
A REPORT ON ACCOUNTING FOR LEASES

The accounting topic of leases is a popular Paper F7 exam area that could IAS 17, Leases takes the concept of
substance over form and applies it to the.

The actuarial method of accounting for a finance lease allocates the interest to the period it actually relates to,
ie the finance cost is higher when the capital outstanding is greatest, but as the capital gets repaid, interest
payments become lower similar to a repayment mortgage that you may have on your property. Income
Statement : The interest expense on the lease payable is reported. Cash Flow Statement: The periodic lease
payment is categorized as an operating cash inflow. In reality there are several ways that this can be done, but
the Paper F7 examiner has stated that he will examine the actuarial method only. Recognize a selling loss
caused by the lease arrangement, if this has occurred Derecognize the underlying asset In addition, the lessor
must account for the following items subsequent to the commencement date of the lease: Record the ongoing
amount of interest earned on the net investment in the lease. Any variable lease payments that are not included
in the lease liability Any impairment of the right-of-use asset In a sales-type lease, the lessor is assumed to be
selling a product to the lessee, which calls for the recognition of a profit or loss on the sale. Net income in
early years and cash flow from financing are lower in finance lease as compared to that in an operating lease.
Related Courses. GAAP, the interest component of the lease payment is reported as an operating cash outflow.
The choices for a lessee are that a lease can be designated as either a finance lease or an operating lease.
GAAP have different criteria for classifying the lease as a finance or an operating lease: IFRS: If the lessee is
entitled to all the risks and rewards that are related to ownership, the lease is categorized as a finance lease.
The lessor recognizes a net investment in the lease. Accounting and Reporting by Lessee A lessee uses the
leased asset and makes regular payments to the lessor. A lease agreement is a contract between two parties, the
lessor and the lessee. If the lease allows the lessee to purchase the same leased asset at a price which is less
than the fair value of the asset in future. Under IFRS, the interest expense can be reported either an operating
cash outflow or financing. Also, the assets are reduced by the book value of the leased asset. The lessor is the
legal owner of the asset, the lessee obtains the right to use the asset in return for rental payments. A lease not
meeting the above criterion is categorized as an operating lease. The asset is so specialized that it has no
alternative use for the lessor following the lease term. The present value of the lease payments, discounted at
the discount rate for the lease. Please take note of when the rental payment is actually due, is it in advance ie
rental made at beginning of the lease year or is it in arrears ie rental made at the end of the lease year? The
present value of the sum of all lease payments and any lessee-guaranteed residual value matches or exceeds
the fair value of the underlying asset. Finance lease A finance lease is a lease that transfers substantially all the
risks and rewards incidental to ownership of an asset to the lessee. Income Statement: The interest revenue is
reported. This includes the selling profit and any initial direct costs for which recognition is deferred. IAS 17,
Leases takes the concept of substance over form and applies it to the specific accounting area of leases. It
allows a lessee to own an asset with the help of direct finance from the lessor. When the risks and rewards
remain with the lessee, the substance is such that even though the lessee is not the legal owner of the asset, the
commercial reality is that they have acquired an asset with finance from the leasing company and, therefore,
an asset and liability should be recognised. December  It is argued that by applying substance, the financial
statements become more reliable and ensure that the lease is faithfully represented. There are several types of
lease designations, which differ if an entity is the lessee or the lessor. When none of these additional criteria
are met, the lessor classifies a lease as an operating lease. So how does IAS 17 work?


