheets
of the lessee (McGregor, 1996, p.1). The problem of this balance sheet neutrality
is intensified by the differences regarding the characterization and setup of the
contract classification. The result of this can be that economically identical lease
agreements are capitalized in completely different ways (McGregor, 1996, p.10).
The financial components approach, which is presented in the two position
papers by the G4+1 working group, suggests that lease agreements should not be
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capitalized anymore as tangible assets on the basis of the risk and reward
approach, namely on the basis of the distribution and identification of the
economic owner. Instead, the capitalization of the legal right of use at the side of
the lessee is suggested as a principle. It follows that the lessee, who controls the
economic resource, should capitalize the leased asset and, as a consequence,
recognize also a liability. However, the idea to capitalize legal rights of use was
not invented by the G4+1 working group. These proposals go back into the
1960ies and discussions — independently from lease agreements — about the
capitalization of legal rights of use by lessees. However, these discussions did
not have any significant influence on the development of accounting standards
regarding leases (Myers, 1962, p. 34-67; Dieter 1979, p.19). Due to the
proposed unified approach regarding all lease agreements there is no need for
the current classification between finance leases and operating leases. The
position papers therefore constitute a turning away from the all or nothing
approach” (Nailor et al., 2000).

The proposed obligation to capitalize all assets and liabilities, resulting from a
lease agreement, is derived by the G4+1 working group from the framework
concepts and the definition and approach criteria that were developed by the
standard setters for assets and liabilities (McGregor 1996, p. 15 and pp. 27-31).
The working group states in the two position papers the opinion that the legal
right for use of the lessee and the receivable from the agreed lease installments
on the side of the lessor fulfills the definition criteria of a property asset
(McGregor, 1996, pp. 15-16). The obligation of the lessee to pay the lease
installments fulfills the definition of a liability (McGregor, 1996, p. 16), as
argued by the working group. Furthermore, from the viewpoint of the working
group all irredeemable lease agreements fulfill the additionally required criteria
regarding the accounting capability of assets and liabilities. Thus, the
capitalization of all assets and liabilities, resulting from the lease agreement, is
recommended by following the two-step approach concept in the framework.
The criterion of the economic ownership, used until now, appears to be
dispensable (McGregor, 1996, p. 17).

From the viewpoint of the working group, the point in time of the transfer of the
leased asset is the main issue for the lessee to recognize the leased asset because
the lessee receives control over the leased asset at that point in time and thus, the
criterion for control regarding the asset definition is fulfilled.

The G4+1 working group defines all contracts as lease agreements, wherein the
lessee received the right to use a certain asset during an agreed period of time. In
return, the lessee is obliged to make specified payments (IASC 2000, 2.3). The
legal ownership, however, remains with the lessor during the whole lease term.
The reform proposals do not suggest independent capitalization regulations for
lease agreements with special leased assets. Therefore the currently valid

85



capitalization scope would need to be expanded to include licenses and similar
intangible rights (McGregor, 1996, p. 18).

According to the financial components approach, all irredeemable lease
agreements result in the recognition of an asset and a liability in the balance
sheet of the lessee. The McGregor-Paper suggests a limitation of the
capitalization of these legal rights of use which result from lease agreements
with a duration time of at least one year (McGregor, 1996, p. 18). However,
since lease agreements with a shorter duration period can result in significant
legal rights of use, the Tweedie-Paper has rightly cancelled this point (IASC,
2000, 2.54). An exception — specific for leases — is therefore explicitly not
provided anymore (Nailor et al., 2000). According to the proposal of the G4+1
working group all lease agreements — independent of the contract formation —
will result in the recognition of an asset and liability in the balance sheets of the
lessee — something that is in contrast with International GAAP and US GAAP.
Leases in accordance with the financial components approach will thus lose its
off balance sheet character. The contract regulations will only influence the
stated amount of the legal right of use and the lease liabilities. Furthermore, and
if applicable, the options granted to the lessee and the guarantees given by the
lessee, shall be recognized as independent assets and liabilities. Capitalization on
the basis of the reform proposals is therefore based on the assumption that legal
rights of use have been purchased (Nailor et al., 2000).

The lessor, in contrast, has to close out the transferred share of the legal right of
use regarding the leased item against a lease receivable, which will result
basically in a symmetrical balance for the lessor and the lessee (McGregor,
1996, p. 24). The residual value of the leased item usually remains with the
lessor, namely the remaining legal right of use and the exploitation right, and
these will continue to be capitalized by the lessor. Thus, the two contract parties
capitalize the respective share of the utility potential of the leased asset, which
they can control. This way of capitalization according to the financial
components approach is similar in principle to the current capitalization of lease
agreements according to finance leases and operating leases respectively, and
will be discussed in more detail in the following section. It should be noted that
the two position papers of the G4+1 working group, besides the above
mentioned basic concept, contain the main outline of the suggested capitalization
and not so much the technical details.

4.2.2. Capitalization of Lease Agreements by the Lessee
Characterization of the Intended Lease Capitalization. The central right that
is transferred in the lease agreement is the temporary right of use of the leased

asset. In return the lessee has the obligation to pay the agreed lease installments
to the lessor. If a lease agreement has been concluded in this sense, then the
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lessee — in accordance with the proposals of the G4+1 working group — has the
central right of use and the resulting obligation to capitalize the leased item
(Helmschrott, 2000b, pp. 28-29).

In contrast to the capitalization regulations for finance leases and operating
leases, the lessee following the financial components approach does not
capitalize the leased asset but his right of use of the leased asset. Following the
viewpoint of the working group, leasing businesses should therefore in
capitalization follow the concept of purchasing the right of use (IASC 2000,
3.8). Consequently, those elements in the contract, which go beyond the right of
use and are not part of a purchasing process, have to be dealt with separately.
This applies for example to service components such as the performance of
maintenance and service by the lessor, which are paid regularly together with the
actual and agreed lease payments. However, by their very nature, they are not
completed yet at the time of transferring the leased asset. According to the view
of the working group, these separate service agreements are pending businesses,
which do not need to be capitalized until they fulfill the definition and
recognition criteria of assets and liabilities. Therefore, according to the financial
components approach, the lease payments which are agreed on between the
contract parties, have to be classified analogous to the currently valid
capitalization of finance leases and operating leases into payments for service
performances (if any) by the lessor, and into payments for the right of use, which
is decisive for the capitalization approach (IASC, 2000, 2.41).

This classification, which will allow room for discretion due to the initial
uncertainty regarding the services that will have to be performed by the lessor,
shall be applied in the view of the reform proposal for all lease agreements and
therefore also to the current operating leases, which are non-obligatory now.
From the assumption of the purchase of the right of use, a first evaluation of the
right of use and the corresponding liability in the amount of the fair value of the
transferred right of use is derived (IASC, 2000, 3.13-3.15). Since there is
normally no demand for temporary and limited rights of use, the fair value of
transferred rights of use cannot be directly determined in the market. Therefore
the discounted minimum lease payments are used as reference, since they — in
the view of the G4+1 working group — correspond with the fair value of the
rights of use. Therefore both the right of use and the liability are set at the
present value of the minimum lease payments, which, according to the financial
components approach are the central evaluation criteria and exclusively
encompass the unavoidable payments by the lessee. For the purpose of
capitalization, the earliest possible termination of the lease agreement by the
lessee has to be assumed at all times. The above mentioned minimum lease
payments are based on a fundamentally different concept in comparison with the
currently valid regulations because the current lease standards encompass the
minimum lease payments of the economically likely payments of the lessee.
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This different understanding of terms results, for example, in the situation that
the exercise of agreed “favorable” extension options cannot be expected any
longer by the lessee and thus, the expected payments during the optional time
periods are no longer part of the minimum lease payments. Due to the changed
definitions the current evaluation of some lease agreements that are classified as
finance leases and/or operating leases and thus are capitalized by the lessee, will
— according to the proposals of the G4+1 working group — lead to fewer
capitalization approaches (IASC, 2000, 3.25).

For the discounting of the minimum lease payments the incremental borrowing
rate of the lessee for an outside financing — comparable in duration and
collateralization — has to be applied. The interest rate, applied in the lease
agreement, considers the various risks of the lease payments and of the residual
value; therefore — in the view of the working group — it can only be used
alternatively if the lessor carries only a relatively small residual value risk
(IASC, 2000, 6.12, 6.5). The purchase of the right of use of a leased asset that is
acquired as part of a lease agreement is limited as a matter of principle to the
term of the contract. The right to dispose and the right of use after the contract
period remain with the lessor. According to the view of the working group, the
obligation of the lessee to return the leased asset at the end of the contract term
is not an obligation because the benefit from the leased asset after the contract
period was never transferred to the lessee (in the first place), and thus, the return
of the leased asset does not constitute a loss or benefit. Therefore the obligation
— independent from any explicit agreement regarding the return — does not have
to be presented by the lessee (IASC, 2000, 3.20).

In the following periods the asset has to be amortized by the lessee analogous to
the utility process during the expected utility period. In addition, unscheduled
depreciations — if applicable — have to be applied in accordance with the general
evaluation regulations. The obligation, resulting from the lease agreement, has to
be reduced — by considering the effective interest rate method and the
performance of lease payments by the included amortization rate. According to
the financial components approach the following evaluation corresponds
therefore with the valid capitalization regulations for finance leases in
accordance with IAS 17 and operating leases in accordance with SFAS 13
(Nailor et al., 2000).

In the position papers of the G4+1 working group it is not explicitly clarified, to
which part in the lessee’s balance sheet the capitalized asset has to be reported
(IASC, 2000, 1.12, 9.6). The right of use constitutes an intangible asset, and
therefore the classification to intangible assets seems to be a possibility.
However, from the view and opinion of the economic approach (substance over
form) the balance sheet part, to which the leased asset itself would belong, is
preferred. A tangible asset that is leased by the lessee remains a tangible asset in

88



its factual use. To enable the differentiation between the leased and actually
purchased assets, additional information in the balance sheet with regard to the
leased asset should be given. In contrast, the fundamental recognition of leased
assets as intangible assets would rather follow the legal form.

In summary, it shall be stated that in accordance with the financial components
approach, all rights of use that are transferred to the lessee have to be capitalized
by the lessee. In their evaluation the unavoidable payments, made by the lessee,
have to be taken into consideration. Besides the transfer of limited rights of use
and the corresponding obligation to pay lease installments, which are part of
every lease agreement, additional rights and obligations result from lease
agreements. Their treatment with regards to the balance sheet from the
perspective of the G4+1 working group will be discussed in the following
sections. In doing so, a distinction will be made between the purchasing option,
extension option, cancellation option, adjustable lease payments and regarding
the residual value, which, due to their influence on the right of use option of the
lessee have to be capitalized by the lessee. Consequently, the identification of
the transferred rights of use and the regulations of the unavoidable lease
payments of the lessee will be the focus of the analysis.

Capitalization of Additional Lease Contract Components.

Optional Lease Payments. Lease agreements often include optional compo-
nents and their variety increases the complexity considerably. Often the contract
parties agree on various options. In the opinion of the G4+1 working group, the
exercise of the option to extend the contract economically constitutes the non-
exercise of a cancellation option and should therefore be treated in the same way
in the balance sheets. Thus, the following explanations focus on capitalization of
the extension option and the purchasing option (IASC, 2000, 4.29).

If the purchasing option of the leased asset at the end of the lease term is agreed
on in the contract, or if a contract extension is agreed on, according to the
financial components approach, these options have to be capitalized as
independent components, separate from the right of use (Sabel et al., 2008, pp.
199-201). In the view of the G4+1 working group the rights to exercise these
options should be capitalized as independent and fundamental rights of the
lessee, independent from the probability of their later exercise. For the purpose
of capitalization, the exercise of the extension and purchase options should —
contrary to the current capitalization of leases — not be anticipated (IASC, 2000,
4.9). The probability of a future exercise of the agreed options will, however,
influence the evaluation of the agreed options, because the conditions of the
option usually affect the amount of the lease payments, agreed by the contract
parties.
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Following the reform proposals, the options will only have to be capitalized
separately, if they contain a crucial part, which also must be verifiable with
reasonable certainty (IASC, 2000, 4.10, 4.12). The value of the options should
be determined through a comparison with another contract, which does not
contain the options. Thus, the options have to be declared at their fair value
(IASC, 2000, 4.9). Since the lease agreement is valid only until the potential
exercise of the options, the compensation for the options must be made during
this time period. Therefore the minimum lease payments have to be distributed
during the contract term — which is also the period of the right of use and the
additional options, because the right to exercise the option is compensated as
part of the lease payments (IASC, 2000, 4.10).

Since the lessor is not obliged to exercise the option, and since the outflow of
financial resources during the optional time period can be influenced by his own
future decisions, the lessee is not obliged to make payments at the beginning of
the lease agreement according to the reform proposal (IASC, 2000, 4.19). Thus,
besides the capitalization of the right to exercise the option, the lessee does not
capitalize a right of use during the optional time period because the lessee does
not have the necessary right of disposal regarding the decision that he has to
make. The future payments have to be only capitalized during the option period,
after the lessee exercises his right to the option (IASC, 2000, 4.14). For example,
in the case of a contract extension option, only the actual right to the extension
has to be declared until the point in time of an actual exercise of the option. The
possible right of use and the resulting lease payment obligation have to be
capitalized only if the contract extension is actually exercised. Accordingly, the
suggested evaluation will show differences to the regulations in the IAS 17 and
the US GAAP, since in the framework of the current accounting standards the
agreed “favorable” options have to be anticipated if the probability is
appropriately high. Thus, in accordance with current regulations, payments that
are attributed to the option time period, and in the case of a lease agreement that
must be capitalized and has a “favorable” option, have to be already considered
at the first evaluation of the asset that has to be capitalized and the liability,
which is part of the minimum lease payments (Nailor et al/, 2000).

In the proposal of the G4+1 working group the decisive point regarding the
waiver of exercising the option is the possibility of choosing whether to exercise
the option or not. If the exercise of the option is restricted by other agreements in
the lease contract in deviation from the normal case, the exercise of the formal —
but not factual — right of the option has to be assumed (IASC, 2000, 4.47). Thus,
the rights and obligations, resulting from the exercise of the only formally
agreed option, have to be included in the first evaluation, because the lessee
cannot prevent their formulation independently. Especially, if the exercise of the
agreed option is prevented by economic reasons, the formal existence of the
option agreement is insignificant. The difference in capitalization options, which
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the lessee can freely exercise, and options where the free exercise is not
available due to economic or legal reasons, serves the objective — following the
financial components approach — to capitalize exclusively lease payments that
cannot be avoided (Nailor ef al., 2000).

If the lessee can freely exercise his right to the option, then the reform proposal
suggests the capitalization of this right, and in the following periods until the
possible exercise of the option it has to be carried forward as acquisition costs,
including possible impairments (IASC, 2000, 4.11). If the option is exercised, its
carried forward valuation will be capitalized as part of the acquisition costs of
the acquired right of use of the leased item or the purchased leased item. If the
option is not exercised, its remaining residual value has to be recorded as an
expense.

In summary, it has to be stated that by following the proposal of the G4+1
working group, optional lease contract components have to be capitalized as
separate rights until the time of their possible exercise. The lessee capitalizes —
besides the central right of use, which is part of every lease agreement during the
agreed and fixed minimum term — only the right to exercise the option itself
because the possible lease payments during the optional time period can
normally be avoided by the lessee, and because the lessee always assumes the
earliest possible termination of the lease agreement.

Changeable lease installments. Besides the optional contract components
discussed earlier, the lease contract parties often also agree on changeable lease
installments. In such cases, the lease installment usually consists of a clearly
fixed (concerning the amount) component and of a variable component. The
variable component can, for example, be tied to the intensity of the use of the
leased asset, or to the profits generated through the use of the leased asset, and
thus be connected indirectly to the intensity of the use or to independent
parameters, e.g. the inflation rate (IASC, 2000, 4.3). The capitalization of these
variable components suggested by the G4+1 working group depends on the
influence of the lessee on the parameters, to which the contingent lease
installments are tied. This influence is limited to the decision regarding the use
of the leased asset. In contrast to the currently valid capitalization of leases
according to IAS 17 and SFAS 13 the inclusion of contingent rental is not
categorically excluded. This is so because in the opinion of the working group
the exclusive capitalization of contingent rentals in comparison with the
transferred right of use can result in inappropriately low valuations. Since
different capitalization methods are suggested for the three different categories
of variable lease installments — depending on the possibility of influence by the
lessee — they have to be dealt with separately.
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If the contract parties have agreed on lease payments that are independent of the
use of the leased asset, and if the extent of the use of the leased asset can be
influenced by the lessee, then the contingent rental payments do not have to be
considered in the evaluation of the right of use by the lessee. In the opinion of
the G4+1 working group, such an agreement can — economically — be compared
with a contract renewal option since it provides for the lessee the possibility to
purchase an additional, restricted right of use of the leased asset (IASC, 2000,
4.59-4.62). Thus, in compliance with the suggested capitalization of extension
options at the beginning of the contract term, only the contingent rentals
installments, resulting from the right of use option, have to be capitalized.
However, the lease installments that depend on the usage have to be included as
expenses only in the period, during which the basic condition is fulfilled and the
lease installment is unavoidable from the viewpoint of the lessee. The obligation
to payment arises only at the time of the actual use of the leased asset and thus, it
is not exclusively dependent on the passage of time — as is the case with
obligations from agreed un-contingent rental installments. Although the
exchange of performances has been agreed in principle between the contract
parties, the actual performance and the value of the performance becomes only
concrete in the course of time. Before each decision regarding the additional use
of the leased asset, the lessee has the possibility of avoiding the lease payments,
which depend on the use of the leased asset. Since the basic concept of the
reform proposal suggests that only unavoidable lease payments should be
capitalized by the lessee, at the beginning of the contract only right of use
option-components and their corresponding liabilities should be presented. The
estimation of the future use of the leased asset is not supported by the G4+1
working group.

Besides lease payments dependent on the usage, often lease payments dependent
on the successful performance are agreed on as part of lease contracts. These
lease contracts differ from those where the lease payments depend on the usage;
the lessor participates not only in the quality of the use, but also in the price
development of the lease payments (which depend on the turnover). In the case
of profit-based lease payments the lessee also participates in the expenditure
development. Profit-based lease payments depend not only indirectly on the
usage, but on the success of the usage of the leased asset, achieved by the lessee.
However, the lessee purchases only the right of use in the case of profit-based
lease payments, which will be applied for every use at a variable compensation.
At the beginning of the contract no payment options exist; they will only arise
based on the future success. Nevertheless, the G4+1 working group suggests the
evaluation of future success-based lease payments and their inclusion in the
evaluation of the rights of use as well as the corresponding liabilities because
avoidance of the success-based payments can be guaranteed for certain (IASC,
2000, 4.65—4.71). The working group cites this viewpoint as an example for
long-term leases of the right of use of selling space, where annual rent comprises
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a minimum base rental of 10 000 plus 'z per cent of the store’s turnover during
each year (IASC, 2000, 4.65). In the view of the working group, the amount of
the profit-based lease payment does not depend on the purchase of additional,
limited rights of use, but on the participation of the lessor in the economic
success of the lessee, and thus, the avoidance of the lease payments, independent
from the success, can only be assumed (IASC, 2000, 4.71-4.75). In accordance
with the reform proposal the right of use should be determined through the
comparison — except the contingent rental payments — of lease payments of
identical lease agreements. In doing so, the variable which determines the
amount of the contingent rental payments is assumed for the evaluation of the
right of use that has to be capitalized. If in the following periods the actual lease
payments due vary from the originally assumed amount, the difference has to be
recorded in the income statement.

Consequently, the G4+1 working group suggests a different capitalization
approach for the usage-based and profit-based lease contract components. While
in the case of the usage-based lease contract component only the right of usage-
option and the corresponding liability have to be capitalized at the beginning of
the contract, an assessment-based determination of the future lease payments for
the profit-based lease payments is suggested, which will increase the valuation
of the right of use and the lease obligation considerably. However, the general
opinion does not see the economic necessity of a different capitalization models
for usage-based and profit-based lease payments, because the two variants differ
from contingent rental payments only in the measuring method of the contingent
contract components — which regularly depend on the nature of the leased asset —
and through the participation of the lessor in the economic success of the usage
of the leased asset. The proposed capitalization of the profit-based lease
payments constitutes a deviation from the financial components approach, in
which only unavoidable payments of the lessee are included in the evaluation of
the right of use and liabilities. The problem of this distinction becomes obvious
through the expansion of the profit-based lease agreements regarding selling
space, where the lessee has to consider minimum opening times (of a store)
(IASC, 2000, 4.71). The view of the working group in this case is that the
avoidance of the profit-based payments cannot be guaranteed definitely but can
only be presumed. Thus, the capitalization of the expected profit-based lease
payments has to be deducted at the beginning of the contract. Lease contracts
with variable payments show significant commonalities and essentially do not
differ in the scope of rights of use, transferred to the lessee, or in the
unavoidability of the lease payments. The different models of capitalization,
proposed by the working group, therefore appear problematic.

So far rental installments have been discussed, which are directly or indirectly

connected with the use of the leased asset and therefore allow the influence of
the lessee. Besides this type, leasing parties also agree on contingent rental
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payments with parameters (price index, market interest rate etc.) where the
lessee does not have any influence. While a future payment by the lessee is
decided at the beginning of the contract, the actual amount of the payment will
be fixed later. Contrary to the previously discussed variants with contingent
rental payments, the usage of the leased item does not influence the lease
payment of the lessee. The lessee does not have to pay for the use of the leased
asset. With the right of use the lessee receives a resource to which a future
economic inflow of profit is connected. The payment obligation arose with the
obligation of possibly agreed un-contingent rental payments at the time of the
transferring of the leased asset. Following the reform proposals, the part of the
lease payment to which the uncertainty is attached, has to be assessed at the
beginning of the lease agreement (IASC, 2000, 4.78—4.85). During the following
periods the initial estimates of the asset and liability amount would need to be
reviewed at each balance sheet date (IASC, 2000, 4.86—4.87). Contrary to the
directly or indirectly usage-based lease contract components, the lessee cannot
avoid the payment of rental installments if they are connected to unswayable
parameters. However, the amount of these future payments is still uncertain.
Considering this background, the evaluation of the future lease payments and
their inclusion in the minimum lease payment as evaluation benchmark for the
use of right and the corresponding liability at the lessee — suggested by the G4+1
working group — should be supported. However, the adaptation of evaluations —
which is charged neutrally — in cases of deviations in the following periods, has
to be looked at critically because the evaluation of the income statement related
later evaluation of rights of use and liabilities has obviously been influenced.

With regard to the variable lease installments the working group recommends
independence of the setup of the variable contract components. In the case of
profit-based and thus indirectly usage-based lease payments and rental
installments, which depend on factors that cannot be influenced by the lessee;
the evaluation of the future leasing payments and their being a part of the
minimum lease payments is proposed. These variable contract components
therefore influence the evaluation of the right of use and the leasing liability that
have to be determined. The G4+1 working group explains the necessity of
capitalization with the unavoidability of such payments. Usage-based rental
payments, in contrast, are considered as avoidable and therefore they should not
be included in the minimum lease payments. As stated in the previous
explanations, usage-based and profit-based, and indirect usage-based lease
payments show clear similarities, and thus, a different mode of capitalization
does not appear meaningful.

Residual Value Oriented Contract Components. Besides the optional and
variable lease contract components the lessor and the lessee regularly agree on
regulations which allow the lessee to participate in the rewards and risks of the
utilization of the leased item at the end of the contract term. There are many
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possible contract variations — from the participation of the lessee in the
utilization proceeds to a residual value guarantee of the lessee, and as far as the
transfer of the legal ownership of the leased item at the end of the contract term.

If the legal ownership of the leased asset is transferred to the lessee at the end of
the contract term, then — according to the reform proposals — the lease payments
should be capitalized in accordance with the International GAAP and the US
GAAP already at the beginning of the contract — corresponding with the
economic content as a purchase. The decisive criterion is the transfer of the
complete economic life of the leased asset from the lessor to the lessee.
Therefore the lessee has to capitalize the complete leased asset already at the
beginning of the contract period at its fair value, which would correspond with
the present value of lease payments during the contract term (IASC, 2000, 5.16).
The subsequent evaluation should be carried out in accordance with the assets
that have already been in the legal ownership of the lessee. Thus, the leased
assets have to be depreciated independently from the contract term in accordance
with the useful economic life (IASC, 2000, 5.17).

However, if the leasing parties have agreed on a residual value guarantee, the
lessee is obliged to make a payment in addition to the agreed rental installments.
Since the lessee himself cannot influence the amount of the payment at the end
of the contract term, the expected guarantee payment has to be added to the
present value of the rentals to arrive at the initial carrying amount for the asset
(IASC, 2000, 5.22-5.23). Contrary to the currently valid regulations of the
International GAAP and US GAAP, according to the reform proposal only the
expected actual amount — and not the maximum amount of the guaranteed
residual values — has to be taken into consideration (IASC, 2000, 5.34). The
refusal to capitalize the guarantee in the full amount corresponds with the basic
concept of the financial components approach, according to which the right of
disposition of the lessee has to be always stated. Capitalization of possible but
unlikely guarantee payments would result in valuation approaches for rights of
disposals and obligations, which would signal a significantly higher than the
actual future inflow of benefits from the leased asset for the lessee.

Regarding the capitalization of the obligations resulting from the agreed residual
value guarantee, the G4+1 working group discussed two possibilities. In the
reform proposal the argument is for the inclusion of the expected guarantee
payment in the lease liabilities (IASC, 2000, 5.23—5.27) This variant is based on
the accurate assumption, namely that the inclusion of a significant residual value
guarantee will result in lower than usual lease installments during the contract
period (IASC, 2000, 5.27). As an alternative, the guarantee could be capitalized
as an accrual and then be estimated at the best possible assessment in the amount
of the expected guarantee payment (IASC, 2000, 5.28-5.31). In this case the
obligation of the lessee would have to be divided into a liability of the fixed
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payments and into the provision for the expected guarantee amount. However,
capitalization of the provision is preferable, since the common capitalization of
several guarantee obligations from similar lease agreements would be possible,
which would make the determination of the expected values easier.

If the evaluation of the due guarantee payments changes during the following
periods, then in accordance with the reform proposal, the evaluation of the
obligation and of the right of use have to be recognized at their fair value by the
lessee (IASC, 2009, 5.37). This method does not appear problematic because in
the case of an increase in the expected due guarantee payment — and
consequently a reduction in the originally expected residual value of the leased
item — the difference from the originally expected guarantee payment will have
to be capitalized as additional purchasing costs of the right of use. The right of
use therefore has to be assessed higher, although the lower expected residual
value is caused by factors, which also reduce the recoverability of the right of
use. A direct recognition as periodic expense would be more proper in this case
(Pferdehirt, 2007, p. 139).

Another participation version in the rewards and risks of the usage of the
residual value of the leased asset for the lessee is the lessee’s participation in the
sales proceeds. In this case the lessee pays the agreed rental installment not only
for the limited right of use of the leased asset during the contract term, but also
for his receivable from the sales proceeds. This receivable on the residual value
—according to the view of the working group — has to be estimated at the
beginning of the contract, and it will reduce the depreciable amount of the right
of use that has to be capitalized, which has to be depreciated during the contract
term. The receivable on the sales proceeds therefore does not have to be
capitalized separately (IASC, 2000, 5.43-5.44).

Regarding the capitalization of residual value related contract components, the
G4+1 working group suggests consequently including unavoidable payments
and corresponding liabilities of the lessee in the evaluation of transferred right of
use, which is part of the lease agreement. In the case of the residual value
guarantees, only the actually expected guarantee payments should be capitalized
— which is in contrast with the currently valid lease capitalization of the
International GAAP and the US GAAP - and thus the valuations of the
transferred rights of use will be reduced significantly.

4.2.3. Capitalization of Lease Agreements by the Lessor
Characterization. The reform proposal suggests that the capitalization by the
lessor should in principle correspond with the capitalization of the lessee (IASC,

2000, 8.1). To do so, all rights of use and the complete usage potential,
connected with the leased asset, are divided in the lease contract and attributed
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to and capitalized by the respective party that has the right of disposal. While in
accordance with the financial components approach, the lessee has capitalized
the purchase of the rights of use, the lessor should capitalize the sale and the
resulting transfer of rights of use, or a combination of rights of use and
acquisition rights. Consequently, after the transfer of the leased asset, the lessor
capitalizes a receivable regarding the agreed future lease payments and the
retained right of disposal as a residual value. The residual value — as a non-
financial asset — has to be capitalized in the same position it would be capitalized
in accordance with general capitalization rules if no lease contract had been
concluded.

The lessor therefore capitalizes a receivable and an interest in the residual value
as two separate assets. The amount of each kind of asset would vary depending
on the nature of the lease: if the lease term is short in relation to the economic
life of the leased asset, the receivable would be small; and conversely, if the
lease term is long, the lessor’s asset would almost all be represented by the
amount of receivable (IASC, 2000, 8.9). The separate classification of these two
assets is considered necessary by the working group due to the different risks
connected to these assets (Lipe, 2001, p. 308). While the issue of the credit-risk
of the lessee is connected with the receivable, the residual value of the leased
asset — which remains with the lessor — carries property-specific risks (IASC,
2000, 8.11).

The receivable of the lessor resulting from the lease agreement has to be fixed at
the fair value (IASC, 2000, 8.13). The fair value of these rights conveyed by the
lease cannot be less than the present value of the minimum payments required by
the lease (IASC, 2000, 8.14). In accordance with the reform proposal the amount
of the minimum lease payments is the same for both contract parties. The
interest rate implicit in the lease that is used for the discounting of the minimum
lease payments is a composite rate that reflects both the time value of money and
the averaged risk relating to the total expected cash flows (IASC, 2000, 10.4)
Consequently, the minimum lease payments are not to be discounted at the
interest rate that is the basis of the lease agreement since this interest rate implies
the risks of the receivable as well as the residual interest asset-related risks
(McGregor, 1996, p. 24, IASC, 2000, 10.4). Following the reform proposals, the
future lease payments received by the lessor have to be discounted at the interest
rate that considers only the credit-worthiness.

The conclusion of the lease agreement leads to a split-off of the right of
disposal-position on the part of the lessor from the actual leased asset, and to a
transformation of these split-off parts in the lease receivable (IASC, 2000, 8.8).
Consequently, the book value of the leased asset that is capitalized by the lessor
until the transfer to the lessee has to be reduced by the partial book value of the
part which is transferred for use (by the lessee). This applies if the leased asset
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was capitalized by the lessor before the transfer. The remaining residual value
represents the receivable of the lessor to the proceeds from the following
valuation of the leased asset after the termination of the lease agreement (IASC,
2000, 8.6-8.7).

The lessor fulfills the lease contract through the transfer of the rights of use into
the control of the lessee, in addition to transfer the leased asset and the financing
during the contract term. In principle the G4+1 working group presumes that
there should be a presumption that no gain or loss arises at the beginning of the
lease term (IASC, 2000, 8.18). An initial realization of sales proceeds — in the
view of the working group — is only possible if the lessor is also the
manufacturer or dealer of the leased asset, or the amount at which the property is
carried in the lessor’s books immediately before the beginning of the lease is
based on a historical cost that was established long before the lease was granted.
The selling profit should be recognized to the proportion of the normal selling
price of the equipment that is represented by a receivable, rather than by the
lessor’s interest in the residual value (IASC, 2000, 8.22). In this case the realized
profit is limited to the partial hidden reserves of the part of the utility potential of
the leased item, which was transferred to the lessee as part of the contract.
However, the residual value receivable by the lessor has to be capitalized at its
partial book value because it is not part of the lease contract and remains with
the lessor. In determining the partial book value of the residual value receivable,
the relation of the fair value of the residual value receivable and the whole
leased item have to be considered. The determination of the present value of the
total expected cash flows with the fair value of the leased property is referred to
as the interest rate implicit in the lease in the present accounting standards. If
applicable, any realized profit is the proportion of the present value of the lease
payments to the selling price to profit. For example, if the manufacturing costs
of the equipment were 100 and normal selling price is 120, then the total profit
will be 20 but the realized profit is 12. It can be found as the proportion of the
present value of lease payments (70) to the selling price (120) to the total profit
(20). The present values of the lease payments and the estimated residual value,
calculated by discounting the expected cash flows to the selling price of 120, are
determined as 70 and 50 respectively (IASC, 2000, 8.23).

If the conditions of the realization of profits do not exist at the beginning of the
lease agreement, the asset swap of lease receivables and the transferred limited
right of use does usually not affect the results in the view of the G4+1 working

group.

In the following periods the respective remaining lease receivable has to be
reduced — by considering the effective interest method — at the amortization part
of the minimum lease payments, received by the lessor (IASC, 2000, 12.3—12.4).
The interest included in the lease payment is declared as affecting the net
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income. Since — in accordance with the reform proposal — an accumulated and
risk-specific interest rate should be applied to the residual interest receivable of
the lessor during the following periods, the lessor realizes income from the
interest from the following valuations of the receivable of the residual interest
(IASC, 2000, 12.5-12.14).

If the impairment value test — which must be carried out regularly — results in a
lower than expected residual value, the carrying amount should be written down
(IASC, 2000, 12.15-12.16). In contrast — according to the reform proposal —
increases of the originally estimated residual value are not permitted and
increases in value can only be collected at their realization as part of the
following liquidation (IASC, 2000, 12.18).

Additional Lease Contract Components. Similarly to the capitalization of the
transfer of the central right of use, from which a receivable of the lessor
regularly results that corresponds with the liability of the lessee, the reform
proposal pursues that also other contract regulations are capitalized
symmetrically for the two leasing parties (IASC, 2000, 11.2). Accordingly, the
capitalization of the lessor does not anticipate the exercise of favorable options
but rather assumes the earliest possible termination of the lease contract by the
lessee (IASC, 2000, 11.3—11.4). Therefore receivable of the lessor is based on
the present value of the minimum lease payments, which the lessee has to
perform during the non-optional time period. Contrary to the view regarding the
capitalization by the lessee, the working group does not consider the separate
recognition of purchase, extension, and cancellation options, or the granter’s
position resulting from the option, as necessary. Agreed options are implicitly
considered as part of the lease receivable by the lessee. Regardless of the type of
the option, the retention of part of the right of use and the right of ownership
with the lessor after the shortest possible contract period is assumed, which has
to be capitalized as a residual value besides the lease receivable. Only if the
renewal or purchase option is exercised, or the cancellation option is not
exercised by the lessee, does a transfer of the right of disposition, which
remained with the lessor, result. Thus, a reduction of the residual value
receivable and the receivable of formerly optional payments become effective
(IASC, 2000, 11.7-11.8).

According to the financial components approach capitalization of contingent
rental payments by the lessor should be also done similarly to the capitalization
by the lessee, depending on the parameters applied to the lease payments. In the
opinion of the G4+1 working group, lease payments, which depend on the use
and therefore can be avoided by the lessee, have to be capitalized in accordance
with their economic content in the same way as extension options. On the basis
of the assumed preventability, these contingent rental payments must not be
considered as part of the minimum lease payments and as a benchmark for the
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lease obligation of the lessor. Only at the time of the actual extension that is
compensated by the non-contingent rental payments, should it be recorded as
affecting the net income (IASC, 2000, 11.9-11.10). If, through the additional
usage of the leased item, the fair value of the right of disposal, retained by the
lessor, is reduced in comparison to the evaluation at the beginning of the lease
contract, the residual value has to be capitalized and recognized as an expense
(IASC, 2000, 11.10, 12.27). If the contingent rental payments depend on the
success of the usage of the leased item, or on other external parameters which
cannot be influenced by the lessee, these variable rental payments have to be
included as part of the minimum payment and in the valuation of the receivable
by the lessor. In doing so, the fair value of profit-based lease payments has to be
determined as best as possible through comparison with similar lease agreements
without contingent rental payments and the fair value of the lease payments,
which are tied to external parameters (IASC, 2000, 11.11-11.17). If, during the
contract period, the valuation of the lease receivable changes in comparison to
the evaluation made at the beginning of the contract, the necessary re-
measurement of the receivable has to be carried out by the lessor in relation to
his income statement (IASC, 2000, 12.21).

If the contract parties agreed on a residual value guarantee, the lessee commits
himself to the payment of the difference between the guarantee amount and the
amount of the sales proceeds at the end of the contract period. The lessor has to
consider this agreed residual value guarantee in the evaluation of the expected
residual value (IASC, 2000, 9.15-9.18). A separate recognition of the residual
value guarantee in the amount of the expected utilization and the non-guaranteed
part of the expected residual value is not considered by the reform proposals.
However, the components of the expected residual value have to be explained
additionally (IASC, 2000, 9.17). This joint recognition leads to a simplification
of the overall position of the following evaluations because the value decreases
of the expected residual value are compensated by the value increases of the
residual value guarantee, and thus, the overall position is not subject to changes
of the value. This applies if the residual value guarantee corresponds to the
residual value expected at the beginning of the contract (IASC, 2000, 9.16). If
the lessee guarantees a significantly higher value than the expected residual
value at the beginning of the lease agreement, the amount above the guarantee
has to be considered in accordance with the economic content as part of the
minimum lease payments and thus, with increased support (IASC, 2000, 9.19).

In summary, it can be stated that by following the financial components
approach the capitalization by the lessor is done symmetrically to the proposed
capitalization by the lessee. Contrary to the currently valid lease capitalization
regulations, this should be guaranteed especially through the identical definition
of the minimum-lease payments by both parties. The lessor and the lessee have
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been declaring their respective right of disposition positions, whereby reference
is always made to the unavoidable payments of the lessee.

4.2.4. Evaluation of the Information Transmission

The decision relevance of the reporting, in accordance with the financial
components approach appears through the impact of all lease agreements on the
lessee’s balance sheet and through the standardization of the lease capitalization
(with the help of the capitalization of the respective right of disposition-position
of the contract parties). However, due to the omission of optional time periods
and usage-based lease payments within the central evaluation benchmark of the
minimum lease payments, the full transmission of information is restricted. In
this context, an increased consideration for the probability with regards to the
capitalization is due. The capitalization of the rights of disposal enables the
capitalization of the continuous transfer from a short-term utility lease to a lease
that is similar to a purchase, which corresponds with the economic approach
(substance over form). However, this will increase the significance of the
distinction between short-term and balance sheet effective lease agreements and
pure rent contracts, which remain neutral in the balance sheets, which has not yet
been discussed sufficiently. The liability is basically guaranteed by the
standardization of the lease capitalization. To increase clarity, additional
reporting is recommended, especially regarding the type of capitalized asset.

Reliable reporting, however, is only limited. Especially the separate evaluation
of those lease contract components that go beyond the central right of use, which
has to be done in accordance with the reform proposals, leads to numerous
differences regarding the characterizations. As part of a possible further
development of the financial components approach, additional reporting about
the completed evaluations and applied premise should be made more precise. It
becomes obvious that capitalization in accordance with the financial components
approach basically leads to a decision-relevant transmission of information
regarding the lease agreement. The numerous possible characterizations due to
the increased complexity of the evaluation, however, result in a lack of
reliability, and thus the decision usefulness of the suggested capitalization of
leases is reduced significantly.

4.3. Whole Asset Approach
4.3.1. Capitalization of Leases

The concept of the whole asset approach — as does the financial components
approach — goes beyond the basic principles of the currently valid lease
capitalization according to the International GAAP and the US GAAP, because
the leased items are no longer classified on the basis of the allocation of the
rewards and risks either to the lessee or to the lessor. In contrast to the financial
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components approach, no rights of use but always the whole leased item should
be capitalized, regardless of the contract term and independent from the
classification of the rewards and risks connected with the leased item. Following
this standardization of lease capitalization, the classification of contracts will not
be needed any longer.

Especially the US specialist literature promotes the whole asset approach. This is
based on the fundamental assumption that the lessee controls the leased item
during the contract term in its entirety, and not only a part of the transferred
rights of disposal (Monson, 2001, p. 277). According to this assumption the
capitalized amount of the entire leased item during the contract term is deducted
— based on the fiction of an externally financed purchase. Consequently, the
leased item should be capitalized at the beginning of the lease agreement —
which is the assumed time of the purchase of the entire leased item — by the
lessee at its fair value. The corresponding overall obligation of the lessee in
accordance with the whole asset approach results from the payment obligation of
the rental payments during the contract term and from the obligation to return
the leased item at the end of the contract term (Monson, 2001, p. 277). The
relationship between these two obligations, which have to be capitalized by the
lessee, reflects fundamentally the relationship between the contract term of the
lease contract and the economic life of the leased item.

The basic economic concept of the whole asset approach is based on the actual
production process where always entire assets are used, and not only on a
fraction or a related right of use. Therefore, the productive asset available to an
enterprise should be reported in its entirety in the balance sheet, independent
from the financing method (Monson, 2001, p. 283). The proposed capitalization,
which corresponds to the purchase of the entire leased item, will lead to a
leveling of the differences between temporary leases and temporally unlimited
legal ownership. This undifferentiated observation has to be considered critically
because especially the right of disposition-position of the lessee differs
significantly from the position of legal ownership. While the lessee holds only a
regular and only limited right of use and can only dispose of the leased item in a
limited way, the legal owner holds basically all rights of disposal and thus, he
has many more alternatives regarding his decision, e.g. the sale of the asset
(IASC 2000, 3.20). Distinguishing lease agreements and classic lease contracts
goes beyond the problems discussed here.

When following the whole asset approach, the lessee capitalizes the leased item
at the beginning of the lease agreement at its fair value and a corresponding
liability, which consists of the obligation to pay the agreed rental payments and
to return the leased item at the end of the contract term. Thus, the first approach
follows the assumption of a purchase of the entire leased item by outside
financing. In contrast to the currently valid capitalization of finance leases,
which basically also follows the concept of a purchase, according to the whole
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asset approach, the leased item is not only set at the agreed minimum rental
payments at the lessee, but also at the amount of the fair value. The contract
components that go beyond the actual right of use are implicitly considered by
the capitalization of the leased item at its fair value.

The liability has to be reduced by the amount of amortization part and by
considering the effective interest method until the end of the contract term. In
doing so, the incremental borrowing rate of the lessee has to be applied, which is
comparable to an outside financing with a similar contract term (Monson, 2001,
p- 281). According to the whole asset approach, the liability should correspond
with the book value of the leased item at the end of the contract term. Specialist
literature suggests tying the depreciation of the leased item to the development
of the liability, in order to guarantee this objective (Sigloch, 2006, pp. 420-421).
Following this suggestion, the leased item should be depreciated regularly and
independently from the actual utility. Since the liability is amortized by the
agreed lease payments of the lessee at the end of the lease agreement, the
remaining liability can be interpreted as being the return of the leased item. At
the end of the contract term or at the time of returning the leased item to the
lessor, the residual value of the leased item has to be closed out without effect
(Fiilbier et al., 2005, p. 283). After the transfer of the leased item the lessor has a
receivable to the contractually agreed rental payments and to the return of the
leased item at the end of the contract term.

4.3.2. Critical Evaluation

Following the suggested concept, the decision relevance of the reporting is
rather restricted. The capitalization of the leased item at its fair value, regardless
of the contract term, suggests incorrect future payment flows during the whole
economic life of the leased item. This results in a systematic over valuation of
the asset that has to be capitalized and of the corresponding liability at the
lessee’s side. From the perspective of the necessary economic approach
(substance over form) the missing differentiation between the temporary limited
lease and a purchase of the entire leased item with outside financing has to be
criticized. Furthermore, the problematic distinction of lease agreements and
rental contracts has to be discussed. The inter-company comparability is enabled
in principle by the standardization of the lease capitalization. The transmission
of information appears fundamentally reliable. Due to the standardized
capitalization of a leased item, based on the marketability of the leased item that
has to be evaluated, the neutral transmission of information is assured. Until
now, only the basic outline of the whole asset approach has been developed
detailed regulations, especially regarding the reporting, are not yet known
conclusively. Thus, a final evaluation and verifiability are not possible at this
time.
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In summary, it has to be stated that the reporting of the whole asset approach on
the side of the lessee has obvious flaws regarding the decision relevance, and
thus, the decision usefulness of the transmitted information is significantly
limited.

4.4. Critical Comparison of the Discussed Concepts

As a preparation for the comparison of the decision usefulness of the concepts of
the transmitted information regarding the capitalization of leases discussed so
far, the respective basic concepts will be outlined at the start. The basic
assumption of the risk and reward approach of the currently valid lease
capitalization is based on the different participation of the contract parties with
regard to the rewards and risks in connection with the leased item, and in the
fundamental indivisibility of the economic ownership of an asset. Therefore all
lease agreements based on the division of rewards and risks should be
distinguished into lease agreements, which, on the one hand, are similar to a
purchase, and on the other hand, those which are similar to classic rental
contracts. Then the capitalization of the lease agreement always follows the
assumed purpose. In the case of a finance lease the lessee capitalizes the leased
item regularly at the present value of the minimum lease installment as fictional
purchase costs, while operating leases remain balance-neutral (all or nothing
approach). In contrast, the lessor capitalizes either a lease obligation in the
amount of the net investment value or the leased item that remains with him.

The financial components approach is based on the assumption that individual
rights of disposition in relation to the leased item are separated from the legal
ownership of the lessor and are transferred to the lessee. Consequently, the
lessee always capitalizes the economic resources under his control with his
rights of disposition and recognizes the lease liability that results from the
payment obligation. In contrast, the lessor capitalizes the claim to the
contractually agreed lease payments and, on a regular basis, the remaining right
of use after the contract term.

In contrast, according to the basic concept of the whole asset approach the lessee
controls the leased item during the contract term in its entirety. Thus, the lessee
includes the leased item in its entirety as a tangible asset and a liability, which
consists of the obligation to pay the lease installments and the return of the
leased item at the end of the contract period. The lessor capitalizes his receivable
to the agreed lease payments and to the return of the leased item.

On the basis of the presented discussion and the concepts of the capitalization of
leases that have been analyzed so far, the following section will directly compare
the decision usefulness of the respective transmitted information. For that
purpose, first the decision relevance and then the reliability of the information
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that is transmitted by the three capitalization concepts, will be compared.
Regarding the evaluation it should be stated that neither for the financial
components approach model nor for the whole asset approach a set of
regulations has been developed that goes beyond the concepts.

As it has been stated, the decision relevance of the information transmitted by
the currently valid capitalization regulations is dependent on the compulsory
classifications of contracts, either as a finance lease or an operating lease,
especially regarding the lessee. In the case of operating lease the balance sheet
of the lessee does not provide helpful information with regards to future
payments, due to the balance neutrality of the agreement. Although there is a
basic report about finance leases in accordance with the all or nothing approach,
the completeness of the transmission of this information is seriously flawed,
especially due to the omission of all lease payments within the central measuring
benchmark of the minimum lease payments. The standardization of all lease
capitalizations, suggested by the financial components approach, will improve
the completeness of the transmitted information considerably because all leases
capitalized by the lessee, lead to the capitalization of his right of disposition and
of the corresponding liabilities. With the exception of the capitalization of assets,
the reporting of simple lease agreements, which is preferred by the G4+l
working group, is similar to the currently valid capitalization of finance leases.
However, the minimum lease payments in accordance with the reform proposal
encompass only the unavoidable payments of the lessee. Contrary to the
currently valid capitalization of leases, the exercise of favorable options is not to
be anticipated, and investors do not receive information regarding possible cash
flows in optional time periods. Optional and other contract components, which
go beyond the central right of use, are explicitly considered in the whole asset
approach, because the lessee has to capitalize the entire leased item at its fair
value regardless of the actual contract regulations. Reports about the lease
agreement are therefore “more than complete”, since the limitations of the right
of disposition that are transferred to the lessee are not taken into consideration.

Following the currently valid capitalization regulations, lease agreements are
either capitalized by following the pattern of a purchase with outside financing,
or similarly to normal rental contracts. This division into two categories of
capitalization of leases suggests an impossibly selective categorization of
tangible assets. Especially in the case of unclear content of contract, which the
contract parties are perhaps motivated to use due to their neutrality in the
capitalization, it must be questioned, whether the classification of the agreement
corresponds with the content of contract. The contrasting way of capitalization
of economically almost identical facts leads to a reporting, which does not
correspond with the economic approach (substance over form). Through the
standardization of the capitalization of leases, proposed in the financial
components approach, the standardized capitalization of the continuous

105



transition from a short-term transfer of the right of use to the long-term
agreement similar to a purchase with outside financing is made possible. Thus,
the border area between finance leases and operating leases, currently allowing
room for discretion and thus affecting the capitalization, will be eliminated.
However, the distinction of classic rental contracts, which has not yet been
sufficiently discussed, appears problematic because short-term lease agreements
will no longer be balance-neutral according to the proposal of the G4+1 working
group, and therefore they will be classified differently from normal rental
contracts. The discussion concerning the distinction between comparatively
short-term lease agreements and classic rental contracts is even more important
in the whole asset approach because in this case also short-term leases are
capitalized on the basis of the fictional concept of a purchase with outside
financing. In addition, the standardized capitalization of the entire leased item by
the lessee leads to a leveling of the economic differences between a temporary
lease and the unlimited legal ownership — which constitutes another violation of
the necessary economic approach (substance over form) in the reports.

In the currently valid capitalization of leases the standardization of the
information transmission is significantly restricted due to the interpretation and
discretion differences concerning the classification of contracts. The little inter-
company comparability is not only the result of the content and categorization of
contracts according to the International GAAP or the US GAAP, but mostly the
unavoidable consequence of the splitting the lease capitalization into two
according to the risk and reward approach. The standardization of the proposed
capitalization of leases according to the financial components approach will
increase significantly the homogeneity of the transmitted information. The
classification differences, which restrict the inter-company comparability, result
especially from the separate capitalization of agreed options and from the
determination of the minimum lease payments. Through its standardized
capitalization for all lease agreements and through the omission of lease-specific
classification differences the whole asset approach facilitates the inter-company
comparison of enterprises in comparison to the currently valid capitalization of
leases. However, the difference between the transfer of a limited right of use and
the purchase of the legal ownership, the comparison of two different ways of
acquiring the potential carrier of success, is made more difficult.

The comprehensibility of the reports on the basis of the currently valid
capitalization standards is satisfactory due to the low complexity. However,
there is a lack of guidelines regarding the explanation of the central lease
contract classification. Despite the omission of the concrete capitalization
according to the opinion expressed here the report according to the financial
components approach leads to comprehensible information for investors. Thus,
in accordance to the whole asset approach the entire leased item has to be always
capitalized by the lessee independent from the contract regulations, this concept
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lacks comprehensibility about essential contract elements without additional
information.

In summary, it becomes clear that the financial components approach has to be
evaluated as the most positive one with regard to the decision relevance because
in contrast to the two other capitalization concepts it connects the
standardization of capitalization of leases and the balance sheet impact of all
lease agreements. In addition, there is no systematic over valuation of the rights
of disposition which are transferred to the lessee.

From now on, the reliability of the information, transmitted on the basis of three
capitalization concepts discussed so far, will be compared. The currently valid
capitalization regulations basically lead to the correct and by the book
transmission of information. However, the different classification, especially
regarding the contract classification, has to be mentioned as a downside. In
contrast, the correctness of the reports according to the financial components
approach and according to the whole asset approach cannot be assessed because
so far only the two basic concepts have been developed, and no detailed
capitalization regulations, which could serve as a basis for an evaluation exist.

The neutrality of the information transmission according to the currently valid
capitalization regulations is restricted, especially due to the classification
differences regarding the contract classification. Through the all or nothing
approach the contract parties will be motivated to have the contract classification
and/or the lease contract in such a way, that it can be classified as an operating
lease and will thus enable the off balance sheet effect on the side of the lessee.
The currently valid lease regulations may give rise to biased reports. Through
the standardization of the lease capitalization in the financial components
approach and in the whole asset approach the off balance sheet configuration of
lease agreements is prevented. However, the different capitalization by
following these two concepts can motivate a tendency to design agreements as
classic rental contracts. This distinction has to be discussed thoroughly in any
further development of these basic concepts. While, in accordance with the
financial components approach, the classification differences result especially
from the separate capitalization of contract components that go beyond the
central right of use and thus can lead to biased reporting, the basic capitalization
of the entire leased item by the lessee in accordance with the whole asset
approach does not allow for any lease-specific classification differences.

The currently valid capitalization regulations lack sufficient verifiability of the
transmitted information due to insufficient reporting. Especially the obligation to
disclose and explain subjective evaluations with regards to the contract
classification should help establish a minimum of objectivity of the accounting
data. For the verifiability of the capitalization according to the financial
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components approach and/or the whole asset approach some additional reporting
about the use of classification differences and subjective assessments, plus
additional disclosures of essential contract regulations, would be helpful. In all
of this it has to be considered again that the two latter concepts have so far only
be developed in their basic outline, and in contrast to the currently valid
regulations a conclusive evaluation of the intended additional reporting is
therefore not possible.

With due consideration of the detailed and different levels of development of the
various capitalization concepts it has to be stated that the reliability of the
information transmission according to the financial components approach, which
has to be assessed as the most positive with regard to the decision relevance, is
the particular reason for the restricted valuation of individual contract
components. In contrast, reporting according to the whole asset approach, due to
the absence of a lease-specific classification differences, leads to a higher degree
of reliability. However, due to the classification differences and the division into
two the lease capitalization according to the risk and reward approach needs to
be improved from the viewpoint of reliable information transmission.

On the condition of a comprehensive revision of the original concepts, as
revealed in the discussion paper of the G4+1 working group, in the opinion
presented here the capitalization of leases on the basis of the financial
components approach has to be evaluated as the most positive one from the
viewpoint of decision usefulness. As part of any further development the
separate capitalization of contract components beyond the central right of use
should be reconsidered. In addition, guidelines for the supplementary reporting
about subjective assessments and the use of the classification differences have to
be developed.

4.5. Status of the Reform Proposals
4.5.1. Time Schedule of the Reform Project

To facilitate the later analysis of the discussion paper “Leases — Preliminary
Views”, which was published on March 19, 2009, the process of the reform
project until now will be outlined. The precondition for the current IASB/FASB
lease project was the agreement of the general convergence project for the
harmonization of the International GAAP and US GAAP in 2002, and the
convergence timetable, which was agreed in February 2006 between the IASB
and the FASB and updated in September 2008, for the two accounting systems
(FASB/IASB 2009, p. 3).

With this background the two standard setters fundamentally agreed in April

2006 on a joint lease project and on the strengthening of this project with the
help of an international working group. On July 18-21 2006 the IASB voted to

108



add a project on lease accounting to its agenda. The project was conducted
jointly with the FASB. The project will reconsider all aspects of lease
accounting and is expected to fundamentally revise the way lease contracts are
recognized in the financial statements of lessees and lessors. The Board directed
the staff to establish a working group of individuals with significant experience
and expertise in lease accounting to assist the staff and the Board with this
project (IASB, 2006, p.7). The sequence regarding the leasing project is
presented in the Figure 11.

To provide the necessary overview for the discussion of selected aspects of the
lease project and the current status of the reform project, a chronological outline
of the discussions and decisions, taken by the two standard setters, will be
presented. The fact has to be taken into consideration that the decisions taken so
far by the IASB and FASB have by no means always been identical.

Within the scope of the lease project the two standard setters’ first focus is on
the illustration of a simple, irredeemable lease agreement, and then they apply
the lessons learnt to more complex content of the contracts, which are closer to
reality at a later point in time. This strategy appears somewhat problematic since
the transfer of a capitalization model that was developed on the basis of
simplified contract conditions cannot be applied easily to agreements, which
contain unexpected complexities (Oversberg, 2007, pp. 379-380). Nevertheless,
in March 2007 the standard setters discussed which rights and obligations for the
contract parties result from a simple non-cancellable lease contract, and whether
these fulfill the current definitions of assets and liabilities in the Framework
(IASB, 2007a, p. 4).

The obligation of the lessee to return the leased item does not correspond to a
liability in the sense of the definition, because in the view of the standard setters
this does not constitute an outflow of resources. Corresponding to this, the right
of the lessor to the return of the leased item at the end of the contract term does
not fulfill the definition of an asset in the view of the two standard setters (IASB,
2007a, p. 4). Although, in the framework of the leased item, basic references to
the currently valid definitions regarding assets and liabilities are made, possible
changes to these definitions in the course of the yet incomplete Conceptual
Framework Project have to be taken into consideration (IASB, 2007a, p. 4).
According to the view of the standard setters the revision of definitions as part of
the Conceptual Framework Project has not produced any effects on the
definition of assets and liabilities until now.
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Chronology of the IASB/FASB-Leasing project

7/2006  3/2007 6/2007  7/2008  10/2008  3/2009 8/2010 Q3/2012 Q2/2013 1/2015
1

Effective
date
(plan)

Publication
standard
(plan)

Publication
revised ED

Publication ED

Publication DP

Publication of draft DP

- Focussing on lessee

- Deduction from current capitalization of finance lease
agreements

- Evaluation of additional contract components

Evaluation of rights of use and payment obligations

- Identification of assets and liabilities
- Discussion of alternative capitalization models
- Favouring the “financial components approach”

Project start

Figure 11. Chronology of the IASB/FASB-Leasing Project
Source: compiled by the author

On the basis of the identified assets and liabilities which result from a simple
lease agreement on the side of the lessee and on the side of the lessor, the IASB
and FASB discussed various alternative basic concepts for the future of
capitalization leases in March 2007. In the course, the two standard setters
analyzed the currently valid regulations according to the International GAAP
and US GAAP, according to the financial components approach and according
to the whole asset approach from the perspective of the decision usefulness.
Besides, they also examined the executory contract model (FASB/IASB 2007b,
pp. 2—-11). In the framework of the latter concept, all lease agreements are
treated as suspended businesses during the contract term and thus are classified
as operating leases in accordance with regulations (FASB/IASB 2007b, pp. 8-9).
Therefore, in the case of the executory contract model, the balance-neutral and
thus decision-irrelevant information transmission will be transferred to all lease
agreements in accordance with the currently valid regulations for operating
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leases. With this background and with the decision of the standard setters to not
further pursue this concept, this model will not be studied any further here. In
the course of the discussions of the various capitalization models the IASB and
FASB have so far supported the further development of the financial
components approach because it leads to the capitalization of the identified
assets and liabilities. Furthermore, it guarantees the hope for equal treatment of
all lease agreements with regard to capitalization.

This preliminary decision of the two standard setters is welcome from the view
of the decision usefulness of the information transmission. As has been stated
already and discussed as part of the IASB/FASB lease project, the decision
relevance of the financial components approach has to be evaluated as the most
positive one in comparison with others. However, the analysis of the financial
components approach has shown that the limitation of the central evaluation
benchmark of the minimum lease payments to the unavoidable payments
prevents the full transmission of information, and that the separate evaluation of
individual rights of disposition restricts the reliability of the information. Against
this background a revision of the basic concept, developed by the G4+1 working
group, appears necessary.

The preliminary focusing on the capitalization model the question, whether the
lease project should include contract compilations of lease agreements for the
time being raised, which would be part of the current lease standards, or all
financial components approach transactions, and thus also, for example, service
contracts. The restriction that was passed in April 2007 by the IASB and FASB
to the already valid application scope according to the International GAAP
and/or US GAAP has to be assessed critically in principle, because many
problem areas, e.g. the differentiation of lease and service agreements, are not
considered, and the current application scope of the two valid lease standards are
by no means congruent (IASB, 2007a, p. 6). If these problem areas are not
totally excluded in the coming discussions, the adapted focusing appears
acceptable for now.

The assessment of the identified assets and liabilities so far has only been
addressed on the side of the lessee by the standard setters. Regarding the
assessment of the payment obligation by the lessee that results from the agreed
lease installments, the IASB and FASB suggested in June 2007 a preliminary
assessment in compliance with the currently valid regulations for financial
obligations (IASB, 2007¢c, p. 2). Regarding the assessment of the rights of use,
the standard setters discussed three alternative approaches, namely the basic
capitalization as an intangible asset (intangible assets approach), the
capitalization according to a newly developed model with more attention given
to the fair value (separate accounting model approach), and the capitalization
according to the type of leased item (nature of the leased item approach) (IASB,
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2007c, p. 2). While the IASB came out in favor of the “nature of the leased item
approach” in June 2007, the FASB favored an independent capitalization model
for lease-induced rights of use at that time. With this preliminary decision, the
FASB has left open the assessment of the fair value. Regarding the point in time
approach, which was also discussed (time of the contract, conclusion of the time
of the delivery/acceptance of the leased item); neither the IASB (IASB, 2007c,
p- 2) nor the FASB has come to a decision.

In July 2008 the IASB and FASB decided to leave aside the capitalization by the
lessor due to lack of time (IASB, 2008, p. 4). This was in response to the time
schedule the standard setters had agreed on, namely to have a basic draft ready
by 2011. Focusing like this will allow more attention to other ongoing projects
(e.g. the Revenue Recognition Project) (Wiistemann et al., 2008, pp. 150-153).
In addition, a new conceptual orientation of the leasing project took place. It was
agreed not to use the financial components approach for the future concept of
capitalization by the lessee, but to return to the currently valid capitalization
method for finance leases.

On the basis of these decisions, the IASB and the FASB published the
discussion paper, “Leases — Preliminary Views” on March 19, 2009. Discussion
papers have a rather conceptual character and usually contain favored
suggestions as well as those alternative capitalization suggestions that have been
rejected for the time being (Sonnemann, 1989, pp. 30-31). The deadline for
comments regarding the future of capitalization of leases was on July 17, 2009.
The next deadline for comments of the IASB and the FASB published exposure
draft (ED/2010/9) was on December 15, 2010.

4.5.2. Analysis and Assessment of the Topical Discussion Paper

The discussion paper “Leases — Preliminary Views” that was published on
March 19, 2009 focuses mostly on the future capitalization of leases and
summarizes the decisions taken so far by the IASB and the FASB (Findeisen et
al., 2009, pp. 1885-1894; Leibfried et al., 2009, pp. 408-413). The objective of
the discussion paper is the standardization of the capitalization of leases by the
lessee for all lease agreements. The future of capitalization of leases will,
however, not be directly based on the financial components approach, conceived
by the G4+1 working group, but will be derived from the currently valid
capitalization for finance leases. For this purpose the capitalization should be
modified and leases which until now have been classified as operating leases
will be transferred. In the course of the intended standardization the current
classification of lease agreements will be discarded on the basis of the risk and
reward approach. This standardization brings changes to the basic concept of the
capitalization of leases by the lessee. While until now the capitalization of
finance leases was based on the fictional purchase of the leased asset, future
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lease agreements will be interpreted as the purchase of the right of use of the
leased asset for the time of the lease term. The application scope of the lease
standards that will be developed will follow the application scopes of the
currently valid capitalization of leases. Regarding possible exceptions for certain
lease agreements, e.g. the ones with short contract periods or insignificant lease
agreements; no decision has been made so far.

According to the discussion paper, regardless of the contract details, the lessee
always has to capitalize an asset, which constitutes his right of use of the leased
item during the lease term. Thus, all lease agreements will be reported in the
balance sheet and the former and current all or nothing approaches will be
renounced. The asset that results from the lease agreement has to be recognized
at the present value for the lease payments (IASB, 2009b, 3.26). The lessee has
to report also the liability that results from the obligation to perform as part of
the first evaluation in the amount of the discounted lease payments. The
discounting of the lease payments should always follow the incremental
borrowing rate of the lessee because in the opinion of the standard setters the
waiver of the obligatory (until now) determination of the interest rate that is the
basis of the lease agreement will simplify the lease capitalization significantly
(IASB, 2009b, 4.17)

The lease payments will continue to be the central value of measure of
capitalization of leases. Contrary to the capitalization according to the financial
components approach which was favored for some time by the standard setters,
the agreed option for the extension or cancellation should not be capitalized as
separate assets. Instead they should be considered in the determination of the
contract term, which affects the lease payments (IASB, 2009b, 6.8). Two
standard setters have decided for the time being that the lessee should determine
the expected total time of use through his best possible estimation (IASB, 2009b,
6.36). The future regulations of capitalization of leases will probably abandon
the likelihood of favorable options, which are part of the current regulations. The
two standard setters suggest (as the method for the best possible estimation) the
determination of the likely contract period without consideration for the
likelihood of individual alternatives. Until the publication of the discussion
paper the method of the best possible estimation was disputed between the two
standard setters, because the IASB had also considered the determination of the
lease term on the basis of the probability-proposed best possible estimation. For
the determination of the likely lease term, the standard setters will present a
catalogue with criteria, which will include contractual, non-contractual financial
and business factors and also lessee specific factors (IASB, 2009b, 6.39.—6.41).
The possible need of adapting the lease term has to be checked at each reporting
date on the basis of any new facts or circumstances (IASB, 2009b, 6.47).
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According to the discussion paper, contingent rental payments have to be always
considered as part of the lease payments (IASB, 2009b, 7.11). In the case of
deviation from the financial components approach, all contingent rental
payments, regardless of their related parameters, should be reported in the
balance sheet as part of the first evaluation. The contingent rental payments
should be determined through the best possible estimation in the same way as
the lease term. While the IASB has opted for (for now) the determination of the
contingent rental payments by using the probability-weighted estimation, the
FASB favors the determination of the likely value without consideration for the
probability of individual alternatives for action (IASB, 2009b, 7.20.-7.21).

Regarding the capitalization of agreed residual value guarantees the two
standard setters have decided for the time being not to include them in the
guaranteed maximum amount of payments, but in correspondence with the
determination of the contingent rental payments and the lease term in the amount
of the best possible estimation (IASB, 2009b, 7.46).

While the FASB favors the determination of the most likely value without
considering individual alternatives, the IASB supports the determination with
the help of probability-proposed estimations (IASB, 2009b, 7.48). The lease
payments, which due to their determination can be identified as expected lease
payments, remain the central valuation standard for the capitalization of leases
even after the discussion paper. However, it differs significantly from the
currently valid capitalization of leases as well as from the financial components
approach. The asset that has to be capitalized in the amount of the present value
of the expected lease payments by the lessee has to be presented in the balance
sheet on the basis of the nature of the leased item. The discussion paper
proposes, in addition, that the leased asset is significantly different from an
owned asset and should be presented separately from owned assets (IASB,
20090, 8.16).

Regarding the subsequent measurement of the asset, the two standard setters
suggest that a lessee should subsequently measure the asset on an amortized cost
basis (IASB, 2009b, 5.42). The capitalized asset has to be amortized similarly to
the valid leasing standards during the shorter of the two time periods — lease
term and/or economic life of the leased asset (IASB, 2009b, 5.40).

In summary, it can be stated that the proposed capitalization by the lessee is
based on the economic comparability of the use on the basis of the lease
agreement and the use of a purchased asset. The type of the leased asset is taken
into consideration. Due to the focus of the future capitalization by the lessee, the
future capitalization by the lessor will not be addressed in detail in the discussion
paper. The two standard setters discuss especially various possibilities of the
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transfer of the proposed capitalization from the lessee to the lessor (IASB,
2009b, 10.5).

4.5.3. Characterization of the Decision Relevance

The proposed standardization of the capitalization of leases by the lessee by
means of capitalization of the right of use in the amount of the expected lease
payments and the ensuing balance sheet impact effectiveness of all lease
agreements has to be assessed positively due to its completeness. The inclusion
of all contingent rental payments constitutes a significant improvement to the
currently valid capitalization of finance leases and the financial components
approach due to the complete transmission of information. Essentially, the
concept that is the basis of the draft, suggests that all contract details be included
in the evaluation of the purchased right of use. From the perspective of the
completeness of content, this basic principle should be supported. However, this
principle is violated by the best possible estimation of the expected lease term,
because the two standard setters suggest the determination of the expected lease
term without considering the likelihood of individual action alternatives. On the
basis of a probability-proposed best possible estimation, investors would not
receive important information regarding the duration of the lease contract and
the expected lease payments for the assessment of future payments during the
optional time periods. The currently valid capitalization regulations for finance
leases provide this information also in incomplete form because only lease
payments in the optional time period of favorable extension options have to be
capitalized. According to the financial components approach, even the exercise
of favorable options is not anticipated, and thus the completeness of reporting is
impaired.

However, the two standard setters do not yet agree regarding the method for the
best possible estimation of contingent rental payments and the expected
utilization of residual value guarantees. This is so because both the waiver of
considering the likelihood of individual action alternatives and the probability-
proposed best possible estimation are considered. From the view of the
completeness of the transmitted information the probability-proposed best
possible estimation should be given preference in the further development of the
discussion paper because all action alternatives are included in the evaluation,
and thus, the report would not just be about the most likely scenario.

The standardization of the capitalization the single right of use by the lessee as
proposed in the draft on hand is to be supported from the economic approach
viewpoint (substance over form). The reason for that is analogous to the
financial components approach, the capitalization of the continuous transition
from a short-term term of a right of use to an agreement, similar to a purchase
with outside financing, is made possible. Due to the balance sheet impact of
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even short-term lease agreements, the discussion on the distinctions of classic
rental contracts is still unresearched, and which remain un-reflected in the
balance sheet, appears to be an urgent matter. Thus, from the economic approach
perspective no changes come about regarding the financial components approach
and the sole transfer of wvalid regulations for finance leases to all lease
agreements.

Despite the standardization of the capitalization of leases by the lessee through
the capitalization of rights of use, the comparability of reports will be restricted
in accordance with the discussion paper due to the proposed best possible
estimation of the lease contract term and due to the contingent rental payments.
The results in determining the expected lease payments will avoid a proper
comparison of enterprises through the capitalization of leases. The consistency
of the proposed reporting cannot be conclusively assessed due to the conceptual
character of the discussion paper. However, in the process of the planned
integration into the current accounting systems it can be assumed that the
proposed capitalization will lead to a continuous transmission of information.

The proposed basic capitalization of the right of use by the lessee in principle
results in reports that are comprehensible for investors. However, in addition, the
setting of the expected lease payments and the best possible estimation of the
lease contract period have to be discussed thoroughly. The line of arguments by
FASB and IASB, which dismisses the probability-proposed estimation of the
lease term and the contingent rental payments due to their limited
comprehensibility, is not acceptable. If the most likely value, which has to be
always used, in accordance to the discussion paper, does not change from the
time of its first capitalization, the development of the underlying probability is
not reported about. This kind of imprecise transmission of information is not in
the interest of investors. The proposed updated evaluation in the discussion
paper in accordance with the valid regulations for finance leases has to be
supported because they do not contain any leasing-specific exceptions, but are
geared towards standards for purchased assets. Consequently, the right of use
that results from the lease agreement has to be reported in the same balance
sheet position, which the leased asset itself would be reported because a leased
asset remains an asset regardless of the actual use. In addition, the clarity of the
reports will be improved through the categorization into leased and purchased
assets in their respective balance sheet positions.

Regarding the decision relevance of the transmitted information on the basis of
the discussion paper draft on hand, it shall be stated that the standardized
capitalization of assets for all lease agreements in the amount of the expected
lease payments will especially improve the completeness of the information
transmission in comparison to the financial components approach and the
current capitalization of finance leases.
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Due to the conceptual character of the discussion paper, which does not contain
a holistic overall regulation for a possible future capitalization of leases by the
lessee, but also discusses various and temporary decisions by the two standard
setters, no conclusive opinion can be expressed on whether the concepts fulfill
the additional condition of correctness in the sense of an information
transmission in accordance with the regulations. However, from the lack of
unambiguous accounting regulations until now it cannot be concluded that from
the implementation of the capitalization concept no guideline that would serve
the accuracy would result. Especially in the context of neutrality with regards to
the best possible estimation of the lease contract term and the contingent rental
payments, which require the development of precise capitalization regulations
has to be discussed.

Since investors need neutral information for open and unbiased predictions of
future cash flows, the vulnerability of the concept proposed in the discussion
paper with regard to arbitrary influences by the decision makers of capitalization
has to be checked. Following the basic concept of the lease, the lessee acquires a
single right of use for the expected contract term, and thus he has to capitalize
the expected lease payments. In the process, freedom for the decision makers of
capitalization arises, especially regarding the determination of the expected
contract period and the expected payments from contingent rental installments.
The effects of these unavoidable depictions of freedom vary with the methods of
the best possible estimations, which were discussed by the two standard setters.
The determination of the likely period, which is favored by both standard setters,
without considering the likelihood of individual action alternatives can have the
result that even smallest changes of the estimated likelihood by the decision
makers of capitalization, have significant results in the reporting. Since the
likelihood of single events will always remain subjective, the advantage of the
probability-proposed best possible estimation is to keep the effects of
unavoidable subjective reporting as low as possible.

In contrast to the regulations of finance leases more opportunities from reporting
in accordance with the discussion paper because the expected payments from the
contingent lease installments have to be included in the evaluation of assets and
liabilities. Due to turning away from the all or nothing approach the unavoidable
freedom of decisions cannot be used for an off balance sheet construction by the
decision makers of capitalization.

In order for investors to be able to see the use of unavoidable depiction leeway,
extensive guidelines for the additional reporting have to be created in the further
development of the discussion paper. Regarding the method of the best possible
estimation the probability-proposed estimation has to be preferred. Due to its
comparatively small effects on the evaluation of assets and liabilities, the
decision makers of capitalization will have less motivation towards purposeful
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actions. The action alternatives, considered as part of the probability-proposed
estimation, and their assumed probability of occurrence will have to be
explained in addition. Nevertheless, the neutral transmission of information, as a
result of the depiction leeway contained in the discussion paper, has not yet been
assured.

In addition the verifiability of the reporting according to the discussion paper
cannot be assessed due to its rather conceptual character. To enable investors to
check the congruency of the facts and their possibilities for capitalization, the
subjective estimations of the decision makers of capitalization have to be
explained. Especially the explanation of the assumed likelihood of the various
action alternatives can contribute to verifiable capitalization. The additional
reporting has to go significantly beyond the currently mandatory explanations of
lease agreements.

4.5.4. Interim Summary and Outlook

The decision relevance of the capitalization by the lessee according to the
discussion paper basically exists due to the balance sheet impact effectiveness of
all lease agreements and due to the capitalization of the right of use that is
transferred to the lessee. The inclusion of all expected payments from the
contingent lease installments during the expected contract period leads to the
complete transmission of information contrary to the financial components
approach and the sole transfer of current regulations of the finance lease. The
inter-company comparability is restricted by the freedom to decide that results
from the determination of the expected lease payments. The best possible
estimation of the lease payments should be made probability-proposed, because
all action alternatives will be included in the evaluation and the corresponding
information transmission appears more precise in comparison to the likely value.
Through the adoption of the valid regulations for the subsequent measurement of
the finance leases and through the inclusion of the right of use in the same
balance sheet position, where the leased item itself would be reported, the
capitalization according to the discussion paper leads to comprehensible
information transmission.

The reliability of reporting has improved significantly in comparison to the
financial components approach and the currently valid capitalization methods for
finance leases. The central importance of the expected lease payments leads to
freedom of decisions with regard to the regulations for the expected contract
period and the contingent rental payments. Through the determination on the
basis of the probability-proposed estimation, the subjectivity of likelihoods
cannot be avoided, but the effects on the capitalization could be limited. The
capitalization of the expected lease payments requires, in every case, a
comprehensive additional reporting about the necessary estimations.
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In summary, it can be stated that the discussion paper in principle leads to a
decision-relevant entity report of the lessee. On the basis of the concept that the
expected lease payments will serve as the central valuation standard, as proposed
in the lease project of the IASB/FASB, significant improvements with regard to
the decision relevance can be expected. It should however be added that the two
standard setters have not yet reached a final agreement in various areas. The
implementation of the recommendations would increase the decision relevance
and reliability significantly.

In principle, it should be emphasized that the standard setters recognize the
urgent need for reforms of the current capitalization of leases and that they seek
to bring a fundamental change to the capitalization of leases with this project.
The analysis of the currently available discussion paper shows that the
deliberations regarding the capitalization of leases by the lessee are likely to lead
to an increase in the decision usefulness regarding the reporting for investors, in
contrast to the former and current capitalization of leases and in contrast to
alternative concepts. The pragmatic new direction that was decided in July 2008
for the project — the tentative switch from the further development of the
financial components approach to the continued development of the currently
valid concepts for the capitalization of finance leases — appears to help also in
reaching the objectives. A thorough analysis shows that the financial
components approach and the current model for the capitalization of finance
leases differ only in their respective basic assumption after the purchase of the
rights of disposal and/or the purchase of the leased item. Thus only a slight
adjustment of the project was applied. The changed basic direction only results
in a different disclosure because by following the current regulations for finance
leases — and despite the fictional purchase of the leased item — the lessee even
now sets the capitalized leased asset only in the amount of the present value of
the minimum lease payment. If an identical measure of value is applied to the
lease payments, basically the same transmission of information would result
from the two capitalization concepts. Only the need, discussed by the G4+1
working group, for the separate capitalization of options is an exception, which
has to be criticized anyway due to its restricted reliability.

The detailed implementation of the central valuation standard of the expected
lease payments is decisive for the transmission of basic decision useful
information on the basis of the discussion paper. A focus on the probability-
proposed best possible estimation of the expected contract period and on the
corresponding expected lease payments is recommended. This method should be
strictly mandatory for all estimations because it will limit the effects of the
unavoidable subjectivity of likelihood on the balance sheet. In the same way,
probability-proposed best estimations should be mandatory for the determination
of the expected lease payments and the expected utilization of residual value
guarantees. The proposal of the IASB should be followed here. Determining the
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probability of the various action alternatives that are included needs a detailed
explanation.

The decision by the two standard setters in January 2009 to include the future of
the capitalization by the lessor in the discussion paper is to be supported in
principle, although the need for reforms of the current lessor balance regulations
is not that urgent, and the influence of other reform project has to be taken into
consideration (IASB 2009a). Moreover, the capitalization regulations for the
lessor concern much fewer than the ones for lessees. The early harmonization of
the lessee and lessor capitalization has to be endorsed otherwise there would be a
danger that the two lease contract parties would have to depict identical facts
according to completely different basic concepts despite an identical information
basis. This would limit the comparability immensely. In the discussion paper the
capitalization by the lessee is only addressed at a highly abstract level.
Furthermore, the two standard setters have not yet made a decision with regard
to the capitalization by the lessor.

In the future, the capitalization of the expected lease payments by the lessor,
which the lessor can expect to receive during the probability-proposed estimated
contract period, should be of central importance. In the course of the contract
term, the lease payments, expected by the lessee and the lessor, would become
gradually closer, due to the lower uncertainty, while at the beginning they would
differ due to the subjectivity of the likelihood. The conclusive assessment of the
possible future capitalization of leases by the lessee is not possible at this
moment, especially because the necessary additional reporting to guarantee the
reliability of the information transmission has not yet been addressed. It can be
expected that the standard draft (ED), which will be developed on the basis of
the discussion paper and by considering the statements that were received until
July 19, 2009, will deviate significantly from the conceptual discussion paper.
Until the publication of the standard draft (ED) the IASB and the FASB intend
to develop one unified opinion (IASB 2009b).

In light of these common objectives, the standard setters have analyzed problem
areas of the lease capitalization during the commenting period, which so far have
not been addressed. For example, in June 2009 the transition rules for the
application of the new lease standard were discussed, which from the present
perspective are very significant due to the expected change of paradigms. The
standard setters have reached a preliminary decision that lessees have to set all
leasing agreements, which exist at the time of the transition, at the present value
of the expected lease payments (IASB 2009c¢ p. 4). The proposed basic standar-
dization of the lease capitalization through the capitalization of the expected
rental payments would thus not only be mandatory for lease agreements, which
were concluded after the date of the implementation.
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The interested public could in the meantime use the opportunity to comment and
influence the process of setting the standards for the future of capitalization of
leases. In September 2009 the duly received comments were analyzed.
Approximately one third of the 290 comments received rejected the proposed
basic concept in the discussion paper (IASB/FASB 2009, 2, 8). Numerous
supporters of the basic concept criticized the complexity of the capitalization of
contingent rental payments and optional contract elements that were presented in
the discussion paper.

When the received comments are considered, a clear development of the future
regulations that are proposed in the discussion paper can be expected with regard
to the planned standard draft (ED) in 2010. It remains to be seen whether the
future regulations of the capitalization of leases will in fact contribute to an
improvement of the decision usefulness of the capitalization of leases, or
whether the potential of the concept of the expected rental payments, which
should be supported in principle, will not be used to the possible extent due to a
flawed implementation.

4.6. Conversion of the Right of Use Concept in Capitalization Leases
According to the IFRS by the ED/2010/9 “Leases”
4.6.1. Introduction

With the publication of the joint standard draft “Leases” on August 17, 2010
(ED/2010/9) the IASB and the FASB intended to create a common basis and
common regulations for lease capitalization. While the discussion paper that was
published in March 2009 by the IASB (IASB 2009b) only intended to regulate
the capitalization by the lessee, the current standard draft includes regulations
for both the lessor and the lessee. Overview of the most important changes of the
ED/2010/9 in comparison to DP/2009/1 is illustrated in Table 3.

The right of use concept that will be used in the future provides a completely
new basis for the currently valid regulations of the IAS 17. The objective of the
new concept is to provide useful information for the users of financial statements
about the amount, the timing and the uncertainties of cash flows from lease
contracts. The new regulations are not only intended for newly established lease
contracts, but also for already existing lease contracts.

The proposed changes are presented and critically evaluated hereafter. Special
attention is paid to the analysis of the effects from a balance sheet point of view
and the comparability of the regulations with the future IASB framework
concept.
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Table 3. Overview of the Most Important Changes of the ED/2010/9 in Comparison

to DP/2009/1

DP/2009/1

ED/2010/9

Application fields

Two possible approaches

were introduced:

[ Taking over from existing
regulations (IAS 17 or SFAS 13)
O Completely new reorientation

[0 Orientation on the
application fields of

IAS 17 and SFAS 13

O Clarifying differences
between both standards

Object of the regulation

[ Capitalization by the lessee
[ Initial considerations
regarding the capitalization by
the lessor

[J Final rules for the
Capitalization by the lessee
and lessor

Short-term lease contracts

O Inclusion of short-term lease
contracts (max. 12 months) or
exception from the application
field?

O Simplified inclusion

Identification in the Performance
Obligation Approach on the side
of the lessor

Gross disclosure:

[0 Assets leased + Lease
receivables

[ Lease liabilities

O Capitalized as asset or
liability net position from the
capitalizing of the leased
item, receivables and
liabilities

Discounting rate for determining
the lease obligation

O Incremental borrowing rate of
interest of the lessee

Right of choice:

O Incremental borrowing
rate of lessee or

[0 Effective interest rate of
the lease contract

Adopting the discounting rate in
the subsequent evaluation

[ No final position of
IASB/FASB

[ No adaptation (exception:

contingent rental instalments

which depends on a reference
interest rate)

Subsequent evaluation of the
right of use of the lessee

[0 Subsequent evaluation of
amortized acquisition costs

Right of choice:

O Subsequent evaluation of
amortized acquisition cost

O New evaluation at fair
value permitted, if all other
property assets are newly
evaluated as part of the
properties in accordance with
IAS 16 at their fair value

Depreciation of the right of use
on the side of the lessee

[ No final position of
IASB/FASB

O Depreciation according to
IAS 16 (depreciation of
property assets)

Dealing with purchasing options

[0 Same treatment

as with the option

to renew the lease

[ Exercise price at cash value of
the leasing payment has to be
considered when the liability is
determined

O No consideration of
acquisition prices of a
purchasing option

Source: compiled by the author
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4.6.2. The Standard Draft “Leases”

Changes of basic capitalization principles of leases. According to the
currently valid IAS 17, leased items always have to be capitalized by the
beneficial (economic) owner. While the legal ownership of a specific leased item
is usually attributed to the lessor, the beneficial owner in accordance with
IAS 17.7 has to be established under the application of the risk and reward
approach. Commonly applied evaluation instruments are, in particular, the
existence of a bargain purchase option test (IAS 17.10b), the economic life time
test (IAS 17.10c) and the recovery of investment test (IAS 17.10d). If one of
these three evaluation instruments shows a positive result, we talk about a
finance lease, in which case the leased item has to be fully capitalized by the
lessee. If this is not the case, the leased item remains completely in the balance
sheet of the lessor (operating lease).

This basic concept, which does not permit allocate the leased item between the
lessee and the lessor, is relinquished in the presented standard draft. In future,
the lessee fundamentally will have a right-of-use asset for the leased item and an
obligation to capitalize the rental payments. In the future, for the lessor the
capitalization will depend on whether significant rewards and risks in connection
with the leased item remain with him. If this is the case, the lessor cannot write
off the leased asset. If all relevant rewards and risks are transferred to the lessee,
only a residual value in the amount of the remaining rights to the leased asset
remains on the balance sheet of the lessor. The standard draft only assumes a
complete transfer of the beneficial ownership to the lessee if the legal ownership
of the leased asset is also automatically transferred to the lessee at the end of the
agreed lease term, or if a bargain purchase option exists. In this case, the lease
contract is considered a sales transaction.

Application field. Fundamentally, the regulations of the standard draft should
be applied to all lease contracts, including the lease of right-of-use assets in sub-
lease contracts. The only exceptions where the standard draft is not applied are
the following (ED/2010/9 5, 7, 8):
e intangible assets (see also IAS 38 Intangible Assets),
e exploration of minerals and fossil energy sources (see also IAS 6 Ex-
ploration for and Evaluation of Mineral Resources),
e regarding biological assets (see also IAS 41 Agriculture),
e suspended situations from which a loss is expected (see also IAS 37 Pro-
visions, Contingent Liabilities and Contingent Assets),
e investments in real estate, which according to IAS 40 Investment Pro-
perty have to be valued at their fair value,
e in cases of an almost complete transfer of the opportunities and risks to
the lessee and
e after the purchasing option is exercised by the lessee.

123



The nearly complete transfer of rewards and risks to the lessee is given in cases
when, for example, the legal ownership is automatically transferred to the lessee
at the end of the contract period, or if a bargain purchases option in the form of a
very bargain price is offered to the lessee (ED/2010/9 B10). In such cases, the
lease contract is considered as a sales transaction of the leased item, which then
has to be evaluated by applying the general regulations for the purchase and/or
sale of property assets. For contracts, which contain both a leasing and a service
component, these two components have to be separated if they are
distinguishable. The service component then has to be capitalized in accordance
with the ED/2010/9 Revenue from Contracts with Customers.

4.6.3. Capitalization by the Lessee

At the beginning of the lease term, the lessee, in accordance with the ED/2010/9
10, has to capitalize a right-of-use asset as the leased asset and a liability for the
rental payments (see Table 4). In the statement of comprehensive income, the
following positions have to be recorded (ED/2010/9 11):

a) interest expenses for the lease liabilities,

b) amortization on the right-of-use asset,

¢) revaluation gains and losses,

d) changes that result from the new valuation of the lease liability
e) impairment losses on a right-of-use asset.

The lease obligation has to be capitalized at the beginning of the lease term in
accordance with the ED/2010/9 12a in the amount of the discounted lease
payments. The discounting method has to be carried out by applying the
incremental borrowing rate of interest of the lessee, or, if it can be established,
with the interest rate used by the lessor for calculating the rental installments.
Only rental installments that will occur with a higher probability than 50% have
to be taken into consideration. If the contract has a flexible duration period with
an extension option, the probability of it being exercised has to be evaluated for
each option. An exercise price for a purchasing option must not be included in
the installments. The right-of-use asset has to be capitalized in the amount of the
lease liability plus any other initial direct costs incurred by the lessee
(ED/2010/9 12b).

During the lease term, the lease liability has to be measured at the amortized cost
and at the effective interest rate method, unless a new valuation becomes
necessary on the basis of a new assessment of the lease term and the contingent
rentals (ED/2010/9 16a in connection with 17). The amortization of the right-of-
use asset takes place during the lease term or over the life of the leased item by
using IAS 38 (ED/2010/9 20).
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According to the ED/2010/9 25, the lease liability has to be separated from other
financial liabilities on the balance sheet. In the same way, the right-of-use asset
as if they were tangible assets within tangible assets but separately from other
tangible assets. The amortization and interest expenses from lease contracts have
to be declared in one of the two — either a statement in the comprehensive
income statement or in the notes (ED/2010/9 26). In accordance with the
ED/2010/9 27 the lease payments have to be declared separately under the cash
flow from financing activities in the cash flow statement.

Table 4. Overview of Capitalization by the Lessee

Evaluation
Approach Disclosure
Initial evaluation |Subsequent evaluation
Right of use O Contract is in [ Separate within | Cash value Conditional right of
the application the tangible assets of rental choice:
field of ED [payments plus O Amortized
O Approach at direct costs acquisition cost
the beginning of (amortization during
the lease the contract period or
agreement during a shorter
leconomic ND);
regarding the
depreciation IAS 36
has to be taken into
consideration
or
[ Fair value, if all
assets are evaluated as
part of the tangible
asset according to IAS
16 at fair value;
regarding the
depreciation IAS 38
has to be taken into
consideration
Liabilities O Contract is in O Separate [ Cash value O Amortized
from future the application disclosure (separate |of rental acquisition cost under
rental field of ED from other financial [payments the application of the
[payments O Approach at liabilities) effective interest
the beginning of method
the lease
agreement

Source: compiled by the author

According to the ED/2010/9 25, the lease liability has to be separated from other
financial liabilities on the balance sheet. In the same way, the right-of-use asset
as if they were tangible assets within tangible assets but separately from other
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tangible assets. The amortization and interest expenses from lease contracts have
to be declared in one of the two — either a statement in the comprehensive
income statement or in the notes (ED/2010/9 26). In accordance with the
ED/2010/9 27 the lease payments have to be declared separately under the cash
flow from financing activities in the cash flow statement.

Example. An enterprise signs a lease contract as a lessee for the use of a
machine (average useful life: 8 years) for 6 years with an annual rental
installment of €30,000, which has to be paid at the beginning of each year. The
lease contract does not include options for extension or purchase. Maintenance
and repair costs are covered by the lessee. The internal interest rate that is
applied by the lessor is not known to the lessee. The incremental borrowing rate
of interest of the lessor is 6%. The lease liability is €156,371 and is based on the
rental installments that are discounted by the incremental borrowing rate of
interest. The value calculated on the basis of the effective interest method is
€126,371 as of December 31, 2011. The right to use the leased item also has to
be evaluated with €156,371 at the time of the start. If a straight line depreciation
of €26,062 is applied to the lease term of six years, a book value of €130,309 as
of December 31, 2011 results.

The balance sheet of the lessee therefore contains the following items on
December 31, 2011:

Right to use the leased item 130,309
Lease liabilities 126,371

In the comprehensive income statement of the lessee for the year 2011 the
following items from the lease contract have to be included:

Depreciation regarding the right to use the leased item 26,062
Interest expenses resulting from the lease contract 7.582
Loss from the leased contract 33,644

4.6.4. Capitalization by the Lessor

Choosing a method. The standard draft provides two different capitalization
methods of lease contracts for the lessor, namely the performance obligation
approach (see Table 5) and the de-recognition approach (see Table 7). The
decisive element for the use of these methods is the level of rewards and risks
that remain with the lessor with regard to the leased item and subsequent to the
termination of the lease term. If significant rewards and risks remain with the
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Table 5. Overview of Capitalization by the Lessor According to the Performance

Obligation Approach
Evaluation
Approach Disclosure Initial evaluation Subsequent
evaluation
Leased item [ General [0 According to O According to
approach criteria IAS 16 or IAS 40 IAS 16 or IAS 40
according to in connection with
framework and IAS 36
IAS 16 or IAS 40
in the case of
investment
properties
Receivables O Contract is [ Cash value of O Amortized
from lease in the lease payments acquisition costs
payments application plus direct costs by application of
field of ED the effective
O Approach at the interest method
beginning of the OoIf
lease agreement Separate necessary,
disclosure of
leased asset, new .
receivables, evaluation of
liabilities and the parameters
net balance lease't.erm,
— Disclosure of a conditional
net position as an rental
asset or liability instalments,
transfer fees
and residual
value
guarantees
O Application of
IAS 39
(depreciation in
cases of financial
assets)
Obligations O Contract is O Cash value of | O Reduction
resulting from in the rental payments according the
leave for use application economically
field of ED useful life
O Approach at the O If necessary,
beginning of the mirror image

lease agreement

adaptation to
receivables

Source: Compiled by the author

lessor, the performance obligation approach has to be applied; otherwise the de-
recognition approach has to be applied (ED/2010/9 28).

Performance obligation approach. At the beginning of the lease term, the
lessor, in accordance with the ED/2010/9 30, has a right to receive rental
payments (lease receivables) and to recognize lease liability. The leased item
must not be de-recognized. During the contract term, the following items have to
be declared in the comprehensive income statement (ED/2010/9.31):
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a) interest income from lease payments.

b) lease income in the amount of fulfilling the lease liabilities.

c¢) changes resulting from a new valuation of the lease receivables according to
ED/2010/9. 39.

d) impairment losses on the right to receive of lease receivables.

Lease income has to be declared as sales revenues if lease is part of the usual
business activity of an entity. The lease receivables and the lease liabilities have
to be capitalized at the beginning in the amount of the discounted rental
payments, plus any initial direct costs of the lessor; the interest rate that is used
by the lessor to charge the lessee has to be applied as the discounting rate
(ED/2010/9 33). The valuation of the lease receivables during the lease term is
based on the amortized cost and on the effective interest method. According to
the ED/2010/9 37b, the remaining lease liability has to be set at the amortized
cost. If it cannot be determined clearly, the lease liability has to be amortized in
straight line. The leased items, the lease receivables, the lease liabilities and the
resulting net leased asset value or net lease liability have to be recognized on the
balance sheet of the lessor (ED/2010/9 42). The interest income from lease
receivables, the lease income from the fulfillment of lease obligations and the
depreciation on the leased item in accordance with the ED/2010/9 44 have to be
declared separately from other positions in the comprehensive income statement.

Example. An enterprise in the role of the lessor acquires a machine on January
2, 2011 with an average useful life of 8 years. The acquisition cost is €200,000
(plus VAT). At the same time, the lessor concludes a lease contract with a lessee
for the use of this machine for a period of 6 years, with an annual rental payment
of €30,000. The payments have to be paid at the beginning of each year. This
lease contract does not include options for extension or purchase. Maintenance
and repair costs are covered by the lessee. The lessor expects proceeds of
€60,000 through the sale of the machine at the end of the lease term. The lessor
has to set the leased item at the beginning at the acquisition cost of €200,000. As
of December 31, 2011, the book value has to be reduced by the scheduled
depreciation of €25,000. For the evaluation of the lease receivables and the lease
liabilities, the internal interest rate of the lease agreement has to be determined.
For this, the expected series of payments has to be set up (Table 6).
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Table 6. Calculations for Expected Series of Payments

Van. 2, 2011Jan. 2, Van. 2, Van. 2, Van. 2, Van. 2, Van. 2,
2012 2013 2014 2015 2016 2017

Ucquisition |-200,000
cost

\Rental +30,000  |+30,000 [+30,000 |+30,000 |+30.000 |+30,000
ayments

\Proceeds +60,000
from sale
Total 170,000 +30,000 [+30,000 |+30,000 |+30,000 |+30,000 |+60,000
amount

Source: compileb by the author

The internal interest rate for this payment series is 5.77%. To determine the lease
receivables and the lease liability, the six rental payments of €30,000 each have
to be discounted with the internal interest rate, and thus the initial figure of
€157,155 results. On 31.12.2011, the balance sheet amount of the lease
receivables is reduced to €134,496 by applying the effective interest rate because
only five rental payments are still open. Due to the absence of information about
the utility structure of the lessee, the lease liability has to be amortized over a
period of six years by €26,192 to €130,963. Therefore, in the balance sheet of
the lessor the following items are included on December 31, 2011:

Leased asset 175,000
Lease receivables 134,496
Lease liability (130,963)
Net leased asset value 178,533

The comprehensive income statement of the lessor for the year 2011 includes the
following items from the lease contract:

Interest income from the lease receivables 7,341
Lease income from fulfilling the lease liabilities 26,192
Depreciation on the leased asset (25,000)
Profit from the lease agreement 8,533

De-recognition approach. If only insignificant rewards and risks from the
leased asset remain with the lessor, the de-recognition approach is applied.
When this approach is used, the rights to receive rental payments have to be
capitalized at the beginning of the lease agreement. In return, the balance sheet
amount with regard to the leased assets has to be reduced by the value of the
right of use by the lessee. The residual asset value, which represents the rights to
the leased asset that remain with the lessor, remains part of the assets of the
lessor.
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Table 7. Overview of the Capitalization by the Lessor According to the De-

recognition
Evaluation
Approach Disclosure Initial Subsequent
evaluation evaluation
Leased item [0 General Residual value =

approach criteria
according to the
framework and
IAS 16 or IAS 40
in cases of
investment
properties

Right of use of
the lessee from
the perspective
of the lessor

O Contract is

in the

application

field of ED

O Approach at the
beginning of the
lease agreement

Disclosure in
,,Residual value

13

Book value
Leased item

in to — q with:

O Disposal value
q = (fair value of
receivables / fair
value leased item)
* Book value
leased item in t

O Book value
according to
IAS 16 or IAS 40

No subsequent
evaluation,
except:

[ in cases of
change of the
leasing

period or

[ application of
1AS 36
(depreciation of
assets)

Receivables
from lease
payments

O Contract is

in the

application

field of ED

O Approach at the
beginning of the
lease agreement

[0 Separate
disclosure
(separate from
other financial
assets)

O Cash value of
lease payments
plus direct costs

[0 Amortized
acquisition
costs by
applying the
effective
interest method
[ If necessary,
anew
evaluation of
the parameters
lease term,
contingent
rental
instalment,
transfer
payments and
residual value
guarantees

O Application of
1AS 39
(depreciation in
cases of financial
assets)

Source: compiled by the author
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Lease income has to be reported as sales revenue if leasing is the usual business
activity of an enterprise. The lease receivables have to be recognized in the
balance sheet in the amount of the discounted rental payments plus any initial
costs of the lessor; the discount rate of the interest rate, which the lessor charges
to the lessee, has to be applied to this (ED/2010/9 49a). In addition, the residual
asset in the amount of the remaining rights to the leased item has to be
capitalized. To determine this value, the fair value of the rights (to the leased
item) that were transferred to the lessee, have to be put into relation to the fair
value of the rights that remain with the lessor. Based on this ratio, the book value
of the leased item has to be divided between the lessor and the lessee. The value
that has to be written off by the lessor at the beginning of the lease term is
determined by applying the following formula (ED/2010/9 50):

Fair value of rental payments

Fair waue ol leased igm x Bock value of leased item

Value of the residual as=a =

During the lease term, the lease receivables have to be valuated at the amortized
cost and by applying the effective interest method. This applies as long as no
new valuation on the basis of new assessments regarding the lease term or
contingent rental payments or impairment is necessary (ED/2010/9.54 in
connection with 56 (a) and 58). A new valuation of the residual asset during the
lease term does not have to be carried out, unless indications about the change of
the lease term exist, or impairment is necessary (ED/2010/9 55 in connection
with 56a and 59).

The following positions have to be declared on the balance sheet of the lessor:
a) lease receivables, separate from other financial assets
b) the residual asset, separate from other tangible assets (ED/2010/9 60).

The presentation in the comprehensive financial statement in line with the
ED/2010/9 61 depends on the business model of the lessor. If the lessor offers
leasing only as an alternative to the sale of goods, then the income and expenses
from leases have to be reported analogously with sales revenue and cost of sales
separately. However, if the lease is only a financing service, then the lease
income and lease expenses have to be reported in a net position. Interest income
from lease contracts has to be reported separately from other interest income in
the comprehensive income statement. In the cash flow statement if the direct
method is applied the cash receipts from rental payments are shown separately
from operating activities. For indirect method the changes in the right to receive
lease payments are shown separately from changes in other operating
receivables.
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Explanatory disclosure notes. With the help of numerous qualitative and
quantitative explanatory disclosure notes detailed information should be
conveyed to the recipients (ED/2010/9.70) of the annual financial statement,
such as
e the amounts reported the financial statements and
e the effect from amount, timing and uncertainty to the future cash flow
from the lease agreement.

According to the ED/2010/9 73, it is necessary to explain the nature of the lease
agreement in detail.

4.7. Effects on Selected Subject Areas
4.7.1. Sale and Leaseback Transactions

Within the framework of a sale and leaseback transaction the legal ownership of
a property asset is transferred from the seller to the buyer through a sales
transaction. Subsequently, the buyer grants a right to the seller to use the same
item of property.

The lease contract between the buyer in the role of the lessor and the seller in the
role of the lessee has to be quantified as a finance or operating lease in
accordance with the currently valid regulations of the IAS 17. If it is a finance
lease, the beneficial ownership is transferred back to the seller. In this case,
IAS 17.59 stipulates that any excess of sales proceeds over the carrying amount
shall not be immediately recognized as income by the seller-lessee. Instead, it
shall be deferred and amortized over the lease term. In the case of an operating
lease, the legal ownership is transferred with the beneficial ownership to the
buyer and thus, the seller has to realize the profit from the sale (IAS 17.61).

According to the ED/2010/9 66—69 the evaluation of a sale and leaseback
transaction depends on, whether the sales contract meets the criteria of a
purchase or a sale of the asset. If, through the contract almost all rewards and
risks are transferred to the buyer, the seller has to capitalize the sale in
accordance with the relevant IFRS and evaluate the lease contract in accordance
with the ED/2010/9. The buyer also has to capitalize the asset in accordance
with the relevant IFRS and has to disclose the lease agreement according to the
performance obligation approach within the meaning of the ED/2010/9 30-45.

If the criteria for a sale are not fulfilled, for example, if the legal ownership is
automatically transferred back to the seller at the end of the lease contract on the
basis of a bargain purchase option, the seller cannot write off the asset and has to
capitalize the sales price as a financial liability. At the same time, the buyer
cannot recognize the item in his/her balance sheet and instead has to capitalize
the purchasing price as a receivable.
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If the sale price or the rental payments do not correspond to the fair value, the
buyer has to adapt the evaluation of the right of use on his balance sheet for the
leased item to the usual market conditions for rental payments and the profit or
loss from the disposal of the leased item by the difference between the agreed
rental payments and the usual rental payments in the market.

The buyer has to adapt the book value of the leased item and the lease liability to
the usual market conditions for rental payments (ED/2010/9 69). In the
framework of a sale-and-leaseback-transaction the lessee has an obligation to
provide explanations in the notes. The most important conditions in connection
with the transaction and the profits and losses resulting from the transaction have
to be declared (ED/2010/9 76).

4.7.2. Multi-level Lease Agreements

Since IAS 17 does not include concrete regulations concerning multi-level lease
agreements, within the meaning of IAS 8.12 and the regulation in ACS 840 has
to be applied for the time being. According to the applied top-down-approach,
first the main lease agreement and then the sub-lease agreement have to be
evaluated. If, in the main lease agreement, the rewards and risks are transferred
to the lessee (finance lease), then the lessee can in turn transfer the beneficial
ownership to his lessee. However, if the main lease contract is already an
operating lease, then the sub-lease agreements must also be qualified as
operating leases.

According to the ED/2010/9 5 the general regulations for lease agreements are
also applied to sub-lease agreements. Thus, at every level a new examination
takes place on which rights to the leased asset have been transferred to the
lessee. Then, based on the ratio of the remaining rights to the transferred rights, a
division of the capitalization obligations between the lessor and the lessee is
determined.

A lessee, who at the same time is lessor of the same leased item, has to
recognize into the balance sheet the lease liability from the main lease agreement
and the assets and liabilities from the sub-lease agreement individually. In
addition, the balance of these three positions must be either capitalized as a net
leased asset, or as a net lease liability from the sub-lease agreement (ED/2010/9
43 in connection with B29). Significant sub-lease agreements have to be
disclosed additionally in the notes and separately from the main lease agreement
(ED/2010/9 74).
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4.7.3. Evaluation of the Standard Draft

Abolition of balance sheet related leeway concerning the approach. The
current classification of lease contracts required by the accounting standards for
lease agreements, namely the classification into finance leases and operating
lease, has caused considerable problems of demarcation. The following balance
sheet related instruments developed from that situation:

e in the case of lease agreements that are located in the peripheral area of
these two categories, a certain scope of discretion with regard to the
classification exists.

e through an arrangement of the facts, lease contracts can be prepared in
such a way that the desired balance sheet consequences will result.

The classification to one of these two categories results in the fact that the leased
asset has to be completely capitalized either by the lessor or by the lessee, a
decision that has enormous effects on the balance sheet. Therefore, the
accounting standards have considerable influence on the setup of the lease
contract, and the original fiscal objectives of leases are sometimes moved into
the background.

According to the new concept of the standard draft, the either/or decision
concerning the classification of leased items will no longer exist. Instead, it will
be analyzed as to which rights and obligations the contract partners have agreed
on in the lease agreement. These rights and obligations will have to be evaluated
and be capitalized in the respective balance sheets of the lessor and lessee as
assets or as liabilities. Therefore, the economic consequences of the lease
agreement can be portrayed much more precisely on the balance sheets. The
current scope of discretion for companies with balance sheets will be abolished,
and the depiction on the balance sheet will have much less influence on the
contract setup in future.

Creation of new balance sheet related leeway within the framework of the
evaluation. The advantages of the right of use concept in the framework of the
balance sheet approach are brought through new balance sheet related leeway in
the evaluation. The evaluation of individual balance sheet positions on the side
of the lessee or lessor depends on the assessment of the probability that options
are exercised or on the occurrence of certain conditions.

The more flexible the lease agreements are set up, the larger the scope of
discretion in the evaluation will be. It should be noted as positive that the right
of the lessee to use the leased asset does not have to be evaluated independently
at the time of initiation, but will be set in the amount of the lease liability plus
any direct initial costs. The lease liability results from the discounting of the
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expected rental payments and by applying the interest rate, which the lessor will
charge to the lessee or, if this rate is not known, the incremental borrowing rate
of interest of the lessee is applied. Thus, the lessee has little influence on the
applied interest rates. An independent evaluation of the right of use would lead
to high complexity in cases of termination or extension options, purchasing
options, right to tender, residual value guarantees or contingent rental payments.
By the lessor the lease receivables and lease liabilities are also determined
through the discounting of the rental payments plus any initial costs.

Relationship to the future IASB framework concept. According to the
ED/2010/9, the financial reporting of lease agreements should be compatible
with the new IASB framework concept, which is now under discussion. One
question is whether optional or contingent rental payments can fulfill the
definition of criteria for receivables/liabilities at all. According to the current
state of the discussion on the future IASB framework concept, an asset should be
defined as a present economic resource to which the entity has a right or other
access that others do not have. However, it is not necessary that this right to the
asset or the access to it is legally enforceable. Therefore it is likely that a lease
receivable that the lessor will receive with a higher than 50% probability will be
capitalized as an asset because according to the current economic circumstances
it is more favorable for the lessee.

In future, a liability is to be defined as a present economic obligation to which
the entity is the obligor. An entity is to be a debtor only in the sense of this
definition, if the economic obligation is legally enforceable. Thus, a lessee
should not capitalize an obligation for contingent or optional rental payments as
long as the condition does not occur, or as long as the option has not been
exercised. Therefore, the approach of lease liabilities to contingent or optional
rental payments according to the ED/2010/9 contradicts the intended liability
definition in the future IASB framework concept. However, the application of
the planned asset and liability definition of the future IASB framework concept
does not allow for a reasonable characterization of the economic reality. The
lessor would have to capitalize lease receivables and a lease liability if the
performance obligation approach were applied. The lessee, however, could only
capitalize a right of use and could not capitalize lease liability. Here, it becomes
a problem that legal enforceability is demanded for capitalization of a liability
but not for the capitalization of an asset. A possible solution could be that legally
not enforceable liabilities are capitalized as liabilities if the enterprise is likely to
make this commitment in order to maintain or recognize an asset.

4.8. Interim Conclusions

In the case of the ED/2010/9 “Leases”, the lease capitalization in the IFRS-
capitalization is placed on a new basis. While until the present time the leased
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asset was completely allocated to the beneficial owner on the balance sheet with
the right of use concept, from now on, as a rule, it will be necessary to divide it
between the lessor and the lessee. The new concept reduces the balance-related
leeway regarding the balance approach because an either/or decision regarding
the allocation of the leased item can no longer be made. The division of the right
to use the leased item between the lessor and lessee, required by the right of use
concept — does increase the scope of discretion regarding the evaluation.
However, more substantial and useful information on the economic
consequences of lease agreements will be transmitted to the final recipients;
therefore the reform has to be welcomed. Existing inconsistencies between the
ED/2010/9 and the intended definitions of assets and liabilities will have to be
corrected during the development of a new IASB framework concept.

The IASB did not only move away from its original proposals with regards to
the lease capitalization. During the commenting period, more than 760 letters
were received by the IASB. Although the endeavor to reform the lease
capitalization was welcomed in principle, both the complexity of the new
approach and the expected higher costs of the implementation met with
criticism. The IASB has taken these points of criticism into consideration and in
2011, besides the development of the receivable and residual models, various
changes were adopted. Some of these are the following:

e simplification of short-term lease agreements (contract duration period is
shorter than 12 months)

e definition of the duration of the lease agreement

e inclusion of variable rental payments when determining the lease
liabilities only if they are index-based or, from an economic perspective,
are considered minimum rental payments

At this point in time the revision of the original standard draft by IASB and
FASB has not yet been concluded. It can be expexted that in the third quarter of
2012 the revised ED will be published and that the comment period of the
revised ED will end in the second quarter of 2013. In the second quarter of 2013
the new standard should be published, and, after another comment period and an
additional lead time of at least one year, the standard could be effective from
January 1, 2015.
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5. CONCLUSION

With the joint publication of the standard draft “Leases” (ED/2010/9) on August
17, 2010, IASB and FASB intend to place the regulations for the capitalization
of leases on a common footing. While the discussion paper “Leases —
Preliminary Views” by the IASB, published in March 2009, intended to regulate
only the capitalization by the lessee, the current standard draft includes
regulations for the lessor and the lessee. The right of use concept that will be
used in future will place the capitalization of leases on a completely new basis in
comparison with the currently valid regulations of the IAS 17. It is the objective
of the new concept to convey useful information to the addressees of annual
financial statements, especially concerning the amount, the timing and the
uncertainties of the cash flow from lease contracts.

Against this background, the objective of the thesis has been to research the need
to reform of the current capitalization of leases and to analyze reporting about
lease agreements in the context of the capitalization concepts discussed as part
of the current leasing project of the IASB/FASB and regarding their propagated
and improved decision usefulness for the enterprises.

Regarding the evaluation benchmark for analyzing the current regulations and
for the lease capitalization reform proposals, the economic approach according
to the HGB had to be characterized and the significance of substance over form
according to the International GAAP had to be researched. For the sake of
precision of the selected object of research, lease agreements were analyzed on
the basis of civil law with the help of the method of an overall observation. The
transfer of the use could be identified as the main function of lease agreements.
Depending on the will of the contract parties and the related construction of the
lease agreement, the proportional relevance of the transfer of use function and
the equally important finance function can vary. In the process of creating the
contract, the distribution of the risk may vary between the lessor and the lessee.
Separated from the national jurisdictions and on the basis of the property rights
theory, and from an economic perspective, a concept for the further research of
lease agreements was developed. According to this, a lease agreement
constitutes the temporal transfer of rights of disposition against payment, which
leads to, at least, the separation of the right of use from the legal ownership.

With this reference frame as a background, the currently valid regulations for
lease capitalization according to the International GAAP and their decision
usefulness were discussed. In doing so it was established that the current
guidelines for the lease capitalization according to the International GAAP are
based on the fundamental concept of risk and reward approach. For the purpose
of capitalization, all lease agreements have to be classified as finance leases and
operating leases, depending on the allocation of rewards and risks in connection
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with the leased asset. The capitalization of the leased asset results from the
classification. The International GAAP follows the all or nothing approach,
according to which, in cases of finance leases, the leased asset and the
corresponding lease liability have to be capitalized by the lessee, while in the
case of operating leases the lessee does not have to report the lease agreement in
its balance sheets. The effects on the balance sheet of this all or nothing
approach have been illustrated, and the distinct interest of the lessee in a contract
of the operating lease category has been pointed out. In addition, it was stated
that with the current contract classification the resulting effects in the balance
sheet of the lessor are far smaller than the ones on the lessee.

The analysis of the decision usefulness of the current lease capitalization showed
that the decision relevance of the reporting, on the basis of the currently valid
capitalization of leases, exists only in a restricted way. The all or nothing
approach leads to an incomplete transmission of information because in the case
of an operating lease the lessee capitalized neither the asset nor the obligation
that results from the lease contract. Even mandatory additional reporting cannot
prevent a lack of necessary information for investors about predicted payments.
In addition, the omission of contingent rental payments and the exclusive
consideration of favorable purchase and extension options prevent a complete
transmission of information. The independent capitalization from the legal
ownership of lease agreements according to the IAS 17 and the ASC 840 can
fundamentally be supported from the economic approach perspective (substance
over form) if the depiction of the facts correspond with the assumed
constellation of an outside finance purchase or rent in finance leases and
operating leases.

Contrary, capitalization according to the all or nothing approach of operating
leases and finance leases motivates the contract parties towards less distinct
contract constellations, which enable the classification as operating leases in
accordance with current leasing standards. The current division of lease
capitalization into two (categories) suggests the possibility of a clear
classification of facts. Facts that are nearly identical from an economic
viewpoint are projected in contrasting ways, something that is in contradiction to
the side conditions of the economic approach. During the analysis of the
currently valid capitalization guidelines for lease agreements, numerous
depiction leeways, which prevent the inter-company comparability, have been
identified. Since the contract classification according to the IAS 17 provides
only qualitative orientation help, which is then integrated into the overall
evaluation of the economic conditions, the contract categorization according to
the International GAAP is similar to the actual right of choice. In contrast, the
quantitative classification criteria in the HGB and in the US GAAP reduce the
depiction leeways, but they enable the bypassing of these limiting values
through the various contract constellations. The comparability is significantly
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reduced through the contrasting capitalization by the lessee as a result of the
contract classification according to the all or nothing approach. Due to the
insufficient reporting about the perception of depiction leeways and the contract
categorization, the comprehensibility of the transmitted information is reduced.

Following the results of the analysis of current regulations for the capitalization
of leases, the information reliability needs to be improved. As has been stated,
especially the neutrality of the information transmission regarding the contract
classification is under threat due to the depiction leeways because the
capitalization according to the all or nothing approach can lead to a biased report
by a lessee who seeks to not capitalize the lease agreement. The flawed
additional explanations for the use of the depiction leeways and contract
categorization lead to a lack of verifiability of the information regarding the
capitalization, and thus they do not serve the objective of the minimum
objectification. The result of the analysis of the decision usefulness confirms the
need for the reforms of the current lease capitalization that has been stated by the
IASB and the FASB.

Based on these insights, the research in Chapter 4 examined whether the current
reform efforts by the two standard setters could increase the decision usefulness
of the information that is transmitted by the capitalization of leases. In the
context of the capitalization concepts suggested by the of the G4+1 working
group, namely the financial components approach and the whole asset approach
had to be discussed as these two concepts served as the basis for the possible
capitalization of leases in the framework of the leasing project. Both concepts
basically suggest the standardization of the capitalization of leases and that the
classification according to the current regulations should be omitted.

Through the financial components approach, the fundamental capitalization of
rights of use by the lessee and the capitalization of the resources in form of
assets and liabilities under the control of the lessee are proposed. The position
papers of the G4+1 working group thus lead to turning away from the all or
nothing approach, and depending on the contract constellations, they lead to the
balance sheet impact effectiveness of all lease agreements. The contract
regulations, in contrast to the currently valid leasing standards, would only
influence the amounts stated regarding individual and separate rights of use (that
have to be capitalized) and lease obligations, which would be determined by the
unavoidable contractual payments by the lessee. In contrast, the lessor would
have to capitalize the receivable to the contractually agreed payments and the
remaining right of use, regularly with him, at the end of lease term; both contract
parties would capitalize the part of the potential benefits, over which each of
them has control.
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The decision usefulness of the capitalization, according to the financial
components approach, the decision relevance of the transmitted information due
to the balance sheet impact effectiveness at the lessee and due to the
standardization of the lease capitalization due to the capitalization of the
respective rights of disposition of the contract parties is analyzed. However, it
became clear that the full transmission of information is limited due to the
omission of the optional contract periods and the use-based rental payments as
part of the central valuation standard of the minimum rental payments. In this
context, the enhanced consideration of likelihood-considerations in the balance
sheet appeared recommendable. The analysis also showed that through the
capitalization of rights of disposal, the continuous transition from a short-term
cession of use to an agreement similar to a purchase is made possible, which
corresponds with the economic approach. Through the standardization of the
capitalization of leases the inter-company comparability will be guaranteed in
principle.

However, it also became clear that the reliability of the capitalization, according
to the financial components approach, is only available with restrictions.
Especially, the separate evaluation of contract components beyond the central
right of use, which has to be applied in accordance with the reform proposals,
results in numerous leeway depictions. Therefore, as part of a possible further
development of the concept of the financial components approach, especially the
additional reporting about completed estimations and the premises under
consideration should be made more precise.

As a result of the analysis of the financial components approach, it had to be
stated that, in principle, decision relevant information about lease agreements is
transmitted. The extensive leeway depictions due to the increased evaluation
complexity lead to a significant lack of reliability, and through this the decision
usefulness of the proposed capitalization of leases is reduced considerably.

Following the whole asset approach that is discussed as an alternative concept,
the basic principles of the current capitalization of leases according to the
International GAAP and the US GAAP would no longer be classified either to
the lessee or the lessor in accordance with the distribution of the rewards and
risks. However, contrary to the financial components approach, no rights of use
but independent from the contract details the entire leased item should be
capitalized by the lessee. The corresponding total obligation of the lessee
according to the whole asset approach consists of the payment obligation of the
rental installments during the lease term and of the obligation to return the leased
item at the end of the contract. In contrast, the lessor capitalizes his receivable to
the agreed rental installments and to the return of the leased item.
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In the course of the analysis of the decision usefulness of the whole asset
approach it could be demonstrated that the information transmitted in
accordance with the proposed concept is only decision relevant in a very limited
way. The first fixation of the leased item with the lessee, independent from the
lease term, at the amount of the fair value suggests incorrect future payments for
the whole economic life of the leased item. In addition, and with the background
of the necessary economic approach (substance over form) the lacking
differentiation between temporary leases and the purchase of the entire leased
item with outside financing has to be criticized.

In contrast, the reliability of the information transmission according to the whole
asset approach appears to be intact. Due to the standardized capitalization of the
leased item at the fair value a neutral transmission of information is basically
assured. Based on the insights of the research of the alternative capitalization
concepts under discussion, the process of the current IASB/FASB leasing project
— as part of the convergence project of the two standard setters, was outlined,
and the discussion paper “Leases — Preliminary Views”, which was published on
March 19, 2009 and the Exposure Draft 2010/9, which was published on
August 17, 2010 were introduced.

The discussion paper that focuses on the future of capitalization of leases by the
lessee, aims for a fundamental standardization of the lease capitalization by
capitalizing the expected rental payments. Lease agreements are interpreted as
the purchase of a right of use in the discussion paper. This basic assumption is
similar to the current regulation of finance leases, which is based on the assumed
purchase of the entire leased item; and it is also similar to the assumed purchase
of several rights of disposition, which is in accordance with the financial
components approach. However, this leads to a divergent capitalization. The
expected rental payments are proposed as the central valuation standard.

The analysis of the capitalization by the lessee, as suggested in the discussion
paper, showed that the decision usefulness of the transmitted information exists.
This is due to the balance sheet impact effectiveness of all lease agreements and
due to the capitalization of all rights of use that are transferred to the lessee. The
inclusion of all expected rental payments from contingent rental installments
during the expected contract period leads additionally, contrary to the financial
components approach and the sole transfer of the current regulations for finance
leases, to a more complete information transmission. However, the inter-
company comparability is restricted through the depiction leeways, which result
from the determination of the expected rental payments. The examination
showed that the best possible estimation of the rental payments should be
probability-proposed, because only then all alternatives will be included in the
evaluation and the corresponding reports of capitalization are most probable.
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Furthermore, the analysis of the discussion paper revealed that the reliability of
the reporting would not improve significantly in comparison to the financial
components approach and the current capitalization method of finance leases.
Especially the central importance of the expected rental payments leads to
leeway depictions in relation to the determination of the expected lease term and
the expected contingent rental payments. Thus, determining the expected rental
payments through the probability-proposed estimation is recommendable;
although it would be not avoid the subjectivity of likelihoods, but the balance
sheet effects will be limited. The capitalization of expected rental payments
requires in any case comprehensive additional reporting about the necessary
estimations.

The currently valid capitalizing regulations of lease contracts required a
categorization into finance leases and operating leases, which has caused
considerable demarcation problems. Subsequently, the balance sheet related
instruments for the capitalizing entity result in the following:

e concerning the lease agreements located in the border areas between
these two categories, the capitalizing entity has a certain leeway with
regards to the allocation;

e through the arrangement of facts, lease contracts can be designed in such

a way that the desired balance sheet results will appear.

Classified into one of these two categories the leased item will be capitalized
completely either by the lessor or by the lessee, and thus the balance sheet
consequences of this decision are enormous. Thus, capitalization regulations
have a considerable influence on the setup of lease contracts, and as a result, the
original fiscal objectives of leasing are sometimes pushed into the background.
In the new concept of ED/2010/9, this kind of either/or decision regarding the
allocation of the leased item does not exist anymore. Instead an analysis of the
rights and obligations the contract partners have agreed upon in the contract has
to be made. These rights and obligations have to be evaluated and then
capitalized in the respective balance sheet of the lessee and lessor as assets or as
liabilities, respectively. The economic impact of the lease agreement can
therefore be reflected much more precisely in the balance sheets. The leeway
that capitalizing entities had so far in borderline cases will be eliminated and the
reflection in the balance sheet will have much less influence on the contract
setup in the future.

The evaluation of individual balance sheet positions on the sides of the lessee
and lessor depends on the assessment of the likelihood of the exercise of an
option or on the occurrence of conditions. The more flexible the agreement of
lease is, the larger the leeway in the evaluation is. As a positive aspect, it should
be mentioned that the right of use of the lessee to the leased item does not have
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to be evaluated independently as part of the access, but it has to be set at the
amount of the lease liability, plus possible direct initial costs.

The capitalization of lease agreements according to ED/2010/9 should be in
accordance with the new IASB framework concept that is under discussion. It is
particularly questionable whether optional or contingent rental installments can
actually fulfill the definition criteria of liabilities. According to the current state
of the discussion, in accordance with the future IASB framework condition, an
asset should be defined as a present economic resource to which the entity has a
right or other access that others do not have. However, it is not necessary for the
right or the access to the asset to be legally enforceable. Therefore, a lease
liability also can be capitalized as an asset, if the lessor will receive the lease
liability with a probability of more than 50%, since it is more profitable for the
lessee under current economic circumstances to exercise the renewal option, for
example.

In future, a liability should be defined as a present economic obligation for
which the entity is the obligor. According to with this definition, an entity should
only be a debtor if the economic obligation is legally enforceable. Therefore, a
lessee should not capitalize a liability for contingent or optional rental
installments as long as the condition has not occurred, or the option has not been
exercised. Therefore, the basis of a lease obligation for contingent or optional
rental installments according to ED/2010/9 contradicts the intended liability
definition in the future IASB framework concept. However, according to the
future IASB Framework concept, the application of the planned asset/liability
definitions would not allow a reasonable depiction of the economic reality. If the
performance obligation approach is used, the lessor would have to capitalize
lease receivables and a lease liability, but the lessee could only capitalize the
right of use but not recognize the lease liability. The problem that arises here is
the fact that for the recognition of a liability the legal enforcement is required,
but this is not so for the recognition of an asset. A solution could be that legally
not enforceable obligations are capitalized as liabilities, if they are entered by the
entity in order to preserve or report an asset.

With ED/2010/9 “Leases” the capitalization of leases is placed on a new basis. If
at present the leased item was capitalized completely in the beneficial owner’s
balance sheet, then in future, according to the right of use concept, a division
between the lessor and the lessee is required. The necessary division of the
leased item in accordance with the right of use concept increases the leeway
during the evaluation process. The new concept removes the balance sheet
relevant leeway. Since the addressee of annual financial statements receives
considerably more useful information about the economic consequences of the
lease agreements, the reform has to be welcomed. Existing inconsistencies
between the ED/2010/9 and the previously intended definitions of assets and
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liabilities have to be eliminated during the development of the new IASB
Framework concept.

It can be expected that in the third quarter of 2012 the revised Exposure Draft
will be published and that the comment period of the revised Exposure Draft will
end in the first quarter of 2013. In the second quarter of 2013 the new standard
should be published and, after another comment period and an additional lead
time of at least one year, the standard could be effective from January 1, 2015.
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Appendix 1. Fiscal Classification of Fully Amortized Contracts

(Movables)
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\ 4

—
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A 4

MLT < 40% of MLT between 40% MLT > 90% of the
the Service Life and 90% of the SL SL
. . Without Participation
With Option Option in the Sales
¢ Proceeds
Purchase Price
or Subsequent
Rent \ No Yes
\ 4 Equal to the
Only Book Value or
(favourable) Depreciable
Nominal Fee amount
v v
Classification by Lessor
\ 4 \ 4 y vV

Classification by Lessee

Source: Hock et al., 1993, p. 194.
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Appendix 2. Fiscal Classification of Fully Amortized Contracts
(Immovable — Buildings)

Fully-Amortized Contract
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Special Leasing Non-Special Leasing
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Only above of 75% of
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y \ 4
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Source: Hock et al., 1993, p. 212.
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Appendix 3. Fiscal Classification of Fully Amortized Contracts

(Immovable — Land)

Land
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Appendix 4. Fiscal Classification of Partially Amortized Businesses with
Movables
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Source: Hock et al., 1993, p. 217.
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Appendix 5. Fiscal Classification of Partially Amortized Businesses of
Immovable
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KOKKUVOTE

IASB ja FASB standardi eelnou ED/2010/9 “Leases”, mis publitseeriti 17. au-
gustil 2010, thtlustab liisingu kapitaliseerimist. Kui 2009. aasta mértsis publit-
seeritud eelnduga reguleeriti ainult rendilevotja kapitaliseerimist, siis uus eelndu
reguleerib nii rendileandja kui ka rendilevotja tehinguid. Kasutusdiguse kont-
septsiooni kasutamine viib liisingu kapitaliseerimise vorreldes hetkel kehtiva
standardiga IAS 17, tdielikult uutele alustele. Uue kontseptsiooni eesmérk on
anda finantsaruannete kasutajatele kasulikku infot seoses rendilepingu mahu,
ajastatuse ja rahakiibega.

Doktorit66 eesmérk oli uurida rendilepingute kapitaliseerimise reformimise
vajadust ja analiilisida rendilepingute kajastamist, lahtudes t66s kasitletud kapi-
taliseerimiskontseptsioonidest ning otsusekasulikkusest. Kehtivast regulatsioo-
nist ja liisingu kapitaliseerimise reformimise ettepanekute analiiiisist 1dhtudes on
iseloomustatud Saksamaal levinud majanduslikku kisitlust ning uuritud rah-
vusvahelisest GAA4P-st ldhtuvat sisu tilimuslikkust. Rendilepinguid on analiiii-
situd ka tsiviildiguslikust seisukohast. Vaatamata sellele, et rahvusvahelises kon-
tekstis valitseb erinev kisitlus, saab kasutusdiguse iileminekut vaadelda rendi-
lepingu tdhtsaima osana. Soltuvalt rendilepingu osapoolte tahtest ja rendilepingu
tingimustest voib kasutusdiguse lilemineku proportsionaalse jaotuse olulisus ja
finantseerimisfunktsiooni vordne tdhtsus erineda. Lepingu koostamise kiigus
voib rendileandja ja rendilevotja riskijaotus erineda. Vottes arvesse kohalikku
Oigussiisteemi ja omandidiguse teooriat ning ldhtudes majanduslikust perspek-
titvist, on to6s loodud alus rendilepingute tulevaseks uurimiseks. Sellest l&h-
tuvalt holmab rendileping kasutusdiguse ajutise iilemineku vastutasuks maksete
eest, mis toob kaasa kasutusdiguse lahutamise juriidilisest omamisest.

Tuginedes erialakirjanduse analiiiisile, on késitletud hetkel kehtivat liisingu kapi-
taliseerimist vastavalt rahvusvahelisele GA4P-le ja otsusekasulikkuse teooriale.
Analiiiisi kédigus jouti jareldusele, et kehtivad juhendmaterjalid tuginevad riskide
ja hiivede kontseptsioonile ning kapitaliseerimise eesmérgil tuleb koik rendile-
pingud méiratleda kas kasutus- voi kapitaalrentimisena, soltuvalt sellest, kuidas
toimub renditud varaobjektiga seotud hiivede ja riskide jaotus. Jaotuse alusel toi-
mub kapitaliseerimine. Rahvusvaheline GAAP lahtub ,.koik voi mitte midagi”-
kontseptsioonist ja vastavalt sellele peab kapitaalrentimise korral rendilevotja
renditud varaobjekti ja rendikohustise kapitaliseerima. Juhul kui on tegemist ka-
sutusrentimisega, ei kajasta rendilevotja renditavat varaobjekti bilansis. Doktori-
t60s on vaadeldud ,,kdik voi mitte midagi”-kontseptsiooni mdju bilansile ja rd-
hutatud rendilevétja huvi renditavat varaobjekti mitte kapitaliseerida. Rentnikule
on moju bilansile tunduvalt suurem rendileandja omast.

Otsusekasulikkuse teooriast 1dhtudes on analiilisitud kehtivat kapitaliseerimis-
siisteemi. Selgus, et aruannete koostamisel 1dhtutakse otsuste langetamise oluli-
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susest ainult piiratud kujul. ,,Koik voi mitte midagi”-kontseptsiooni rakendamine
toob kaasa informatsiooni mittetdieliku esituse, sest kasutusrentimise korral ren-
dilevdtja ei kapitaliseeri varaobjekti ega kohustist. Isegi tdiendava info kohustus-
lik avalikustamine ei hoia dra investoritele vajaliku info (tulevaste maksete koh-
ta) puudumist. Lisaks sellele voib tingimuslike rendimaksete ja soodsa véljaostu-
voimaluse avalikustamise puudumist tdlgendada info mittetdieliku avalikustami-
sena. Renditehingu kapitaliseerimist sdltumata juriidilisest omanikust toetab vas-
tavalt standarditele /A4S 17 ja ASC 840 tiielikult ka majandusliku 1dhenemise
kontseptsioon (sisu iilimuslikkus vormi suhtes). Seevastu ,.koik v6i mitte mi-
dagi”-kontseptsioonist ldhtuv kapitaliseerimine motiveerib lepingupooli lepin-
guid vihem eristama, mis omakorda voimaldab kergemini klassifitseerida rendi-
tehingud kasutusrentimiseks. Jaotus kaheks rendiliigiks eeldab faktide selget
klassifitseerimist. Fakte, mis ldhtudes majanduslikust késitlusest on peaaegu
identsed, tdlgendatakse vastuoluliselt, see aga on vastuolus majandusliku ldhene-
mise endaga. Kapitaliseerimise juhendmaterjalide analiiiisi kdigus tuvastati hulk
niiteid, mille puhul oli tegu majandusiiksuse sisese andmete mittevirreldavuse-
ga. Kui standard /A4S 17 annab juhiseid vaid kvalitatiivsete klassifitseerimiskri-
teeriumite kohta, siis Saksa HGB ja US GAAP toovad dra kvantitatiivsed kritee-
riumid, mis vihendavad tdlgendamisvoimalusi. Samas on vdimalik nendest kri-
teeriumitest suhteliselt lihtsalt modda hiilida. Vastuolulisus kapitaliseerimisel
viahendab rendilevotja aruannete vorreldavust.

Analiiiisi tulemusena saab viita, et informatsiooni usaldusvéarsust tuleb tdsta.
Eriliselt tuleb rohutada, et lepingu klassifitseerimisel on info neutraalsus ohus,
kuna eksisteerib mitmeid tdlgendamisvoimalusi ja ,,kdik vOi mitte midagi”-kont-
septsioon vOimaldab moonutada selle rendilevotja aruandeid, kes piiliab jitta
rendilepinguid kapitaliseerimata. Lepingu klassifitseerimisel tekkiva tdlgenda-
misvOimaluste rohkusega kaasnevad puudused info kontrollitavuse suhtes ja mi-
nimaalsete objektiivsusnduete tditmisel. Otsusekasulikkuse teooriast ldhtuva
analiiiisi tulemusel leidis kinnitust, et kehtiv rendiarvestuse kapitaliseerimine va-
jab reformimist, mis praegu toimubki [ASB-i ja FASB-i koostdona.

Tuginedes eelmainitule, on doktoritdd neljandas peatiikis uuritud, kas kdimas-
oleva reformi kéigus suureneb otsusekasulikkuse teooria valguses rendi kapita-
liseerimisel saadava info kasulikkus. Vastavalt t66grupi G4+1 soovitatud kapi-
taliseerimiskontseptsioonile tuleb eriti tdhelepanu podrata finantskomponentide
pohisele ja koguvarapShisele ldhenemisele. Mdlemad ldhenemised soovitasid
rentimise kapitaliseerimist ja praeguse kapitaliseerimiskorra 1opetamist. Finants-
komponentide pdhise késitluse kohaselt tuleks rendilevotja kasutusdigus kapita-
liseerida varaobjektina ja kohustisena. To6grupi G4+1 uurimus rohutab vajadust
loobuda ,,kdik voi mitte midagi”-kontseptsioonist. Erinevalt kehtivast rendistan-
dardist, voiksid lepingutingimused mojutada ainult summasid, mis on seotud ka-
sutusdiguse (tuleb kapitaliseerida) ja rendikohustusega, mis méératakse kindlaks
rendilevdtja lepingukohaste vidltimatute maksetena. Rendileandja peaks kapita-
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liseerima kokkulepitud maksete summale vastava ndudediguse ja rendilepingu
1opul allesjddva kasutusdiguse. Kumbki lepingupool kapitaliseerib selle osa
potentsiaalsest kasust, mille iile tal on valitsev mdjuvdim.

Doktoritd0s analiiiisitakse sellist kapitaliseerimist, mis toimub otsusekasulikku-
sest tulenevalt finantskomponentide pdhise 1dhenemise alusel. Otsuste langeta-
misele avaldab moju edastatava info olulisus (viimane soltub mojust rendilevotja
bilansile) ja renditehingute kapitaliseerimise standardiseerimine. Selgus, et edas-
tatava info kasulikkus on piiratud, kuna minimaalsete rendimaksete koosseisu
pole liilitatud rendilepingu pikendamise voimalust ja rendimakseid, mis soltuvad
renditava varaobjekti kasutusest. Analiilisi tulemusel selgus, et vodrandamisdi-
guse kapitaliseerimisel on véimalik lithiajaline kasutusdigus peatada, mis on le-
pingus sama, mis ost ja mis tihtib majanduslikku l&henemisega. Selgus, et vasta-
valt finantskomponentide pdhisele lihenemisele on kapitaliseerimise usaldus-
vadrsus piiratud. Lepingukomponentide eraldi hindamisega, mida peaks vasta-
valt reformile rakendama, kaasneb hulk tolgendamisvdimalusi. Seepérast on fi-
nantskomponentide pdhise ldhenemise edasiseks arenguvdimaluseks hinnangute
selgem aruandlus. Finantskomponentide pdhise ldhenemise analiiiisi tulemusena
selgus, et otsuste langetamiseks vajalik info kiill edastatakse, kuid kuna hinnan-
gud tuginevad vidga laiaulatuslikule infole, siis on vahenenud usaldusviirsus ja
seetottu on oluliselt vihenenud ka rendilepingute kapitaliseerimisest tulenev ka-
sulikkus. Alternatiivse kontseptsioonina on vaadeldud koguvarapdhist 1dhene-
mist, mille kohaselt hetkel kehtivate rahvusvaheliste ja USA juhendmaterjalide
kapitaliseerimisprintsiipidest, kus aluseks oli riskide ja hiivede iileminek, enam
ei ldhtuta. Rendilevotja kohustus koosneb rendimaksete kogusummast ja kohus-
tusest tagastada varaobjekt rendilepingu 16ppedes. KoguvarapShise ldhenemise
analiilisimisel otsuskasulikkusest 1ahtuvalt selgub, et mainitud l&henemise otsus-
te langetamise olulisus toimib vaid viga piiratud kujul. Renditava varaobjekti es-
mase kajastamisega reaalviirtuses, arvestamata rendilepingu pikkust, kaasnevad
ebadiged rendimaksed. Tuginedes majanduslikule kasitlusele (sisu iilimuslikkus
vormi suhtes) on kritiseeritud klassifitseerimist ajutiseks liisinguks ja terve vara-
objekti ostuks. Koguvarapohisele ldhenemisele tugineva info {ilemineku usaldus-
vaartus on tdielik. Standardiseeritud kapitaliseerimisel tihendab renditud vara-
objekti reaalvdirtuses kajastamine info neutraalset edastamist. Doktoritods on
kasitletud IASB/FASB 2009. ja 2010. aasta liisinguprojekte. Rendilevotja seisu-
kohalt on tulevane kapitaliseerimine standardiseeritud. Rendilepinguid késitle-
takse kui kasutusdiguse miiiiki. Selline ldhenemine on sarnane kehtiva kapitaal-
rentimisega, mis tugineb kogu renditud varaobjekti ostule ja on sarnane finants-
komponentide pohisest késitlusest tuntud mitme osa ostuga. Paraku toob see
kaasa kapitaliseerimise hajumise.

Rendilevotja kapitaliseerimispdhimdtete analiiiis néitas edastatava info kasulik-

kust juhtimisotsuste langetamiseks. Selle tingib moju bilansile ja kasutusdiguse
iileminek rendilevotjale. Ka koikide tingimuslike rendimaksete olemasolu erine-
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valt finantskomponentide pohisest l&henemisest soodustab info téielikku edas-
tamist. Olgu margitud, et firmasisene vorreldavus on piiratud, kui esineb erine-
vaid tdlgendamisvdimalusi, mis on tingitud eeldatavate rendimaksete mééaratle-
misest. Uuring nditas, et kdige parem rendimaksete hinnang saadakse tdenédosu-
sele tuginedes, sest ainult sel juhul voetakse arvesse koik alternatiivsed varian-
did. Edasine analiilis néitas, et info usaldusviérsus ei tduse praeguse kapitali-
seerimise asendamisel finantskomponentide pShise mudeliga.

Kehtiva rendiarvestuse standardi kohaselt liigitatakse renditehingud kapitaal- ja
kasutusrentimiseks, mis on toonud kaasa probleeme. On vdimalik rendilepinguid
koostada nii, et saavutada soovitud kajastus/mittekajastus bilansis. Renditehin-
gute mainitud liigituse puhul toimub renditud varaobjekti tdielik kapitaliseeri-
mine kas rendileandja vdi rendilevdtja poolt ja mdju bilansile on suur. Seega on
kapitaliseerimisregulatsioonidel suur moju rendilepingute koostamisele ja rendi-
tehingu tegelik sisu voib jddda tagaplaanile. ED/2010/9 kohaselt sellist moju
enam pole. Selle asemel, et analiilisida renditehingu osapoolte digusi ja kohus-
tusi, lepivad osapooled enne lepingu sdlmimist kokku. Need digused ja kohustu-
sed hinnatakse ning seejérel kapitaliseeritakse kas rendileandja voi rendilevdtja
bilansis. Rendilepingu majanduslik mdju ilmneb sel juhul bilansis palju tépsemi-
ni. Seniste tdlgendamisvéimaluste ,hall ala” kaob ja tulevikus on bilansis
kajastamise/mittekajastamise moju rendilepingutele palju vdiksem.

ED/2010/9 kohaselt peab renditehingute kapitaliseerimine olema vastavuses
14SB uue, koostatava raamistikuga. Tekib kiisimus, kas tingimuslik ja valikuliste
rendimaksetega rentimine vastab kohustise moistele. Vastavalt hetkeseisule on
tulevases raamistikus varaobjekti defineeritud kui olemasolevat majanduslikku
ressurssi, millele majandusiiksusel on kas digus vdi muu ligipdés, mida ei ole
teistel. Seejuures ei ole vajalik, et digus vai ligipdés oleksid juriidiliselt méérat-
letud. Seepirast voib rendikohustist kapitaliseerida varaobjektina, kui rendile-
andjale lackub rendikohustis suurema toendosusega kui 50%. Tulevikus tuleb
kohustist defineerida majandusliku niitidiskohustusena, kus majandusiiksus on
volgnik. Selle definitsiooni kohaselt saab iiksus olla vdlgnik ainult siis, kui ma-
janduslik kohustus eksisteerib juriidiliselt. Seepérast ei peaks rendilevdtja kapi-
taliseerima tingimuslikku voi valikuliste rendimaksetega kohustist niikaua, kui
need tingimused ei ole tididetud voi valik aktsepteeritud. Seepérast on tingimus-
liku voi valikuliste rendimaksetega rendileping vastavalt £D/2010/9-1e vastuolus
1ASB tulevases raamistikus sisalduva kohustise definitsiooniga. Vastavalt raa-
mistikus toodud varaobjekti ja kohustise uuele definitsioonile ei vdimaldata hal-
bimist majanduslikust reaalsusest. Juhul kui kasutatakse tegevuspdhist ldhene-
mist, peab rendileandja kapitaliseerima rendinduded ja rendikohustise, kuid ren-
dilevotja kapitaliseerib ainult kasutusdiguse ega kapitaliseeri rendikohustist.
Probleem, mis tdstatub, on seotud asjaoluga, et kohustise kajastamiseks on vaja
juriidilist alust, kuid see ei ole ndutav varaobjekti kajastamisel. Lahenduseks
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oleks variant, mille puhul juriidiliselt mittekohustuslikke kohustisi kapitaliseeri-
taks siis, kui kajastatakse varaobjekt.

Standardi eelndu E£D/2010/9 “Leases” on muutnud kapitaliseerimise aluseid. Kui
hetkel kapitaliseeritakse renditud varaobjekt tédielikult kasusaanud omaniku bi-
lansis, siis tulevikus tuleb vastavalt kasutusdiguse pShisele kontseptsioonile teha
jaotus rendileandja ja rendilevotja vahel. Selline jaotus suurendab kiill hindamis-
protsessis tolgendamisvéimalusi, kuid kuna finantsaruannete adressaat saab
tdiendavalt kasulikku infot rendilepingu majanduslike tagajérgede kohta, siis on
reform igati tervitatav. Varaobjekti ja kohustise definitsiooni erisuse vdimaldab
korvaldada I4SB raamistiku projekti edasine areng. Standardi korrigeeritud eel-
nodu loodetakse avaldada 2012. aasta kolmandas kvartalis, millele jirgnev kom-
menteerimisperiood peaks 16ppema 2013. aasta esimeses kvartalis. Standardi uus
eelndu on kavas avaldada 2013. aasta teises kvartalis, millele jargneb jillegi
kommenteerimisperiood, mis voib kesta iiks aasta ning standard joustub loo-
detavasti 1. jaanuaril 2015.
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ABSTRACT

Leasing, as a financing instrument, is an integral part of today’s entire economic
life. The understanding that the advantage is not connected so much with the
legal ownership of the fixed asset but primarily with the opportunity to use it is
more and more widespread within business entities. Beneficial ownership in
connection with lease agreements can be interpreted as an undercover purchase,
combined with a loan financing by the lessor. Therefore, it is not surprising that
the increase in the relative importance of leasing activities makes banks become
more cautious. Leasing companies have seen a continuous growth even during
economically difficult times, and in some areas, these increases are significantly
higher than the overall economic growth.

Leasing activities have an enormous impact on the balance sheet. Leasing has a
direct effect on the recognition and subsequent depreciation of a fixed asset. In
addition, it affects the capital structure and thence the debt to equity ratio of an
entity. To avoid negative rating assessments, lessees usually have a special
interest in designing the lease contract in such a way that only the rental expense
has to be reported. In this case the leased item and especially the relevant lease
liability would not be recognized in the balance sheet and the liabilities and the
debt to equity ratio would be unaffected. Therefore, the central question
regarding leasing businesses is the classification of the leased items.

The objective of the thesis has been to research the need for the reform of the
current capitalization of leases and to analyze reporting of lease agreements in
the context of the capitalization concepts discussed as part of the current lease
project of the IASB/FASB regarding their propagated and improved decision
usefulness for the entity.

Regarding the evaluation benchmark for the analysis of the current regulations
and for the reform proposals regarding the lease capitalization, a characterization
of the economic approach according to the HGB had to be made and the
significance of substance over form according to the International GAAP had to
be researched. For the sake of precision of the selected object of research, lease
agreements were analyzed according to the civil law with the help of the method
of an overall observation. The transfer of the use could be identified as the main
function of lease agreements. Depending on the will of the contract parties and
the related construction of the lease agreement, the proportional relevance of the
transfer-of-use-function and the equally important finance function can vary. In
the process of creating the contract, the distribution of the risk may vary between
the lessor and the lessee. Separated from the national jurisdictions and on the
basis of the property rights theory, and from an economic perspective, the
concept for the further research of lease agreements was developed. According
to this concept a lease agreement constitutes the temporal transfer of rights
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against payment, which leads at least to the separation of the right of use from
the legal ownership.

With ED/2010/9 “Leases” the capitalization of leases in the IFRS balance sheet
is placed on a new basis. While until now the leased item was completely
recognized by the beneficial owner in the balance sheet, from now on, in
accordance with the right of use concept, an allocation between the lessor and
the lessee is required. The necessary allocation of the leased item between the
lessor and the lessee in accordance with the right of use concept increases the
leeway during the evaluation process. Since the user of financial statements
receives considerably more useful information about the economic consequences
of the lease agreements the reform has to be welcomed. The existing
inconsistencies between the ED/2010/9 and the previously intended definitions
of assets and liabilities have to be eliminated during the development of the new
IASB framework concept.
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