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LEASE ACCOUNTING PRACTICES IN INDIAY

Abstract

Accounting  for  leazes iz & debatable zmubject In spite of
variety of standards having been issued by the professional

accounting badies all over the world. Two  impaortant 1ssues
relate  to the treatment of lease reptals and the disclosure of
leased as=zetz in the financial statements. Opinions are diwvided

m

whether leased assets should be replaced by lessees or lessors.
The Indian rD”ltl noa also confused and divided. In this paper,
we have provided an evaluation of the accounting standards fol-
lowed in UESR, th, and the international accounting standards. We
have also critically reviewed Euposure Draft and Guidance Note
izzsued by the Institute of Chartered Accountants of  India. A
study of the practices of Indian companies with regard to the
accounting of leases reveals the following: ta) operating metheod
of treating lease rentals is fallowed; (b leazed asszetz are
shown as own assets on historical bazizs in the balance sheetz by

Bl
b

leaszing companies: (¢} straight-line depreciation method 1w
follawed to depreciate the leazed aszets while written down value
method iz used in case of cwned assets; (4 [leazed obligations
are dizclosed in feogimnotes by some lezsewmsy (a) Indian companies
conzider leasing az an off-balance—shest transzaction: (f? Indian
accounting practices are generally in line with legal prescrip-
tione as under Indian Companies nct, 1906 and Income Tax Act,
1861.
Indian Institute of Management 1.M. Pandey
Ahmedabaead. z. Brahmaiah
-
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INTRODUCTICON

Accounting for leases has been a controversial subject among
the accountants, fimancial community, practitioners in leasing
industry and accounting standards setters since the rise of the
global popularity of leasing in the late 1950s and early 1%940e.
The reporting practices regarding leases have undergone a sea
change over the past four decades, where once leases were neither
disclosed nor, slowly they started getting reported in the notes
to the accounts and even shown in the financial statements.

The main accounting controversy pertains to the lessees’
financial statements. The dispute is in respect of charging of
lease rentals to income and reporting of leased assets at its
capitalized value in the balance sheet. Similarly, two important
accounting issues in the tase of lessor are the income recogni-
tion and disclosure of leased assets in the financial statements.
The main reason for the controversy is the consideration of
ownership of the leased assets. When ownership is considered on
the basis of legal form, then lessor is the owner (de jure
ownerls but on the basis of financial and economic substance, the
lessee, who bears the risks and rewards incidental to ownership
is the owner (de facto owner). In countries like the USA, Aus-—
tralia, Germany and Japan, the ownership is recognised on the
basis of economic substance and financial reality and hence the
lessee retains the tax benefits of the assets. While in the UK,
France, Sweden and India, the legal owner (lessor) of the asset
is entitled to avail the tax benefit.

The primary objective of this paper is to examine the | lease
accounting practices of Indian leasing and lessee companies. FfFor
this purpose, we have analyzed the annual reports of leasing
companies for a five-year period viz., from 1983-84 to 1987-88,
and the lessee companies for three years viz., from 1985-84& +to
1987-88. We have also analyzed information received through
questionnaire from 28 leasing companies. PRefore presenting the
empirical analysis, we have provided a brief review of lease
accounting requirements under Financial Accounting Standard No. 13
(USA); the Statement of Standard Accounting Practices No.2i,
(U. K.}, International Accounting Standard No.17 and Exposure
Draft and Guidance Note on "Accounting for Leases" by the Insti-
tute of Chartered Accountants of India. The main features of
the lease capitalisation controversy is also presented.

LEASE ACCOUNTING STANDARDS
In this section, we provide an account of the U.S. stand-
ards, the U.K. standards and the international standards for the
lease accounting.

THE U.S. STANDARDS

In the US, the Securities and Exchange Commission (SEC), was
first to point out the emergence of the sale and lease back as a



major financing device and the accounting problems it created in
its 15th Annual Report for the year ended June 30, 1949. There-~
atter, efforts were made to develop standards of lease accounting
by the accounting profession in the United States in October,
1949, when the leasing industry was still in its infancy. The
Committee on Accounting Frocedure of the American Institute of
Certified Fublic Accountants issued Accounting Reseatrch Bulletins
({AREY No. 3B and Ne. 45 in this sregard. A number of articles
also appeared in the academic and business Jjourpals calling
attention to the growing importance of leases and the related
accounting issues. Some writers favoured the footnote disclo-
sures whereas others favoured the capitalisation of leases in the
financial statements of lessees., The major argument was whether
the accountant should look through legal form of a transaction,
or the fimnancial substance of a transaction. During 194035,
accounting for leazes, more particularly in the books of lessees,
has been a much explored subject. For example, Myers (1962}
advocated briefly that more information on lease was desirable in
the financial statements either in the body of the statement or
in a note. Gant R. Donald (195%9), John L. Hennessy (1261),
Robert W. Baltz (19460), and Gordon Shillinglaw (19958), strongly
favoured the balance sheet reporting of leases (capitalisation of
leases) while Alvin Zises (1961) and Donald C. Cook (1963) viewed
against the capitalisation of leases. Accountants were not alone
in ronsidering this subject, the lawyers, economistsz, investment
bankers, analysts _and entrepreneurs also made their varying
contributions.

The most comprehensive standard was put forth by the Finan-
cial Accounting Standard Board in November 1976, as its statement
of Financial Accounting Standards No. 13, Accounting for Leases
(FAS-13X), which superseded Accounting Frinciples Roard (AFE}
Opinion Nos. §, 7, 27, 31 and paragraph 15 of the AFE opinion No.
18. FASEB Gtatement No. 13, "Accounting for Leases" and its
various  amendments and interpretations specified the accounting
and reporting of leases by lessorsz and lessees.

The main thsrust of the FAE-1Z is whether a lessor bhas trans-—
ferred substantially all the risks and rewards of ownership of
the asset to the lessee, if so, the lease is considered as fi-
nance or capital lease. Accordingly, the lessee should record it
as acquisition of an aszet and incurrence of am obligation, while
the lessor should account for it as a sale or financing. If the
risks and rewards are not transferred, an operating lease results
for both the lessee and the lessor,

What criteria could be applied to classify a lease either a
capital lease or an operating lease? For a lessee, if a lease
meets one or more of four of the following criteria, it is a
capita lease; otherwise it is classified as an operating lease:

1. The lease transfers ownership of the property to the
. lesgee by the end of the lease.

2. The leasze contains a purchase option.

b



. The lease term is equal to 75 per cent or more than the
estimated economic life of the asset. !

. 4. The present value at the beginning of the lease term of
the minimum lease payments equals or exceeds S0 per
cent of fair value of the leased asset.

The lezsee will account for the leaze as follows:s

1. A lessee records a capital leaze as an asset and an
obligation at an amount equal o the present value of
the minimum lease payments.

2. The asset is amortized in a manner consistent with the
lessees normal depreciation policy.

3. Lease rentals are allocated between principal and
interest over the lease term.

4. Under an operating lease, lease payments are charged as
expenses usually on a straight line basis over the
lease term.

The lessor in classifying leases also must apply the above
stated four criteria and in addition, must mget both the follow-
ing criteria:s

1. Collectability of the minimum lease payments is reason-
ably predictable.

z. No important uwuncertainities surround. the amount of
unreimbursible costs yet to be incurred by the lezsor.

If these criteria are met, the lease is capitalised and claszi-

fied as a direct fimancing, sales type or leveraged lease. The
direct -financing leaze appears on the balance sheet az net in-
vestment, at the inception of the lease, equals to the

cost or fair market value of the leazed asset. Income is recog-
nised to produce a constant rate of return on investment over the
years.

THE U.K. STANDARD

The Accounting Standards Committee (ASC) of the UK, iszued
accounting standard for leases and hire purchase transactionszs,
Statement of Standard Accounting Practice No. 21 (EEARPZ21), enti-
tled "Accounting for Leases and Hire—-Purchase Contracts" in
August, 1984,

QLedording to the Standard, a finance lease is one in  which
substantially all the risks and rewards of ownership of the asset
are transferred to the lessee. Also the Standard sugaests that
where the present value of the minimum lease payments accounts to
20 per cent or more of the fair value of the asset then it iz a
finance lease. All other leases are operating lease.

Cd



From the lessor’'s point of view, for finance leases, income
should be allocated so as teo give a constant periodic rate of
return on the net cash investment. The net investment in the
finance lease should be shown as debtors in the balance sheet
i.e., finance leases are treated as loans. Ffor operating leases,
the leases are shown as fixed assets and depreciated over their
useful lives. The rental income should be reorganised on a
straight line hasis over the lease term.

As regards the accounting from the lessee’s point, finance
leases shouwld be capitalised. The aszmet is depreciated 1in
the same way as any other fixked asset, Operating leases
are not cepitalised, and rentals are be charged on a straight
line basis.

INTERNATIONAL STANDARDS

The International Accounting Standard ND.17 (IAS-17)
entitled "Accounting for Leases" was issued by the International
Accounting Standards Committee (IASC) in September 1982, The
Board of IASC presently consists of the professional accounting
bodies of Australia, Canada, France, Germany, Italy, Ireland,
Japan, Mexice, Netherlands, Nigeria, South Africa, Taiwan,
the UK and the USA and the International Coordinating Committee
of Financial Analysts Associations. About. &0 countries are
represented by IASE. Generally, compliance with International
Standards is not required uwuntil the EBtandard is reflected
in a national standard. -

Like the U.5.A. lease acrounting standard (FAS-13%), the
classification of leases adopted in the standard is based on the
extent of risks and rewards incidental to ownership of a leased
asset with the lessor or the lessee. The two parties, i.e., the
lessor and lessee, will classify the leaze in the same way.
Whether a lease is a finance lease or not depends on the economic
substance of the transaction rather than the form of contract. A
lease is classified as a finance lease if it transfers substan-
tially all the risks and rewards incidental to ownership to the
lessee. IAE-17 recommends the capitalisation of leases by les-
sees. The basic features of IAS-17 as related lessees are gqiven
below:

1. Lessees capitalise the leazed assets under finance
leases and depreciate the leased. assets.

]

. Lessees are required to apportion rentals between the
finance change and principal.

-

. Under an operating lease, the charge to income should

« be the rental expenses for accounting period recognised
on a systematic basis that is representative of the
time pattern.

4, Lessees should dizclose the amount of assets that are
subject to finance leases at each balance sheet date

A



and liabilities relating to these leased assets are
shown separately from other liabilities.

A= repards lessors, IAS~17 prescribes the following:

i. A lessor should held an asset under a finance lease 1In
the balance sheet as a receivable and not as fived
asset.

2. The recognitien of finance income should be based on a

pattern reflecting a constant periodic rate of return
on investment.

Z. Azsets held for operating leases should be regarded as
assets in the balance sheet and rentals should bhe
recogniszed on a straight line basiz over the lease
term.

4. For operating leases, lezsor depreciates the

leased azzets.

" TOWARDS DEVEL OFMENT OF LEASE ACCOUNTING STANDARDS IN INDIA

In the light of the growing importance of leasing in India
since mid 1980w, a wvariety of accounting practices have been
adopted by leasing.companies. A number of - leaxing companies
derlared dividends out of capital from the very first year of
operations. This has attracted the attention of the Institute of
Chartered Accountants o©of India (ICAIY -~ & professzional body
regulating accounting profeszion in India. As such the Institute
of Chartered Accountants of India issued an Exposure Draft  (ED),
"Froposed Guidance Note on Accounting for Leases" for public
comments in  Fehruary 19287. It is notable that most of the re-
quirements in this Exposure Draft have been taken from IAS-17.

THE EXFPOSURE DRAFT AND ITS CRITICISM

The requirements under Exposure Draft have some shortcomings
which could render it unsuitable in itz present form. Among
others, the Equipment Leasing Association (ELA}Y of India, and the
Asscociation of Leasing., Finance and Housing Development Companies
(LFH), have criticised it. According to them, Exposure Draft was
guite romplicated, lengthy, impracticable, irrational and unjus-—
tifiable. It was too harsh for infant and growing lwasing indus-
try. Both of the Aszociations had represented to Lhe ICAI on the

definition terms, classification of leases, principles af
accounting for leazes and accounting treatment and disclosure
reguirements. The following are the main points raised by the
leazing industry:

-

1. The difficulty involved in determining the anmual lease

charge and application of internal rate ui return  in
calcuwlation of the implicit interest rate in the lease.



2. Need for postponing the recognition of income to the
xtent of uwncertainty involved, which 1w the basic
characteristic of leasing activity.

Z. It would be sufficient to amortise the cost of eguip-
ment to the extent of 7% per cent of the cost of equip--
ment, in view of the resale value and secondary period
lease rentals under Exposure Drafl uwnly oguaranteed
residual value iz allowed to be taken as part of mini-
mum lease payments).

4. lease should be classified on terms such as a tax
credit and grants to the lessor.

S Accounting treatment and presentation in respect of
leases shouwld be governed by their legal form rather
than their substance in the context wi prevailing
conditions.

&. The suggestions are based on pre—-tax analysis and these
are subject to income tax modificatiuvs,

7. The tawx laws should allow the lessors tu vrontinue to
claim depreciation and other allowances otherwise the
guidelines will not be applicable. -

e, It iz not the right time to recommend a standard for
infant leasing industry.

2. Disclosure reguirements of lessors and lessees are
neither practicable nor suitable.

The most of the criticisme in India are from the standpeoint
of the lessor, whereas in other counteries they are from the
lessees’ point of view. The provisions of Exposure Draft are
bazed purely on IAS-17 and 88AF-21, rather than the existing
practices and Indian legal environment.

Exposure Draft gives rise to two problems  in  computing
taxable income both for lessors and lessees from the published
accounts, First, it is not clear whether tax authorities would
accept the claims for lessee for deduction of lease rentals as
per the Exposure Draftt requirement. Second, as per the defini-
tion provided the lease includes hire—purchase contracts and
stipulates the same treatment to both. In India, the hire—-pur-—
chase contracts are governed and controlled by Indian Hire-pur-—
chase Act, 1972, The 1942 circular of the Cenirael Board of
Direct Taxes (CEDT) allows the hire--purchaser to claim the depre-
ciatiep allowances., Exposure Draftt couwld not recegnise this fact
at the time of its preparation. Howsever, it wazs provided for in
the Guidance MNote isszued subsequently.

The main recommendations of the ED are also not in line with
other legislations in India. The provisions of the Indian Compa-
nies Act, 1954 could be viclated by capitalising the leased



assets in the books of the lessee (non—owner) and not recording
the assets by the lessor (owner). Again, another violation could
be with regard to the provisions of Section 2058 of the Companies
Act in respect of depreciation on the assets,

In spite of the fact that ICAI has borrowed and adopted all
the principles, and accounting treatment and disclosure regquire-—
ments of accounting for leases mainly from IAS-17, and a few from
FAS—-1Z and S8BAF-21, 1t has overlooked the need for and importance
of other typesz of transactions under leases. For example, it did
not specify the accounting treatwent for the lease management fee
which iz collected by almost all the leasing companies under
lease contractzs. Similarly, the sub-lease provisions and advance
rentals have not been dealt with. Exposure Draft was also silent
on the issues like sale and lease back contracts, vendor lease
contracts, (i.e. leasing by manufacturers and dealiers), leveraged
leazez and import or cross-border leasing.

GUIDANCE NOTE

In response to representations from the leasing industry and
criticism by finance community, the Research Committee of the
ICAI, after having discussions with the léésing associations,
professionals in the leasing industry and others related to
accounting aspects of leasing, modified some of lhwe Jdefinitions,
provisions and requirements of Exposure Draft. The ICAI iszued a
"Guidance Note on Accounting for Leases,” in December 1988.

ICAI recognised the need for issuance of an accounting
standard on accounting for leases with a view to establish sound
accounting principles and practices in the leaszing industry. It
recognised that the existing accounting practices in leazing
industry were mainly in accordance with the relevant provisions
of the Income Tax Act, 1961 and Indian Companies Act, 1956.
Therefore, it issued a BGuidance Note as an interim measure. 1t
is recommendatory in nature rathesr than mandatory. Guidance Note
applies to all lease transactions entered into the accounting
period beginning or after ist April, 1989.

Guidance Note defines important terms as defined in the
Exposure Draft. But a few definitions have been deleted and few
octhers them have been modified. In Exposure Draft, finance lease
was defined on the basis of transfer of substantially all the
risks and rewards incidental to ownership. This definition was
substituted by another based investment criteria. Buidance Note
defined financial lease az the one under which the present wvalue
of minimum lease payments at the inception of the lease exceeds
or is equal to substantially the whole of the fair wvalue of the
leased asset.

P

The following- are the regquirements pof Guidance Note for the
acecounting treatment in the lessee’s books:

i. Under finance lease, lessee zhould disclose the leased
assets by way of a note to the acvuvunis, disclosing



inter alia the future obligations of the lease as per
the agreement. Lease rentals should be accounted for
on accrual basis over the lease term so0 as to recognise
an appropriate charge in this respect in ithe profit and
loss account, with a separate disclosure there of. The
excess of the lease rentals paid over the amount ac-
crued  in respect thereof should be treated as prepaid
lease rentals and vice versa.

Undesrr an operating lease, rentals should be accounted
for o©on accrual basis over the lease term g0 as to
recognise an appropriate charge in this respect in the
profit and 1loss account with a separate disclosure
therecof. The lease rental payable over the lease term
should be allocated on straight line basie irrespective
of payments=. :

The following are guidances regarding the accounting of the

financial

1.

leases in the lessor’‘s books:

Assets leased should be disclosed as “Assets Given on
Lease” under head "Fixed Assets”" in the balance sheet.
The classification of "Assets Givenvon Lease’” should
correspond to the method adopted in respect of other
owned assets. B}

Lease rentals (those received and those due but not
received) under a finance lease shbuld be shown sepa-—
rately as "Lease Rentals" under "Gross Income" in  the
profit and loss account of the relevant period.

Against the lease rentals, a matching annual charge
should be made to the profit and loss account. The
annual lease charge should represent recovery of the
net investment/fair value of thHe leased asset over the
lease term. The annual lease charge would comprise (a)
minimum statutory depreciation as per Companies Act
1956 and (b) lease equalisation charge, where the
annpual lease charge is more than the Mminimum
statutory depreciation. Where annual lease charge
is less than minimum statutory depreciation, a
lease equalisation credit would arise. In this con-
text, the following entries/disclosures should be mader

A. A separate ' wase Equalisation Account"
should be opened with a corresponding debit
or credit to ‘"Lease Terminal Ad justment
Account" as the case may be.

\

b. Lease Equalisation Account should be transferred
every - year ¢to the profit and loss account

and disclosed separately as deduction from/addi-
tion to gross value of lease rentals shown under
the head "Gross Income’.



c. Statutory depreciation should be shown separately
in the profit and loss account.

d. Credit balance standing in Lease Terminal Adjust-
ment Account at the end of the year should be
shown under head "Current Liabilities" and debit
balance should be shown under the head “Current
Assets". At the end of the lease term, the bal-
ance standing in the "Lease Terminal Adjustment
Account' should be transferred to the leased asset
account and the same should be disclosed.

e. Accumulated depreciation should be deducted from
the original cost of leased asset. In the last
year of the lease term, the balance in the "lLease
Terminal Adjustment Account” should be shown as
deduction from the book value of the asset
arrived at as stated earlier.

f. The net income shouwld be recognised in respect of
finance lease at a constant periodic rate of
return on the lessor’'s net investment outstending
in the lease, The finance income for the period
should be cralculated by applying without rate
implied in the lease during the’ relevant period.

Q. Initial direct costs such as crommission and legal
fees incurred in negotiating and arranging the
lease should be expensed in the year in which they

areg incurred. Similarly, the management fee
should be recognised in the year in which they
accrue.

As regards operating leases, the following accounting treat-
ment in the lessor’'s books has been suggested:

1. The asset held unde+ operating lease should be treated
by lessor as a fixed asset and rentals recoverable
should be included in income over the lease term.

Z. Costs including depreciation, incurred in earning the
rental income, should be charged to income. Rental
income should be recognised on a straight line basis
which 1is representative of the time pattern of the

’ earnings.

Z. A leased asset should be depreciated on a basis con-
sistent with lessor ‘s normal depreciation policy for
'simlilar assets.

4. Initial direct costs incurred in negotiating and ar-
ranging lease should be expensed in the year in which
they are incurred.



ISSUES IN THE CAPITALISATION OF LEASES

The Exposure Draft has stipulated that the lessee should
show leased assets as owned assets and calculate depreciation on
the leased assets. In other words, it has recommended capitali-
sation of leased assets in the books of lessee while the Guidance
Note bas provided that the lessee should only disclose assets
taken under finance lease by way of a note to the accounts. It is
obvious that the Exposwure Draft has provided the accounting
treatment on the economic substance and financial reality whereas
the Guidance Note has provided accounting treatment on the legal
form of ownership. This type of controversy exists all over the

world.

There is considerable divergence of views on lease capitali-
sation across the world. As stated earlier, the countries such
as Australia, EBelgium, Canada, Ireland, the Netherlands, the
United Kingdom, and the United States recognise that finance
leases should be accounted for in accordance with their commer-—
cial substance (financial reality) in the financial statements of
both of lessees and lessors. On the other hand, other countries
such as France, Germany, Hong kKong, Italy, Japan, Norway, Sweden
consider ownership on the basis of legal form.

Roger Chadder (1983) states that “"the majority of the com-
mercial substance <countries are English speaking whilst many
countries 1in the non—-English speaking would prefer the legal
form. This reflects a general tendency for English speaking
countries to take the lead in accounting development."

The main arguments for the capitalisation of finance lease
are summarized as follows:

1. Footnote disclosure

2. Lease commitments and property rights issues

2. Leasing frequently subztantives for borrowing

4, Unrecorded lease prevents adequate financial considera-
tions.

3. Lease capitalisation is essential for their presenta-
tion

6. The question of substance over form.

7. International Accounting Standard No.i7.

é? Improved comparability of accounts.

The following are the reasons against the capitalization of
financial lease:



1. Commitments for future operating expenses are not
liabilities.

2. Recognition of lease obligations may give rise to legal
consequences,

Fe Bankruptcy or reorganisation may reduce the lease
obligations. )

4. Reported leasze obligations are arbitrary amounts.

5. Legal position of ownership is that of the lessor.

Hubbard (1980) conducted a questionnaire survey in  the
context of the U.K., lease capitalisation.. He had sent the

gquestionnaire to the lessee sample of 1,000 members of ICHMA
members. Out of which 241 replies were received., The responses
are given in Table 1.

TARLE 1

EMPIRICAL EVIDENCE FOR AND AGAINST LEASE CAPITALIZATION (U.K)

. Fercentage
. agreed

Arguments For
1. should show the assets in use, not assets in

legal ownership o1
2. would more properly value the assets employed

in the business 47
S would improve the comparability of the accounts 44
4, would ensure consistency of the accpunts &
5. reliance on note disclosure is inadequate ie
Arguments against
1. Aszets do not legally belong to the company 5&
2. Draws on arbitrary distinction between different

types of leases 2e
z. More information can be given by requiring

disclosuwre in a note to the accounts. 25
4. Creates a precedent for future legal chances

which may undermine leasing in the long run 11
S. Too difficult to precisely define and value

finance leases 14

Source: Hubbard, Graham (1280}, "Fipance Leasing A Buide for the
Lessees in U.K." p.4é.

Eben in India, the capitalizsation controversy exists be-

cause the provisions of Companies Act 1956, Income Tax
Act 1961, and Indian lease accounting practices are not in  ac—
cordance with the capitalization of leases. Fresently, the
accounting treatment and reporting are very simple even for
finance leases in India. The Indian leszee companies neither

capitalise no+r disclose leased assets in footnotes. The leaze

11



rental payments are charged to the profit and loss actount as and

when they are paid. The balance sheet of lessee ignores
reporting of finance leases completely. The footnote disclosure
iz also not yet developed by the lessee industry. In other

words, finance leases are treated as an off-balance sheet trans-
action. In India, the following may be arguments against capital-
isation:

As per the leasze contract, the ownership of the asset (title
to the asset)! never passes on to the lessee and the title
remains with lessor. Therefore, on the face of the con-
tracty, the lessor is the legqal owner (de jure owner) and
lessee is the substance owner (de facto owner). Therefore,
as per Section 22 of the Income Tax Act, 1961, lessee enti-
tles neither for depreciation nor for any ownership benefits
such as investment allowance/investment deposit scheme and
rebates. Therefore, according to this argument, the leased
assets should not be shown asz owned assets in the balance
sheet of lessee. Similarly, the provisions contained 1in
part 1 of Schedule VI of the Companies Act 19546, will not
allew the lessee to show the leased assets as owned assets,
since lessee is not a legal owner of the asset.

LEASE ACCOUNTING PRACTICES OF COMPANIES IN INDIA

Irrespective of the controversy; what accounting practices
are followed by lessors and lessees in  India? This section
attempts to answer this guestion. The results are based on the
examination of annual reports! - balance sheet, profit and loss
account, and their supported schedules and notes to the accounts
as well as the 28 gquestionnaire responses. The questionnaire was
designed on the basis of provisions contained in the Buidance
Note on Accounting for Leases. The analysis of the qguestion—
naire responses and annual reports is given in the following
paragraphs.

LESSSOR'S PRACTICES

Lease income: Frezently, almost all leasing companies are recog-
nising their income on accrual basis., But it has been observed
from the analysiz of responses that 14 (50 per cent) sample
companies followed cash basis in their accounts upto March 31,
1988, Eince the Companies Act was amended afterwards, it result-
ed in all the companies following the accrual basis of account—
ing.

1. 6 annual reports in 1983-84, 4¢&6 in 1984-85, 51 in 1985-84,
Sg_in 1986—87 and 61 in 198BB are analyzed.



Twenty (71 per cent) companies reported that they were
following the operating method for treating the lease rentals 1n
the finmancial statements. Operating method means the assets
leased are treated as a fixed assets and the rentals receivable
of the lease are recorded in the profit and loss account as
rental income,. The costs incurred in  earning rental income,
including depreciation on the assets leased are charged to the
profit and loss account in that year, In other words, leasze
rentals are considered as an income item in lhe pruist and loss
account, without any bifurcation of lease rentals into principal
and interest. No company has followed the finance method. Under
finance method, lease rentals are split into two components i.e.,
repayment of principal and interest. Only interest portion would
be credited to profit and loss account. Eight (28 per cent)
companies did not respond to this guestion. 1t seems that about
20 per cent of the respondents did not know the conceptual dif-
ferences between the operating and finance meilhuds.

All sample companies reported that lease rentalz were ac-—
counted for on accrual basis with month asz a unit. Further, they
stated that they used the two journal entries regarding lease
rentals. 0On the dus date of lease rentals, the lessee account
will be debited and leasze rental account will be credited.

The second entry is made at the time of reteipt of lease
rentals. Bank {(or cash) account will be debited and the lessee
account will be credited.

The important point to note is that, when the lease agree-—
ment provides for an uneven lease rentals, especially in the
cases of front loaded (up front) or rear ended leases, or bell
shaped, =seasonal, or stepped, or deferred leases, it results into
higher rentals in a particular period of time, and extremely less
rentale in certain period. Therefore, the treatment of such
lease rentals az income would not represent the time pattern.
The primary issue for consideration is that whether lease rentals
shouwld be recognised in proportion to outstanding investment of
the lessor during each year/period or ‘'on the bawis wi  the net
cash flow involved. These two methods are called investment
period method and net of acturial method.

Disclosure of 1lease rentals: An examination of lease rental
disclosure in the profit and loss account indicated that
20 sample companies showed the "lease rentals” separately under
the head "Income”" in the profit and loss actount. This type of
gdisclosure 1is in accordance with the recommendations of the

Guidance Note. Lease rentals and lease management fee were
clubbeq‘tagether and shown under the head "Income" in the profit
and loss account by three sample companies. Fuur  companies
showed the income through lease rental with other income
and shown separately as lease rentals in the schedule to profit
and loss account. No specification of lease rental was
given either in the profit and loss account or in  the

~

zchedule to the profit and losz account by about 2 companiesz for

[~
A



the vyears 1983-84 through 1985-B&. This situatiun was corrected
after 19B6.

TARLE 2

NUMBER OF COMPANIES DISCLOSING LEASE RENTALS IN
THE PROF1T AND LOSS ACCOUNT

Years
Description 198%-84 1984-8B5 1985-86 198&5-87 1987--89
1. Shown separately 25 (70) 30 (&5) 3I& (71) 39 (70) 4B (79)
under head "Gross
Income"

L}

2. Shown with lease (8 B (11> S (&) 7 12y 9 {18

management fee

2. Included with other
sources of income 6 17 g (17) 8 (17 10 (18 4 (&)
and separately -
shown in the
schedule .
4, No specification of
lease rentals either

in the Profit and 2 (9 2 (&) 4 (&) - -

loss account or in

the schedule

TOTAL COMFANIES IE (100) 46(100) 51 (100) 56 (100) 61 (100}

Note : Figures in brackets indicate the percentayes.

Short—tera deposits : Fourteen (50 per cent) companies reported
that short term deppsits were shown under current liabilities,
eight (29 per cent) stated that they considered them as short
term unsecured loans and six (21 per cent) answered that they did
not collect such deposits from the lessees. It is observed that
majority of the sample companiesz showed short term deposits
either as current liabilities or as short—-term unsecwred loans.
As a consequence of this practice, the current and liquid ratios
of pure leasing companies are likely to be less than that of the
non—leasing companies.

Accounting for associated costs : Three companies did not respond
to the question about the treatment of associated caosts and siu
companies stated that they did not incur such costs. Fourteen
(S0 per cent) companies charged the associated costs such as
commission and legal fees, often incurred by lessors in negotiat-
ing and consummating the lease, to the profit and loss account in
the year in which the expenses are incurred on accrual basis
(for earlienr years, some companies followed cash method).

14



Thiree (11 per ‘cent) companies wrote off the associated costs aver
the lease term, i.e., the costs were debited to profit and loss
account during the primary lease period. Sis (Z1 per cent)
reported that they did not incur these costs while two companies
responded that associated costs are debited to lessee account.
Table I shows the accounting treatment of "associated costs”" in
the books of lessor.

TABELE 2
ACCOUNTING TREATMENT OF ASSOCIATED COSTS
BY LESSORS
Description No. of Percentage
COMPAaIies
) Debited to profit and loszs account 14 Nt
2. Written off during the primary
leaz=e period 3 ii
. Debited to lessee account 2 7
4, Non such costs & <1
S. No response A 11
- \ ”
TOTAL 28 100

o

It may be recalled that both the Exposure Draft and the
Guidance Note have recommended that these initial costs normally
would be expensed in the year in which they were incurred. It is
observed that majority of the companies adopted practices in
conformity with the requirements of Guidance Nolw.

Leased assets : All the sample companies .showed leased assets as
owned assetse at cost less depreciation (on historical basis).
But there were major variations as regards the mode of disclo-
sure. Two companies (7 per ctent) added the initial direct costs
to the cost of leased equipment and 246 companies (2T per cent) at
cost value .in the balance sheet. A study of the annpual reports
of lessors for the years 1983-84 through 1987-88 has revealed the
following practices.

It is observed that the extent of disclosure of leased
assets and their classification has increased over years, viz.
from 53 per cent of the companies in 19B3-84 to 469 per cent in
1987-88. This waz in line with the provisions of the Guidance
Note. A few companies disclosed the leased assets without any
classification and a few companies neither disclozed nor classi-—
fied the leased assets. Table 4 shows the disclosure practices
of leazmd assets by lessors.

15



TABLE 4

DISCLOSURE OF LEASED ASSETS BY LESSORS

Years

No. oY companies studied

l1.Leased assete were
dizsclosed az"As=ets on
lLeaze"” under the head
"Fixed Assets" and
classification of
leased assets,
method adopted for
owned (non—-leased)

zsets

the

as

Z.Leazed assets were
disclosed azs"Azsets on
Lease”" but not supported
by sub-claszification of
leased assets as
clag=ified the owned
{non—leased) asszets

Z.lLeased aszsets were
nelther disclosed nor

clazsified

19(53)

4(11)

46

5(11)

a1

&1

TE(TO JE (&B) 45(75)

B(14) 2(14)

o e ot G it i Mt P i o o P ot e s . . S Ahi i L P LS st S T et s S P o e e T S W

TOTAL COMPANIES

TE(L00)

44 (100)

51 ¢100) B&(100) &1 (100)

Disposal of leased assets
profit or loss.
teen respondents

on

(60 per cent)
disposal of assets were accounted for
Five

Dispozsal of assets results either

account in the year of occurrence.

they transferred
created for that purpose.
that the
lease period and four
were no such cases.

Assets
ents

period
assets
value.
did not
period.

were excluded

Eight
apply

to  them,

in the secondary period :
reported that they recorded leased assets
af, the depreciated value,

(29 per cent)

responded that
since all the leases were

i&

two

How do leasing companies treat ihis item?

reported that the profit and
in the profit
(18 per cent)

it to the contingency reserve
Two companies
terminal depreciation was absorbed at the
(14 per cent) expressed

Eighteen

(7 per

(7 per cent)
from the balance sheet as

in
Seven-—
loss
and loss
stated that
account, which was
cent) indicated
end of the
that ti1l1ll now there

(64 per cent)
in the

respond-
secondary
reported that
these have no
sevoudary period
in  primary

the



Depreciation on leased assets : Az stated above, all leasing

companies reported the leased assets as "owned assets” in  their
financial statements under historical basis. Depreciation 1s  a
charge to the profit and loss account. The determination of

miantum  of depreciation was varied amongst the =sample companies
from year to year, It iz observed from the study of the annual
reports  that a large number of leasing companies has adopted the

straightline depreciation as per provisions of section 208
{23 (B} of +the Companies Act. A few companies have adopted the
depreciation policy in the light of the primary lease period,
i.e.y aszset wasz written off during the primary period of the
lease, and yet some companies have written off the assets like
vehicles, computers and office sguipment over five years. It is

also observed that some companies adopted different methods far
owned assets and leased aszetzs. Table 5 reveals the depreciation
policies of leasing companies.

About B0 per cent of the sample companies provided informa-—
tion about depreciation in the notes to the accounts. It is
observed that there was an increase in the number of companies
which disclosed the information about depreciation from 22 compa-
nies  in 1983-B4 to &6C companies in 1987-8%9. An apaly=sis of the
disclosuresz of depreciation methods indicated that 50 per cent of
the sample companiez (which disclosed the depreciation method)
adopted straight line method (SLM) of depreciation for both non-
lepased f{owned! and leazsed assets. About S per cent followed
written down wvalue ((WDV) methocd for both non-leased (owned}? and
leased assetsz. One-fourth adopted straight line method (SLM) for
leased assets and written down value (WDV) method for owned az-
sets. Depreciation on leased assets has been written off egually
over the effective period of lease by aroung seven per cent compa-
nies. During the years 1987-8BE and 1988-B%, A few more companies
calculated depreciation at the rates derived from the cortespond-
ing rates under Income Tax Act and as per schedule XIV  to  the
Companies Act.

TAELE 5

DEPRECIATION POLICIES OF LESSORS

Years
Farticulars 198384 1984-8S 1QBS--B& 19846-87 1987-8%

1.No. of companiexs
provided the
information
about depreciation 22 (&61) Z1 (&7) 46 (R0) 51 (92 &0 (98}

-

Z.Depreciation has
been calculated
an straight line
basis on both non-
leased (owned) assets
and leased assets 10 (4¢&) i8 (59) 28 «

o
u

28 (50 2B (44)

r
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Table & (contd.)

Years
Farticulars 1987284 1984-85 1985-86 19B&4—-87 198B7-89

Z.Depreciation has
been calculated on
written down value
basis on non-leased
(owned) and leased
assets

el
(A

() zZ A& (o2 2 (4

L]

4.Depreciation has
been calculated on
written down wvalue
basis on non—-leased
(owned) assets and
straight line method o
on leased assets g (3I&) 9 (29) 10 (192 10 (18} 14 (Z4)
S.Depreciation on ‘
leagsed assets has
been written off \
equally over the
effective period of
lease of each aszset = (%)

~J
L

(6) 4 (7 4 (&) 4 |

8]

&.Depreciation has
been provided on
certain leased assets
at reduced rates
based on the approval
of the Central
Sovernment and in
respect of other
assets as per

straight line method - - (%) 4 (73

[

&)

wt

7.Depreciation has
been calrculated in
accordance with
ouidance provided in
Circular No. 1/85

dated 10.01.1985
issued by Ggvernment
of India - - 2 ({B)

b3

(43

A

(3
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Table 5 (contd.:?

Years
Farticulars 1983-R4 198485 1985-8& 19B4-87 1987--RBY

g.Depreciation on
aszetz has been
provided at rates
derived from the
rates providing
correspeonding rates
under the Income Tax
Act, 1961 - - - 5 () 4 (R}

TOTAL COMPANIES Z20100) 446 (100) 51100y SE(IQ0) A1 (100

Note: 1. Figure=s in the brackets indicate percentages.

L
Rate of return on lease investment : Twelve (47 per cent) respond-
ents reported that they recognissd the lease charoes as a constant
periodic rate of return on the net investment outstanding in  the
lease. Siuteen (57 per cent) indicated that constant periodic
rate of return on the net investment outstanding was ) not  recoag-
nised while recognising the lease charge.

Interest rate implicit in the lease: Eight companies (29 per cent)

stated that they used the interezt rate implicit in the lease fto

“calculate the finance income of the lease. Eighteen (44 per cent?

recsponded that they did not use the interest rate implicit in  the

lease to celculate the finance income and ftwo (7 per cent) did not
respond.

Disclosure of important information : ICAI ‘s Guidance Note has
recommended that the lessor should disclose the accounting poli-
cies Tfollowed with regard to accounting for income under finance
lease, valuation of assets given on lease and charge for deprscia-
tion.

Az  anainst this, 12 companiez (47 per cent) disclosed the
accounting policies followed with regard to  income under the
finance leases. Four (14 per cent) dizsclosed the information

about the valuation of assets held under lease. Ten (25 per cent?
dizclosed the depreciation policy and the impact of change of
depreciation on profit oy loss in the notes to the accounte. It
iz understond Fhat the rest of the companies did not change the
depreciation policy since 28 respondents reported that they dis-
ctlozsed the change of depreciation method for leased aszets and
owned zsets  in the notez to the accounts. Ten companies dis-
closed +the important acocounting policies, methods of accounting
and reorganising the lease income in the notesz to the accounts.

12



LESSEES® FRACTICES

We have studied annual reports of (0B lesses companies for
analysing their accounting practices and disclosures=. The analy-
si= indicates that only 26 (23 per cent) of zanple companies
disclosed the lease rentels separately as expense i the profit
and loss account (direcily in the profit and loss account or 1its
schedule). Theszse companies have variations in their preszentations
(zee Table &3,

TABLE &

DISCLOSURE OF LEASE RENTALS RY LESSEES

Description No. of companies Fercentaae

l.Lease rentals were disclosed as
expense in the schedule to
profit and loss account 13

¥ed
n

Z.lease rentalse were disclosed as
expense in the schedule to profit
and loss account and shawn future
rental obligations in the notes to
the accounts & 21

Z.Lease rentals were disclosed as an
expense in the profit and lass
account and shown the future rental
obligations as Contingent ,
lLiabilities in the notes fto '
the accounts ) 19

2& 100

Further, wo companies provided the lease rental az an  i1tem
under the head "operating results" in the direciurs’ report and
one company furnished the lease rental in the statement of tan
vears performance at a glance.

It i= understood from the analysis of the practices/diszclo-
sures of the lesses companies that the lease rentals are charged
to profit and loss account as and whern paid. This type of prac-
tice leads #%o the vicolation of matching concept wihen the lease
rental structure is not in confoarmity with the economic use
(benefit) of the leaszed asset. The uneven lease rental structure
depends uwpon the nature of lease aopreements; such as front loaded
agreements, rear end agreements, ballcon payments, wvariation
clauses, and seasonal structured agreements. There 12 qgenerally
ne indication either in the notes to the accounts or in the audi-
tors’ report about the treatment for prepaid rentals, advance rent



deposits and outstanding lease rentals. In this connection, the
Guidance Note bhas suggested that lease rentals under finance
lease should be accounted for on accrual basis over the lease term
st as to recognise an appropriate charge to profit and loss ac-
count. This charge should be related to the terms and conditions
of the lease agreement, type of asset and proportion of lease
pariod to the life of the asset. The excess rentals paid over the
amount accrued shouwld be treated as prepaid lease rentals and vice
versa.

The 6Guidance Note is silent on the classification of lease
rentals in the profit and loss account. The lessee companies
classified the lease rentals under different heads of expenses as
shown in Table 7.

TARLE 7

CONSIDERATION OF LEASE RENTALS BY L £S53£F3

Description No. of companies - Fercentage

1.Manufacturing and other eixpenses 7 27

2. Manufacturing, administrative and
selling expenses e 30

Z.Directly debited to profit and loss .

account 3 12
4.Administrative and other expenses 2 7
S.Etores consumed, salaries, wages and

other expenses 1 4
t.Miscel lanebus expenses 3 20

' 2 rou

It is noted that no company classified the leaze rentals
under the head of financial charges though leasing is considered
to be a substitute for loan funds. Lease rentals are generally
considered by the lessees in India as an operating expense either
under manufacturing or administrative expenses.

o

It is significant to note that out of 108 lesoee companies,
no company had disclosed the particulars of leased assets, and the
terms and tonditions ~-of the lease agreements.



CONCLUSION

Accounting for leases has been a controversial subject since
rise of the global popularity of leasing in the late 1950s and
early 1960s. The two main accounting issues are treatment of lease
rentals (income recognition) and disclosure uwi levased assets
(capitalisation) in the financial statements of leasses and les-—
sors. Some of the lease accounting standards favoured capitalisa-
tion by lessee whereas some other favoured capitalisation by
legsor. Most of the Indian leasing companies are following oper-
ating method for treating lease rentals in the financial state-
ments. Leasing companies are showing leased assets as owned
assets on historical basisz in their balance sheeix. Majority of
leasing companies are depreciating leasing assets on straight line
method and owned assets on written down value method. Lessee
companies are also adopting operating method. L eesees disclose
the 1lease aobligations either in the footnotes or in the notes to
the acecounts. In India, leasing is considered azs an wff-balance
sheet transaction. The review of Indian lease accounting prac-—-
tices indicates that these are in line with the legal form under
Indian Companies Act, 195& and Income Tax Act 156i. -

b
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