GAMAP 102


GAMAP 102 ACCOUNTING FOR LEASES IN THE FINANCIAL STATEMENTS OF LESSEES

The provisions of this statement should be read in conjunction with GAMAP 000 – FRAMEWORK FOR THE PREPARATION AND PRESENTATION OF FINANCIAL STATEMENTS.

Statements of Generally Accepted Municipal Accounting Practice are not intended to apply to immaterial items.

Introduction

.01
This statement deals with methods of accounting for leases, and other agreements which are structured in a manner similar to leases, in the financial statements of lessees and the circumstances in which these methods are appropriate. The accounting treatment prescribed in this statement for finance leases applies also to other instalment credit agreements, such as suspensive sale agreements.

.02
This statement does not deal with the following:

a
agreements to explore for or use natural resources, such as oil, gas, timber, metals and other minerals

b
licensing agreements for such items as motion picture films, video recordings, plays, manuscripts, patents and copyrights.

Objective

.03
The accounting treatment of leases and similar agreements should fairly present the financial substance of the underlying transactions, whether or not such presentation corresponds with their legal form.

Definitions

.04
A lease is an agreement conveying the right to use assets for an agreed period of time in return for a payment or series of payments by the lessee to the lessor.

.05
A finance lease is a lease which in effect transfers substantially all the risks and rewards associated with ownership of an asset from the lessor to the lessee.

.06
An operating lease is a lease other than a finance lease.

.07
Instalment credit agreements are those agreements which conform to any of the definitions of instalment sale transactions and leasing transactions as defined in relevant legislation but with no limit on the value of goods.

.08
Lease term represents the period of the lease including the period of any renewal options where the renewal of the lease is assured beyond reasonable doubt.

.09
Minimum lease payments are the payments that the lessee is, or can be, required to make in terms of the lease, excluding payments in respect of maintenance or other expenses, other than finance costs, and including:

· any residual value guaranteed to the lessor by either the lessee or a party related to the lessee, or

· any payment that the lessee is, or can be, required to make upon failure to renew or extend the lease at the expiration of the lease term.

.10
Sale and leaseback arrangements involve a municipality selling its assets to a lessor who, in turn, leases the same assets back to the municipality, which then becomes a lessee.

.11
Open market value is the amount for which an asset could be exchanged between a knowledgeable, willing buyer and a knowledgeable, willing seller in an arm’s length transaction.

Explanatory notes

Classification of leases

.12
The classification of a lease as either a finance lease or an operating lease determines the accounting recognition given to that lease in the financial statements of a lessee.

.13
The risks associated with ownership include the possibility of losses from damage, breakdown, under–utilisation of capacity, obsolescence or losses on realisation of the asset. The rewards associated with ownership include revenue generation and future service potential arising from the use of the asset and gains on realisation.

.14
Whether or not a lease is a finance lease depends on the substance of the transaction rather than solely the legal form of the contract. A lease is classified as a finance lease if it transfers substantially all the risks and rewards associated with ownership, irrespective of whether or not title to the leased asset is intended to be transferred.

.15
Any one of the following conditions provides an indication that the lease transfers substantially all the risks and rewards associated with ownership:

· the lease provides for the transfer of ownership of the asset to the lessee at the end of the lease term

· the lease contains an option for the lessee to purchase the leased asset at a price which is sufficiently lower than the expected open market value of the leased asset at the date the purchase option becomes exercisable to make it reasonably certain that, at the inception of the lease, the exercising of the option is assured

· the lease term is equal to or greater than the major portion (usually three quarters or more) of the estimated economic life of the leased asset

· the present value, at the commencement of the lease, of the minimum lease payments is equal to or greater than substantially all (usually 90 per cent or more) of the open market value of the leased asset at the inception of the lease.

.16
The present value of minimum lease payments is determined using the interest rate implicit in the lease agreement. If it is not practicable to determine this rate, the lessee’s incremental borrowing rate is used.

.17
A lease is classified as an operating lease if it does not transfer substantially all the risks and rewards associated with ownership to the lessee.

Accounting considerations for finance leases

.18
Assets held under finance leases are capitalised in the financial statements of lessees. However in capitalising the asset, what is being accounted for is not the asset itself, but the lessee’s rights in the asset together with the liability to make lease payments.

.19
The lessee’s rights are in substance, little different from those of a purchaser and it is therefore appropriate that the leased asset and the related liability should be included in the lessee’s financial statements.

.20
To account for the leased asset and the related liability in the financial statements of the lessee, two elements in the lease transaction need to be determined, namely, the value of the leased asset to be capitalised and the finance charges.

.21
The amount at which a leased asset is capitalised is the open market value of the leased asset at the commencement of the lease. In most instances the open market value is the price of the asset as stated in the lease agreement.

.22
The capitalised value of the leased asset is depreciated over the expected useful life of the leased asset to the lessee. However, if there is no reasonable certainty that the lessee will obtain ownership by the end of the lease term, the asset is fully depreciated over the shorter of the lease term or its useful life.

.23
The related lease liability is recognised initially at an amount equivalent to that of the capitalised value of the leased asset. 

.24
The difference between the total minimum lease payments and the capitalised value of the leased asset represents the total finance charge borne by the lessee over the lease term because payment for the asset is deferred.

.25
The total finance charge under a finance lease is allocated to accounting periods during the lease term so as to result in a charge against revenue which reflects the extent and cost of the lease finance utilised in each such accounting period.

.26
Where provision is made in terms of a finance lease for fluctuations in the rate of interest, the total minimum lease payments may vary with each fluctuation. When a change in rate occurs the total finance charge to be allocated to subsequent periods will change but no adjustments are made to previously recorded amounts.

.27
The lease payments made in any accounting period are apportioned between the amount of the finance charge for the period and the amount to be applied in reduction of the lease finance liability. The amount allocated as a finance charge is charged against revenue.

Accounting considerations for operating leases

.28
Under an operating lease, substantially all the risks and rewards associated with ownership are not transferred to the lessee. The responsibility of the lessee under the lease contract is limited to the payment of the periodic lease payments over the period of the lease, which is normally substantially less than the useful economic life of the leased asset. It is, therefore, inappropriate to capitalise an asset held under an operating lease.

.29
The lease payments are charged against operating surpluses/deficits on some systematic basis related to the benefit expected to be derived from the leased asset; this is normally achieved by charging lease payments as they are incurred.

.30
The charging against operating surpluses/deficits of lease payments may not result in the matching of costs with revenue if the lease payments are computed on factors which are not directly related to the period over which the benefit is derived from the leased asset. In such instances, the lease payments need to be deferred or provision needs to be made for future lease payments. This could arise where:

· the lease payments are not spread equally over the lease term

· the lessee is required to make payments prior to bringing the leased asset into use

· the lease involves an initial term which is significantly less than the period over which benefit is to be derived from the leased asset and there is an option to renew the lease at lease payments which are either significantly less or more than the lease payments during the initial term, and renewal of the lease is reasonably assured.

Sale and leaseback transactions

.31
In sale and leaseback transactions the sale price and finance or operating lease payments are often interrelated, since they are usually negotiated as a package and need not, therefore, represent open market values. The accounting treatment of a sale and leaseback transaction depends on the terms of the lease agreement involved.

.32
If the leaseback is a finance lease, the substance of the transaction is that the lessor has provided finance to the lessee with the asset as security. For this reason, it is inappropriate to regard the transaction as a sale and the carrying amount of the asset is not amended regardless of the sale price quoted in the lease agreement. The finance received is recognised as a liability and the finance charge expensed over the lease term in a manner which reflects the extent and cost of the lease finance utilised in each accounting period. Where ancillary agreements give rise to other expenses or receipts of a revenue nature, these are recognised immediately in operating surpluses/deficits.

.33
If the leaseback is an operating lease and the lease payments and the sale price are established at open market values, there has in effect been a normal sale transaction and any surplus or deficit on sale is recognised immediately.

.34
If the leaseback is an operating lease and the sale price is above or below open market value, any surplus or deficit is recognised immediately, except to the extent that the difference is compensated for in the future lease payments. If the sale price is above open market value, the excess over open market value is deducted from the sale price and recognised as a liability which is settled by the correspondingly increased lease payments over the period of the lease. Correspondingly, if the sale price is below open market value, the sale price is increased to the amount which recognises the benefit in the reduced future lease payments and the resultant prepayment is expensed over the period of the lease.

Disclosure

.35
Where a municipality has entered into finance leases, the carrying values of capitalised leased assets, suitably described to indicate clearly that they are held under leases, are disclosed in financial statements distinguishing between the major categories of fixed assets. In addition the liabilities relating to the assets leased are disclosed in the same manner as other loans, giving details of current and long term portions, rates of interest and amounts and dates of repayments.

.36
The amount of depreciation on capitalised leased assets is charged against operating surpluses/deficits and disclosed as part of the total depreciation charge for each category of fixed asset. Finance charges attributable to the current period are included in the interest charge.

.37
The amount of operating lease payments charged to operating surpluses/deficits indicates the measure of a municipality’s dependence on leased assets and is therefore disclosed.

.38
Where the municipality has entered into a sale and leaseback transaction which gives rise to an operating lease, the following additional information is disclosed:

· The surplus or deficit arising from the sale of the asset after adjustment for any difference between the sale price and open market value.

· Where the difference between the sale price and open market value is recognised as a liability or prepayment, the amount settled or expensed for the period, and the balance remaining.

· Particulars of any repurchase commitment, contingency or option arising from a sale and leaseback arrangement.

Register of leased assets

.39
In order that sufficient information is readily available to comply with the disclosure requirements of this statement, a register of assets held under finance leases ought to be maintained.

Statement of accounting practice

Classification of leases

.40
Where a lease transfers substantially all the risks and rewards associated with ownership of a leased asset to the lessee, the lease should be treated as a finance lease.

.41
Where a lease does not transfer substantially all the risks and rewards associated with ownership of a leased asset to the lessee, the lease should be treated as an operating lease.

Accounting for finance leases

.42
Assets held under finance leases should be capitalised in the financial statements of the lessee.

.43
At the commencement of the lease a capitalised leased asset should be reflected in the balance sheet of the lessee at the open market value of the asset.

.44
The related lease liability should be recognised initially at an amount equivalent to that of the capitalised leased asset.

.45
The capitalised amount of the leased asset should be depreciated over its expected useful life to the lessee. If there is no reasonable certainty that the lessee will obtain ownership by the end of the lease term, the asset should be fully depreciated over the shorter of the lease term or its useful life.

.46
The total finance charge under a finance lease should be allocated to accounting periods during the lease term so as to result in a charge against operating surpluses/deficits which reflects the extent and cost of the lease finance utilised in each accounting period. Lease payments for a period should be apportioned between the amount of the finance charge and the amount to be applied in reduction of the lease finance liability.

Accounting for operating leases

.47
Lease payments should be charged against operating surpluses/deficits on a systematic basis which is related to the benefit to be derived from the leased asset.

Sale and leaseback transactions

.48
Where a sale and leaseback transaction gives rise to a finance lease, the carrying value of the asset should not be changed. The finance received should be recognised as a liability and the finance charge expensed over the lease term in a manner which reflects the extent and cost of the lease finance utilised in each accounting period.

.49
If the leaseback is an operating lease and the sale price is above or below open market value, any surplus or deficit should be recognised immediately, except to the extent that the difference is compensated for in the future lease payments. If the sale price is above open market value, the excess over open market value should be deducted from the sale price and recognised as a liability which should be settled by the correspondingly increased lease payments over the period of the lease. Correspondingly, if the sale price is below open market value, the sale price should be increased to the amount which recognises the benefit in the reduced future lease payments and the resultant prepayment should be expensed over the period of the lease.

Disclosure

.50
The financial statements should disclose the carrying amount of capitalised leased assets, distinguishing between the major categories of fixed assets. The capitalised leased assets should be suitably described to indicate clearly that they are held under leases.

.51
The financial statements should disclose the amount of liabilities relating to capitalised leased assets, with appropriate details of interest rates and the amounts and dates of repayments. The current and long term portions of lease liabilities should also be disclosed.

.52
The amounts of depreciation on capitalised leased assets, and finance charges, should be included as part of the total depreciation and interest charges, respectively.

.53
The operating lease payments charged to operating surpluses/deficits should be disclosed, distinguishing between the major categories of assets held under operating leases.

.54
Where a municipality has been involved in a sale and leaseback transaction which gives rise to an operating lease, the following additional information should be disclosed:

· The surplus or deficit arising from the sale of the asset after adjustment for any difference between the sale price and open market value.

· Where the difference between the sale price and open market value is recognised as a liability or prepayment, the amount settled or expensed for the period, and the balance remaining.

· Particulars of any repurchase commitment, contingency or option arising from a sale and leaseback arrangement.
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