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1. GENERAL

Section 38(1) (a) (i) of the PEMA stipulates the following:

The accounting officer for a department must ensure that the department has and maintains
effective, efficient and transparent systems of financial and risk management and internal
control.

Section 9.1.1 of the Treasury Regulations stipulates the following:

The accounting officer of an institution must exercise all reasonable care to prevent and
detect unauthorised, irregular, fruitless and wasteful expenditure, and must for this purpose
implement effective, efficient and transparent processes of financial and risk management.

LEASE COMMITMENTS

2. DEFINITION
Lease commitments represent amounts owing from the reporting date to the end of the lease
contract.

A lease is a contract that gives the lessee (the renter) the right to use an asset for an agreed
period of time in return for a payment or series of payments.

A finance lease is a lease that transfers substantially all risks and rewards incident to
ownership of an asset. Title may or may not eventually be transferred.

An operating lease is a lease other than a finance lease.

Economic life is the period over which an asset is expected to yield economic benefits or
service potential to one or more users.

Useful life is the estimated remaining period, from the beginning of the lease term, without
limitation by the lease term, over which the cconomic benefits or service potential embodied
in the asset are expected to be consumed by the entity.

3. PURPOSE
To outline policy and procedures for officials to have an understanding of lease commitments

and the accounting treatment thereof.

4. OBJECTIVE
The objectives of the policy include -
e emphasising the accountability of employees for Departmental resources;

e ensuring that employees have a clear and comprehensive understanding of the procedures
they must follow for lease commitment transactions;

s ensuring that resources made available to employees are utilised efficiently, effectively,
economically and for authorised official purposes: and ensuring that the Department’s
resources are managed in compliance with the Public Finance Management Act, the
Treasury Regulations and other relevant legislation

e ensure that lease transactions is detected, processed and recorded appropriately.
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5. RECOGNITION
ACCOUNTING POLICY

5.1 Lease commitments are not recognised in the statement of {inancial position as a hability
or as expenditure in the statement of financial performance but are included in the disclosure
notes.

5.2 Operating and finance lease commitments are expensed when the payments are made.
Assets acquired in terms of finance lease agreements are disclosed in the annexures and
disclosure notes to the financial statements.

6. PROCEDURES

The terms of a lease are such that the department is substantially in the same economic
position as it had borrowed money to buy the asset (even though legal title may not pass to
the lessee). For example, this may be the case if the lease payments effectively are paying for
the whole asset or if the lease term is such that the department can use the asset for the major
part of its economic life.

Unfortunately the PFMA prohibits borrowing by Provincial Departments and the Treasury
Regulations makes it clear that finance leases are deemed to be borrowings and are therefore
not permitted.

Although the department is not permitted to enter into finance leases, all finance leases that
they do have should be disclosed as finance leases. It will however mean that the department
will not be complying with the Treasury Regulations (TR 13). Finance leases may not
(incorrectly) be disclosed as operating leases even when the lease is condoned by the
National Treasury.

Practice Note 5 of 2007/08 (as indicated in (a) and (b) below), issued by the OAG seeks to
provide the following circumstances where the department may enter into finance leases
without additional approval required:

(a) Finance leases where:

e A Finance lease is more economical than an operating lease; and

e The period of the finance lease does not exceed 60 months in respect of motor
vehicles and 36 months for equipment except with written approval by Treasury; and

e The finance lease was entered into in terms of RT3 of 2006 or a transversal contract
entered into by the National Treasury.

s For land and buildings, prior approval must have been obtained from the relevant
executive authority and treasury. There are no limits to the lease period.
authority and treasury.

(b) Blanket approval for any irregufar expenditure incurred as a result of RT3 of 2000 and
RT3 of 2003 Transversal contracts entered with various suppliers for the supply,
delivery, installation, commissioning and maintenance of office equipment and labour
saving devices.

The definition of a lease includes contracts for the hire of an asset, which contain a provision
giving the option to acquire title upon the fulfilment of agreed conditions. These contracts are
sometimes known as hire purchase contracts.
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It is important to note that the payment of a lump sum amount (rather than regular periodic
payment such as monthly payments) does not preclude lease accounting; as such
arrangements may still meet the definition of a lease.

Finance lease vs. Operating lease
FINANCE LEASE

Lessor — N ‘r Lessee
b ASSET R
Treat as a [y ‘ Treat as a
sale - ’ purchase

Lease that {ransfers substantially all
the risks and rewards of ownership

OPERATING LEASE

Lessor \
: Right to use
/ the asset o ’

|
‘ Lessee
L/ }

Lease that does not transfer substantzally
all the risks and rewards of ownershin

It is common practice for contracts to be termed rental agreements. This therefore does not
mean that this is excluded from being a lease. One still needs to go through the conditions of
the contract to determine whether it is a finance lease or an operating lease,

The classification of leases is based on the extent to which risks and rewards incidental to
ownership of a leased asset lie with the lessor or the lessee rather than on which party has
legal ownership over the asset.

Risks include the possibilities of losses from idle capacity, technological obsclescence or
changes in value due to changing economic conditions.

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

Although the following are examples of situations, which would normally lead to a lease
being classified as a finance lease, a lease does not need to meet all these criteria in order to
be classified as a finance lease:

e The lease transfers ownership of the asset to the lessee by the end of the lease term;

Paged ol 12



NORTHERN CAPE DEPARTMENT OF EDUCATION - LEASE COMMITMENTS POLICY ; Zoae

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, so
that at the inception of the lease it is reasonably certain that the option will be
exercised;

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

At the inception of the lease the present value of the minimum lease payments
amounts to at least 90% of the fair value of the asset.

The minimum lease payments are the payments that the department is, required to
make to the lessor over the lease term.

This includes

® Non-cancellable lease payments
® Guaranteed residual value
® Purchase option (if reasonable certainty of exercise)

And exciudes:

e Contingent rent
o Cost for services (such as maintenance & insurance)
o Taxes (if paid by and reimbursed to the lessor)

With regard to motor vehicles the value includes the “base” vehicie cosi, any
accessories, stamp duty and any dealer or delivery charges. VAT, registration costs,
insurance, roadside assistance and borrowing costs are excluded.

The interest rate to be used in the calculation of the net present value is the
government’s borrowing rate or the rate of the contract.

The leased assets are of a specialised nature such that only the institution can use the
assets without modifications being made;

The lessor’s losses associated with cancellation of the lease by the lessee is borne by
the lessee; or

The leased assets cannot easily be replaced by another asset.

Transactions and other events are accounted for and presented in accordance with their
substance and financial reality and not merely with legal form. While the legal form of a
lease agreement is that the lessee may acquire no legal title to the leased asset, in the case of
finance lease the substance and financial reality are that the lessee acquires the economic
benefits or service potential of the use of the leased asset for the obligation to pay for that
right an amount approximating to the fair value of the asset and the related finance charge.
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Leases of land and building are classified as operating or finance leases in the same way as
leases of other assets. However, a characteristic of land is that it normally has an indefinite
economic life and, if title is not expected to pass to the lessee by the end of the lease term, the
lessee does not receive substantially the entire risks and rewards incident to ownership.

Buildings have a finite useful life and therefore may be the subject of either a finance lease or
an operating lease. Because land normally has an indefinite economic life, a lease of land
usually will be classified as an operating lease if title does not pass to the lessee by the end of
the lease and if the benefit of the residual value is not passed to the lessee by other means.

If it is not possible to separate the agreement between land and the buildings, then the entire
lease is classified as a finance lease unless it is clear that both elements qualify as operating
leases.

Classification of a lease agreement

Ownership transferred at | Yes
end of lease?

l |
Bargain purchase Yes {
option?

No

t
Lease term = major part
of ecenemic life?

No

Preseant value of minimum lease ——E{ ey

payments > fair value of assel?

No
OPERATING LEASE FINANCE
LEASE
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Finance Leases

The finance lease lability is disclosed in the disclosure notes with a split between
amounts payable:

e within 12 months after the reporting date;
e 1 year after the reporting date but not later than 5 years;
o later than 5 years.

This information can be obtained from the amortisation schedules supplied with the lease
agreement or calculated from the information within the lease agreement.

7. EXAMPLE
Lease of a photo copier assuming that the lease is a finance lease

The lease term is for 36 months starting 1 April 2006. The contract requires payments of
R334.22 to be paid at the beginning of each month. The photo copier’s market value is
R10, 500. Assume that the interest rate implicit in the lease agreement is 6 %. The net
present value is R11, 041,

Calculation of the net present value:

Pmt = 334.22 (payment per monih)

i= 6% /12 (interest rate per month)

n = 36 (number of lease instalments over the period of the lease)

Therefore the net present value = R11, 041
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The amortisation schedule is shown below:

Date

1/4/2006
1/5/2006
1/6/2008
1/7/2006
1/8/2006
1/2/2006
1/10/2006
111172008
1/12/2006
112007
1/2/2G07
1432007
11472007
15,2007
1/8/2007
17712007
1/8/2007
1/8/2007
111072007
1/11/2007
111272007
11/2008
1/2/2008
1/3/2008
1/42008
1/5/2008
1/6/2008
1/7/2008
1/8/2008
1/9/2008
1/10/2008
1/11/2008
1/12/2008
1/1/2009
1/2/2009
1/3/2009

Payment

1 334.22

2 334.22
3 334.22
4 334.22

5 334.22
6 33422
7 33422
8 334.22
g 334.22
10 3322
11 33422
12 33422
13 33422
14 33422
15 33422
16 33422
17 33422
18 33422
18 33422
20 33422
21 33422
22 322
23 3322
24 33422
25 33422
26 33422
27 33422
28 33422
29 33422
3¢ 3322
31 33422
32 33422
33 33422
34 33422
35 33422
36 334.22

interest Capital

53.53
52.13
50.72
49.30
47.88
46.45
45.01
43.56
4211
4065
39.18
37.70
36.22
34.73
33.23
31.73
30.22
287G
2717
2663
24.09
22.54
2098
19.42
17.84
16.26
1467
13.07
11.47

9.85

8.23

6.60

4.96

3.32

1.66

(334.22)
(280.69)
(282.09)
(283.50)
(284.92)
(286.34)
(287.77)
(289.21)
(290.66)
(292.11)
(293.57)
(295.04)
(296.52)
(298.00)
(299.49)
{300.99)
(302.49)
{304.00)
(305.52)
(307.05)
(308.59)
(310.13)
(311.68)
(313.24)
(314.80)
(316.38)
(317.96)
(319.55)
(321.15)
(322.75)
(324.37)
(325.99)
(327.62)
(329.26)
(330.90)
(332.56)

Balance

04108
,706.86
42618
14409

e e

,289.33
,001.56
712.34
A421.68
128.57
,836.00
,540.96
244,45

,043.49
,739.45
A433.98
J126.91
B818.32
508.20
196.52
,883.28

B646.32

1.320.33
992,72
663.46
332.56

(0.00}

Y1

Y2

Y3

20068/07  2007/08  2008/09

Expenditure for the 2006/07

financial year

"Not later than 1 year"

Expenditure for the 2007/08
financial year

“Later than 1 year and not later

than 5 years”

"Not later than 1 year”

Expenditure for the 2008/09

financial year
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It is not a requirement for the 2008/09 financial year to include leased assets in the asset
register of the department.

Operating Leases

All lease payments are expensed as and when the payment is made in terms of the lease
agreement. The note disclosure is similar to the above example.

Statement of Financial Performance

Lease payments are expensed when payment is made for both finance and operating
ieases.

Statement of Financial Position

No entry is made to the statement of financial position since the transaction is recognised
on the cash basis of accounting.

8. LEGISLATION

TR13:22 A lease is classified as a finance lease if it transfers substantially all the risks and rewards

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

TR 13.2.4 . ) L . N
R The accounting officer of an institution may, for the purposes of conducting the institution’s

business, enter into a lease transaction without any limitations provided that such
transactions are limited to operating lease transactions.,

TR13.25 With the exception of agreements concluded in terms of Treasury Regulation 16, the

accounting officer of an institution may not enter into finance lease transactions,
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GUIDANCE ON LEASE VALUATION

How is the value of the leased asset determined?

%, ,
a % Open market vaiue
The fair value of the | 7 OR
| leased assetatthe | | Market based value
inception date of the OR
: lease | Depreciated replacement cost
Value of leased i (refer to chapter 8)
asset AND lease = LOWER OF;
labilty = | OR O%
I 0,
. The present value | < | Total outflows/inflows over the
i of the minimum | | period of the lease taking the
' ' lease payments at L ********** + time value of money into
Ence”‘m’“ date = date of the inception date of . account
the lease agreement/ the lease 5 {refer to NPV calc above)

date of signature | : é

How and when should these options be applied?

Both options should be considered at the inception of the lease agreement. However a
concession has been made for lease agreements entered into prior to 1 April 2007 (due to
the possible lack of information pertaining to the fair values of these assets at the
inception of the lease agreement). Refer to the diagram below:
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E’"""“’"' Was the “total present value of | Krh—eval—ue o?ae\\
i Was the lease e E | . .
' entered into before ‘77YE78 lease liabilities” innot 30 of the | YES > asset in the reg;ster|
T8 April 20077 2006/07 AFS calculated using | i shoutd be the NPV
L_ ] option 27 | \"\at inception ciate/"
NO no
mhe fair value was

| used ensure that it is |
i the lower value. /

‘ X — v il

'Can the department | . T
Jre!iabiy esti?naie the @mpare the FV with the NPV [ Use this value to |
Fy i YES i caloulation & include the lower | AND . .
of the leased -——— e complete disclosure |

amount in the register as the | i

1 asset at inception J ‘\value of the leased asset / | note 30.2 /]

date of the iease? | \*"""ﬁr’"'"*’
- NO
‘L - /Use this amount as the\\

* Apply option 2 L _,)| value of the leased asset AND

| - and the value to complete
’ \disclosure note 30.2 /

9. ADDITIONAL

e All leases entered into by the department should be recorded in the departmental
lease register by the Supply chain management unit.

¢ The total of the lease schedules should agree to the leases disclosed in the annual
financial statements,

e The lease schedule supporting the figure in the disclosure note should be reviewed
by the Chief Financial Officer.

e The opening balance of lease commitruents in the financial statements should at
all times agree to the closing balance of the prior year’s financial statements.

e The accumulative lease commitments incurred at financial year end should be
adequately and appropriately disclosed in the financial statements of the
department.

Approved

/@% o4 fotfos

Head of Department

Page 12 of 12



