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INTERPRETATION OF [DRAFT] FRS X

Determining whether an Arrangement contains a Lease

	Interpretation [draft] FRS X Determining whether an Arrangement contains a Lease ([draft] INT FRS X) is set out in paragraphs 1-12.  The scope and authority of Interpretations are set out in the CCDG Preface to the Interpretations of Financial Reporting Standard. [Draft] INT FRS X is accompanied by Illustrative Examples and a Basis for Conclusions.



Reference
· [draft] FRS 17 Leases(
Background

1
An entity may enter into an arrangement, comprising a transaction or a series of linked or related transactions that does not take the legal form of a lease but conveys a right to use an item (e.g. an item of property, plant or equipment) for an agreed period of time in return for a payment or series of payments.  Examples of arrangements in which one entity (the supplier) may convey such a right to use an item to another entity (the purchaser), often together with related services, include:

· outsourcing arrangements, including some of those that are described as the outsourcing of the data processing functions of an entity;

· arrangements in the telecommunications industry, where suppliers of network capacity enter into contracts to provide purchasers with rights to capacity;

· take-or-pay and similar contracts, in which purchasers must make specified payments regardless of whether they take delivery of the contracted products or services (eg where purchasers are committed to acquiring substantially all of the output of a supplier’s power generator); and

· service concession arrangements,( in which a supplier (eg a private entity) provides the use of an item of infrastructure to a purchaser (eg a government).

2 
This [draft] Interpretation provides guidance for determining whether such arrangements are, or contain, leases that should be accounted for in accordance with [draft] FRS 17 Leases.  It does not provide guidance for determining how such a lease should be classified under that Standard.

3
In some arrangements, the supplier transfers the right to use an item that is a component or portion of a larger item (eg a right to use 50 per cent of the capacity of a pipeline).  The issue of how to determine if and when a right to use a component of a larger item should be accounted for as a lease is not dealt with in this [draft] Interpretation.  Nevertheless, in some cases it may be appropriate for suppliers and purchasers to treat a right to use a component of an item as a lease in a manner consistent with this [draft] Interpretation.

Scope
4 
This [draft] Interpretation does not apply to arrangements that are, or contain, leases excluded from the scope of [draft] FRS 17.

Issues
5 
The issues addressed in this [draft] Interpretation are:

(a)
how to determine whether an arrangement is, or contains, a lease as defined in [draft] FRS 17;

(b)
when the assessment or a reassessment of whether an arrangement is, or contains, a lease should be made; and

(c)
if an arrangement is, or contains, a lease, how the payments for the lease should be separated from payments for any other elements in the arrangement.

Consensus
Determining whether an arrangement is, or contains, a lease

6
An arrangement is, or contains, a lease if all three of the following criteria are met:

(a)
the arrangement depends upon a specific item or items (the item), for example an item of property, plant or equipment.  The item may be explicitly identified by the contractual provisions of the arrangement, in which case this criterion will usually be met.  The criterion will also be met if the item is implicitly identified by the contractual provisions and surrounding facts and circumstances.  This will be the case if it is not economically feasible or practical for the supplier to fulfil the arrangement by providing use of alternative items.

(b)
the arrangement conveys a right to use the item for an agreed period of time such that the purchaser is able to exclude others from using the item.  This criterion will be met in arrangements to purchase the output from, or other utility of, an item where there is only a remote possibility that parties other than the purchaser could take more than an insignificant amount of the output or other utility of that item, other than with the consent of the purchaser.

(c)
payments under the arrangement are made for the time that the item is made available for use rather than for actual use of the item (as, for example, would be the case if all or part of the payments are unavoidable unless the supplier fails to perform).  In some arrangements, the obligation to make payments may be implicit in the circumstances, as the purchaser may have no alternative but to acquire substantially all of the output or other utility of the item.

Assessing or reassessing whether an arrangement is, or contains, a lease

7 
The assessment of whether an arrangement contains a lease shall be made at the inception of the arrangement on the basis of the facts and circumstances existing at that time.  A reassessment shall be made if, and only if, the provisions of the arrangement are changed.  Subsequent changes in circumstances, for example the supplier obtaining additional items with which to fulfill the arrangement, shall not result in a reassessment of the arrangement.

Separating payments for the lease from other payments

8
If an arrangement contains a lease, the classification, recognition, measurement and disclosure requirements of [draft] FRS 17 shall be applied by both the purchaser and supplier to the lease element of the arrangement.  Other elements of the arrangement shall be accounted for in accordance with other Standards.

9 
For the purposes of applying the requirements of [draft] FRS 17, payments under the arrangement shall be separated into those for the lease and those for other elements (eg for services and the cost of inputs) on the basis of their relative fair values.

10
In some cases, separating the payments for the lease from payments for other elements in the arrangement will require the purchaser to use an estimation technique.  For example, a purchaser may estimate the lease payments by reference to a lease agreement for a comparable item that contains no other elements, or by estimating the payments for the other elements in the arrangement by reference to comparable agreements and then deducting these payments from the total payments under the arrangement. In rare cases a purchaser may conclude that it is impracticable to separate the payments reliably.  In these instances it shall:

(a)
in the case of a finance lease, recognise an asset at an amount equal to the fair value of the underlying item that was identified in paragraph 6(a) as the subject of the lease; or

(b)
in the case of an operating lease, disclose all payments under the arrangement when disclosing the minimum lease payments, and state that the disclosed payments also include payments for other elements in the arrangement.
Effective date

11
An entity shall apply this [draft] Interpretation for annual periods beginning on or after [1 January 2005].  Earlier application is encouraged.  If an entity applies this [draft] Interpretation for a period beginning before [1 January 2005], it shall disclose that fact. 

Transition
12 
Changes in accounting policies shall be accounted for according to the requirements of [draft] FRS 8 Accounting Policies, Changes in Accounting Estimates and Errors.(
Illustrative Examples
These [draft] examples accompany, but are not part of, the [draft] Interpretation.

Example of an arrangement that contains a lease 

Facts

E1
A purchaser enters into a take-or-pay contract to buy industrial gas from a supplier.  The supplier provides the gas by using a plant that it has built, and that it operates, on the purchaser’s site.  Although the supplier has a right to provide gas using other plants and could acquire the gas from other sources, it is not economically feasible or practical for it to do so.  The supplier also has the right to provide gas to other customers from the plant on the purchaser’s site but there is only a remote possibility that it will exercise that right. The arrangement provides for both fixed, unavoidable payments and variable payments designed to cover the supplier’s actual input costs based on a target level of efficiency. If the plant is not available for use, the purchaser is not required to make payments and the supplier incurs penalties.

Assessment

E2 
In this example, the arrangement depends upon a specific item, namely the plant on the purchaser’s site.  While the supplier has a right to provide gas using other plants, it is not economically feasible or practical for the supplier to fulfil the arrangement other than by providing use of the plant on the purchaser’s site.  A specific item has therefore been implicitly identified.

E3
The arrangement conveys the right to use the plant for an agreed period of time such that the purchaser is able to exclude others from using the plant.  This is because at the inception of the arrangement there is only a remote possibility that parties other than the purchaser could take more than an insignificant amount of the output from the plant.

E4
The purchaser is required to pay for the time that the plant is made available rather than for actual use of the plant.  The fixed payment terms mean that the purchaser is obliged to make payments to the supplier regardless of whether it uses the plant (ie takes the output); it can avoid payments only if the plant is not available for use. 
E5
The arrangement, therefore, contains a lease of the plant, which is accounted for in accordance with [draft] FRS 17.(
Example of an arrangement that does not contain a lease

Facts

E6
A purchaser enters into a take-or-pay contract to buy industrial gases from a supplier. The supplier is a large company operating similar plants at various locations.  The amount of gas that the purchaser is committed to buy is roughly equivalent to the total output of one of the plants.  Because a good distribution network is available, the supplier is able to provide gas from various locations to fulfil its supply obligation.

Assessment
E7 
In this example, the arrangement does not depend upon a specific item.  This is because it is economically feasible and practical for the supplier to fulfil the arrangement by providing use of more than one plant.  A specific item has therefore not been identified either explicitly or implicitly.

E8
The arrangement does not convey a right to use that is a lease, because the purchaser is not acquiring the output from a specific plant and therefore is not able to exclude others from using a specific plant.

E9
Payments under the arrangement are unavoidable, because the contract is a take-or-pay arrangement (ie the purchaser is obliged to make payments to the supplier regardless of whether it takes delivery of the gas).  However, no specific item has been identified and therefore the arrangement does not contain a lease.

Basis for Conclusions
This Basis for Conclusions accompanies, but is not part of, the draft Interpretation.

Introduction

BC1
This Basis for Conclusions summarises the considerations in reaching consensus. Greater weight was given to some factors than to others.

Background
BC2
Arrangements have developed in recent years that do not take the legal form of a lease but which convey rights to use items for agreed periods of time in return for a payment or series of payments.  Examples of such arrangements are set out in paragraph 1 of this draft Interpretation.  These arrangements share many features of a lease because a lease is defined in paragraph 4 of [draft] FRS 17 Leases as “an agreement whereby the lessor conveys to the lessee in return for a payment or series of payments the right to use an asset for an agreed period of time” (emphasis added).  It was agreed that all arrangements meeting the definition of a lease should be accounted for in accordance with [draft] FRS 17 (subject to the scope of that Standard) regardless of whether they take the legal form of a lease.  In other words, just as in INT FRS 27 Evaluating the Substance of Transactions Involving the Legal Form of a Lease that an arrangement that is described as a lease is not necessarily accounted for as a lease, it was concluded that an arrangement can be within the scope of [draft] FRS 17 even if it is not described as a lease.

BC3
Many of the arrangements likely to fall within the scope of this draft Interpretation involve services as well as a right to use an item.  However, it was concluded that [draft] FRS 17 is applicable to the lease element of the arrangement because paragraph 3 of [draft] FRS 17 specifies that the Standard applies to “agreements that transfer the right to use assets even though substantial services by the lessor may be called for in connection with the operation or maintenance of such assets.”  Therefore, it should provide guidance to assist in determining whether an arrangement is, or contains, a lease.

BC4
In certain arrangements a right to use a component or portion of a larger item is granted. It was agreed that, consistent with existing Standards, a physically distinguishable component of a larger item may be the subject of a lease under this draft Interpretation. For example, [draft] FRS 16 Property, Plant and Equipment requires major components of some items of property, plant and equipment to be treated as separate assets and that [draft] FRS 17 requires a lease of land and buildings to be split into its two components, with each component evaluated separately.  A purchaser that has, for example, a right to use a quarter of the capacity of a pipeline (or a right to use the entire pipeline for a quarter of the time) in a throughput arrangement is in substantially the same position as a purchaser that has a right to use an entire pipeline that is a quarter of the size.  It was agreed that, in principle, the subject of a lease can be defined by reference to the capacity (or output) of a larger item or by reference to the time that the larger item is made available, rather than by reference only to physical attributes.  However, the question of identifying components of larger items, by reference to output or time, raises issues that go beyond the scope of this draft Interpretation.  Therefore it was decided to focus on the main issue addressed in this draft Interpretation and not to address the wider issue of how to determine if and when a right to use a component of a larger item should be accounted for as a lease.  Nonetheless, it was agreed that it should highlight that the Interpretation may also apply to arrangements involving the right to use a component of an item.

Scope

BC5
The objective of this draft Interpretation is to determine whether an arrangement contains a lease that falls within the scope of [draft] FRS 17.  The lease is then accounted for in accordance with that Standard.  Because this draft Interpretation is not intended to override any of the requirements of [draft] FRS 17, it was agreed that it should clarify that if an arrangement is found to be, or contains, a lease or licensing agreement that is excluded from the scope of [draft] FRS 17, an entity need not apply [draft] FRS 17 to that lease or licensing agreement.

BC6
It was considered whether the scope of this draft Interpretation might overlap with FRS 39 Financial Instruments: Recognition and Measurement.  In particular it was noted that an arrangement for output might meet the definition of a derivative under FRS 39 but also be determined to contain a lease under this draft Interpretation.  It was concluded that there should not be an overlap because an arrangement for output that is a derivative would not meet all three criteria in paragraph 6 of this draft Interpretation.  In particular, such an arrangement would be unlikely to depend upon a specifically identified item. 

Consensus

BC7
This draft Interpretation states that an arrangement that meets all three of the draft Interpretation’s criteria is, or contains, a lease that should be accounted for under [draft] FRS 17.

Arrangement depends upon a specific item (paragraph 6(a)) 
BC8
The first criterion is that the arrangement depends upon a specific item or items (eg an item of property, plant or equipment).  It was concluded that this follows from the definition of a lease, which refers to a “right to use an asset” (emphasis added). Dependence on a specifically identified item is a feature that distinguishes a lease from other arrangements that also convey rights to use items but are not leases (eg some service arrangements). 

BC9
If a specific item is explicitly identified by the arrangement, the first criterion would usually be met. However, it noted that in some arrangements the first criterion might not be met even if an item had been explicitly identified.  For example, an arrangement to supply a readily available product that the supplier is entitled, and realistically able, to supply from more than one source does not contain a lease. 

BC10
An arrangement can depend on a specific item, even though that item is not explicitly identified in the arrangement.  This would be the case if the circumstances are such that it is not economically feasible or practical for the supplier to perform its obligation by providing the use of alternative items.  In such cases a specific item has been implicitly identified by the arrangement and the surrounding facts and circumstances.  Examples of when this could apply are when the supplier owns only one suitable item; the item used to fulfil the contract needs to be at a particular location or specialised to the purchaser’s needs; and the supplier is a special purpose entity formed for a limited purpose.

BC11
Some of the arrangements covered by this draft Interpretation may require the supplier to replace the underlying item with a similar item if the original item is unavailable (eg because it is unexpectedly inoperable).  It was agreed, however, that such requirement is in effect a warranty obligation and therefore should not generally preclude lease treatment by affecting the assessment of whether the arrangement depends on a specific item.

Arrangement conveys a right to use the item (paragraph 6(b))

BC12
The second criterion is that the arrangement conveys a right to use the item for an agreed period of time such that the purchaser is able to exclude others from using the item.  This criterion follows from the definition of a lease in [draft] FRS 17, namely an agreement that “conveys … the right to use an asset for an agreed period of time.”

BC13
It was concluded that the essential characteristic of a right to use an asset is the right to derive future economic benefits from the underlying item (ie the subject of the right to use).  It was therefore agreed that the right to use the item must allow the purchaser to exclude others from using that item.  This is because a purchaser has the right to derive economic benefits from the item if it has the ability to restrict the access of others to those economic benefits.

BC14
Some view a right to use as referring to a purchaser’s ability to operate the underlying item.  However, this view was rejected for two main reasons.  First, in many straightforward leases the lessee does not operate the underlying item, but rather outsources its operation (eg to an asset manager).  Secondly, this view incorrectly focuses on the underlying item (eg an item of property, plant or equipment) rather than the right to use that item (ie the economic benefits to be derived from the item).  Not all rights to use that are leases are recognised as assets under [draft] FRS 17.  Nonetheless, if a lessee recognises an asset for its rights under a lease, the lessee is recognizing its right to use and not the underlying item.

BC15
Having agreed that the essential characteristic of a right to use an asset is the right to derive future economic benefits from the underlying item, it was concluded that a right to use can be conveyed in arrangements in which purchasers have rights to acquire all, or substantially all, of the output from, or other utility of, an item (or, put another way, when parties other than the purchaser could not take more than an insignificant amount of that output or other utility).  This is because the future economic benefits to be derived from the underlying item can be conveyed through the output produced by the item, even though that item might be physically in the possession of, and operated by, the supplier or a third party.  Furthermore, if a purchaser has rights to substantially all of the output of an item, it effectively has the ability to exclude other parties from benefiting from the output.  In other words, the purchaser has the ability to restrict the access of other parties to the future economic benefits to be derived from the underlying item.

BC16
There was some disagreement with the conclusion that a right to substantially all of the output of a specific item gives rise to a right to use that item.  It was argued that there is a difference between obtaining the economic benefits of the output of an item and obtaining the economic benefits of the item that produces the output.  In particular, for an entity to obtain the economic benefits of an item specified by the arrangement, the entity needs more than just rights to substantially all of the output or other utility of the item.  In other words, additional criteria are required to determine whether an arrangement for the output from an item is, or contains, a lease.

BC17
The asset under consideration is the right to future economic benefits and not the underlying item in the arrangement, and that these economic benefits can be conveyed through the output produced by the underlying item.  As noted above, the lease asset under [draft] FRS 17 is the right to use; this asset should not be confused with the underlying item.  In addition, the need for additional criteria for determining whether an arrangement contains a lease was considered but rejected.  In particular, taken into consideration was the view that the risks and rewards incidental to ownership of the underlying item should be assessed to determine whether an entity’s right to use gives rise to a lease.  For example, it noted the argument that determining whether a lease exists requires an assessment of whether the pricing of an arrangement is such that the purchaser’s unavoidable payments approximate the supplier’s fixed cost of owning and operating the underlying item.  However, it was concluded that the transfer of risks and rewards incidental to ownership is not a prerequisite for a lease transaction.  Rather, the risks and rewards incidental to ownership of an item are characteristics relevant to lease classification and not to whether an arrangement contains a lease.

Payments are made for the time that the item is made available (paragraph 6(c))

BC18
The third criterion is that payments under the arrangement are made for the time that the item is made available for use rather than for actual use of the item.  The definition of a lease states that payments are made for “the right to use an asset” (emphasis added).  It therefore concluded that if the effect of an arrangement is that payments are made only for using the item, rather than for the time that the item is made available, then that arrangement does not contain a lease. In many take-or-pay (and throughput) arrangements, purchasers are contractually committed to pay the supplier regardless of whether they actually use the underlying item (ie take delivery of the product or service). It therefore concluded that, in such arrangements, purchasers are paying for a right to use.  It also noted that, while there might be no contractual commitment, in substance the same effect arises in practice if the purchaser has no alternative but to take substantially all of the output from, or other utility of, the item.

BC19
Some arrangements covered by this draft Interpretation might contain provisions that would allow for non-payment by the purchaser in the event of non-performance by the supplier.  It was concluded that, because such provisions compensate the purchaser for the unavailability of the item, they should not be interpreted to mean that payments are made for actual use of the item rather than the right to use. Indeed, such provisions would indicate that a right to use had previously been conveyed.

BC20
These proposals would mean that many take-or-pay arrangements, in which purchasers are committed to purchase substantially all of the output from specific items, might contain leases.  As noted above, the requirement to pay regardless of how much output is taken means that payments are made for the right to use.  It was also agreed that the overall effect of such a take-or-pay arrangement is similar to that of a lease plus contracts for related services and supplies (such as contracts for the operation of the item and the purchase of inputs).

BC21
If an arrangement contains a lease, and the lease is an operating lease, applying this proposed Interpretation is likely to result in the same assets, liabilities and expenses being recognised as if no lease had been identified.  However, [draft] FRS 17 requires lessors and lessees to recognise operating lease payments on a straight-line basis over the lease term (unless another systematic basis is more representative), and thus adjustments to the recognition profile of the payments for the lease element might be required in some instances.  Also, the proposed Interpretation would often result in additional disclosure, because [draft] FRS 17 specifies that the lessor and lessee should disclose the future minimum lease payments.  For a purchaser, the arrangements discussed in this draft Interpretation typically represent significant future commitments, and yet these commitments are not required to be disclosed in the financial statements by Standards other than [draft] FRS 17.  It was agreed that by bringing such arrangements within the scope of [draft] FRS 17, users of financial statements would be provided with relevant information that is useful for assessing the purchaser’s solvency, liquidity and adaptability.  It was acknowledged that the disclosed information might relate only to the lease element of the arrangement; however, it agreed that it would consider addressing disclosure of executory contracts more generally in a separate project.

Assessment or reassessment of whether an arrangement contains a lease (paragraph 7)

BC22
The draft Interpretation requires the assessment of whether an arrangement contains a lease to be made at the inception of the arrangement on the basis of the facts and circumstances existing at that time.  It was concluded that this was consistent with [draft] FRS 17 under which a lease is classified as operating or finance at its inception.  It also noted that under [draft] FRS 17, while a change in the provisions of the lease might result in the lease being reclassified, a change in circumstances does not.  Therefore, if a supplier subsequently obtained additional assets with which it could fulfil the arrangement, this should be treated as a change of circumstances (because it does not change the provisions of the arrangement) and therefore should not result in a reassessment of whether the arrangement contains a lease.

BC23
The argument that a reassessment should be required if circumstances change in such a way that the originally identified item ceases to be implicitly specified was considered. This could happen, for example, if the purchaser subsequently obtained additional items that it could use to fulfil the arrangement.  However, it was concluded that it would be unduly burdensome to require a purchaser constantly to reassess its supplier’s position. This conclusion was consistent with the view that the asset is the right to use, which is therefore unaffected by a subsequent change to the underlying item that is used to satisfy that right.

Separating payments for the lease from other payments in the arrangement (paragraphs 8-10)

BC24
The issue of identifying the minimum lease payments for the purposes of applying [draft] FRS 17 was discussed.  It concluded that where an arrangement contains both a lease and other elements (eg services), payments should be separated into those for the lease and those for other elements based on their respective fair values.  This is because fair value is the most relevant and faithful representation of the underlying economics of the transaction.  This requirement could be more onerous for purchasers, particularly where a purchaser has no access to the supplier’s pricing information.  Therefore, it was agreed that it should provide some limited guidance to assist purchasers in separating the lease from other elements in the arrangement.  Nonetheless, it was acknowledged that in rare cases it might be impracticable for the purchaser to separate the payments reliably.  If this was the case and the lease was a finance lease, then the requirements of [draft] FRS 17 would ensure that the purchaser would not capitalise an amount greater than the fair value of the asset (since paragraph 20 of [draft] FRS 17 requires a lessee to recognise a finance lease asset at the fair value of the leased property or, if lower, the present value of the minimum lease payments).  If the lease is an operating lease and it is impracticable to separate the payments reliably, it was agreed, as a practical accommodation, that the purchaser should disclose all the payments under the arrangement when disclosing the minimum lease payments, and state that these also include payment for other elements in the arrangement.

Convergence with US GAAP

BC25
It was believed that the consensus in this draft Interpretation is similar to that reached by the US Emerging Issues Task Force (EITF) in May 2003 in Issue No. 01-8 Determining Whether an Arrangement Contains a Lease. In summary, under Issue 01-8, an arrangement contains a lease if:

(a)
fulfilment of the arrangement is dependent on the use of specific property, plant or equipment (PPE) which might be explicitly or implicitly specified; and

(b)
the arrangement conveys a right to use PPE. An arrangement conveys a right to use PPE if the purchaser has the right to control the use of the underlying PPE. The right to control the use of the underlying PPE is conveyed if:

(i)
the purchaser has the ability or right to operate the PPE or direct others to operate the PPE while obtaining or controlling more than a minor amount of the output or other utility of the PPE;

(ii)
the purchaser has the ability or right to control physical access to the PPE while obtaining or controlling more than a minor amount of the output or other utility of the PPE; or

(iii)
facts and circumstances indicate it is remote that one or more parties other than the purchaser will take more than a minor amount of the output or other utility that will be produced or generated by the PPE and the price of the output is neither contractually fixed per unit of output nor equal to the current market price per unit of output as of the time of delivery.

BC26
Although the wording of Issue 01-8 and the draft Interpretation differ, a similar assessment of whether an arrangement contains a lease is likely under both interpretations.  In particular, the EITF similarly concluded that a right of use can be conveyed in arrangements in which purchasers have rights to acquire the output that will be produced by an asset (see criterion (b)(iii) in the summary above).  While Issue 01-8 includes an additional criterion (ie the price of the output is neither contractually fixed per unit of output nor equal to the current market price per unit of output as of the time of delivery), the EITF’s view that this additional criterion is designed to distinguish output contracts in which the purchaser is essentially paying for a product or service from those that convey a right to use.  This objective is met by the combination of the criteria in paragraphs 6(b) and 6(c) of its draft Interpretation.  In the case of most take-or-pay arrangements for all, or substantially all, of the output from a specific item, the price would not be fixed per unit of output nor equal to the current market price per unit of output as of the time of delivery.  Accordingly, such an arrangement would be assessed as containing a lease under both the draft Interpretation and Issue 01-8.

BC27
The principal differences between the draft Interpretation and Issue 01-8 are:

(a)
Issue 01-8 refers to “property, plant or equipment” consistently with the definition of a lease in the US standard SFAS 13 Leases.  In contrast, this draft Interpretation refers to item or items, because [draft] FRS 17 covers a broader range of leases than SFAS 13.

(b)
Issue 01-8 requires a reassessment of whether the arrangement contains a lease in more cases than under the draft Interpretation, including when there is a change in the determination as to whether the arrangement depends on a specific item. The difference in conclusion on this point is set out in paragraphs BC22 and BC23.

Effective date and transition (paragraphs 11-12)

BC28
The application of the proposed Interpretation to more complex arrangements would not be straightforward and could be burdensome.  It therefore considered whether it should propose that the Interpretation be applied either only to new arrangements entered into after the effective date, or to all existing arrangements at the effective date, but only for future accounting periods (i.e. without restating comparatives).  Both of these transition methods would have the advantage of not requiring a lengthy implementation period. However, it noted that some of the arrangements that would be affected by the proposed Interpretation last for many years and therefore applying the proposed Interpretation to new arrangements alone would result in similar transactions being accounted for differently for many years with a consequent loss of comparability.  It also noted that both of these transition methods would be inconsistent with the requirements for leases required by FRS 101 First-time Adoption of Financial Reporting Standards.  It was therefore concluded that the proposed Interpretation should be applied retrospectively to all existing arrangements.  However, recognising the difficulties of implementation, it proposes that the Interpretation should apply for periods beginning on or after 1 January 2005.  It was believed that the exposure period of the draft Interpretation together with the implementation period should allow sufficient time for entities to apply this proposed Interpretation in 2005.

APPENDIX

[DRAFT] FRS 17 LEASES
Paragraphs 7 - 19
Classification of Leases
7.
The classification of leases adopted in this Standard is based on the extent to which risks and rewards incidental to ownership of a leased asset lie with the lessor or the lessee. Risks include the possibilities of losses from idle capacity or technological obsolescence and of variations in return because of changing economic conditions.  Rewards may be represented by the expectation of profitable operation over the asset’s economic life and of gain from appreciation in value or realisation of a residual value.

8.
A lease is classified as a finance lease if it transfers substantially all the risks and rewards incidental to ownership.  A lease is classified as an operating lease if it does not transfer substantially all the risks and rewards incidental to ownership.

9.
Because the transaction between a lessor and a lessee is based on a lease agreement between them, it is appropriate to use consistent definitions.  The application of these definitions to the differing circumstances of the lessor and lessee may result in the same lease being classified differently by them.  For example, this may be the case if the lessor benefits from a residual value guarantee provided by a party unrelated to the lessee.

10.
Whether a lease is a finance lease or an operating lease depends on the substance of the transaction rather than the form of the contract.(  Examples of situations that individually or in combination would normally lead to a lease being classified as a finance lease are:

(a)
the lease transfers ownership of the asset to the lessee by the end of the lease term;

(b)
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; 

(c)
the lease term is for the major part of the economic life of the asset even if title is not transferred; 

(d)
at the inception of the lease the present value of the minimum lease payments amounts to at least substantially all of the fair value of the leased asset; and

(e)
the leased assets are of such a specialised nature that only the lessee can use them without major modifications. 

11.
Indicators of situations that individually or in combination could also lead to a lease being classified as a finance lease are: 

(a)
if the lessee can cancel the lease, the lessor’s losses associated with the cancellation are borne by the lessee; 

(b)
gains or losses from the fluctuation in the fair value of the residual accrue to the lessee (for example, in the form of a rent rebate equalling most of the sales proceeds at the end of the lease); and

(c)
the lessee has the ability to continue the lease for a secondary period at a rent that is substantially lower than market rent.

12.
The examples and indicators in paragraphs 10 and 11 are not always conclusive.  If it is clear from other features that the lease does not transfer substantially all risks and rewards incidental to ownership, the lease is classified as an operating lease.  For example, this may be the case if ownership of the asset transfers at the end of the lease for a variable payment equal to its then fair value, or if there are contingent rents, as a result of which the lessee does not have substantially all such risks and rewards.

13.
Lease classification is made at the inception of the lease. If at any time the lessee and the lessor agree to change the provisions of the lease, other than by renewing the lease, in a manner that would have resulted in a different classification of the lease under the criteria in paragraphs 7-12 if the changed terms had been in effect at the inception of the lease, the revised agreement is regarded as a new agreement over its term.  However, changes in estimates (for example, changes in estimates of the economic life or of the residual value of the leased property), or changes in circumstances (for example, default by the lessee), do not give rise to a new classification of a lease for accounting purposes.

14.
Leases of land and of buildings are classified as operating or finance leases in the same way as leases of other assets.  However, a characteristic of land is that it normally has an indefinite economic life and, if title is not expected to pass to the lessee by the end of the lease term, the lessee normally does not receive substantially all of the risks and rewards incidental to ownership, in which case the lease of land will be an operating lease.  A payment made on entering into or acquiring a leasehold that is accounted for as an operating lease represents prepaid lease payments that are amortised over the lease term in accordance with the pattern of benefits provided.

15.
The land and buildings elements of a lease of land and buildings are considered separately for the purposes of lease classification.  If title to both elements is expected to pass to the lessee by the end of the lease term, both elements are classified as a finance lease, whether analysed as one lease or as two leases, unless it is clear from other features that the lease does not transfer substantially all risks and rewards incidental to ownership of one or both elements.  When the land has an indefinite economic life, the land element is normally classified as an operating lease unless title is expected to pass to the lessee by the end of the lease term, in accordance with paragraph 14.  The buildings element is classified as a finance or operating lease in accordance with paragraphs 7-13.

16.
Whenever necessary in order to classify and account for a lease of land and buildings, the minimum lease payments (including any lump-sum upfront payments) are allocated between the land and the buildings elements in proportion to the relative fair values of the leasehold interests in the land element and buildings element of the lease at the inception of the lease.  If the lease payments cannot be allocated reliably between these two elements, the entire lease is classified as a finance lease, unless it is clear that both elements are operating leases, in which case the entire lease is classified as an operating lease.

17.
For a lease of land and buildings in which the amount that would initially be recognised for the land element, in accordance with paragraph 20, is immaterial, the land and buildings may be treated as a single unit for the purpose of lease classification and classified as a finance or operating lease in accordance with paragraphs 7-13.  In such a case, the economic life of the buildings is regarded as the economic life of the entire leased asset.

18.
Separate measurement of the land and buildings elements is not required when the lessee’s interest in both land and buildings is classified as an investment property in accordance with [draft] FRS 40 and the fair value model is adopted.  Detailed calculations are required for this assessment only if the classification of one or both elements is otherwise uncertain.

19.
In accordance with [draft] FRS 40, it is possible for a lessee to classify a property interest held under an operating lease as an investment property.  If it does, the property interest is accounted for as if it were a finance lease and, in addition, the fair value model is used for the asset recognised.  The lessee shall continue to account for the lease as a finance lease, even if a subsequent event changes the nature of the lessee’s property interest so that it is no longer classified as investment property.  This will be the case if, for example, the lessee:

(a)
occupies the property, which is then transferred to owner-occupied property at a deemed cost equal to its fair value at the date of change in use; or

(b)
grants a sublease that transfers substantially all of the risks and rewards incidental to ownership of the interest to an unrelated third party.  Such a sublease is accounted for by the lessee as a finance lease to the third party, although it may be accounted for as an operating lease by the third party.

( The IASB has revised IAS 17.  This revised standard is pending adoption by the CCDG.  Hence, references to [draft] FRS 17 in this [draft] Interpretation refer to the revised standard which is pending adoption by the CCDG.


( as described in INT FRS 29 Disclosure—Service Concession Arrangements.


(  If an entity applies this [draft] Interpretation for a period beginning before [1 January 2005], the entity shall follow the requirements of the previous version of  [draft] FRS 8 Net Profit or Loss for the Period, Fundamental Errors and Changes in Accounting Policies, unless the entity is applying the revised version of that Standard for that earlier period.


(  In particular, the lease is classified as either an operating lease or a finance lease in accordance with paragraphs 7-19 of the [draft] FRS 17, which are attached as an appendix to this [draft] Interpretation.  As specified by paragraph 9 of this [draft] Interpretation, the minimum lease payments in this example would not include payments for the cost of inputs and for the operation of the plant.


( See also SIC-27 Evaluating the Substance of Transactions Involving the Legal Form of a Lease.
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