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FOREWORD

Over the past few years, leasing has grown in importance such that it is now a major
sources of finance for industry in the UK. In consequence, the question of how to
account for various types of lease has itself become important. SSAP 21 distinguishes
finance leases from operating leases and sets out standard practice for each. It codifies
accepted practice for some aspects of lease accounting and introduces a requirement
for lessees to capitalise material finance leases – which a significant number of com-
panies are doing already.

Why is a capitalisation requirement necessary? When a company is leasing a substan-
tial amount of assets instead of buying them, the effect is that, unless the leased assets
and obligations are capitalised, potentially large liabilities build up off balance sheet;
equally, the leased assets employed are not reflected on the balance sheet. These omis-
sions may mislead users of a company’s accounts – both external users and the com-
pany’s own management. SSAP 21 therefore requires assets held under finance leases
and the related leasing obligations to be capitalised on a company’s balance sheet.

Capitalisation of finance leases will be helpful in at least two respects: to external users
of companies’ accounts and for internal management purposes. External users may use
a company’s accounts when making investment or credit decisions. Capitalisation of
assets held under finance leases results in a company’s assets and obligations being
more readily apparent than if leased assets and obligations are not recognised. The
information provided by SSAP 21 should in this way enhance the usefulness of the
accounts for decision-making purposes.

In the latter context, divisional managers may in some cases not be aware of or
involved in the choice of finance for the assets which they use. Without capitalisation,
the choice of lease instead of buy could result in a divisional manager’s performance
being assessed by reference to a misleading figure of capital employed, whilst at the
group level assets (and obligations, and thus gearing) would be similarly understated.
SSAP 21 removes these anomalies by requiring recognition on a balance sheet of the
leased assets and related obligations.

It is sometimes argued that leased assets should not be recognised on a company’s
balance sheet as the company does not have legal title to the asset. Whilst it is true that
a lessee does not have legal ownership of the leased asset, however, he has the right to
use the asset for substantially the whole of its useful economic life. These rights are for
most practical purposes equivalent to legal ownership. It has long been accepted that
assets held under hire purchase contracts should be recognised on the balance sheet of
the hirer of the asset. SSAP 21 extends this treatment to finance leasing; it recognises
that whether an asset is owned, leased or held under a hire purchase contract, it
represents an economic resource which is needed in the business and which the
accounts ought to reflect in a consistent manner.

Detailed guidance notes are published separately from the attached standard. They are
non-mandatory and their primary purpose is to recommend practical methods which
will assist companies to comply with the standard.

Finally I would stress that the standard, like all accounting standards, need not be
applied to immaterial items. Hence, it is only of relevance to companies engaged in a
significant amount of leasing.

Ian Hay Davison, Chairman
Accounting Standards Committee
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