
  michaelfarrellonline 

SALE AND LEASEBACK ILLUSTRATION (PART OF IAS 17 – LEASES) 

Sale and leaseback is when an entity sells one of its assets and leases it back from the new owner. The risk with 

sale and leaseback transactions is one of substance over form: Was the sale a bona-fide commercial transaction or 

in reality, is it just a means of raising finance for the company? 

FINANCE LEASE 

� If the leaseback transaction is a finance lease, under IAS 17 there is not deemed to be a disposal so the sales 

proceeds are treated as a liability: 

DR  Increase Cash 

CR  Recognise Finance lease liability 

� As no disposal is deemed to have taken place, any excess sales proceeds over the carrying amount of the asset 

are treated as deferred income and then released to profit or loss over the lease term: 

DR  Increase Property, plant & equipment  

CR  Recognise Deferred income 

OPERATING LEASE 

This is the only situation where the treatment for an operating lease is more difficult than a finance lease. The key 

to an operating type sale and leaseback transaction is to compare the sale price to the fair value of the asset. The 

following table illustrates the accounting treatment thereafter: 

 

 

Sales Price yes

= Fair Value

          no           no

Sales Price yes Future lease payments below yes Amortise loss 

< Fair Value market price? lease term

          no           no

Sales Price

> Fair Value

         yes

Amortise excess

over lease term

Recognise P/(L) immediately

Recognise loss immediately
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SALE AND LEASEBACK EXAMPLE 

Napal, an international recruitment company, is currently finalising its financial statements for the year ended 31 

December 20X8 and is unsure how to account for the following transaction: 

On 1 January 20X8, it sold one of its office buildings to a third party institution and is leasing it back under a 20 year 

finance lease. The sales price (which equates to fair value) was $30 million which is also the present value of 

minimum lease payments. 

The agreement transfers the title of the building back to Napal at the end of the lease at nil cost. The rental is $2.4 

million per annum in advance commencing on 1 Jan 20X8. The implicit interest rate of the lease is 5.6%. The office 

building had a remaining economic life of 20 years at 1 Jan 20X8 and a carrying value (under the cost model) of $24 

million. 

Required 

Outline how the above transaction should be dealt with in the financial statements of Napal for the year ended 31 

December 20X8. 

SOLUTION TO EXAMPLE 

MF: Apply Substance over Form – from an accounting perspective the company has obtained a loan for $30m. 

Initial Recognition 

Step 1: Recognise the sale proceeds: 

  Dr Increase Cash    $30m 

  Cr Recognise Lease Liability    $30m 

 

Step 2: Recognise the “gain” on sale as deferred income: 

MF: There is an excess of $6m ($30m - $24m). Property plant and equipment is also increased by $6m (bringing the total 

carrying amount up to $30m).  

  Dr Increase Property Plant and Equipment $6m  

  Cr Recognise Deferred Income   $6m 

 

Subsequent Measurement 

Step 1: Depreciate the asset over the lease term 

  Dr  P/L – Depn Expense   $1.5m   ($30m/20yrs) 

  Cr Decrease Property, Plant, and Equipment  $1.5m 
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Step 2: Recognise transactions relating to the lease: 

 

Date 
Opening 

$’m 

P/L Charge* 

$’m 

Cashflow 

$’m 

Closing 

$’m 

1 Jan 20X8 (30) - 2.4 (27.6) 

31 Dec 20X8 (27.6) (1.55) - (29.15) 

 

Recognise Lease Payment 

 Dr Reduce Lease Liability  $2.4m  (payments reduce amount owing) 

 Cr Cash     $2.4m 

Recognise Interest Charge 

 Dr P/L – Interest Expense  $1.55m  (interest increases the amount owing) 

 Cr Increase Lease Liability   $1.55m 

* MF: The table above is invaluable for any finance lease or loan calculations. The P/L Charge is based on the 

interest rate implicit in the lease and can also be called the Effective Interest Rate (EIR). It is a notional interest 

charge to P/L i.e. there is no actual cashflow, the interest charge is just calculated for accounting purposes. Note 

that using the EIR method, the balance owing on the loan will gradually wind its way down to zero i.e. fully paid off. 

Like all forms of interest, the amount charged to P/L depends on how much the company owes and how long a 

company has owed it for. In this case, the company has owed $27.6m for an entire year and therefore the interest 

charge will be $1.55m ($27.6m x 5.6%).  

It is also important to note in this question that the lease payments are in advance. If the payments were in arrears 

the table would look like this: 

Date 
Opening 

$’m 

P/L Charge 

$’m 

Cashflow 

$’m 

Closing 

$’m 

31 Dec 20X8 (30) (1.68) 2.4 (29.28) 

Note, for illustrative purposes, I have assumed the EIR would be the same but this wouldn’t actually be the case.  
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Step 3: Release the deferred income balance to P/L: 

 Dr Reduce Deferred Income  $0.3m  ($6m / 20yrs) 

 Cr P/L – Other Income**   $0.3m 

** Could also just net against interest expense 

Step 4: Split the lease into its current/non-current parts: 

MF: The easiest approach is to calculate the loan transactions for next year.   

Date 
Opening 

$’m 

P/L Charge* 

$’m 

Cashflow 

$’m 

Closing 

$’m 

1 Jan 20X9/31 Dec 20X8 (29.15) - 2.4 (26.75) 

31 Dec 20X9 (26.75) (1.5) - (28.25) 

 

Non-Current: 28.25m   (Closing balance next year) 

Current:      0.9m  (29.15 – 28.25) 

Total  29.15m   (Closing balance this year) 

 

 Dr Derecognise Lease Liability     $29.15m 

 Cr Recognise Finance Lease Liability – Current   $0.9m 

 Cr Recognise Finance Lease Liability – Non-Current   $28.25m 

 

END OF SOLUTION.  


