**** confidential draft – not a final comment letter - for discussion purposes only ****


Deutsche Telekom is generally supportive of the development of a replacement model for leasing contracts that ensures comparable, user relevant, and transparent reporting by preparers of financial statements. However, we support such a new leasing standard only when it is indeed an improvement over existing requirements. 
Deutsche Telekom does not believe that in many instances the ED lease is in fact effective in addressing the existing concerns under IAS 17 with regards to reducing the complexity of lease accounting and achieving comparability of information among preparers of financial statements. As a result, Deutsche Telekom does not believe that the ED Lease, in its current state, results in information that is, in many instances, truly relevant to users of financial statements. We believe that a new standard based on ED Leases should not be introduced in its current state and a new Exposure Draft Leases should be issued for debate. 
Our main concerns and issues with the ED are primarily related to lessee accounting and are as follows: 
	Major Concern No. 1
	Suggested Changes to ED Lease
	Reason(s) for Change

	“Leasing is an important source of finance. Therefore, it is important that lease accounting should provide users of financial statements with a complete and understandable picture of an entity’s leasing activities.”

Deutsche Telekom supports this statement of the IASB and FASB fully.

Despite the above statement of the Boards, it appears that in many instances throughout the ED, the Boards - when drafting the leasing guidance in the ED -did not adhere to their stated believe, that leasing is a financing alternative.

Leasing is a financing alternative to buying an asset and should not be viewed as anything else. A buy-or-lease decision should always be possible for items that fall under future leasing guidance. 

This becomes again relevant when deciding on which assets should be in the scope of leasing and in terms of achieving true comparability among companies (see Major Concern No. 2 below).


	· Future leasing guidance should have only those assets in scope which can be separately owned and purchased.

· Assets in scope should therefore be separate legal assets or be readily legally dividable into separate assets. 

· Ideally the final leasing standard will relate only to underlying assets or portions of assets that are already marketed or sold in a divided state.
· We suggest for the Boards to devise appropriate language to define when an asset is legally readily dividable and when not. Appropriate language for the definition can ensure that a sufficient number of different types of contracts fall in the scope so that the definition is not a too limiting as a basis for lease capitalisation.  

	· We believe that users of financial statements are interested in comparing a company that purchased an asset with a company that did not purchase the asset and chose to lease the asset instead. 

· If some companies prefer to buy and others do not, the future leasing guidance should make sure that comparability between those companies is achieved.

· Assets that are not legally dividable and/or are perhaps part of a larger asset can typically not be purchased. An example from the telecommunications industry is a contract for space on the top or the side of a building to install cell phone antennas. This space is not for sale and cannot be purchased by anybody in the industry.

· Excluding these contracts either directly from the scope or indirectly by clarifying the definition of the “underlying asset” (see Major Concern No. 2 below) would result in highly comparable information since no buy-or-lease decision is possible for these items and all “lessees” are naturally treated the same by expensing the monthly payments in the profit and loss statement. 




The underlying assumption behind our suggestion above is that investors, analysts, credit rating agencies and other users of financial statements would not be concerned if a contract for the capacity of a part of a larger (legally undividable) asset is on or off-balance sheet since none of the competitors could purchase the asset. All competitors within one industry would truly be comparable and the users’ goals are met.
This issue was already recognized in the past by the FASB when the Board excluded contracts involving space and other facilities at airports, ports and bus terminals owned by a governmental unit or authority from finance lease accounting because such space can never be purchased. 

Furthermore, making leasing guidance only applicable to items for which a buy-or-lease decisions are possible, assures that companies, in making their buy-or-lease assessment, have to reflect on all the key variables of the contract and can in turn apply them without difficulty to the accounting of the contract. For example, buy-or-lease decisions require a company, at a minimum, to determine the lease term that has the highest probability to occur, an appropriate interest rate and amounts for contingent rents will have to be paid, etc. Lease accounting will thus become operational. 
In summary, our proposal would increase the usefulness to users, make the accounting much easier and would reduce compliance costs immensely without reducing the preparers’ ability to communicate effectively with investors, financial analysts and other financial statement users.
	Major Concern No. 2
	Suggested Changes to ED Lease
	Reason(s) for Change

	· Leaving aside our concern no. 1 above, a clarification of scope and a review of the definition of the underlying asset is nevertheless crucial for determining whether an arrangement is a lease. 

· IFRIC 4 should not just be transferred without further contemplation.

· The future leasing guidance should at a minimum address if a portion of a larger asset can itself be the underlying asset for the purposes of evaluating whether or not a lease exists especially in situations when the portion of the larger asset is itself not capitalisable in accordance with IAS 16.
	· In our mind, the “IFRIC 4” criteria (specified asset and control test) to determine whether or not a lease exists, should be based on an underlying asset that is capitalisable in accordance with IAS 16.

· Portions of assets that are indivisible should therefore not fall in the definition of the underlying asset.

· Currently, the ED Leases’ test of whether control over an asset exists refers only to the “underlying asset” and does not clarify what exactly that means. 
· The underlying asset is defined in ED Lease Appendix A on page 40 as “The asset for which a right of use is conveyed in a lease”. 
· See more detailed revision suggestion under question 4. 

	· We do not believe that the Boards have provided a robust, logical and operational distinction between a service or capacity contract and a leasing contract. 
· Examples for “the part of the whole issue” in the telecommunications industry would be, whether the “whole” tower, building, fibre optic cable, satellite is the underlying asset, or whether it is the portion of the whole such as the space on the tower, building or wavelength
 in the cable, etc. The latter (portions of a whole) are typically the subject of the contract.
· The space cannot be separately purchased, nor are these parts capitalisable in accordance to IAS 16 including its component approach.




· In other words, since the space on the tower/building or a wavelength in a cable cannot be an asset by itself, using the larger asset as the underlying asset when applying IFRIC 4 would likely result in a capacity/service contract. This would be the case since “more than an insignificant amount of the output or other utility of the whole asset” (IFRIC 4.9) is taken by other parties
· A similar issue regarding what the underlying asset is exists for a contract for some of the utility (i.e. a part) of a building, such as a right to install signage or a billboard to the outside of a building. 

· This issue had been recognized by the Boards before and was highlighted in IFRIC 4.3. but was, in our mind, not sufficiently dealt with as the following paragraph of IFRIC 4 highlights: “In some arrangements, the underlying asset that is the subject of the lease is a portion of a larger asset. This Interpretation does not address how to determine when a portion of a larger asset is itself the underlying asset for the purposes of applying IAS 17. Nevertheless, arrangements in which the underlying asset would represent a unit of account in either IAS 16 or IAS 38 are within the scope of this Interpretation.”

· This paragraph was not even carried forward to the ED lease. At a minimum, we suggest to do so.
· We would also like to point out the fact that this issue was dealt with slightly differently under IFRS and U.S. GAAP
. This difference also highlights the need to clarify this point in a future leasing standard instead of brushing it aside.

	Major Concern No. 3
	Suggested Changes to ED Lease
	Reason(s) for Change

	Amounts relating to unexercised options to extend the contract should not be recognized as liabilities in the balance sheet as they are not liabilities at the inception or the commencement of the lease. 

Recognising a liability for unexercised options to extend the lease term would clearly be inconsistent with the Conceptual Framework and would not provide relevant information to users of financial statements. 

Options to extent a contract and the related payments are legally avoidable future cash outflows. These options to extend the contract are a part of the agreement that is executory in nature and should be disclosed as such in the financial statements. 


	· As stated in our comment letter to the DP “Leases – Preliminary Views”, Deutsche Telekom believes that payments for options to extent a lease
 beyond the legally committed period represent contingencies that should be accounted for in accordance with IAS 37 leading likely to a disclosure in the footnotes. 

· Based on our view expressed in major concern #1, we believe that users will find a disclosure in the notes to the financial statements benefits depicting separately, (i) potential future cash-outs that relate to underlying assets that could have been alternatively purchased and 
(ii) potential cash outs for underlying assets that could not have been purchased. 
· At a minimum, it should always be clear from the disclosure whether amounts have been truly legally committed to or whether they are “simply” contingent liabilities and thus executory by nature.


	· The obligation to pay will result from a future event, the exercise of the lease term extension option, rather than from a past event (see Framework par. 49(b), IAS 37.10 and IASB board members Mr. Cooper in paragraph AV7 of the ED). 

· Before exercising the option, there is no legal or constructive present obligation to another party to whom the “obligation” is owed. 

· In other words, a promise to make lease payments becomes a present obligation (unconditional obligation to pay) of the lessee only when the option to extent the lease is exercised. 

· These contract components are contractually avoidable payments, are under the control of the lessee and hence are  not a liability; they are executory components of the already signed contract 

· Only contractually unavoidable payments are legally committed obligations should therefore be recognized as liabilities in the balance sheet.



The same is true from the lessor’s perspective: (Potential) rents receivable for an extension period do not meet the definition of an asset based on the Conceptual Framework. The lessor has neither an unconditional right to receive nor control over amounts as long as the lessee does not exercise the option.
Including amounts payable and receivable for extension periods requires both the lessee and the lessor to assess the likelihood of the exercise of the option. This is complex and judgemental for both parties and thus reduces comparability among companies within an industry and does not benefit users of financial statements.

	Major Concern No. 4
	Suggested Changes to ED Lease
	Reason(s) for Change

	We are concerned that in many instances the amounts recognized for rights-of-use-assets overstate the market value of the underlying asset, especially for certain types of real estate.
	· We propose leasing guidance that includes a fair value cap for the amounts capitalized similar to the current guidance under IAS 17 for finance leases (IAS 17.20)

· We suggest including a requirement to measure assets and liabilities at amounts equal to the present value of the lease payments or, if lower, the fair value of the underlying asset. 

· In addition, it should be clarified that the applied lease term cannot extend beyond the economic life of the underlying asset (e.g. cell phone mast). Otherwise the lease term for the right of use asset may in certain cases extend into the economic life of a 2nd asset that the lessor needs to provide, which we believe is not the intend of the Boards.
· A determination of a lease term beyond the economic life of the underlying asset can otherwise lead to recognizing an asset at an amount exceeding market value of the underlying asset. 


	· The fair value cap is especially relevant if the threshold for including optional lease terms is indeed lowered, as currently suggested by the Boards, to the “longest possible lease term that is more likely than not” to occur. 

· Without a fair value cap more than the fair value might have to be capitalized in certain instances. 

· Examples for such a distortion from the telecommunications industry are: 

· the purchase price of land for the construction of a cell phone tower may well be lower than present value of lease payments

· the payments for rental of space on third party towers might be higher than the construction price of the whole tower (depending on the business model used by the tower operator)

· Please consider also that there must have been good reasons for both the FASB and the IASB to have such a fair value cap under the existing finance lease guidance. These historic reasons should be explored.



Please note that some believe that the required annual impairment test will provide for an adjustment to market value. However, in the telecommunications industry, the Cash Generating Unit (CGU) is typically not determined on an asset basis but rather on a higher level such as on a network or regional basis. Therefore, no impairment is likely to result from an impairment test. 
Question 18 
Do you have any other comments on the proposals? 
Response:
Initial direct costs: Paragraph 12 of the Exposure Draft requires a lessee to measure the right-of-use asset initially at the amount of the liability to make lease payments plus any initial direct costs incurred by the lessee. Initial direct costs are defined as recoverable costs that are directly attributable to negotiating and arranging a lease that would not have been incurred had the lease transaction not been made. 

The recently issued Exposure Draft Insurance Contracts requires including incremental acquisition costs in the present value of the fulfilment cash flows; and exclude all other acquisition costs. The Revenue Recognition Exposure Draft allows capitalising contract costs only if certain conditions are met, and require expensing the cost of obtaining a contract (for example, the cost of selling, marketing, advertising, bid and proposals, and negotiations). 

It is unclear if the capitalisation requirements under the different proposals are meant to be equivalent or not. We believe that equivalent requirements should apply and advise to use consistent concepts and wording across the different proposals. 

Asset retirement Obligations (ARO): Currently, obligations imposed by a lease agreement to return a leased asset to its original condition (if it has been modified by the lessee) generally do not meet the definition of a minimum lease payment or a contingent rental and, therefore, are be accounted for by the lessee as an ARO. In other words, if an improvement to leased property has been recognized as an asset on the lessee’s balance sheet (leasehold improvements), any obligation to remove that improvement on expiration of the lease should generally be accounted for as an ARO. For example, a lessee who leases retail space and installs its own improvements would have an obligation to remove the improvements at the expiration of the lease. The obligation to remove the leasehold improvements does not arise solely because of the lease but instead is a direct result of the lessee’s decision to modify the leased space. Such costs are currently excluded from minimum lease payments. 
The future leasing guidance should make clear that no change is intended to the accounting for AROs such as including them in the definition of lease payments. 
Complexity of leasing contracts and lease accounting: We believe that it has been generally accepted that the accounting for leasing contracts is often very challenging and incredibly complex. We find the apparent ease with which both Boards move this project forward somewhat perplexing and suggest to thoroughly in due time explore all open issues. 
For example, consider the following issues that are not specifically addressed by the Exposure Draft. If they remain unaddressed, the issues can undermine the intended comparability goal to assure consistent application for like contracts: 

· Many times the date of inception and commencement date are almost simultaneous. However, in some leases there is a significant delay between the two dates (e.g., build–to–suit real estate assets). The ED does not address accounting for any transactions prior to the commencement date or the effect of changes that could occur between the inception and commencement of a lease. 
· A lease contract with a new lessor may include incentives for the lessee to enter into the lease, such as an up-front cash payment to the lessee, payment of certain costs for the lessee (such as moving expenses or leasehold improvements), or the assumption by the lessor of the lessee‘s preexisting lease with a third party. The ED does not address accounting for lease incentives.
· A reduction in the liability to make lease payments due to a decrease in the lease term could exceed the carrying amount of the right-of-use asset (particularly in a lease with increasing lease payments). The ED does not indicate how a lessee should account for such a reduction in the liability. 
· The ED does not address how to separate and allocate payments among contracts to lease more than one asset (leases of multiple specified assets).
· The ED does not discuss transition provisions for contracts that are leases under existing standards but excluded from the proposed new standard as they represent purchases/sales.
� see page 5, IASB/FASB’s ED Lease INTRODUCTION AND INVITATION TO COMMENT, first sentence


� Specific identifiable assets are, for example, specific fiber within a fiber-optic cable network along with the conduit through which that cable passes, the land on which the conduit rests and a specific component of the telco equipment at each end of the cable necessary to transmit data over the network. The provision of a “wavelength” of capacity, i.e. a specific part of a spectrum on a lit fibre, would not qualify as a fixed asset under IAS 16.


� Likewise EITF 01-8 par. 6…“does not address whether an undivided interest or a pro rate portion of property, plant or equipment could be the subject of a lease” … Neverthelsess, arrangements that identify a physically distinguishable portion of property, plant or equipment are within the scope of this Issue.”


� Please note that we specifically refer to a leasing contract and not to a capacity or service contract, as it is commonly accepted that executory payments for capacity or service contracts are contingent liabilities as defined in IAS 37. 
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