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2. [bookmark: _Toc496043657]EXECUTIVE SUMMARY


[bookmark: _GoBack]There are many variants of leases, with the majority of them coming under two broader types, known as operating and financial leases. An operating lease is one that allows the lessee use of the asset, however, it does not convey ownership. Financial leases however are where the lessee also has a share in the risk and reward of the asset. There are soon to be changes concerning how they are accounted for however, specifically with regard to operating leases. While the current method has its benefits it also comes with a huge flaw due to the methods contradiction with the concept of substance over form. Substance over form is a concept in which businesses ensure nothing of the transaction is hidden and its true intent visible to all.
As it currently stands, operating leases are not accounted for within the business’ accounts, while financial leases are. This leads to a flaw that makes the business’ accounts seem better to the eyes of potential investors and other interested parties due to the leases liabilities not appearing in the accounts. The changes that are coming into force aim to resolve this, by ensuring all leases are accounted for in the same way, improving the reliability of all business accounts.  This will also ensure that the lessee is aware of the benefits and liabilities such as the requirement to ensure they make payments on the lease. Issues may still arise in future, but further improvements should come as such legislation is ever changing.
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3.1 REPORT REMIT
There are various types of leases, each of which are accounted for in different ways, however these anomalies will soon be changing with an update to the existing legislation. During the course of this essay, the way they are currently accounted for, the benefits and current flaws of the methods of current methodology, the conflicting nature regarding current legislation, as well as how this is being addressed in the upcoming changes, will be discussed.

3.2 WHAT IS LEASING?
Cambridge dictionary (Cambridge Dictionary, 2018), defines leasing as where a person or a company, known as the lessee, pays for the use of various property such as land, vehicles or machinery for a specified period of time, however extensions can be discussed between both parties, from another person or business, known as the lessor.  It is the obligation of the lessee to ensure that payments on the lease are made and ensure they inform the lessor of their decision as to whether or not they wish to attempt to acquire ownership at the end of the lease. On the other side it is the obligation of the lessor to ensure that whatever is being leased is within the condition it was promised during the negotiations of the lease.

3.3 TYPES OF LEASING
FRS 102 (Financial Reporting Council, 2015) covers general leasing within section 20, however there are number of other types of leases that are addressed elsewhere within the document, these are as follows; Leases that cover the use of land for extracting non-renewable resources such as minerals, natural gases, oil etc. This type of leasing comes under section 34 titled specialised activities. Another would be in regard to leasing of intellectual property for use such as films, plays, patents etc all of which fall under section 18 dubbed ‘’Intangible Assets other than Goodwill’’ a third group of leases regarding land and machinery, covered under section 16 titled ‘’Investment Property’’. This sort of leasing does not provide much encouragement for investment if the transfer of assets at the contracts end becomes considerably difficult (Yoder, J, Et Al, 2008). A final type of lease is one that could potentially lead to a loss for the person who takes out the lease, this comes under section 12, paragraph 12.3. There are however, two main types of leasing arrangements which all these various types of leasing fall under.
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4. FINANCIAL & OPERATING LEASES

             3.1 Differences Between Financial & Operating Leases
According to the Association of Accounting Technicians (2016), determining whether a lease is to be considered an operating lease, or a financing lease is entirely down to who the risk and rewards of the lease fall upon in terms of the ownership of the asset. When the rights of ownership are given to the lessee, it will be considered a financial lease. A financial lease will be included in both the company’s balance sheet and as a company creditor. When both the risks and rewards of the lease are retained by the lessor, then it refers to an operating lease, currently, this form of lease is not accounted for on the company’s balance sheet, however, there are currently plans to change how this type of leasing is accounted for as of January 1st 2019 by the Financial Accounting Standards Board (2016) but it will be permitted for use by businesses prior to the date that the new method will be put into place on if the business so wishes.

3.2 How Leasing is Accounted for
Currently leasing is accounted for in such a way that it conflicts with the principles of substance over form, Donaldson (1964) describes substance over form as an instance in which transactions are controlled by its substance more so than merely its form to be able to enhance the reliability of any financial statements. The Association of Chartered Certified Accountants (2018) argues that rather than improving the reliability that the way that leases are currently accounted for unintentionally improves a business; balance sheet due to the leases not being included within the accounts. It can also be used with an intention to warp certain aspects of the financial ratios, legally, to fit their needs, making it no longer faithful as a representation of a transaction, this is due to the business’ accounts appearing more positive than they actually are. This is because the leases do not appear on the businesses accounts. This contradiction between the method and the concept of substance over forms is alarming considering its conflicting with the Conceptual Framework. The Conceptual Framework lays out the basic concepts with regard to financial reporting. It aids in ensuring that the standards remain consistent and that transactions which are similar are treated equally so that stakeholders are provided with useful information. It also helps companies when there is no specific standard that applies to the individual transaction and thus covers a broader range. (International Financial Reporting Standards Foundation, 2018) The fact that the current accounting method makes it possible to intentionally or unintentionally hide certain figures from stakeholder, this contradicts the statement that the Conceptual Framework is there to help provide stakeholders with useful information.  Information cannot be useful if it has been manipulated by the business.

3.3 Changes in Account of Leases
The changes that are coming as to how leasing will be accounted for, will be known as IFRS 16 and will be replacing the current method titled IAS 17. It will ensure that the lessee is able to recognize what assets and liabilities are a result of the lease. Its objective is to iron out the issues arising from the use of substance over form within IAS 17. Under the current legislation, operation lease payments are considered a straight-line type of expense and with financial leases the lessee recognizes the leases as a liability as well as an asset (International Accounting Standards, 2017) (Financial Accounting Standards Board, 2018). The changes will ensure that the lessee is able to recognize the assets and liabilities of a lease for both operating and financial leasing. This will only be applied to any lease that has a term of over 12 months, except in the case where the asset is considered to be of low value. With IFRS 16 there will be a sole model of accounting as opposed to there being multiple, as well as making sure that the lessee has to recognize a ‘’right-of-use asset’’ in order to represent the lessee’s right to make use of the leased asset as well as recognizing the lessee’s liability representing its on-going obligation for the lessee to make their payments under the lease. All existing financial leases will remain treated as they already are, however, any and all existing operating leases will be changed to reflect the new standards set by IFRS 16.














5.   CONCLUSION

In conclusion, the background of how the conduct of accounting with regard to leasing is rather complex. Various issues that have arisen with the way that leases are currently accounted for should hopefully be resolved with the upcoming changes that will be implemented with the coming of the new year, effective the 1st of January 2019. However, as it has yet to be put into practice, it is still unknown as to whether or not these changes will truly help improve the reliability of the accounts of a business for those viewing them, as similar issues may crop up from these changes in the future. However, with these changes everything should at least be able to fall in line with the conceptual framework and the principles of substance over form. Future changes are expected however, as over time flaws will be brought up and thus will need to be adjusted to fix them.
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