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Executive summary 
This report will look at the current way leases are accounted for and differentiated In FRS 102, it will look at the differences between financial and operating leases and how they are accounted differently in the balance sheet. It will also look at some of e criticisms for these two ways. The last part of the report will look at the new accounting treatment IFRS 16 and it will look at how this now affects the balance sheet. 
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The Ways Leases are currently accounted for in FRS 102

Leases are currently accounted for in FRS 102 and are differentiated in two ways, operating and finance leases. (ACCA Global, 2018) states the main difference between the two is when the lease is created if all the risks and rewards are with the lessee then is usually a finance lease. (Collings, 2017) explains further what exactly a finance lease is, Collings states that in FRS 102 the lease must be recognised in the balance sheet to the amount equivalent to a reasonable cost of the asset or, if lower, the value of the minimum payments that was decided at the start of the lease. Also included in the lease are the costs that are directly attributable, these can be anything that directly relates to the lease, such as, legal fees. (Friel, 2018) explains that because a finance lease is both an asset and a liability it is recorded as such. However, because the ownership is of the asset isn’t moved to be a possession of the lessee, the substance of the asset is what has been acquired, this is known as substance over form. Substance over form is an accounting principle used to make sure the financial statement gives an accurate picture of the transaction.
(Accounting tools, 2017) explains that an operating lease means the lessee ‘rents’ the asset, however, ownership of the asset is not transferred to the lessee like in a finance lease, the lessee does not benefit from risk or reward. During this time the lessee usually has complete use of the asset, however, is only responsible for the condition of the asset when the lease is over. Substance over form does not apply to operating leases because the lease only looks at the transaction its self, the form. It does not look at the substance of the transaction, which means an operating lease is like a rental and it will go back to the owner at the end of the rental. A financial lease, however, is more like a long-term purchase and that is the substance.
The way that these leases are presented on the balance sheet are also different. (E Fianance Management, 2018) highlights how operating and finance leases differ on the balance sheet. It is explained that operating leases are like renting, in that there are no running or administration costs with the lease and that the lease is treated like an operating expense and therefore the asset does not show on the balance sheet. Finance leases are, however, more like loans in that the asset ownership is that of the lessee which means the asset will appear on the balance sheet. 
Criticisms for the current approach adopted by the current accounting standard 

One of the problems with the current accounting standard for leases is that it creates unnecessary wording and complexity by adding assets and liabilities to the balance sheet that may be unnecessary, (ACCA global , 2015) states that this means it leaves the possibility for uncertain judgments including if liabilities and assets can be validly recognised.   
One of the main criticisms with the current approach adopted by the current accounting standard is to do with financial leases, (Richard, 2004) expands on this and states that the issue is that the leases are being undervalued. This means that the assets and liabilities associated with the lease are also undervalued, the balance sheet there for isn’t correct and could have a negative impact especially because of the liabilities, because, it wouldn’t say the actual worth of the liability. Another criticism with the current accounting standard Is with operating leases. As with operating leases the assets and liabilities aren’t that of the lessee, this means any profit or loss on the asset needs to be recognised immediately, however, if this doesn’t happen it could mean the asset is sold over above the actual value of it. 
How the new accounting treatment will impact financial statements
Under the new accounting treatment, IFRS 16, all leases will now be more like the finance leases in FRS 102, this means that the assets and liabilities will be recognised on all types of leases and will therefore be on the balance sheet, (ey, 2018). Contracts may contain a lease with an arrangement to sell goods or services, it is important in these cases to separate the lease and the rest of the contract. (ey, 2018) “Lessees are required to initially recognise a lease liability for the obligation to make lease payments and a right-of-use asset for the right to use the underlying asset for the lease term. The lease liability is measured at the present value of the lease payments to be made over the lease term”, this is different from the old standard where operating leases would not recognise the lease as an asset or liability. 
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