TOPIC ONE

Intermediate Level


Accounting For Assets And Liabilities


Accounting For Leases IAS 17

Introduction

Lease is an agreement whereby the lessor conveys to the lessee, in return for rent, the right to use an asset for an agreed period of time. The lessor remains the owner but lessee has a right to use the equipment for agreed rentals to be paid over a period.

Definitions of Terms

Lease

It’s an agreement whereby the lessor converges to the lessee in return for a payment or a series of payments the right to use an asset for a period of time.

Finance lease

Is an agreement that transfer substantially all the risks and rewards incidental to ownership of an asset? Title may or may not eventually be transferred.

Operating lease

This is an agreement that do not transfer all risks and rewards incidental to ownership of an asset. Title would number be transferred to the other party i.e. the asset remains as owned by the owner therefore an operating lease is a lease other than a finance lease.

Minimum lease payments

These are payments over the lease term that the lease is or can be required to make excluding contingent, rent, costs for services and taxes to be paid by and reimbursed to the lessor.

Guaranteed residual value

For a lessee, that part of the residue value that is guaranteed by the lessee or by a party related to the lessee (the amount of the guarantee being the maximum amount that would be in even event become payable)

For a lessor, that part of a residue value that is guaranteed by the lessee or by a third party and related to the lessor i.e. financial capable of discharging the obligations under the guarantee.

Unguaranteed residual value

Is that portion of the residual value of the lease asset, the realization of which by the lessor, is not assured or is guaranteed solely by a party related to the lessor.

Gross investment to the lease

This is the aggregate of:

i. Minimum lease payments receivable by the lessor under a finance lease.

ii. Any unguaranteed residue value accruing to the lessor

Interest rate implicit in the lease

This is the discount rate at the inception of the lease causes the aggregate PV of:

· The minimum lease payments
· The unguaranteed residue, value to be equal to the sum of:
· The fair value of the leased asset
· Any initial direct cost of the lessor
· The gross investment to the lease
· The net investment to the lease
Classification of the Lease

In general lease means allowing a person to use a property on payment of a certain amount of money in installment as agreed between the lessor and lessee. A contract of lease may be classified into three types:

· Finance lease
· Leveraged lease
· Operating lease
Finance (Or Capital) Lease

It’s a lease under which the present value of the minimum lease payments at the inception of the lease exceeds or is equal to substantially the whole of the fair value of the leased asset.

Characteristics of a finance lease

i) The lessor transfers ownership of the asset to the lessee at the end of the lease term.
ii) The lessee has the option to purchase the asset at a price that is expected to be sufficiently lower than the fair value at the date the option becomes exercisable for it to be reasonably certain at the inception of the lease that the option will be exercised.
iii) The lease term is for major part of economic life of the asset even if the title is not transferred.
iv) At the inception of the lease, the present value of minimum lease payment approximates the fair value above 90%.
v) If the leased asset is of a specialized nature such that it is only the lessee who can use it without any major modification.
vi) If the lessee cancels the lease agreement at any time, any cancellation losses incurred by the lessor will be borne by the lessee.
vii) If fluctuations gain or losses in relation to the residue value will be borne by the lessee.
Disclosure requirements for finance lease As per IAS 17

a) A reconciliation between the total future minimum lease payments and their present value. IN addition, an entity shall disclose the total of future minimum lease payments at the balance sheet
dates and their present value for each of the following period: -

· Not later than one year
· Later than one year and not later than 5 years
· Later than five years
b) For each class of assets, the net carrying amount at the balance sheet date.
c) Contingent rents recognized as an expense.
d) The total of the future minimum sub-leases payment expected to be received under non-cancellable sub-leases as at the balance sheet date.
e) A general description of significant leasing arrangements.
In the case of finance lease, the financial statements should include:

· The gross investment in the lease depicted by the sum of the minimum lease payments and the estimated residual value
· The difference between the gross investment and its present value as unearned income to be recognized as earned over the life of the lease
· The sale price will be shown at the present value of the minimum lease payments deducting from
the same, the cost of sale comprising of the cost of the leased property and other initial direct cost incidental to the same less the present value of the residual.

Presentation of financial statements Disclosures in the financial statements of lessor

In the case of finance lease, the financial statements should include:

· The gross investment in the lease depicted by the sum of the minimum lease payments and the estimated residual value
· The difference between the gross investment and its present value as unearned income to be recognized as earned over the life of the lease
· The sale price will be shown at the present value of the minimum lease payments deducting from
the same, the cost of sale comprising of the cost of the leased property and other initial direct cost incidental to the same less the present value of the residual.

Accounting Entries in the Books of the Lessor

Gross Investment is the Lease

This is the total of:

· The minimum lease payments receivable by the lessor under finance leases.
· Any unguaranteed residue value accruing to the lessor.
Net Investment in the Lease

This is the gross investment in the lease discounted at the interest rate implicit in the lease i.e. it is the present value of the gross investment discounted at the interest rate implicit in the lease.

Unearned Finance Income

This is the difference between the gross investment in the lease and the net investment in the lease. The lessor should recognize the assets under finance leases in their balance sheet and present them as receivables at an amount equal to the gross investment.

The initial direct costs that may be incurred by the lessor e.g. legal fees for negotiating and securing a lease agreement, commission etc. should be included in the initial measurement of the finance lease receivable. Subsequently, the amounts received by the lessor should be allocated over the lease term on a systematic basis.

Journal Entries

Accounting entries in the books of the lessor

1. When the equipment is purchased on lease Dr: Equipment A/c Cr: Cash A/c

2. When the contract is signed and property leased out to the lessee Dr: Rent receivable A/c Cr: Equipment a/c

3. When first instalment on lease is received

Dr: Cash A/c

Cr: Rent receivable A/c

At end of first year

4. When interest becomes receivable Dr: Interest receivable a/c Cr: Interest a/c

5. When the amount is received in respect of interest and rent Dr: Cash a/c

Cr: Rent receivable a/c Cr: Interest receivable a/c These entries are repeated in subsequent years

At the end of last year

6.
When the equipment is sold and lease is terminated

Dr: Cash a/c

Cr: Income on sale of equipment a/c

At the end of last year

7. When the equipment is purchased and lease is terminated Dr: Equipment a/c Cr: Cash a/c

8. When accumulated depreciation is transferred to equipment a/c at the time of termination of the lease and purchase of the asset

Dr: Accumulated depreciation a/c Cr: Equipment a/c

ILLUSTRATION

A lessor leases out an asset on terms which constitute a finance lease. The primary period is five years commencing 1 July 2015 and the rental payable is Sh.3, 000,000 per annum (in arrears). The lessee has the right to continue the lease after the five-year period referred to an indefinite period at a nominal rent. The cash price of the asset in question as at 1 July 2015 can be assumed to be Sh.11, 372,000. The rate of interest implicit in the lease is 10%.

Required:

Show the accounting entries in the leaser’s books (Apply the requirements of IAS 17-Leases).

Accounting for Finance Leases in the books Of the Lessee

Accounting transactions and other events should always be presented in accordance with economic substance and financial reality and not merely in accordance with the legal interpretation. Although the legal form of a finance lease is that the title may or may not eventually be transferred to the lessee.

Journal Entries

1.
When contract is signed and property acquired and the liability is assumed

Dr: Equipment a/c

Cr: Rent obligation a/c

2. When first instalment payment of rental obligation is made Dr: Rental obligation a/c Cr: Cash a/c

At the end of first year

3. When interest becomes payable Dr: Interest a/c

Cr: Interest payable a/c

4. When the payment is made for rental and interest Dr: Rental obligation a/c Interest payable a/c

Cr Cash a/c

5. When depreciation at the end of the year is charged Dr: Depreciation a/c

Cr: Accumulated depreciation a/c

6. When insurance, maintenance, taxes are paid

Dr: Insurance/maintenance/taxes a/c Cr: Cash a/c

The above entries are repeated in each of the subsequent years.

ILLUSTRATION

ABC Ltd initiates the leasing of equipment from XYZ Ltd on 1st Jan 2015. The equipment had unexpected useful life of 3 years. It was to revert back to the lessor on the expiry of the lease agreement on 31st Dec 2017.The fair value of the equipment at the inception of the lease was Sh.13.5 million. Three payments are due to the lessor at an amount of Sh. 5 million p.a beginning 31st Dec 2015.An additional sum of Sh. 1 million is paid annually by the lessee for insurance. ABC Ltd guarantees a Sh. 1 million residue value on 31st Dec 2017 to the lessor ABC Ltd incremental borrowing rate is 10% and XYZ Ltd implicit rate is unknown. The salvage value of the equipment was Sh.100, 000.

Required:

· Relevant journal entries to record the above transactions in the book of ABC Ltd.
· Prepare the balance sheet extract
2. Operating or (Cancellable Lease)

A lease is classified as an operating lease if it does not secure for the lessor the recovery of his capital outlay plus a return on the funds invested during the lease term. Therefore, the asset should be treated by the lessor as a fixed asset and rentals receivable should be included in income over the lease term.

Accounting Entries in The Books of Lessee Accounting treatment

The operating lease payments excluding the cost of services i.e. insurance and maintenance cost are recognized as an expense on a straight line basis over the lease term unless another systematic basis that is more representative of the time pattern of the users benefits can be determined.

In the books of the lessee

The lessee will not recognize the leased asset in the statement of financial position.

Rentals of operating lease should be charged to P&L on a straight line basis over the term of the lease. Any difference between the amounts charged and paid should be adjusted to prepayments or accruals. Any incentives given by the lessor should also be recognized over the life of the lease on a straight line basis.

When rent is paid on the leased property.

Dr: Rent A/c

Cr: Cash A/c

The entry will be repeated in subsequent years till the lease expires.

ILLUSTRATION 1

Leasing ltd had entered into a 6 year lease for a factory building. The lease period was agreed for 6 years since Leasing Ltd felt that at the end of that time period they would have expanded to a certain extent that would require a larger premise. When leasing Ltd entered into the lease agreement on 1 st January 2008,their business was experiencing cash flow problems, the leaser being reasonably certain that leasing Ltd.’s cash flows would improve in future agreed to charge a lower rental in the

First 2 years and then increase the rent for the remaining 4 years. The lease rental P.a for the first 2 years was Sh. 500,000 and the lease rental p.a for the remaining 4 years was Sh. 800,000. Required:

Relevant journal entries in the books of leasing Ltd.

To record payment under operating leases Accounting Entries in the Books of Lessor Following factors are to be disclosed by the lessor under operating lease in financial statements:

He will recognize the asset as a non-current asset in its statement of financial position and depreciation in the normal way.

Rental income from operating leases will be recognized in P&L on a straight line basis over the term of the lease.

Any difference between the amounts charged and paid should be adjusted to receivables or deferred incomes

The initial direct cost of the lease could be spread over the life of the lease or charged when incurred.

Any incentive given by the lessor should be recognized over the life of the lease on a straight line basis.

When rent is received under the lease contract

Dr: Cash A/c

Cr: Rental income

When depreciation is to be charged

Dr: Depreciation A/c

Cr: Accumulated depreciation A/c

When insurance/maintenance/taxes are paid

Dr: Insurance/maintenance/taxes A/c  Cr: cash A/c

Current and Deferred tax


Current Tax

It’s the amount actually payable to the tax authority in relation to the trading of the firm or an entity during a given period.

Deferred tax

Its accounting used to match the effects of transactions with accounting impact i.e. arises when the effect of transactions is recognized from the accounting purposes in the accounting period but not recognized for taxation.

In accounting for income tax the principle issue is how to account for current tax liability as well as the future tax consequences.

The amount of accounting income is usually different from the amount of taxable income.

Accounting profit is aggregated as income or loss of the period including the extra ordinary items prepared based on the accounting assumption and the principles while the taxable income is the income for the year in which the tax is assessed in accordance with the rules of that country.

The reasons for their differences may be grouped into two categories;

o Permanent difference
Are differences that arise from the items that are considered in one calculation but are excluded completely from other calculations E.g. depreciation

o Temporary differences
Are differences between the carrying amount and the tax base of an asset or liability

Temporary difference = Carrying amount –Tax base Carrying amount

This is the amount that is attributable to an asset or liability in its financial statements e.g. the net book value in case of fixed assets, net realizable values in case of current assets.

Tax base

It’s an amount that will be deductible for the tax purposes against any future taxable economic benefit that will flow to an entity when it recovers its carrying amount.

Deferred tax liability

It’s the amount of income tax payable on the future period in respect of taxable Temporary

difference.

It’s the amount of income tax recoverable in the future period in respect of the deductible temporary difference or the carrying amount of an asset

Taxable temporary difference

It’s the temporary difference that will result in taxable amount when the carrying amount of a liability or an asset is recovered.

Deductible temporary difference

This when the carrying amount of an asset or liability is less than tax base of the asset or liability.

Need for providing for deferred tax;

· To match tax expense to the related profits as per the accrual concept
· To avoid over or under estimation of profits
· To ensure that earnings per share and profit earnings ratios are accurate
· To recognize potential liability
· To avoid overpayment of dividends.
Tax base of an asset

It is the amount that would be deductible for purpose of an future taxable benefit that will flow to an entity when it recovers its carrying amount of an asset.

Tax base of a liability

The tax base of a liability is the carrying amount less any amount that will be deductible for the tax purpose in respect of that liability in the future period.

Example

Wakimbizi ltd purchased a fixed asset for sh.800 000 in a given year and provides depreciation on a straight line basis over the useful life of 5 years. The capital allowance on the asset was calculated on cost using the following rates.

	Year
	1
	2
	3
	4
	5

	Rate
	40%
	25%
	25%
	10%
	


The company on average profit before tax of sh.600 000 for each of the 5 years. The tax rate for each of the 5 years was as follows.

	Year
	1
	2
	3
	4
	5


	Rate
	20%
	25%
	35%
	30%
	40%


Required;

· Compute the current tax
· Compute the deferred tax
· Extracts of financial statements
INVESTMENT PROPERTY ( IAS 40)

Investment property is property (land or a building—or part of a building—or both) held (by the owner or by the lessee under a finance lease) to earn rentals or for capital appreciation or both, rather than for:

· Use in the production or supply of goods or services or for administrative purposes; or
· Sale in the ordinary course of business.
It is probable that the future economic benefits that are associated with the investment property will flow to the entity; and

The cost of the investment property can be measured reliably.

An investment property shall be measured initially at its cost. Transaction costs shall be included in the initial measurement.

FINANCIAL INSTRUMENTS ( IAS 32)

A financial instrument gives rise to a financial asset of one entity and a financial liability or equity instrument of another

Recognition of financial instruments

IAS 39 Financial instruments: recognition and measurement establishes principles for recognizing and measuring financial; assets and liabilities.

Initial recognition

A financial asset or financial liability should be recognized in the statement of financial position when the reporting entity becomes a party to the contractual provisions of the instrument.

De recognition

De recognition is the removal of a previously recognized financial instrument from an entity's statement of financial position.

An entity should derecognize a financial asset when:

The contractual rights to the cash flows from the financial asset expire; or

It transfers substantially all the risks and rewards of ownership of the financial asset to another party.

An entity should derecognize a financial liability when it is extinguished i.e., when the obligation specified in the contract is discharged or cancelled or expires.

All financial assets and liabilities should be recognized in the statement of financial position.

Financial assets should be derecognized when the rights to the cash flows from the asset expire or where substantially all the risks and rewards of ownership are transferred to another party. Financial liabilities should be derecognized when they are extinguished.

NON CURRENT ASSETS HELD FOR SALE IFRS 5

In general terms, assets (or disposal groups) held for sale are not depreciated, are measured at the lower of carrying amount and fair value less costs to sell, and are presented separately in the statement of financial position.

Specific disclosures are also required for discontinued operations and disposals of non-current assets.

Key provisions of IFRS 5 relating to assets held for sale

Held-for-sale classification

In general, the following conditions must be met for an asset (or 'disposal group') to be classified as held for sale:

· management is committed to a plan to sell
· the asset is available for immediate sale
· an active setup to locate a buyer is initiated
· the sale is highly probable, within 12 months of classification as held for sale (subject to limited exceptions)
· the asset is being actively marketed for sale at a sales price reasonable in relation to its fair value
actions required to complete the plan indicate that it is unlikely that plan will be significantly changed or withdrawn

The assets need to be disposed of through sale. Therefore, operations that are expected to be wound down or abandoned would not meet the definition (but may be classified as discontinued once abandoned).

ASSETS USED IN EXPLORING AND EVALUATING MINERAL RESOURCES IFRS 6 Definitions

Exploration for and evaluation of mineral resources means the search for mineral resources, including minerals, oil, natural gas and similar non-regenerative resources after the entity has obtained legal rights to explore in a specific area, as well as the determination of the technical feasibility and commercial viability of extracting the mineral resource.

Exploration and evaluation expenditures are expenditures incurred in connection with the exploration and evaluation of mineral resources before the technical feasibility and commercial viability of extracting a mineral resource is demonstrable.

Accounting policies for exploration and evaluation

.

Impairment IFRS 6 effectively modifies the application of IAS 36 Impairment of Assets to exploration and evaluation assets recognized by an entity under its accounting policy.

Specifically:

· Entities recognizing exploration and evaluation assets are required to perform an impairment test on those assets when specific facts and circumstances outlined in the standard indicate an impairment test is required.
· Entities are permitted to determine an accounting policy for allocating exploration and evaluation
assets to cash-generating units or groups of CGUs. This accounting policy may result in a different allocation than might otherwise arise on applying the requirements of IAS 36

· If an impairment test is required, any impairment loss is measured, presented and disclosed in accordance with IAS 36.
Presentation and disclosure

An entity should treat exploration and evaluation assets as a separate class of assets and make the disclosures required by IAS 16 Property, Plant and Equipment or IAS 38 Intangible Assets consistent with how the assets are classified.

IFRS 6 requires disclosure of information that identifies and explains the amounts recognized in its financial statements arising from the exploration for and evaluation of mineral resources, including:

· its accounting policies for exploration and evaluation expenditures including the recognition of exploration and evaluation assets
· the amounts of assets, liabilities, income and expense and operating and investing cash flows arising from the exploration for and evaluation of mineral resources.
