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1.) Definition

Lease - A contract, or part of a contract, that conveys the right to use an asset (the underlying asset)
for a period of time in exchange for consideration.

2.) Accounting — Lessee

* Leases of low value + = Short term leases - = Charge payments to P&L on straight line

items (less than 1 v1) basis
= Other leases - initial = Lease Liability = PV of lease payments
recognition = Use incremental borrowing rate

= Lease payments = Fixed payments / Variable payments / Purchase options /
Residual value guarantees

= Right of Use (Rol) = Lease liability value + Transaction cost + PV of

dismantling cost
= Other leases — = Lease Liability = Opening balance + Interest — Payments + / (-)
subsequent Remeasurements
measurement

= Right of Use = Opening balance — Amortization + / (-) Revaluations

= Amortization
= If ownership transferred to lessee at end — then amortize over actual
useful life of asset
= If no ownership transfer — then amortize over lower of actual useful life
of asset and lease term




2.1) Measuring the lease liability

Present value of
expected

Present value of
lease rentals

Lease liability

payments at
end of lease

» Discount rate — rate implicit in the lease. If not available incremental borrowing rate

| 6ase payments

Fixed payments includes in-substance fixed payments / incentives
Variable lease payments only for index or rate / rate at commencement
Residual value guarantees at amount lessee expects to pay

Purchase option exercise price if lessee reasonably certain to exercise

Payments for terminating if lease term reflects termination by lessee

I+I+I+I+I

2.2) Measuring the right to use the asset

Lease liability

Initial direct costs
asset —

Prepayments

I+I

I+I

Restore/dismantle



2.3) Lease recognition exemptions

. -
Two major optional | S—

exemptions make

the standard easier Short term Leases of low
to apply leases value items
<12 months < USD 5,000

for example

Example

On 1 April 2018, the company entered into a lease agreement and leased out a property on a 30 year lease.
As per the lease agreement, the company paid the first lease rental of Rs. 50 million on 1 April 2018. In
addition to that terms of the lease agreement require the company to pay an annual lease rental of Rs. 4
million in arrears for a period of 30 years. Accordingly, the first installment of the above was paid on 31
March 2019 and shown as expenditure in the books of accounts of the company. The fair value of the land
and building components of the property as at 31 March 2018 were as follows.

Land - Rs. 40 million
Building - Rs. 60 million

Useful life time of the building was 30 years as at 31 March 2018. Further as per the lease agreement, the
lease period cannot be extended beyond 30 years under any circumstances. The current weighted average
cost of funds of the entity is 10% and the incremental borrowing cost is 11%.

The accountant seeks your advice as to how to record and present the above transaction in the 2018/2019
books of accounts of the company



3.) Lessor accounting

SLFRS 16 ILeases — Accounting for Lessors

= Significant risk and reward relating to the asset transferred to lessee ? |

Classification -
of leases

| = Yes — Finance Lease | = No — Operating Lease |

Ownership Y Bargain Lease for
transferred [==—="4 purchase [=—N majority of
at end option economic
life

Cancellation
losses borme
by lessee

3.1) Classification of leases

The overriding principle

The key question

Have substantially all risks and rewards of
~ ownership of the leased asset been
‘transferred to the lessee?

Timing of classification

[’% Atthe incepti

n of the lease ]




3.2) Finance lease

¢ Lease that transfers substantially all of the risks and rewards to the lessee

liability
:

3.3) Operating lease

¢ Lease that does not transfer substantially all of the
risks and rewards to the lessee

o=

3.4) Accounting for Finance lease

Receivable
(PV of gross investment)

#Profit on sale?
¢®Finance income




3.4.1) Understanding the statement of financial position terminology for lessors

=

3.4.2) Understanding the statement of financial position amounts for lessors

Lessor:

Gross investmentin lease
- Unearned finance income

Netinvestment in lease

Unearned finance income:

Calculate as difference between gross
investment and net investment

(net investment = PV of minimum lease
payments + unguaranteed residual value,
discounted using the interest rate implicit in
lease)

3.4.3) Finance lease — Important considerations
¢ Lessee/Lessor:

— Finance income or expense is calculated using effective interest rate method (using rate
implicit in lease)



3.5) Accounting for Operating lease

¢Leased asset

¢Accrued/deferred
lease rental
receivable

¢Depreciation expense
¢Lease rentalincome

3.5.1) Other considerations: operating leases
¢ Uneven lease payment profile
— Spread on straight line basis over lease term
— Statement of financial position will reflect deferral or prepayment
¢ Lease incentives

= Spread on straight line basis over lease term

3.6) Statement of financial position impact — Summary

0 i:_'i:;'
\ ‘fmﬁ ﬁﬁi.%éésg ceivable
Leaseda 1) S
%etﬁ S 1 (RVIof gross investment)

ovel’




3.7) Initial direct costs

Operating lease

Finance lease

Add to carrying
amount of leased asset
(and recognise on same
basis as lease income)

Included automaticallyin lease
receivable (netinvestment)

{via definition of interest rate implicit
in the lease, unless manufacturer/
dealerlessor)

3.8) Manufacturers/dealers as lessors

¢ Manufacturer/dealer accounts for commencement of a finance lease as if it were an outright

sale:

— Recognise sales revenue according to the policy followed for outright sales

— Revenue is measured at the lower of fair value or PV of minimum lease payments (using

market interest rate)

- Recognise cost of sales as difference between carrying amount of leased asset and present

value of unguaranteed residual value

— Expense initial direct costs when the selling profit is recognised (i.e. normally

immediately)

— Revenue is recognised at the commencement date of the lease




4.) Sale and lease back

SLFRS 16 Leases — Sale and lease back

Sale at = RoU to be determined at proportion of previous carrying
market value amount based on the rights retained
= GGain to be recognized to the extent of rights transferred

= Same as above
= Difference between market value and sale value to be

considered as a prepavment

= Same as 1 above
= Difference between market value and sale value to be
considered as an additional financing

= Asset remains with the seller
= Cash received is recognized as a liability and accounted
under SLFRS 9

IFRS 16 essentially kills
sale-and-leaseback as
an off-balance sheet

financing structure On-balance On-balance
v sheet financing,

sheet lease at

cost potentially at fair

value (IFRS 9)




4.1) Transfer of the asset is a sale

- The seller-lessee shall measure the right-of-use asset arising from the leaseback. The seller-
lessee shall recognise only the amount of any gain or loss that relates to the rights transferred to the
buyer-lessor.

- the buyer-lessor shall account for the purchase of the asset applying applicable Standards, and
for the lease applying the lessor accounting requirements in this Standard.

- If the fair value of the consideration for the sale of an asset does not equal the fair value of the
asset, or if the payments for the lease are not at market rates, an entity shall make the following
adjustments to measure the sale proceeds at fair value:

(a) any below-market terms shall be accounted for as a prepayment of lease payments; (measured
as the difference between fair value of the consideration for the sale and the fair value of the asset)

and

(b) any above-market terms shall be accounted for as additional financing provided by the buyer-
lessor to the seller-lessee. (measured as the difference between the present value of the
contractual payments for the lease and the present value of payments for the lease at market
rates.)

4.2) Transfer is not a sale

If the transfer of an asset by the seller-lessee does not satisfy the requirements of SLFRS 15 to be
accounted for as a sale of the asset:

(a) the seller-lessee shall continue to recognise the transferred asset and shall recognise a financial
liability equal to the transfer proceeds. It shall account for the financial liability applying SLFRS
9.

(b) the buyer-lessor shall not recognise the transferred asset and shall recognise a financial asset
equal to the transfer proceeds. It shall account for the financial asset applying SLFRS 9.



Sale and lease back transactions — at market value

ABC Lid

Sells at 1,500

| Carrying amount - 600

| Fair value - 1,500

Leases it
back

315.5 p.a. x 4 vears
@10%
=PV =1,000

= If this is an actual sale (e.g. after the 4t year
the bank retains the asset)

= Calculations
= PV of lease liability = 1,000
= Proportion of lease back = 1,000 /1,500 = 2/3
= Roll =600 x 2/3 =400

= Accounting
= Cash Dr 1.500
= RoU Dr 400
= Lease liability Cr 1,000
= Asset Cr 600
= Gain Cr 300

{1,500 - 600 =900 x 1/3) — 1/3 is the proportion
transferred

Sale and lease back transactions — below market value

Sells at 1,200

| Carrying amount - 600

| Fair value — 1500 |

Leases it
back

315.5p.a. x 4 vears
@10%
=PV =1000

= If this is an actual sale (e.g. after the 4% year
the bank retains the asset)

= Calculations
= PV of lease liability = 1,000
= Proportion of lease back = 1,000 /1,500 =2/3
= Rol =600 x 2/3 =400

= Prepayment = 1,500 — 1,200 = 300

= Accounting
= Cash Dr 1,200
= RolU Dr 700 (400+300)
= Lease liability Cr 1,000
= Asset Cr 600
= Gain Cr 300
{1,500 - 600 = 900 x 1/3) — 1/3 is the proportion
transferred




Sale and lease back transactions — Above market value

ABCLtd

| Carrying amount - 600

| Fair value 1,500

Sells at 1,700 |

Leases it
bhack

@10%

[378.7 p-a. x 4 years
=PV=1200

= If this is an actual sale (e.g. after the 4 year
the bank retains the asset)

= Calculations

= PV of rental = 1,200

= Additional financing = 1,700 — 1,500 = 200
= PV of lease liability = 1,200 — 200 =1.000

= Proportion of lease back = 1.000 /1,500 = 2/3
= Rol =600 x 2/3 =400

= Accounting
= Cash Dr 1.700
= RolU Dr 400
= Lease liability Cr L.000
= Asset Cr 600
= Gain Cr 300

(1,500 - 600 =900 x 1/3) — 1/3 is the proportion
transferred
= Agdditional financing Cr 200

5.) Transitional Provisions

Financial
Periods

beginning after
1-1-19

N -

\.e_.

= Consistently for
all leases

= No Adjustments

= Retrospectively as per LKAS 8

= Retrospectively with effect being
adjusted on transition date (1-1-
19 or 1-4-19). Comparative not
restated

[MODIFIED RETROSPECTIVE

ADJUSTMENT]




Transitional Provisions (cont.)

Existing lease
is a FINANCE
Lease under
LKAS 17

Modified

retrospective
adjustment

Existing lease
is an OPERATING
Lease under
LKAS 17

= Asset Carrying amount = RoU
= Lease liability = Lease liability

* Lease liability = PV of remaining
lease rent discounted using
incremental borrowing rate (IBR)
on transition date

= RoU (lease by lease)
= Lease liability + Prepaid lease rent
— Accrued lease rent

OR
=RoU at start of lease at IBR on
transition date — Depreciation upto
transition date

= No adjustments for - Low value
leases / for Investment Properties
carried at FV / Leases expiring
within 12 months

Test for

impairment

CFR — Past papers

June 2018 Q3 (¢)

The group has approximately 660 property leases around the country, consisting of land and buildings
mainly for showrooms, service centers, etc. The lease period is usually 4 — 6 years, and some are as long
as 10 years.

Explain to the board on the impact of such leases arising from SLFRS 16 Leases.

(5 marks)



