
11 Leases
11.1 Introduction
11.1.1 Leasing of Assets
Where an enterprise purchases an asset for use in its business then it ac
quires both the legal title to the asset and the benefits and risks of owner
ship. In order to finance the acquisition of the asset, an enterprise may:

• use existing cash resources;

• utilise an overdraft facility;

• utilise the proceeds of a long term, unsecured loan; or

• utilise the proceeds of a loan to be secured on the asset.

Whichever financing method is used, the accounting implications are fairly 
straightforward; the asset is raised in the balance sheet and the other side 
of the entry is either an increase in a liability or a reduction in bank balances.

The accounting implications are not so straight forward when the "right" 
to use an asset and not the legal title is acquired. In this situation, an enter
prise may carry the benefits and risks of ownership (through the right of 
use) but the legal title is held by another enterprise. This split complicates 
the accounting treatment as one party has the benefits of ownership, but 
the other party holds the legal title. The problem arises, therefore, in which 
parties' balance sheet should the asset be recorded? Lease agreements and 
instalment sale agreements often split the benefits of ownership from the 
legal title of an asset. AC 105, Accounting for Leases in the Financial State
ments of Lessees, and AC 113, Lessor Accounting, deal with the appropri
ate accounting treatment for lease agreements. South Africa is unusual in 
that lessors and lessees are dealt with in two separate statements; the inter
national standard (IAS 17) and the UK (SSAP 21) both deal with lessors and 
lessees in a single statement. There is therefore some repetition of certain 
paragraphs in AC 105 and AC 113; for example, a lease is defined by both 
statements as "an  agreement conveying the right to use assets for an agreed 
period of time in return for a payment or a series of payments by the lessee 
to the lessor" (AC 105 paragraph 4; AC 113 paragraph 3).

Similarly, both statements exclude the following specialised types of leases:

• lease agreements to explore for or use natural resources, such as oil, gas, 
timber, metals and other minerals;
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• licensing agreements for such items as motion picture films, video record
ings, plays, manuscripts, patents and copyrights.

It is worth noting that there are a number of reasons why an enterprise might 
choose to lease instead of purchasing an asset:

• leasing may be the only means of obtaining the asset;

• insufficient funds to purchase the asset;

• temporary use only of the asset is required; and

• the avoidance of potential technological and obsolescence factors.

11.1.2 Types of Leases
Leases can generally be classified into two categories: operating leases and 
finance leases.

A lease contract in which substantially all of the risks and rewards associat
ed with ownership remain with the lessor, and in which the lessee is hiring 
the use of an asset for a specified period, are classified as operating leases. 
The general accounting implication is that the lessor accounts for the asset 
as a fixed asset and records the lease rentals as income. For example, Easy- 
hire Ltd may hire cranes and other building equipment for use in the con
struction industry. The cranes are hired by contractors for R1 000 per day; 
Easyhire would include the cost of the crane (less accumulated deprecia
tion) with fixed assets and would reflect the hiring fee of R1 000 per day 
as income (depreciation on the crane would be charged against income). 
The contractor would expense the R1 000 per day of crane hire as lease 
payments.

On the other hand, where a lease contract transfers substantially all the risks 
and rewards associated with ownership to the lessee, but without the les
see becoming the legal owner, then it is classified as a finance lease. This 
is because the substance of the contract is similar to a purchase contract and 
the characteristics are more akin to a financing arrangement than a leasing 
agreement.

Both AC 105 (paragraph 3) and AC 113 (paragraph 1) require that lease trans
actions be accounted for according to their substance and not merely their 
legal form. For this reason, a finance lease is accounted for in much the same 
way as a purchase contract. For example, Finance House Ltd leases an as
set with a market value of Rim to Capital Ltd. Substantially all the risks 
and rewards of ownership associated with the asset are transferred to Cap
ital Ltd. Finance House Ltd should account for the transaction as a disposal
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of the asset and raise a corresponding asset (debtor) for the “purchase” price. 
Lease instalments would be accounted for as part repayment of the debtor 
and interest income on the capital balance of the debtor outstanding. Simi
larly, Capital Ltd should record the acquisition of an asset and a related lia
bility. The asset is depreciated and the lease instalments are split between 
repayment of the liability and interest paid on the outstanding amount 
payable.

Both AC 105 and AC 113 classify leases as either finance or operating leases. 
The determination of whether or not substantially all the risks and rewards 
of ownership pass to the lessee is therefore a key factor in determining the 
appropriate accounting treatment for leases. Paragraph 13 of AC 105 gives 
some guidance about the risks and rewards of ownership:

“ 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 owner
ship include profits arising from the use of the asset and gains on 
realisation.”

These factors, together with further indicators of the transfer of the risks 
and rewards of ownership are considered in more detail in sections 11.2 and 
11.3. It should be appreciated that the difference between an operating and 
a finance lease is solely one of degree and not a fundamental difference. 
All leases, to a certain extent, transfer some of the risks and benefits of 
ownership. The key is to establish whether or not substantially all of the 
risks and rewards of ownership are transferred.

Both AC 105 (paragraph 1) and AC 113 (paragraph 1) state that the account
ing treatment prescribed for finance leases applies also to instalment credit 
agreements, such as hire purchase or suspensive sale agreements. Although 
the accounting treatment is basically identical, it is important to distinguish 
between a hire purchase agreement and a finance lease. Generally, in terms 
of a hire purchase contract, it is agreed at the inception of the contract that 
the purchaser (or his nominee) will become owner of the asset at termina
tion of the agreement. A finance lease, on the other hand, is a lease agree
ment whereby the right to use an asset for a specified period is acquired, 
but the agreement includes a right or option for the lessee to obtain legal 
ownership providing certain conditions are met. Legal ownership, there
fore, is not decided upon at the time of entering into the lease agreement.

11.1.3 Conceptual Issues
We have established that in the case of finance leases, a lessee capitalises
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a leased asset while the lessor effectively records a sale of the leased asset, 
which is replaced by an investment in a leased asset (i.e. a long term debtor).

The lessee is recording its rights in the asset, rather than the underlying 
asset itself, together with the discounted value of the obligation to make 
future lease payments. The lessee's rights are in substance little different 
from those of a purchaser. Thus, despite having no legal title, the lessee 
recognises an asset and a related liability.

It is important to ensure that the lessee's asset and liability meet the defini
tions of assets and liabilities embodied in the framework, AC 000. In the 
case of a finance lease, the lessee controls the asset (the resource), and the 
asset is expected to yield future income (economic benefits) and is as a result 
of a past event. The recognition criteria are usually met in that the cost of 
the asset is measurable and the future economic benefits are probable (the 
lessee should have performed a capital budgeting technique (e.g. Net Present 
Value) to ensure the latter criteria).

Similarly, the lease liability is a present obligation arising from a past event 
(signing the lease) and which will result in an outflow of economic benefits 
(interest portion of lease payments). This liability is recognised as equal but 
opposite (i.e. an asset) by the lessor in that the lease agreement gives rise 
to an inflow of economic benefits to the lessor. Thus, the accounting treat
ment of finance leases by the lessor is generally the mirror image of the les
see's accounting treatment. This is illustrated in section 11.4.2.

11.2 Lessors
A lessor is the party to a lease agreement that grants to another party (the 
lessee) the right to use an asset acquired (or manufactured) for an agreed 
period of time in return for a payment or series of payments.

11.2.1 Accounting Implications of Operating Leases
Lease agreements are classified as operating leases where the risks and re
wards associated with ownership remain with the lessor. The following ac
counting implications arise:

• the lessor retains the asset on the balance sheet; i.e. no sale is recorded;

• the lessor depreciates the asset (unless an investment property)

-  over its useful life

-  on a systematic basis;
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• lease rentals (excluding receipts for services provided such as insurance 
and maintenance) are allocated to the lessor's income on a systematic ba
sis (usually straight line) over the lease term;

• costs incurred in earning lease rental income are charged against income;

• initial direct costs incurred specifically to obtain the operating lease are 
either deferred and allocated to income over the lease term in proportion 
to lease rental income, or are written off immediately.

11.2.2 Accounting Implications of Finance Leases
Lease agreements are classified as finance leases where substantially all the 
risks and rewards associated with ownership transfer to the lessee. Such 
agreements are usually non cancellable and secure the recovery of the ini
tial capital outlay and a return on funds invested for the lessor. The follow
ing additional conditions are necessary in terms of AC 113 for the recogni
tion of a finance lease by a lessor:

• the collectibility of the minimum lease payments is reasonably assured 
(or the amount that is not collectible can be estimated);

• no significant uncertainty exists regarding the amount of costs to be in
curred and borne by the lessor under the lease; and

• one of the following:

-  the lease agreement transfers ownership of the asset to the lessee at 
the end of the lease term;

-  the lease contains a bargain purchase option and the exercise of the 
option is reasonably assured;

-  the lease term is equal to or greater than the major portion (usually 
75%) of the leased asset's estimated economic life; or

-  the present value of the minimum lease payments (at the inception of 
the lease) is equal to or greater than substantially all (usually 90%) of 
the open market value of the leased asset less the present value of any 
grants and non recoupable tax allowances due to the lessor.

(AC 113 paragraph 19)

Minimum lease payments are defined (AC 113 paragraph 8) as "the pay
ments that the lessee is, or can be, required to make (excluding costs for 
services and taxes paid by, and reimbursed to, the lessor) in connection with 
the lease together with:



166 GAAP Handbook 1996

• any residual guaranteed to the lessor by either the lessee or a party relat
ed to the lessee or an independent third party financially capable of meet
ing this guarantee.

• any payment that the lessee must make or can be required to make upon 
failure to renew or extend the lease at the expiration of the lease term ."

The present value of the minimum lease payments is the discounted value 
of those payments based on a discount factor which is the interest rate im
plicit in the lease.

The following accounting implications arise for the lessor in the case of a 
finance lease:

• the agreement is treated as a sale of the asset and a loan to the lessee, 
on which finance income is earned;

• lease rentals received are accounted for as part repayments of principal 
and part finance income;

• finance income is recognised on a systematic basis over the lease term;

• initial direct costs (e.g. legal fees) are either charged against income im
mediately or allocated over the lease term.

The following examples illustrate the basic accounting treatments for an oper
ating lease and a finance lease by a lessor.

11.2.3 Operating Lease Example
Oples Ltd built a warehouse during 1903 for R380 000. The warehouse was 
built on a vacant piece of land that has been owned by Oples for years. The 
warehouse is rented to companies in need of storage space. On 1 January 
1904 they signed a two year lease with Storage Ltd that allows the latter 
use of the warehouse for 24 months in return for R3 000 per month, paya
ble in advance. Oples Ltd is responsible for maintenance and insurance of 
the building which is expected to have a 60 year useful life and a residual 
value of R20 000. Depreciation is on a straight line basis. Oples Ltd paid 
a once off fee of R12 000 to Realtor, the property agents who introduced 
Storage Ltd to Oples Ltd. Both companies have a 31 December year end.

The first step in determining the appropriate accounting treatment is to 
categorise the lease. The definition of an operating lease in AC 113 is "a  
lease other than a finance lease" (paragraph 5). It is therefore appropriate 
to first determine whether the lease fits the definition of a finance lease. 
Using the criteria set out earlier, the first two criteria appear to be met, i.e.
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the collectability of the lease payments is reasonably assured and there is 
no significant uncertainty about the costs to be incurred by the lessor. 
However, the third criteria is not met because not one of the following con
ditions is satisfied; i.e

• ownership is not transferred at the end of the lease;

• there is no purchase option;

• the lease is only for 2/60 of the estimated useful life of the asset (i.e. 
<75%); and

• the present value of the lease payments is less than 90% of the open mar
ket value of the asset.

Clearly this lease is not a finance lease and is therefore an operating lease. 
(While this is intuitively obvious from the terms of the lease and the nature 
of the agreement (i.e. to hire an asset), it is appropriate to apply the above 
criteria to all lease agreements where any uncertainty exists. It is not un
common for finance houses to specifically design lease agreements that only 
just avoid classification as finance leases; -  in the case of lessees, this en
sures that lease liabilities are left off the balance sheet.)

The accounting implications of the above lease for Oples Ltd are therefore 
as follows:

INCOME STATEMENT 1905 1904
R R

Lease rentals 36 000 36 000
Depreciation (1) 6 000 6 000
Realtor fee (2) 6 000 6 000

BALANCE SHEET
Fixed Assets

-  Cost 380 000 380 000
-  Accumulated Depreciation (12 000) (6 000)

368 000 374 000

(1) Depreciation is calculated as follows:

1/60 x (380 000 -  20 000)

(2) Note that this fee could also have been recognised in full in 1904; i.e. 
R12 000 in 1904 and nil in 1905 (AC 113 paragraph 38).

The above accounting implications do not take into account any finance that 
Oples Ltd may have had to raise in order to build the warehouse. If the 
company raised a loan then this would result in recognition of a liability 
on the balance sheet and interest paid in the income statement.
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11.2.4 Finance Lease Example
Finles Ltd leased a new item of plant to Usage Ltd on 1 January 1903 for five 
years. Five lease instalments of R90 000 each are payable annually in advance. 
In addition, Usage Ltd have guaranteed a residual value of R100 000 (i.e. at 
the end of the lease, Usage Ltd will pay R100 000 for the plant to Finles Ltd). 
The cost of the asset to Finles Ltd was R400 000 which is the market price. 
The plant has an average useful life of six years. Assume 31 December year 
ends.

Before considering the classification of this lease, it is necessary to calculate 
a few figures:

The minimum lease payments in terms of AC 113 (paragraph 08) are 
R90 000 x 5 (R450 000) and the guaranteed residual of R100 000 (i.e. 
R550 000). The lessor, therefore, has paid out R400 000 for the plant but 
expects to receive R550 000 over the next five years. The difference of 
R150 000 (R550 000 -  R400 000) represents income, or a return on capital 
to Finles Ltd for financing the asset. The expected future lease rentals 
could, therefore, be viewed by Finles Ltd as having a present value (or 
capital balance) of R400 000 which is made up of R550 000 less finance 
income of R150 000. If Finles Ltd only reported every five years instead 
of every year, the company would show finance income of R150 000; 
being the net difference between the cash outflow of R400 000 and the 
inflows of R550 000. However, because Finles reports every year, the 
finance income has to be accrued on a systematic basis.

The finance income can be recognised by Finles Ltd on the basis of the 
outstanding balance of capital, i.e. after Usage Ltd pays the first rental 
(immediately) of R90 000, the capital balance outstanding is reduced to 
R310 000 (R400 000 -  R90 000) but interest accrues for the next twelve 
months on the outstanding balance of R310 000 until the next payment 
by Usage Ltd of R90 000 which will be part capital, part interest. The 
amount of interest charged is that rate which discounts the future lease 
instalments to R400 000 and can be calculated (either by a financial calcu
lator or trial and error) as 14,5509%. This is demonstrated below:

TIME INSTAL- PV PRESENT
PERIOD MENT FACTOR VALUE
(Years) R (14,5509%) R

01-01-03 0 90 000 1,0000 90 000
01-01-04 1 90 000 0,8730 78 568
01-01-05 2 90 000 0,7621 68 588
01-01-06 3 90 000 0,6653 59 875
01-01-07 4 90 000 0,5808 52 269
01-01-08 5 100 000 0,5070 50 700

550 000 400 000
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It is now possible to determine the appropriate classification of this lease. 
As in the operating lease example, the two criteria concerning the collecti
bility of lease instalments and the certainty of any costs to be borne by the 
lessor are met fairly easily. The third criteria is also easily satisfied in that 
either of the following two (of the four) "sub criteria" are met:

• the present value of the minimum lease payments is greater than 90% 
of the value of the asset (in this case, because the residual is guaranteed, 
the present value is equal to the value of the asset);

• the lease term is greater than 75% of the useful life of the asset (lease term 
is five years, useful life is six years).

Therefore, on either of these two points, the lease is classified as a finance 
lease. The total finance income of R150 000 can be allocated to each account
ing period on the basis of the capital balance outstanding, using the interest 
rate implicit in the lease. The following table summarises the allocation:

TOTAL NET
INSTALMENTS INVESTMENT

(Gross
Investment)

(Present
Value)

Lease signed 01-01-03 550 000 400 000
Rental No. 1 01-01-03 (90 000) (90 000) 

310 000
Interest accrued 31-12-03 (i) — 45 108 a
Balance 31-12-03 460 000 (ii) 355 108
Rental No. 2 01-01-04 (90 000) (90 000) 

265 108
Interest accrued 31-12-04 - 38 575 b
Balance 31-12-04 370 000 303 683
Rental No. 3 01-01-05 (90 000) (90 000) 

213 683
Interest accrued 31-12-05 - 31 093 c
Balance 31-12-05 280 000 244 776
Rental No. 4 01-01-06 (90 000) (90 000) 

154 776
Interest accrued 31-12-06 - 22 521 d
Balance 31-12-06 190 000 177 297
Rental No. 5 01-01-07 (90 000) (90 000) 

87 297
Interest accrued 31-12-07 - 12 703 e
Balance 31-12-07 100 000 100 000
Guaranteed residual (100 000) 

NIL
(100 000) 

NIL
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NOTES

(i) Interest accrued is calculated on the basis of 14,5509% of the capital 
balance outstanding (i.e. the net investment). Interest accrued and recog
nised as income in 1903 amounts to 14,5509% of R310 000 (the capital 
balance outstanding at 1 January 1903); i.e. R310 000 x 14,5509% = 
R45 108. Similarly, interest accrued in 1904 is R265 108 x 14,5509% = 
R38 575. Note that the instalment of R90 000 paid on 01-01-04 is effec
tively a payment of R45 108 settling accrued interest and R44 892 (R90 000
-  R45 108) of capital.

(ii) The gross investment at any point in time is made up of lease instal
ments outstanding. These instalments include the finance or interest in
come, whereas the net investment balance (i.e. the capital balance) 
reflects the net present value of the lease instalments outstanding. There
fore, at any point in time, the difference between the running total of 
the two columns reflects finance income not yet earned, but expected 
to be earned over the remainder of the lease term. At the inception of 
the lease, therefore, R150 000 of finance income is expected but has not 
been taken to income, whereas at 31 December 1904, R66 317 (R370 000
-  R303 683) of finance income is expected to be earned over the re
mainder of the lease term; i.e. of the original R150 000 of finance in
come, R83 683 (R45 108 + R38 575) has been recognised in income, leav
ing an unearned balance of R66 317 (R150 000 -  R83 683).

It follows, therefore, that the total interest recognised in income over 
five years (i.e. a + b + c + d + e) is R150 000.

The recognition of finance income may be done using a different basis to 
that shown above. The above allocation method is known as the “ net in
vestment method". In section 11.5.3 the net cash investment method and 
the sum of the digits method are illustrated.

The accounting implications, using the net investment method, for Finles 
are as follows (based on the above table):
INCOME STATEMENT

1907 1906 1905 1904 1903 TOTAL
R R R R R R

Finance income (i.e. interest) 

BALANCE SHEET (31 December)

12 703 22 521 31 093 38 575 45 108 150 000

1903 
(1 Jan)

Lease Debtor (Gross) 100 000 190 000 280 000 370 000 460 000 550 000
Less: Unearned finance income - (12 703) (35 224) (66 317) (104 892) (150 000)
Net Debtor 100 000 177 297 244 776 303 683 355 108 400 000
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A further point to note about lessors and their finance leases is that manufac
turers or dealers (and not merely financial intermediaries) may lease assets 
directly to customers. A finance lease may in these circumstances give rise 
to two types of income:

• an amount equivalent to the usual profit (or loss) which would ordinarily 
result from an outright sale of the asset, less volume or trade discounts; and

• finance income over the lease term.
(AC 113 paragraph 29)

The accounting implications of manufacturer or dealer leases are considered 
in more detail in section 11.5.2.

11.3 Lessees
A lessee is the party to a lease agreement that makes a payment or a series 
of payments to another party (the lessor) in return for the right to use an 
asset for an agreed period of time.

Lease agreements are classified either as operating leases or finance leases.

11.3.1 Accounting Implications of Operating Leases
A lease agreement is classified as an operating lease where the risks and 
rewards of ownership of the leased asset remain with the lessor. The ac
counting implication for the lessee is as follows:

• lease payments are charged against income on a systematic basis related 
to the benefit derived from use of the leased asset. The following condi
tions may require lease payments to be deferred or provision made for 
future payments in order to relate the charge of the lease payments against 
income to the benefits derived:

-  lease payments not spread equally over the lease term;

-  lease payments made prior to bringing the leased asset into use;

-  the initial term of the lease is significantly less than the period over 
which benefit is to be derived and the lease is likely to be renewed at 
lease payments significantly less or more than the initial lease payments. 
An example of this situation is considered in section 11.4.1.

11.3.2 Accounting Implications of Finance Leases
A lease agreement is classified as a finance lease where it transfers substan
tially all the risks and rewards associated with ownership to the lessee. If
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any one of the following conditions is met then there is a presumption of 
a finance lease:

• the lease agreement transfers ownership of the asset to the lessee at the 
end of the lease term;

• the lease contains a bargain purchase option and the exercise of the op
tion is reasonably assured;

• the lease is equal to or greater than the major portion (usually 75%) of 
the leased asset's estimated economic life; or

• the present value of the minimum lease payments (at the inception of the 
lease) is equal to or greater than substantially all (usually 90%) of the open 
market value of the leased asset.

(AC 105 paragraph 15)

These criteria are very similar to those applicable to lessors (contained in 
AC 113) that were examined in section 11.2.2. Normally, therefore, there 
is symmetry of classification between lessors and lessees; i.e. a lease agree
ment classified as a finance lease for a lessor is also a finance lease to the 
lessee, and vice versa. However, the definition of minimum lease payments 
is different for lessors and lessees. The definition in AC 105, reproduced 
below, has one significant difference from the AC 113 definition which was 
considered in section 11.2.2.

"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 ."

(AC 105 paragraph 9)

The difference relates to the guarantee of residual values (i.e. the first bullet) 
in that for lessors, any residual value guaranteed by an "independent third 
party financially capable of meeting this guarantee" (AC 113 paragraph 8), 
is included in minimum lease payments. The implication is that the 90% 
test for the present value of minimum lease payments may yield different 
results for lessees and lessors because of the inclusion of residuals guaran
teed by third parties (for example, the manufacturer of the lease) in the de
termination of minimum lease payments for lessors. This somewhat con
trived situation may result in a lease being classified as a finance lease for 
the lessor and an operating lease for the lessee.
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The following accounting implications arise for the lessee in the case of a 
finance lease:

• The leased asset is capitalised at the open market value of the leased as
set at the commencement of the lease.

• The leased asset is depreciated over the expected useful life of the leased 
asset to the lessee, or where there is no reasonable certainty that the les
see will obtain ownership at the end of the lease term, over the shorter 
of the lease term or the asset's useful life.

• A lease liability is recognised at an amount equivalent to that of the capita
lised leased asset.

• Lease payments are apportioned between the amount of finance charge 
for the period and the amount to be applied in reduction of the lease 
liability.

• The following examples (identical facts to the examples applicable to les
sors in section 11.2.3 and 11.2.4) illustrate the basic accounting treatment 
for an operating lease and a finance lease for lessees.

11.3.3 Operating Lease Example
On 1 January 1904, Storage Ltd, needing temporary storage space for their 
finished goods, signed a two year lease with Oples Ltd for a warehouse. 
Lease payments are R3 000 per month, payable in advance.

By applying exactly the same criteria as for lessors (section 11.2.3), this lease 
is classified as an operating lease. Storage Ltd are basically hiring the ware
house for a 24 month period.

The only accounting implication for Storage Ltd is the recognition of lease 
payments:

INCOME STATEMENT 

Lease payments

11.3.4 Finance Lease Example
Usage Ltd leased a new item of plant from Finles Ltd on 1 January 1903 
in return for five annual payments, in advance, of R90 000 each and a guaran
teed residual amount of R100 000. The terms of the lease indicate that owner
ship of the asset will pass to Usage Ltd upon payment of the guaranteed 
residual and that the interest rate implicit in the lease is 14,5509%. Usage

1905 1904

R R
36 000 36 000
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Ltd consider the plant to have a scrap value of RIO 000 at the end of its six 
year useful life. The plant has an open market value of R400 000. Deprecia
tion is on the straight line basis.

The lease should be classified as a finance lease if it meets one of the four 
criteria discussed above. In this case, three of the four criteria are met:

• ownership of the asset is transferred at the end of the lease term;

• the present value of the minimum lease payments is 90% (in fact, 100%) 
of the open market value of the leased asset; and

® the lease term is for at least 75% of the useful life of the asset.

The fourth criteria of a bargain purchase option is not applicable in this case.

The lease agreement may therefore be classified as a finance lease. The as
set acquired has an open market value of R400 000 and is capitalised with 
a corresponding lease liability. The payments made over five years to settle 
the liability amount to R550 000 (5 x R90 000 plus the residual of R100 000) 
and the difference of R150 000 (R550 000 payments less R400 000 liability) 
represents finance charges. These charges should be recognised on a sys
tematic basis over the lease term. The most appropriate systematic basis is 
the actuarial method which applies the interest rate implicit in the lease to 
the outstanding balance of the lease liability to determine the finance charges 
relating to a specific period, but a sum of the digits approach is also accept
able. Using the actuarial method, the following table can be computed:

CAPITAL

NET
CAPITAL

OUT- INT AT CAPITAL
DATE PERIOD BR/FWD PAYMENT STANDING 14,5509% C/FWD

31-12-03 1 400 000 (90 000) 310 000 45 108 355 108
31-12-04 2 355 108 (90 000) 265 108 38 575 303 683
31-12-05 3 303 683 (90 000) 213 683 31 093 244 776
31-12-06 4 244 776 (90 000) 154 776 22 521 177 297
31-12-07 5 177 297 (90 000) 87 297 12 703 100 000
01-01-08 6 100 000 (100 000) 

550 000
—

150 000
—

Note that this table is very similar to that used for lessors (refer section 
11.2.4). Using these figures, the following accounting implications may be 
derived:
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INCOME STATEMENT

1908 1907 1906 1905 1904 1903 TOTAL
R R R R R R R

Finance charges _ 12 703 22 521 31 093 38 575 45 108 150 000
Depreciation (i) 65 000 65 000 65 000 65 000 65 000 65 000 390 000

BALANCE SHEET 
(31 December) 
Fixed Assets 
-  Leased 400 000 400 000 400 000 400 000 400 000 400 000

Accumulated
Depreciation (390 000) (325 000) (260 000) (195 000) (130 000) (65 000)

10 000 75 000 140 000 205 000 270 000 335 000

Lease Liability 
-  long term 87 297 154 776 213 683 265 108
-  current (ii) - 87 297 67 479 58 907 51 425 44 892

_ 87 297 154 776 213 683 265 108 310 000
Accruals

(interest payable) (iii) 12 703 22 521 31 093 38 575 45 108

NOTES

(i) Depreciation is based on the six year useful life and a residual of RIO 000, 
i.e. 1/6 x (R400 000 -  R10 000).

(ii) The current portion of the lease liability is the proportion of the next 
lease instalment that is a repayment of capital. This can be derived from 
the interest schedule, i.e. the payment on 1 January 1904 of R90 000 
is R45 108 of interest and R44 892 (R90 000 -  R45 108) of capital. The 
same procedure is used for each period.

(iii) Accruals represent the net interest payable, i.e. that proportion of the 
next instalment that constitutes interest. Note how the accrual plus the 
current portion of the lease liability totals R90 000 for each year (except 
for 1907 where the next instalment is the guaranteed residual of 
R100 000). This is to be expected as each instalment is made on the first 
day of the financial year.

11.4 Recording
11.4.1 Operating Leases
Assuming the same information as used for the example in sections 11.2.3
and 11.3.3 which is summarised below, the underlying journal entries in
the lessor's and lessee's ledgers are illustrated.
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Leased Asset:
Lease Term:

Useful Life:
Costs of obtaining Lease:

Warehouse, cost of R380 000 (December 1903) 
24 months R3 000 per month in advance. Com
menced 01-01-04.
60 years, straight line. Residual Value R20 000. 
R12 000 paid on 01-03-04; Expensed Immediate
ly-

LESSOR LESSEE
DATE DR CR DR CR

1. 12-1903 Land & Buildings 380 000 No entry
Cash/loan 380 000

Being acquisition of 
asset

2. 01-01-04 Cash 3 000 Rent Paid 3 000
Rent received 3 000 Cash 3 000

Being recognition of Being payment of
rent received (This en rent (This entry is
try is repeated each repeated each
month for two years.) month for two years.)

3. 01-03-04 Commission paid 12 000 No entry
Cash 12 000

Being agent’s fee 
expensed

4. 31-12-04 Depreciation 6 000 No entry
Accumulated
Depreciation 

Being depreciation for 
year (1/60 x  (380 000 
-  20 000)) (This entry 
is repeated in 1905.)

6 000

Note that if the lease payments were structured as one payment on 1 Janu
ary 1904 of R54 000 and six monthly payments of R3 000 each commencing 
on 1 July 1905 then the R54 000 payment should be accrued and recognised 
in income (lessor) or charged to income (lessee) over the 18 month period 
i.e. at 31-12-04, the lessor would have recognised R36 000 of the R54 000 
as income and the remaining R18 000 would be included with current liabil
ities as "rentals received in advance" and the lessee would similarly reflect 
a charge of R36 000 being rentals paid and a debtor of R18 000, being "ren
tal prepayments".

11.4.2 Finance Leases
Assuming the same information as used for the example in sections 11.2.4 
and 11.3.4 which is summarised below, the underlying journal entries in 
the lessor's and lessee's ledgers are illustrated.
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Leased Asset:
Lease Term:

Useful Life: 
Guaranteed Residual: 
Interest Rate:

Plant, Open market value of R400 000
5 years; Instalments of R90 000 payable annually in 
advance. Commenced 01-01-03.
6 years, straight line. Scrap Value RIO 000 
R100 000 payable on 01-01-08.
14,5509% p.a.

DATE

01-01-03

LESSOR 
DR CR

01-01-03

31-12-03

31-12-03

01-01-04

31-12-04

31-12-04

1. Gross investment in 
lease

Unearned Finance 
Income 
Fixed Asset 

Being recording of 
investment in 
finance lease

2. Cash
Gross investment 
in lease

Being receipt of 
first instalment

3. Unearned Finance 
Income

Interest Income 
Being recognition of 
interest on net in
vestment in lease

4. No entry

5. Cash

Gross investment 
in lease

Being receipt of 
second instalment

6. Unearned Finance 
Income

Interest Income 
Being recognition of 
interest on net invest
ment in lease

7. No entry

550 000

150 000 
400 000

90 000

45 108

90 000

45 108

90 000

38 575

90 000

38 575

LESSEE 
DR CR

01-01-05 8. Cash 90 000

Leased plant

Lease liability

Being recognition of 
asset leased under a 
finance lease 
Lease liability

Cash
Being payment of 
first instalment

Interest expense 
Accruals

Being recognition of 
interest accrued

Depreciation 
Accumulated Dep 

Being depreciation 
for the year (1/6 x 
(400 000 -  10 000)) 
Lease liability 
Accruals

Cash
Being payment of 
second instalment

Interest expense 
Accruals

Being recognition of 
interest accrued

Depreciation 
Accumulated 
Depreciation 

Being depreciation 
for the year 
Lease liability 
Accruals

400 000

400 000

90 000

45 108

65 000

44 892
45 108

38 575

65 000

51 425 
38 575

90 000

45 108

65 000

90 000

38 575

65 000
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DATE

31-12-05

31-12-05

01-01-06

31-12-06

31-12-06

01-01-07

31-12-07

31-12-07

LESSOR 
DR CR DR

Gross investment in 
lease 90 000
Being receipt of third 
instalment

9. Unearned Finance
Income 31 093

Interest Income 31 093
Being recognition of 
interest on net invest
ment in lease 

10. No entry

11. Cash 90 000

Gross investment
in lease 90 000

Being receipt of 
fourth instalment

12. Unearned Finance
Income 22 521

Interest Income 22 521
Being recognition of 
interest on net invest
ment in lease

13. No entry

14. Cash 90 000

Gross investment in 
lease 90 000
Being receipt of fifth 
instalment

15. Unearned Finance
Income 12 703

Interest Income 12 703
Being recognition of 
interest on net invest
ment in lease

16. No entry

Cash
Being payment of 
third instalment

Interest expense 31 093 
Accruals

Being recognition of 
interest accrued

Depreciation 
Accumulated 
Depreciation 

Being depreciation 
for the year 
Lease liability 
Accruals

Cash
Being payment of 
fourth instalment

Interest expense 22 521 
Accruals

Being recognition of 
interest accrued

Depreciation 
Accumulated 

Depreciation 
Being depreciation 
for the year 
Lease liability 
Accruals

Cash
Being payment of 
fifth  instalment

Interest expense 12 703
Accruals

Being recognition of 
interest accrued

Depreciation 65 000
Accumulated
Depreciation
Being depreciation
for the year

65 000

67 479 
22 521

65 000

58 907 
31 093

LESSEE
CR

90 000 

31 093

65 000

90 000 

22 521

65 000

90 000 

12 703

65 000
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LESSOR LESSEE
DATE DR CR DR CR

01-01-08 17. Cash 100 000 Lease liability 87 297
Accruals 12 703

Gross investment 
in lease 100 000 Cash 100 000

Being receipt of Being payment of
guaranteed residual guaranteed residual

31-12-08 18. No entry Depreciation 
Accumulated Dep 

Being depreciation 
for the year

65 000
65 000

Notice the symmetry between the lessor's entries and the lessee's entries.

11.5 Specific Issues
11.5.1 Unguaranteed Residuals
Where residual values are guaranteed then they can generally be treated 
as normal lease instalments. However, where a residual value is not guaran
teed then the lessor accounts for the residual only upon receipt thereof; i.e. 
no anticipation is made of unguaranteed residual values. This is achieved 
by excluding unguaranteed residual payments from the present value of 
the minimum lease payments calculation. Note, however, that the unguaran
teed residual is included in the gross investment in the lease. In this way, 
the unguaranteed residual is only recognised as income if received by the 
lessor.

11.5.2 Manufacturer or Dealer Leases
A lessor who is the manufacturer or dealer of the leased asset does not recog
nise profit or loss on sale at the commencement of an operating lease. This 
is because no sale has been recorded. However, a profit or loss should be 
recognised on a finance lease as this, in effect, amounts to a sale. The amount 
recognised is restricted to the normal profit or loss on outright sales. For 
example, if the asset that Finles Ltd leased to Savage Ltd had been manufac
tured for R320 000 by Finles Ltd and the normal selling price of the asset 
is R400 000 then R80 000 would be recognised as gross profit on sale of the 
asset.

Sometimes leases are structured at an artificially low rate of return in order 
to boost sales. In effect, the manufacturer or dealer is foregoing gross profit 
by charging interest at rates that are below market rates. In the example 
used, if Finles Ltd's specified implicit interest rate of 14,5509% was signifi
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cantly below the average commercial rates of interest on finance leases of 
say, 22% then the true selling price is in fact the PV of the lease instalments 
(5 x R90 000 and a residual of R100 000) at 22%, or R351 428. The reality, 
therefore, is that Finles Ltd has made a gross profit of only R31 428 (R351 428 
-  R320 000) and finance income (at 22%) to be earned over the period of 
the lease is R198 572 (R550 000 -  R351 428). The journal entry would be 
as follows to record the inception of the lease:

Dr Gross Investment in the lease 550 000
Dr Cost of Sales 320 000

Cr Sales 351 428
Cr Unearned Finance Income 198 572
Cr Stock 320 000

The finance income of R198 572 is recognised over the period of the lease, 
resulting in an effective 22% interest rate for the lessor.

11.5.3 Allocation of Income: Net Cash Investment
The lessor uses the net investment in a finance lease to determine the car
rying value of the debtor on the balance sheet. In the example in section 
11.2.4, we allocated finance income on the basis of the net investment from 
year to year. However, a lessor would usually consider the pattern of cash 
flows associated with a lease when assessing the rate of return on the lease 
and the allocation of finance income on the basis of the net cash investment 
in the lease may be more appropriate.

The presence of outside funding for the lease or the granting of accelerated 
taxation allowances will result in cash flow implications for the lessor. The 
lessor's net cash invested in a finance lease would therefore be different to 
the net investment in the lease.

Using the same facts as in previous examples (i.e. five instalments of R90 000 
commencing on 1 January 1903 and a guaranteed residual of R100 000), as
sume further that the lessor is granted wear and tear allowances by the 
Receiver of Revenue of 50% in 1903; 30% in 1904 and 20% in 1905 and that 
the guaranteed residual was paid on 31 December 1907.

If we assume further that tax at 40% is payable on 31 December of each year 
and that the lessor (Finles Ltd) has sufficient rental income from other leases 
to permit full utilisation of the tax allowances, then the following cash flows 
can be identified:
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TAXATION

1903: Rental Income
Wear & Tear (400 000 x  50%) 
Taxable Income reduction 
.'. Tax saving x  40%

90 000 
(200 000) 
(110 000)

(44 000)
1904: Rental Income

Wear & Tear (400 000 x  30%) 
Taxable Income reduction 
.'. Tax saving x  40%

90 000 
(120 000) 

(30 000)
(12 000)

1905: Rental Income
Wear & Tear (400 000 x  20%) 
Taxable Income increase 
.'. Tax Payable x  40%

90 000 
(80 000) 
10 000

4 000
1906: Rental Income 

Wear & Tear
Taxable Income increase 
.'. Tax Payable x  40%

90 000 
NIL 

90 000
36 000

1907: Rental Income 
Residual Value 
Taxable Income increase 
.'. Tax Payable x  40% 
Total of tax cash flows

90 000 
100 000 
190 000

76 000 
60 000

(Note that total taxable income of Finles Ltd over five years should amount 
to the finance income on the lease: i.e. R150 000 (instalments of R550 000 
less R400 000 cost of asset). Tax at 40% on R150 000 = R60 000; this cor
responds to the cash flows calculated above.)

The cash flows can be summarised as follows:

INSTALMENTS TAXATION TOTAL

01-01-1903 90 000 90 000
01-01-1904 90 000 44 000 134 000
01-01-1905 90 000 12 000 102 000
01-01-1906 90 000 (4 000) 86 000
01-01-1907 90 000 (36 000) 54 000
31-12-1907 100 000 (76 000) 24 000

550 000 (60 000) 490 000

The total column reflects the after tax cash flows associated with the lease. 
The interest rate that, when applied to these cash flows, results in a net 
present value of R400 000 would represent the after tax return to the lessor 
on the net cash investment (R400 000 is the cash outflow that the lessor makes 
at the inception of the lease in order to acquire the asset). This can be calcu
lated at 12,018% and is illustrated as follows:
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CASH FLOW 
R

PV FACTOR PRESENT VALUE
(12,018%) R

90 000 1,0
134 000 0,893
102 000 0,797
86 000 0,711
54 000 0,635
24 000 0,567

90 000 
119 624 
81 288 
61 184 
34 297 
13 607

490 000 400 000

This table may be used to calculate the timing of the recognition of the finance 
income at 12,018%:

NET CASH FINANCE
INVESTMENT INCOME

(AFTER TAX)

01-01-03 Purchase 400 000

31-12-03

Instalment No. 1

Finance Income at 12,018% 
(i.e. 310 000 x  12,018)

(90 000) 
310 000

37 256 37 256
31-12-03 Taxation saving (cash flow) (44 000)

01-01-04 Instalment No. 2
303 256 
(90 000)

31-12-04 Finance Income at 12,018%
213 256 

25 629 25 629
31-12-04 Taxation saving (cash flow) (12 000)

01-01-05 Instalment No. 3
226 885 
(90 000)

31-12-05 Finance Income at 12,018%
136 885 

16 451 16 451
31-12-05 Taxation Paid 4 000

01-01-06 Instalment No. 4
157 336 
(90 000)

31-12-06 Finance Income at 12,018%
67 336 

8 092 8 092
31-12-06 Taxation Paid 36 000

01-01-07 Instalment No. 5
111 428 
(90 000)

31-12-07 Finance Income at 12,018%
21 428 

2 575 2 575
31-12-07 Taxation Paid 76 000

31-12-07 Residual Payment
100 003 

(100 000)
(Small rounding difference) NIL 90 000
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Finance income before tax is calculated by grossing up the after tax recogni
tion of finance income on the net cash investment:

FINANCE INCOME FINANCE INCOME 
AFTER TAX BEFORE TAX

1903
1904
1905
1906
1907
(Small rounding differences)

37 256 62 093
25 629 42 715
16 451 27 418
8 092 13 487
2 575 4 292

90 000 150 000

Notice that the total finance income recognised on both the net investment 
method and the net cash investment method amounts to R150 000. The only 
difference relates to the timing of the recognition of the income. The effec
tive return, however, before tax is a constant 20,03% (12,018%/0,60) on the 
lessor's net cash investment and 14,5509% on the lessor's net investment. 
The presence of accelerated tax allowances has effectively improved the les
sor's net return.

The following table summarises the timing of the recognition of finance in
come for the two methods:

NET CASH NET INVESTMENT
INVESTMENT (see section 10.2.4)

1903 62 093 45 108
1904 42 715 38 575
1905 27 418 31 093
1906 13 487 22 521
1907 4 292 12 703

150 000 150 000

A further permissible alternative for the allocation of finance income is the 
sum of the digits method. (See AC 113 paragraph 22.) The sum of digits 
method over five years applied to finance income of R150 000 would use 
the following allocation (note that 5 + 4k + 3k + 2k + 1 = 15).

1903

SUM OF DIGITS METHOD 

50 000
1904 40 000
1905 30 000
1906 20 000
1907 10 000

150 000
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The sum of digits method should only be used "Occasionally, where it is 
more practical and where it gives substantially the same result" (AC 113 
paragraph 22).

11.5.4 Interest Rate Variations
A finance lease may include an interest rate variation clause whereby the 
instalments payable will be affected by changes in interest rates. The 
guidance given in AC 105 (paragraph 26) states that the total finance charge 
to be allocated to subsequent periods will change but no adjustments are 
made to previously recognised amounts. A simple example illustrates the 
principle.

An enterprise leases an asset costing R100 000 for five equal annual instal
ments of R30 000, payable in arrears. The effective interest rate on this lease 
is 15,239% as shown below:

YEAR
CAPITAL INTEREST

INSTALMENT REPAYMENT (15,239%)
1
2
3
4
5

30 000 14 761 15 239
30 000 17 010 12 990
30 000 19 603 10 397
30 000 22 590 7 410
30 000 26 032 3 968

(Slight d ifference due to rounding) 100 000 50 000

The lease is subject to interest rate variations and in the third year instal
ments decrease to R29 000 as a result of a fall in interest rates. This reduces 
the total instalments to R147 000 ((R30 000 x 2) + (R29 000 x 3)) and the 
total interest charge to R47 000. At the end of year 2, the net amount of cap
ital and interest paid is as follows:

Capital: 14 761 + 17 010 = R31 771
Interest: 15 239 + 12 990 = R28 229.

The net amount outstanding (based on the revised lease instalments) is:

Capital: 100 000 -  31 771 = R68 229 
Interest: 47 000 -  28 229 = R18 771.

In terms of AC 105 (paragraph 26), the new instalments of R29 000 should 
be applied to the net amounts outstanding at the time of the interest rate 
variation; i.e. the three remaining instalments of R29 000 must repay the 
outstanding capital of R68 229 and interest of R18 771 over the three year 
period. This results in an effective interest rate of 13,21%:



Leases 185

INSTALMENT CAPITAL
INTEREST
(13,21%)

Year 3 
Year 4 
Year 5

29 000 
29 000 
29 000

19 987 
22 627 
25 615 
68 229

9 013 
6 373 
3 385 

18 771

The variation in the interest rate has, in effect, been treated as a change in 
accounting estimate. The effect of the change in estimate is spread forward, 
but it is not spread backwards.

11.5.5 Sale and Leaseback
A sale and leaseback transaction involves the sale of an asset by an enter
prise and the leasing of the same asset back to that enterprise. The lease 
payments and the sales price are usually interdependent as they are negotiat
ed as a package and need not represent fair values. The accounting treat
ment of a sale and leaseback transaction depends upon the type of lease 
involved.

Generally speaking, the existence of a sale and leaseback transaction has 
no effect on the lessor's (i.e. the buyer) accounting treatment. The transac
tion is accounted for in the normal way. Although the cost of the asset may 
not be its fair value, the effect of this is automatically spread over the term 
of the lease.

In the case of lessees, however, the accounting treatment of a sale and lease
back transaction depends on the type of lease. If the leaseback is a finance 
lease, the transaction is a means whereby the lessor provides finance to the 
lessee, with the asset as security. Therefore, apparent profit or loss on sale 
should not be recognised. For example, a company sells an asset with a car- 
rying'amount of R52 000 for R60 000 and leases it back under a finance lease. 
The apparent profit of R8 000 should not be treated as income. Instead, the 
asset should be left at its original value and the amount received on sale 
is recognised as a creditor. The lease payments (more properly described 
as repayments) are then treated as partly a repayment of the amount of the 
principal (i.e. the original liability of R60 000) and partly as interest on the 
principal.

If the leaseback is an operating lease then different considerations apply. 
The lessee has disposed of the risk and rewards of ownership and a profit 
or loss on sale should be recognised. Where the selling price is equal to the 
open market value (or fair value) of the asset then the profit or loss on sale
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is recognised immediately as this represents a genuine profit or loss.
However, this is not the only possibility:

(i) If the selling price is above open market value then the excess over open 
market value should be deferred and amortised over the period of the 
lease. The deferral is a liability and the amortisation thereof has the ef
fect of decreasing the lease payments over the period of the lease. This 
compensates for the increased lease instalments inherent in the lease 
as a result of an inflated selling price.

(ii) If the selling price is below open market value then any profit or loss 
should be recognised immediately except that if the loss is compensat
ed by future lease instalments at below market value then it should to 
that extent be deferred and amortised over the period of the lease.

The following simple example illustrates the principles. Assume three 
different situations (a), (b) and (c):

(3) (b) (c)
Open Market Value 500 400 500
Selling Price 600 400 400
Carrying Amount (i.e. Book Value) 350 350 475

Under situation (a), a profit of R150 000 (500 -  350) is recognised immedi
ately but the additional "profit" of R100 000 is deferred and taken to in
come over the period of the lease. (This compensates for the increased lease 
instalments that are based on the inflated selling price of R600 000.)

Under situation (b), a profit on sale of R50 000 is recognised immediately.

Under situation (c), a profit of R25 000 (500 -  475) is recognised immediate
ly but the "lo ss" of R100 000 (500 -  400) is deferred and charged to income 
over the period of the lease. (This compensates for the artificially reduced 
lease instalments that are based on the low selling price of R400 000.)

The accounting treatment for profits and losses on sale and leaseback trans
actions can be summarised as follows:

1 S < C < M (M -  C)
(M -  S)

2 S < M < C (C -  M)
(M -  S)

3 C < S < M (M -  C)
(M -  S)

4 C < M < S (M -  C)
(S -  M)

profit recognised immediately 
loss deferred
loss recognised immediately 
loss deferred
profit recognised immediately 
loss deferred
profit recognised immediately 
profit deferred
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5 M < C <  S (C - M) loss recognised immediately
(S - M) profit deferred

6 M < S < C (C - M) loss recognised immediately
(S - M) profit deferred

S — Selling Price
C = Carrying Amount (Book Value)
M — Market Value

The disclosure requirements relating to sale and leaseback transactions are 
considered in section 11.6.

11.6 Financial Statement Presentation
11.6.1 Accounting Policy
An accounting policy for lessees may be as follows:

Assets acquired under finance lease agreements that transfer substan
tially all the risks and rewards of ownership to the group are capita
lised. The capital portion of the leasing commitment is disclosed un
der long term liabilities. Lease instalments are apportioned between 
their capital and interest components using the effective interest rate 
method.

Lease instalments in respect of assets leased under operating lease 
agreements are charged to income as they are incurred.

An accounting policy for lessors may be as follows:

Assets leased under finance lease agreements are regarded as financ
ing transactions and rentals receivable thereunder, less unearned 
finance charges, are included on the balance sheet. Finance charges 
earned are computed at the effective rates of interest inherent in the 
lease agreements and are brought to income in proportion to balances 
outstanding under each agreement, such balances being adjusted 
where appropriate to reflect the benefits of cash flow resulting from 
accelerated taxation allowances.

11.6.2 Companies Act
Schedule 4 to the Companies Act requires the following disclosures in respect 
of lease transactions:
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Paragraph 15(b)

Paragraph 20 
Paragraph 42(r)

Paragraph 42(t)

Separate disclosure of long term borrowings arising from 
capitalised leased assets, including the rates of interest 
and instalment details.
Separate identification of capitalised leased assets.
The amount of operating lease charges distinguishing be
tween the major categories of assets held under operat
ing lease.
The profit or loss, after adjustment for any difference be
tween the selling price and fair value, on a sale and lease
back transaction that gives rise to an operating lease. (A 
sale and leaseback transaction is defined in paragraph
4(y).)

11.6.3 AC 113
The disclosure requirements of AC 113 (lessors) are as follows:

Paragraph 53

Paragraph 54

Paragraph 55

Paragraph 56 
Paragraph 57

Gross investment in finance leases, the related unearned 
finance income and unguaranteed residual values.
The effect of reduced tax charges resulting from non- 
recoupable allowances on leased assets.
The basis used for allocating finance income; i.e. net in
vestment or net cash investment method.
Details of leveraged lease participation.
Where significant, operating leased assets by major class 
of asset together with accumulated depreciation.

11.6.4 AC 105
The disclosure requirements of AC 105 (lessees) are as follows:

Paragraph 50 

Paragraph 51

Paragraph 52 

Paragraph 53 

Paragraph 54

The carrying amount of capitalised leased assets, distin
guishing between major categories.
The amount of liabilities relating to capitalised leased as
sets, highlighting:
• interest rates
• amounts and dates of repayments
• current and long term portions.
Depreciation and finance charges relating to capitalised 
leased assets.
Operating lease payments charged to income, analysed 
between major categories of assets.
In respect of sale and leaseback transactions (relating to 
operating leases only):
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• profit or loss, after adjustment for any difference be
tween the selling price and open market value;

• deferred profit or loss, separately identifying the 
amount amortised during the period and the balance 
remaining;

• details about any repurchase commitment, contingency 
or option arising from the sale and leaseback transac
tion.

11.7 Taxation
11.7.1 Deferred Taxation: Lessors
Lessors are taxed on lease instalments accrued. The Receiver of Revenue 
does not recognise a finance lease as a "sa le " of an asset and the lessor 
is therefore allowed to claim wear and tear allowances on all assets, irrespec
tive of whether they are subject to finance leases or not. In contrast, for ac
counting purposes a lessor recognises finance charges in respect of finance 
leases.

The difference between the accounting treatment and the taxation treatment 
of finance leases gives rise to a timing difference for the lessor. This timing 
difference is accounted for in the normal way (refer chapter 2) and gives 
rise to a deferred tax balance.

11.7.2. Deferred Taxation: Lessees
For taxation purposes, lessees are entitled to a deduction from gross income 
for lease instalments paid and payable during an accounting period. 
However, when accounting for a finance lease, a lessee expenses only the 
interest portion of lease instalments and charges depreciation in respect of 
capitalised leased assets. This treatment results in a timing difference be
tween accounting and taxation recognition. This timing difference is account
ed for in the normal way (refer chapter 2) and gives rise to a deferred tax 
balance.

The deferral of a profit or loss on a sale and leaseback transaction may also 
give rise to a timing difference which is accounted for in the usual way.



12 Segmental Reporting
12.1 Introduction
The latter part of the 20th century has led to increased corporate diversifi
cation across industry sectors and continents. Where a group of companies 
operates in more than one industry sector or in more than one part of the 
world, then users of financial statements need disaggregated (or segment) 
information when assessing the prospects and risks of a diversified enter
prise. This information may not be determinable from the aggregated data.

Consolidation procedures aggregate the financial statements of legal enti
ties. Segment reporting, on the other hand, disaggregates the consolidated 
information over economic lines of business or geographical locations or 
both. These lines of business or geographic locations are called segments 
and often differ from legal structures within a group because a subsidiary 
may be involved in a number of lines of business, or a number of subsidi
aries may be located in the same geographical area.

12.1.1 The Need for Segmental Reporting
Segmental reporting of large diversified groups' results enable the user to 
assess the quality of the earnings, the specific risks to which a company or 
group is subject, and the areas where long term growth may be expected 
of the different operations within that diversified group.

The basic reason, therefore, for a reporting enterprise to provide segmental 
information is to assist the users of financial statements to appreciate more 
thoroughly the results and financial position of the enterprise and to be aware 
of the impact that changes in significant components of that enterprise may 
have on the enterprise as a whole. Of the users identified in AC 000, inves
tors, lenders and the government are the most likely to benefit from seg
mental information.

Research, mostly in the UK and US, carried out on the benefits of segmen
tal information to shareholders, indicates that the disaggregated data im
proves their ability to predict a business enterprise's future profitability. In 
addition, much of the demand for segmental reporting has come from in
vestment analysts who act on behalf of the investor user group.

Lenders benefit from segmental information in that any improvement in their 
ability to predict cash flows will assist them to make decisions regarding 
the liquidity and solvency of their debtor.

190
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The government benefits from segmental reporting through improved as
sessment of national versus foreign activities, macro-economic statistical data 
and economic decision making.

AC 115 makes it clear that reporting segment information involves decisions 
that are based in part on judgement. These decisions involve the identifica
tion of segments, the allocation of revenues, expenses and assets to those 
segments and an assessment of any competitive prejudice that might arise 
from the disclosure of such information.

12.2 Conceptual Issues

12.2.1 The Objective of Financial Statements
The conceptual framework (AC 000 paragraph 12) states that the objective 
of financial statements is "to  provide information about the financial posi
tion, performance and changes in financial position of an enterprise that 
is useful to a wide range of users in making economic decisions".

As noted above where companies are extremely diverse or operate global
ly, the aggregation of their consolidated information results in a decrease 
in the amount of information available to users about individual results 
within that company or group.

As segmental reporting is concerned with the disaggregation of diversified 
operations and enterprises trading across continents, segment disclosures 
are usually applicable only to listed companies or other economically sig
nificant enterprises whose financial statements are widely available (AC 115 
paragraph 2).

Segmental reporting provides information about the prospects and risks fac
ing segments of a diversified enterprise. As these prospects and risks may 
differ between industry sector and/or different parts of the world, segment 
reporting is usually reported for both industry segments and geographic 
segments.

Example

The following example, an extract from South African Breweries' 1994 an
nual report, shows disclosure of turnover, trading profit and net assets by 
industry segment. (All figures Rm.)
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Turnover

1994 1993
B eer In te re s ts

S A B 5 741 5 248
W e s tg a te 1 101 949

6 842 6 197

C o m p lim e n ta ry
B e ve ra ge s
AB I 1 208 1 162
A p p le t is e r  SA 294 259
TBI 100 85
W in e s  & S p ir its - -

1 602 1 506

R e ta il and  H o te ls
E dga rs 3 679 3 176
O K  B azaars 5 367 5 020
A m re l 1 180 1 251
H o te l In te re s ts 509 491

10 735 9 938

M a n u fa c tu r in g
P la te  G la ss 3 241 2 775
A fc o l 865 789
Da G am a 267 254
L io n  M a tc h 238 294
C o n s h u 668 -

5 279 4 112

M is c e lla n e o u s (7) 26

24 451 21 779

Trading Profit Net Assets

1994 1993 1994 1993

1 126 1 104 4 063 3 426
201 182 1 062 659

1 327 1 286 5 125 4 085

143 148 469 413
5 8 8 87

10 9 29 31
- - 441 291

158 165 947 822

455 425 1 243 935
(31) 48 794 1 106
63 81 658 657
- (16) 837 821

487 538 3 532 3 519

354 270 735 643
56 39 374 312
21 25 240 231
36 42 261 172
60 - 230 40

527 376 1 840 1 398

(59) (30) 35 473

2 440 2 335 11 479 10 297

Details of divisional earnings, SAB share of earnings, taxed operating return, 
cash flow from operations and net cash invested is also presented.

A geographical breakdown of turnover, divisional earnings and net assets 
is presented in a pie-chart format showing South Africa, Rest of Africa, and 
UK, Europe and other.

(SAB Ltd, extract from the annual report for the year ended 31 March 1994, 
pp 16-17.)

12.2.2 Industry Segments
An industry segment is a distinguishable component of an enterprise that 
is engaged in providing a different product or service, or a different group
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of related products or services, primarily to parties outside the enterprise. 
The determination of industry segments would depend on, inter alia:

• the nature of the products or services;

• the nature of the production processes;

• the markets available to sell the products or services;

• the distribution channels for the products;

• the manner in which the entities' activities are organised; and

• any separate legislative framework relating to part of a business.

12.2.3 Geographic Segments
A geographical segment is a distinguishable component of an enterprise that 
is engaged in operations in individual countries or groups of countries. A 
geographical analysis of activities allows users to assess how changes in a 
political or economic climate may affect the prospects and risks of a diversi
fied enterprise. For example, geographical segment information may allow 
the user to determine:

(a) how changes in the economic conditions in a particular geographic area 
will affect the enterprise as a whole;

(b) how political changes might affect the enterprise;

(c) how exchange control regulations could affect the enterprise;

(d) how exchange rate fluctuations may affect the enterprise.

Physical proximity does not necessarily imply a geographical segment, for 
example, the risks and prospects facing enterprises operating in Mozam
bique are very different to the risks and prospects facing enterprises that 
operate in say South Africa or Zimbabwe. It is not appropriate therefore 
to combine the operations of Mozambique, Zimbabwe and South Africa into 
one geographical segment of “ Southern Africa". Combining these coun
tries into one segment may agree with physical location, but would give 
the user of the financial statements very little useful information (assuming 
materiality of the geographical segments).

12.2.4 Segment Disclosures
Apart from details about the activities/composition of segments, disclosure 
is generally required of:
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• segment sales;

• segment result; and

• segment asset employed.

The calculation of these figures is considered in section 12.5 on financial state
ment presentation.

It is important that segmental information is disclosed on a consistent basis 
and so will be comparable from one period to the next. Caution should be 
exercised when making inter-firm segmental comparisons as the identifica
tion of segments is a discretionary and subjective process. The use of simi
lar phrases in separate annual reports does not necessarily imply the use 
of identical criteria for inclusion in each segment.

12.3 Recording Segment Information

12.3.1 Generation of Segment Information
Segment information would often be generally available to management as 
a result of their internal reporting procedures. This is particularly the case 
where reported segments are determined on the basis of internal divisions 
within a company or groups of companies within a consolidated group.

Geographic segment information may also be generated internally by 
management for their own decision making process and would sometimes 
coincide with the industry segments. Where segment information is not, 
however, readily available from internally generated information then it is 
a simple procedure to adjust standard reporting accounting packages that 
are used for consolidation purposes to flag segment information that is rele
vant on both an industry and geographic basis.

It is logical that segment information should only be presented where it is 
of significance to the entity as a whole. AC 115 states that it is appropriate 
to establish qualifying guidelines in terms of which a segment is considered 
material for separate reporting. It is also appropriate to limit the number 
of segments to a reasonable level so as to avoid unnecessary complexity.

The usual guideline for materiality is that a segment is only reportable where 
it constitutes at least ten per cent of turnover, operating profit or total as
sets, while the total number of segments reported on is seldom more than 
ten.
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12.4 Specific Issues

12.4.1 Segment Identification
There are many possible bases for identifying segments, for example industry 
and product lines, organisational lines, classes of customers and markets, 
and geographical areas. The determination of the segments to be reported 
by an enterprise is the responsibility of the directors of that enterprise.

AC 115 emphasises that the determination of industry and geographical seg
ments of an enterprise depends to a considerable extent on the judgement 
of management. This implies that management should consider the main 
purpose of segment reporting in arriving at their classification of segments. 
Segments should be determined by management after considering the in
formation that is likely to be of value to the user of financial statements. 
Factors that may be useful in determining whether a part of the business 
qualifies as a separate segment are:

(a) where the return on the investment differs from that for the enterprise 
as a whole;

(b) where there are different degrees of risk;

(c) where there are different rates of growth; and

(d) where there are different levels of potential for future development and 
growth.

There is no reason why a company should not disaggregate its consolidat
ed data by two different "industry" segment bases. For example, a UK com
pany, United Biscuits (Holdings), analyses group sales by product as well 
as division.

Where an enterprise trades with a single or relatively small number of cus
tomers, one industry or a government body, such information should be 
disclosed. Specific information about the identity of the individual customer 
or the importance of individual customers in each of the markets concerned 
is not usually given.

Geographic segment information is presented either on the basis of the lo
cation of operations of the enterprise or on the basis of markets or on both. 
In addition where there are significant export sales from a local segment, 
these sales are usually disclosed.
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12.4.2 Inter Segment Trading
Inter segment trading is usually eliminated in consolidated financial state
ments. In the case of segment reporting, however, it is not considered ap
propriate to eliminate inter segment sales and other inter segment operat
ing revenues and inter segment expenses. In order to reconcile segmental 
results with consolidated results it is necessary to give a reconciliation of 
inter segment trading that has been eliminated when arriving at consoli
dated results. The disclosure of this reconciliation is considered in more de
tail in section 12.5 on financial statement presentation.

12.4.3 Unallocated Items
Management should be careful to ensure that the quality of disaggregated 
information does not deteriorate as a result of arbitrary allocation procedures 
of costs and assets that are not necessarily directly attributable to a segment.

AC 115 allows revenues and expenses that are not directly attributable to 
a segment but where a reasonable basis for allocation exists to be allocated 
to segments. The allocation of central costs is necessarily an arbitrary process 
and the allocation problem can have serious implications for segment 
reporting.

It is relatively easy for management to select a reasonable basis for the allo
cation of central costs in order to disguise underlying segment profit infor
mation. For example, consider XYZ Ltd which had the following divisional 
results for the year ended 31 December 1901:

DIV A DIV B DIV C
Gross revenue 1 500 15 000 6 000
Net assets 360 360 3 600
Divisional profit 450 600 1 800

Should management disclose the above divisional results as segment infor
mation in their financial statements then the success (in terms of profit mar
gin) in Division C would be only too apparent. Management may decide 
therefore that Head Office costs of 1 000 should be allocated on the basis 
of the net assets employed in each division. This would result in divisional 
profit for each division being as follows:

DIVISION A DIVISION B DIVISION C
367 517 967

The relative performance of Division C is effectively disguised by the alio-
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cation procedure for the Head Office costs. Had the Head Office costs been 
allocated on the basis of turnover then the effect on divisional profit would 
have been quite different and the relative result of Division C would be great
ly enhanced:

DIVISION A DIVISION B DIVISION C
383 (67) 1 532

Great care, therefore, should be exercised when allocating common items 
of income, expense, and assets. It is important to note the intention of seg
mental reporting -  the provision of useful information about the various 
activities, operations and markets of the reporting enterprise. Arbitrary cost 
allocations could reduce the quality of the information provided and make 
the segmental analysis misleading. AC 115 notes that in many enterprises, 
common items such as Head Office expenses are not allocated to individual 
segments because they are not shared in such a way that any allocation 
among the segments is considered useful.

12.4.4 Competitive Prejudice Concerns
AC 115 (paragraph 2) allows where, in the opinion of management, “ the 
disclosure of any information required by the statement would be seriously 
prejudicial to the interests of the enterprise, that information need not be 
disclosed, but the fact that any such information has not been disclosed must 
be stated". This seriously prejudicial clause therefore provides an escape 
route from the disclosure requirements of AC 115. The clause is justified 
on the basis that the disclosure of financial information by segment may 
weaken an enterprise's competitive position because more detailed infor
mation is made available to competitors, customers, suppliers and others. 
The clause can be used in order to omit all of the segmental information 
normally required, but it can also be used to omit just part of that 
information.

While there is no such clause in the International Standard IAS 14, a simi
lar exemption is included in the UK standard, SSAP 25.

12.4.5 Interest Bearing Liabilities
Interest bearing liabilities are generally not allocated to segments, either be
cause they are considered to relate to the enterprise as a whole or because 
they are viewed as having a financing rather than operating result. The in
terest earned or incurred by a segment is, therefore, a result of the group's 
overall financing policy rather than a reflection of the results of the various



198 GAAP Handbook 1996

segments. However, where a segment result is arrived at after charging in
terest, it is then appropriate to allocate interest bearing liabilities on the same 
basis as the interest was allocated to segments.

12.4.6 Associated Companies and Non-Consolidated 
Subsidiaries

AC 115 does not require enterprises to report segment financial informa
tion pertaining to associated companies and non-consolidated subsidiaries. 
However, where associated companies and non-consolidated subsidiaries 
are material in relation to the results and the net assets of the reporting en
terprise for the period then segment information should be provided in 
respect of those companies. The information would be presented for associat
ed undertakings and non-consolidated subsidiaries taken as a whole and 
would be shown separately from the amounts in respect of group members 
in the segment report.

12.5 Financial Statement Presentation
12.5.1 Companies Act
Paragraph 67(1) of Schedule 4 of the Companies Act requires disclosure in 
the Director's report of a "statement of the estimated proportion of profit 
or loss attributable to the various classes of business of the company".

12.5.2 AC 115
AC 115 requires disclosure, for both industry and geographical segments, of:

• a description of the activities/composition of each reported industry/geo
graphic segment;

• the following, expressed in monetary terms or as a percentage of the con
solidated totals:

-  sales or other operating revenues,

-  segment result, and

-  segment assets employed;

• the extent of inter segment transactions and the basis of inter segment 
pricing;

• a reconciliation between the sum of the individual segments and the ag
gregated information in the financial statements;
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• a description of the nature of and reasons for any change in:

-  the identification of segments;

-  the accounting practices used in reporting segment information; or

-  the accounting policies of segments;

including, where practical, a restatement of comparatives.

Suggested disclosures are depreciation, research and development and cap
ital expenditure by segment, as well as the number of employees for each 
segment.

Disclosure of segmental information in interim reports is encouraged.

The above disclosure requirements are similar to those included in IAS 14.

Segment result is usually net operating income (or loss) before interest, tax
ation, outside shareholders' interest, extraordinary item and equity account
ed income. In practice, some listed companies provide segmented informa
tion for a number of income statement components; i.e. operating income 
and net income after taxation.

Segment assets are linked to segment result in that the disclosure should 
reflect the resources employed in generating segment operating results. 
Therefore, all tangible and intangible assets (including the reasonable allo
cation of assets common to more than one segment) less all non-interest 
bearing liabilities would usually constitute segment assets. (Refer also to sec
tion 12.4.5.) However, where a segment result is calculated after account
ing for interest then the corresponding segment assets figure would be net 
of interest bearing liabilities. This allows a "return on investment" type cal
culation to be performed by users and is illustrated in the example below 
(12.5.3 Example).

It should be noted that IAS 14 differs to AC 115 in that non-interest bearing 
liabilities (usually operating liabilities; i.e. creditors) are excluded from the 
calculation of segment assets. All tangible and intangible assets that can be 
identified with a particular segment, including an allocation of assets shared 
between that segment and one or more other segments, constitute segment 
assets.

12.5.3 Example
The following figures were extracted from the Disag Ltd group's standard 
reporting package at 31 December 1902 (all figures in ROOO's):
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P A C K A G IN G C O N S T R U C T IO N SO U TH
D IV IS IO N D IV IS IO N A F R IC A S P A IN

G ro s s  R evenue 35 565 69 435 81 500 18 500
O p e ra tin g  P ro fit 7 010 8 990 13 545 1 455
In te re s t pd (to  H ead O ff ic e ) 2 320 3 194 4 211 1 303
T o ta l A s s e ts 32 143 56 494 72 437 15 200
C re d ito rs 3 131 5 695 7 004 1 822
Loan  fro m  H ead O ff ic e 15 467 21 293 28 073 8 687
C a p ita l E x p e n d itu re 3 000 7 000 2 000 8 000
N u m b e r o f E m p lo ye e s 300 1 000 1 150 150

Head Office Costs of Rl,3m, assets of R3,189m and 100 employees are not 
allocated to the above segments.

An extract from the consolidated income statement and balance sheet reveals:

ROOO’s
Turnover 100 000
Operating Profit (after interest paid of R3,7m) 10 000
Total Assets 90 826
Creditors 8 826

The segment report would be presented as follows:

Disag Ltd

Group Segmental Report

for the period ended 31 December 1902.

INDUSTRY SEGMENTS

The group operates through two distinct divisions, packaging and construc
tion. The packaging division supplies corrugated cardboard packaging con
tainers to the removal industry and major consumer goods manufacturers. 
The construction division specialises in the development and construction 
of low cost housing projects.

The segment sales, segment result and segment assets employed for each 
division is set out below, together with details regarding capital expendi
ture and employees:
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ROOO's

SEGMENT NUMBER
SEGMENT SEGMENT ASSETS CAPITAL OF

SALES RESULTS EMPLOYED EXPENDITURE EMPLOYEES

1902 1901 1902 1901 1902 1901 1902 1901 1902 1901

Packaging 35 565 XXX 7 010 XXX 29 012 XXX 3 000 XX 300 XX
Construction 69 435 XXX 8 990 XXX 50 799 XXX 7 000 XX 1 000 XX

105 000 XXX 16 000 XXX 79 811 XXX 10 000 XX 1 300 XX
Intersegment sales (5 000) (XXX) (1 000) (XXX) (1 000) (XXX)
Unallocated Costs/Assets - - (1 300) (XXX) 3 189 XXX 100 XX
Interest Paid - - (3 700) (XXX) - -

Consolidated Totals 100 000 XXX 10 000 XXX 82 000 XXX 10 000 XX 1 400 XX

The basis for intersegment pricing is normal selling price.

GEOGRAPHIC SEGMENTS

The group's operations are located primarily in South Africa with the 
Spanish operation, begun in 1901, expanding rapidly. The Spanish opera
tion is involved with both packaging and construction activities.

Export sales during the year were negligible.

The segment sales, segment result and segment assets employed for the 
South African and Spanish operations is set out below, together with de
tails regarding capital expenditure and employees:

ROOO’s

SEGMENT NUMBER
SEGMENT SEGMENT ASSETS CAPITAL OF

SALES RESULTS EMPLOYED EXPENDITURE EMPLOYEES

1902 1901 1902 1901 1902 1901 1902 1901 1902 1901
South Africa 81 500 XX 13 545 XX 65 433 XX 2 000 XX 1 150 XX
Spain 18 500 XX 1 455 XX 13 378 XX 8 000 XX 150 XX

100 000 XX 15 000 XX 78 811 XX 10 000 XX 1 300 XX
Unallocated Costs/Assets - - (1 300) XX 3 189 XX - - 100 XX
Interest Paid - IBS (3 700) XX - - - - - -
Consolidated Totals 100 000 XX 10 000 XX 82 000 XX 10 000 XX 1 400 XX

NOTES

(i) In the above example there were no inter-geographic segment sales. 
If there had been then these would have been treated on the same ba
sis as for industry segments; i.e. reversal of sales of R5m and adjust
ment of Rim  unrealised (to the group) profit against segment results 
and segment assets (i.e. stock).
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(ii) The interest paid to head office is excluded from segment result as the 
financing of operations is done centrally-evidenced by head office in
terest charged of R5,514m (R2,32m + R3,194m) against total group in
terest paid of only R3,7m. Segment assets, therefore, are total assets 
less non-interest bearing liabilities (creditors) and not less the head office 
loans. Refer also to point (vi) below.

(iii) If details of depreciation and research and development costs were avail
able by segment then these details should be disclosed.

(iv) If management are of the opinion that segment disclosures will seri
ously prejudice the group's interests then the disclosures need not be 
given, but the fact of non-disclosure should be stated.

(v) Most companies present segmental information in a note to the finan
cial statements or in a separate statement alongside the primary state
ments. Some companies, however, incorporate the information into the 
Chairman's (or Chief Executive's) Review; a section of the annual report 
that is not usually covered by the report of the auditors. Care should 
be exercised to ensure that the information presented is subject to audit.

(vi) Application of IAS 14 would have resulted in non-interest bearing lia
bilities being excluded from the calculation of segment assets employed; 
i.e. packaging assets employed would be disclosed as R32 143 000. The 
consolidated total forming part of the reconciliation would become 
R90 826 000.


