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Agenda - | Don’t Want to Miss a Thing ’2'
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¢ FASB Consolidation Standard
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Deloitte
The new lease accounting standarg

How did we get here, anyway?




Flawed from the start

Basis for Conclusions, SFAS 13 (1976):

“Some members of the Board who support this Statement hold the view that,
regardless of whether substantially all the benefits and risks of ownership are
transferred, a lease, in transferring for its term the right to use property, gives rise

to the acquisition of an asset and the incurrence of an obligation by the lessee
which should be reflected in his financial statements.”

Note-all lessees were male in 1976.




Special Report (1996) ’6'

“Thus a lease, by transferring the right to use an item
=== Financial for the lease term...may give rise to the acquisition
_Accounting Series  of an asset and the incurrence of a liability by the
lessee, which should be recognized in its financial
statements, regardless of whether the lease
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Special Report (2000) »

e “The lease has converted some or all of the lessor’s

e e Financial existing asset (the item of property) into a financial
~Accounting Series 5556t Thus, some or all of the lessor’s existing
property asset should be derecognized and reported

SPECIAL REPORT

LEASES: Implementation of a as a financial asset-a receivable.”

New Approach

Hans Nailor
Andrew Lennard

Principal Authors

Australian Accounting Standards Board

Canadian Accounting Standards Board
International Accounting Standards Commitlee
New Zealand Financial Reporting Standards Board
United Kingdom Accounting Standards Board
United States Financial Accounting Standards Board




Off-balance sheet=Dbad,; structuring:bad’s'

Bright-line tests bring structuring opportunities
Too many liabilities off-balance sheet

How Leases Play a Shadowy Fole in Accounting
Despite a Post-Enron Push,
Companies Can Still Keep
Big Debts Off Balance Sheets
. ﬁy .ToNA‘rH_.-m “’E:L . i
) Despltc the ‘Post Enron drive fo- lm .
Gt prave a;-rmmtmg standards, U.S. compa- |
+-.nies are stll-allowed to keep 'off their.
“=balance sheets billions of 4oliars of lease

o nbllgauuus that are just as real as finans-
.---eldl commitments anmna‘rmg from bank |-

say '
NC Finan(:l.al to mlpropexb-' kcep 'ba.d
fEthebarﬂcsbooks, page Cl

““joans and. bther borruwmg's




OK, let’s do this!

Wall Street Journal, September 23, 2004

Group to Alter Rules

On Lease Accounting

BRUSSELS —The Internaticnal Ac-
counting Standards Board nest week
will unveil plans to overhaul the rules’
on accounting for leased assets, the
board’s chairman said yesterday.

““1oans and other borrowings. % %o o |




SEC Report — June 15, 2005 10

“Report and Recommendations Pursuant to Section 401(c) of the Sarbanes-
Oxley Act of 2002 on Arrangements with Off-Balance Sheet Implications,
Special Purpose Entities, and Transparency of Filings by Issuers”

~$1.25 trillion in future lease obligations currently not recognized by lessees;

recommends “reconsideration” of lease accounting




The Neverending Story

Issued in August 2010

Original Exposure Draft (ED)

Comment period ended
December 2010

786 comment letters received

Issued in May 2013

A 4

Revised ED

Comment period ended
September 13, 2013

656 comment letters received

Final Standard

Issued on February 25, 2016

Effective Date

2019 for publics, 2020 for private entities




Why did this take so long?

“Nobody wants us to rush through this process only to end up with a
standard that needs to be amended and deferred. We want to maximize
the likelihood that we have a smooth implementation of these new
important standards when we feel that we have completed the process to
our satisfaction.”

Leslie Seidman, FASB Chairman




| ease classification

v
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Lessor and lessee would account for a lease as a financing lease when:

Transfers ownership by the end of the lease term
Includes a purchase option that the lessee is reasonably certain to exercise
Term is for the major part of the remaining economic life of the underlying asset

Present value of lease payments and the present value of any residual value guarantees amounts to
substantially all of the fair value of the underlying asset

The asset is of such specialized nature that it would have no alternative use to the lessor at the end of the
lease term

™

13

The required bright-line rules in current U.S. GAAP are eliminated, but...
842-10-55-2: “When determining lease classification, one reasonable approach to assessing the
criteria...would be to conclude both the following:

1) 75% or more of the remaining economic life of the underlying asset is a major part of the remaining
economic life of the underlying asset.

2) 90% or more of the fair value of the underlying asset amounts to substantially all of the fair value of the
underlying asset.”




Lessee accounting models »

14

A lessee enters into a three-year lease and agrees to make the following annual payments at the end of each year: $10,000 in year 1,

$15,000 in year 2, and 520,000 in year 3. The initial measurement of the right-of-use asset and liability to make lease payments is
$38,000 at a discount rate of 8%.

This table highlights the differences in accounting for the lease under the financing approach and straight-line expense approach:

Straight-Line Expense Approach

Reduction in
Lease Right-of-Use
Expense Asset Right-of-Use
=I> =L —X= Asset

5 38,000
S 3,038 S 12,666" 5 15,704 S 15,1][]{}“' 5 11,962 26,038

2,481 12,667 15,148 15,000 12,519 13,519
1.481 12,667 14,148 15.000 13519 -
2 7000 5 33000 5 45000 245000 5 38000




Lessee accounting

Finance lease income statement effect
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Lessor accounting...

FAS 13 - Operating Lease
Accounting
November 1976

Performance Obligation
Exposure Draft
August 2010

"Other Than Financing”
Model
Tentative Decision:
March 2011

Receivable and Residual
("R&R")
Tentative Decision:
July 2011




The Receivable and Residual model »

The lessor derecognizes the underlying asset and recognizes

- Alease receivable measured as the present value of the lease payments,
and

. Aresidual asset measured on an allocated-cost basis
Any day-one profit would be recognized

Derecognize
underlying asset

Replace with:

Receivable (PV of

lease payments) Residual asset Upfront profit




Receivable and residual model-simple ’8'

calculation?

Calculations necessary for a seven tenant property over a five year period of time




All for nothing, really

Contractual

Cash Flows
10,280,000
12,740,000
11,835,000
10,720,000
9,197,500

Operating Lease
Revenue
11,123,750
12,983,750
11,691,250
10,401,250
8,572,500

Receivable & Residual
Revenue
8,738,768
10,159,649
9,163,927
8,221,947
6,831,189

54,772,500

54,772,500

Operating Lease

Deprec. Expense
3,250,000
3,250,000
3,250,000
3,250,000
3,250,000

43,115,480

Receivable & Residual
Deprec. Expense
828,986
414,493
757,156
1,096,286
1,496,060

16,250,000

Operating Lease
Net Income
7,873,750
9,733,750
8,441,250
7,151,250
5,322,500

4,592,980

Receivable & Residual
Net Income
7,909,783
9,745,156
8,406,771
7,125,661
5,335,129

38,522,500

38,522,500




™

NAREIT spoke, the FASB listened

From the final standard, Basis for Conclusions:

“It would be extremely complicated to apply the approach to leases of portions of
a larger asset (that is, when a lessor leases portions of a single asset to multiple
parties concurrently, such as one floor of a building).”




Lessor accounting...

“And where | did begin, there | shall end” - Shakespeare

IAS 17 - Operating Lease FAS 13 - Operating Lease
Tentative Decision: Accounting

March 2014 November 1976

Property and Leases with
‘Insignificant Consumption' Performance Obligation
Scope Out from R&R Exposure Draft
Tentative Decision: August 2010
July 2012

"Other Than Financing"
Model
Tentative Decision:
March 2011

Investment Property
Scoped Out from R&R
Tentative Decision:
October 2011

Receivable and Residual
("R&R")
Tentative Decision:
July 2011




Leases project

Initial direct costs

The Boards decided that only incremental costs would qualify for capitalization.
Costs would be incremental if they would not have been incurred absent the lease being obtained.

Incremental:
Commissions paid upon execution of a lease (internal or external)

Payments to existing tenant to incentivize them to terminate their lease

Not incremental:
Leasing department overhead, unsuccessful efforts
Advertising, soliciting potential lessees, servicing existing leases

Costs incurred before lease is obtained, such as legal or tax advice, negotiating the lease, due
diligence on potential tenants

This will likely be a change in practice for our industry.




Leases project

Straight-line rent? Not necessarily!

Straight line rent for operating leases

During redeliberations the FASB and IASB Boards decided that a lessor would
recognize rental income on a systematic basis that is not straight line if that basis
was more representative of the pattern in which income is earned from the
underlying asset

A lessor would be expected to recognize uneven fixed lease payments on a straight-
line basis when the payments are uneven for reasons other than to reflect or
compensate for market rentals or market conditions (for example, when there is
significant front loading or back loading of payments or when rent-free periods exist
in a lease)

If rent steps are only intended to reflect market rent increases (inflation), can we
avoid straight lining?




L eases project

Other interesting items

Sale leaseback transactions

If the transfer of the asset is determined not to be a sale, the seller-lessee shall not derecognize the
transferred asset (accounted for as a financing liability) and the buyer-lessor shall not recognize the
transferred asset (accounted for as a receivable)

Required consistency between seller-lessee and buyer-lessor accounting does not exist in current
GAAP-asset can be on both parties’ books

Lessee ground lease capitalization

Existing GAAP allows payments for ground leases to be capitalized during the construction period if the
project will be sold or rented

842-10-55-21: “...guidance does not address whether a lessee that accounts for the sale or rental of
real estate projects under Topic 970 should capitalize rental costs associated with ground and building
leases.”

Most ground leases will be “finance leases” on the balance sheet, so will produce interest expense,
which will be capitalizable.




Leases project
What about CAM

Standard requires separate accounting for lease and non-lease (services) components of a
contract

Payments by tenant to landlord for taxes and insurance are generally considered part of
the lease revenue

Payments by tenant to landlord for common area maintenance are not part of the lease
and should be recognized under the revenue standard

But

BC153: “...it similarly would be reasonable for lessors to account for multiple components of
a contract as a single component if the outcome from doing so would be the same as
accounting for the components separately (for example, a lessor may be able to conclude
that accounting for an operating lease and a related service element as a single
component results in the same accounting as treating those two elements as separate
components).”




FASB Revenue from Contracts with
Customers Standard

EYBuiIdinq a better
working world




Revenue recognition
ASU 2014-09

Replaces existing revenue guidance for virtually all industries and arrangements

ASC 360-20, Real estate sales, is superseded
Delayed effective date (ASU 2015-14)

Public entities — annual periods beginning after 15 December 2017
Nonpublic entities — additional optional one-year deferral

Early adoption allowed for all US GAAP entities as of original public entity effective date (15
December 2016)

Early adoption allowed for IFRS entities upon initial issuance of standard
Transition

Full retrospective — all periods presented using new guidance

Modified retrospective — new guidance applied only to existing and new contracts in most current period
presented; cumulative catch-up recognized at beginning of most current period presented

SEC Staff provided relief on selected financial data table




Revenue recognition

Summary of the model

Core principle: Recognize revenue to depict the transfer of promised goods or services to customers in
an amount that reflects the consideration to which the entity expects to be entitled in exchange for those

goods or services

Identify the contract(s) with the customer

Identify the performance obligations in the contract
Determine the transaction price

Allocate the transaction price to the performance obligations

Recognize revenue when (or as) each performance obligation is satisfied




Revenue recognition 2

Real estate sales summary

Transaction: Real estate _ .
sales Considerations

Scope

Seller financing

Support obligations

Additional services

Partial sales

Developers

>
>

™

May be in the scope of ASC 606, ASC 610-20, or ASC 810
Customer vs. noncustomer; business and/or in substance nonfinancial asset

Initial and continuing investment criteria in ASC 360-20 removed
Evaluation based on buyer’s intent and ability to pay transaction price

Continuing involvement criteria in ASC 360-20 removed
Guarantees ‘carved-out’ and accounted for under ASC 460

May represent separate performance obligation and generally would not limit recognition
of gain on sale of real estate

Limited guidance in new standard
FASB addressing as part of Definition of a Business project

May be able to recognize revenue over time if “no alternative use / right to present
payment” criteria are satisfied
Criteria difficult to satisfy for most contracts in the US



Revenue recognition

Real estate sales - example

Developer P sells a hotel with a carrying value of $8m to Buyer Q. Developer P receives
$1m of cash and provides seller financing of $9m in the form of a five-year amortizing note
receivable.

ASC 360-20 ASC 606 / 610-20

» Assuming a sale has been consummated, Developer P > Developer P assesses whether it is probable that it will
evaluates Buyer Q's initial investment (10%) and collect the consideration to which it will be entitled (i.e.,
determines that it is not sufficient to qualify for full the transaction price is collectible). See following slide.
accrual profit recognition (ASC 360-20 requires 15%
investment for hotels) If Developer P concludes the consideration is

collectible, the sale and associated profit of $2m are
Developer P therefore recognizes profit using the cost recognized when control of the property transfers to
recovery or installment method, depending on whether Buyer Q
the cost of the property is reasonably assured

When determining whether control has transferred,
Assuming all other criteria have been satisfied, Developer P considers whether it has a present right to
Developer P may use the full accrual method in the payment for the asset, as well as whether Buyer Q has
future when payments received from Buyer Q satisfy legal title and physical possession of the property and
both the initial and continuing investment tests has the risks and rewards of ownership




Revenue recognition

Real estate sales — example (continued)

The transaction price (i.e., amount assessed for collectibility) may be different than the stated
contract price if an entity concludes it has offered or is willing to accept a price concession

Such concessions or discounts are forms of variable consideration that an entity would estimate at
contract inception and reduce from the contract price to derive the transaction price
Stated contract price $ 10,000,000

Price concession - amount entity estimates it will offer (explicitly) or accept (implicitly)
as a reduction to the contract price, unrelated to credit risk $ (2,000,000)

Transaction price assessed for collectibility $ 8,000,000

When an entity is not willing to accept less than the contract price, but is willing to accept the risk of
default by the customer of contractually agreed-upon consideration (i.e., credit risk), the transaction
price would not differ from the contract price. This amount would be assessed for collectibility




Revenue recognition

Real estate services and “other” summary

Transaction:
Real estate services and
“other”

Property management
services

Leasing services

Development services

Costs incurred to sell real
estate projects

Considerations

Evaluate whether services represent a “series of distinct services that are
substantially the same and have same pattern of transfer to customer”

Variable consideration related to distinct service within series is allocated to the
distinct service

Fixed fees or incentive fees may be recognized differently

Unclear whether services are single performance obligation or indeterminate number
of separate performance obligations
Pattern of recognition may be the same for either conclusion

Considerations similar to those described in “property management services” above

Current guidance in ASC 970 removed
New guidance in ASC 340-40 for costs incurred to obtain a contract



Revenue recognition

Real estate services and “other” summary

Transaction:
Real estate leases

Lease payments

Common Area Maintenance
(CAM)

Real estate taxes and
insurance

Sale-leaseback transactions

Considerations

Not within scope of revenue standard — refer to leases project

Additional service to the lessee and would therefore represent a “non-lease
component” that is accounted for under the revenue standard

Pro-rata CAM may meet the criteria for recognizing variable consideration related to
a “series of services”

Fixed CAM arrangements would likely require over time recognition using a measure
of progress

Real estate taxes and insurance are lease components and not within scope of
revenue standard

ASC 360-20 will temporarily remain in codification for purposes of evaluating sale-
leaseback transactions involving real estate

A seller-lessee and a buyer-lessor use the new revenue guidance and other criteria
to determine whether a sale has occurred. If control of an underlying asset passes to
the buyer-lessor, the transaction is accounted for as a sale and a lease by both
parties. If not, the transaction is accounted for as a financing by both parties



FASB Clarifying the Definition of a
Business Project
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Clarifying the Definition of a Business

Background

- Current definition of a business too broad
- Cost/effort of evaluation

- Interpretation differences with IFRS

- Impacts on

- Acquisition accounting — record at fair value vs. relative fair value, treatment
of acquisition costs

- Sale accounting




™

Clarifying the Definition of a Business

Current Definition

- Business = set of acquired activities and assets that must include inputs and
one or more substantive processes that together contribute to the ability to
create outputs

- Outputs — not required

- Full set of inputs and processes are not required if can be acquired by market
participant

- No minimum input and/or process set required




T

Clarifying the Definition of a Business

ED Proposed Changes/Clarifications

- Eliminate evaluation of market replacement of any missing elements

- Provide “substantially all” threshold for fair value of gross assets acquired
- Narrow the definition of outputs

- Clarify that existence of continuing revenues (i.e., an in-place lease) is not
Indicative of substantive process being acquired




>

Clarifying the Definition of a Business

Challenges
- No defined bright line for “substantially all” screen

- Cannot group tangible and intangible assets (i.e., in-place or above/below
market lease intangibles)

- Cannot group mixed use acquisitions
- Does not address difference in acquisition costs between asset and business
- Reference Case Hand | in ED




>

Clarifying the Definition of a Business

NAREIT Comment Letter

- Align business combination guidance with existing asset acquisition guidance

- Amend the significance criteria to include a comparison of assets acquired to
existing portfolio

- Add guidance that the acquisition of multiple properties in various stages of
development would be considered similar assets




FASB Consolidation Standard

EYBuiIdinq a better
working world




Recently completed projects
Consolidation (ASU 2015-02)

New guidance makes targeted changes to ASC 810, Consolidation
Effective for public entities in periods beginning after 15 December 2015
Early adoption permitted; one year deferral for private entities
Focus of project is rescinding FAS 167 deferral for investment companies, but amendments apply to all

Key amendments include:

Modification of criteria for determining whether fees paid to a decision maker represent a variable
interest (focus on whether fees are at market)

When assessing whether a partnership (or similar entity) is a VIE:
No longer consider substance of a general partner’s investment

Focus on whether a simple majority of limited partners have kick-out rights or substantive
participating rights




™

Recently completed projects (cont.)
Consolidation (ASU 2015-02)

Determination of primary beneficiary
Benefits criteria exclude fees at market and commensurate with services provided
Consider direct and indirect interests held through related parties

Voting model for partnerships (and similar entities)
Eliminates presumption that general partner controls a limited partnership




Consolidation ’3'

VIE determination

Variable Interest Varlatl)zlr?tiltnterest Primary Beneficiary

Amendments are focused on limited partnerships (LPs) and similar entities (e.g., LLCSs)

Changes impact determination of whether equity holders lack the power to direct the activities that most
significantly impact the entity’s economic performance

Evaluation previously focused on whether general partner’s at-risk equity investment was
substantive

Analysis now based on existence of substantive kick-out rights or substantive participating rights
held by the limited partners

Rights are substantive if held by a single limited partner or a simple majority (or lower threshold)
of limited partners

Previously these rights must have been held by a single limited partner




VIE determination

Real estate — example 1
REIT

GP LP

’—1 1% GP 50% LP
49% LP Substantive
er\]/log”r)rlltov(vir;ed Limited participating rights

Unrelated third party

Customary and partnership

commensurate fee

FAS 167: Limited partnership is not a VIE because an at-risk equity holder makes
significant decisions. Applying the ASC 810-20 voting model, no party would consolidate

ASU 2015-02: Limited partnership is not a VIE. Applying the amended voting model, no
party would consolidate




VIE determination

Real estate — example 2
REIT Unrelated third party

GP LP

’—1 1% GP 40% LP

Wholl d S9% LP No Substantive
oY One Limited participating or kick-
Mgmt. Co < out rights

partnership

Customary and
commensurate fee

FAS 167: Limited partnership is not a VIE because an at-risk equity holder makes
significant decisions. Applying the ASC 810-20 voting model, REIT would consolidate.

ASU 2015-02: Limited partnership is a VIE because LP’s have no susbtantive kick-out or
participating rights. REIT would consolidate as Primary Beneficiary.




Questions?
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