CRITICISMS OF FRS 102 Section 20

It is argued that the current accounting treatment of operating leases is inconsistent with the definition of assets and liabilities in the ASB’s Statement of principles. An operating lease contract confers a valuable right to use a leased item. An asset is defined in Chapter 4 of the SOP as “a resource controlled by an entity as a result of past events and from which future economic benefits are expected to flow to the entity”. Also, the liability of the lessee to pay rentals as per the operating lease contract meets the SOP’s definition of a liability. This is defined in Chapter 4 of the SOP as “a present obligation of the entity arising from past events, the settlement of which is expected result in an outflow of resources embodying economic benefits”. However, under SSAP 21, these rights and obligations are not recognised for operating leases.
Related to this is the issue of the problem of off-balance sheet financing related to operating leases. With such a lease, the assets or liabilities are not recognised on the balance sheet of the lessee, which gives rise to unrecognised finance. Off-balance sheet financing gives rise to a conflict with the SOP, which states that objective information should be provided to the user of the financial statements. 
The results of off-balance sheet financing are that important financial ratios, such as return on capital employed (ROCE) and gearing are influenced. In businesses having operating leases, ROCE is shown to be higher, and gearing, a financial risk indicator, is shown to be lower. As a result, financial performance based on ROCE is seen as efficient, while the risks are deliberately hidden from users. 
The problem of off-balance sheet financing can thus impact the decision-making process of users of financial statements, such as lenders. 
The split between finance leases and operating leases in can also result in similar transactions being accounted for in very different ways. This will reduce comparability for users which is one of the key qualitative characteristics of financial information detailed in Chapter 3 of the SOP. The differentiation between operating and finance leases also may allow preparers to structure transactions so as to achieve a particular lease classification.  
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A NEW APPROACH
The Financial Accounting Standards Board (FASB) and International Accounting Standards Board (IASB) are working to develop a common standard for lease accounting, and they released an exposure draft in 2010. This followed the issue of a discussion paper in March 2009. The boards believe that all lease contracts should be treated in a manner similar to the treatment of finance leases. A single conceptual model for the recognition and measurement of all lease contracts is proposed by removing the existing requirement for lessees to classify leases as finance or operating leases.
It is argued that the right obtained by the lessee in a lease contract is the right to use the leased asset during the lease term, and that this right meets the definition of an asset. The lessee incurs an obligation to pay rentals in a lease contract, and that this obligation meets the definition of a liability. 
A lessee would recognise in its balance sheet an asset representing its 'right to use' the leased item for the lease term and a corresponding liability for its obligation to pay rentals. Under this approach, all leases would be accounted for in a similar manner, and the classifications of finance and operating leases would be eliminated. The boards believe the right-of-use model is the most consistent with their conceptual frameworks and increases the transparency of lease accounting. As leases are a form of financing, the obligations recognised under the right-of-use approach would be consistent with how businesses reflect other financing arrangements.
The problem of off balance sheet financing would be eliminated and the comparability of financial statements would also be increased following the issue of these proposals which is a key characteristic of financial statements as detailed in Chapter 3 of the Statement of Principles.

