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1) Executive Summary 
The topic of discussion of this report will be leasing. Through out the report I will be making a references to substance over form as part of the accounting conceptual framework. Firstly I will discuss the type of leases the accounting industry currently inhabits and make differentiation between the different types. In addition, the report will also explain briefly how they are accounted for in financial statements. 
In discussion, I will be highlighting reasons for criticism of the approach adopted by the current accounting standard and how the treatment conflicts with principles enshrined with the conceptual framework. 
To conclude, there will be a summary of the new accounting treatment and a discussion on the ways in which this will impact upon financial statements. 




















2) Introduction 
The new leasing standard in IFRS 16 will become active on the 1st of January, 2019 where there will be foreseeable changes and impact on companies all over the globe. I will be discussing the differences in the current standard and the new standard, and why these changes have been made. 
























3) Leases and differentiation 
In the accounting industry today there are different types of leasing which needs to be applicably shown in every business accounts today whether they may be the lessee or the lessor. To decide and appoint what type of lease the business might be using, businesses have to recognize the difference between both, Operating lease and Capital lease. 
[bookmark: _Hlk531898866]“A finance lease usually involves payment by a lessee to a lessor of the full cost of the asset together with a return on the finance provided by the lessor. The lessee has substantially all the risks and rewards associated with the ownership of an asset, other than legal title.” (FRC, 1984) 
Referring to both leases from a lessees point of view, it is a type of lease in which effectively acts as debt to own the underlying asset released. The lessee is in full ownership of the asset as long as debt payments are kept up to the lessors standard. An analogy to explain this would be for the lessee to take out a loan to purchase a type of equipment for example, payments are ma de periodically, to then having the lessee own the asset at the end of the term with the loan repaid. Lease payments are broken down into interest expenses of which the lessors decide on the applicable interest rate and depreciation expense of the asset leased.  
“An operating lease involves the lessee paying a rental for the hire of an asset for a period of time which is normally substantially less than its useful economic life. The lessor retains most of the risks and rewards of ownership of an asset in the case of an operating lease” (FRC, 1984) 
In comparison, operating lease works slightly differently. The main difference being operating leases do not transfer ownership of the underlying asset, and instead of effectively loan purchasing, lessees pay for the usage of the asset. An analogy for the explanation would be leasing a computer; the lessee would pay to use the computer but will not gain any way of ownership or equity on the computer itself. Lessee may opt for an operating lease to keep up with demand for technology changes in equipment. 
The two types of leases are currently being presented in a different way on financial statements. 
“Lease payments under an operating lease are recognised as an expense on a straight-line basis over the lease term unless another systematic basis is more representative of the time pattern of the user’s benefit.”  (IFRS,2017)
“At the commencement of the lease term, lessees recognise finance leases as assets and liabilities in their statements of financial position at amounts equal to the fair value of the leased property or, if lower, the present value of the minimum lease payments, each determined at the inception of the lease.” (IFRS, 2017) 
Operating and financial lease also differ when it gets accounted for on the financial statements. For instance, the main difference will be that the operating will be recognized as an expense as the lessee does not own the asset in which they may be leasing, whereas the financial lease will be recognized as an asset or liability as they can gain ownership over a scheduled time which will transfer the lease asset into their own asset. 
A key accounting concept that’s been overlooked in the leasing section is substance over form. This in particular concept is renowned to be essential to follow to as it determines the reliability of the financial statements. Substance over form is rule governing that all transactions and other events and conditions should be accounted for and presented in accordance with their substance and not merely their legal form. Thus, enhancing reliability of financial statements. 
[bookmark: _Hlk531899047]“Historically, assets that were used but not owned were not shown on the statement of financial position and therefore any associated liability was also left out of the statement – this was known as ‘off balance sheet’ finance and was a way that companies were able to keep their liabilities low, thus distorting gearing and other key financial ratios.” (ACCA Global, 2018) 
In the past, operating leases were not accounted for nor were they presented in accordance with their substance highlighting factors such as gearing and other ratios to not be accurate to their full potential. This form pf accounting was eliminated as it did not faithfully represent the transaction. 













4) Criticism and conflict 
The current approach of accounting the leases has been in the process of change for 10 years. With the new model included in IFRS 16 means that all leases are now accounted for in the same way. The reason for such a change in the accounting treatment was because the current treatment conflicted with the principles enshrined within the conceptual framework. 
[bookmark: _Hlk531899074]“The major criticism is that the rules which determine lease classification may result in similar transactions reported very differently, leading to lack of comparability and significant amounts of off balance-sheet finance not being recognised.” (ACCA Global, 2018) 
This treatment conflicts with the principles enshrined within the conceptual framework as it did not meet the concept of substance over form. The newly thought model considered this concept deeply, hence why all leases will be accounted for in the same manner leading to greater comparability and reducing the amount of off-balance sheet finance not being recognised. 

















5) New accounting treatment and its impact 

The newly arranged accounting treatment will have a significant effect on a lessees company’s financial statements. Conversely, a lessors company’s financial statement will not be affected as they can remain reflecting on any underlying assets subject to the lease arrangement on the balance sheet for leases classified as operating. 
“Lessees should initially recognise a right-of-use asset and lease liability based on the discounted payments required under the lease, taking into account the lease term as determined under the new standard. Determining the lease term will require judgment which was often not needed before for an operating lease as this did not change the expense recognition. Initial direct costs and restoration costs are also included.” (PWC, 2016) 
From a lessees point of view, many of their financial statements will have impacts upon them. By no longer having the ‘risks and rewards’ model, the IFRS no adapts to the new ‘right of use’ model which eliminates the evaluation of risks from both the lessee and the lessor. It is now the lessees responsibility to recognize whether the asset will fall as a asset or liability at the inception of a lease. 
If a company is looking to extend or not to terminate a lease, then they must be able to measure their liabilities with reference to an estimate of lease term which can include optional lease periods. 
 “..it requires companies to gather and assess extensive information about their leases – not only at lease commencement, but also when there has been a change to the lease.” 
(KPMG, 2017)  
By requiring companies to gather asses information about their leases already creates a non natural factor which can lead to companies not being able to keep up with changes in regulations resulting in leases not being updated when there are certain changes that have to be made during the lease. When lessess measure assets and liabilities when they depend on an index or a rate or where in substance they are fixed payments, contingent rentals or variable lease payments will need to be included. It is the lessees responsility to reassess variable lease payments. This will only occur when the company has a change in cash flow which will result from a change in the reference index or rate. 





6) Conclusion 
To conclude, accounting bodies have looked to adapt a different model to an existing standard. With the existing standard (ifrs 15, 2018) keeping its originality but adding and adopting the new lease model ‘right to use’ initiating the new IFRS 16. The change was influenced by the logic and theory of the conceptual framework and the existing treatment did not corporate as well as the new treatment will. Even though the change will bring many impacts, it will allow and create an opportunity to give a visual representation of the lease figures to be as one making it more comparable and transparent. By doing this, it will also meet the expectation of the conceptual framework factor ‘substance over form’. 
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