IFRS 17      -      LEASES
The Standard Interpretation and Objective
The objective of this Standard is to prescribe, for lessees and lessor’s, the appropriate accounting policies and disclosure to apply in relation to finance and operating leases. 

IAS 17 applies to all leases other than lease agreements for minerals, oil, natural gas and similar regenerative resources and licensing agreements for films, videos, plays, manuscripts, patents and similar items.
Classification of Leases 

A lease is classified as a finance lease if it transfers substantially all the risks and rewards incident to ownership of an asset. All other leases are classified as operating leases. The classification of leases between finance and operating is therefore based on the extent to which risks and rewards incidental to ownership of a leased  asset lie with the lessor or with the lessee. 

IAS 17 gives a broader definition of finance leases. It uses a criteria-based approach rather than the 90% of fair value test of SSAP 21. Under IAS 17 it is therefore likely that more leases will be classified as finance than under UK GAAP.

IAS 17 requires that the land and buildings elements of a property lease should be considered separately for lease classification, unless the land element is immaterial. 

A lease of land and buildings should therefore be split and treated as two leases. Unless title is expected to pass to the lessee at the end of the lease term, leases of land should normally be treated as operating leases. The buildings element would be classified as an operating or finance lease as appropriate.

Whether a lease is a finance lease or an operating lease is a matter to be decided  on the substance of each case. 
Disclosures

IAS 17 requires the following information to be disclosed;
Disclosure: Lessees - Finance Lease [IAS 17.31] 

· carrying amount of asset; 

· reconciliation between total minimum lease payments and their present value; 

· amounts of minimum lease payments at balance sheet date and the present value thereof, for:
a)
not later than one year; 
b)
later than one year and no later than five years 
c)
later than five years 
· contingent rent recognised as an expense; 

· total future minimum sublease income under noncancellable subleases; and 

· general description of significant leasing arrangements, including contingent rent 
Disclosure: Lessees - Operating Lease [IAS 17.35] 

· the total of future minimum lease payments at balance sheet date under noncancellable operating leases for each of the following periods: 

a) not later than one year; 
b) later than one year and no later than five years 
c) later than five years 

· the total future minimum sublease payments expected to be received under noncancellable subleases at the balance sheet date; 

· lease and sublease payments recognised as a expense in the period, with separate amounts for minimum lease payments, contingent rents and sublease payments.
· A general description of significant leasing arrangements, including:

a) The basis on which contingent rent payable is determined;

b) The existence and terms of renewal or purchase options and escalation clauses; and

c) Restrictions imposed by lease arrangements, such as those concerning dividends, additional debt and further leasing. 

Disclosure: Lessors - Finance Lease [IAS 17.47] 

· reconciliation between gross investment in the lease and the present value of minimum lease payments; 

· gross investment and present value of minimum lease payments receivable for: 

a) not later than one year; 

b) later than one year and no later than five years 
c) later than five years 

· unearned finance income; 

· unguaranteed residual values; 

· accumulated allowance for uncollectible lease payments receivable; 

· contingent rent recognised in income; and 

· general description of significant leasing arrangements. 

Disclosure: Lessors - Operating Lease [IAS 17.56] 

· amounts of minimum lease payments at balance sheet date under noncancellable operating leases in the aggregate and for: 

a) not later than one year; 

b) later than one year and no later than five years (years 2 through 5 combined) 

c) later than five years 

· contingent rent recognised as in income; and 

· general description of significant leasing arrangements. 

however certain qualitative assessments can be done to determine whether the lease is a finance lease or an operating lease. The assessment to classify a lease is from the date of the inception of the lease.

CAVEAT

The District Valuation Office use the questions below for their own internal use and NHS organisation must establish the status of their leases and seek verification from their auditors before applying these questions.
The Qualitative Assessment 

a) Primary Questions to be applied (Yes / No)

1: Does the lease transfer ownership of the asset to the lessee by the end of the lease term? IAS 17/10(a)

2: Does the lease give the lessee the option to purchase the asset at less than open market value? IAS 17/10(b)

3: Does the lease contain terms that result in the gains or losses from fluctuations in the residual value of the asset accruing to the lessee? IAS 17/11(b)

4: At the inception of the lease, is it reasonable to assume that the lessee and lessor either (a) expected the lease term to be for the major part of the economic life of the building, or (b) or that the residual value on expiry of the lease term would be negligible? IAS 17/10(c)

5: Has the payment structure of the lease been derived with reference to specific interest rates and returns on risk which would be required by a lender?* 

* If the lease were part of a broader transaction, such as a PFI project, structured to reflect a lender’s risk and returns, this would be indicative of a possible finance lease. A rent substantially in excess of normal market rents, set in a sale and leaseback transaction might indicate a finance lease.

6: Does the lease allow the lessee to cancel the lease and if so does the lessee have to bear the lessor’s losses, as predetermined in the lease terms? IAS 17/11(a)

7: Are the buildings of such a specialised nature that only the lessee can use them without major modification? IAS 17/10(e)

If the answer to all the questions is no, then no further work is likely to be required and the lease is considered an operating lease, unless there are other features of the lease that clearly show that the property risks and rewards remain substantially with the tenant.

b) Secondary Questions to be applied

If the answer to one or more of the primary questions above is "yes", there is a possibility that the lease should be classified as a finance lease and a further review, including the quantitative test set out in IAS 17/10d, may be required to determine whether the lease is indeed a finance lease. 

Accordingly, in order for a lease subject to this further review to qualify as an operating lease, it must be clearly demonstrated that the landlord retains substantially all the property related risks and rewards. 

The following secondary prompts, if answered in the affirmative, might be suggestive of operating lease attributes:

· Are there full repairing and insuring covenants in the lease and clauses to ensure the asset is reinstated, at the expense of the tenant, to its original condition at the end of the lease?

· Does the lease provide for significant contingent rent variations during the term by reference to an open market or turnover? (e.g. market rent reviews.  But note that if the lease were to provide for fixed increases or increases linked to a non-property market index, this might be indicative of a finance lease).

· Were the initial passing rent and other aspects of the lease set at prevailing market rates?

· Is the lease free of contractual terms that might oblige the lessor to continue the lease at substantially less than normal market terms? IAS 17/11(c)

· Is lessee default the only grounds on which the lease would revert to the lessor?

· If the lessee wishes to sublet or sell (or assign) their lease rights, are there terms in the lease that allow the lessor to control the key terms of the sublet / sale?

Summary of the Qualitative Assessment Process

The primary test questions (1 to 7 above) are designed so that if the answer “yes” is given to any question in the Primary Questions List it opens the possibility of the lease’s building element being a finance lease.  However other lease characteristics may of course lead to the conclusion that the lease is nevertheless an operating lease.

The secondary test questions will be applied to attempt to clarify the matter, together with an initial “high level” quantitative test.  

The detailed full quantitative test calculation will normally only be required if operating lease classification is not obvious.  
