BuildingProfits

THE MAGAZINE FOR CONSTRUCTION FINANCIAL PROFESSIONALS

REPRINT

www.cfma.org November/December 2010

BuildiiigProfits

THE MAGAZINE FOR

CONSTRUCTION FINANCIAL PROFESSIONALS

NOVEMBER-DECEMBER 2010

CONSTRUCTION FINANCIAL MANAGEMENT ASSOCIATION
The Source & Resource for Construction Financial Professionals




BY SHANE E. BROWN & CHRISTOPHER A. BANKS

LEASE ACCOUNTING UPDATE

for Contractors

As discussed in recent articles, accounting rules are

changing to a more principle-based approach through
the collaboration of the Financial Accounting Stan-
dards Board (FASB) and the International Accounting
Standards Board (IASB).

A recent convergence project resulted in a new Expo-
sure Draft of the Proposed Accounting Standards Update
to Leases (Topic 840) released on August 17, 2010.
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The Exposure Draft addresses lease ac-
counting for both lessors and lessees.
This article focuses on the accounting
impact on lessees. Topic 840 will super-
sede the current rules on lease account-
ing, formerly known as FASB Statement
13, “Accounting for Leases,” released in
1967.

For simplicity, we will refer to the current
lease accounting standards by their pre-
codification title, FASB 13.

The Exposure Draft is open for comment
through December 15, 2010 and a final
standard will probably be issued by mid-
2011. The effective date is anticipated to
be sometime in 2012.

The Exposure Draft is an update from the
initial discussion paper released by the
Boards in March of 2009. The updated
Exposure Draft has significant changes
from the initial discussion paper.

It proposes significant changes to ac-
counting for all leases other than leases of
intangible assets, leases of biological
assets, and leases to explore for use min-
erals, natural gas, or similar nonregenera-
tive assets.

The principles used throughout the Ex-
posure Draft focus on the right to use an
asset for the lease term, with a corre-
sponding obligation to pay for the use of
that asset.

FASB 13 Basics

First, let’s take a quick look at current
lease standards before we analyze the
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potential impact of the new proposed guidance. FASB 13
governs whether a lease is treated as an operating lease (off-
balance-sheet) or an on-balance-sheet capital lease, here-
after referred to as a financing lease.

A financing lease is defined as one that transfers substantial
risks and rewards incidental to ownership of the asset to the
lessee. Financing leases require that payments for the right
to use the asset and the obligation to pay for the asset be
accounted for as an asset and a liability on the face of the bal-
ance sheet.

The asset is depreciated similar to owned assets and the lia-
bility is recorded similar to a loan with current and long-term
portions presented separately on the balance sheet. Pay-
ments are applied to principal and interest expense using the
effective interest method.

FASB 13 outlines four criteria for determining if a lease is
treated as operating or financing. If the lease agreement can-
not be cancelled and meets any one of the following tests,
then the lease is a financing lease:

1) There is a transfer of ownership.

2) There is a bargain purchase option; this is defined
as a purchase option substantially below market value.

3) The term of lease is greater than 75% of the asset’s
useful life.

4) The net present value of future lease payments is
greater than 90% of the fair value of the underlying

Update

WHY THE CHANGE?

Operating leases have often been criticized by the SEC and
the international financial community as being a form of off-
balance-sheet financing. Other critics point out that the use
of bright-line tests, where a mathematical calculation deter-
mines lease presentation, is arbitrary.

Operating leases receive criticism partly due to the fact that
the right to use the underlying asset and the contractual obli-
gation to pay the lessor are not recorded on the balance
sheet. The payments to use assets under operating leases are
simply expensed as paid and only a disclosure to commit-
ments is made in the footnotes to the financial statements.

See Example 1 for a comparison of the financial effects of a
five-year operating lease and a five-year financing lease. The
example assumes a five-year term, a $5,000 monthly payment,
and an incremental borrowing rate of 7.42%.

Many critics contend that financial managers can structure
their leases to keep them off the balance sheet so stakehold-
ers have a difficult time understanding the financial position
of a company. Whether this is true in practice, uncertain
financial times cause many to believe that taking another
look at operating leases may be warranted.

THE STANDARD SETTERS’ SOLUTION

The new guidance proposed in the Exposure Draft would

asset. eliminate operating leases where a right to use an asset and
EXAMPLE 1 OPERATING LEASE: FIVE-YEAR LEASE FINANCING LEASE: FIVE-YEAR LEASE
Year Year Year Year Year Year Year Year Year Year
One Two Three Five One Two Three Four Five
Income Statement
Operating Lease Expense $ 60000 $ 60000 $ 60,000 § 60,000 $ 60,000 § - 8 - 8 - § - % -
Depreciation Expense - - - - - 50,000 50,000 50,000 50,000 50,000
Interest Expense 17,111 13,818 10,273 6,455 2344

Net Impact on Income

§ (60,000) $ (60,000) $ (60,000) $ (60,000) $ (60,000)| $ (67.111) § (63,818) § (60,273) $ (564565) $ (52,34)

Balance Sheet

Assels
Leased Asset $ -8 - $ - 8 - % - | $250,000 $ 250,000 $ 250,000 § 250,000 § 250,000
Accumulated Depreciation - - - - . (50,000) _ (100,000) _ (150,000) _ (200,000) _ (250,000)
Net Leased Asset $ - 8 - 8 -8 - 4 - | $200,000 $ 150,000 $ 100,000 $ 50,000 $ =

Liability
Current Portion — Fin. Lease $ - - § - 8 - % - % 46182 $ 49727 § (535645 $§ 57,666 § (V)
Long-Term Portion - Fin. Lease - - - - -| $160929 $ 111,202 $ 57,656 (0) 0
Financing Lease Obligation ~ $ =g =y A = § - | $207,111 $ 160920 $ 111,202 $ 57656 $ (1)

Cash Flow Statement
Net Impact on Income
Depreciation Add-Back -
Principal Payments on Fin. Lease

$ (60,000) § (60,000) $ (60,000) § (60,000) $ (B0,000)| $ (67,111) $ (63818) § (60273) $ (56,455) $ (52,344)

- 50,000 50,000 50,000 50,000 50,000
- (42,880)  (46,182)  (49,727) _ (53,545) _ (57,656)

Net Impact on Cash Flow

$ (60,000) $ (60,000) § (60,000) § (60.000) $ (60,000) $ (60,000) § (60,000) $ (60,000) $ (60.000) § (60,000)
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for them.

and uncertainties. If leases are complex and con-
tain options to extend, contingent rental payments,
or a guaranteed residual value, such variables
would be analyzed based on the “most likely” prin-
ciple and would add complexities when accounting

The lessee must determine the most likely result and

EXAMPLE 2
Individual Cumulative
Term Probability of  Probability of
Option Occurrence Occurrence
15-Year Term 35% 35%
There is a 60%
chance that the term
10-Year Term 25% 60% of the lease will be
extended at least
10 years.
5-Year Term 40% 100%

account for the related asset and liability accordingly.
Measurement of leases will be based on the:

® Longest lease term that is more likely than not

an obligation to pay for the right of use exists. Although the Ex-
posure Draft would most significantly impact the accounting
treatment of operating leases, accounting for financing leases
would also change.

An Asset & Liability Approach

The new standard would propose an “asset and liability”
approach to leases. The right to use an asset that will produce
future cash flow meets FASB’s definition of an asset and
should therefore be recorded on the balance sheet. The future
use of that asset should then be depreciated over its period of
contribution to cash flows, which will equal the longest possi-
ble lease term that is more likely than not to occur.

Similarly, the obligation to pay for use of an asset meets the
definition of a liability and should be recorded as such.
Payments against that liability should also include an element
of interest to pay for the financing aspect of the transaction.

Complex Leases

Leases considered to be complex will bring added difficulties

to occur,
e Discounted probability weighted cash flows, and

® Reassessment and remeasurement when facts
or circumstances change.

The longest lease term that is more likely than not to occur
is calculated on a probability-weighted basis. When assessing
the lease terms, all facts and circumstances available to the
lessee should be included in the evaluation. Some of the vari-
ables noted within the Exposure Draft include such contrac-
tual factors as contingent rentals, term option penalties, and
residual value guarantees, to name a few.

Noncontractual Factors

Noncontractual factors that would affect the term of the lease
should also be taken into account. These include business
plans, importance of a leased asset, and past practices.

These contractual and noncontractual factors should help
shape the probability assessment. In many cases, this will be a
straightforward exercise in assessing whether a lease
extension option is more likely than not to occur.

Example 2 includes a five-
ear lease term with two
EXAMPLE 3 v .
Residual Value Estimate at Probability of five-year renewal periods.
Hours of Usage the End of the Lease Term Occurrence Amount In this situation, the 10-
2,000 $ 25,000 25% $ 6,250 year term is the longest
1,000 $ 40,000 75% $ 30,000 option that is more likely
$ 36,250 than not to occur, as there
is a 60% chance that the
Total Year One Year Two Year Three Year Four Year Five )
term of the lease will be ex-
Lease Payments $ 50,000 $ 10,000 $ 10,000 $ 10,000 $ 10,000 $ 10,000 tended at least to the 10-
Residual Value Guarantee 50,000 :
Less Estimated Residual Value 36,250 year OpthH.
Net Amount Due 13,750
Cash Payments 63,750 10,000 10,000 10,000 10,000 23,750 Once the longest more-
Discounted Cash Flows at 7.42% than_hkely lease term is
Ineremental Borrowing Rate 50,158 9,309 8,666 8,068 7,510 16,605 calculated, the possible
Financing Lease Liability $ 50,158 outcomes within the lease
term should be identified,
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Update

EXAMPLE 4

Income Statement
Operating Lease Expense
Depreciation Expense
Interest Expense

Net Impact on Income

Balance Sheet
Assets
Leased Asset
Accumulated Depreciation
Net Leased Asset
Liability
Current Portion - Fin. Lease
Long-Term Portion - Fin. Lease
Financing Lease

Cash Flow Statement
Net Impact on Income
Depreciation Add-Back
Principal Payments on Fin. Lease
Net Impact on Cash Flow

FINANCING LEASE: FIVE-YEAR LEASE WITH OPTION TO EXTEND FIVE ADDITIONAL YEARS IN YEAR THREE

Year Year Year Year Year Year Year Year Year Year
One Two Three Four Five Six Seven Eight Nine Ten
$ - 5 - $ - % - % -8 - % - % - % - § -
50,000 50,000 50,000 45,089 45,089 45,089 45,089 145,089 45,089 45,089
17,111 13,818 10,273 23,009 20,169 17,111 13,818 10,273 6,455 2,344

$ (67,111) $ (63,818) $ (60,273) $§ (68,098) $ (65258) $ (62,200) § (58,907)

$ (55361) $ (51,543) $ (47.432)

$ 250,000 $ 250,000 $ 465620 $ 465,620 $ 465620 $§ 465620 $ 465620 $ 465620 $ 465620 $ 465,620
(50,000) _(100,000) _(150,000) (195089) (240,177) (285,266) _(330,354) _(375443) _(420,531) _(465,620)
$ 200,000 § 150,000 § 315620 § 270531 $ 225443 5 180354 § 135266 $ 00177 § 45089 § 2
$ 46,182 $ 49727 $ 36991 $ 30,831 $ 42889 $ 46,182 § 49727 $ 53545 $ 57,656 $ -
160920 _ 111202 _ 289831 _ 250000 _ 207111 _ 160929 _ 111202 _  57.656 (0) (0)
$ 207111 $ 160929 $ 326822 § 2895831 $ 250,000 $ 207.111 $ 160920 $ 111202 $ 57,656 $ ()

$ (67,111) $ (63818) $ (60,273) $ (68,098) $ (65258) $ (62,200) $ (58,907)

$ (55361) $ (51,543) § (47432)

50,000 50,000 50,000 45,089 45,089 45,089 45,089 45,089 45,089 45,089
(42,889) _ (46,182) _ (49,727) _ (36991) _ (39.831) _ (42,889) _ (46,182) _ (49,727) _ (53,545) _ (57.656)

$ (60,000) $ (60,000) $ (60,000) § (60,000) $ (60,000) $ (60,000) $ (60.000)

$ (60,000) $ (60,000) § (60,000

and a probability-weighted present value of lease payments
should be calculated.

The existence of contingent rentals or guaranteed residual val-
ues will also impact the cost of the asset recorded once the
lease term is calculated. The lessee does not need to search for
all possible outcomes, but those outcomes which can reason-
ably be assessed should be included.

A typical example will be contingent rentals based on sales or
guaranteed residual values that vary greatly depending on
hours of use. See Example 3 for an illustration of how to cal-
culate the probability-weighted present value on a lease with
a guaranteed residual value.

Once the lease term and probability-weighted cash flows are
determined, the lessee should use its incremental borrowing
rate for the purposes of calculating present value. The lessee’s
incremental borrowing rate is typically the rate for which the
lessee could borrow money over a similar term with similar
collateral. If the lessee’s incremental borrowing rate is not able
to be determined, then the lessor’s stated interest rate can be
used.

When calculation of the lease term and the present value of
lease payments have been completed, an asset and a liability
can be recorded. The asset is recorded at the present value
of the calculated lease payments.

Initial direct costs that were essential to completing the
lease, and would not have been incurred if not for the lease,
should be added to the cost of the asset.

Purchase option costs are not included in the calculation of
probability-weighted present value. The liability is accounted
for using the effective interest method similar to financed debt
being amortized. The asset is depreciated over the shorter of
the useful life or lease term.

Lease Reassessments

Subsequent to the initial measurement, a reassessment of
the facts and circumstances surrounding the lease must be
performed at each reporting period. If the facts and circum-
stances change and would have a significant impact on the
recorded asset or liability, then an adjustment is required.

The reassessment must recalculate the expected lease term
and adjust the asset and liability accordingly. Example 4 illus-
trates a change in the estimated lease term, and includes a
five-year lease with a five-year option to extend. The option
is determined more likely than not to occur with the re-
assessment occurring in Year Three. The example assumes a
$5,000 monthly payment and an incremental borrowing rate
of 7.42% in the extension period.

The reassessment of leases is necessary when a significant
change in contingent rentals, guaranteed residual values, or
term option penalties arise. When such a reassessment occurs,
the evaluation must consider the effects of such changes to
current, prior, and future periods. Any changes that result in
different lease payments in the current or prior periods must
be recorded in net income. Changes that may affect future
periods would be recorded as changes to the right-of-use asset
and related liability.
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EXAMPLE 5

Conlingent lease terms state that lease payments are based on sales dollars.
Lease payments are $60,000 per year for annual sales under $375,000
and $90,000 for annual sales over $375,000.

Original Assessment:

Year Year Year Year Year

One Two Three Four Five
Weighted Average Sales Projection $250,000 $300,000  $350,000 $350,000 $350,000
Lease Payments ($300,000) $ 60,000 $ 60,000 § 60,000 § 60,000 $ G6GO,000
Discounted Cash Flows at 7.42%

Incremental Borrowing Rate 57,667 53,5645 49,728 46,182 42,889
Lease Liability ($250,001) $207,112  $160,930 $111,202 $ 57657 $ 0
Reassessment in Year Two:

Year Year Year Year Year

One Two Three Four Five
Weighted Average Sales Projection $ 400,000 $425,000  $500,000 $500,000
Lease Payments ($420,000) $ 60,000 $ 90,000 $ 90,000 & 90,000 $ 90,000
Discounted Cash Flows at 7.42%

Incremental Borrowing Rate 86,485 80,318 74,5601
Lease Liability $241,394 $166,803 $ 86485 §$ 0
Increase in Liability

due to Reassessment $ 80,464
Journal Entries
Year One Debit Credit

Right-of-use (asset) $ 250,001
Obligation to pay (liability) $ 250,001
To record the asset and corresponding liability.
Amortization expense $ 50,000
Right-of-use (asset) $ 50,000
To record amortization of asset.
Interest Expense $ 17,111
Obligation to pay (liability) $ 42,889
Cash $ 60,000
To record the lease payment using the effective interest method.
Year Two Debit Credit
Amortization expense $ 50,000
Right-of-use (asset) $ 50,000
To record amortization of asset.
Contingent rent expense $ 30,000
Obligation to pay (liability) $ 30,000
To record the increase in the obligation to pay due to
changes in the contingent rents in the current period.
Interest expense $ 13818
Obligation to pay (liability) $ 76,182
Cash $ 90,000

To record the lease payment using the effective interest method.

Right-of-use (asset)
Obligation to pay (liability)

$ 80,464

To record the change in the obligation to pay based
on changes to contingent rents for future periods.

$ 80,464
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Example 5 illustrates a change in contingent rental, and in-
cludes a five-year lease based on sales volume and an incre-
mental borrowing rate of 7.42%. The related journal entries are
presented for illustrative purposes, highlighting the Year-One

initial assessment and the Year-Two re-
assessment adjustments.

Note that the depreciation and interest in
Year Two doesn’t change. In addition, the
entire amount of reassessed expense in
current and prior periods is recorded as
contingent rent expense.

In Years Three-Five, the additional liabil-
ity is amortized using the original incre-
mental borrowing rate and the effective
interest method. Finally, the additional
asset is depreciated over the remaining
lease term.

THE IMPLICATIONS OF THE NEW
STANDARDS

It's important to identify the impact of
the proposed accounting changes and to
understand how these may impact finan-
cial reporting. The new guidance pro-
posed in the Exposure Draft affects the
accounting and reporting of leases
under GAAP.

The proposed changes will not affect
cash flows and have no effect on exist-
ing tax law. The only changes are on a
company’s GAAP-based financial state-
ments and may result in changes to the
business practices and terms for leasing
arrangements.

Income Statement Clarification

The proposed new guidance will have
significant implications on income state-
ment classification. Repercussions are
likely to impact both job costing and
estimating.

Companies utilizing operating leases cur-
rently record the entire charge to the in-
come statement, which may or may not
have been applied to job costs.

If contractors are applying operating lease

expenses to job costs or to calculate their overhead, but ex-
clude the cost of capital and depreciation, issues may arise
concerning the consistency of their job costing,



LEASE ACCOUNTING

Rhonda Kay, CFO of GH Phipps Construction Companies,
notes: “The change in lease standards will have a significant
effect on our internal financial reporting, job costing, and
estimating that will take time to integrate. The changes will
also affect standard benchmarks — both internally and exter-
nally — which will require another adjustment period both for
us and our key partners.”

Federal Acquisition Regulations

Government contractors subject to FARs may also have issues
regarding operating leases. Under the current regulations,
operating leases are allowed under FAR 31.205-36 “Rental
Costs” (as defined by FASB 13) to be included in a contractor’s

billing rate.

Government contractors are allowed to include certain costs
for depreciation in a financing lease. However, interest and
finance costs are unallowable when developing billing rates.
This means that operating leases provide a significant advan-
tage to certain government contractors in developing billing
rates to recoup finance charges.

Operating Ratios

Additionally, the proposed changes will affect operating
ratios for many companies, and those companies that utilize
Earnings Before Interest Taxes Depreciation and Amortization
(EBITDA) ratios will be particularly affected.

Those currently using operating leases will see increases in
EBITDA, as payments for leases that were previously includ-
ed in rent expense accounts will now shift to depreciation and
interest, both of which are excluded from the determination of
EBITDA.

“The adequacy and quality of working capital are essential com-
ponents in the surety’s determination of bonding programs,”
says Rusty Lear, Surety Director & Executive VP of Flood &
Peterson Insurance, Inc.

“The proposed reclassifications may have a significant (if not
detrimental) impact on working capital and the resulting
bonding program, yet the underlying lease obligations remain
unchanged.”

Furthermore, debt service coverage ratios, debt to equity
ratios, and net worth calculations could also negatively affect
bank covenants. The implications for users of operating leases
are far-reaching. Addressing these implications early will be
paramount to ensure any negative impacts are mitigated and
managed properly. Companies should perform financial fore-
casting and modeling to understand the sensitivities of apply-
ing the new proposed guidance.

Update

Example 6 involves two scenarios for a $75 million-revenue
contractor. The first scenario includes $3 million in operating
lease expenses with no financing leases. The second shows the
same contractor with the same $3 million in financing lease

payments.

The examples assume a five-year term with a 7% incremental
borrowing rate. Note that EBITDA more than doubles, while
debt to equity increases over 70%. Working capital decreases
by over $2 million and the current ratios decrease 14%.

Marc Hendrikson, CCIFP, VP with Citiwide Banks, says: “When
setting up lending arrangements with operating companies
and setting corresponding covenants (particularly with con-
tractors), bankers usually identify a few key financial metrics
to set trigger mechanisms that will protect both the client and
the bank’s position as the lender.” He continues: “In this vein,
debt and equity measures are of primary concern, secondarily
working capital, sometimes debt coverage ratios, and rarely
maximum capital expenditures covenants.

“With the new lease accounting rules in place, operating
leases that might be identified as new finance leases in the
financial statements have the potential to immediately
trigger several covenant defaults even if overall cash flow
is not impacted and, in reality, the client’s overall financial sit-
uation has not changed from an operational point of view.

“This tends to be particularly exacerbated in smaller, closely
held companies where equity and working capital trends are
often tight for a variety of reasons, not the least of which
includes tax planning, ownership, or other issues.”

Other Changes

The changes in the standards can also have far-reaching
effects on shareholder distributions, employee bonus struc-
tures, and management profit sharing plans. It is not uncom-
mon for companies to compensate shareholders or employees
based on EBITDA or a modified version of EBITDA (Adjusted
EBITDA).

In an open-book management setting, shareholders and
employees may see a significant increase in EBITDA, with the
expectation that a significant increase in distributions or
compensation will also be forthcoming. Companies that dis-
tribute based on EBITDA may want to reevaluate their policy
in light of the modified standards proposed in the Exposure
Draft.

“These reclassifications risk altering the composition of the
balance sheet to the point it presents credit partners with a
more leveraged financial position than what may actually
exist,” adds Lear.
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EXAMPLE 6
STATEMENTS OF INCOME Operating Financing
Lease Lease
Example Example
Contract Revenues $75,000,000  $ 75,000,000
Cost of Goods Sold 65,250,000 65,250,000
Gross Profit 9,750,000 9,750,000
13.0% 13.0%
Operating Expenses
G & A Expenses 4,500,000 4,500,000
Operating Leases 3,000,000 -
Depreciation and Amortization 510,000 3,035,100
Total Operating Expenses 8,010,000 7,535,100
Income from Operations 1,740,000 2,214,900
2.32% 2.95%
Other Income (Expenses)
Interest (Expense) (225,319) (1,039,871)
Total Other Income (Expenses) (225,319) (1,039,871)
Income before Taxes $ 1514681 § 1,175,029
EBITDA $ 2,260,000 § 5,250,000
BALANCE SHEETS Operating Financing
Lease Lease
Example Example
Assets
Current Assets
Cash $ 5,000,000 $ 5,000,000
Accounts Receivable, Net 21,000,000 21,000,000
Costs and Estimated Earnings in Excess of Billings 300,000 300,000
Other 2,000,000 2,000,000
Total Current Assets 28,300,000 28,300,000
Property, Plant and Equipment
Property, Plant and Equipment 10,000,000 22,625,498
Accumulated Depreciation (6,780,000) (9,305,100)
Total Property, Plant and Equipment 3,220,000 13,320,399
Total Assets $ 31,520,000 $ 41,620,399
Liabilities and Stockholders’ Equity
Current Liabilities
Accounts Payable and Subcontracts Payable - Trade  $ 5,500,000  § 5,500,000
Billings in Excess of Cost and Estimated Eamings 2,250,000 2,250,000
Accrued Liabilities 4,000,000 4,000,000
Current Portion - Capital Leases - 2,343,434
Line-of-Credit 3,755,319 3,755,319
Total Current Liabilities 15,505,319 17,848,753
Long-Term Liabilities
Capital Leases, Net of Current Portion 8,096,616
Total Long-Term Liabilities 8,096,616
Total Liabilities 15,505,319 25,945,370
Stockholders’ Equity
Common Stock and Additional Paid-in-Capital 250,000 250,000
Retained Earnings 15,764,681 15,425,029
Total Stockholders’ Equity 16,014,681 15,675,029
Total Liabilities and Stockholders’ Equity $ 31,520,000  $ 41,620,399
RATIOS Operating Financing
Lease Lease
Example Example
Debt-to-Equity 0.97 1.66
Current Ratio 1.83 1.59
Working Capital $12,794,681  $ 10,451,247
Working Capital Turnover 5.86 7.18
Total Funded Debt $ 3,755,319  $ 14,195,370

CFMA BP
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“Operating leases offer contractors the discretion
needed to adapt their equipment resources to the
changing needs of their projects and work programs.
Footnotes in the financial statements generally pro-
vide the necessary transparency and disclosure of
financial obligations to make sound credit decisions
under the current standards.”

Under the current standards, a company using operat-
ing leases is insulated from impairments since no
assets or liabilities are recorded. The charge for rental
expense related to the asset will continue to be paid in
accordance with the lease whether or not supporting
revenues exist, but the expense timing will be straight-
lined in most cases.

In the current economic environment, many contrac-
tors are required to analyze their long-term assets for
potential impairment based on expected cash flows
from those assets. In many cases, contractors are
determining that impairment exists and a portion of
the asset is written off the balance sheet through
expense. The related debt is obviously unchanged and
a potentially major shift in debt to equity can occur.

Under the proposed standards, all companies would
be subject to impairment analysis for long-lived
assets and the current discrepancy would no longer
exist between owners of assets and lessees. Short-
term leases, defined as 12 months or less, may be
accounted for by recording assets and liabilities at
their undiscounted amounts.

PROACTIVE OPPORTUNITIES

As the CFM, you should first determine how your
surety or bank treats operating leases and if they are
aware of the scope of your current leasing arrange-
ments. (Many may already adjust for leases in their
internal analysis.) Next, recalculate your covenants
and/or bonding capacity assuming the changes con-
templated by the Exposure Draft. Note the effect to
your key ratios and consider “stress testing” these
ratios to determine how sensitive they may be.

With almost two years until the new proposed guid-
ance is expected to take effect, now is a great time to
revisit how buy and lease scenarios are evaluated. If
your company’s current policy tends toward operat-
ing leases, reassessing that policy may be a worth-
while exercise.
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With asset-related leases having a balance sheet impact, it
will be imperative that CFMs and equipment and facility pur-
chasing managers work together. After all is said and done,
operations, finance, and strategy must align in order to develop
asset acquisition plans and execute asset lease or purchase
agreements.

Without proactive planning, balance sheets will react to
asset needs in the field, putting key ratios at risk. Modeling
the impact of the proposed standards to the most recent
financial and forecast reports will greatly benefit companies
in understanding the true impact of these proposed changes.

Sharing the model with your key stakeholders will also help
ensure that non-compliance with bank covenants or poten-
tially harmful reductions in bonding capacity are avoided.

As with any significant change in accounting standards, it
often takes a period of time for key stakeholders to adjust
and become comfortable with the new ratios and the impact
on financial statement presentation.

Bank Agreements

If new bank agreements are being negotiated, it may be mutu-
ally beneficial to include a clause that all covenants are to be
calculated using GAAP in existence at the date of agreement
or, alternatively, that if new standards for leasing are enacted,
the company and the bank agree to set agreeable revised
covenants.

Such a clause eliminates the effect of the potentially
unknown changes that may come into effect in the middle of
the contracted period. The proposed changes are excellent
examples of changes that are not fully known at this time, but
that could have significant effects on the calculation of debt
covenants in the future.

Hendrikson notes: “Contractors are especially vulnerable to
these potentially large swing factors due to the heavy impact
that equipment and fixed assets typically have on their oper-
ations. Ultimately, if the contractor is strong, then the impact
of the new rules will not be material nor will they trigger any
covenant defaults.”

Sureties & Bonding

Bonding agents and sureties will greatly benefit by seeing
the effects of the potential changes if the impacts can be seen
over a period of years vs. absorbing the front-loaded charges
in one year. Companies that can model and illustrate the effect
over the period of lease terms will be able to show little change
in the long run and that cash out of pocket is not affected.

Update

“We are concerned with the ability of all contractors to achieve
the necessary level of financial modeling. The capabilities of a
construction firm, when determining surety credit, are heavily
weighted on the financial performance of construction con-
tracts,” says Lear.

“Estimators and financial executives will be challenged to
adapt their job costing for leased equipment under the new
standards with consistency and accuracy when applying model-
ing and weighted probabilities in building project budgets.

“This may also lead to inaccurate interpretations of financial
performance, and hinder a contractor’s ability to project its
future cash positions — a contractor’s lifeblood.”

If your company does not currently make use of financial fore-
casting models, you may want to contact your CPA. (Better
yet, the use of a CPA with a CCIFP designation will ensure that
the model is built with the specific needs of contractors, con-
struction-focused bankers, bonding agents, and sureties in
mind.)

CONCLUSION

The construction industry as a whole is a leader when it comes
to proactive, forward-looking risk management. Considering
the impact of potential occurrences given known current cir-
cumstances is always a best practice.

Applying the same principles to potential changes in account-
ing standards will help organizations prevent undesirable and
unnecessary consequences. In the meantime, CFMA will be
among several associations responding to this Exposure Draft.
(Go to www.cfma.org for additional information.) Ml
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