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Leases

Little change but significant impact

Star Cruises Ltd.Star Cruises Ltd. (2005) stated:

• The adoption of HKAS 17 requires the Group
to classify the land held under a long-term lease
as an operating lease …...

CaseCase
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HKAS 17 is largely the same as SSAP 14, but has just been amended to 
align with IAS 17 (in respect of land and buildings) by

Little Change? 

2. Introducing several new paragraphs

In addition, a new locally developed interpretations was issued in May 
2005 (and other HK(SIC) and HK(IFRIC) Interpretations)

• HK Interpretation 4, Leases – Determination of the Length of Lease 
Term in respect of Hong Kong Land Leases

1. Deleting one sentence, and

Little change but significant impact

Other same as 
SSAP 14

Other same as 
SSAP 14
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Little Change – Deleting One Sentence

1. Deleting one sentence

Properties in HK are composed of
• a leasehold interest in land and building

• In fact, there is no freehold land → it is not a “purchase” but a 
“lease”

• In the past, SSAP 14 had an exemption:
– deemed all the risks and rewards incident to ownership of the 

“leasehold property” were transferred
– therefore, such interest was accounted for as a “purchase” in 

accordance with
• SSAP 13 Accounting for investment properties or
• SSAP 17 Property, plant and equipment, as appropriate
• instead of SSAP 14
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Building 
only

Building 
only

Leases – Introducing New Paragraphs

New requirements with significant 
impact, mainly ……

Separate 
measurement

(of the land and 
buildings elements)

Separate 
measurement

(of the land and 
buildings elements)

Land onlyLand only

Land and 
Building

Land and 
Building

2. Introducing several new paragraphs
1. Deleting one sentence
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Today’s Agenda

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

4. Lessors’ Financial Statements

5. Sale and Leaseback Transactions

6. Transitional Provisions

7. HK Interpretation 4

8. Implementation Issues

Building 
only

Building 
only

Land onlyLand only
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1. Objective and Scope

• The objective of HKAS 17 Leases

– is to prescribe, for lessees and lessors, the appropriate accounting 
policies and disclosure to apply in relation to leases.

• A lease

– is an agreement whereby the lessor conveys to the lessee in return 
for a payment or series of payments the right to use an asset for an 
agreed period of time. 
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1. Objective and Scope

• HKAS 17 shall be applied in accounting for all leases other than: 
a) leases to explore for or use minerals, oil, natural gas and similar 

non-regenerative resources; and
b) licensing agreements for such items as motion picture films, video 

recordings, plays, manuscripts, patents and copyrights.

• HKAS 17 shall not be applied as the basis of measurement for:
a) property held by lessees that is accounted

for as investment property (see HKAS 40),
b) investment property provided by lessors

under operating leases (see HKAS 40),
c) biological assets held by lessees under

finance leases (see HKAS 41), or
d) biological assets provided by lessors

under operating leases (see HKAS 41). 
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1. Objective and Scope

• HKAS 17 Leases

– Applies to agreements that transfer the 
right to use assets

• even though substantial services by the 
lessor may be called for in connection 
with the operation or maintenance of 
such assets.

– But does not apply to agreements that 
are contracts for services that

• do not transfer the right to use assets
from one contracting party to the other.
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Today’s Agenda

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings
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2. Classification of Leases

The classification of leases adopted in HKAS 17

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

• A finance lease
– is a lease that transfers substantially all the risks 

and rewards incidental to ownership of an asset.
– Title may or may not eventually be transferred.

• An operating lease
– is a lease other than a finance lease

Is based on the extent to which risks and rewards incidental to 
ownership of a leased asset lie the the lessor or the leseee.

Risks and 
Rewards

Risks and 
Rewards
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2. Classification of Leases

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

• A lease is classified as a finance lease
– if it transfers substantially all the risks and rewards

incidental to ownership. 

• A lease is classified as an operating lease
– if it does not transfer substantially all the risks and 

rewards incidental to ownership.

Risks include the possibilities of losses
• from idle capacity or technological obsolescence and
• of variations in return because of changing economic conditions.

Rewards may be represented by the expectation of
• of profitable operation over the asset’s economic life and
• of gain from appreciation in value or realisation of a residual value.

Risks and 
Rewards

Risks and 
Rewards
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2. Classification of Leases

Accounting policy on leased assets (annual report 2004/05):
• Leases of assets under which the lessor has not transferred all the 

risks and benefits of ownership are classified as operating leases.

CaseCase

Accounting policy on leased assets (annual report 2004):
• Leases where substantially all the risks and rewards of ownership of 

assets remain with the leasing company are accounted for as 
operating leases. 
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2. Classification of Leases

Is a hire purchase contract a lease?

ExampleExample

• The definition of a lease includes
– contracts for the hire of an asset that contain a provision giving the hirer an 

option to acquire title to the asset upon the fulfilment of agreed conditions.
– These contracts are sometimes known as hire purchase contracts.

• The definition of a lease includes
– contracts for the hire of an asset that contain a provision giving the hirer an 

option to acquire title to the asset upon the fulfilment of agreed conditions.
– These contracts are sometimes known as hire purchase contracts.

Is a hire purchase contract classified as a 
finance lease or an operating lease?

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease
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2. Classification of Leases

• Whether a lease is a finance lease or an operating lease depends on 
the substance of the transaction rather than the form of the contract. 

• Indicators of a finance lease include:

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

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

b) the lessee has the option to purchase the asset at a price 
that is expected to be sufficiently lower than the fair value 
at the date the option becomes exercisable for it to be 
reasonably certain, at the inception of the lease, that the 
option will be exercised;

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

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

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

• Whether a lease is a finance lease or an operating lease depends on 
the substance of the transaction rather than the form of the contract. 

• Indicators of a finance lease include:

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

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

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

Major part?Major part?

Substantially 
all?

Substantially 
all?

What is
• Lease term? Economic life?
• Inception of a lease?
• Minimum lease payment ……
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2. Classification of Leases

• Whether a lease is a finance lease or an operating lease depends on 
the substance of the transaction rather than the form of the contract. 

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

• Indicators of situations that individually or in 
combination could also lead to a lease being 
classified as a finance lease are:
a) if the lessee can cancel the lease, the lessor’s losses

associated with the cancellation are borne by the 
lessee;

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

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

Lease classification is made at the inception of the lease.

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

What is “inception of the lease”?

• The inception of the lease is the earlier of
– the date of the lease agreement and
– the date of commitment by the parties to the 

principal provisions of the lease.

• As at this date:
a) a lease is classified as either or a finance or an 

operating lease; and
b) in the case of a finance lease,

• the amounts to be recognised at the 
commencement of the lease term
are determined.

What is “inception of the lease”?

• The inception of the lease is the earlier of
– the date of the lease agreement and
– the date of commitment by the parties to the 

principal provisions of the lease.

• As at this date:
a) a lease is classified as either or a finance or an 

operating lease; and
b) in the case of a finance lease,

• the amounts to be recognised at the 
commencement of the lease term
are determined.
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2. Classification of Leases

The lease term is 
– the non-cancellable period for which the lessee has 

contracted to lease the asset 
– together with any further terms for which the lessee 

has the option to continue to lease the asset, with or 
without further payment, when at the inception of the 
lease it is reasonably certain that the lessee will 
exercise the option.

The commencement of the lease term
– is the date from which the lessee is entitled to 

exercise its right to use the leased asset.
– It is the date of initial recognition of the lease (i.e. the 

recognition of the assets, liabilities, income or 
expenses resulting from the lease, as appropriate). 

The lease term is 
– the non-cancellable period for which the lessee has 

contracted to lease the asset 
– together with any further terms for which the lessee 

has the option to continue to lease the asset, with or 
without further payment, when at the inception of the 
lease it is reasonably certain that the lessee will 
exercise the option.

The commencement of the lease term
– is the date from which the lessee is entitled to 

exercise its right to use the leased asset.
– It is the date of initial recognition of the lease (i.e. the 

recognition of the assets, liabilities, income or 
expenses resulting from the lease, as appropriate). 

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease
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2. Classification of Leases

Minimum lease payments are
• the payments over the lease term that the lessee is or 

can be required to make, excluding
– contingent rent,
– costs for services and
– taxes to be paid by and reimbursed to the lessor,

• together with:
a) for a lessee, any amounts guaranteed by the lessee

or by a party related to the lessee; or
b) for a lessor, any residual value guaranteed to the 

lessor by:
i) the lessee;
ii) a party related to the lessee; or
iii) a third party unrelated to the lessor that is 

financially capable of discharging the 
obligations under the guarantee.

Minimum lease payments are
• the payments over the lease term that the lessee is or 

can be required to make, excluding
– contingent rent,
– costs for services and
– taxes to be paid by and reimbursed to the lessor,

• together with:
a) for a lessee, any amounts guaranteed by the lessee

or by a party related to the lessee; or
b) for a lessor, any residual value guaranteed to the 

lessor by:
i) the lessee;
ii) a party related to the lessee; or
iii) a third party unrelated to the lessor that is 

financially capable of discharging the 
obligations under the guarantee.

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease
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2. Classification of Leases

• Lease with provision to adjust lease payments
– the effect of any such changes shall be deemed to 

have taken place at the inception of the lease for the 
purposes of HKAS 17.

• Change of provision of a lease, other than by 
renewing the lease
– in a manner that would have resulted in a different 

classification of the lease, the revised agreement is 
regarded as a new agreement over its term.

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease
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2. Classification of Leases

• Shall we determine the classification of a lease once again when there 
are
– Changes in estimates of the economic life of the leased asset
– Changes in estimates of the residual value of the leased property, or 
– Default by the lessee,?

ExampleExample

• Changes in estimates (for example, changes in estimates of the 
economic life or of the residual value of the leased property), or
changes in circumstances (for example, default by the lessee), 
• do not give rise to a new classification of a lease for accounting 

purposes.

• Changes in estimates (for example, changes in estimates of the 
economic life or of the residual value of the leased property), or
changes in circumstances (for example, default by the lessee), 
• do not give rise to a new classification of a lease for accounting 

purposes.
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2. Classification of Leases

• Fat Choy has financed its business expansion by 
acquiring new production plant and equipment through 
utilising certain leasing arrangements during the year. 

• The leases
– include options enabling Fat Choy to purchase the 

assets at their fair values at the end of the lease term.
– will last for five years, which is also the expected

useful life of the assets.
– Give Fat Choy the right to cancel the leases, and

the lessor’s losses associated with the cancellation
will be borne by Fat Choy. 

• For simplicity, Fat Choy would like to record these 
acquisitions off the balance sheet and charge all leasing 
charges to income.

• Discuss the appropriate accounting treatment.
(CPA QP 04 adapted)

ExampleExample
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2. Classification of Leases

• Fat Choy has financed its business expansion by 
acquiring new production plant and equipment through 
utilising certain leasing arrangements during the year. 

• The leases
– include options enabling Fat Choy to purchase the 

assets at their fair values at the end of the lease term.
– will last for five years, which is also the expected

useful life of the assets.
– Give Fat Choy the right to cancel the leases, and

the lessor’s losses associated with the cancellation
will be borne by Fat Choy. 

• For simplicity, Fat Choy would like to record these 
acquisitions off the balance sheet and charge all leasing 
charges to income.

• Discuss the appropriate accounting treatment.
(CPA QP 04 adapted)

ExampleExample

Indicator of 
finance lease?
Indicator of 
finance lease?

Indicator of 
finance lease?
Indicator of 
finance lease?

Indicator of 
finance lease?
Indicator of 
finance lease?

√

√
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2. Classification of Leases

• It is commonly agreed that the economic reality of leasing requires that some 
long-term leases be accounted for as capital acquisitions by the lessee and 
sales by the lessor.

• HKAS 17 identified criteria to determine whether a lease is merely a rental  
contract (operating lease) or is, in substance, a purchase of property (a finance 
lease).

• HKAS 17 defines a finance lease as “a lease that transfers substantially all the 
risks and rewards incident to ownership of an asset.” Thus, an operating lease is 
a lease other than a finance lease.

• The classification of leases adopted in HKAS 17 is based on the extent to which 
risks and rewards incident to ownership of a leased asset lie with the lessor or 
the lessee.

• Risks include the possibilities of losses from idle capacity or technological 
obsolescence and of variations in return due to changing economic conditions.

• Rewards may be represented by the expectation of profitable operation over the 
asset's economic life and of gain from appreciation in value or realisation of a 
residual value.

• It is commonly agreed that the economic reality of leasing requires that some 
long-term leases be accounted for as capital acquisitions by the lessee and 
sales by the lessor.

• HKAS 17 identified criteria to determine whether a lease is merely a rental  
contract (operating lease) or is, in substance, a purchase of property (a finance 
lease).

• HKAS 17 defines a finance lease as “a lease that transfers substantially all the 
risks and rewards incident to ownership of an asset.” Thus, an operating lease is 
a lease other than a finance lease.

• The classification of leases adopted in HKAS 17 is based on the extent to which 
risks and rewards incident to ownership of a leased asset lie with the lessor or 
the lessee.

• Risks include the possibilities of losses from idle capacity or technological 
obsolescence and of variations in return due to changing economic conditions.

• Rewards may be represented by the expectation of profitable operation over the 
asset's economic life and of gain from appreciation in value or realisation of a 
residual value.

AnswersAnswersAnswers
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2. Classification of Leases

• Whether a lease is a finance lease or an operating lease depends on the 
substance of the transaction rather than the form of the contract. Examples of 
situations which would normally lead to a lease being classified as a finance 
lease include:
1. the lessee has the option to purchase the asset at a price which is expected 

to be sufficiently lower than the fair value at the date the option becomes 
exercisable such that, at the inception of the lease, it is reasonably certain 
that the option will be exercised.
In this case, the leases include options enabling Fat Choy to purchase the 
assets at their fair values at the end of the lease term.
Since Fat Choy has to purchase the assets at their fair values, it is not 
certain that the option will be exercised.

2. the lease term is for the major part of the economic life of the asset even if 
title is not transferred.
In this case, the leases will last for five years, which is also the expected 
useful life of the assets. 

• Whether a lease is a finance lease or an operating lease depends on the 
substance of the transaction rather than the form of the contract. Examples of 
situations which would normally lead to a lease being classified as a finance 
lease include:
1. the lessee has the option to purchase the asset at a price which is expected 

to be sufficiently lower than the fair value at the date the option becomes 
exercisable such that, at the inception of the lease, it is reasonably certain 
that the option will be exercised.
In this case, the leases include options enabling Fat Choy to purchase the 
assets at their fair values at the end of the lease term.
Since Fat Choy has to purchase the assets at their fair values, it is not 
certain that the option will be exercised.

2. the lease term is for the major part of the economic life of the asset even if 
title is not transferred.
In this case, the leases will last for five years, which is also the expected 
useful life of the assets. 

AnswersAnswersAnswers
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2. Classification of Leases

• Although Fat Choy is given the right to cancel the leases, the lessor’s losses 
associated with the cancellation will be borne by Fat Choy. 

• This is indeed one of the HKAS17’s indicators of situations which individually or 
in combination could lead to a lease being classified as a finance lease.

• As a finance lease, lease payments should be apportioned between the finance 
charge and the reduction of the outstanding liability.

• The finance charge should be allocated to periods during the lease term so as to 
produce a constant periodic rate of interest on the remaining balance of the 
liability for each period.

• As a result, Fat Choy cannot charge all leasing charges to income since the 
leases are classified as finance leases rather than operating leases.

• Although Fat Choy is given the right to cancel the leases, the lessor’s losses 
associated with the cancellation will be borne by Fat Choy. 

• This is indeed one of the HKAS17’s indicators of situations which individually or 
in combination could lead to a lease being classified as a finance lease.

• As a finance lease, lease payments should be apportioned between the finance 
charge and the reduction of the outstanding liability.

• The finance charge should be allocated to periods during the lease term so as to 
produce a constant periodic rate of interest on the remaining balance of the 
liability for each period.

• As a result, Fat Choy cannot charge all leasing charges to income since the 
leases are classified as finance leases rather than operating leases.

AnswersAnswersAnswers
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2. Classification – Lease of L&B

• Lease of land and of buildings are classified
as operating or finance leases

in the same way as leases of other assets
but ……

Building 
only

Building 
only

Land onlyLand only

Lease of land and buildingsLease of land and buildingsLease of landLease of land

Critical change 
and problematic 

area in HK

Critical change Critical change 
and problematic and problematic 

area in HKarea in HK
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Operating 
Lease

Operating 
LeaseLand onlyLand only

2. Classification – Lease of Land

Lease of landLease of land

• Lease of land is classified in the same way as leases of other assets
• However, as land normally has an indefinite economic life
• If title of leasehold land is not expected to pass to the lessee

⇒ Lessee normally does not receive substantially all of the
risks and rewards incidental to the ownership

⇒ In which case the lease of land will be an operating lease
• payment acquiring such leasehold represents

prepaid lease payments
• amortised over the lease term in accordance with

the pattern of benefits provided

Leasehold land
without title pass
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Building 
only

Building 
only

2. Classification – Lease of L&B

Separate 
measurement

(of the land and 
buildings elements)

Separate 
measurement

(of the land and 
buildings elements)

Land onlyLand only

Land and 
Building

Land and 
Building

Lease of land and buildingsLease of land and buildingsLease of landLease of land



16

© 2005-07 Nelson 31

2. Classification – Lease of L&B

Finance
Lease

Finance
Lease

Title passed to
the lessee?

Yes

LandLand

No

BuildingBuilding

Operating 
Lease

Operating 
Lease

Lease of land and buildingsLease of land and buildings

If a lease contains land and buildings
elements

2 elements are considered 
separately for lease classification

If title of both elements is expected to 
pass to the lessee

Both elements are classified as 
finance lease

If title of land or both elements is NOT
expected to pass to the lessee

The land element alone is normally 
classified as an operating lease
The building element is
considered separately
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2. Classification – Lease of L&B

Lease of land and buildingsLease of land and buildings

• To classify and account for a lease of land and buildings
• the minimum lease payments (including any lump-sum upfront payments) 

are allocated between
– the land and
– the buildings elements

• in proportion to the relative fair values of the leasehold interests in the land 
element and buildings element of the lease at the inception of the lease

Building 
only

Building 
only

Land onlyLand only

Relative Fair ValueRelative Fair ValueRelative Fair Value
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2. Classification – Lease of L&B

“The early adoption of HKAS 17 has resulted in a change in accounting 
policy relating to leasehold land.”

“Leasehold land and buildings were previously carried at valuation less 
accumulated depreciation.”

“In accordance with the provisions of HKAS 17, a lease of land and 
building should be split into a lease of land and a lease of building in 
proportion to the relative fair values of the leasehold interests in the 
land element and the building element of the lease at the inception of 
the lease.”

“The lease premium for land is stated at cost and amortised over the 
period of the lease whereas the leasehold building is stated at 
valuation less accumulated depreciation.”

CaseCase

2004 Annual Report, HKEX

© 2005-07 Nelson 34

Effect of adopting HKAS 17 Leases Increase/(Decrease)
Balance sheet as at 31 December 2004 HK$’000
Fixed assets (170,100)
Lease premium for land 95,218
Deferred tax liabilities (19,139)
Revaluation reserves (73,815)
Retained earnings 18,072

Income statement for the year 2004
Increase in premises expenses 548
Decrease in depreciation (1,749)
Increase in taxation 128

Effect of adopting HKAS 17 Leases Increase/(Decrease)
Balance sheet as at 31 December 2004 HK$’000
Fixed assets (170,100)
Lease premium for land 95,218
Deferred tax liabilities (19,139)
Revaluation reserves (73,815)
Retained earnings 18,072

Income statement for the year 2004
Increase in premises expenses 548
Decrease in depreciation (1,749)
Increase in taxation 128

2. Classification – Lease of L&B

From valuation to cost (for land)
• Non-current assets reduced by 

HK$ 75 million

From valuation to cost (for land)
• Non-current assets reduced by 

HK$ 75 million

CaseCase

2004 Annual Report, HKEX



18

© 2005-07 Nelson 35

2. Classification – Lease of L&B

Lease of land and buildingsLease of land and buildings

• If the lease payments cannot be allocated reliably between the 2 
elements
– the entire lease is classified as a finance lease
– unless it is clear that both elements are operating leases,

in which case the entire lease is classified as an operating lease

• For a lease of land and building if the land is immaterial
– The lease may be treated as a single unit and

classified as finance or operating leases

Building 
only

Building 
only

Land onlyLand only
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2. Classification – Lease of L&B
CaseCase

Accounting policy on leased assets as set out in annual report 2005:
• Land held for own use under an operating lease

• where its fair value cannot be measured separately from the fair value of 
a building situated thereon at the inception of the lease,

• is accounted for as being held under a finance lease,
• unless the building is also clearly held under an operating lease.

• For these purposes, the inception of the lease is
• the time that the lease was

• first entered into by the Group, or 
• taken over from the previous lessee, or 

• at the date of construction of those buildings, if later.
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2. Classification – Lease of L&B
CaseCase

Accounting policy on finance lease on properties (annual report 2005):
• On adoption of the deemed cost at the date of Merger (2001), the Group 

made reference to the independent property valuation conducted as at 31 
Aug. 2001 for the purpose of the Merger, which did not split the values of the 
leasehold properties between the land and buildings elements. 

• Any means of subsequent allocation of the valuation of the leasehold 
properties at the date of Merger between the land and buildings elements 
would be notional and therefore would not represent reliable information.

• It is determined that the values of the land and buildings elements of the 
Group’s leasehold properties cannot be reliably split and the leasehold 
properties are treated as finance leases. 

• The Group has also adopted the revaluation model under HKAS 16 by which 
assets held for own use arising under these finance leases are measured at 
fair value less any accumulated depreciation and impairment losses.
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2. Classification – Lease of L&B
CaseCase

Accounting policy on land use right (annual report 2005):
• Land use rights are recognised initially at ‘cost’,

– being the consideration paid for the rights to use and occupy the land.
• Land use rights are amortised

– using the straight-line method to write off the cost over their estimated 
useful lives of 30 to 70 years.

• Land use rights are not separately presented from building, when
– they are acquired together with the building at inception and
– the costs attributable to the land use rights cannot be reasonably 

measured and separated from that of the building.
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2. Classification – Lease of L&B

Finance
Lease

Finance
Lease

Title passed to
the lessee?

Yes

LandLand

No

BuildingBuilding

Operating 
Lease

Operating 
Lease

Lease of land and buildingsLease of land and buildings

Can land and building be 
reliably separated?

No

No

Yes

Minimum lease payment allocated 
in proportion to the relative fair 
values of land and building elements

Minimum lease payment allocated 
in proportion to the relative fair 
values of land and building elements
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2. Classification – Lease of L&B

Entity A

ExampleExample

• paid a land premium 
to lease a land from 
the HKSAR 
government for 50 
years

• paid a land premium 
to lease a land from 
the HKSAR 
government for 50 
years

• then, constructed a 
building on the land 
for own use

• then, constructed a 
building on the land 
for own use

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

Can land and building be 
reliably separated?

Title passed to
the lessee?

LandLand

No

BuildingBuilding

No

Yes

Lease of land and buildingsLease of land and buildings
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Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

2. Classification – Lease of L&B

Entity A

ExampleExample

• paid a land premium 
to lease a land from 
the HKSAR 
government for 50 
years

• paid a land premium 
to lease a land from 
the HKSAR 
government for 50 
years

• then, constructed a 
building on the land 
for own use

• then, constructed a 
building on the land 
for own use

Land premium
• assumed to be the fair value of the land 

and accounted for as an operating lease 
under HKAS 17

• amortised over 50 years
• disclosed separately from the building cost 

as a non-current asset

Land premium
• assumed to be the fair value of the land 

and accounted for as an operating lease 
under HKAS 17

• amortised over 50 years
• disclosed separately from the building cost 

as a non-current asset

Building cost
• accounted for as property, plant and 

equipment under HKAS 16
• carried in accordance with the accounting 

policies adopted for that class of assets 
(either cost model or revaluation model)

Building cost
• accounted for as property, plant and 

equipment under HKAS 16
• carried in accordance with the accounting 

policies adopted for that class of assets 
(either cost model or revaluation model)
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2. Classification – Lease of L&B

Entity A

ExampleExample

• paid a land premium 
to lease a land from 
the HKSAR 
government for 50 
years

• paid a land premium 
to lease a land from 
the HKSAR 
government for 50 
years

• then, constructed a 
building on the land 
for own use

• then, constructed a 
building on the land 
for own use

10 years later, Entity B “acquired” the interest of 
the land and building for own use

At the inception of the lease (of Entity B)
• allocated between the land and the buildings

elements in proportion to the relative fair values
of the leasehold interests in the land element 
and buildings element of the lease

At the inception of the lease (of Entity B)
• allocated between the land and the buildings

elements in proportion to the relative fair values
of the leasehold interests in the land element 
and buildings element of the lease

If NO recent transaction for a similar land
• It may be impossible to reliably identify the 

relative fair value of the land
• Whole lease as a finance lease

If NO recent transaction for a similar land
• It may be impossible to reliably identify the 

relative fair value of the land
• Whole lease as a finance lease

If there is recent transaction for a similar land
• The relative fair value of the land and building 

may be reliably identified
• Land as operating lease under HKAS 17
• Building as PPE under HKAS 16

If there is recent transaction for a similar land
• The relative fair value of the land and building 

may be reliably identified
• Land as operating lease under HKAS 17
• Building as PPE under HKAS 16
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2. Classification – Lease of L&B

Entity A

ExampleExample

• paid a land premium 
to lease a land from 
the HKSAR 
government for 50 
years

• paid a land premium 
to lease a land from 
the HKSAR 
government for 50 
years

• then, constructed a 
building on the land 
for own use

• then, constructed a 
building on the land 
for own use

10 years later, Entity B “acquired” the interest of 
the land and building for own use 

Assuming Entity B “acquired” the property at 
HK$20 million and

A similar land has a fair value of $12M
Construction cost of a similar building is $4M

• HK$ 20M to be separated in proportion to 
the relative fair values of the land and 
building element at the inception of the 
lease, i.e. by HK$ 12M to HK$ 4M

• Then, the separate measurement will result 
in:
Land = HK$15M ($20M ×$12M / $16M)
Building = HK$ 5M ($20M × $ 4M / $16M)

• HK$ 20M to be separated in proportion to 
the relative fair values of the land and 
building element at the inception of the 
lease, i.e. by HK$ 12M to HK$ 4M

• Then, the separate measurement will result 
in:
Land = HK$15M ($20M ×$12M / $16M)
Building = HK$ 5M ($20M × $ 4M / $16M)
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2. Classification – Separation Waived
Exemption from separation measurement of land and building if
• the leasehold land and buildings is classified as an investment property 

(if fulfils HKAS 40), and
• the fair value model is adopted.

Such property interest so classified even under an operating lease
• is accounted for as if it were a finance lease
• the fair value model is used
• In addition, such lease shall still be accounted for as a 

finance lease continuously, even if a subsequent event 
changes the nature of the lessee’s property interest so 
that it is no longer classified as investment property, 
examples include
– transferred from investment property to owner-

occupied property (at a deemed cost equal to its fair 
value at the date of change in use); or

– grants a finance lease (sublease) to an unrelated 
third party.
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Today’s Agenda

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

After a proper classification is made from the 
lessee’s view …...
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3. Lessees’ Financial Statements

• At lease commencement, lessees shall recognise 
finance leases as assets and liabilities in their 
balance sheets at amounts equal to
a) the fair value of the leased property, or
b) if lower, the present value of the minimum lease 

payments,
each determined at the inception of the lease.

• The discount rate to be used in calculating the 
present value of the minimum lease payments is
– the interest rate implicit in the lease, if this is 

practicable to determine;
– if not, the lessee's incremental borrowing rate shall be 

used.
• Any initial direct costs of the lessee are added to the 

amount recognised as an asset. 

Finance
Lease

Finance
Lease

Initial 
Recognition and 
Measurement
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3. Lessees’ Financial Statements

• Minimum lease payments shall be apportioned 
between
a) the finance charge and
b) the reduction of the outstanding liability.

• Finance charge allocated to each period during the 
lease
– so as to produce a constant periodic rate of interest

on the remaining balance of the liability.
• Contingent rents charged as expenses in the 

periods in which they are incurred.

Finance
Lease

Finance
Lease

Subsequent 
Measurement

• Contingent rent is that portion of the lease payments
– that is not fixed in amount
– but is based on the future amount of a factor that changes other than with 

the passage of time
e.g. percentage of future sales, amount of future use, future price indices, 
future market rates of interest

• Contingent rent is that portion of the lease payments
– that is not fixed in amount
– but is based on the future amount of a factor that changes other than with 

the passage of time
e.g. percentage of future sales, amount of future use, future price indices, 
future market rates of interest
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3. Lessees’ Financial Statements

• A finance lease gives rise to
– depreciation expense for depreciable assets as 

well as
– finance expense for each accounting period

• The depreciation policy for depreciable leased assets
– consistent with that for depreciable assets that 

are owned, and
– the depreciation recognised shall be calculated 

in accordance with HKAS 16 and HKAS 38
• If there is no reasonable certainty that the lessee will 

obtain ownership by the end of the lease term
– the asset shall be fully depreciated over the 

shorter of
• the lease term and
• its useful life

Finance
Lease

Finance
Lease

Subsequent 
Measurement
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3. Lessees’ Financial Statements

• In addition to meeting the requirements of HKAS 32, the 
following disclosures for finance leases:
a) for each class of asset, the net carrying amount at the 

balance sheet date.
b) a reconciliation between the total of future minimum lease 

payments at the balance sheet date, and their present 
value. In addition, an entity shall disclose the total of 
future minimum lease payments at the balance sheet 
date, and their present value, for each of the following 
periods:

i) not later than one year;
ii) later than one year and not later than five years;
iii) later than five years.

c) contingent rents recognised as an expense in the period.
d) the total of future minimum sublease payments expected 

to be received under non-cancellable subleases at the 
balance sheet date.

e) a general description of the lessee’s material leasing 
arrangements.

Finance
Lease

Finance
Lease

Disclosures
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3. Lessees’ Financial Statements

Medecins Sans Frontieres (International 
Financial Report 2004):

• Assets acquired under long-term finance 
leases are capitalized and recorded in the 
statement of financial position (i.e. balance 
sheet) as tangible fixed assets. 

• They are depreciated over the shorter of 
their estimated useful life and the lease term.

• The associated obligations are included in 
financial debts.

CaseCase



26

© 2005-07 Nelson 51

3. Lessees’ Financial Statements

Accounting policy on fixed assets (annual report 
2004/05):

• Major items of expenditure representing leasehold 
improvements and computer development are 
depreciated on a straight line basis over three years.

• Other fixed assets are written off in the year of 
purchase.

CaseCase
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3. Lessees’ Financial Statements

• Lease payments under an operating lease
– shall be recognised as an expense on a 

straight-line basis over the lease term
– unless another systematic basis is more 

representative of the time pattern of the user’s 
benefit

Operating 
Lease

Operating 
Lease

Recognition 
(Initial and 
Subsequent)
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3. Lessees’ Financial Statements

Operating 
Lease

Operating 
Lease

• Lessees shall, in addition to meeting the requirements of 
HKAS 32, make the following disclosures for operating 
leases:
a) the total of future minimum lease payments under non-

cancellable operating leases for each of the following 
periods:
i) not later than one year;
ii) later than one year and not later than five years;
iii) later than five years.

b) the total of future minimum sublease payments
expected to be received under non-cancellable 
subleases at the balance sheet date.

c) lease and sublease payments recognised as an 
expense in the period, with separate amounts for 
minimum lease payments, contingent rents, and 
sublease payments.

d) a general description of the lessee’s significant leasing 
arrangements.

Disclosures
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3. Lessees’ Financial Statements

• ABC Limited has signed a 5 years contract to lease a new office from 
2007 to 2011 with a monthly rental payment of $20,000.

• ABC is granted with a rent-free period of 6 months in 2007.

• For the year end 31 December 2007, ABC paid rental of $120,000 and 
charged it to the income statement.

• Discuss and calculate the rental expenses for 2007.

ExampleExample
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3. Lessees’ Financial Statements

• HKAS 17 requires that lease payments under an operating lease shall 
be recognised as an expense on a straight-line basis over the lease 
term.

• The payment made by ABC in 2007 only represents the cash flow 
($120,000) and the lease expense for 2007 should be:

$20,000 x (60 months – 6 months) ÷ 5 years = $216,000.
• In other words, a payable would be accounted for in the financial 

statements of 2007 as follows:

Dr. Payable 120,000
Cr. Cash 120,000

Being cash rental paid during 2007

Dr. Income statement 216,000
Cr. Payable 216,000

Being the rental charges for 2007

• HKAS 17 requires that lease payments under an operating lease shall 
be recognised as an expense on a straight-line basis over the lease 
term.

• The payment made by ABC in 2007 only represents the cash flow 
($120,000) and the lease expense for 2007 should be:

$20,000 x (60 months – 6 months) ÷ 5 years = $216,000.
• In other words, a payable would be accounted for in the financial 

statements of 2007 as follows:

Dr. Payable 120,000
Cr. Cash 120,000

Being cash rental paid during 2007

Dr. Income statement 216,000
Cr. Payable 216,000

Being the rental charges for 2007

AnswersAnswersAnswers
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3. Lessees’ Financial Statements

• HK(SIC) Interpretation 15 “Operating Leases – Incentives” also 
clarifies that:
– All incentives for the agreement of a new or renewed 

operating lease shall be recognised as an integral part of the 
net consideration agreed for the use of the leased asset, 
• irrespective of the incentive's nature or form or the timing of 

payments ……
– The lessee shall recognise the aggregate benefit of 

incentives as a reduction of rental expense over the lease 
term, on a straight-line basis
• unless another systematic basis is representative of the time 

pattern of the lessee's benefit from the use of the leased asset.
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3. Lessees’ Financial Statements

Accounting policy on leased assets (annual report 2004):
• Leases where substantially all the risks and rewards of ownership of 

assets remain with the leasing company are accounted for as 
operating leases. 

• Payments made under operating leases net of any incentives 
received from the leasing company are

– charged to the income and expenditure account on a straight-
line basis over the lease period.

CaseCase
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3. Lessees’ Financial Statements

Accounting policy on leased assets (annual report 2004/05):
• Leases of assets under which the lessor has not transferred all the 

risks and benefits of ownership are classified as operating leases.
• Where the Chest has the use of assets under operating leases, 

payments made under the leases are charged to the Income and 
Expenditure Statement in equal installments over the accounting 
periods covered by the lease term,

– except where an alternative basis is more representative of the 
pattern of benefits to be derived from the leased asset.

CaseCase
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3. Lessees’ Financial Statements

• CPL has estimated that 
– a machine with a market value of $5 million will be required, and 
– it is expected to have a resale value of $1 million. 
– this represents a fair estimate of the market value of the machine at the end 

of the project’s 5-year life.
– this machine is popular in Taiwan and it has a normal useful life of 6 years.

• Alternatively, CPL could lease the machine
– for 5 equal annual payments of $1,050,000 commencing immediately and 

payable at the beginning of each year. 
– The machine has to be returned to the lessor at the end of the lease period.

• Discuss the proper accounting treatment for the lease (by assuming 
implicit interest rate at 10%).

(CPA QP 02 adapted)

ExampleExample
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3. Lessees’ Financial Statements

• The accounting treatment of leases has significant impact on the
balance sheet. 

• With only minimal disclosure, leasing used to be attractive to certain 
firms as an “off-balance sheet” method of financing.

• Then came the HKAS 17 with an explicit ruling that called for the 
capitalisation on the balance sheet of certain types of leases.

• In essence, SSAP 14 says that if the lessee acquires substantially all of 
the risks and benefits associated with the leased asset, then the value of 
the asset, along with the corresponding lease obligation, must be shown 
on the balance sheet.

• Leases that conform in principle to this definition are called finance 
leases. 

• Whether a lease is a finance lease or an operating lease depends on the 
substance of the transaction rather than the form of the contract.

• The accounting treatment of leases has significant impact on the
balance sheet. 

• With only minimal disclosure, leasing used to be attractive to certain 
firms as an “off-balance sheet” method of financing.

• Then came the HKAS 17 with an explicit ruling that called for the 
capitalisation on the balance sheet of certain types of leases.

• In essence, SSAP 14 says that if the lessee acquires substantially all of 
the risks and benefits associated with the leased asset, then the value of 
the asset, along with the corresponding lease obligation, must be shown 
on the balance sheet.

• Leases that conform in principle to this definition are called finance 
leases. 

• Whether a lease is a finance lease or an operating lease depends on the 
substance of the transaction rather than the form of the contract.

AnswersAnswersAnswers
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3. Lessees’ Financial Statements

• Examples of situations, which would normally lead to a lease being 
classified as a finance lease, are:
a) the lease transfers ownership of the asset to the lessee by the end of the 

lease term. This transfer of ownership is not found in this case.
b) the lessee has the option to purchase the asset at a price, which is expected 

to be sufficiently lower than the fair value at the date the option becomes 
exercisable. This option to purchase is not found in this case.

c) the lease term is for the major part of the economic life of the asset even if 
title is not transferred. In this case, the lease term is 5 years, which is about 
83% of the total economic useful life (6 years). It is difficult for CPL to argue 
that the lease term is not for the major part of the economic life of the asset.

d) at the inception of the lease the present value of the minimum lease 
payments amounts to substantially all of the fair value of the leased asset. 
Then, we have to determine the present value of the minimum lease 
payments (in the following slides).

e) the leased assets are of a specialised nature such that only the lessee can 
use them without major modifications being made. As the machine is 
popular, this shows that it may not be of a specialised nature.

• Examples of situations, which would normally lead to a lease being 
classified as a finance lease, are:
a) the lease transfers ownership of the asset to the lessee by the end of the 

lease term. This transfer of ownership is not found in this case.
b) the lessee has the option to purchase the asset at a price, which is expected 

to be sufficiently lower than the fair value at the date the option becomes 
exercisable. This option to purchase is not found in this case.

c) the lease term is for the major part of the economic life of the asset even if 
title is not transferred. In this case, the lease term is 5 years, which is about 
83% of the total economic useful life (6 years). It is difficult for CPL to argue 
that the lease term is not for the major part of the economic life of the asset.

d) at the inception of the lease the present value of the minimum lease 
payments amounts to substantially all of the fair value of the leased asset. 
Then, we have to determine the present value of the minimum lease 
payments (in the following slides).

e) the leased assets are of a specialised nature such that only the lessee can 
use them without major modifications being made. As the machine is 
popular, this shows that it may not be of a specialised nature.

AnswersAnswersAnswers
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3. Lessees’ Financial Statements

• Since CPL has not guaranteed any residual value, the present value of 
minimum lease payments:
$1,050,000 x 4.1698 = $4,378,290
where 4.1698 is the total of discount factor of 10% for 5 years.

• When compared to the fair value, 4,378,290 / 5,000,000 = 87.57%.
• Although it is slightly less than 90%, it still seems difficult for CPL to 

argue that the present value of the minimum lease payments does not 
amount to substantially all of the fair value of the leased asset.

• Since the lease term is for the major part (83%) of the economic life of 
the asset and the present value of the minimum lease payments 
amounts to a substantial portion of the fair value (87.57%) of the leased 
asset, it is difficult for CPL to argue that they have not acquired 
substantially all of the risks and benefits associated with the machine.

• Thus the value of the asset ($4,378,290) along with the corresponding 
lease obligation should be shown on the balance sheet.

• Since CPL has not guaranteed any residual value, the present value of 
minimum lease payments:
$1,050,000 x 4.1698 = $4,378,290
where 4.1698 is the total of discount factor of 10% for 5 years.

• When compared to the fair value, 4,378,290 / 5,000,000 = 87.57%.
• Although it is slightly less than 90%, it still seems difficult for CPL to 

argue that the present value of the minimum lease payments does not 
amount to substantially all of the fair value of the leased asset.

• Since the lease term is for the major part (83%) of the economic life of 
the asset and the present value of the minimum lease payments 
amounts to a substantial portion of the fair value (87.57%) of the leased 
asset, it is difficult for CPL to argue that they have not acquired 
substantially all of the risks and benefits associated with the machine.

• Thus the value of the asset ($4,378,290) along with the corresponding 
lease obligation should be shown on the balance sheet.

AnswersAnswersAnswers
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3. Lessees’ Financial Statements

• Lease payments ($1,050,000) should be apportioned between the 
finance charge and the reduction of the outstanding obligation.

• For example, at the end of year 1, $332,829 should be allocated to the 
finance charge and the balance ($717,171) should be regarded as the 
reduction of the outstanding obligation.

Year Principal Payment Outstanding 10% Balance c/f
1 4,378,290 1,050,000 3,328,290 332,829 3,661,119
2 3,661,119 1,050,000 2,611,119 261,112 2,872,231
3 2,872,231 1,050,000 1,822,231 182,223 2,004,454
4 2,004,454 1,050,000 954,454 95,546 1,050,000
5 1,050,000 1,050,000 0 0

• Lease payments ($1,050,000) should be apportioned between the 
finance charge and the reduction of the outstanding obligation.

• For example, at the end of year 1, $332,829 should be allocated to the 
finance charge and the balance ($717,171) should be regarded as the 
reduction of the outstanding obligation.

Year Principal Payment Outstanding 10% Balance c/f
1 4,378,290 1,050,000 3,328,290 332,829 3,661,119
2 3,661,119 1,050,000 2,611,119 261,112 2,872,231
3 2,872,231 1,050,000 1,822,231 182,223 2,004,454
4 2,004,454 1,050,000 954,454 95,546 1,050,000
5 1,050,000 1,050,000 0 0

AnswersAnswersAnswers
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3. Lessees’ Financial Statements

• This finance lease will give rise to a depreciation expense for the asset 
as well as a finance expense for each accounting period.

• The depreciation policy for leased assets should be consistent with that 
for depreciable assets which are owned, and the depreciation 
recognised should be calculated on the basis set out in HKAS 16 
"Property, plant and equipment". 

• If there is no reasonable certainty that the lessee will obtain ownership 
by the end of the lease term, the asset should be fully depreciated over 
the shorter of the lease term or its useful life,
– thus a depreciation expense of $4,378,290 / 5 years = $875,658 will be 

recognised over the 5 years.

• This finance lease will give rise to a depreciation expense for the asset 
as well as a finance expense for each accounting period.

• The depreciation policy for leased assets should be consistent with that 
for depreciable assets which are owned, and the depreciation 
recognised should be calculated on the basis set out in HKAS 16 
"Property, plant and equipment". 

• If there is no reasonable certainty that the lessee will obtain ownership 
by the end of the lease term, the asset should be fully depreciated over 
the shorter of the lease term or its useful life,
– thus a depreciation expense of $4,378,290 / 5 years = $875,658 will be 

recognised over the 5 years.

AnswersAnswersAnswers
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3. Lessees’ Financial Statements

• Inventure has paid an initial payment of $200,000 as a deposit 
under an operating lease.

• The payment
– has been capitalised as a non-current tangible asset and

– is to be amortised over the 5 year life of the operating lease.

• The initial payment
– has substantially reduced the annual rental expense to $100,000 per 

annum.

• Discuss the nature and acceptability of the above accounting 
practice, advising the directors on the correct accounting 
treatment or actions that they should take.

(ACCA 02 Dec)

ExampleExample
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3. Lessees’ Financial Statements

• HKAS 17 requires that operating lease rentals are charged to the income 
statement on a straight line basis over the lease term irrespective of 
when payments are due.

• A large up-front payment by the lessee should be allocated to the period 
over which the benefit is gained.  

• The prepayment of the operating lease rental should be regarded as a 
prepaid lease payments and not as a non-current tangible asset.  

• It should not be included in depreciation at a figure of $40,000
($200,000 ÷ 5) but should be included in rental expense at this figure.

• Comparability will be affected if the classification of the premium results 
in high amortisation and low rental expense, especially if earnings before 
interest, tax, depreciation and amortisation is being used as a 
performance measure.

• HKAS 17 requires that operating lease rentals are charged to the income 
statement on a straight line basis over the lease term irrespective of 
when payments are due.

• A large up-front payment by the lessee should be allocated to the period 
over which the benefit is gained.  

• The prepayment of the operating lease rental should be regarded as a 
prepaid lease payments and not as a non-current tangible asset.  

• It should not be included in depreciation at a figure of $40,000
($200,000 ÷ 5) but should be included in rental expense at this figure.

• Comparability will be affected if the classification of the premium results 
in high amortisation and low rental expense, especially if earnings before 
interest, tax, depreciation and amortisation is being used as a 
performance measure.

AnswersAnswersAnswers
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Today’s Agenda

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

4. Lessors’ Financial Statements

Finance
Lease

Finance
Lease

Operating 
Lease

Operating 
Lease

After a proper classification is made from the 
lessor’s view …...
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4. Lessors’ Financial Statements

Lessors shall
a) recognise assets held under a finance lease in 

their balance sheets and
b) present them as a receivable at an amount equal 

to the net investment in the lease. 
– Net investment in the lease is

• the gross investment in the lease discounted at 
the interest rate implicit in the lease.

– Gross investment in the lease is the aggregate of:
a) the minimum lease payments receivable by the 

lessor under a finance lease, and
b) any unguaranteed residual value accruing to 

the lessor
– Unguaranteed residual value is that portion of the 

residual value of the leased asset, the realisation of 
which by the lessor is not assured or is guaranteed 
solely by a party related to the lessor.

Initial 
Recognition and 
Measurement

Finance
Lease

Finance
Lease
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4. Lessors’ Financial Statements

• The recognition of finance income
– shall be based on a pattern reflecting a constant 

periodic rate of return on the lessor's net 
investment in the finance lease

Subsequent 
Measurement

Finance
Lease

Finance
Lease
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4. Lessors’ Financial Statements

• Manufacturer or dealer lessors
– shall recognise selling profit or loss in the 

period, in accordance with the policy followed 
by the entity for outright sales.

• If artificially low rates of interest are quoted
– selling profit shall be restricted to that which 

would apply if a market rate of interest were 
charged.

• Costs incurred by manufacturer or dealer lessors in 
connection with negotiating and arranging a lease
– shall be recognised as an expense when the 

selling profit is recognised. 

Leases for 
Manufacturer or 
Dealer Lessors

Finance
Lease

Finance
Lease
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4. Lessors’ Financial Statements

Lessors shall, in addition to meeting the requirements 
in HKAS 32, disclose the following for finance leases:
a) a reconciliation between the gross investment in the 

lease at the balance sheet date, and the present value of 
minimum lease payments receivable at the balance sheet 
date. In addition, an entity shall disclose the gross 
investment in the lease and the present value of 
minimum lease payments receivable at the balance sheet 
date, for each of the following periods:
i) not later than one year;
ii) later than one year and not later than five years;
iii) later than five years.

b) unearned finance income.
c) the unguaranteed residual values accruing to the benefit 

of the lessor.
d) the accumulated allowance for uncollectible minimum 

lease payments receivable.
e) contingent rents recognised as income in the period.
f) a general description of material leasing arrangements

Disclosures

Finance
Lease

Finance
Lease
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4. Lessors’ Financial Statements

• Lessors shall present assets subject to operating 
leases in their balance sheets according to the nature 
of the asset.

• Lease income from operating leases
– shall be recognised in income on a straight-line 

basis over the lease term
– unless another systematic basis is more 

representative of the time pattern in which use 
benefit derived from the leased asset is 
diminished

Operating 
Lease

Operating 
Lease

Recognition 
(Initial and 
Subsequent)
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4. Lessors’ Financial Statements

• Initial direct costs incurred by lessors
– shall be added to the carrying amount of the 

leased asset and
– recognised as an expense over the lease term on 

the same basis as the lease income
• Depreciation policy for depreciable leased assets

– shall be consistent with the lessor’s normal 
depreciation policy

– depreciation shall be calculated in accordance 
with HKAS 16 and 38

Operating 
Lease

Operating 
Lease

Recognition 
(Initial and 
Subsequent)
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4. Lessors’ Financial Statements

• Lessors shall, in addition to meeting the requirements 
of HKAS 32, disclose the following for operating 
leases:
a) the future minimum lease payments under non-

cancellable operating leases in the aggregate and for 
each of the following periods:
i) not later than one year;
ii) later than one year and not later than five years;
iii) later than five years.

b) total contingent rents recognised as income in the 
period.

c) a general description of the lessor’s leasing 
arrangements. Operating 

Lease
Operating 

Lease

Disclosures



38

© 2005-07 Nelson 75

Today’s Agenda

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

4. Lessors’ Financial Statements

5. Sale and Leaseback Transactions

© 2005-07 Nelson 76

If a sale and leaseback transaction results inIf a sale and leaseback transaction results in

5. Sale and Leaseback Transactions

• Any excess of sales proceeds over the carrying amount
– shall not be immediately recognised as income by a seller-lessee

• Instead, it shall be deferred and amortised over the lease term

Finance
Lease

Finance
Lease
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If a sale and leaseback transaction results inIf a sale and leaseback transaction results in

5. Sale and Leaseback Transactions

• The asset’s Sales Price is compared with its Fair Value

Sales Price = Fair ValueSales Price = Fair Value

Sales Price < Fair ValueSales Price < Fair Value

Sales Price > Fair ValueSales Price > Fair Value

• Profit / loss shall be recognised immediately

• Profit / loss shall be recognised immediately
except that:
If the loss is compensated by future lease 
payments at below market price
⇒The loss shall be deferred and 

amortised in proportion to the lease 
payments over the period for which the 
asset is expected to be used.

• The excess over fair value shall be deferred 
and amortised over the period for which the 
asset is expected to be used

Operating 
Lease

Operating 
Lease
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If a sale and leaseback transaction results inIf a sale and leaseback transaction results in

5. Sale and Leaseback Transactions

• If the Fair Value at the time of a sale and leaseback transaction is less 
than the Carrying Amount of the asset

Fair Value < Carrying AmountFair Value < Carrying Amount

• a loss equal to the amount of the difference between the carrying 
amount and fair value shall be recognised immediately

• The asset’s Sales Price is compared with its Fair Value

Operating 
Lease

Operating 
Lease
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5. Sale and Leaseback Transactions

Disclosure in respect of sale and leaseback transactions
• Disclosure requirements for lessees and lessors apply equally to 

sale and leaseback transactions.
• The required description of material leasing arrangements leads 

to disclosure of unique or unusual provisions of the agreement or 
terms of the sale and leaseback transactions.

• Sale and leaseback transactions may trigger the separate 
disclosure criteria in HKAS 1 Presentation of Financial 
Statements.
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Today’s Agenda

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

4. Lessors’ Financial Statements

5. Sale and Leaseback Transactions

6. Transitional Provisions
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6. Transitional Arrangements

The adoption of HKAS 17 represents a change in accounting policy.
HKAS 17 requires:

An entity that has previously applied SSAP 14 (revised 2000) shall 
apply the amendments made by HKAS 17 retrospectively for all leases

Retrospective 
Application

Retrospective 
Application

⇒ as if that policy had always been applied
⇒ restate opening balance of retained earnings
⇒ restate comparative figures
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6. Transitional Arrangements

(announcement on 28.04.2005)

• Under HKAS 17 Leases, land use right in the 
PRC
– is no longer accounted for as PPE
– instead, it is

• reclassified as other assets – long-term 
prepayment of lease

• which is stated at cost and
• recognised as an expense on a straight-

line basis over the lease term
• This policy was adopted by the Group from 1 

Jan. 2005 and applied retrospectively.

Retrospective 
Application

Retrospective 
Application

CaseCase
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Today’s Agenda

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

4. Lessors’ Financial Statements

5. Sale and Leaseback Transactions

6. Transitional Provisions

7. HK Interpretation 4

© 2005-07 Nelson 84

A new locally developed interpretations was also issued in May 2005
• HK Interpretation 4 Leases – Determination of the Length of Lease 

Term in respect of Hong Kong Land Leases (HK-Int. 4)

7. HK Interpretation 4

Clarified
how the length of the lease term of a
HK land lease should be determined
• for the purpose of applying

the amortisation requirements
under HKAS 16 and 17

Have a review on such requirement 
on HKAS 16 and 17 first ……
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In HKAS 16
• In the case where the entire lease is classified as 

a finance lease
– the related leasehold property interest can be 

accounted for using the cost or valuation 
model under HKAS 16 if such property 
interest meets the definition of PPE under 
HKAS 16. 

• Under the cost or valuation model in HKAS 16, 
the depreciable amount of that leasehold 
property interest should be allocated on a 
systematic basis over its useful life
– Lease Term would normally provide an 

indication of the useful life of that property 
interest

7. HK Interpretation 4 vs. HKAS 16

© 2005-07 Nelson 86

In HKAS 17
• Lease payments under an operating lease shall be

recognised as an expense on a straight-line basis over
the Lease Term (unless another systematic basis is more representative 

of the time pattern of the user’s benefit)

7. HK Interpretation 4 vs. HKAS 17

Lease Term is defined as the non-cancellable period for which
• the lessee has contracted to lease the asset
• together with any further terms

– for which the lessee has the option to continue to
lease the asset, with or without further payment,

– when at the inception of the lease it is reasonably
certain that the lessee will exercise the option.

Lessee has 
the option
Lessee has 
the option

At the 
inception
At the 
inception
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At the 
inception
At the 
inception

Lessee has 
the option
Lessee has 
the option

7. HK Interpretation 4 – Conclusion

HK-Int. 4 further interprets that:
• For the purpose of applying the amortisation 

requirements under HKAS 16 and 17
– the lease term of a HK land lease shall be 

determined by reference to the legal form and 
status of the lease

– renewal of a lease is assumed only when
• the lessee has a renewal option

and
• it is reasonably certain at the inception of the lease

that the lessee will exercise the option.

Options for extending the lease term that are not at the 
discretion of the lessee shall not be taken into account by 
the lessee in determining the lease term.

Options for extending the lease term that are not at the 
discretion of the lessee shall not be taken into account by 
the lessee in determining the lease term.

Further ……
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At the 
inception
At the 
inception

Lessee has 
the option
Lessee has 
the option

7. HK Interpretation 4 – Conclusion

As a result (HK-Int. 4 also specifically stated)
• Lessees shall not assume that the lease term of a HK 

land lease will be extended for a further 50 years, or any 
other period
– while the HKSAR Government retains the sole 

discretion as to whether to renew
• Any general intention to renew certain types of property 

leases expressed by the HKSAR Government
– is not sufficient grounds for a lessee to include such 

extensions in the determination of the lease term for 
amortisation

Options for extending the lease term that are not at the 
discretion of the lessee shall not be taken into account by 
the lessee in determining the lease term.

Options for extending the lease term that are not at the 
discretion of the lessee shall not be taken into account by 
the lessee in determining the lease term.
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7. HK Interpretation 4 – Conclusion

• For the leases in the New Territories expiring shortly before 30 June 
2047

The legal limit in these leases shall be assumed to be the maximum lease 
term

• For those leases which extend beyond 30 June 2047 (e.g. those with an 
original lease term of 999 years)

Lessees shall assume that any legal rights under the leases that extend the 
lease term to beyond 30 June 2047 will be protected for the full duration of 
the lease in the absence of any indication to the contrary

Options for extending the lease term that are not at the 
discretion of the lessee shall not be taken into account by 
the lessee in determining the lease term.

Options for extending the lease term that are not at the 
discretion of the lessee shall not be taken into account by 
the lessee in determining the lease term.

ExampleExample
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7. HK Interpretation 4 – Transitions

HK Interpretation 4
• becomes effective on 24 May 2005.
• any changes resulting from applying Interpretation 4 

shall be accounted for either
• as a change in an accounting policy in 

accordance with HKAS 8 Accounting Policies, 
Changes in Accounting Estimates and Errors or

• prospectively over the remaining lease term.
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Today’s Agenda

1. Objective and Scope

2. Classification of Leases
• Classification of Land and Buildings

3. Lessees’ Financial Statements

4. Lessors’ Financial Statements

5. Sale and Leaseback Transactions

6. Transitional Provisions

7. HK Interpretation 4

8. Implementation Issues
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8. Leases – Implementation Issues

Can the lease of land and 
building be reliably separated?

Cannot be 
reliably separated

Reliably 
separated

say, “buy” a flat on 2nd 
hand market in HK

e.g. lease a land and then 
construct a building there

HKEx has reliably allocated the lease payments 
between land and building!
Can all companies do that on all leases?
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8. Leases – Implementation Issues

Can the lease of land and 
building be reliably separated?

Cannot be 
reliably separated

Reliably 
separated

Land and 
Building

Land and 
Building

Finance
Lease

Finance
Lease

Revaluation 
Model

Revaluation Revaluation 
ModelModel

Cost
Model
CostCost

ModelModel

The entire lease is accounted for as a 
finance lease (under HKAS 17)
Management can choose either one 
of the followings (in accordance with 
HKAS 16)
• Cost Model
• Revaluation Model

The entire lease is accounted for as a 
finance lease (under HKAS 17)
Management can choose either one 
of the followings (in accordance with 
HKAS 16)
• Cost Model
• Revaluation Model

© 2005-07 Nelson 94

8. Leases – Implementation Issues

Can the lease of land and 
building be reliably separated?

Cannot be 
reliably separated

Reliably 
separated

LandLandBuildingBuilding

Finance
Lease

Finance
Lease

Revaluation 
Model

Revaluation Revaluation 
ModelModel

Cost
Model
CostCost

ModelModel

Operating 
Lease

Operating 
Lease

At CostAt CostAt Cost

Land (no choice as under an 
operating lease)
• Prepaid lease payments (i.e. 

cost) amortised over lease term

Land (no choice as under an 
operating lease)
• Prepaid lease payments (i.e. 

cost) amortised over lease term

Building: management can choose 
between (in accordance with
HKAS 16)
• Cost Model or
• Revaluation Model

Building: management can choose 
between (in accordance with
HKAS 16)
• Cost Model or
• Revaluation Model
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8. Leases – Implementation Issues

Finance
Lease

Finance
Lease

LandLandBuildingBuilding

Operating 
Lease

Operating 
Lease

Can the lease of land and 
building be reliably separated?

Cannot be 
reliably separated

Reliably 
separated

Land and 
Building

Land and 
Building

Finance
Lease

Finance
Lease

Revaluation 
Model

Revaluation Revaluation 
ModelModel

Cost
Model
CostCost

ModelModel
Revaluation 

Model
Revaluation Revaluation 

ModelModel
Cost

Model
CostCost

ModelModel At CostAt CostAt Cost

© 2005-07 Nelson 96

8. Leases – Implementation Issues

Finance
Lease

Finance
Lease

BuildingBuilding

Can the lease of land and 
building be reliably separated?

Reliably 
separated

Revaluation 
Model

Revaluation Revaluation 
ModelModel

How can we revalue a building 
alone without considering the 
land?

How can we revalue a building 
alone without considering the 
land?
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8. Leases – Implementation Issues

As stated previously:
“The lease premium for land is stated at cost and amortised over the 

period of the lease whereas the leasehold building is stated at 
valuation less accumulated depreciation.” 2004 Annual Report, HKEX

(28 Feb. 2005)

Finance
Lease

Finance
Lease

Revaluation 
Model

Revaluation Revaluation 
ModelModel

CaseCase
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Finance
Lease

Finance
Lease

Revaluation 
Model

Revaluation Revaluation 
ModelModel

HKAS 16 (para. 33) states:
If there is no market-based evidence of fair value because of
• the specialised nature of the item of PPE and
• the item is rarely sold, except as part of a continuing business,
an entity may need to estimate fair value using

• an income or
• a depreciated replacement cost approach.

HKAS 16 (para. 33) states:
If there is no market-based evidence of fair value because of
• the specialised nature of the item of PPE and
• the item is rarely sold, except as part of a continuing business,
an entity may need to estimate fair value using

• an income or
• a depreciated replacement cost approach.

8. Leases – Implementation Issues

“The building component of owner-occupied leasehold properties are 
stated at valuation less accumulated depreciation.  Fair value is 
determined by the Directors based on independent valuations which 
are performed periodically.”

“The valuations are on the basis of depreciated replacement cost.”
“Depreciated replacement cost is used as open market value cannot be 

reliably allocated to the building component.” 2004 Annual Report, HKEX

CaseCase
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“Freehold land and buildings, and the building component of 
owner-occupied leasehold properties are stated at valuation.”

“Independent valuations are performed every three years on an 
open market basis and, in the case of the building 
component of leasehold properties, on the basis of 
depreciated replacement cost.

“Freehold land and buildings, and the building component of 
owner-occupied leasehold properties are stated at valuation.”

“Independent valuations are performed every three years on an 
open market basis and, in the case of the building 
component of leasehold properties, on the basis of 
depreciated replacement cost.”

2003 Annual Report, Jardines Group

8. Leases – Implementation Issues

What is depreciated replacement cost?

Finance
Lease

Finance
Lease

Revaluation 
Model

Revaluation Revaluation 
ModelModel

CaseCase
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8. Leases – Implementation Issues

International Valuation Guidance Note No. 8 defines
Depreciated replacement cost
• The current cost of reproduction or replacement of 

an asset
Less: deductions for physical deterioration and 

all relevant forms of obsolescence and 
optimisation.

• It is an application of the cost approach used in 
assessing the value of specialised assets for 
financial reporting purposes, where direct market 
evidence is limited.

• As an application of the cost approach, it is based 
on the principle of substitution.

Replacement CostReplacement Cost

Less: DepreciationLess: Depreciation

What is depreciated replacement cost?
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At the 
inception
At the 
inception

Lessee has 
the option
Lessee has 
the option

8. Leases – Implementation Issues

Remember this slide …… and 
HK-Int. 4 further interprets that:

• For the purpose of applying the amortisation 
requirements under HKAS 16 and 17
– the lease term of a HK land lease shall be 

determined by reference to the legal form and 
status of the lease

– renewal of a lease is assumed only when
• the lessee has a renewal option

and
• it is reasonably certain at the inception of the lease

that the lessee will exercise the option.

Options for extending the lease term that are not at the 
discretion of the lessee shall not be taken into account by 
the lessee in determining the lease term.

Options for extending the lease term that are not at the 
discretion of the lessee shall not be taken into account by 
the lessee in determining the lease term.

Further ……

CaseCase
• Assume you have a property 

“purchased” in 1977 and land 
search sets out that lease term is 
99 years from 1898 ……

• What is the lease term to you?

• Assume you have a property 
“purchased” in 1977 and land 
search sets out that lease term is 
99 years from 1898 ……

• What is the lease term to you?
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Leases
(HKAS 17) 23 January 2007

Nelson LamNelson Lam 林智遠林智遠
nelson@nelsoncpa.com.hk
www.nelsoncpa.com.hk
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