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Abstract

This study investigates the corporate use of leasing in the UK, incorporating into the
analysis advances in capital structure theory. Prior to the mid-1990s, research 1n the

area largely adopted the approach set out by Modigliani and Miller [1963], the
assumption being the validity of perfect capital markets with the existence of

corporate taxes. Such an approach underlay the influential leasing models of Myers,

Dill and Bautista [1976] and the tax-based rationales for long-term leasing finance.

This analysis was developed on two main fronts: by utilising more comprehensive
measures for the firm’s tax liability; and, more fundamentally, by looking at issues

arising from the environment in which leasing operates, in particular focusing on

company and asset characteristics as determinants of the decision to use finance and

operating leases.

A core sample of non-financial companies taken from the FT-All Share Index for the
period 1993-5 was used, together with a smaller sample of companies recording

operating lease commitments and, via a series of univariate and multivanate

analyses, utilised a number of variables proxying for asset and firm characteristics.

The results highlight the multifaceted nature of the leasing decision in the UK today

and are a reflection of the changing fiscal and legislative environment in which

leasing operates. The traditional tax-based hypothesis of the use of finance leases

was only marginally supported. The study also confirmed the substitutional
relationship between finance leases and corporate debt finance. Finally, firm and
asset characteristics such as the size, liquidity and profitability of a company, were
also shown to be influential determinants of the use of finance leases. The use of
operating leases, meanwhile appeared not to be influenced by a company’s use of

debt finance, nor of the lessee’s tax position, appearing instead to be inversely related

to size and liquidity.
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1. Introduction

1. Overview

The objective of this chapter is to set out the motivation for the study of the corporate
use of leasing finance in the United Kingdom (UK), including a brief overview of the

present state of the literature. In so doing I aim to introduce the reader to the key
issues arising from the subject as well to place leasing in the wider context of our
general understanding of corporate funding. This is followed by an introduction to
some of the main terms and definitions related to leasing finance that will be
analysed in greater depth in subsequent chapters. The final part of this introductory
chapter provides an outline of the historical development of equipment leasing in the
UK, together with an analysis of the major factors behind its growth in becoming an

important component in the funding of UK equipment investment that it is today.

2. Rationale for the study

The principal motivation behind the present study, in common with the increasing
number of published articles in the later 1990s by academics in both the USA and
UK,' has been the desire to gain a broader understanding of the leasing decision,
whilst also placing it in the wider context of research taking place in the field of

capital structure. Placed in this context, leasing may be understood as just one of a

number of forms of asset financing. That leasing is an important source of finance in

the acquisition and use of capital equipment 1s confirmed by the fact that it has
accounted for more than 15 per cent of total investment in capital equipment every

year since 1984.°

' In particular the research undertaken by Adedeji and Stapleton [1996], Adams and Hardwick [1998],
Lasfer and Levis [1999] and Beattie, Goodacre and Thomson [2000] in the UK and Krishnan and
Moyer [1994], Sharpe and Nguyen [1995] and Graham, Lemmon and Schallheim [1998] in the USA.

2 See Table 1.1 for details.




As will be clear from the review of the literature in Chapter 3, until recently
the standard approach to analysing leasing was to adopt the analysis formulated by
Modigliani and Miller [1963]. This approach assumed that corporate financing
decisions take place in a world of perfectly competitive capital markets with
corporate taxation. Leasing is perceived in models developed in the 1970s” to also
operate 1n such a scenario. However, as discussed in Chapter 3 sections 2 and 3, if
both lessor and lessee are in a similar tax bracket it poses difficulties in

understanding the growth of leasing over the last 30 years under these assumptions.

Research undertaken from the late 1980s has therefore sought to advance this
investigation along similar lines as occurred within the broader analysis on capital
structure by looking at the influence of market imperfections or asymmetries. Studies
have therefore focused on the influence of bankruptcy potential and theories of
agency and contracting. The aim of this study is to provide a broad synthesis of this
work in relation to the use of finance and operating leases by UK non-financial
companies, focusing on both similarities and differences between this work and
previous (mainly US) studies in order to gain a broader and deeper understanding of
the possible factors influencing the leasing decision in the UK today. Furthermore, in
utilising data on annual operating lease commitments, I am attempting to provide a

comprehensive analysis of the issue, highlighting the implications for policy makers

and commercial practitioners.

Unsurprisingly, the decision to use finance and operating leases in practice is
influenced by a broad range of firm- and asset-specific factors. What 1s also

interesting, in light of previous work in the US and UK, is the fact that different
factors influence a firm’s use of finance leases from its use of operating leases.

Companies seem to view finance and operating leasing differently, a fact that should
be considered by policy makers in the UK, particularly in light of the rapid pace of

change to the legislative and fiscal environment in recent years.

* In particular, those developed by Myers, Dill and Bautista [1976], Lewellen, Long and McConnell
[1976] and Miller and Upton [1976].




Before analysing the main UK institutional background, in terms of the legal,
tax and accounting treatment of leases, the following two sections detail the main
definitions of leasing before providing an overview of the historical development of

leasing finance in the UK.

3. Definitions

Leasing finance, as we shall see, takes a number of forms, and these forms in turn are

viewed as distinct types by both academics and practitioners. It is therefore desirable
at this stage to set out a number of definitions, beginning with the definition of a
lease itself. The main trade association concerned with equipment leasing in the UK,

the Finance and Leasing Association (FLA), defines a lease as:

‘... a contract between a lessor and a lessee for the hire of specific assets
selected from a manufacturer or vendor of such assets by the lessee. The

lessor retains ownership of the asset. The lessee has possession and use

of the asset on payment of specified rentals over a period.”*

To form a basic understanding of the lease transaction it is useful to consider
the financial implications of such a transaction together with a comparison with a
typical loan and repayment arrangement. Let us assume a situation where there are
two companies, one a financial institution (Company A), the other a manufacturing

firm (Company B). In a loan and repayment arrangement Company A lends

Company B funds to purchase an asset. Company B, as the owner and user of the
asset, claims any depreciation allowances arising from the asset plus corporate tax
relief’ on the loan interest payments. In a lease transaction Company A (the lessor),
as owner of the asset, claims the depreciation allowances applying to the asset,
whereas Company B (the lessee) uses the asset and claims Corporation Tax relief on

the lease payments. Both deals have the same net effect; Company B acquires the use

* Sowler, ICAEW [1996] Chapter 10, p. 3.
> Termed Corporation Tax in the UK.

10




of an asset for which Company A has provided the funding. The only difference

relates to where the ownership of the asset lies.

In broad terms there are three types of contracts that entitle the equipment

user to have use of an asset: 1) finance lease; i1) operating lease; and iii) hire purchase
or instalment sale contracts. Definitions of each type are the focus of the following

paragraphs.
A finance lease is defined by the Finance and Leasing Association as:

‘A contract involving payment over an obligatory period of specified
sums sufficient in total to amortise the capital outlay of the lessor and

give some profit.’®

The FLA in this definition stresses the role of the lessor as financier; the
details of choosing the asset, organising purchase and delivery of the asset often rests
with the lessee acting as agent for the lessor. The lessee of a finance lease will treat
the leased asset in practical terms in much the same way as it would an owned asset;

it would, for example, usually be responsible for the repair and maintenance of the

asset.

The essential feature of operating leases 1s that they are often for a relatively

short period in the life of a particular asset as, for example, when a company hires

specialist equipment for a few weeks to perform a particular operation. The lessor
may lease the same asset for many short periods to different lessees during its
economically useful life and accordingly, the hire charge reflects the full use value of
the equipment. The lessor may provide servicing facilities such as repairs and
maintenance for the machinery or plant and may also insure it, covering the cost of

doing so from subsequent hire agreements. Investments in so-called short-life assets,

°Op cit. p. 5.

11




such as sophisticated electronic equipment subject to rapid technological

obsolescence, often take the form of operating leases.

Under a hire purchase agreement the user has the option to acquire the legal
title to the asset upon the fulfilment of the conditions stated in the contract. Such an
agreement can be distinguished from other leasing contracts on both legal and tax
grounds. Legally, it can be contrasted with a lease contract under which at no time

does legal title of the asset pass to the lessee. Under UK tax law, a hire purchase

contract will enable the lessee, and not the lessor (as is the case in a leasing
agreement), to obtain the relevant capital allowances on the capital cost of the

equipment. The capital allowances should be available to the lessee in full as long as

it shall be, or may become, the owner.’

The definitions of the above types of leasing arrangements provided by the
accounting standard relating to leases will be detailed in Chapter 2. Before that
however, a brief historical overview of the rapid growth of the leasing industry in the
UK is presented. The focus is on the various stages of this growth, how this growth
mirrored similar developments in other countries and on the specific reasons behind

this growth in the UK.

"'The UK taxation system and its impact on leasing is outlined in Chapter 2 Part C.
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4, The Historical Development of Leasing

In this section, the growth of leasing from the earliest recorded contracts to the
present day will be presented. The various stages of this growth will be outlined,
together with the main factors underlying this growth. The leasing of land, animals
and commercial property has been recorded as early as 3000 BC, however the leasing
of moveable property only came into being comparatively recently, there being little

capital equipment to supplement the use of human labour. In the Middle Ages, the

leasing of land and buildings became popular in Europe due to the rigid land laws
and restrictions on inheriting freehold property. During this period, equipment
leasing in the British Isles grew out of the traditional leasing of land and buildings:

the first statutory reference to equipment leasing was contained in the Statute of

Wales in 1284.% As with all contractual arrangements, the essential condition for
leasing agreements is commercial confidence in a legal system that can guarantee the

lessor’s entitlement to a rental income and the ultimate return of the assets held by

the lessee.

Equipment leasing in its modern form occurred in Britain as a result of the
start of the industrial revolution in the late eighteenth century and the gradual
increase in the size of firms (and thus their capital requirements). By the mid-
nineteenth century equipment leasing was particularly prevalent in the coal industry
and in the leasing of rolling stock for use on the newly constructed railway network.

Leasing companies, known as wagon companies, were among the first to be

incorporated and take advantage of the general introduction of limited liability status
in 1856. The world’s first registered leasing company was the Birmingham Wagon
Co., which leased railway wagons to coal and other mineral proprietors for fixed
terms of between five and eight years. Eventually, limited liability allowed the
railway and mining companies to expand their capital base and thus to acquire rolling
stock on their own account. The wagon finance companies retained their role as

asset-based financiers, but from the late 1860s their focus was switched towards hire

® Soper et al. [1993] pp. 13-14.
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purchase and, later, towards consumer hire purchase, particularly in the immediate

post-Second World War period.

It was not until the early 1960s, therefore, that the beginnings of the modern
UK leasing industry began to evolve with the formation of a number of leasing
companies as subsidiaries of finance houses and banks. One of the major growth
areas of this time was the leasing of office equipment, especially computers, which
typically consisted of short-term operating lease contracts designed to offset the risk

of technological obsolescence. Such leasing facilities enabled the nascent leasing

industry to grow rapidly throughout the decade, although it was still small in relation

to the overall UK economy.’

The level of leasing activity increased rapidly from the early 1970s and
developed mainly as a form of asset financing, competing against other forms of
asset finance so that, by 1980, the proportion of UK equipment investment funded by
leasing finance was 11.6 per cent.'® This development in the UK market followed the

experience of the US and Australian leasing sector. However, this growth was

stimulated by a number of factors that have become less important today.

The first factor was the introduction of a system of capital allowances that
operated throughout the period from 1972 to 1984, with 100 per cent First-Year
Allowances (FYAs) for investment in plant and machinery replacing the earlier
system of investment grants. The new system meant that companies purchasing new

plant and machinery, including leasing companies acquiring equipment for use in the

trade of leasing, were allowed to claim the full cost of the asset against their taxable
income in the first year of acquisition. The fact that all companies, leasing and non-

leasing, could claim the first-year allowances on their capital expenditure implied

? The total book value of equipment held on lease by UK finance houses and merchant banks has been
estimated to have increased from £56 million in 1965 to £165 million in 1969. See ibid., p. 18 and
footnote 1, p. 28.
19 See Table 1.1 below. The value of lease contracts taken out by FLA members rose sharply from
£421m in 1976 to over £2,350m by 1980: See Soper et al. [1993] Table 3.1 p. 10 and Boobyer [1997]
Exhibit 3.1 p. 36.

14



that the system was, on the whole, neutral. Thus it was, by itself, insufficient to

explain the rapid increase in leasing activity during this period.

In practice, however, the system of capital allowances favoured the
development of leasing by financial sector companies due to a lack of taxable
capacity (i.e. the availability of sufficient taxable income against which allowances
could be utilised) among industrial and commercial companies. The major factor
behind this situation was the depressed level of profitability among UK non-financial
companies in the 1970s due to the increase in foreign competition and the downturn

in the world economy after 1973.!" This resulted in their tax allowances exceeding

their taxable income, a situation known as ‘tax exhaustion’.

It was the combination of these two factors, together with the high corporate

tax rates prevailing at the time, that the incentive of capital allowances available to
businesses to invest in new assets was reduced. This is because it was precisely those
businesses that did not earn enough profits to benefit from the incentive being
offered. The banking sector, which counted a number of leasing companies and
finance houses among its subsidiaries, * had not suffered a decline in profitability to
the same extent as the manufacturing sector and was also not itself a major investor
of plant and machinery qualifying for 100 per cent first-year allowances. It therefore

had the taxable capacity that industrial and commercial companies lacked.

As outlined in general terms in the previous section, the leasing arrangement

thus brokered meant that businesses with taxable income (e.g. a commercial bank)
purchased an asset, transferred the right to use the asset (but not the legal ownership)
to a tax exhausted company and charged periodic lease payments. Hence, the

lessee/lessor arrangement could claim the capital allowance incentive, with the

'' UK gross domestic product contracted in 1974 and 1975 by 1.7 and 0.6 per cent, respectively.
Source: Office for National Statistics [2001].

12 Many of the early leasing companies were independent companies linked to the industry in which
they leased equipment. The 1960s witnessed the birth of leasing companies set up as subsidiaries of
banks and finance houses. Many of the finance houses were themselves, or would later become,

subsidiaries of the banks.
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allowance passed on to the lessee in the form of reduced lease rental payments,
whereas a traditional loan and repayment scheme could not. In this way, the ‘tax
exhausted’ business had in effect sold its capital allowance tax shield to the business

with taxable income.

Another feature of the tax system at this time which also favoured leasing
(that has outlived the system of first-year allowances but which had a more
favourable impact throughout their existence) was the use of timing advantages under
corporation group relief. Group relief will be looked at more fully in Chapter 2 Part C
section 5.2. However, in essence it meant that financial companies were able to
construct corporate structures consisting of individual companies each having
different accounting year-ends. Equipment to be leased could be purchased by a
group company close to its accounting year-end, thereby accelerating the date when

the benefit of capital allowances could be obtained. Even if the lessee company had
sufficient taxable profits and was itself part of a complex corporate group, it was
prohibited under the tax system to assign the equipment to a company other than the
one making use of it. However, the lessor, being in the trade of leasing, could arrange
for any one of a number of leasing companies within its group to purchase the leased
asset. With inflation and borrowing rates in double figures for much of the 1970s and

early 1980s," the timing advantage of accelerating the benefit of capital allowances

by a few months could be significant.

It was not only taxation factors that provided the driving force behind the

growth in leasing, however. Prior to 1984 there was, in addition, the attraction of

leasing as a form of ‘off-balance sheet’ financing in which companies were not
obliged to show leased assets and lease payment obligations on their balance sheet.

(This is covered in more depth in Chapter 2 Part A section 1.1). Suffice it to say here

¥ Except for a 15-month period at the end of the 1970s, the retail price index remained above 10 per
cent between November 1973 and March 1982, peaking at 26.9 per cent in August 1975 and 21.9 per
cent in May 1980. Source: Office for National Statistics [2001]. The Minimum Lending Rate (as the
Base Rate was then called) followed a similar course, remaining above 10 per cent in the period 1973-
77, peaking at 15 per cent in October 1976, and was greater than 10 per cent for the four years from
mid-1978, peaking at 17 per cent in November 1979. Source: Bank of England [2001].
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that the awareness of this off-balance sheet characteristic was gradually recognised

by manufacturing companies and was actively promoted by some leasing companies.

By the early 1980s therefore, leasing finance formed an important part of UK

investment in equipment largely as a result of what one could call arbitrary factors. "

This situation was redressed in 1984, which saw the introduction of an accounting
standard dealing with leasing (discussed in Chapter 2) which addressed, among other
things, the off-balance sheet characteristics of leasing. In the same year changes were
made to the system of corporation tax, chiefly that the level of corporation tax was
reduced gradually from 50 per cent in 1984 to 35 per cent in 1986. In addition, the
system of capital allowances was radically changed with first year allowances being
phased out over the same three-year period to be replaced by a system of annual
Writing Down Allowances (WDAs) of 25 per cent, calculated on the reducing

balance method.

It was widely felt in the industry that the changes introduced in 1984,
particularly in relation to the system of corporation tax, would have a detrimental

effect upon the equipment leasing industry.'> However, as is detailed in Table 1.1,
the late 1980s witnessed instead a rapid increase in the level of leasing activity with

the volume of leasing almost doubling in real terms between 1984 and 1990. The
proportion of UK equipment investment funded by finance leases increased from

12.6 per cent 1n 1983 to 20.3 per cent in 1990,'° outpacing both the growth rate of the
booming UK economy and the increase in overall investment in these years,

mirroring the growth in equipment leasing penetration in the USA.

"1t is worth noting that the growth in equipment leasing slowed dramatically in the period 1980-83.
However, although the real volume of new business remained constant, it increased slightly as a
proportion of total UK equipment investment (see Table 1.1 and Soper et al. [1993] Table 3.1 p. 10).
This was largely due to the impact of the recession in this period, particularly within the UK
manufacturing sector and also to the fact that the lessors of finance themselves (by this stage mainly
consisting of the clearing banks) were close to a position of tax exhaustion.

" A survey of UK financial managers conducted in the late 1980s by Drury and Braund [1990] p. 188
revealed that a net 51 per cent of large companies (defined as companies having annual sales greater
than £500m) intended to decrease their leasing activity as a result of the changes in capital allowances,
although this was not reflected in the response of smaller firms.

' Excluding leases with purchase options. See also Soper et al. [1993), Table 3.1, p. 10.
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Table 1.1 A Comparison of the Rate of Equipment Leasing Market Penetration in the
UK and USA

Year UK USA Year UK USA
1978 8.0 15.6 1987 17.5 31.5
1980 11.6 17.4 1988 20.2 32.3
1981 13.3 20.1 1990 20.3 32.0
1983 12.6 22.0 1992 18.6 32.3
1984 15.2 22.7 1994 15.8 28.7
1985 19.4 27.1 1995 17.9 28.0
1986 18.3 28.7

Source: Abridged form of that reported in Boobyer [1997] Exhibit 1.4 p. 8

The leasing industry reacted to the changing environment in two main ways.
Firstly, leasing companies saw their margins on new business decrease rapidly,
indicating that a premium for the use of tax capacity was no longer being charged."’
This can be seen by the significant reduction in their lease lending rates, particularly
in 1984, to below those charged for bank loans as the market became more
competitive."” Secondly, the leasing industry itself changed as new entrants have
entered the market and competition among lessors has intensified. Small ticket
leasing (leasing of assets up to ca. £50,000) has assumed greater importance as it was
never tax-sensitive and is sold as an alternative to other forms of finance. The
medium- to large-ticket leasing sector (assets over £20 million) - which remains tax-
sensitive - has also continued to grow, largely as a result of competition among

lessors driving down lease rates and also to the continued existence of the tax timing

advantages mentioned earlier.

As the economy went into recession in the early 1990s, there was a sharp fall

In both leasing activity (from £10,000m in 1990 to approximately £8,000m in the

' See Boobyer [1997] Exhibit 3.2 p.37 for an overview of the decline in margins after 1976.
'8 See Soper et al, Table 5.1, p. 26 for a comparison between average leasing rates and average bank
base rates over the period 1982-1991.
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period 1992-94'%) and in its share of capital investment (see Table 1.1). With the
growth in the economy after 1993, the leasing industry resumed 1ts growth and levels

of market penetration, the value of leasing growing to $15,820m in 1995 and an
estimated $17,400m in 1996 (see Table 1.2).%°

Table 1.2 Volume, Growth and Market Penetration 1995 (ranked by volume)

Annual Growth Market
Rank Country volume 1994-935 penetration
US$bn in % in %

1 USA 160.70 14.6 28.0

2 Japan 71.99 6.8 9.4

3 Germany 33.80 9.5 16.9

4 South Korea 18.47 37.3 30.0

5 UK 15.82 17.6 17.9

6 France 13.30 8.4 15.2

7 Italy 11.71 32.7 16.8

8 Brazil 10.61 30.9 20.5

9 Canada 6.49 26.5 15.9

10 Australia 5.79 8.4 22.3

Source: London Financial Group Global Leasing report, reported in Boobyer [1997] Exhibit 1.3 p. 5

A further important development, post-1984, has been the rapid growth of
operating leasing, particularly in the computing, aircraft and vehicles sectors. Unlike
finance leases, operating leases continued to enjoy off-balance sheet charactenistics
after 1984 and it was widely expected that many companies would seek to tumn

finance leases into operating leases in order to maintain such an attribute.?’ Indeed,

the Equipment Leasing Association, the trade body formerly representing equipment
lessors in the UK and the forerunner of the Finance and Leasing Association,

estimated that operating lease business increased from £73 million 1n 1985 to £270

million in 1986.%° This is supported by statistics showing that by 1995 operating

lease contracts comprised almost one-third of the market by number of contracts

" Boobyer [1997] Exhibit 3.1, p. 36.

“» 1f lease purchase was included these figures would be $26,712m in 1995 and $31,200m in 1996.
Ibid.

*! For evidence for this viewpoint, 44 per cent of the respondents to Drury and Braund’s survey
expected that firms would replace finance leases with operating leases. Note, however that the

respondents were referring to other firms not theirs! Drury and Braund, op cit. p. 188.
2 Soper et al. [1993] p. 27.
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written,”” However, due to the influence of the big-ticket scctor to finance lease

contracts, operating leases make up less than one-fifth of the market by value.

It 1s expected that the future will see a continued increase in the use of
operating leases, matching the growth that has already taken place in the US of the
‘true lease’ concept. This increased use is expected to be largely as a result of the
increasingly competitive nature (and consequent low margins) in the finance lease

sector, and an increasing demand from companies for more sophisticated forms of

leasing. This is confirmed by recent evidence in both the UK and the US which have
highlighted the increasing importance of operating leases also as a major source of

long-term finance.**

It is clear, therefore, that many of the factors that lay behind the dramatic
growth of the equipment leasing industry are now no longer applicable. However, the
very fact that such factors were in existence at a crucial time in the industry’s
development allowed it to become a permanent feature of the UK financial system

and to respond to the many legal, fiscal and institutional changes that have occurred

since the early 1970s, in addition to the fundamental changes of 1984.

Finally, in this review of the historical development of equipment leasing in the
UK, the following figure provides an overview of the situation of the leasing industry

within Europe in the mid-1990s, highlighting the importance of the vehicle rental

market.

2 See Boobyer [1997] Exhibit 2.1 p.20.
* For US evidence see Marston and Harris [1988] and Graham et al. [1998], for evidence from the
UK see Beattie et al. [2000].
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Figure 1.1 Europe 1995: Leasing by type of equipment
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Source: Leaseurope Annual Report 1995, reported in Boobyer [1997] p. 16

The next chapter sets out the institutional background to leasing in the UK, with
the focus being initially on the accounting treatment of leases. This is followed by a
closer examination of the types of leases and lease contracts. The impact of taxation
on leasing will then be analysed, with an overview of the main legal and statutory

requirements completing the chapter.
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2. Accounting, Taxation and Legal Aspects of Leases

The purpose of this chapter is to provide a detailed overview of the institutional
environment in the UK under which leasing finance operates. It was felt that without
a greater understanding of the institutional issues affecting the use of leasing finance

in the UK, the study would lack an important base on which to proceed in the
development of the hypotheses set out in Chapter 4 and an interpretation of the

results presented in Chapter 5.

In particular, as hinted at in Chapter 1 section 2, if one is to move away from
the assumption of perfect and complete capital markets towards an examination of
market imperfections or asymmetries, it follows that a thorough understanding of the

environment in which leasing finance operates is desirable. Therefore, I am seeking

to answer the following: if the broad Modigliani and Miller [1963], and Myers, Dill
and Bautista [1976] framework® is not totally satisfactory in explaining the growth
and prominence of leasing finance in the UK, are solutions to be found from looking
at issues arising from the capital structure framework or institutional issues which

differentiate leasing from capital structure?

The initial focus of the chapter will be on the accounting disclosure requirements
of lessees and lessors. Part B analyses a number of issues arising from the disclosure
requirements, concentrating on specialised forms of lease contracts, variation clauses,
and a comparison with two different yet influential accounting standards, the US

FAS 13 and the international standard IAS 17. The final part of this section sets out a
number of criticisms of the disclosure requirements in the UK, together with a

discussion of future developments. An overview of the taxation system in the UK
forms the first part of Part C, with the focus being on its impact on leasing. Finally,
the impact of the legal framework currently operating in the UK on the use of leasing

is the subject of Part D.
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Part A The Accounting Treatment of Leases

1. Introduction

The discussion in Chapter 1 section 3 highlighted one of the major reasons put
forward to explain the rapid growth of equipment leasing in the UK in the 1960s and

1970s, namely its attraction to lessees as a form of off-balance sheet financing. By
leasing rather than purchasing, a lessee could keep the asset and liability thus created
off its balance sheet. Most companies at the time therefore accounted for lease rental
payments simply as a revenue charge in their profit and loss account. This is despite
the fact that the lessee’s rental payments and maintenance costs might have been
similar in magnitude to the corresponding costs in the case of owned assets funded
from net borrowings which would appear as liabilities on the balance sheet. The
leasing option could therefore help such a company both in its access to lines of

credit which may otherwise not have been available and also in some of its key

financial performance indicators such as return on capital employed.®

By the mid-1970s concern began to grow among members of the accounting
profession and financial analysts about the off-balance sheet leasing commitments of

companies. This followed the lead taken by the United States, whose accounting

body had issued a standard relating to leasing in 1976. It was argued that
comparability between companies would require the capitalisation of finance leases
by lessees and that readers of financial statements could not determine the economic

substance of asset financing transactions from the financial statements. The case of

Court Line Limited, a UK tour operator and airline group which collapsed in 1974

with undisclosed leasing obligations relating to assets costing £40 million highlighted

» See Chapter 3 section 1 for an overview of the traditional approach to analysing leasing.

% By not disclosing the value of the leased asset on the balance sheet the denominator in the ratio
‘return on capital employed’ would be understated in comparison with an identical company which
had purchased the asset. In practice, analysts are likely to have understood the implications of this. The
study undertaken by Abdel Khalik [1981] in the USA, following the introduction of FAS 13 found that
the market value of lessee companies were not adversely affected by having to bring leasing liabilities
and leased assets into the balance sheet, suggesting that the effects of leasing were already fully
reflected 1n market values.
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the problems. It emphasised the importance of the need for changes in financial

statement presentation in order that readers could fully understand the financial

position of a company involved in leasing.

In response to the criticism of the existing accounting practices towards
leasing, the accounting profession proposed that lessees enter their leased assets and
liabilities on the face of their balance sheets in a similar way to those assets acquired

by other means of finance. Following the approach taken by accounting bodies in the

USA and Canada and later by an international accounting standard on leasing, it was

thought that, in this way, the balance sheet would reflect a ‘true and fair’ view of the

financial gearing and level of business operations.

In 1981 the Accounting Standards Committee (ASC) published its proposals
to show the effect of finance leases on the lessee’s balance sheet in the form of
Exposure Draft 29 (ED 29). It met with considerable opposition from the leasing
industry which argued that it would be misleading and incorrect to show items of
plant and equipment on the lessee’s balance sheet to which there was no legal title. It
was also feared that a ché.nge in accounting practice might precipitate changes 1n
taxation law whereby in the future finance leases would be treated in the same way as

hire purchase contracts, with the lessee, not the lessor, receiving the capital

allowances on the asset.

After a long drawn-out and often acrimonious consultation period, the ASC
eventually issued SSAP 21 ‘Accounting for leases and hire purchase contracts’, in
August 1984. The standard requires, inter alia, that lessees capitalise finance leases

and that lessors are to include in their balance sheet not the value of the fixed asset

but the debtor for the net investment in the lease. At the time that it was issued,
SSAP 21 was one of the most controversial accounting standards, as it in effect
invoked a substance over form approach to give an accounting treatment possibly
different from that of legal ownership. As was noted in Chapter 1 section 4, one of

the changes that the leasing industry anticipated as a result of SSAP 21 was that
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industrial companies would switch from finance leasing to operating leasing.
Although there is some evidence that this has happened in recent years,?’ it is unclear
as to whether this 1s motivated by the accounting treatment of operating leases or by
other factors. It is worth noting that, after almost a decade of debate, the standard was

1ssued just after the Finance Act 1984 had considerably reduced the tax advantages of

leasing.?8

27 See footnote 24 for the references providing evidence of this occurring in the USA and the UK 1n
the 1990s.

** The impact of the changes in company taxation as a result of the Finance Act 1984 are detailed in
Part C section 2.
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2. SSAP21 ‘Accounting for leases and hire purchase contracts’ (August 1934)

2.1 Basic outline of the standard

As indicated by its title, the standard covers leases and hire purchase contracts, and is
applicable to accounts based on both the historical cost and current cost
conventions.” It does not, however, apply to leases of the rights to exploit natural

resources nor does it apply to licensing agreements for items such as motion pictures,

videos, etc.

SSAP 21 is based on the concept that the accounting treatment of a lease
should depend upon the substance of the arrangement between lessee and lessor. A

finance lease in substance transfers to the lessee the majority of the risks and rewards
associated with ownership of the asset (other than ownership itself). It is therefore

treated by the standard as creating both an asset and a liability in the lessee’s balance
sheet. The asset represents the lessee’s rights in the asset whereas the liability
represents the lessee’s future obligations under the lease. An operating lease, 1n
contrast, gives the lessee the limited use of an asset for a short period of time. It

therefore takes the nature of a contract to supply services rather than finance and 1s

accordingly treated by the standard as an operating expense.

Stress is placed on the subject of materiality. In common with all standards,

SSAP 21 does not apply to immaterial items. In this context the relevant criterion is

the size of the lease (or leases in aggregate) in the context of the size of the lessee or

lessor. In deciding whether or not a lease is material, attention should be brought as

to the effect which treating the lease to the main requirements of the standard (1.e.

capitalising it) would have on the financial statements of a company as a whole.

* The Guidance Notes provide guidance on the procedures to be adopted for accounting for leased
assets under SSAP 16 ‘Current Cost Accounting’, SSAP 16 was suspended in June 1985 and
withdrawn in July 1988.
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The following sections provide an outline of the provisions of SSAP 21 as
they relate to lessees (section 3) and lessors (section 4), including definitions of some
of the terms included in the standard, details of the accounting treatment of finance

and operating leases and the relevant disclosure requirements.

3. The Lessee

3.1 Definitions

3.1.1  Types of leasing contract

The accounting treatment adopted for a lease under SSAP 21 will depend on whether

the lease is a finance lease or an operating lease. Consequently, where leases entered
into by a lessee are material the most difficult problem is to determine whether or not

a lease falls into the definition of a finance lease. A finance lease is defined as:

‘.. a lease that transfers substantially all the risks and rewards of

ownership of an asset to the lessee.”

All other leases are defined as operating leases. Under the majority of hire
purchase contracts the ‘risks and rewards’ pass to the hirer and hence may be
regarded as being similar to finance leases. In such cases SSAP 21 specifies that they
should be accounted for in a similar way to the basis set out for finance leases. In

exceptional circumstances, however, a hire purchase contract may be accounted for

on the same principles as an operating lease. Because all leases transfer some rnsks
and rewards of ownership to the lessee, in practice the distinction is one of degree.
Consequently, the standard gives guidelines, under the guise of a present value test,

for deciding whether ‘substantially all the risks and rewards’ have passed to the
lessee. Only in those exceptional circumstances where it can be clearly demonstrated
that the risks and rewards have not been transferred to the lessee should the present

value test be overndden.
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3.1.2  The present value test

Under the standard a lease transfers ‘substantially all the risks and rewards’ of

ownership to the lessee:

"... 1f at the inception of a lease the present value of the minimum lease

payments including any initial payment, amounts to substantially all

(normally 90 per cent or more) of the fair value of the leased asset.”'

It goes on to provide a ‘rebuttable presumption’ that the dividing line occurs

where the present value of the minimum lease payments amounts to more or less than
90 per cent of the fair value of the leased asset. It is intended, therefore, that the 90
per cent test provides an important source of evidence. However, where other

evidence contradicts the test an overall evaluation is required, based on all the

evidence taken together.

Before discussing the present value test further, it is necessary to explain
some of the terms used in the test as these terms have a precise meaning within SSAP

21 which are, in certain circumstances, different from their accepted commercial

meanings.

3.1.3  The inception date of the lease

This 1s the earlier of the start date of the rental and the date on which the asset is
brought into use by the lessee. For example, if a lease contract provides for a rental-

free period at the start of the lease, the lessee would treat the inception date as the

date from which he started to use the asset.

9 SSAP 21 para. 15.
* Ibid.
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3.1.4 The fair value

This ‘... is the price at which an asset could be exchanged in an arm’s length

transaction less, where applicable, any grants receivable towards the purchase or use

of the asset’.’> An estimate of the fair value should be used if the fair value itself
cannot be determined for the purposes of the 90 per cent test. This is more likely to
be required for lessees who are unaware of the cost of the leased asset but is less

likely for lessors.

3.1.5 The implicit interest rate

This is the rate of discount that, when applied at the inception of the lease to the

amounts that the lessor expects to receive and retain from its investment in the lease,
produces a present value equal to the fair value of the asset. The amounts that the

lessor expects to receive and retain comprise the following:

(a) the lessee’s minimum lease payments (all elements (a) to (c) at 3.1.7 below plus
any further guarantees by third parties concering the residual value of the
asset); plus

(b) any unguaranteed residual value; less

(c) any part of (a) and (b) above for which the lessor is accountable to the lessee (for

example, a rental rebate based on the proceeds of the sale of the asset).

In practical terms, if the implicit interest rate cannot be calculated due to
inadequate information then an estimate may be used. As discussed in section 3.1.4
this will not usually apply to the lessor, as he is likely to have all the relevant

information available. A lessee, however, may not have access to this information

and may be unable to make estimates thereof. Where the lease is a full payout lease,
the amount of the residual value of the asset may be assumed to equal zero and the
implicit rate will be calculated using the relationship between rentals and the cost of

the asset. However, where the residual value is expected to be significant the lessee
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will need either to calculate the implicit rate using an estimate of the residual, or by

reference to the rate that a lessee would be expected to pay on a similar lease.

3.1.6 The lease term

Since the lease term has an effect both on the calculation of the minimum lease
payments and on the depreciable life of the leased assets, it follows that its precise
meaning should therefore be clearly understood. In contrast to the normal

commercial meaning of the lease term, which includes only the primary period of the

lease, SSAP 21 defines the lease term as both:

(a) the period for which the lessee has a contractual obligation to lease the asset (the
‘primary period’); and
(b) any further periods for which the lessee has the option to continue to lease the

asset, with or without payment, provided that it is reasonably certain at the

inception of the lease that the lessee will exercise that option.

It follows, therefore, that the lessee must look closely at those terms of the lease

relating to the period of the lease, cancellation and options to extend before

determining the lease term for accounting purposes.

3.1.7  The minimum lease payments

There are three possible elements:

(a) the minimum payments that the lessee 1s committed to make over the remaining

part of the lease term,;

(b) any residual amount guaranteed by the lessee or a party related to him; and

(c) anyresidual amounts guaranteed by any other party.

** SSAP 21 para. 25.

30




The elements to be included depend on the intended use of the minimum lease

payments calculation as follows:

(a) all elements are used in the calculation of the implicit interest rate (for use in the
00 per cent test);

(b) all elements are used in the 90 per cent test performed by the lessor. The total of
these elements plus any unguaranteed residual value will represent the lessor’s

gross investment in the lease (see section 4.2.1 below);
(c) elements (a) and (b) are used in the 90 per cent test performed by the lessee. The

present value of this minimum lease payments figure will represent both the

lessee’s capitalised fixed asset and initial finance lease obligation (see section

3.2.1 below).

The minimum lease payments should not include any contingent rentals, e.g. those
dependent on the level of use of the equipment or that protect the lessor from interest

rate changes or tax changes that could affect his return.>® These clauses can be
ignored because the present value test is performed at the date of the inception of the
lease based on the information known at that date. If subsequent changes in rentals

occur as a result of the effect of these contingencies they should be accounted for in

the periods to which they relate. Similarly, rental rebates should not be anticipated in

the calculation of the minimum lease payments unless they are known with certainty.

3.1.8  Determining the lease type

It is important to note that although the 90 per cent test is important, there are a

number of other factors which may influence the decision on whether substantially

all the risks and rewards of ownership have passed to the lessee:

(a) Does the lessee bear any losses in residual value if he cancels the lease?

3 Variation clauses are the subject of Part B section 4.
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(b) Will the lessee gain from any fluctuations in the market value of the residual by,
for example, receiving a rental rebate equal to most of the sale proceeds at the
end of the lease?

(c) Does the lessee have the ability to continue the lease for a secondary period at a
nominal rental?

(d) Isthe expected lease term equal to substantially all of the asset’s expected useful

life?

(e) Isthe lessee responsible for insurance, maintenance, etc. of the leased asset?

If the answer to the above questions is affirmative then the lease contract is likely to
be a finance lease. In order to evaluate the risks and rewards, the factors that are most

likely to have an economic effect on the parties to the lease should be considered.

It should be understood, however, that the definition of a finance lease 1n the
UK is based on a pragmatic view of whether substantially all the risks and rewards of
ownership have passed to the lessee. The 90 per cent test can be viewed as a good
benchmark against which to measure risk, because it measures the amount of residual
risk retained by the lessor. However, if a lease is structured in a way that the lessee
gains residual benefits and takes substantially all the residual risks, then, irrespective

of the results of the present value test, the lease should be classified as a finance

lease.

Furthermore, it is important to note that the 90 per cent test can result in

different answers being given for the lessor and the lessee. For example, the test may

indicate a finance lease for the lessor but an operating lease to the lessee. The most
common reason for this occurs where the lessor receives a guarantee of the estimated
(significant) residual value of the leased asset by a party other than the lessee. In this
instance, use of the 90 per cent test may indicate an operating lease for the lessee
whereas a finance lease is indicated for the lessor. A further reason may occur where

the lessee does not have the full information available to the lessor and its estimates
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of fair value or residual value may be so different from the correct figures that its

classification of the lease is incorrect,

Once the 90 per cent test has been performed and the lease contract has been

classified as either a finance or an operating lease both lessee and lessor must follow
the appropriate guidelines as laid down in the standard. The accounting treatment of

leases by the lessee is detailed in section 3.2, and in sections 4.2.1 and 4.4.2 for the

lessor.

3.2 The accounting treatment of leases

3.2.1 Accounting for finance leases

Under SSAP 21 a finance lease should be recorded in the lessee’s balance sheet as an
asset and a liability. At the inception of the lease both the leased asset and the related
lease obligation should be recorded at the present value of the minimum lease
payments. In practice, the fair value of the asset will be a close approximation of the
present value of minimum lease payments and, therefore, the standard permits its use

as a practical substitute. Leased assets should be described as such in the balance

sheet to distinguish them from owned assets.

Leased assets should be depreciated over the shorter of the lease term or the

economic useful life of the asset using the lessee’s normal depreciation policy for
such assets. The principle is that depreciation should be based on the period over

which the lessee expects to use the asset. Therefore, the lease term could include
secondary rental periods if, at the inception of the lease, it 1s reasonable to expect the
lessee to exercise its option, with or without further payment, to such periods. For
example, a six-year lease term with a nominal secondary rental period of a further

three years would mean that the lessee could depreciate the leased asset over nine

years provided this was not longer than the normal economic life for such assets.
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The difference (if any) between the total minimum lease payments and their
present value at the inception of the lease represents a finance charge. Under SSAP
21 the lessee should allocate the total finance charge over the term of the lease so as
to produce a constant rate of interest (or approximation thereto) on the remaining
balance of the lease obligation. This is achieved via an apportionment of each rental
payment between a finance charge and a reduction of the lease obligation. No
particular methods are specified by the standard which are to be used for this

purpose, however the accompanying Guidance Notes do set out three methods which

are often used in practice: the actuarial method; the sum-of-the-digits method; and

the straight-line method.

The actuarial method produces an accurate apportionment of interest cost
over the term of the lease. The information required to adopt this method is often
provided by the lessor to the lessee; alternatively computer spreadsheet programmes
can be utilised to perform the necessary calculations. The sum-of-the-digits method,
also referred to as the ‘Rule of 78°, normally provides a reasonable approximation of
the results obtained via the actuarial method and is simpler to apply. Consequently, it
is probably the method most frequently used in practice.”® The straight-line method
spreads the finance charge equally over the period of the lease. As it does not attempt
to produce a constant periodic rate of charge, it does not comply with SSAP 21. The
standard recognises, however, that there may be circumstances that make it
appropriate. Therefore, there is a trade-off to be made between the costs versus

benefits of achieving complete accuracy. In making this trade-off, the question of
materiality is important because differences between allocated finance charges under

the three methods may be immaterial, leading to the simpler methods being used for

convenience. In practical terms, a large company may use the actuarial method for
determining the finance charges on its large leases, but use the simpler straight-line

method on its smaller, less significant leases.

* For further discussion of these two methods see section 4.3 relating to the accounting treatment of
hire purchase contracts by lessors.
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It is worth mentioning at this stage that the charge to the profit and loss

account in each period for finance charges and depreciation on leased assets will
differ from the actual rental charges allowed for tax purposes. This is a result of the
different rules allowed under the various accounting standards and the guidelines
issued by the Inland Revenue, respectively. These differences represent timing
differences and will need to be accounted for by the lessee in accordance with SSAP
15 ‘Accounting for deferred taxation’. This will be looked at in more detail in Part C

section 4.3.%

3.2.2  Accounting for operating leases

The accounting treatment by the lessee in respect of operating leases is quite

straightforward. Under SSAP 21, operating lease rentals should be charged to the
profit and loss account on a straight-line basis over the lease term unless a more

rational or systematic basis is more appropriate. Any difference between amounts

paid and amounts charged should therefore be reflected as a prepayment or accrual.

The majority of operating leases are taken on a fixed rental basis and rentals
are charged to the profit and loss account in the usual way. Where the lease 1s
structured to include a rental-free period or has an uneven rental structure that is not
representative of the service provided, the lessee should adjust the charges to the
profit and loss account to reflect a ‘normal’ basis, with the straight-line approach

being deemed the most appropriate method. If, however, a more systematic and
rational basis is more appropriate, then that basis may be used. For example, 1f the

level of the use of the leased asset determines the level of rentals, then it would be
appropriate to charge rentals when incurred. The approach adopted by the lessee 1n
practice will depend not only on the nature of the operating lease rentals, but also on
the significance of those rentals within the context of the lessee’s profit and loss

account.

3 1t is sufficient to note here that the deferred tax liability of a company is a measure of the extra tax
payable in the future in excess of the tax immediately payable in respect of the year in question. SSAP
15 has been superseded from 23 January 2002 by FRS 19 ‘Deferred Tax’.
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3.3 Disclosure requirements of SSAP 21: lessees

SSAP 21 i1ssues minimum disclosure requirements that apply to lease and hire
purchase contracts, relating to the disclosure of leased assets, lease obligations, etc.

As will be discussed in the sections that follow, the standard permits a number of

alternative ways in which the lessee can disclose this information.

3.3.1 Finance leases

(a) Disclosure of fixed assets and depreciation

The lessee can choose either to show the gross amount, related accumulated
depreciation and the depreciation charge for the period for each class of leased asset
separately or include this information within totals shown for each class of owned
asset. If the lessee chooses the latter option it will also be necessary to disclose
separately both the aggregate net book value and the depreciation charge in respect of
assets held under finance leases. A suggested description for capitalised leased assets

Is ‘assets held under finance leases and hire-purchase contracts’.

The approach adopted in practice will often depend on the materiality of the
leased assets. Where the amount of leased assets is an insignificant part of total assets
' then aggregation of information with owned assets will be the norm. However, where

leased assets form a substantial part of total assets then separate disclosure would be

the desired option.

(b) Disclosure of obligations
The lessee must disclose the net liability for obligations related to finance leases
separately from other liabilities. This may be entered on the face of the balance sheet

or in the notes to the financial statements. The lessee must also give a maturity
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analysis of the financial lease obligations in the notes to the financial statements,

which can be done in three alternative ways:

(i) The lessee can show separately the net obligations (net of finance charges) under
finance leases analysed between amounts payable within one year, in two to five
years inclusive, and amounts payable thereafter. Companies listed on the London
Stock Exchange are required to provide a more detailed breakdown, disclosing the
payment due in the second year separately.

(i) If the lessee includes the net obligations under finance leases within the totals of

other liabilities (for example, bank loans) on the face of the balance sheet then 1t

may give an equivalent analysis of the combined balance sheet amount as an
alternative to separate disclosure. The lessee, however, is still required to disclose

the total net liability in respect of finance leases.
(iii) If the lessee discloses the net obligations under finance leases separately from
other liabilities, it may present an analysis of the gross obligations, with the future

finance charges being separately deducted from the total. This form of disclosure
is adopted by the US accounting standard FAS 13, although the US standard

requires in addition a more detailed maturity analysis (this is referred to in Part B

section 6.1).

(c)Profit and Loss disclosure

SSAP 21 requires the separate disclosure of finance charges, usually disclosed 1n the

notes to the financial statements either as part of a separate note showing an analysis
of interest charges, or as part of the statutory disclosure note of items charged 1n

arriving at the trading profit for the year.

(d) Other disclosure requirements for finance leases
The lessee must show by way of a note the amount of any commitments for finance

leases entered into at the balance sheet date but whose inception occurs after the year
end. The standard also requires the lessee to disclose the accounting policies adopted
for finance leases. Finally, it is important to note that Statements of Standard

Accounting Practice set out minimum disclosure requirements. Company law
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requires companies to show a true and fair view of the business and there may be

circumstances where additional disclosure is required in order to do so.

3.3.2 Operating leases

The lessee is required to disclose the following items in respect of operating leases:

(a) Disclosure of operating lease charges
The standard requires the lessee to disclose the total operating lease rentals charged

as an expense to the profit and loss account, analysed between amounts payable in

respect of the hire of plant and machinery and in respect of other operating leases.
The disclosure requirements of SSAP 21 therefore go further than those of the
Companies Act 1985 (see 3.3.3 part (a) below).

(b) Disclosure of operating lease commitments

The Companies Act 1985 requires disclosure of future financial commitments. SSAP

21 requires a more detailed breakdown in that it requires an analysis of the operating

lease payments which the lessee is committed to make during the next year, analysed
according to the period in which that annual commitment expires. These

commitments should be analysed between those relating to lease terms that expire

within that year, those which expire within the next two to five years inclusive, and

those expiring more than five years from the balance sheet date. Commitments in

respect of land and buildings should be shown separately from those of other

operating leases.

It is important to note that it is not the total amount payable under operating
leases which is disclosed and split by time periods (as required for finance leases),
but instead it is an analysis of annual changes according to the time scale in which
they expire. This form of disclosure is also different from that adopted under the US
accounting standard FAS 13, which requires an analysis of the total commitment

under operating leases (see Part B section 6.1 for more details of the comparisons

between FAS 13 and SSAP 21).
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As with finance leases, the lessee will need to disclose its accounting policy

in respect of operating leases.

3.3.3  Other disclosure requirements

In the above discussion on the disclosure requirements of lessees in respect of
finance and operating leases mention was made of the Companies Act 1985. This Act

details certain disclosure requirements that are relevant to obligations under leases as

follows:

(a) It requires the disclosure of the amount charged to revenue in respect of hire of
plant and machinery. This requirement 1s met by requirements set out in 3.3.1 (a) and

3.3.2 (a) above.>®

(b) It requires details to be provided of any other financial commitments that have not

been provided for and are relevant to assessing the company’s state of affairs. This 1s

met by requirements 3.3.1 (d) and 3.3.2 (b) above. The lessee will also need to

consider whether any additional matters need to be disclosed in order to show a true
and fair view; for example, if future (operating) lease rentals were material and

contingent on profits or performance, the nature of the arrangements may need to be

disclosed.”’

4. The lessor

4.1 Introduction

The previous sections highlighted the fact that SSAP 21 brought about radical
changes 1n the way lessees accounted for finance leases, though less so for operating

leases. The effect of the standard on lessors was, however, less dramatic. Although it

3¢ Schedule 4 para 53(6).
3T Schedule 4 para 50(5).

39



brought about some changes to the way lessors disclosed leased assets in their

balance sheets, 1t had few other effects on existing accounting practices.

The approach required by SSAP 21 to finance leases is to recognise the
substance of the transaction; that the lessor is providing finance to the lessee to
enable the latter to obtain use of a particular asset. It follows, therefore, that the asset
recognised by the lessor under a finance lease is the amount receivable from the

lessee rather than the asset which is the subject of the lease. In contrast, under an

operating lease the leased asset is treated by the lessor as a fixed asset subject to

depreciation and the rentals received as income.

The circumstances under which a lease is classified as a finance lease are the
same for a lessor as for a lessee (see 3.1.1 above). However, as was discussed 1n
section 3.1.8 there are certain differences in circumstances, including consequent
differences in cash flow, which may result in the lessor treating a lease in a different

manner from the lessee; in particular, leases which are classified as finance leases by

lessors may be classified as operating leases by the lessee.

4.2 Finance leases

4.2.1  Balance sheet presentation

The lessor should record the net investment 1n the lease 1in the balance sheet as a
debtor after making any necessary provisions for bad and doubtful debts. Initially, the

net investment 1s the cost to the lessor of the leased asset less any grant receivable.

The net investment in the lease is reduced over the lease period by the proportion of

rental income, which 1s treated as repayment of the debtor balance.

The rentals received by the lessor (net of any charges for services provided to
the lessee, etc.) should be apportioned between finance income to the lessor and
repayment of the debtor balance. Over the lease term the finance income equals the

gross earnings from the lease, 1.e. the amount by which the total receipts expected by
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the lessor exceeds the cost of the leased asset (less any grants receivable towards the

purchase or use of the asset). The lessor’s receipts will consist of the total rentals
payable by the lessee together with any residual value of the asset that is receivable

by the lessor, whether or not the residual value is guaranteed.

4.2.2  Allocation of gross earnings

The total gross earnings on a lease is reasonably easy to calculate since the minimum
lease payments will be known and the residual value, if any, can normally be

estimated. The difficulty lies in allocating the gross earnings to the different
accounting periods. SSAP 21 follows existing practice in the leasing industry by

specifying that (other than in the case of hire purchase contracts) the gross earnings

should be allocated over the lease term so as to produce a constant rate of return (or

reasonable approximation thereto) on the lessor’s net cash investment in the lease.
This allocation should take account not only the cost of the asset and the rentals
received but also of the cash flows associated with the lease, such as the tax cash
flows arising from capital allowances claimed by the lessor. This involves the use of
an ‘after tax’ method of allocation which differs from that used in hire purchase

contacts (see section 4.3 below) due to the differences in the tax treatment of finance

leases and hire purchase contracts as noted in Chapter 1 section 3.

The net cash investment can be more easily understood by assuming that the

lessor establishes a separate company for each lease and by then estimating the cash

inflows and outflows of that company. The net cash investment is thus defined as the

balance of cash, which might be positive or negative, in the company at any point in
time. SSAP 21 defines’® the net cash investment at any given time as:
a) the net investment at the start of the lease (i.e. the cost of the asset less related

grants); plus
b) the following related payments:

*® SSAP 21 para. 23.
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(1) taxation payments on the rental income;
(11)interest payments on related borrowings; and
c) profit taken out of the lease; less
d) the following related receipts;
(1) rentals received (excluding charges for services etc.);
(11) interest received on any cash surplus;
(iii) taxation receipts, including reductions in taxation liabilities as a result of

capital allowances on the leased asset (to the extent that these are given to the

lessor); and
(iv) any amount received for the sale of the asset at the end of the lease term or, if

no amount is received, its residual value (if any) at that time.

4.2.3 Methods of allocation

The Guidance Notes to SSAP 21 set out two methods that are commonly used by
leasing companies of allocating the gross earnings so as to give a constant rate of

return on the net cash investment:

(a) Actuarial Method After Tax (AMAT); and
(b)Investment Period Method (IPM).

Both methods allocate gross earnings on a basis which takes into account the tax

effect on cash flows and is the approach used because, as outlined in points (a) to (d)

in the preceding section, the objective 1s to match the revenue recognised under the

lease with the expenses incurred in funding the lessor’s investment in the lease.

Prior to the introduction of the standard, there was considerable debate among
leasing companies as to which of the two methods was the most appropriate with
both methods having their advocates and both methods having advantages and
disadvantages (as will be discussed below). One might have expected, therefore, that
SSAP 21 would have made a clear choice between the alternative methods. In order

to understand why this was not the approach taken by the standard it is important to
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recognise that SSAP 21 is a lease accounting standard not a standard for the leasing
industry. Accounting standards are issued in the UK in order to set out basic
accounting principles and minimum disclosure requirements for accounting problems
that are generally applicable to all companies. In the UK it is not generally the
practice for the Accounting Standards Board (as was similarly the case for its
predecessor, the Accounting Standards Committee) to prescribe specific practices for
particular industry problems and it is left to the industries concerned to establish

appropriate accounting practices.

SSAP 21 thus permits any method (including, but not limited to, AMAT and

IPM) that seek to allocate gross earnings in such a way that net eamings (gross

earnings less anticipated interest costs) are allocated on a systematic basis.

Whichever method a lessor chooses will need to be disclosed in the accounting

policy notes to the financial statements and will need to be applied on a consistent

basis from year to year.”

Under the actuarial method gross earnings are allocated to each accounting

period in such a way that the anticipated after-tax profit for each period represents a

constant rate of return on the lessor’s net cash investment in the lease. To achieve

this the anticipated after-tax profit for each period is grossed up for tax and estimated

interest costs to give a derived apportionment of gross eamings in each period. The

phrase ‘after-tax’ does not imply that it is after-tax profit that is allocated but simply

that the cash flows are included in the measurement of the net cash investment.

Under the investment period method the net cash invested is calculated as for
the actuarial method. The gross earnings are then allocated to those periods in which
the lessor has a positive net cash investment balance. This allocation is made in

proportion to the net cash invested in each period.

* The ICAEW's survey of published financial statements for 1987/1988, the first year in which SSAP
21 was fully implemented, indicated that 15 of the 51 companies with evidence of lessor activity did
not disclose their income recognition policies. A possible reason for this may have been that the
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The two methods will generally lead to similar results. The actuarial method
after tax procedure seeks to produce a constant after-tax rate of return on the net cash
investment in the lease. The investment period method in contrast produces a
constant rate of gross earnings on the net cash investment in the lease, which, after
taking interest into account, usually produces a result that approximates closely to a
constant pre-tax rate of return on the net cash investment in the lease. When tax rates

are consistent throughout the lease term the pattern of after-tax profits will be

proportional to the pattern of pre-tax profits, resulting in no significant differences

arising between the two methods.*

Where tax rates change during the lease term, however, as occurred during the
period 1984-86, cash surpluses may arise in certain periods and the methods may
produce different results. As the Guidance Notes state,*' using the actuarial method
after tax procedure, the interest received on the cash surplus (the re-imnvestment
income) is brought back and recognised in the periods when the lessor has funds
invested in the lease, rather than taken to income when it arises. Therefore, no profit
is recognised in the period when the lease is in surplus. As a result, the lessor may be
in an exposed position in this period in the event, for example, of early termination of
the lease by the lessee. If this method is used, it may therefore be necessary to make
an appropriate provision for early termination losses so that the net investment in the
lease never exceeds the termination value. Under the investment period method, any

re-investment income is recognised when it arises: i.e. it is not brought back and

recognised in the periods in which the lessor has funds invested in the lease.

Therefore, where cash surpluses arise, the investment period method is more

conservative than the actuarial method after tax, despite the latter method’s greater

accuracy.

leasing activity was thought to be immaterial in relation to the companies’ other activities. See Arthur

Young [1989] p. 784.
*7 For an example of the application of the two methods see ibid. Example 19.4, pp. 785-7.

! Guidance Notes para. 121.
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The apportionment of gross eamnings under either the actuarial method after
tax or the investment period method will, of course, only be as valid as the
assumptions on which the lease cash flow forecast is based. Lessors should therefore
review their cash flow assumptions regularly and provide against any potential losses

Or major uncertainties.

In spite of their differences in the way gross earnings are allocated, both the

above methods use the same assumptions and processes to calculate the net cash

investment at the end of the relevant period. The principal assumptions used in the

calculation of the net cash investment are as follows:

a) sufficient taxable capacity will exist to relieve any tax deductible expenses and
capital allowances in the forecast period;

b) borrowing and re-investment interest rates and levels of taxation will be as
predicted;
c) defaults or termination of the lease will not occur; and

d) administrative costs will be negligible.

If any of these assumptions ceases to hold, and the effect on the calculated allocation

of gross earnings to accounting periods is material, then the calculations should be re-

performed from the date when the change in assumptions is made.

Finally, it is worth considering that a lessor 1s concerned with both the net
cash investment in a lease for allocating gross earnings to accounting periods and,
also, the net investment for calculating the finance lease receivable in its balance
sheet (see section 4.2.1 above). These amounts are quite different in their calculation
and use. As explained in the following section, owners under hire purchase contracts
use the net investment in the contract for both the above purposes. The use of both
net investment and net cash investment for finance leases but not hire purchase
contracts was explained in the standard by the less important tax effects of hire

purchase contracts compared to finance lease contracts for lessors (discussed in the
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following section). As was mentioned in Chapter 1 section 4, the importance of these
tax effects was reduced by the Finance Act 1984, which lowered the rates of both

capital allowances and corporation tax. At the present time, it 1s arguable as to

whether the extra complexity of the net cash investment approach of allocating gross

earnings by lessors with respect to finance leases is justified.

4.3 Hire purchase contracts

Para. 39 of SSAP 21 specifies that in the case of hire purchase contracts which are

treated similarly to finance leases (the vast majority of them), gross earnings can be
allocated on the basis of the company’s net investment. This is justified by the fact

that capital allowances on an asset subject to a hire purchase contract usually accrue

to the hirer not the owner, resulting in a reduced impact of tax effects on the lessor’s

net cash investment (see section 4.2.2 above). When SSAP 21 was introduced this

meant that taxation (under the pre-1984 tax regime) was not such a major factor in
the owner’s evaluation of cash flows under a hire purchase contract as it was in the

lessor’s evaluation under a finance lease. Consequently, an allocation of gross
earnings so as to give a constant rate of return on the net investment (1.e. the balance

sheet carrying value of the debtor before any provision for bad and doubtful debts)

will usually be an acceptable approximation to an allocation based on net cash

investment.

The Guidance Notes contain examples of two net investment methods of
allocating gross eamings: the actuarial method before tax and the sum-of-the-digits
method. The first method involves an analysis of the net investment in a contract for
each period. The gross earnings percentage 1s then calculated in such way that when
it is applied to the net investment figure in each period (to give a gross earnings
allocation for each period) the net investment at the end of the hire term is zero. The
sum-of-the-digits method simply apportions gross earnings over the hire purchase
period in proportion to the number of future rentals receivable. Both methods usually
ignore notional interest payments/receipts, with the result that the calculations are

performed exactly as when calculating the allocation of the finance charge for a
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lessee. With hire purchase contracts, therefore, the net investment in the lcase/hire is
used for both the allocation of gross earnings to accounting periods and the
calculation of the lease/hire receivable in the owner’s balance sheet, and contrasts

with the position for finance leases.

4.4 Operating leases

44.1 Introduction

The term ‘operating lessor’ is often used in a more general sense within the leasing
industry to describe those lessors who provide a specialist range of leasing services to
customers.** These lessors tend to be specialists in the assets they lease and their
profits depend as much on their buying and selling skills and on the additional
services they provide as on their leasing activities. In particular, an operating lessor’s
profitability is dependent upon its ability to predict accurately future residual values
and to re-lease or sell the asset at the end of the lease term. The amount of residual
exposure the lessor takes will depend upon the nature of the industry and the type of
business written and may also vary across a lease portfolio, with a mixture of long
and short leases being written within the same asset class. Some of these leases may
have little residual exposure and would be classified as finance leases for accounting

purposes, whereas other leases with significant residual exposure would be classified

as operating leases. The difference in the accounting treatment of operating leases

and finance leases means that it is important that such lessors classify their leases

correctly.

4.4.2  Balance sheet presentation and accounting treatment

SSAP 21 states™ that assets held under operating leases should be recorded as fixed
assets on the balance sheet and depreciated over their useful lives. The method of

depreciation should reflect the pattern of usage of the asset: for example, a straight-

‘2 The leasing activities of manufacturers and dealers, both of finance leases and operating leases will
be discussed in Part B section 3.1.
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line basis where the asset is used evenly over its life, or a usage basis where the

pattern of the rental is uneven.

The methods of income recognition that the standard requires for operating
leases are based on a simple accounting principle. The service provided by the lessor
to the lessee is the use of the asset for a limited period of time. Consequently, the
method of recognising rental income should reflect the amount of service provided.

SSAP 21 therefore requires that rental income from an operating lease, excluding

charges for services such as insurance and maintenance, should be recognised on a
straight-line basis over the lease term, even if the payments are not made on such a
basis. It is an attempt by the standard to ensure a proper matching of revenues with

associated costs. An exception is made where another systematic basis 1s more
representative of the time pattern in which the lessor receives the benefit of the leased
asset. Neither the standard nor the accompanying Guidance Notes give examples of
alternative bases. Such a basis, however, might be appropriate where, for example,

operating lease rentals are dependent on the level of use of the leased asset. In this

case, rentals should be recognised in the periods they become receivable.

Initial indirect costs in arranging the lease may either be written off
immediately or deferred and amortised over the lease term. The accounting

treatment for a simple operating lease is therefore straightforward. Rentals are

recognised on a straight-line basis over the lease term. The depreciation charge 1s

calculated as the difference between the cost of the asset and a conservative estimate

of residual value and is allocated over the lease term, usually on a straight-line basts.

Interest costs are recognised as incurred. The residual value, therefore, has an
important effect on the amount of profit that 1s recognised for accounting purposes

during the lease term.

Most major operating lessors recognise residual values in their accounts, but

adopt a prudent approach to their valuation. Furthermore, it is normal practice for

Y SSAP 21 para. 42,
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such companies to review their estimates of residual value at periodic intervals and,
where necessary, to adjust depreciation rates and to provide against future losses that
arise as a result of a deterioration in residual values forecast since the original
accounting estimates were made. These arrangements are suitable for most simple
operating lease contracts. However, many of the arrangements that such companies
enter into are more complex with implications as to how SSAP 21 should be
interpreted. This subject is discussed further in Part B section 3.1 which looks at

‘non-standard’ lease arrangements.

4.5 Disclosure requirements of SSAP 21: lessors

Both SSAP 21 and SSAP 2 (‘Disclosure of accounting policies’) require lessors to
disclose their policies in respect of finance and operating leases. The standards place
particular emphasis on the detailed disclosure of the policy adopted for the
recognition of income from finance leases. Therefore, the policy might disclose not
only the basic method of income recognition (for example, IPM or AMAT), but also

the treatment of other significant factors such as initial direct costs, residual values,

government grants and tax rate changes.

Prior to SSAP 21, leased assets were treated by lessors as fixed assets for
accounting purposes and were shown on the balance sheet at cost less accumulated
depreciation. This treatment was based on the fact that the lessor had legal title to the
assets, and that the basis was consistent with the tax treatment of the assets, with the

lessor claiming capital allowances. As we have discussed 1n previous sections, under

SSAP 21 the treatment of leased assets on the balance sheet depends on whether they

are leased in the form of finance or operating leases.

4,5.1 Finance leases

(a) Balance sheet disclosure
The standard requires that the lessor disclose the net investment in finance leases and

hire purchase contracts as receivables, showing the amount in respect of each
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separately. The company must also comply with the requirements of Schedule 4 of
the Companies Act 1985. The lessor will consequently need to include the amounts

receivable in respect of finance leases and hire purchase contracts in current assets
under the heading ‘Debtors’. These amounts should be analysed between amounts

receivable within one year and those amounts receivable thereafter.

As will be seen from the discussion in Part B section 6.1 the disclosure
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