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At the end of the sublease period,
the entity has the r~.~.~{~nt~ buy
back the rights from(·~~~ Investor
under a purchase option. ,If .
the entity does not exercise Its
purchase option. there are several
options available to the investor.

rewards incident to the ownership of the
underlying asset are the same as before the
arrangement (first indicator in paragraph 5 of
SIC 27 (AC 427)). The lease component of this
series of transactions may not be accounted
for in terms of lAS 17 (AC 105), as no right to
use the asset is conveyed. The substance of
the arrangement is that no transaction has
occurred, and consequently, no transactions
are recorded.

sale-and-/easeback transactions not entered
into to obtain financing

Example

Under such a scenario, Entity A might lease
an asset under an operating lease to Entity
Band obtain a loan from a financier (by
using the asset as collateral). Subsequent to
these two transactions (the lease and the
financing), Entity A enters into aseries of
transactions which need to be considered in
terms of SIC 27 (AC 427).

Entity A sells the asset (subject to the lease
and the loan) to a trust, and in order to meet
its obligations under the lease arrangement
with Entity B, leases the same asset back
from the trust. Entity A also concurrently EI

from the investor under a purchase option.
If the entity does not exercise its purchase
option, there are several options available
to the investor, under each of which the
investor receives a minimum return on the
investment in the head lease.

Application ofSIC 27 (Ae 427)

As discussed earlier, the three indicators
listed in SIC 27 (AC 427)§05 may individually
demonstrate that an arrangement is, in
substance, not a lease arrangement. In
this scenario, however, at least two of the
indicators are present, and are discussed
below.

The first indicator set out in SIC 27 (AC
427)§05 applies to this series of transactions,
because the entity retains all the risks
and rewards incident to ownership of the
underlying asset and enjoys substantially
the same rights to its use as before the
arrangement. This is as a result of the fact
that the entity still retains the right to use
the asset during and after the sublease
period, and therefore, the arrangement has
not conveyed the right to use the asset.
The entity retains the right to use the asset
during the sublease period as a result of the
sublease agreement. The entity also retains
the right to use the asset after the sublease
period, as a result of the option held by the
entity to repu rchase the rig hts from the
investor for the remaining period of the
headlease and the options available to the
investor if the option of the entity is not
exercised. This has the economic effect that
the right to use the asset also remains with
the entity after the sublease has expired. The

lease component of this series of transactions
may, therefore, not be accounted for in terms
of lAS 17 (AC 105), as no right to use the
asset is conveyed.

In terms of the second indicator set out in
SIC 27 (AC 427)§05, the predominant purpose
of such a transaction is normally to achieve
a tax advantage for the investor, which is
shared with the entity in the form of a fee,
and not to convey the right to use an asset (it
should be borne in mind that, in South Africa,
such a transaction might fall foul of the anti­
avoidance provisions of section 103 of the
Income Tax Act).

As it is not appropriate to account for the
lease component of the series of transactions
in terms of lAS 17 (AC 105), more guidance
is given in SIC 27 (AC 427)§06 on how to
account for this transaction in accordance
with its economic substance.

Lease-and-/easeback arrangements with no
economic effect

Example

In lease-and-Ieaseback arrangements with no
economic effect, an entity leases an asset to
another entity for its entire economic life and
leases the same asset back under the same
terms and conditions as in the original lease.
The two entities have a legally enforceable
right to set off the amounts owing to one
another, and an intention to settle these
amounts on a net basis.

Application ofSIC 27 (AC 427)

As the terms and conditions and period of
each of the leases are the same, the risks and
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agrees to purchase the asset back from
the trust at the end of the lease for an
amount equal to the sale price. The financier
legally releases Entity A from the primary
responsibility for the loan. This means that
the trust is legally obligated to repay the
loan to the financier. Entity A guarantees
repayment of the loa n if Entity BdefauIts
on the payments under the original lease.
Entity B's credit rating is assessed as AM and
the amounts of the payments under each of
the leases are equal. Entity A has a legally
enforceable right to offset the amounts
owing under each of the leases (operating
lease to Entity Band lease from the trust),
and an intention to settle the rights and
obligations under the leases on a net basis.

The transaction can be depicted as follows:

\n lease-and-Ieaseback arrange~ents
with no economic effect. an e~tlty
leases an' asset to another entity for
its entire economic life and leases the
same asset back under the ~a.me terms
and conditions as in the onglnal lease.

2. Loan I 1. Operating

leases I
I • EntityB II

• Trust

3. Sale of asset I 14. Lease of asset

amounts under each of the leases and an

•

intention to settle on a net basis, the same
economic effect can be achieved if Entity
Bpays the lease payments directly to the
trust in settlement of Entity A's obligation
to the trust.

and rewards (changes in the fair value
of the underlying asset, income from the
asset, etc.) incident to the ownership of
the asset, despite the sale-and-Ieaseback
transaction entered into with the trust.

Application ofSIC 27 (AC 427)

Because the overall economic effect of
Transactions 3 and 4 cannot be understood
without reference to the series of
transactions as a whole, the two transactions
are linked and must be accounted for as one
transaction, in accordance with the economic
substance of the combined transactions.

The economic substance may be determined
as follows:

• Entity A will receive a cash inflow over the
term of the lease from Entity B.

• As the amounts of payments under each
lease are equal, Entity A will pass the cash
flows received from Entity Bto the trust in
order to meet its lease obligations under
the lease with the trust. As Entity A has
a legally enforceable right to offset the

• The trust uses the cash inflows from the
lease with Entity A to repay the loan to the
financier.

• If Entity Bdefaults on the payment of the
original lease, Entity A is liable in terms of
the guarantee. However, based on Entity
B's credit rating of AM, the likelihood that
this will happen is remote.

• Because Entity A agrees to repurchase the
asset from the trust at the price that it has
been originally sold to the trust, the risk
of changes in the fair value of the asset
remains with Entity A.

• Prior to Transactions 3 and 4, Entity A took
all the risks and reaped all the rewards
incident to the ownership of the asset
(risks and rewards have not been passed to
Entity B, as this is only an operating lease).

After Transactions 3 and 4, the situation
is no different, as Entity A retains the risks

• It is not possible to argue that the sale­
and-leaseback transaction is entered into
to obtain financing, because Entity A has
already obtained financing from the bank
prior to Transactions 3 and 4.

• The transaction might have been entered
into to obtain a tax advantage for Entity A.
The transaction results in the repayments
on the loan agreement with the financier
being converted into lease payments that
are paid to the trust. Provided that the
transaction does not fall foul of section
103 of the Income Tax Act, this result in a
situation where the capital component of
the loan repayment is tax deductible for
Entity B.

• SIC 27 (AC 427) therefore concludes
that the net result of the arrangement
(transactions 3 and 4) does not change
the original position (transactions 1 and 2)
prior to the series of transactions, namely
that Entity A takes the risks and reaps D

251.
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Normally, in a sale and operatin

on',~a::~aai~~ ~~:ns~~tion, the selle;
incident to ow . ns s and rewards

asset sold d . nmg the underlying
unng the period of the

lease. •••
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the rewards incident to an asset which is
leased to Entity Bin an operating lease and
the asset is used as security in a financing
transaction with the financier. Transaction
4 is therefore not accounted for in terms
of lAS 17 (AC 105), as it does not convey
the right to use the asset.

Sale-and-/easeback transactions entered
into to obtain financing

Example

Entity A legally sells an asset to Entity B
and leases back the same asset. Entity Bis
obligated to put the asset back to Entity A
at the end of the lease term at an amount
that has the overall economic effect (when
one aIso considers the lease payments to be
received) of providing Entity Bwith ayield
of the Johannesburg Interbank Agreed Rate
(JIBAR) plus 2% per year on the purchase
price (the price at which Entity Bpurchased
the asset from Entity A).

Application ofSIC 27 (AC 427j

Normally, in a sale and operating leaseback
transaction, the seller only retains the
risks and rewards incident to owning the
underlying asset sold during the period of
the lease. lAS 17 (AC 105) regards such a
transaction as a normal sale transaction
and any profit or loss on the sale of the
transaction is recognised immediately
in profit or loss (provided that the lease
payments and sales price are at fair value).

In this example, however, Entity A's risks and
rewards incident to owning the underlying
asset do not change substantively, as the
repurchase agreement has the overall
economic effect that Entity A also retains
the risks and rewards incident to owning
the underlying asset after the lease term
expires. lAS 17 (AC 105) regards a sale and
finance leaseback as a transaction whereby
the lessor provides finance to the lessee,
with the asset as security. This principle is
reinforced by SIC 27 (AC 427), which requires
the series of transaction (sale and leaseback)
to be accounted for as a single financing
arrangement. It should be remembered that
although a sale and finance leaseback are not
subject to lease accounting in terms of lAS 17

(AC 105), the accounting treatment for the
substance of the transaction is addressed by
lAS 17 (AC 105)§58-66.

SUMMARY

SIC 27 (AC 427) and IFRIC 4 rAC 437)
question two specific assertions with
regard to lease transactions made by the
management of an entity in preparing its
financial statements, namely existence,
occurrence and completeness. SIC 27
(AC 427) poses the question whether all
transactions that have been accounted for
in terms of lAS 17 (AC 105) are actually, in
substance, lease transactions (existence or
occurrence of lease transactions). SIC 27
(AC 427), therefore, requires the preparers
of financial statements to consider
arrangements where legal leases form part
of a structured transaction to determine
whether these arrangements, or part thereof,
should be accounted for in terms of lAS 17
(AC 105).

IFRIC 4 (AC 437), which was considered in
the first article of this two-part series, poses
the question whether all transactions, which
are legally not leases, but are in substance
leases, are accounted for in terms of lAS 17
(AC 105) (completeness of lease transactions).
IFRIC 4 (AC 437) therefore also requires those
who prepare financial statements to consider
all supply and service agreements that are,
legally, not leases to determine whether they
are lease arrangements in substance.•

Elmar Venter, MCom(Taxationj CA(SAj,
and Tania Tomes, CA(SAj, are both Senior
Lecturers, Department ofAccounting,
University ofPretoria


