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Lease Financing

Lessor - owner of 
the asset 

Lessee – User of 
the Asset

Lease Rental -
periodical payment 
made by the lessee 

to the lessor

Operating Leases Finance Leases



Finance Leases

Defined as a lease that is treated under 
generally accepted accounting principles as a 
finance lease and is so accounted for by the 
lessor in its financial accounts

IAS 16 – a finance lease transfers 
substantially all the risks and rewards 
incidental to ownership 



Finance Leases

Ownership

• Transfer of ownership at the end of 
the lease term

• lessee has an option to acquire the 
leased asset at the end of the lease 
term for a fixed or determinable 
amount

• lessee with an equitable interest over 
the asset over the term of the lease



Finance Leases

Lease Term

• Lease term that exceeds seventy-five per 
cent (75%) of the useful life of the leased 
asset

• Lease that commences before the last 
25% of the useful life of the asset, the 
present value of the minimum lease 
payments equals or exceeds 90% of the 
fair market value of the leased asset at 
the commencement of the lease term



Example

ACo acquires a used bottling plant on lease. The plant had a useful life of 15 years and 
has been used for 10 years with a remaining useful life of 5 years. Its current market 
value is $30,000. As part of the lease agreement, the present value of the lease 
payments throughout the term of the lease is $28,000.

As the lease commenced before the last 25% of the useful life of the asset and the 
present value of the lease payment exceeds 90% of the fair market value at the 
commencement of the lease term, the lease would be considered as a finance lease.



Finance Leases

Fair Market Value

estimated fair market value 
of the leased asset at the 
end of the lease term is less 
than twenty per cent (20%) 
of its fair market value at the 
commencement of the lease



Finance Leases

Custom Made Assets

• tailored for the needs 
and requirements of the 
lessee. 

• no practical use to any 
other taxpayer.



Finance Leases – Tax Treatment

Lessee is 
deemed to be 
the owner of 

the asset

Lessee is 
deemed to have 

acquired the 
asset at the 

commencement 
of the lease

Blended loan
Payments are 

for principal and 
interest

Section 41(1) of ITA 2015:
(1) If a person has entered into a finance lease in relation to an 
asset, this Act applies to the person on the basis that the—
a) lessee is the owner of the asset; 
b) lessee acquired the asset at the commencement of the lease, 
except when the lessee was the owner of the asset; and 
c) lessor has made a blended loan to the lessee at the 
commencement of the lease and each lease payment is in part 
repayment of principal and in part payment of interest under that 
loan. 



Lessor

• lessor accounts for the rental payments that the lessor is entitled to receive 
under the lease agreement as a receivable

• Income recognized when lease rental is received

• Additional Income - Any costs or expenses that are the responsibility of the lessor 
but paid by the lessee is deemed as additional rental income of the lessor



Lessee

• Asset is recorded in financials of lessee
• Cost – as per lease agreement (acquisition)
• Cost includes cost of acquisition, any incidental expenditure and improvement 

costs [Section 85(2)]
• Associates – recorded at fair market value (Section 41(2)(b))

• Lessee creates a liability based on present value of unpaid lease payments

• Lessee entitled to claim:
• depreciation deductions; and
• interest expenses on repayment of the blended loan



Finance Leases
LESSOR LESSEE

Balance Sheet

An accounts receivable is created 

equal to the amount of rental 

payments to be received by the 

lessor

The leased asset is listed as an 

asset of the lessee

A liability is created at the present 

value of the lease payments that 

are not paid at that date

Allowable Deductions

Payments made as required 

under the lease agreement in 

order to derive the lease income 

(licensing)

 Depreciation on the leased asset

 Interest component on rental 

payments.

Income Recognition

Rental Proceeds from the leased 

asset.

Payments made by lessee on 

behalf of lessor

Income generated from the use 

of the leased asset



Transfer of Asset

• Disposal - disposal of an asset if the person parts with the ownership of the asset, 
including when the asset is transferred (Section 84)

• Consideration - amount received or receivable for the asset, including the fair 
market value of any consideration in kind determined at the time of the disposal
• Amount received would include the lease rental payments (Section 86)

• Cost - the acquisition cost, any incidental expenditure and any expenditure 
incurred by the person to install, alter, renew, reconstruct or improve the asset as 
incurred by the lessor (Section 85)



Operating Leases

Leases that do not qualify as Finance Leases

No transfer of risk and reward related to ownership



Lessor

• Asset remains under the ownership of the lessor (without a deemed 
change in ownership), the asset remains on the balance sheet of the 
lessor

• Depreciation claimed by Lessor

• Income recognition from rental payments is as per the lease 
agreement
• Straight line approach
• Diminishing returns



Lessee

• Asset is recorded in financials of lessee but as a business 
intangible asset
• lessee has obtained a contractual right for the use of the leased asset which 

provides a benefit for a period of more than one tax year. (intangible asset)
• used to derive taxable business income, (business intangible)

• Lessee entitled to claim amortisation deductions and interest 
expenses

• A liability is created at the present value of the lease 
payments that are not paid at that date 



Operating Lease Overview

LESSOR LESSEE

Balance Sheet

Leased asset remains on the 

balance sheet of the lessor as 

there is no transfer in 

ownership

The right to use the leased asset 

is recognized as a business 

intangible

A liability is created at the 

present value of the lease 

payments that are not paid at 

that date

Allowable Deductions
Depreciation

Maintenance costs 

Amortisation deductions

Interest component on rental 

payments

Income Recognition Rental Proceeds
Income generated from the use 

of the leased asset



The Lease Term

The non-cancellable period of the lease together with:
• periods covered by an option to extend the lease if the lessee is 

reasonably certain to exercise that option; and 
• periods covered by an option to terminate the lease if the lessee is 

reasonably certain not to exercise that option.



The Lease Term

A lease agreement allows for a lease term of 7 years with a right of extension
provided to the lessee for another 3 years. The leased asset was acquired by the
lessee for a project that should last for approximately 10 years.

The lessee is reasonably certain that they will exercise the option to extend the 7-
year lease by 3 years, thus the term of the lease from the commencement of the
lease would be regarded as 10 years.

On the other hand, if the expectation of an extension is not present, the term of the
lease would be regarded as 7 years only.



The Lease Term

A lease agreement allows for a lease term of 8 years but the lessee has
the right of terminating the agreement from the 6th year. It is not
expected that the lessee will terminate the agreement on the 6th year
and will continue with the lease till the 8th year. Consequently, the term
of the lease would be regarded as 8 years from the commencement of
the lease.

On the other hand, if there is some expectation that the lessee with
terminate the agreement on the 6th year or even on the 7th year, the
term of the lease would be 6 years of 7 years respectively.



Reassessing the lease term

• the lessee exercises an option not previously included in the 
entity’s determination of the lease term;

• the lessee does not exercise an option previously included in the 
entity’s determination of the lease term;

• an event occurs that contractually obliges the lessee to exercise an 
option not previously included in the entity’s determination of the 
lease term; or

• an event occurs that contractually prohibits the lessee from 
exercising an option previously included in the entity’s 
determination of the lease term.



Thank You 


