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1. [bookmark: _Toc531122413]eXECUTIVE sUMMARY

This report, distinguishes, the difference between FRS 102 and IFRS 16. FRS 102, is the current accounting standard for leases, it came into action on the 01/01/2015, it will be replaced by IFRS 16 the new accounting standard for leases, on the 01/01/2019.
 The arrangement of the finance and operating leases that are used by businesses, are mentioned in the first section of this report. Alongside, with how the concept of substance over form, applies too these leases.
There are many criticisms of FRS 102, as a result, the financial accounting standard board (FASB), decided to bring in IFRS 16 to correct the critiques of the current accounting standard. The main criticism of FRS 102, was the off-balance sheet treatment of operating leases. As a result of this treatment,  a liability would be hidden from the financial statement, resulting in an inaccurate portrayal of the financial situation.
The third section of this report looks into the new accounting treatment IFRS 16, and how it will have an impact on the financial statements of companies.  It also, describes the main industries that will be impacted as a result of the new accounting treatment and the reasoning behind the impact.
To finish the report, a conclusion to summarise the findings and criticisms, of FRS 102, was produced, the conclusion explains why IFRS 16, is replacing FRS 102. 
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2. [bookmark: _Toc531122414]Introduction

The governing accounting bodies, have been reviewing the current accounting treatment, for a while now due to criticism over the past couple of years, as a result, a new accounting treatment, IFRS 17, will be coming into action, at the beginning of January 2019. The adoption of the new accounting treatment will primarily have an effect on financial statements of companies that contract with leases. ( T D George, 2016)


2.1 [bookmark: _Toc531122415]Report Remit

The first segment of this report, discusses the way in which leases are currently distinguished and accounted for in accordance to FRS 102. The variance between operating and finance leases is explained in more detail, and how they are accounted for in the financial statements. The concept of substance over form is applied too each circumstance.  The second segment of the report, is circled around the criticism of the current accounting standard and how this treatments conflicts with the principles of the conceptual framework of accounting. The Last segment of the report, reviews the new accounting standard IFRS 16, and how this will have an impact on the financial statements of companies.

2.2 [bookmark: _Toc531122416]Leases in frs 102

FRS 102, is the new General Accepted Accouting Practicse “GAAP” That was brought into stroke to replace the old GAAP in January 2015, it is the leading accounting practise for the Republic of Ireland, and the UK. FRS 102, fetches some prominent changes to the way in which lease transactions are accounted for, nonetheless the theory for finance and operating leases remains the same (Collins,2016) Leasing is expounded within Section 20 of FRS 102. There are a few accounting for leases that are not covered in FRS 102. The distinguished few that are not accounted for are, leases for licensing agreements for instance the matters of, motion picture films, manuscripts, and copyright agreements. The extent of property held by lesses assets that are held by the lessees, regarded as a property investment is not accounted for. Leases that measure biological assets that are seized by lessees for finance leases are not accounted for; correspondingly biological assets that are provided by lessors for operating leases are not accounted for. Leases that have the potential to create a loss to the lessor or lessee due to unusual pledged terms are not recognised. Lastly, leases that are granted to a lessee to allow them to use or to explore for, oil, minerals, natural gas and related resources that are not regenerable. (Collins, 2015, pp321)

A finance lease is a type of lease, in which the finance company is the owner of the asset during the lease, however the lessee has effective control over the asset and also shares the economic risks of the asset. A Operating lease, is a type of lease where the lessor, allows the lessee to operate an asset, for a specific period shorter than the economic life of the asset, without transferring any ownership rights. (Dawson, 2013)
A Finance lease is a system that makes finance available, commendably a company being the lessor, that buys a specific asset, for a user, known as the lessee or hirer, and in opportunity rents the asset to them for an approved period. In difference, an operating lease does not considerably transfer all of the risks and rewards that come with the ownership to the lessee. It will usually, continue for less the economic half-life of the asset and then would resell the asset at the end of the lease. (Beeby, 2015)

The least classification is based on a risk and rewards approach, consequently if the risk and rewards of the ownership of the asset appointed to the lease remains with the lessor, the lease is considered as an operating lease. However, if the risk and rewards of the lease transfer from the lessor to the lessee, the lease is considered as a finance lease. (O’Neill, 2016) The asset for the lessee will then be produced on the company’s balance sheet with a conforming finance lease creditor. This is due to; in essence the lessee has gained an asset through a leasing transaction. (Collins, 2016) Additionally, this comes into line with the principle of substance over form, which ensures that financial statements give a comprehensive picture of events, to present a true and fair view of matters. (Majid, 2016) for example when the risk and rewards are transferred from the lessor too lessee, in substance the lessee gains an asset, and it is documented on the financial statements. An operating lease is an agreement that allows the use of an asset but does not transfer the rights of ownership, to the lessee. An operating lease shows an off-balance sheet finance of assets, where a leased asset and its liabilities of future rent payments is not contained within the balance sheet of a company. (CPI, 2018) Substance over form, also applies to operating leases in the concept that a company has leased a car for three years, the car has an estimated life of five years, with a fair value of 20, 000. The annual fees of the lease were 4000, if this was to be accounted for five months on; the company that has leased the car has not used the car for its economic life and have the right to argue that they receive any rewards from the course. The annual fees of the car would be lower than the fair value price of the car.


2.3 [bookmark: _Toc531116024][bookmark: _Toc531122417]criticism of the current accounting standard – IAS 17

The current accounting standard is instigating quite a disturbance within the accounting profession, there are many arising critiques of the current standard, and many people are urging the UK government to revolutionize the standard. (William, 2015) IFRS 16 is the new revolutionized standard that will replace IAS 17, commencing periods after January 2019. Under the current accounting standard, lessees are obliged to categorise the lease as either a finance lease or operating lease.  The main criticisms of the standard arise from, the subjective off balance sheet treatment of operating leases by lessees. In IAS 17, leases that were classified as operating lease, inevitably lessees would show neither asset nor a liability in the balance sheet; the lease payment would just be showed as an expense in the profit or loss sheet. However, due to a few number of operating leases being non-refundable, consequently a liability and an asset would be represented to the lessee. Due to the accounting standard not acknowledging these, the liability would be hidden from the financial statement. Thus, anybody reading the financial statement would not be able to recognize the complete derivation of the financial situation. (Silvia, 2018).  In addition, IAS 17 has been subjective to criticism by globally renowned, companies such as Fed Ex, due to these companies would potentially be adding billions of dollars of debt to their balance sheets as a result of the new accounting standard that would be coming into action. The current accounting standard for years has provided off-balance sheet financing which has made companies look less indebted than they actually are. (Rapoport, 2013) These disapprovals of IAS 17 go against the principles that are preserved in the conceptual framework of accounting as there is not an accurate disclosure of the financial statement. Lastly, an additional critique of IAS 17 is the void that it left to explain the risk and rewards in the leasing standard consistently. Risk and rewards, are subjective to the lessee. In the current standard, the lease can be manipulated to achieve a specific result, which has caused criticism. The inconsistency of the model goes against, the values of the framework. (MCMPA, 2018)
[image: ]The current accounting treatment conflicts with the principles valued by the conceptual framework of accounting.  In financial reporting the conceptual framework is organized by a standard setting body, that strategies to provide guidance to accounting setters, when developing and reviewing a financial report, accordingly making sure that the accounting standards are internally consistent. (Lexicon, 2015) The conceptual framework deals with the characteristics that make accounting data more reliable. Furthermore, the notion to recognise and measure the core fundamentals of the financial statements, such as liabilities, assets, equity, income and expense are all recognised. The key principles that the conceptual framework of financial reporting are built on, measurement, revenue recognition,  expense recognition, and full disclosure of the financial statement and any supplementary information. (Macve, 1992)


2.4 [bookmark: _Toc531116025][bookmark: _Toc531122418]Impact of the new accounting treatment – IFRS 16
[image: ]In January 2016, the IASB issued the new accounting standard, IFRS 16 that will replace IAS 17, commencing from 1st January 2019. IFRS 16 was brought into motion, to eliminate off-balance sheet financing. IFRS 16 obliges lessees to acknowledge assets and liabilities for majority of leases, this change allows all leases to be accounted for in the same way. The new lease standard will have a substantial impact on companies heavily working with operating leases; it will affect many entities across different industries. (Fouche, 2017) IFRS 16, will affect a company’s balance sheet, income and cash flow statement. It will require the company to report on lease assets and lease liabilities in the balance sheet with the exception too short term leases and low value assets. In the income statement, companies that have off balance sheet leases, will result in higher profit before interest, for example operating profit, due to IFRS 16 results in a company presenting implicit interest in lease payments as part of a finance cost. In the cash flow statement, due to IFRS 16, the repayments on lease liabilities are included within the financial activities , interest can also be included with the financial activities. The total cash outflow, will remain the same (Ifrs.Org 2018). Moreover, 
One of the main industries that IFRS 16 will have a sweeping impact on is the retail industry, due to the substantial amount of premises that retailers rent for their stores.   T
The British retail association, has advised retailers to assemble project teams to work on the new standard, colleagues from various sectors of the company should have a role in these project teams. However, implementation of the new standard has been proving to be tough for retailers, as they do not just lease property, but also lease many assets that are used within their stores. It would be normal for a large retailer to roughly have around 5000-10,000 leases. Retailers, will now be required to collect all this new data, for their leases, which they did not have to do in the past, as a result, the will need to employ specialists these new requirements. (Icaew, 2017)


2.5 [bookmark: _Toc531122419][bookmark: _GoBack]conclusion

In conclusion to the report, FRS 102, is distinguished into two types of leases, operating and finance leases. FRS 102, came into motion in 01/01/2015, it will stay into motion, until the 01/01/2019, when it will be replaced by IFRS 16. Over the several years, FRS 102, was subjective to many criticisms, the leading ordeal, was that FRS 102, had an off-balance sheet treatment of operating leases by lessees, which gave an inaccurate view of the balance sheet, and would make companies look less indebted that what they actually were. Lessees were not recognizing assets or liabilities on the balance sheet. Lastly, the new accounting standard IFRS 16, has been brought in to correct the criticisms of FRS 102. Nevertheless, by correcting the criticisms of FRS 102, specific industries such as retail, will be affected the most.
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Compared to IAS 17: increase in lease assets and lease liabilties as explained in
‘Section 6.1—Effects on the balance sheet.

IFRS 16 vs US GAAP: lease assets and equity higher applying US GAAP as explained in
‘Section 8—Effects of differences between IFRS and US GAAP.
‘Additional information about the presentation of lease assets and liat
Airline example on page 88 of this document.
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Income statement

Compared to IAS 17: no change to previous reported amounts applying
US GAAP as explained in Section 8—Effects of ifferences between IFRS and US GAAP.
IFRS 16 vs US GAAP: operating profit, and other profit measures before finance
costs(for example, gross profit), higher applying IFRS 16 because interest on al
leases reported as finance costs (Implicit interest on former off balance sheet leases
reported within cost of sales applying US GAAP) as explained in Section 8—Effects of
differences between IFRS and US GAAP.

Profit for the year different applying IFRS 16 (but only by a small amount) because
Refailer holds a portfolio of leases starting and ending in different years.

Cash flow statement

Compared to IAS 17: no change to previous reported amounts applying
US GAAP as explained in Section 8—Effects of ifferences between IFRS and US GAAP.
IFRS 16 vs US GAAP: total cash flow does ot change. Net cash flows from operating
activities higher applying IFRS 16 (with corresponding increase in cash outflows from
financing activties) as explained in Section 8—Effects of differences between IFRS and.
US GAAR, (i this exampl, Retailer reports interest within operating activites.]
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