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Trend Report: Development Issues Our Clients Are Talking About
NEW ACCOUNTING CHANGES FOR LEASE REPORTING YET TO BE FINALIZED

On July 21, 2011, the International Accounting Standards Board (IASB) and the Financial
Accounting Standards Board (FASB) announced their unanimous decision to re-open for additional
comment their revised proposal for a common lease accounting standard. The reason for this joint
decision stems from tentative decisions announced by the IASB and the FASB, which differ from
their original exposure draft. A schedule for the additional comment period has not been formally
announced.

History

The IASB and the FASB have been working together toward a common project: to formulate a
lease accounting approach that ensures uniform reporting of all assets and liabilities arising under
lease contracts in company balance statements. In furtherance of this project, the IASB and the
FASB published a discussion paper in March 2009 entitled, “Leases: Preliminary Views.” After an
open comment period, the two organizations published an exposure draft entitled, “Leases,” in
August 2010.

Following the publication of the exposure draft, the IASB and the FASB announced a comment
period, organized round-table discussions in London, Hong Kong and the United States, and
oversaw conferences, working sessions and discussion forums in major geographical regions. The
goal had been to adopt a uniform lease accounting standard by the end of 2011. However, given
their announcement for this additional comment period, it appears that the 2011 goal will not be
met. Rather, after closure of the upcoming comment period, the IASB and the FASB plan to publish
a revised exposure draft.

Tentative Decisions

Many aspects of the exposure draft have been addressed and revised by the IASB and the FASB.
A detailed breakdown of the tentative decisions can be found at http://www.ifrs.org/. However, a
summary of three tentative decisions that have been the subject of much debate follows:

Operating Lease v. Capital Lease – The original exposure draft called for a single approach
to lease reporting, essentially eliminating “operating leases.” Under existing accounting rules,
operating leases, as opposed to capital leases, do not affect a company’s balance sheet
because any lease expense is simply treated as an operating expense. Capital leases, on
the other hand, are recognized as both an asset and a liability on a company’s balance
sheet under existing accounting rules.

Because of the subjectivity permitted in a company’s decision to classify a lease as
“operating” or “capital,” the IASB and the FASB had originally proposed that all leases be
treated as capital leases and be reflected on the balance sheet. However, it appears from
the recently published tentative decisions of the IASB and the FASB that a two-tiered
approach is being considered again. Leases would be considered either as “finance” leases
or as “other-than-finance” leases. “Other-than-finance” leases would enjoy similar reporting
requirements as operating leases. The FASB and the IASB are each working on indicators,
which would define whether a lease is a “finance” or “other-than-finance” lease.

Long-Term Leases of Land – While opponents to the proposed accounting changes argued
that long-term leases are more akin to purchases of land than to leases, the IASB and the
FASB did not waiver in their original position set forth in the exposure draft. More
specifically, the IASB and the FASB tentatively confirmed that long-term land leases should
be included within the scope of the new accounting changes.

Definition of Lease Term – The exposure draft originally stated that a lease term for
accounting purposes should be the longest term “more likely than not to occur.” The test of
“more likely than not to occur” sparked much disagreement. As a result, the IASB and the
FASB tentatively decided that the definition of lease term would be defined as the non-
terminable period, plus any renewal periods for which a clear economic incentive to exercise
a renewal option exists, or for which a clear economic incentive not to terminate exists.
Indicators for what qualifies as such “clear economic incentives” remain to be seen.
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We will continue to follow the updates provided by the IASB and the FASB with respect to the
schedule for the additional comment period, as well as with respect to any further tentative
decisions made or drafts published.

THE CARRIED INTEREST DEBATE

One of the many focal points of the ongoing budget debate centers around the carried interest
issue. Carried interest is the share of profits that the promoters or fund sponsor receives as
compensation, notwithstanding the fact that they did not contribute any funds. The carried interest
serves as the primary source of income for the promoters or fund sponsor, but such income will
only be received if investment goals are met – in other words, the investors must first receive a
return of their contribution, plus any previously agreed upon rate of return, before the promoter is
entitled to the “carry.”

This method of compensation is aimed to motivate the fund sponsor to work toward improving the
fund’s performance.

For a real estate fund, carried interest is currently taxed as a long term capital gain at a maximum
rate of 15 percent. Likewise, fund sponsors are currently not required to pay self-employment tax
on the carried interest. The legislation proposed by the Obama administration would modify the tax
treatment for carried interest so that it would be taxed as ordinary income, which currently has a
maximum rate of 35 percent, rather than as capital gains. This proposal would also provide that
carried interest would be subject to self-employment tax.

Advocates of the President’s proposal view carried interest as profits received for the performance
of services, and are hence no different from compensation income and should therefore be taxed
as such. They argue that, by allowing service partners to receive capital gains treatment on labor
income without limit, the current system creates an unfair and inefficient tax preference.

Opponents argue that the proposal is unfair in that it excludes real estate funds from the benefits of
capital gains taxes while other organizational structures may continue to do so. Likewise, critics
believe that funds organized as partnerships or limited liability companies, which constitute a
significant place in the market, will not be able to offer a competitive return to the equity partners in
the investment if this tax treatment is applied, which will in turn drive investors and talent alike to
alternative investment structures and will be detrimental to the economy overall.

ASSESSING RIGHTS TO REAL ESTATE SALE PROCEEDS IN A BANK HOLDING COMPANY
CHAPTER 11

The failure of a Chicago-based bank and the resulting bankruptcy of its former holding company
has presented a novel and complicated issue regarding who has the right to sell the real estate of
the bank’s former headquarters.

On May 14, 2010, Midwest Bank and Trust Company (the “Bank”), the wholly-owned subsidiary of
Midwest Banc Holdings, Inc. (“MBHI”), was closed by the Illinois Division of Banking and placed
into receivership by the Federal Deposit Insurance Corporation (the “FDIC”). The FDIC entered into
a purchase and assumption agreement with an acquiring bank (the “Acquiring Bank”) to assume all
of the deposits of the Bank.

MBHI subsequently filed for relief under chapter 11 of the Bankruptcy Code. A plan was confirmed
on May 31, 2011, which, among other things, appointed a liquidating trustee (the “Liquidating
Trustee”) to oversee the administration of MBHI’s remaining assets (the “Liquidating Trust”).
Freeborn & Peters represents the Liquidating Trustee.

An interesting real estate issue that has emerged from the administration of MBHI’s remaining
assets is a dispute regarding which entity – the FDIC or the Liquidating Trustee – has the right to
the proceeds from the sale of the real estate that was occupied by the Bank (the “Property”). The
Property is one of the largest assets held in the Liquidating Trust. This is an issue that seems to
arise in many bank holding company chapter 11 cases. MBHI held title to the Property; however,
the Bank paid the purchase price for the Property and the FDIC has thus asserted that it may hold
an equitable mortgage on the Property. Additionally, the Acquiring Bank has occupied the Property
for more than one year without a lease agreement or submitting payments and has made the
Property its headquarters in Illinois. The Liquidating Trustee is now attempting to sell the Property
to the Acquiring Bank, but the dispute of ownership and lessee obligations and rights must be
resolved in order to accomplish any sale. Freeborn & Peters' Real Estate Group and Bankruptcy
Group are working closely together to resolve this issue for the benefit of the creditors of the
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Liquidating Trustee.

ILLINOIS POWER OF ATTORNEY ACT CHANGES

A significant portion of the Illinois Power of Attorney Act (the “Act”), 755 ILCS 45, has been
amended, effective July 1, 2011. The Statutory Short Form Powers of Attorney for both health care
and for property have been significantly modified. The goal of the changes in the Power of Attorney
Act were to make the statutory forms more user-friendly while, at the same time, offer the principal
under these powers of attorney more protection from financial abuse.

Some of the major changes to the Act relating to property powers of attorney include: (i) expanded
remedies against an agent who abuses his or her fiduciary responsibilities to the principal; (ii) a
new “Notice to the Agent” attached to the power of attorney for property describing the agent’s
duties and responsibilities; (iii) a new form of Agent’s Certification and Acceptance of Authority to
provide assurance that the power is valid; and (iv) limitations on who can act as a witness to the
execution of a power of attorney (to avoid conflicts of interest). Close family members of the
principal or of any named agent, and named agents, are among those who may not act as
witnesses.

Powers of attorney that were executed using the statutory forms that were in effect before the July
1st changes continue to be valid. Powers of attorney that are valid under the law of the place
where executed, the law of the place where the principal or agent is domiciled or has a place of
business, or the law of Illinois also are valid in Illinois, but are not considered Statutory Powers.
Under Illinois law, non-Statutory Powers are valid if they name an agent, include a statement of
the agent’s powers, and are signed by the principal, attested by at least one witness and
acknowledged before a notary public.

The new forms of Power of Attorney are preferred for current transactions. For real estate
transactions, the agent should hold, at a minimum, the powers under the Illinois Short Form Power
of Attorney for Property to engage in (A) Real estate transactions; (B) Financial institution
transactions; (M) Borrowing transactions; and (O) Other property transactions.

*  *  *

If you have any questions or would like assistance regarding the matters discussed above, please
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