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UA w The basic framework

=

N
[ Apply scope and definition to the transaction
J
S ™
[ Determine if the arrangement is or contains a lease
J
S )\
[ Determine who has the risks and rewards of the leased item
7
’ Finance lease accounting J I Operating lease accounting
J
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VA Operating lease accounting
[ Lessee J [ Lessor ]

<&

€ Leased asset

Prepaid / accrued
lease rental payable ¢ Accrued / deferred lease
rental receivable
J \
w ¢ Depreciation expense
Lease rental expense
9 Lease rental income
L y | J
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; Finance lease accounting
CHARTERED W

Lessee Lessor

< <

@ Leased asset

Receivable
4 Liability
¢ Depreciation 4 Profit on sale

4 Finance expense 4 Finance income
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Scope and definition

CA @ Definition of a lease
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( Agreement that transfers right
to use an asset for agreed \ In return for payment

amount of time




« Arrangements containing a lease

=

A w Arrangements containing a lease
VA
S e (factors) (1)

Use of a specific Specification may be
1 asset or assets embedded in arrangement

.ﬁ D Explicit or implicit J

Conveys a right to use the asset
l (next slide)




CA @ Arrangements containing a lease (factors) (2)

CHARTERED

Use of a specific asset or assets (previous
slide)

Ability / right to operate / direct another to

operate while obtaining > insigniﬁcant

amount of output

\

J

Ability / right to control physical access
{ Conveys a right to use the asset ] while obtaining > insignificant amount of

output

~

.

insignificant amount of the output and
output is not contractuaiiy fixed per unit o

equal to current market price

Remote that one or more parties will take >

T

S

CA @ A question for you: Arrangement
& contains a lease

CHARTERED

* Clean Products enters into an agreement with a supplier for
packing cleaning bottles at the supplier’s bottling plant into
crates for 3 years:

The bottling plant is explicitly identified

The bottling plant is only used to pack bottles for
Clean Products, and Clean Products controls physical access

Each month Clean Products pays a fixed price of
LS 10,000

Clean Products has the option to change supplier without
losing control over the bottling plant

Has Clean Products entered into a lease of the bottling plant?
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CHARTERED

* Lease classification

CJ
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CHARTERED

Classification

r )\
The overriding principle > Substance over form
L. J J
P . Have substantially all risks and
The key question rewards of ownership of leased asset
\ J been transferred?
V

s ;

Timing of classification ? Inception of lease
\ J J




CA @ The key question

CHARTERED

Have substantially all risks and rewards
of ownership of leased asset been

transferred?

[ Finance Lease } { Operating Lease ]

CA @ Indicators of a finance lease

CHARTERED

[ Ownership transfers at end of lease? ]

N

L Bargain pul::ﬁase option? ]

S

[ Lease for majority of economic life? ]

no
[ Present value of minimum leasc p&yments equals at least substantially J

QSBQI Jueury

all of fair value of leased asset?

no

S
[ Lease assets specialised? ]

no

[ Additional indicators (continues...) ]




@A @ A question for you: Classification (1)

« Beauty Cosmetics rents a Fat-Burner equipment from a third
party (lessor) for 4 years
« Monthly payments are L$ 40,000

* At the end of 4 years, the Fat-Burner will be returned to
the lessor unless Beauty Cosmetics pays the lessor

L$ 20,000, in which case ownership will transfer to Beauty
Cosmetics

e The Fat-Burner’s expected useful life is 8 years

Do you think that Beauty-Cosmetics has entered into an operating
lease or a finance lease?

CHARTERED

no

[ Cancellation losses borne by lessee?

S

[ Changes in fair value of residual borne by lessee?

no

- —N -
Bargain lease renewal option?

{ Operating lease

@A @ More indicators of a finance lease

OSBQI aoueuly




CA : e .
v A question for you: Classification (2)

CHARTERED

» Beauty Cosmetics rents a photocopying machine from
a third party (lessor) for 3.5 years

* At the end of the lease period, the photocopier will be returned
to the lessor

» The expected useful life of the photocopier is 4 years

Do you think that Beauty Cosmetics has entered into an operating 2\
lease or a finance lease?

o
( »é‘\ @ A question for you: Classification (3)

CHARTERED

* Beauty Cosmetics rents 2 new cars from a third party (lessor)
for 2 years, after which time the cars will be returned to the lessor

» Total rental payments amount to about 70% of the new price of
the cars

Do you think that Beauty Cosmetics has entered into an operating
lease or a finance lease?




Timing of classification:

Reassessment

( Parties agree to change in terms that

would have resulted in different

[ Reassess

—

classification at inception

/ Classify “new” agreement based on )

estimates

at date of modification

Changes in estimates
Do not reassess
or circumstances

« Operating lease accounting
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bfiﬂ‘ Accounting for operating leases

[ Lessee ] [ Lessor ]

< <

4 Leased asset

Prepaid / accrued
9 Accrued / deferred lease rental

receivable

i !

¢ Depreciation expense

lease rental payable

Lease rental expense
4 Lease rental income

N éﬁ\
b n | Other considerations: Operating leases

CHARTERED

? Spread on straight-line basis

J

Uneven lease payment profile
Statement of financial position reflects

deferral / prepayment

J

Spread on straight-line basis

[ Lease incentives ] ?




* Finance lease accounting

Finance lease accounting: Lessee

Recognise:
9 Leased asset

#® Liability

)

liability at lower of:

9 Present value of

minimum lease

payments

Statement of financial position

4 Fair value

Initially record asset and

Profit or loss

4

Recognise:
¢ Depreciation

# Finance expense
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CHARTERED

Non-cancellable lease payments
Guaranteed residual value

Purchase option if reasonably certain
of exercise

Lease payments under bargain
renewal option

Minimum lease payments

Contingent rent
Cost for services

Taxes if paid by and reimbursed to the
lessor

cA®

[ Lessee ]

Interest rate implicit in lease J

Discount rate for present value

[ Lessor ]

<

l\ Interest rate implicit in lease ]

Incremental borrowing rate ]




@A @ Guaranteed residual value

[ Lessee J [ Lessor }

# Lessee guarantees value of Any party (inc;uding lessee)
asset at end of guarantees value of asset at end
lease term of lease term
# Lessee at risk for residual 9 Lessor not at risk for residual
value value
4 Include residual value 4 Include residual value
guaranteed in minimum lease guarantee in minimum lease
payments / payments

CA @ A question for you: Minimum lease

payments

CHARTERED

* Beauty Cosmetics rents retail premises in a shopping mall from a third
party (lessor) for 10 years

* The base rental is L$ 50,000 per annum, of which LS 5,000 is for
maintenance services provided by the lessor

* Beauty-Cosmetics also pays contingent rental of 10% of revenues, which
is expected to be L$ 25,000 per annum at inception

* The lessor expects the fair value of the retail premises to be

L$ 100,000 at the end of the lease, which Beauty Cosmetics agrees to pay at
the end of the lease

Determine the minimum lease payments for Beauty-Cosmetics




CA @ Finance lease subsequent

accounting: Lessee

CHARTERED

- 3 -
Liability Asset

\ J - J

Minimum lease payments Depreciate asset over shorter of: \

Q # Lease term

# Useful life (unless reasonably certain

W

Reduction
of liability

\ lessee will obtain ownership) J

Finance
charge

of owned assets

[ Depreciation policy consistent with that ]

(7 Contingent rents

expensed as incurred

@A @ Finance lease accounting: Lessor

CHARTERED

Initially Subsequently
recognise recognise
Receivable

Finance income calculated using

resent value of
(p effective interest method

gross investment)

o

-

Profit on sale




@A @ Lessor: Gross investment

CHARTERED

[ Gross investment ]

{ Minimum lease payments: ]

Guaranteed
\ Purchase option

residual value

[ Unguaranteed ]

residual value

Non-cancellable lease
payments

@A @ Lessor: Lease receivable

CHARTERED

Gross investment in lease

= Difference between
. . ross investment and
Unearned finance income 8
net investment
J
[
[—]
Net investment in lease [Minimum lease payments +
\ . unguaranteed residual value]

discounted using interest rate
implicit in lease




CA "5]3 A question for you: Lessor lease
- receivable

» Beauty Cosmetics rents retail premises in a shopping mall from a third
party (lessor) for 10 years

* Base rental is L$ 50,000 per annum, of which L$ 5,000 is for
maintenance services provided by the lessor

* Beauty Cosmetics also pays contingent rental of 10% of revenues, which
is expected to be L$ 25,000 per annum at inception

* The lessor expects the fair value of the retail premises to be
L$ 200,000 at the end of the leases. Beauty Cosmetics agrees to pay the
lessor L$ 100,000 at the end of the lease

e The rate implicit in the lease is 10%

Determine the lessor’s gross investment in the lease and lease
receivable

Manufacturers / dealers as lessors

According to policy for outright sales

<

7

Revenue = lower of fair value and

present value of minimum lease

Payments

L]

S

Difference between carrying amount

of leased asset and present value of

unguaranteed residual value

Expense when selling

—

profit recognised
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* Real estate leases

CA @ Classification of real estate leases

CHARTERED

| Lease of both land and building: requires Land lease may be classified as a ﬁnance\
classification of each element lease if substantially all risks and rewards

transferred to lessee

4
™\

If reliable allocation not

h

-

Minimum lease payments # sible, treat both as finance lease
allocated to land and buildings based on unless clear that both elements are

relative fair values of leasehold interests operating leases




Real estate leases as investment property

Lessee elects to account

Property meets Lessee elects to use fair
for the operating lease
definition of investment value model for
interest as investment
property investment property

property

¢ Recognise and measure property interest and liability initially \

as if it were a finance lease

¢ Subsequently measure asset under IAS 40 fair value model
and liability as finance lease obligation

4 Continue to account as finance lease even if it

\ ceases to be investment property /

* Real estate leases




or a finance leaseback?

'L Is it an operating leaseback ]

CA @ Operating leaseback profit or loss

recognition
Sale price = FV \( Recognise in profit or )
loss immediately
J y
. Defer and amortise B
[ Sale price > FV excess over FV
over asset’s useful life




CA @ Finance leaseback profit or loss
v | |

recognition

CHARTERED

over lease term

Defer and amortise profit
l Gain on sale

Loss not recognised,

t Loss on sale but asset subject to

-

impairment testing

A
@b- éﬁ\\ @ A question for you: Sale and leaseback (1)

CHARTERED

* Lila-Industrial sells a machine (carrying amount

LS 11 million) to Lila-Pharma for its fair value of

LS 20 million. Lila-Industrial leases it back for 10 years at lease
payments of LS 2.7 million per year

* At the transaction date, the expected value of the machine at
the end of the lease term is L$ 12 million

* At the end of the10 years, Lila-Industrial can repurchase the
machine for L$ 3 million

 Lila-Industrial derecognised the asset and recorded a profit on
sale of L$ 9 million

* Atinception, the present value of minimum rental payments is
L$ 18.5 million and the present value of repurchase option is L$
1.5 million

What adjustments should Lila-Industrial prepare?




C A @ Questions

CHARTERED

CA @ Contact details

CHARTERED

KPMG.

Ms. Uditha de Zoysa

Accounting and Advisory Services
P.O. Box 186, Colombo 03, Sri Lanka.
+94 (0) 11 5 426 103

E-mail — udezoysa@kpmg.co

Web — www.kpmg.com/Ik




