CHAPTER 21

Accounting for Leases

ASSIGNMENT CLASSIFICATION TABLE (BY TOPIC)

Brief Concepts
Topics Questions Exercises Exercises Problems for Analysis
1. Rationale for leasing. 1,2, 4 1,2
2. Lessees; classification 3,6,7, 1,2,3,4 1,2, 3, 1,2, 3,4, 1,2,3,4,5
of leases; accounting by 8,14 5,7, 8, 6,7,8,9,
lessees. 11, 12, 11,13, 15,
13, 14 16
3. Disclosure of leases. 19 4,5,7,8 2,3,5
4. Lessors; classification 5,9, 10, 6,7,8, 4,5,6, 7, 1,2,3,5, 4
of leases; accounting by 11,12,13 11 9,10,12, 10,12, 14,
lessors. 13, 14 17
5. Residual values; bargain 15, 16, 59,10 4, 8, 6,7,8,9, 2,56
purchase options; initial 17,18 9,10 14,15
direct costs.
*6. Sale and leaseback. 20 12 15,16 7,8

*This material is dealt with in an Appendix to the chapter.



ASSIGNMENT CLASSIFICATION TABLE (BY LEARNING OBJECTIVE)

Brief
Learning Objectives Exercises  Exercises Problems
1. Explain the nature, economic substance, and
advantages of lease transactions.
2. Describe the accounting criteria and procedures 1,2,3,4 1,2, 3, 1,4,6,7,8,
for capitalizing leases by the lessee. 5, 11 9,11, 12, 14,
15, 16
3. Contrast the operating and capitalization 5 5,12, 2,3,15
methods of recording leases. 13, 14
4. |dentify the classifications of leases for the lessor. 6,7,8 12,13, 14 2,10, 13,16
5. Describe the lessor’s accounting for direct- 6,7 4,10 5
financing leases.
6. ldentify special features of lease arrangements 9,10 8 4,9, 11
that cause unique accounting problems.
7. Describe the effect of residual values, guaranteed 9, 10 3,8 10, 11, 13,
and unguaranteed, on lease accounting. 14,15, 16
8. Describe the lessor’s accounting for sales-type 11 6,7,9 1,3,10,13
leases.
9. List the disclosure requirements for leases. 3,4,5,7,8
*10. Understand and apply lease accounting concepts 12 15, 16

to various lease arrangements.



ASSIGNMENT CHARACTERISTICS TABLE

Level of Time
ltem Description Difficulty (minutes)
E21-1 Lessee entries; capital lease with unguaranteed Moderate 15-20

residual value.
E21-2 Lessee computations and entries; capital lease Moderate 20-25
with guaranteed residual value.
E21-3 Lessee entries; capital lease with executory costs Moderate 20-30
and unguaranteed residual values.
E21-4 Lessor entries; direct financing lease with option to purchase. Moderate 20-25
E21-5 Type of lease; amortization schedule. Simple 15-20
E21-6 Lessor entries; sales-type lease. Moderate 15-20
E21-7 Lessee-lessor entries; sales-type lease. Moderate 20-25
E21-8 Lessee entries with bargain purchase option. Moderate 20-30
E21-9 Lessor entries with bargain purchase option. Moderate 20-30
E21-10 Computation of rental; journal entries for lessor. Moderate 15-25
E21-11 Amortization schedule and journal entries for lessee. Moderate 20-30
E21-12  Accounting for an operating lease. Simple 10-20
E21-13  Accounting for an operating lease. Simple 15-20
E21-14  Operating lease for lessee and lessor. Simple 15-20
*E21-15 Sale and leaseback. Moderate 20-30
*E21-16 Lessee-lessor, sale-leaseback. Moderate 20-30
P21-1 Basic lessee computations and entries; capital lease. Simple 20-25
p21-2 Operating lease; lessee-lessor entries. Simple 20-30
P21-3 Lessee-lessor entries; balance sheet presentation; Moderate 35-45
sales-type lease.
P21-4 Balance sheet and income statement disclosure—lessee. Moderate 3040
P21-5 Balance sheet and income statement disclosure—lessor. Moderate 3040
P21-6 Lessee entries with residual value. Moderate 25-35
P21-7 Lessee entries and balance sheet presentation; capital lease. Moderate 25-30
P21-8 Lessee entries and balance sheet presentation; capital lease. Moderate 20-30
P21-9 Lessee entries; capital lease with monthly payments. Moderate 20-30
P21-10 Lessor computations and entries; sales-type lease with Complex 3040
unguaranteed residual value.
P21-11 Lessee computations and entries; capital lease with Complex 30-40
unguaranteed residual value.
P21-12 Basic lessee accounting with difficult PV calculation. Moderate 40-50
P21-13 Lessor computations and entries; sales-type lease with Complex 3040
guaranteed residual value.
P21-14 Lessee computations and entries; capital lease with Complex 30-40
guaranteed residual value.
P21-15  Operating lease versus capital lease. Moderate 30-40
P21-16 Lessee-lessor accounting for residual value. Complex 3040



ASSIGNMENT CHARACTERISTICS TABLE (Continued)

Level of Time

ltem Description Difficulty (minutes)
CA21-1  Lessee accounting and reporting. Moderate 15-25
CA21-2  Lessor and lessee accounting and disclosure. Moderate 25-35
CA21-3  Lessee capitalization criteria. Moderate 20-30
CA21-4  Comparison of different types of accounting by lessee and Moderate 15-25

lessor.

CA21-5  Lessee capitalization of bargain purchase option. Moderate 30-35
CA21-6  Lease capitalization, bargain purchase option Moderate 20-25
*CA21-7  Sale-leaseback. Moderate 15-25
*CA21-8  Sale-leaseback. Moderate 20-25



ANSWERS TO QUESTIONS

The major lessor groups in the United States are banks, captives, and independents. Captives
have the point of sale advantage in finding leasing customers; that is, as soon as a parent
receives a possible order, a lease financing arrangement can be developed by its leasing
subsidiary. Furthermore, the captive (lessor) has the product knowledge which gives it an
advantage when financing the parents’ product. The current trend is for captives to focus on the
company’s products rather than to do general lease financings.

(a) Possible advantages of leasing:

(1) Leasing permits the write-off of the full cost of the assets (including any land and residual
value), thus providing a possible tax advantage.

(2) Leasing may be more flexible in that the lease agreement may contain less restrictive
provisions than the bond indenture.

(3) Leasing permits 100% financing of assets.

(4) Leasing may permit more rapid changes in equipment, reduce the risk of obsolescence,
and pass the risk in residual value to the lessor or a third party.

(5) Leasing may have favorable tax advantages.

(6) Potential of off-balance sheet financing with certain types of leases.

Assuming that funds are readily available through debt financing, there may not be great
advantages (in addition to the above-mentioned) to signing a noncancelable, long-term
lease. One of the usual advantages of leasing is its availability when other debt financing
is unavailable.

(b) Possible disadvantages of leasing:
(1) In an ever-increasing inflationary economy, retaining title to assets may be desirable as
a hedge against inflation.
(2) Interest rates for leasing often are higher and a profit factor may be included in addition.
(3) In some cases, owning the asset provides unique tax advantages, such as when bonus
depreciation is permitted.

(c) Since a long-term noncancelable lease which is used as a financing device generally results
in the capitalization of the leased assets and recognition of the lease commitment in the
balance sheet, the comparative effect is not very different from purchase and ownership.
Assets leased under such terms would be capitalized at the present value of the future lease
payments; this value is probably somewhat equivalent to the purchase price of the assets.
Bonds sold at par would be nearly equivalent to the present value of the future lease
payments; in neither case would interest be capitalized. The amounts presented in the
balance sheet would be quite comparable as would the general classifications; the specific
labels (leased assets and lease obligation) would be different.

Lessees have available two lease accounting methods: (a) the operating method and (b) the
capital-lease method. Under the operating method, the leased asset remains the property of the
lessor with the payment of a lease rental recognized as rental expense. Generally the lessor pays
the insurance, taxes, and maintenance costs related to the leased asset. Under the capital lease
method, the lessee treats the lease transaction as if an asset were being purchased on credit;
therefore, the lessee: (1) sets up an asset and a related obligation and (2) recognizes depreciation
of the asset, reduction of the obligation, and interest expense.
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Questions Chapter 21 (Continued)

4.

Wayne Higley Company’s rental of warehousing space on a short-term and sporadic basis is
seldom construed as the acquisition of an asset or even a financing arrangement. The contract
consists mainly of services which are to be performed proportionately by the lessor and the
lessee—the rent to be paid by the lessee is offset by the service to be performed by the lessor.
While a case can be made for the existence of an acquisition of some property rights, be they
ever so trifling, the accounting treatment would be to record only the periodic rental payments as
they are made and to allocate rent expense to the periods in which the benefits are received. No
asset would be capitalized in this case, and an obligation for lease payments would be recorded
only to the extent that services received from the lessor exceeded the rentals paid; that is, the
rent payment is overdue. This lease should be reported as an operating lease.

Minimum rental payments are the periodic payments made by the lessee and received by the
lessor. These payments may include executory costs such as maintenance, taxes, and insurance.
Minimum lease payments are payments required or expected to be made by the lessee. They
include minimum rental payments less executory costs, a bargain purchase option, a guaranteed
residual value, and a penalty for failure to renew the lease. The present value of the minimum
lease payments is capitalized by the lessee.

The distinction between a direct financing lease and a sales-type lease is the presence or
absence of a manufacturer’s or dealer’s profit. A sales-type lease involves a manufacturer’s or
dealer’s profit, and a direct financing lease does not. The profit is the difference between the fair
value of the leased property at the inception of the lease and the lessor’s cost or carrying value.

Under the operating method, a rent expense (and a compensating liability) accrues day by day to
the lessee as the property is used. The lessee assigns rent to the periods benefiting from the use
of the asset and ignores in the accounting any commitments to make future payments.
Appropriate accruals are made if the accounting period ends between cash payment dates.

Under the capital-lease method, the lessee treats the lease transactions as if the asset were
being purchased on an installment basis: a financial transaction in which an asset is acquired and
an obligation is created. The asset and the obligation are stated in the lessee’s balance sheet at
the lower of: (1) the present value of the minimum lease payments (excluding executory costs)
during the lease term or (2) the fair market value of the leased asset at the inception of the lease.
The present value of the lease payments is computed using the lessee’s incremental borrowing
rate unless the implicit rate used by the lessor is lower and the lessee has knowledge of it. The
effective-interest method is used to allocate each lease payment between a reduction of the lease
obligation and interest expense.

If the lease transfers ownership or contains a bargain purchase option, the asset is depreciated in
a manner consistent with the lessee’s normal depreciation policy on assets owned, using the
economic life of the asset and allowing for salvage value. If the lease does not transfer ownership
or contain a bargain purchase option, the leased asset is amortized over the lease term.

From the standpoint of the lessor, leases may be classified for accounting purposes as: (a) operating
leases, (b) direct financing leases, and (c) sales-type leases.

From the standpoint of lessors, leases that meet one or more of the following four criteria:

(1) The lease transfers ownership,

(2) The lease contains a bargain purchase option,

(3) The lease term is equal to 75% or more of the estimated economic life of the property,

(4) The present value of the minimum lease payments (excluding executory costs) equals or
exceeds 90% of the fair value of the property,

and meet both of the following criteria:
(1) Collectibility of the payments required from the lessee is reasonably predictable, and
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Questions Chapter 21 (Continued)

10.

11.

12.

13.

14.

15.

(2) No important uncertainties surround the amount of unreimbursable costs yet to be incurred
by the lessor,

Capital leases are classified as direct financing leases or sales-type leases. All other leases are
classified as operating leases. The distinction for the lessor between a direct financing lease and
a sales-type lease is the presence or absence of a manufacturer’s or dealer’s profit or loss.

If the lease transaction satisfies the necessary criteria to be classified as a direct-financing lease,
the lessor records a “lease receivable” for the leased asset. The lease receivable is the present
value of the minimum lease payments. Minimum lease payments include the rental payments
(excluding executory costs), bargain purchase option (if any), guaranteed residual value (if any)
and penalty forfeiture to renew (if any). In addition, the present value of the unguaranteed
residual value (if any) must also be included.

Under the operating method, each rental receipt of the lessor is recorded as rental revenue on
the use of an item carried as a fixed asset. The fixed asset is depreciated in the normal manner,
with the depreciation expense of the period being matched against the rental revenue. The
amount of revenue recognized in each accounting period is equivalent to the amount of rent
receivable according to the provisions of the lease. In addition to the depreciation charge,
maintenance costs and the cost of any other services rendered under the provisions of the lease
that pertain to the current accounting period are charged against the recognized revenue.

Joan Elbert Company can use the sales-type lease accounting method if at the inception of the
lease a manufacturer’s or dealer’s profit (or loss) exists and the lease meets one or more of the
following four criteria:

(1) The lease transfers ownership of the property to the lessee,

The lease contains a bargain purchase option,

The lease term is equal to 75% or more of the estimated economic life of the property leased,
The present value of the minimum lease payments (excluding executory costs) equals or
exceeds 90% of the fair value of the leased property.

(2
(3
(4

~— — ~—

Both of the following criteria must also be met:

(1) Collectibility of the payments required from the lessee is reasonably predictable, and

(2) No important uncertainties surround the amount of unreimbursable costs yet to be incurred
by the lessor.

Gordon Graham Corporation should recognize the difference between the fair value (normal
sales price) of the leased property at the inception of the lease and its cost or carrying amount
(book value) as gross profit in the period the sales-type lease begins and the assets are
transferred to the lessee. The balance of the transaction is treated as a direct financing lease
(i.e., interest revenue is earned over the lease term).

The lease agreement between Joann Skabo, M.D. and Countryman Realty, Inc. appears to be in
substance a purchase of property. Because the lease has a bargain purchase option which
transfers ownership of the property to the lessee, the lease is a capital lease. Additional evidence
of the capital lease character is that the lessor recovers all costs plus a reasonable rate of return
on investment. As a capital lease, the property and the related obligation should be recorded at
the discounted amount of the future lease payments with that amount being allocated between
the land and the building in proportion to their fair values at the inception of the lease. The building
should be depreciated over its estimated useful life.

(a) (1) The lessee’s accounting for a lease with an unguaranteed residual value is the same as
the accounting for a lease with no residual value in terms of the computation of the minimum
lease payments and the capitalized value of the leased asset and the lease obligation.
That is, unguaranteed residual values are not included in the lessee’s minimum lease
payments.
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Questions Chapter 21 (Continued)

16.

17.

18.

19.

*20.

(2) A guaranteed residual value affects the lessee’s computation of the minimum lease
payments and the capitalized amount of the leased asset and the lease obligation.
The capitalized value is affected initially by the presence of a guaranteed residual value
since the present value of the lease obligation is now made up of two components—the
periodic lease payments and the guaranteed residual value. The amortization of
the lease obligation will result in a lease obligation balance at the end of the lease period
which is equal to the guaranteed residual value. Upon termination of the lease, the
lessee may recognize a gain or loss depending on the relationship between the actual
residual value and the amount guaranteed.

(b) (1) & (2) The amount to be recovered by the lessor is the same whether the residual value
is guaranteed or unguaranteed. Therefore, the amount of the periodic lease
payments as set by the lessor is the same whether the residual value is guaranteed
or unguaranteed.

If the estimate of the residual value declines, the lessor must recognize a loss to the extent of the
decline in the period of the decline. Taken literally, the accounting for the entire transaction must
be revised by the lessor using the changed estimate. The lease receivable is reduced by the
amount of the decline in the estimated residual value. Upward adjustments of the estimated
residual value are not made.

If a bargain purchase option exists, the lessee must increase the present value of the minimum
lease payments by the present value of the option price. A bargain purchase option also affects
the depreciable life of the leased asset since the lessee must depreciate the asset over its
economic life rather than the term of the lease. If the lessee fails to exercise the option, the
lessee will recognize a loss to the extent of the net book value of the leased asset in the period
that the option expired.

Initial direct costs are the incremental costs incurred by the lessor that are directly associated
with negotiating, consummating and initially processing leasing transactions. For operating
leases, the lessor should defer initial direct costs and allocate them over the lease term in
proportion to the recognition of rental income. In a sales-type lease transaction, the lessor
expenses the initial direct cost in the year of incurrence (i.e., the year in which profit on the sale is
recognized). In a direct-financing lease, initial direct costs should be added to the net investment
in the lease and amortized over the life of the lease as a yield adjustment.

Lessees and lessors should disclose the future minimum rental payments required as of the
date of the latest balance sheet presented, in the aggregate, and for each of the five succeeding
fiscal years.

The term “sale-leaseback” describes a transaction in which the owner of property sells such
property to another and immediately leases it back from the new owner. The property is sold
generally at a price equal to or less than current market value and leased back for a term
approximating the property’s useful life for lease payments sufficient to repay the buyer for the
cash invested plus a reasonable return on the buyer's investment. The purpose of the
transaction is to raise money with certain property given as security. For accounting purposes
the sale-leaseback should be accounted for by the lessee as a capital lease if the criteria are
satisfied and by the lessor as a purchase and a direct financing lease if the criteria are satisfied.
Any income or loss experienced by the seller-lessee from the sale of the assets that are leased
back should be deferred and amortized over the lease term (or the economic life if either criteria
(1) a bargain purchase option or (2) a transfer of ownership occurs at the end of the lease is
satisfied) in proportion to the amortization of the leased assets. Losses should be recognized
immediately. Furthermore, minor leasebacks (present value of rentals less than 10% of fair
value) should be reported as a sale with related gain recognition.
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SOLUTIONS TO BRIEF EXERCISES

BRIEF EXERCISE 21-1

The lease does not meet the transfer of ownership test, the bargain
purchase test, or the economic life test [(5 years + 8 years) < 75%].
However, it does pass the recovery of investment test. The present value of
the minimum lease payments ($30,000 X 4.16986 = $125,096) is greater than
90% of the FMV of the asset (90% X $138,000 = $124,200). Therefore,

Callaway should classify the lease as a capital lease.

BRIEF EXERCISE 21-2

Leased Equipment Under Capital Leases.........cousurseranns 130,000
Lease Liability........cccuoimssmssmsmsmssssssssssssssssssssssssssssssns

Lease Liability.......cocomrrnrsnssnsmssnsnsssssssssssssssssssssssssssssssssssseas 37,283
CaSh .. —————
BRIEF EXERCISE 21-3

Interest EXPeNSE ... erermsmsnssssssssssssssssssssssssssssssssssssssnas 19,686
Interest Payable [($200,000 — $35,947) X 12%].......

Depreciation EXpense........cccocuvrimsmmsmrsmmsmssmssmssmssmssmssnssnssnsanss 25,000
Accumulated Depreciation ($200,000 X 1/8)...........

BRIEF EXERCISE 21-4

Interest Payable [($200,000 — $35,947) X 12%)] ....cccceuvese 19,686

Lease Liability.......ccorirrmrsrsmssmssnsnssnssssssssssssssssssssssssssssssssnas 16,261
CaSh ... ————

BRIEF EXERCISE 21-5

Rent EXPeNSe..... o ecerssssssnsssssssssssssssssssssssssssssssssssssseas 37,500
CaSh .. ——————
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130,000

37,283

19,686

25,000

35,947

37,500



BRIEF EXERCISE 21-6

Lease Receivable (4.88965 X $30,677)......ccccceememrersescsnsanes 150,000
Equipment ...

- 1] o 30,677
Lease Receivable.......rersecscscssssssssssssssnssnnns

BRIEF EXERCISE 21-7
Interest Receivable...... e 10,739

INnterest REVENUE ... see s cssnnmmm e nas
[($150,000 — $30,677) X 9%)]

BRIEF EXERCISE 21-8

Depreciation EXPENnSe .......ccccuomimsmsmsssssmssmsssssssssssssssssssssssssns 9,000
Accumulated Depreciation ($72,000 X 1/8)..............

BRIEF EXERCISE 21-9

Leased Machinery Under Capital Leases ........cc.cueusureranas 155,013*
Lease Liability ......ccocoorrrnmrnmrssrsnrsnssssssssssssssssssssnssnsnas

*[PV of rentals $30,000 X 4.79079  $143,724
PV of guar. RV  $20,000 X .56447 11,289

$155,013]

Lease Liability ........cccuoiomsmsmsmsmsssssssssssssssssssssssssssssssssssssnns 30,000
CaSh . ——————

BRIEF EXERCISE 21-10

Lease Receivable...... s sr s ssssesssssssnsnees 155,013
MaChINery ...

150,000

30,677

10,739

15,000

9,000

155,013

30,000

155,013

30,000



BRIEF EXERCISE 21-11

Lease Receivable ($45,400 X 4.03735)....cccccccreemrmreresnsnsanes

Sales

Cost of GOOdS SOId ......omieeciemrrciemerresssm s ssnn e s s sssmnnseeas

Inven

Leased Tr

BONY e —————

uck Under Capital Leases.......cccoceererrcrrcrscrncane

Lease Liability........cccooiomimimsmsemsmssessmssessmssmssessmssmssnssnsanas
*($9,233 X 3.79079)

Depreciation EXpense........ccouvrimsmmsmmsmssmssmssmssmssmssnssnssnssnsanss
Accumulated Depreciation ($35,000 X 1/5) .............

Unearned

Profit on Sale-Leaseback.......cccccveeeeemrrerrrnnennn.

Depreciation Expense ($7,000 X 1/5)....cccccceceerercenrnn

Interest Expense ($35,000 X 10%).....ccccceemrsrsesesmsnssssesnsnsanes
Lease Liability.......ccocoorrrrrsmrsmssmssnssnsssssssssssssssssssssssssssssssssssnas

Cash

21-11

183,296
183,296

110,000
110,000

45,400
45,400

35,000
28,000
7,000

35,000*

35,000

7,000
7,000

1,400
1,400

3,500

5,733
9,233



SOLUTIONS TO EXERCISES

EXERCISE 21-1 (15-20 minutes)

(a) This is a capital lease to Burke since the lease term (5 years) is greater
than 75% of the economic life (6 years) of the leased asset. The lease

(b)

(c)

term is 83'/;% (5 + 6) of the asset’s economic life.

Computation of present value of minimum lease payments:
$8,668 X 4.16986* = $36,144

*Present value of an annuity due of 1 for 5 periods at 10%.

1/1/07

12/31/07

1/1/08

Leased Machine Under Capital

07 =] ¢ [P

Depreciation Expense........cccocuvrierseransnes

Accumulated Depreciation—

Capital Leases.......cccecrrrrrrrrcrnceee

($36,144 + 5 = $7,229)

Interest Expense......cccocvriririessessesnssnnaes
Interest Payable..........cccoovrirrenceee

[($36,144 — $8,668) X .10]

Lease Liability.......ccoceecmiririninscnscsscnscsannee
Interest Payable ........ccocvirirircrcscrnenee
(O 1] o [
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2,748

5,920
2,748

36,144

8,668

7,229

2,748

8,668



EXERCISE 21-2 (20—-25 minutes)

(a) To Delaney, the lessee, this lease is a capital lease because the terms

satisfy the following criteria:

1. The lease term is greater than 75% of the economic life of the leased
asset; that is, the lease term is 83'/; % (50/60) of the economic life.

2. The present value of the minimum lease payments is greater than
90% of the fair value of the leased asset; that is, the present value
of $8,555 (see below) is 98% of the fair value of the leased asset:

(b) The minimum lease payments in the case of a guaranteed residual
value by the lessee include the guaranteed residual value. The present

value therefore is:
Monthly payment of $200 for 50 months.............
Residual value of $1,180 .......ccccceririmrrmrimssmssmssessnnas
Present value of minimum lease payments........

(c) Leased Property Under Capital Leases .........ccccuu.u....
Lease Liability.......ccccorrrnrsrsmrsnssnssssnsssssssssssssssnssnnns

(d) Depreciation EXPense......cercrmesmssssssssssssssssssssssssssnas
Accumulated Depreciation—Capital
=Y T
[($8,555 — $1,180) + 50 months = $147.50]

(e) Lease Liability.....cccoceorererscrscrscrsccscscsscssssssssssssnssssssssnesnas
Interest Expense (1% X $8,555) .....cccececemrrsescsmsnsansesnanas
(07 1= o T

EXERCISE 21-3 (20-30 minutes)

Capitalized amount of the lease:
Yearly payment
Executory costs
Minimum annual lease payment

21-13

$7,840
715
$8,555

8,555

147.50

200.00

$72,000.00
2,470.51

$69,529.49



EXERCISE 21-3 (Continued)

Present value of minimum lease payments
$69,529.49 X 6.32825 = $440,000.00

1/1/08 Leased Building Under Capital

Leases....ccccvrrrmrrremrrsenrssensssmnsssmssesnneas 440,000.00
Lease Liability .....ccocvereriericrnnne 440,000.00
1/1/08 Executory Costs—Property Taxes....... 2,470.51
Lease Liability .......cccecriririrscrscnscrscnnenae 69,529.49
O 1] o [ 72,000.00
12/31/08 Depreciation Expense..........ccoceemserseranae 44,000.00
Accumulated Depreciation—
Capital Leases........cocceermsmrsesanas 44,000.00

($440,000 + 10)

12/31/08 Interest Expense

(See Schedule 1).....ccoverircersnsersesanas 44,456.46
Interest Payable...........ccueucu..e 44,456.46
1/1/09 Executory Costs—Property Taxes........ 2,470.51
Interest Payable.........ccocvreririricrnnnne 44,456.46
Lease Liability .......ccccocmiririerscrscrscssanannae 25,073.03
O 1] o [ 72,000.00
12/31/09 Depreciation Expense..........ccoceemserseranae 44,000.00
Accumulated Depreciation—
Capital Leases........cocueermsmrsesanas 44,000.00
12/31/09 Interest EXpense .......ccovemsersmsansmssnsanas 41,447.70
Interest Payable............ccoceueuu.u..e. 41,447.70
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EXERCISE 21-3 (Continued)

Schedule 1 Kimberly-Clark Corp.
Lease Amortization Schedule
(Lessee)
Annual
Payment Less Reduction
Executory Interest (12%) of Lease
Date Costs on Liability Liability Lease Liability
1/1/08 $440,000.00
1/1/08 $69,529.49 $ 0 $69,529.49 370,470.51
1/1/09 69,529.49 44,456.46 25,073.03 345,397.48
1110 69,529.49 41,447.70 28,081.79 317,315.69
EXERCISE 21-4 (20—-25 minutes)
Computation of annual payments
Cost (fair market value) of leased asset to lessor $160,000.00
Less: Present value of salvage value
(residual value in this case)
$16,000 X .82645
(Present value of 1 at 10% for 2 periods) (13,223.20)
Amount to be recovered through lease payments $146,776.80
Two periodic lease payments $146,776.80 + 1.73554* $84,571.26

*Present value of an ordinary annuity of 1 for 2 periods at 10%

CASTLE LEASING COMPANY (Lessor)
Lease Amortization Schedule

Annual Payment Interest Recovery
Less Executory on Lease of Lease Lease
Date Costs Receivable Receivable Receivable
1/1/08 $160,000.00
12/31/08 $84,571.26 $16,000.00 $68,571.26 91,428.74
12/31/09 84,571.26 9,142.52* 75,428.74 16,000.00
$25,142.52

*Difference of $.35 due to rounding.
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EXERCISE 21-4 (Continued)

(a)

(b)

1/1/08 Lease Receivable......ccccccvrerrennnee. 160,000.00
Equipment........ccociririrennns 160,000.00
12/31/08 Cash ($84,571.26 + $5,000) ........ 89,571.26
Executory Costs
Payable ........crerercane 5,000.00
Lease Receivable.................. 68,571.26
Interest Revenue................... 16,000.00
12/31/09 Cash ...ccerierrerre e 89,571.26
Executory Costs
Payable .........rererenne 5,000.00
Lease Receivable.................. 75,428.74
Interest Revenue................... 9,142.52
12/31/09 Cash ....cvcrcerrerrmrre s sseseneas 16,000.00
Lease Receivable.................. 16,000.00

EXERCISE 21-5 (15-20 minutes)

(a)

Because the lease term is longer than 75% of the economic life of the
asset and the present value of the minimum lease payments is more
than 90% of the fair value of the asset, it is a capital lease to the lessee.
Assuming collectibility of the rents is reasonably assured and no
important uncertainties surround the amount of unreimbursable costs
yet to be incurred by the lessor, the lease is a direct financing lease to
the lessor.

The lessee should adopt the capital lease method and record the leased
asset and lease liability at the present value of the minimum lease pay-
ments using the lessee’s incremental borrowing rate or the interest rate
implicit in the lease if it is lower than the incremental rate and is known
to the lessee. The lessee’s depreciation depends on whether owner-
ship transfers to the lessee or if there is a bargain purchase option. If
one of these conditions is fulfilled, amortization would be over the eco-
nomic life of the asset. Otherwise, it would be depreciated over the
lease term. Because both the economic life of the asset and the lease term
are three years, the leased asset should be depreciated over this period.
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EXERCISE 21-5 (Continued)

The lessor should adopt the direct financing lease method and replace
the asset cost of $95,000 with Lease Receivable of $95,000. (See
schedule below.) Interest would be recognized annually at a constant
rate relative to the unrecovered net investment.

Cost (fair market value of leased asset) ........ccocuorrrrnsmscrsnsassesanas $95,000
Amount to be recovered by lessor through lease

01 1Y =] 0 L $95,000
Three annual lease payments: $95,000 + 2.53130*.................. $37,530

*Present value of an ordinary annuity of 1 for 3 periods at 9%.

(b) Schedule of Interest and Amortization
Interest
Rent Receipt/ Revenue/ Reduction of  Receivable/
Payment Expense Principal Liability
1/1/08 —_ — — $95,000
12/31/08 $37,530 $8,550* $28,980 66,020
12/31/09 37,530 5,942 31,588 34,432
12/31/10 37,530 3,098** 34,432 0
*$95,000 X .09 = $8,550
**rounding difference
EXERCISE 21-6 (15-20 minutes)
(a) $35,013 X 5.7122* = $200,001
*Present value of an annuity due of 1 for 8 periods at 11%.
(b) 1/1/07 Lease Receivable..........cooovroreerrcnscrnnnes 200,001
Cost of Goods Sold.......cccccrrrrrmrrerrrnnnnn 160,000
SalES .covvrrrrr e ———— 200,001
Inventory.... s 160,000
1/1/07 L0 1= o T 35,013
Lease Receivable........cccccrvrmrrrrncene 35,013
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EXERCISE 21-6 (Continued)

12/31/07 Interest Receivable.......ccccceervvrrrrrccrrenns 18,149
Interest Revenue..........cceemreviemenne 18,149
[($200,001 — $35,013) X .11]

EXERCISE 21-7 (20-25 minutes)

(a)

(b)

(c)

This is a capital lease to Flynn since the lease term is 75% (6 + 8) of the
asset’s economic life. In addition, the present value of the minimum
lease payments is more than 90% of the fair value of the asset.

This is a capital lease to Bensen since collectibility of the lease payments
is reasonably predictable, there are no important uncertainties surrounding
the costs yet to be incurred by the lessor, and the lease term is 75% of
the asset’s economic life. Because the fair value of the equipment
($150,000) exceeds the lessor’s cost ($120,000), the lease is a sales-
type lease.

Computation of annual rental payment:

$150,000 — ($10,000 x .53464)*
4.69590**

= $30,804

*Present value of $1 at 11% for 6 periods.
**Present value of an annuity due at 11% for 6 periods.

1/1/07 Leased Equipment Under Capital

LeaSES....icverrremrrrmrrsem e e s s 141,846
Lease Liability .....cccccoremeecrirrcricsnnns 141,846
($30,804 X 4.60478)***
Lease Liability ......cccoceriririricnscnscnscnsesannes 30,804
(- 1= o T 30,804

***Present value of an annuity due at 12% for 6 periods.

12/31/07 Depreciation EXpense .......ceeemsersesanas 23,641
Accumulated Depreciation ............ 23,641
($141,846 = 6 years)
Interest EXpense .......cccocervriericnsersnsnsannae 13,325
Interest Payable..........rceercaneee 13,325

($141,846 — $30,804) X .12
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EXERCISE 21-7 (Continued)

(d) 1/1/07 Lease Receivable...........corrreenrneeee. 150,000*
Cost of Goods Sold.......cccecrrmrreerrenrane 114,654**
SAlES .coirerrrerrre s ————— 144,654***
Inventory...... s 120,000

*($30,804 X 4.6950) + ($10,000 X .53464), rounded
**$120,000 — ($10,000 X .53464)
**+$30,804 X 4.6950, rounded

(- 1= o [ 30,804
Lease Receivable.........cccccrrrumeune 30,804

12/31/07 Interest Receivable ......ccccoerrerrcerrnnne 13,112
Interest Revenue.........ccccevveeneee. 13,112

[($150,000 — $30,804) X .11]

EXERCISE 21-8 (20-30 minutes)

(a) The lease agreement has a bargain purchase option and thus meets
the criteria to be classified as a capital lease from the viewpoint of the
lessee. Also, the present value of the minimum lease payments
exceeds 90% of the fair value of the assets.

(b) The lease agreement has a bargain purchase option. The collectibility
of the lease payments is reasonably predictable, and there are no
important uncertainties surrounding the costs yet to be incurred by the
lessor. The lease, therefore, qualifies as a capital-type lease from the view-
point of the lessor. Due to the fact that the initial amount of lease
receivable (net investment) (which in this case equals the present value
of the minimum lease payments, $91,000) exceeds the lessor’s cost
($65,000), the lease is a sales-type lease.

(c) Computation of lease liability:
$21,227.65 Annual rental payment
X 4.16986 PV of annuity due of 1 forn=5,i=10%
$88,516.32 PV of periodic rental payments
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EXERCISE 21-8 (Continued)

(d)

$ 4,000.00 Bargain purchase option
X .62092 PVofi1forn=5,i=10%
$ 2,483.68 PV of bargain purchase option
$88,516.32 PV of periodic rental payments
+ 2,483.68 PV of bargain purchase option
$91,000.00 Lease liability
RODE COMPANY (Lessee)
Lease Amortization Schedule
Annual Lease Interest Reduction
Payment Plus (10%) on of Lease Lease
Date BPO Liability Liability Liability
5/1/07 $91,000.00
5/1/07 $ 21,227.65 $21,227.65 69,772.35
5/1/08 21,227.65 $ 6,977.24 14,250.41 55,521.94
5/1/09 21,227.65 5,552.19 15,675.46 39,846.48
5/1/10 21,227.65 3,984.65 17,243.00 22,603.48
5/1/11 21,227.65 2,260.35 18,967.30 3,636.18
4/30/12 4,000.00 363.82* 3,636.18 0
$110,138.25 $19,138.25 $91,000.00
*Rounding error is 20 cents.
5/1/07 Leased Equipment Under
Capital Leases......cccecerrrcrrcrncene 91,000.00
Lease Liability ......cccccveerimrunenee 91,000.00
Lease Liability .......cccocevriricricrcnaenee 21,227.65
Cash.. e 21,227.65
12/31/07 Interest EXpense ......ccremnenscranas 4,651.49
Interest Payabile....................... 4,651.49

($6,977.24 X 8/12 = $4,651.49)
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EXERCISE 21-8 (Continued)

Depreciation Expense.........ccccucu.. 6,066.67
Accumulated Depreciation—
Capital Leases.......c.ouveruenens 6,066.67
($91,000.00 + 10 =
$9,100.00; $9,100.00 X
8/12 = $6,066.67)

1/1/08 Interest Payabile .........covrverericrnenns 4,651.49
Interest Expense...................... 4,651.49

5/1/08 Interest Expense........ccoeeeernscranans 6,977.24
Lease Liability.......cccccocmrrirserscricnaese 14,250.41
(O7- -1 o 21,227.65

12/31/08 Interest Expense.......ccerrmsarscrsnsans 3,701.46
Interest Payable ...................... 3,701.46
($5,552.19 X 8/12 =
$3,701.46)

12/31/08 Depreciation Expense.........cceceeeuu 9,100.00
Accumulated Depreciation—
Capital Leases.......c.cuverunnen 9,100.00
($91,000.00 =+ 10 years =
$9,100.00)

(Note to instructor: Because a bargain purchase option was involved,
the leased asset is depreciated over its economic life rather than over
the lease term.)

EXERCISE 21-9 (20-30 minutes)

Note: The lease agreement has a bargain purchase option. The collectibility
of the lease payments is reasonably predictable, and there are no important
uncertainties surrounding the costs yet to be incurred by the lessor. The
lease, therefore, qualifies as a capital lease from the viewpoint of the lessor.

Due to the fact that the amount of the sale (which in this case equals the
present value of the minimum lease payments, $91,000) exceeds the lessor’s
cost ($65,000), the lease is a sales-type lease.
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EXERCISE 21-9 (Continued)

The minimum lease payments associated with this lease are the periodic
annual rents plus the bargain purchase option. There is no residual value
relevant to the lessor’s accounting in this lease.

(@) The lease receivable is computed as follows:

$21,227.65 Annual rental payment
X 4.16986 PV of annuity due of 1 forn=5,i=10%
$88,516.32 PV of periodic rental payments
$ 4,000.00 Bargain purchase option
X .62092 PVofiforn=5,i=10%
$ 2,483.68 PV of bargain purchase option
$88,516.32 PV of periodic rental payments
+ 2,483.68 PV of bargain purchase option
$91,000.00 Lease receivable at inception
(b) MOONEY LEASING COMPANY (Lessor)
Lease Amortization Schedule
Annual Lease Interest (10%) Recovery
Payment Plus on Lease of Lease Lease
Date BPO Receivable Receivable Receivable
5/1/07 $91,000.00
5/1/07 $ 21,227.65 $21,227.65 69,772.35
5/1/08 21,227.65 $ 6,977.24 14,250.41 55,521.94
5/1/09 21,227.65 5,552.19 15,675.46 39,846.48
5/1/10 21,227.65 3,984.65 17,243.00 22,603.48
5/1/11 21,227.65 2,260.35 18,967.30 3,636.18
4/30/12 4,000.00 363.82* 3,636.18 0
$110,138.25 $19,138.25 $91,000.00

*Rounding error is 20 cents.
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EXERCISE 21-9 (Continued)

(c) 5/1/07 Lease Receivable........................... 91,000.00
Cost of Goods Sold.......cccecuvrerrneene 65,000.00
3T | (=X 91,000.00
Inventory.......cociririninienannae 65,000.00
(- 1= o [ 21,227.65
Lease Receivable.................. 21,227.65
12/31/07 Interest Receivable. ..........ccceruu.e. 4,651.49
Interest Reveneue.................... 4,651.49
($6,977.24 X 8/12 =
$4,651.49)
5/1/08 (- 1= o [P 21,227.65
Lease Receivable.................. 14,250.41
Interest Receivable.............. 4,651.49
Interest Revenue................... 2,325.75
($6,977.24 — $4,651.49)
12/31/08 Interest Receivable. ..........ccuuuee. 3,701.46
Interest Reveneue................... 3,701.46
($5,552.19 X 8/12 =
$3,701.46)
5/1/09 (- 1= o [P 21,227.65
Lease Receivable.................. 15,675.46
Interest Receivabile............... 3,701.46
Interest Reveneue.................... 1,850.73

($5,552.19 — $3,701.46)

12/31/09 Interest Receivable. ..........ccceuuu.e. 2,656.43
Interest Reveneue.................... 2,656.43
($3,984.65 X 8/12 =
$2,656.43)
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EXERCISE 21-10 (15-25 minutes)

(@) Fair market value of leased asset to lessor $245,000.00
Less: Present value of unguaranteed
residual value $43,622 X .56447
(present value of 1 at 10% for 6 periods) 24,623.31
Amount to be recovered through lease payments $220,376.69
Six periodic lease payments $220,376.69 + 4.79079* $46,000.00**
*Present value of annuity due of 1 for 6 periods at 10%.
**Rounded to the nearest dollar.
(b) MORGAN LEASING COMPANY (Lessor)
Lease Amortization Schedule
Annual
Lease Interest (10%) Recovery
Payment on Lease of Lease Lease
Date Plus URV Receivable Receivable Receivable
1/1/07 $245,000
1/1/07 $ 46,000 $ 46,000 199,000
1/1/08 46,000 $19,900 26,100 172,900
1/1/09 46,000 17,290 28,710 144,190
1110 46,000 14,419 31,581 112,609
1111 46,000 11,261 34,739 77,870
1112 46,000 7,787 38,213 39,657
12/31/12 43,622 3,965 39,657 0
$319,622 $74,622 $245,000
(c) 1/1/07 Lease Receivable.........cccoorrrrrscrsnsnnscsanas 245,000
Equipment ... 245,000
1/1/07 L0 1= o T 46,000
Lease Receivable.......cccceemrvvimrrcnees 46,000
12/31/07 Interest Receivable........cccoervemrreerrcrrennne 19,900
Interest Revenue........veveervecernnee 19,900
1/1/08 L0 1= o T 46,000
Lease Receivable.......cccceecmrvvimrrcnees 26,100
Interest Receivable.........ccccccvemeeueee 19,900
12/31/08 Interest Receivable........cccoervemrremrrmrrennne 17,290
Interest Revenue.......vveervecernnee. 17,290
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EXERCISE 21-11 (20—-30 minutes)

Note: This lease is a capital lease to the lessee because the lease term
(five years) exceeds 75% of the remaining economic life of the asset (five years).
Also, the present value of the minimum lease payments exceeds 90% of the
fair value of the asset.

(a)

(b)

$18,142.95 Annual rental payment
X 4.16986 PV of an annuity due of 1 forn=5,i=10%
$75,653.56 PV of minimum lease payments
PLOTE COMPANY (Lessee)
Lease Amortization Schedule
Reduction
Annual Lease Interest (10%) of Lease Lease
Date Payment on Liability Liability Liability
1/1/07 $75,653.56
1/1/07 $18,142.95 $18,142.95 57,510.61
1/1/08 18,142.95 $ 5,751.06 12,391.89 45,118.72
1/1/09 18,142.95 4,511.87 13,631.08 31,487.64
1110 18,142.95 3,148.76 14,994.19 16,493.45
1111 18,142.95 1,649.50* 16,493.45 0
$90,714.75 $15,061.19 $75,653.56
*Rounding error is 15 cents.
1/1/07 Leased Equipment Under
Capital Leases.......ccocevrrrrcrcrncnne. 75,653.56
Lease Liability......cccceerrecrueuneen. 75,653.56
1/1/07 Lease Liability.......cccecrrrrrserscrscnsenne 18,142.95
O 1] o [ 18,142.95
During 2007
Insurance Expense.........ccocerieruenee 900.00
Cash...rrrrrrernee 900.00
Property Tax Expense........ccceuuu.e. 1,600.00
O 1] o [ 1,600.00
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EXERCISE 21-11 (Continued)

12/31/07

1/1/08

12/31/08

Interest Expense ........ccocervriericrennnnne
Interest Payable.............ccccu.u......

Depreciation Expense .........ccccecureruese
Accumulated Depreciation—

Capital Leases.......ccccecurrcnceee

($75,653.56 + 5 = $15,130.71)

Interest Payable.........ccocvrvrirrencnee
Interest Expense........cccecrierernenee

Interest Expense .......ccocvrvriericrcnannne
Interest Payable.............ccccu.u......

Depreciation Expense .........ccccecrieruene
Accumulated Depreciation—
Capital Leases......ccccecercrmnceee

Note to instructor:

5,751.06

15,130.71

5,751.06

5,751.06

12,391.89

900.00

1,600.00

4,511.87

15,130.71

1. The lessor sets the annual rental payment as follows:

Fair market value of leased asset to lessor
Less: Present value of unguaranteed
residual value $7,000 X .62092

(present value of 1 at 10% for 5 periods)

Amount to be recovered through lease payments
Five periodic lease payments
$75,653.56 + 4.16986*

*Present value of annuity due of 1 for 5 periods at 10%.
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5,751.06

15,130.71

5,751.06

18,142.95

900.00

1,600.00

4,511.87

15,130.71

$80,000.00

4,346.44
$75,653.56

$18,142.95



EXERCISE 21-11 (Continued)

2. The unguaranteed residual value is not subtracted when depreciating
the leased asset.

EXERCISE 21-12 (10-20 minutes)

(a) Entries for Doug Nelson are as follows:

1/1/07 (= TVT] [0 I1 4T 1O 4,500,000
(O T-] o [ 4,500,000
12/31/07 CasSh...icrrrersesserssessssssss s 275,000
Rental Revenue........cccceevvveeenee 275,000
Depreciation Expense........cccecuvuruue 90,000
Accumulated Depreciation—
(=UT] Lo [ 3T S — 90,000
($4,500,000 + 50)
Property Tax Expense........ccccecururucne 85,000
Insurance Expense ........ccocerierieraene 10,000
(O T-] o [ 95,000

(b) Entries for Patrick Wise are as follows:

12/31/07 Rent EXpense.......comimrnmsmssmsnsassnsanas 275,000
(O T-] o [ 275,000

(c) The real estate broker’s fee should be capitalized and amortized equally

over the 10-year period. As a result, real estate fee expense of $3,000
($30,000 = 10) should be reported in each period.

EXERCISE 21-13 (15-20 minutes)

(@) Annual rental revenue $210,000
Less maintenance and other executory costs (25,000)
Depreciation ($900,000 + 8) (112,500)
Income before income tax $ 72,500
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EXERCISE 21-13 (Continued)

(b)

Rent expense $210,000

Note: Both the rent security deposit and the last month’s rent prepayment
should be reported as a noncurrent asset.

EXERCISE 21-14 (15-20 minutes)

(a)

(b)

RUDY COMPANY
Rent Expense
For the Year Ended December 31, 2007

Monthly rental $ 19,500
Lease period in 2007 (March—December) X 10 months
$ 195,000

BARBARA BRENT INC.
Income or Loss from Lease before Taxes
For the Year Ended December 31, 2007

Rental revenue ($19,500 X 10 months) $195,000
Less expense
Depreciation $125,000*
Commission 6,250** 131,250
Income from lease before taxes $ 63,750

*$1,500,000 cost + 10 years = $150,000/year
$150,000 X 10/12 = $125,000

**(Note to instructor: Under principles of accrual accounting, the com-
mission should be amortized over the life of the lease: $30,000 =+
4 years = $7,500 X 10/12 = $6,250.)
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*EXERCISE 21-15 (20-30 minutes)

Elmer’s Restaurants (Lessee)*

1/1/07 (0= 1= P 680,000.00
Computer.......nrsmsnsessessssssmsnes 600,000.00
Unearned Profit on Sale—
LeasebacK .......cccocmrrrmmriinmrrsienenens 80,000.00

Leased Computer Under Capital
Leases ....ccceverrrmrremrneernsen s s sennneas 680,000.00
Lease Liability......ccoccorserersescranscnananas 680,000.00
($110,666.81 X 6.14457)

Throughout 2007

Executory COStS ......ccceomsmrsmrmscssmsansassnsanas 9,000.00
Accounts Payable or Cash........... 9,000.00

12/31/07 Unearned Profit on Sale—
ST T-T=1 oT: Lo |G 8,000.00
Depreciation Expense*................. 8,000.00
($80,000 = 10)

12/31/07 Depreciation Expense........cccevemsarseranas 68,000.00
Accumulated Depreciation........... 68,000.00
($680,000 = 10)

Interest Expense.......cccervrvrieniessesscnannae 68,000.00
Lease Liability........cccocriririricnscnsmnsnnscnaenae 42,666.81
(07 1] o [ 110,666.81

*Lease should be treated as a capital lease because present value of
minimum lease payments equals the fair value of the computer. Also, the
lease term is greater than 75% of the economic life of the asset, and title
transfers at the end of the lease.

**The credit could also be to a revenue account.

Note to instructor:

1. The present value of an ordinary annuity at 10% for 10 periods should
be used to capitalize the asset. In this case, EImer’s Restaurants would
use the implicit rate of the lessor because it is lower than its own
incremental borrowing rate and known to ElImer’s Restaurants.
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*EXERCISE 21-15 (Continued)

2. The unearned profit on the sale-leaseback should be amortized on the

same basis that the asset is being depreciated.

Partial Lease Amortization Schedule

Annual
Lease
Date Payment Interest (10%) Amortization Balance
1/1/07 $680,000.00
12/31/07 $110,666.81 $68,000.00 $42,666.81 637,333.19
Liquidity Finance Co. (Lessor)*
1/1/07 Computer ... 680,000.00
(-1 o [ 680,000.00
Lease Receivable.......cccceverrreenee 680,000.00
Computer.......oceeererecrcnacas 680,000.00
12/31/07 CaSh s ennneas 110,666.81
Lease Receivable................. 42,666.81
Interest Revenue................... 68,000.00

*Lease should be treated as a direct financing lease because the present

value of the minimum lease payments equals the fair value of the
computer, and (1) collectibility of the payments is reasonably assured,
(2) no important uncertainties surround the costs yet to be incurred by
the lessor, and (3) the cost to the lessor equals the fair market value of
the asset at the inception of the lease.

*EXERCISE 21-16 (20-30 minutes)

(a)

Sale-leaseback arrangements are treated as though two transactions
were a single financing transaction if the lease qualifies as a capital
lease. Any gain or loss on the sale is deferred and amortized over the
lease term (if possession reverts to the lessor) or the economic life (if
ownership transfers to the lessee). In this case, the lease qualifies as
a capital lease because the lease term (10 years) is 83% of the remaining
economic life of the leased property (12 years). Therefore, at 12/31/08,
all of the gain of $120,000 ($520,000 — $400,000) would be deferred and
amortized over 10 years. Since the sale took place on 12/31/08, there
is no amortization for 2008.
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*EXERCISE 21-16 (Continued)

(b)

(d)

A sale-leaseback is usually treated as a single financing transaction
in which any profit on the sale is deferred and amortized by the seller.
However, FASB 28 amends this general rule when either only a minor
part of the remaining use of the property is retained, or more than a
minor part but less than substantially all of the remaining use of
property is retained. The first situation occurs when the present value
of the lease payments is 10% or less of the fair market value of the
sale-leaseback property. The second situation occurs when the lease-
back is more than minor but does not meet the criteria of a capital
lease for all the property sold. (The second situation was not discussed
in the textbook.) This problem is an example of the first situation
because the present value of the lease payments ($35,000) is less
than 10% of the fair value of the asset ($480,000). Under these circum-
stances the sale and the leaseback are accounted for as separate
transactions. Therefore, the full gain ($480,000 — $420,000, or $60,000)
is recognized.

The profit on the sale of $121,000 should be deferred and amortized
over the lease term. Since the leased asset is being depreciated using
the sum-of-the-years’ depreciation method, the deferred gain should
also be reported in the same manner. Therefore, in the first year, $22,000
(10/55 X $121,000) of the gain would be recognized.

In this case, Sondgeroth would report a loss of $87,300 ($300,000 —
$212,700) for the difference between the book value and lower fair
value. The profession requires that when the fair value of the asset is
less than the book value (carrying amount), a loss must be recognized
immediately. In addition, rent expense of $72,000 should be reported.
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TIME AND PURPOSE OF PROBLEMS

Problem 21-1 (Time 20—-25 minutes)

Purpose—to develop an understanding of the accounting principles used in a sales-type lease for both
the lessee and the lessor. The student is required to discuss the nature of lease and make journal
entries for both sides of the transaction.

Problem 21-2 (Time 20-30 minutes)

Purpose—to develop an understanding of the accounting treatment for operating leases. The student is
required to identify the type of lease involved, explain the respective reasons for their classification, and
discuss the accounting treatment that should be applied for both the lessee and lessor. The student is
also asked to prepare the journal entries to reflect the first year of this lease contract for both the lessee
and lessor and to discuss the disclosures required of the lessee and lessor.

Problem 21-3 (Time 35—45 minutes)

Purpose—to develop an understanding of the accounting procedures involved in a sales-type leasing
arrangement. The student is required to discuss the nature of this lease transaction from the viewpoint
of both the lessee and lessor. The student is also requested to prepare the journal entries to record the
lease for both the lessee and lessor plus illustrate the items and amounts that would be reported on the
balance sheet at the end of the first year for the lessee and the lessor.

Problem 21-4 (Time 30—40 minutes)

Purpose—to provide an understanding of how lease information is reported on the balance sheet and
income statement for three different years in regard to the lessee. In addition, the year-end month is
changed in order to help provide an understanding of the complications involved with partial periods.

Problem 21-5 (Time 30—40 minutes)

Purpose—to provide an understanding of how lease information is reported on the balance sheet and
income statement for three different years in regard to the lessor. In addition, the year-end month is
changed in order to help provide an understanding of the complications involved with partial periods.

Problem 21-6 (Time 25—-35 minutes)
Purpose—to provide an understanding of the journal entries to be recorded by the lessee given a
guaranteed residual value. Journal entries for two periods are required.

Problem 21-7 (Time 25-30 minutes)

Purpose—to develop an understanding of the accounting for a capital lease by the lessee in an annuity
due arrangement. The student is required to prepare the lease amortization schedule for the entire term
of the lease and all the necessary journal entries for the lease through the first two lease payments.
The student is also asked to indicate the amounts that would be reported on the lessee’s balance
sheet.

Problem 21-8 (Time 20-30 minutes)

Purpose—to develop an understanding of the accounting by the lessee for a capital lease. The student
is required to explain the relationship between the capitalized amount of leased equipment and the
leasing arrangement. The student is asked to prepare the lessee’s journal entries at the date of
inception, for depreciation of the leased asset, and for the first lease payment, as well as to indicate the
amounts that should be reported on the lessee’s balance sheet.
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Time and Purpose of Problems (Continued)

Problem 21-9 (Time 20-30 minutes)

Purpose—to develop an understanding of the accounting for a capital lease by a lessee in an annuity
due arrangement. The student is required to prepare all the journal entries, with supportive
computations, which the lessee would have made to record the lease for the first period of the lease.

Problem 21-10 (Time 30—40 minutes)

Purpose—to develop an understanding of the accounting treatment accorded a sales-type lease
involving an unguaranteed residual value. The student is required to discuss the nature of the lease
with regard to the lessor and to compute the lease receivable, the sales price, and the cost of sales.
The student is also required to construct a 10-year lease amortization schedule for the leasing
arrangement, and to prepare the lessor’s journal entries for the first year of the lease contract.

Problem 21-11 (Time 30—40 minutes)

Purpose—to develop an understanding of a capital lease with an unguaranteed residual value. The
student explains why it is a capital lease and computes the amount of the initial obligation. The student
prepares a 10-year amortization schedule and all of the lessee’s journal entries for the first year.

Problem 21-12 (Time 40-50 minutes)

Purpose—to develop an understanding of the accounting for capital leases where the lease payments
for the first half of the lease term differ from those for the latter half. The student is required to compute
for the lessee the discounted present value of the leased property and the related obligation at the
lease’s inception date. The student is also asked to prepare journal entries for the lessee.

Problem 21-13 (Time 30—40 minutes)

Purpose—to develop an understanding of a sales-type lease with a guaranteed residual value. The
student discusses the classification of the lease and computes the lease receivable at inception of
lease, sales price, and cost of sales. The student prepares a 10-year amortization schedule and all of
the lessor’s journal entries for the first year.

Problem 21-14 (Time 30—40 minutes)

Purpose—to develop an understanding of a capital lease with a guaranteed residual value. The student
explains why it is a capital lease and computes the amount of the initial obligation. The student
prepares a 10-year amortization schedule and all of the lessee’s journal entries for the first year.

Problem 21-15 (Time 30—40 minutes)

Purpose—to develop a memo to your audit supervisor to discuss: (a) why you inspected the lease
agreement, (b) what you determined about the lease, and (c) how you advised your client to account for
the lease. As part of the discussion you are required to make the journal entry necessary to record the
lease property.

Problem 21-16 (Time 30—40 minutes)

Purpose—to develop an understanding of how residual values affect the accounting for the lessee and
the lessor. The student must understand both the accounting for a guaranteed and unguaranteed
residual value and determine how large the residual value must be to have operating lease treatment.
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(a)

(b)

(c)

(d)

SOLUTIONS TO PROBLEMS

PROBLEM 21-1

This is a capital lease to Potter since the lease term is greater than
75% of the economic life of the leased asset. The lease term is 78%
(7 + 9) of the asset’s economic life.

This is a capital lease to Stine because collectibility of the lease
payments is reasonably predictable, there are no important
uncertainties surrounding the costs yet to be incurred by the lessor,
and the lease term is greater than 75% of the asset’s economic life.
Since the fair value ($560,000) of the equipment exceeds the lessor’s
cost ($420,000), the lease is a sales-type lease.

Calculation of annual rental payment:

$560,000 — ($80,000 x .51316)*
5.35526**

= $96,904

*Present value of $1 at 10% for 7 periods.
**Present value of an annuity due at 10% for 7 periods.

Computation of present value of minimum lease payments:
PV of annual payments: $96,904 X 5.23054* = $506,860

PV of guaranteed residual value: $80,000 X .48166** 38,533
$545,393
*Present value of an annuity due at 11% for 7 periods.
**Present value of $1 at 11% for 7 periods.
1/1/07 Leased Machinery Under Capital
LeaSEeS...iiverrremrrrmrreee s 545,393
Lease Liability .....ccccoorimeecriricrccrnnes 545,393
Lease Liability ......cccocemiririerscnscnscnscnsnnannne 96,904
(- 1= o T 96,904
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PROBLEM 21-1 (Continued)

(e)

12/31/07

1/1/08

12/31/08

1/1/07

12/31/07

1/1/08

12/31/08

Depreciation Expense........cccocuvriersersenne 66,485
Accumulated Depreciation............
($545,393 — $80,000) + 7

Interest EXpense.......cccvmvmiriersenscssessnnaes 49,334
Interest Payable..........ccccocnvriruenncnns
($545,393 — $96,904) X .11

Lease Liability........cccoomrrirsmserserscnscsscssene 47,570

Interest Payable ........ccoovirirircnicscnncnee 49,334
L0 1] o [

Depreciation Expense........cccocuvriersersenne 66,485
Accumulated Depreciation............

Interest EXpense.......cccvcmvmiriessessnssnssnnaes 44,101
Interest Payable..........ccccoririruenncne

[($545,393 — $96,904 — $47,570) X .11]

Lease Receivable........cccvemrverrvcerrecerne 560,000

Cost of Goods Sold.......cccccrrerrrrrrcrrserrsenns 420,000
SAleS ... ————
Inventory.......inininininenenenaenes

(- 1= o T 96,904
Lease Receivable.........ccccvrerrrerneee.

Interest Receivable..........veerveerrecerneee. 46,310
Interest Revenue........ccvverrvecerneee

[($560,000 — $96,904) X .10]

(- 1= o T 96,904
Lease Receivable.......cccccerremmrrrnsnnnes
Interest Receivable...........................

Interest Receivable ......vevveervcerreeeneee 41,250
Interest Revenue.......eeeeeciiinnnnees

[($560,000 — $96,904 — $50,594) X .10]
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(a)

(b)

PROBLEM 21-2

The lease is an operating lease to the lessee and lessor because:

-t
.

it does not transfer ownership,
2. it does not contain a bargain purchase option,

3. it does not cover at least 75% of the estimated economic life of the
crane, and

4. the present value of the lease payments is not at least 90% of the
fair value of the leased crane.

$22,000 Annual Lease Payments X PV of annuity due at 9%

for 5 years

$22,000 X 4.23972 = $93,273.84, which is less than $144,000.00
(90% X $160,000.00)

At least one of the four criteria would have had to be satisfied for the
lease to be classified as other than an operating lease.

Lessee’s Entries

Rent EXPeNSe ... sssssssssssssssssssssssssssnns 22,000
(- 1= o 22,000
Lessor’s Entries
Insurance EXPense......rnsssssssssssssssssssssssssssssssns 500
TaX EXPENSE ....cccecrirrsnssnssssssssssssssssssssssssssssssssssssssssssssnssas 2,000
Maintenance EXpense .......cimiminiensmssessmssmssmssnssmsnsas 650
Cash or Accounts Payable.............ovrerercrncacn. 3,150
Depreciation EXpense ........ccorvmrmsmmsmssmssessmssmssmssnssnsnsas 12,500
Accumulated Depreciation—Crane....................... 12,500

[($160,000 — $10,000) + 12]

CaSh ..t —————————— 22,000
Rental Revenue ... cvevvcsrrcssscssssessssessssessssesnes 22,000
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PROBLEM 21-2 (Continued)

(c) M. K. Gumowski as lessee must disclose in the income statement the
$22,000 of rent expense and in the notes the future minimum rental
payments required as of January 1 (in total, $88,000) and for each of the
succeeding four years: 2009—$22,000; 2010—$22,000; 2011—$22,000;
2012—$22,000. Nothing relative to this lease would appear on the lessee’s
balance sheet.

Synergetics as lessor must disclose in the balance sheet or in the
notes the cost of the leased crane ($160,000) and the accumulated
depreciation of $12,500 separately from assets not leased. Additionally,
Synergetics must disclose in the notes the minimum future rentals as a
total of $88,000, and for each of the succeeding four years: 2009—$22,000;
2010—%$22,000; 2011—$22,000; 2012—$22,000.

The income statement for the lessor reports rental revenue and
expenses for insurance, taxes, maintenance, and depreciation expense.
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(a)

(b)

(c)

(d)

PROBLEM 21-3

The lease should be treated as a capital lease by Cascade Industries
requiring the lessee to capitalize the leased asset. The lease qualifies
for capital lease accounting by the lessee because: (1) title to the
engines transfers to the lessee, (2) the lease term is equal to the
estimated life of the asset, and (3) the present value of the minimum
lease payments exceeds 90% of the fair value of the leased engines.
The transaction represents a purchase financed by installment payments
over a 10-year period.

For Hardy Inc. the transaction is a sales-type lease because a manu-
facturer’s profit accrues to Hardy. This lease arrangement also represents
the manufacturer’s financing the transaction over a period of 10 years.

Present Value of Lease Payments
$620,956 X 7.24689* $4,500,000

*Present value of an annuity due at 8% for 10 years.

Dealer Profit

Sales (present value of lease payments) $4,500,000
Less cost of engines 3,900,000
Profit on sale $ 600,000
Leased Engines Under Capital Leases.............. 4,500,000
Lease Liability .....ccocccerrmrcrisrccrsnscsscsscscssnnaas 4,500,000
Lease Receivable..... e 4,500,000
Cost of Goods Sold.........ccrerrrmrrrrreersnsersensneese 3,900,000
SAlES .. ————————— 4,500,000
LR RVZ=T 01 (o] oY 3,900,000
Lessee (January 1, 2008)
Lease Liability .......ccccerimimimsnscnsensmssmssmssmssmssmssnssnses 620,956
L0 T o [ 620,956
Lessor (January 1, 2008)
(0 T o [ 620,956
Lease Receivable.......rreerreervcerseernennns 620,956
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PROBLEM 21-3 (Continued)

(e) CASCADE INDUSTRIES
Lease Amortization Schedule
Annual
Lease Interest on Reduction in Lease
Receipt/ Receivable/ Receivable/ Receivable/
Date Payment Liability at 8% Liability Liability
1/1/08 4,500,000
1/1/08 620,956 620,956 3,879,044
1/1/09 620,956 310,324 310,632 3,568,412
1110 620,956 285,473 335,483 3,232,929
Lessee (December 31, 2008)
Interest EXpPeNnse........ccccvmimsmsessmssessessessmssnssmsmssnsas 310,324
Interest Payable ... 310,324
Lessor (December 31, 2008)
Interest Receivable ... 310,324
Interest Revenue....... e 310,324
(F) CASCADE INDUSTRIES

Balance Sheet
December 31, 2008

Property, plant, and equipment: Current liabilities:
Leased property
under capital leases $4,500,000 Interest payable $ 310,324
Lease liability 310,632**
Less accumulated
depreciation 450,000* Long-term liabilities:
$4,050,000 Lease liability 3,568,412***

(See schedule)

*$4,500,000 + 10 = $450,000
**($620,956 — $310,324)
***No portion of this amount paid within the next year.

Note: The title Obligations under Capital Leases is often used instead of lease
liability.
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PROBLEM 21-3 (Continued)

HARDY INC.
Balance Sheet
December 31, 2008

Assets

Current assets:
Interest receivable $ 310,324
Lease receivable 310,632

Noncurrent assets:
Lease receivable $3,568,412*

Note: The title Net Investment in Sales-Type Leases is often shown instead
of lease receivable.

*See balance on amortization schedule at 1/1/09.

21-40



(@) (1) $15,846
$5,500
$33,376

(2)
$25,954
$15,846

$132,501

$200,255

($33,376)
(3) $13,250

$5,500
$33,376

(4)
$28,550
$13,250

$103,951

$200,255

($66,752)

(b) (1)  $3,962
$1,375
$8,344

PROBLEM 21-4

Interest expense (See amortization schedule)
Lease executory expense
Depreciation expense ($200,255 + 6 = $33,376)

Current liabilities:
Lease liability
Interest payable

Long-term liabilities:
Lease liability

Property, plant, and equipment:
Leased computer under capital lease
Accumulated depreciation

Interest expense (See amortization schedule)
Lease executory expense
Depreciation expense ($200,255 + 6 = $33,376)

Current liabilities:
Lease liability
Interest payable

Long-term liabilities:
Lease liability

Property, plant, and equipment:
Leased computer under capital lease
Accumulated depreciation

Interest expense ($15,846 X 3/12 = $3,962)
Lease executory expense ($5,500 X 3/12 = $1,375)
Depreciation expense

($200,255 + 6 = $33,376;

$33,376 X 3/12 = $8,344)
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PROBLEM 21-4 (Continued)

(2)
$25,954
$3,962

$132,501

$200,255
(58,344)

$4,125
(3) $15,197
$5,500

$33,376

(4)
$28,550
$3,313

$103,951

$200,255
(%41,720)

$4,125

Current liabilities:
Lease liability
Interest payable

Long-term liabilities:
Lease liability

Property, plant, and equipment:
Leased computer under capital lease
Accumulated depreciation

Current assets:
Prepaid lease executory costs
($5,500 X 9/12 = $4,125)

Interest expense
[($15,846 — $3,962) + ($13,250 X 3/12) =
$11,884 + $3,313 = $15,197]
Lease executory expense
Depreciation expense ($200,255 + 6 = $33,376)

Current liabilities:
Lease liability
Interest payable ($13,250 X 3/12 = $3,313)

Long-term liabilities:
Lease liability

Property, plant, and equipment:
Leased computer under capital lease
Accumulated depreciation
($8,344 + $33,376 = $41,720)

Current assets:

Prepaid lease executory costs
($5,500 X 9/12 = $4,125)
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(a)

(b)

(1) $15,846

(2)
$41,800

$132,501
(3) $13,250

(4)
$41,800

$103,951
(1)  $3,962

(2)
$29,916

$132,501

(3) $15,197

(4)
$31,863

$103,951

PROBLEM 21-5

Interest revenue

Current assets:
Lease receivable
$25,954 and interest receivable $15,846

Noncurrent assets:
Lease receivable (net investment in lease)

Interest revenue

Current assets:
Lease receivable
$28,550 and interest receivable $13,250

Noncurrent assets:
Lease receivable (net investment in lease)

Interest revenue ($15,846 X 3/12 = $3,962)

Current assets:
Lease receivable
$25,954 and interest receivable $3,962

Noncurrent assets:
Lease receivable

Interest revenue
[($15,846 — $3,962) + ($13,250 X 3/12) =
$11,884 + $3,313 = $15,197]

Current assets:
Lease receivable
Interest receivable

$28,550
$3,313

Noncurrent assets:
Lease receivable
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PROBLEM 21-6

Note: This lease is a capital lease to the lessee because the lease term
(six years) exceeds 75% of the remaining economic life of the asset (six years).
Also, the present value of the minimum lease payments exceeds 90% of the
fair value of the asset.

$ 81,365 Annual rental payment
X 4.60478 PV of an annuity due of 1 forn =6, i = 12%
$ 374,668 PV of periodic rental payments

$ 50,000 Guaranteed residual value
X .50663 PVofi1forn=6,i=12%
$ 25,332 PV of guaranteed residual value

$ 374,668 PV of periodic rental payments
+ 25,332 PV of guaranteed residual value
$ 400,000 PV of minimum lease payments

(a) ZARLE COMPANY (Lessee)
Lease Amortization Schedule

Annual
Lease Reduction
Payment Interest (12%) of Lease Lease
Date Plus GRV on Liability Liability Liability
1/1/07 $400,000
1/1/07 $ 81,365 $ 81,365 318,635
1/1/08 81,365 $ 38,236 43,129 275,506
1/1/09 81,365 33,061 48,304 227,202
1110 81,365 27,264 54,101 173,101
1/1/11 81,365 20,772 60,593 112,508
1112 81,365 13,501 67,864 44,644
12/31/12 50,000 5,356* 44,644 0

$538,190 $138,190 $400,000

*Rounding error is $1.
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PROBLEM 21-6 (Continued)

(b) January 1, 2007
Leased Equipment Under Capital Leases...............
Lease Liability.......ccoccorerrrsersmssmsnssnsssssssssssssnnsnas

Lease Liability........ccccuoiemssmsmsmsmssssssssssssssssssssssssssssnnss
Cash ... ———

During 2007
Lease Executory EXpense.........cccocuvmimsmrsmssmssmssnssnnanns
Cash... s ————

December 31, 2007
Interest EXPense. ......coiemimsmssssssmsssssssssssssssssssssssssssnns
Interest Payable ...

Depreciation EXpense........cuomrmsmsssssssssssssssssssnsns
Accumulated Depreciation—Capital
Leases ([$400,000 — $50,000] + 6)....ccccevueuce-.

January 1, 2008
Interest Payable ...
Interest EXPeNnSse.....cererssssnssssssssssssssssnsnnsns

Interest EXPeNnSe.......cocimimsmssssmssssssssssssssssssssssssssssssnns
Lease Liability........ccccuoiomssmsmssmsssssssssssssssssssssssssssssssns
Cash ... ———

During 2008
Lease Executory EXpPense..........cccucuvmimrsemsmssmssmssmsnssnns
Cash... s

December 31, 2008
Interest EXPense.......cooimimsssssssssmsssssssssssssssssssssssssssnns
Interest Payable ...

Depreciation EXpense........cuomrmsmsssssssssssssssssssnsns

Accumulated Depreciation—Capital
= T
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PROBLEM 21-6 (Continued)

(Note to instructor: The guaranteed residual value was subtracted for
purposes of determining the depreciable base. The reason is that at
the end of the lease term, hopefully, this balance can offset the
remaining lease obligation balance. To depreciate the leased asset to
zero might lead to a large gain in the final years if the residual value
has a value at least equal to its guaranteed amount.)

21-46



PROBLEM 21-7

(@) December 31, 2007
Leased Equipment Under Capital Leases............... 129,195
Lease Liability......ccccoorerimrecrsssessssesscsssscssanssenaes 129,195
(To record leased asset and related
obligations at the present value of
5 future annual payments of $32,000
discounted at 12%, $32,000 X 4.03735)

December 31, 2007
Lease Liability........ccccuoremssmssmssmsssssssssssssssssssssssssssssssnns 32,000
CaSh ... ————————— 32,000
(To record the first rental payment)

(b) December 31, 2008
Depreciation EXpense........coomimnmsmsmsssssssssssssssssns 18,456
Accumulated Depreciation—Capital
LEASES ..cereeerreerreerree s s s s s 18,456
(To record depreciation of the leased
asset based upon a cost to Brennan of
$129,195 and a life of 7 years)

December 31, 2008

Interest EXPense. ... oiemimsmssssssssssssssssssssssssssssssssssnns 11,663
Lease Liability........ccccuoimssmsmsmsmsssmsssssssssssssssssssssssnsns 20,337
CaSh ... ——————— 32,000

(To record annual payment on lease
obligation of which $11,663 represents
interest at 12% on the unpaid principal
of $97,195)
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PROBLEM 21-7 (Continued)

(c)

BRENNAN STEEL COMPANY (Lessee)
Lease Amortization Schedule
(Annuity Due Basis)

Annual Reduction
Lease Interest (12%) of Lease Lease

Date Payment on Liability Liability Liability
12/31/07 — — — $129,195
12/31/07 $32,000 $ 0 $32,000 97,195
12/31/08 32,000 11,663 20,337 76,858
12/31/09 32,000 9,223 22,777 54,081
12/31/10 32,000 6,490 25,510 28,571
12/31/11 32,000 3,429 28,571 0
December 31, 2009
Interest EXPeNSe ... rercersmsssssssssssssssssssssssssssssssssnnas 9,223
Lease Liability ......ccoeornrnrsmrssnnssssssssssssssssssssssssssssnssnnnas 22,777

(- 1= o 32,000

(To record annual payment on lease
obligation of which $9,223 represents
interest at 12% on the unpaid principal
of $76,858)

December 31, 2009
Depreciation EXpense ........ccocuvmimimmsmmsmmsmssmssmssmssnssnssnsas 18,456
Accumulated Depreciation—Capital
=Y L= <Y 18,456
(To record annual depreciation on assets

leased)
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PROBLEM 21-7 (Continued)

(d) BRENNAN STEEL COMPANY
Balance Sheet
December 31, 2009

Property, plant, and equipment: Current liabilities:
Leased equipment
under capital leases $129,195 Lease liability $25,510
Less: Accumulated
depreciation 36,912 Long-term:
92,283 Lease liability 28,571
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(a)

(b)

(c)

(d)

(e)

PROBLEM 21-8

The $370,000 is the present value of the five annual lease payments of
$94,732 less the $6,000 attributable to the payment for taxes, insurance,
and maintenance. In other words, it is the present value of five $88,732
payments to be made at the beginning of each year discounted at 10%,
the lower of the implicit or incremental rates (since the lessee knows
the implicit rate). The cost of taxes, insurance, and maintenance repre-
sents periodic services to be performed in the future by the lessor
and should not be capitalized. The amount capitalized represents the
completed service element by the lessor company in that it has made
the property available; the taxes, insurance, and maintenance represent
the uncompleted, unrendered services of the lessor.

Leased Equipment Under Capital Leases................ 370,000
Lease Liability ........cccuoiomsmsmsmssssssssssssssssssassansnnas 370,000
($88,732 X Annuity Due Factor for
5 years at 10% = $88,732 X 4.16986 =
$370,000)

Taxes, Insurance, and Maintenance Expense........ 6,000
Lease Liability .......ccoceorrrnmrsmrsmssnssssssssssssssssssssssssnssnsnas 88,732
(- 1= o T 94,732

Depreciation EXpense ........ccocrvrrmmsmmsmssmssmssmssmssmssnssnsas 148,000
Accumulated Depreciation—Capital
LeasSes... oo rsins s s ssnn s s s 148,000
($370,000 X 40% = $148,000)

Interest EXPeNnsSe ... rcecsnsssssssssssssssssssssssssssssssnsnas 28,127
Interest Payable.........ccoiemiminsssssssssssssssansnnas 28,127
(See amortization schedule)

Taxes, Insurance, and Maintenance Expense........ 6,000
Interest Payable........ s 28,127
Lease Liability .......ccoeorrrrmrsmrsnssmssnsssssssssssssssssssssssssssns 60,605
(- 1= o TN 94,732
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PROBLEM 21-8 (Continued)

(f)

CHARLIE DOSS COMPANY (Lessee)
Lease Amortization Schedule

Annual Reduction
Lease Interest (10%) of Lease Lease

Date Payment on Liability Liability Liability
1/1/08 $370,000
1/1/08 $88,732 $88,732 281,268
1/1/09 88,732 $28,127 60,605 220,663
1110 88,732 22,066 66,666 153,997

CHARLIE DOSS COMPANY
Balance Sheet
December 31, 2008
Assets Liabilities

Property, plant, and equipment: Current:

Leased property Interest payable $ 28,127

under capital leases $370,000 Lease liability 60,605*

Less: Accumulated Noncurrent:

depreciation 148,000 Lease liability 220,663

$222,000

*See Lease Amortization Schedule in part (e) above.
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PROBLEM 21-9

Entries on Auqust 1, 2007:

(1) Leased Equipment Under Capital Leases........... 3,537,354
Lease Liability ......cccceerimrcrrsiercsssccssesscssennnnas 3,537,354

Explanation and computation: This is a capital lease because the lease
term exceeds 75% of the asset’s useful life.

The leased computer and the related obligation are recorded at the
present value of the minimum lease payments, excluding the maintenance
charge, as follows: ($50,000 — $4,000) X 76.899 = $3,537,354.

(2) Computer Maintenance Expense........ccosurseraas 4,000
Lease Liability .......ccocemirimimsmnicnsensmnsmssmssmssmssmssnssnses 46,000
(022 = o 50,000

Explanation: This entry is to record the August 1, 2007, first payment
under the lease agreement. No interest is recognized on August 1
because the agreement began on that date. Cash payment includes
$4,000 of maintenance cost.

Entries on Auqust 31, 2007:

(1) Interest EXPENSEe ......cccoorrimrsmsessmsmsmssmsassmssnsassnssnsanas 34,914
Interest Payable........ccooiririnincninnesenaens 34,914

Explanation and computation: Interest accrued on the unpaid balance
of the lease obligations from August 1 to August 31, 2007, is computed
as follows: ($3,537,354 — $46,000) X .01 = $34,914.

(2) Depreciation EXPense .......oirmmsessmsamsmssmsnsassnsanas 24,565
Accumulated Depreciation—Capital
LEASES..cciierremrree e eren s s s s 24,565

Explanation and computation: Depreciation is recorded for one month of
the use of computer using the lease term: ($3,537,354 X 1/12 X 1/12 =
$24,565).
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PROBLEM 21-10

(@) The lease is a sales-type lease because: (1) the lease term exceeds
75% of the asset’s estimated economic life, (2) collectibility of
payments is reasonably assured and there are no further costs to be
incurred, and (3) Hanson Company realized an element of profit aside
from the financing charge.

1)

(2)

3)

Present value of an annuity due of $1 for

10 periods discounted at 10% 6.75902
Annual lease payment $ 30,000
Present value of the 10 rental payments 202,771

Add present value of estimated residual
value of $20,000 in 10 years at 10%

($20,000 X .38554) 7,711
Lease receivable at inception $210,482

Sales price is $202,771 (the present value of the 10 annual lease
payments); or, the initial PV of $210,482 minus the PV of the
unguaranteed residual value of $7,711.

Cost of sales is $127,289 (the $135,000 cost of the asset less the
present value of the unguaranteed residual value).
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PROBLEM 21-10 (Continued)

(b)

(c)

HANSON COMPANY (Lessor)
Lease Amortization Schedule
Annuity Due Basis, Unguaranteed Residual Value

Annual Lease Interest (10%) Lease

Beginning Payment Plus on Lease Receivable Lease

of Year Residual Value Receivable Recovery  Receivable
(a) (b) (c) (d)

Initial PV — — — $210,482

1 $ 30,000 —_ $ 30,000 180,482

2 30,000 $ 18,048 11,952 168,530

3 30,000 16,853 13,147 155,383

4 30,000 15,538 14,462 140,921

5 30,000 14,092 15,908 125,013

6 30,000 12,501 17,499 107,514

7 30,000 10,751 19,249 88,265

8 30,000 8,827 21,173 67,092

9 30,000 6,709 23,291 43,801

10 30,000 4,380 25,620 18,181

End of 10 20,000 1.819* 18,181 0
$320,000 $109,518 $210,482

*Rounding error is $1.00.

(a) Annual lease payment required by lease contract.

(b) Preceding balance of (d) X 10%, except beginning of first year of lease term.

(c) (a) minus (b).
(d) Preceding balance minus (c).

Beginning of the Year

Lease Receivable....... v srssesssses e sssseens 210,482
Cost Of SAlES ....covcrverrmrrerre e 127,289
SaAlES...ceiir i ———————————

Computer INVentory .........cocenssessmsessmsssssssmsnns
(To record the sale and the cost of sales
in the lease transaction)

Selling EXPENSEe.....crrnecnmsnssssmssssmsassmsnssssmsassmsassnnss 4,000
L0 T o T
(To record payment of the initial direct
costs relating to the lease)
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PROBLEM 21-10 (Continued)

Lease Receivable.........errrcerreccrsscsnnaennen
(To record receipt of the first lease
payment)

End of the Year
Interest Receivable ...
Interest Revenue.........icccesiccmsssses s ssssssssenes
(To record interest earned during the
first year of the lease)
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PROBLEM 21-11

(@) The lease is a capital lease because: (1) the lease term exceeds 75% of
the asset’s economic life and (2) the present value of the minimum
lease payments exceeds 90% of the fair value of the leased asset.

Initial Obligation Under Capital Leases:
Minimum lease payments ($30,000) X PV of an
annuity due for 10 periods at 10% (6.75902) $202,771

(b) FLYPAPER AIRLINES (Lessee)
Lease Amortization Schedule
(Annuity due basis and URV)

Interest (10%) Reduction

Beginning Annual Lease on Lease of Lease Lease
of Year Payment Liability Liability Liability
(a) (b) (c) (d)
Initial PV — — — $202,771
1 $ 30,000 — $ 30,000 172,771
2 30,000 $17,277 12,723 160,048
3 30,000 16,005 13,995 146,053
4 30,000 14,605 15,395 130,658
5 30,000 13,066 16,934 113,724
6 30,000 11,372 18,628 95,096
7 30,000 9,510 20,490 74,606
8 30,000 7,461 22,539 52,067
9 30,000 5,207 24,793 27,274
10 30,000 2,726* 27,274 0
$300,000 $97,229 $202,771

*Rounding error is $1.

(a) Annual lease payment required by lease contract.

(b) Preceding balance of (d) X 10%, except beginning of first year of lease term.
(c) (a) minus (b).

(d) Preceding balance minus (c).
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PROBLEM 21-11 (Continued)
(c) Lessee’s journal entries:

Beginning of the Year
Leased Equipment Under Capital Leases...............
Lease Liability......ccocoororrrsersmnsnnnssnsssssssssssssnssnas
(To record the lease of computer
equipment using capital lease method)

Lease Liability........cccuormssmsmsmsmsssssssssssssssssssssssssssssnns
Cash... s ———
(To record the first rental payment)

End of the Year
Interest EXPeNnsSe.......coimsssssnssssssssssssssssssssssssssssssssns
Interest Payable ...
(To record accrual of annual interest on
lease obligation)

Depreciation EXpense........cccucvmimsemsessmssessmssmssmssnssnssnns
Accumulated Depreciation—Leased

(To record depreciation expense for
first year [$202,771 + 10])
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(a)

(b)

PROBLEM 21-12

JUDY YIN TRUCKING COMPANY
Schedule to Compute the Discounted Present Value
of Terminal Facilities and the Related Obligation
January 1, 2006

Present value of first 10 payments:
Immediate payment $ 900,000
Present value of an ordinary annuity for
9 years at 6% ($900,000 X 6.801692) 6,121,523 $7,021,523

Present value of last 10 payments:
First payment of $320,000 320,000
Present value of an ordinary annuity for
9 years at 6% ($320,000 X 6.801692) 2,176,541
Present value of last 10 payments at

January 1, 2016 2,496,541
Discount to January 1, 2006
($2,496,541 X .558395) 1,394,056

Discounted present value of terminal
facilities and related obligation $8,415,579

(Note to instructor: The student can compute the $7,021,523 by using
the present value of an annuity due for 10 periods at 6% (7.80169 X
$900,000 = $7,021,521). For the last ten periods, the present value of an
annuity due for 20 periods less the present value of an annuity due for
10 periods can be used as follows: ([12.15812 — 7.80169] X $320,000 =
$1,394,058; $2 difference due to rounding.)

JUDY YIN TRUCKING COMPANY
Journal Entries

2008
(1) (1/1/08)
Interest Payable 423,000
Lease Liability 477,000
Property Taxes Expense 125,000
Property Insurance Expense 23,000
Cash 1,048,000
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PROBLEM 21-12 (Continued)

Partial Amortization Schedule
(Annuity Due Basis)

Interest
(6%) on Reduction
Lease Executory Lease of Lease Lease
Date Payment Costs Liability Liability Liability
1/1/06 — — — — $8,400,000
1/1/06  $1,048,000 $148,000 $ 0 $900,000 7,500,000

1/1/07 1,048,000 148,000 450,000 450,000 7,050,000
1/1/08 1,048,000 148,000 423,000 477,000 6,573,000
1/1/09 1,048,000 148,000 394,380 505,620 6,067,380

(2) (12/31/08)
Depreciation Expense—Capital Leases...........cceeucu 210,000
Accumulated Depreciation—Capital
LEASES ..ccerreerrreerree e s s s s 210,000
(To record annual depreciation expense
on leased assets) ($8,400,000 =+ 40)

Note: The leased asset is depreciated over its economic life because a
bargain purchase is available at the end of the lease term.

(3) (12/31/08)
Interest EXPense ... imvmsmsssnssmsssssssssssssssssssssssssssnns 394,380
Interest Payable ... 394,380
(To record interest accrual at 6% on
outstanding debt of $6,573,000)
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PROBLEM 21-13

(@) The noncancelable lease is a sales-type lease because: (1) the lease
term is for 83% (10 + 12) of the economic life of the leased asset, (2)
the present value of the minimum lease payments exceeds 90% of the
fair market value of the leased property, (3) the collectibility of the
lease payments is reasonably predictable and no uncertainties exist as
to unreimbursable costs yet to be incurred by the lessor, and (4) the
lease provides the lessor with manufacturer’s profit in addition to
interest revenue.

1.

Lease Receivable:

Present value of annual payments of $50,000
made at the beginning of each period for 10 years,

$50,000 X 6.75902 (PV of an annuity due @ 10%) $337,951
Present value of guaranteed residual value,

$15,000 X .38554 5,783

Present value of minimum lease payments $343,734

Sales price is the same as the present value of
minimum lease payments $343,734

Cost of sales is the cost of manufacturing the
x-ray machine $210,000
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PROBLEM 21-13 (Continued)

(b) LAURA JENNINGS INC. (Lessor)
Lease Amortization Schedule
(Annuity due basis, guaranteed residual value)

Annual Lease Interest (10%) Recovery
Beginning Payment Plus on Lease of Lease Lease
of Year Residual Value Receivable Receivable Receivable
(a) (b) (c) (d)

Initial PV — — —_ $343,734
1 $ 50,000 — $ 50,000 293,734
2 50,000 $ 29,373 20,627 273,107
3 50,000 27,311 22,689 250,418
4 50,000 25,042 24,958 225,460
5 50,000 22,546 27,454 198,006
6 50,000 19,801 30,199 167,807
7 50,000 16,781 33,219 134,588
8 50,000 13,459 36,541 98,047
9 50,000 9,805 40,195 57,852
10 50,000 5,785 44,215 13,637

End of 10 15,000 1,363* 13,637 0

$515,000 $171,266 $343,734

*Rounding error is $1.00.

(a) Annual lease payment required by lease contract.

(b) Preceding balance of (d) X 10%, except beginning of first year of lease term.
(c) (a) minus (b).

(d) Preceding balance minus (c).

(c) Lessor’s journal entries:

Beginning of the Year

Lease Receivable........rrcrrrerrrerneesnee s ssessseesens 343,734
(070 =1 Q0 RS- [ 210,000
SAIES ..ot ——————————— 343,734
X-ray Machine Inventory .........ccccvcmimsssessessesaens 210,000
Selling EXPENSE .....cocrieernmsnsmnsssmsnssnsmsssmsassnsmssssnsanas 14,000
Cash or Payable........crnmrsessnsessesssmssssassnssnsas 14,000

(To record the incurrence of initial direct
costs relating to the lease)
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PROBLEM 21-13 (Continued)

Lease Receivable........rrrrrrernrerseesseeseeessseeenns 50,000
(To record receipt of the first lease
payment)

End of the Year
Interest Receivable...... v 29,373
Interest Revenue......rccvcrersrernee s ssesseeeens 29,373
(To record interest earned during the first
year of the lease)
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(a)

(b)

PROBLEM 21-14

The noncancelable lease is a capital lease because: (1) the lease term is
for 83% (10 + 12) of the economic life of the leased asset and (2) the
present value of the minimum lease payments exceeds 90% of the fair
market value of the leased asset.

Initial Obligation Under Capital Lease:

PV of lease payments, $50,000 X 6.75902 $337,951
PV of guaranteed residual value, $15,000 X .38554 5,783
Initial obligation under capital lease $343,734

CRAIG GOCKER MEDICAL (Lessee)
Lease Amortization Schedule
(Annuity Due Basis, GRV)

Annual Lease Interest (10%) Reduction

Beginning Payment Plus on Unpaid of Lease Lease

of Year GRV Liability Liability Liability
(a) (b) (c) (d)
Initial PV — —_ — $343,734
1 $ 50,000 —_ $ 50,000 293,734
2 50,000 $ 29,373 20,627 273,107
3 50,000 27,311 22,689 250,418
4 50,000 25,042 24,958 225,460
5 50,000 22,546 27,454 198,006
6 50,000 19,801 30,199 167,807
7 50,000 16,781 33,219 134,588
8 50,000 13,459 36,541 98,047
9 50,000 9,805 40,195 57,852
10 50,000 5,785 44,215 13,637
End of 10 15,000 1,363* 13,637 0
$515,000 $171,266 $343,734

*Rounding error is $1.

(a) Annual lease payment required by lease contract.

(b) Preceding balance of (d) X 10%, except beginning of first year of lease term.
(c) (a) minus (b).

(d) Preceding balance minus (c).

21-63



PROBLEM 21-14 (Continued)
(c) Lessee’s journal entries:

Beginning of the Year
Leased Equipment Under Capital Leases................ 343,734
Lease Liability ........cccuoiemssmsmsmsmsssssssnssssssssassansanas 343,734
(To record the lease of x-ray equipment
using capital lease method)

Lease Liability .......ccocornrnmrsmrsmrssnssssssssssssssssssssssnssnsnas 50,000
(- 1= o T 50,000
(To record payment of annual lease
obligation)

End of the Year
Interest EXPeNnsSe ... rccrsmrsssssssssssssssssssssssssssssnnnas 29,373
Interest Payable.........ccoririnirirnnesesesenaenes 29,373
(To record accrual of annual interest on
lease obligation)

Depreciation EXpense .........ccocuvmimsmmsmnsmssmssmssmssnssnsnsas 32,873
Accumulated Depreciation—Leased
ASSELS ... ——————— 32,873
(To record depreciation expense for
year 1 using straight-line method
[($343,734 — $15,000) = 10 years])
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PROBLEM 21-15

Memorandum Prepared by: (Your Initials)
Date:

SARAH SHAMESS, INC.
December 31, 2006
Reclassification of Leased Auto
As a Capital Lease

While performing a routine inspection of the client’s garage, | found a 2005
Shirk automobile which was not listed among the company’s assets in the
equipment subsidiary ledger. | asked Sally Straub, plant manager, about
the vehicle, and she indicated that because the Shirk was only being
leased, it was not listed along with other company assets. Having accoun-
ted for this agreement as an operating lease, Sarah Shamess, Inc. had
charged $2,160 to 2006 rent expense.

Examining the noncancelable lease agreement entered into with Jack Hayes
New and Used Cars on January 1, 2006, | determined that the Shirk should
be capitalized because its lease term (4 years) is greater than 75% of its
useful life (5 years).

| advised the client to capitalize this lease at the present value of its minimum
lease payments: $7,154 (the present value of the monthly payments), plus $809
(the present value of the guaranteed residual). The following journal entry
was suggested:

Leased Asset Under Capital Leases........cccceunersernsassnsanas 7,963
Lease Liability ($7,154 + $809)......cccceeermeermrrscscsnsarsnnes 7,963

To account for the first year’s payments as well as to reverse the original
entries, | advised the client to make the following entry:

Lease Liability.......cccuoismiemsmsmsmssssssssssssssssssssssssssssssssssssssss 1,523
Interest Expense (8% X $7,963) ......ccocecemermsesmsmsnssssesnsnsanes 637
Rent EXPeNSe..... . cerscsssssssssssssssssssssssssssssssssssssnnns 2,160
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PROBLEM 21-15 (Continued)

Finally, this Shirk must be depreciated over its lease term. Using straight-
line, | computed annual depreciation of $1,716 (the capitalized amount,
$7,963, minus the guaranteed residual, $1,100, divided by the 4 year lease
term). The client was advised to make the following entry to record 2006
depreciation:

Depreciation EXPeNnSe .......corersmrsmssmssmsssssssssssssssssssssssssssss 1,716
Accumulated Depreciation ........ccocecririririrsricrseneaes 1,716
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(a)

(b)

PROBLEM 21-16

The lease agreement satisfies both the 75% of useful life and 90% of
fair value requirements, collectibility is reasonably predictable, and
there are no important uncertainties surrounding the costs yet to be
incurred by the lessor. For the lessee, it is a capital lease, and for the
lessor, it is a direct financing lease (since cost equals fair value).

January 1, 2007
Lessee:
Leased Equipment Under Capital Leases............... 185,078*
Lease Liability.......ccocorornrinsmsssnsnssnsssssssssssssnssnas 185,078
($25,250 X 6.99525= $176,630.06
$20,000 X .42241= 8.448.20

= $185,078.26)

*The fair value of the equipment is used since it is lower than the PV.

Lease Liability........ccccuoromssmsmsmssssssssssssssssssssssssssssssssns 25,250
07 = o N 25,250

January 1, 2007
Lessor:
Lease Receivable........rrrrrerrrerree s sssesssessseesens 185,078
EqUIipmMeNt..... s 185,078

Lease Receivable........rrrerrverrrcrrvcsssecerssceenees 25,250

December 31, 2007
Lessee:
Interest EXPense.......ccciemvmsmssssssmsssssssssssssssssssssssssssnns 14,385
Interest Payable ... 14,385
[($185,078 — $25,250) X .09]

Depreciation EXpense........cccucvmimsemsessessessmssmssnssnssnsanss 16,508

Accumulated Depreciation..........ccoceerrrrccricrnncns 16,508
[($185,078 — $20,000) + 10]
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PROBLEM 21-16 (Continued)

December 31, 2007
Lessor:
Interest Receivable...... v 14,385
Interest Revenue..........cicmrcccmsscsee e resssssssnnens 14,385

(c) (1) and (2) are both $176,630, as the lessee has no obligation to pay the
residual value.

(d) (1) and (2) are both $185,078, as residual value exists whether or not it
is guaranteed.

(e) Since 90% of $185,078 is $166,570, the difference of $18,508 is the
present value of the residual value. The future value of $18,508 for n = 10,
i =.09 is $43,815 ($18,508 X 2.36736). Therefore, the residual value would
have had to be greater than $43,815.
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TIME AND PURPOSE OF CONCEPTS FOR ANALYSIS

CA 21-1 (Time 15—-25 minutes)

Purpose—to provide the student with an understanding of the theoretical reasons for requiring certain
leases to be capitalized by the lessee and how a capital lease is recorded at its inception and how the
amount to be recorded is determined. The student explains how to determine the lessee’s expenses
during the first year and how the lessee will report the lease on the balance sheet at the end of the
first year.

CA 21-2 (Time 25—-35 minutes)

Purpose—to provide an understanding of the factors underlying the accounting for a leasing
arrangement from the point of view of both the lessee and lessor. The student is required to determine
the classification of this leasing arrangement, the appropriate accounting treatment which should be
accorded this lease, and the financial statement disclosure requirements for both the lessee and lessor.

CA 21-3 (Time 20—-30 minutes)

Purpose—to provide the student with an understanding of the classification of three leases. The student
determines how the lessee should classify each lease, what amount should be recorded as a liability at
the inception of each lease, and how the lessee should record each minimum lease payment for each
lease.

CA 21-4 (Time 15-25 minutes)

Purpose—to provide the student with an assignment to describe: (a) the accounting for a capital lease
both at inception and during the first year and (b) the accounting for an operating lease. The student is
also required to compare and contrast a sales-type lease with a direct financing lease.

CA 21-5 (Time 30—35 minutes)

Purpose—to provide the student with a lease situation containing a bargain purchase option and both
an implicit rate and a stated interest rate between which the student must choose. The student
is required to compute the appropriate amount at which to capitalize the lease and, in a second
requirement, given different interest rates, to prepare the balance sheet and income statement
presentation of this lease by the lessee.

CA 21-6 (Time 20—25 minutes)
Purpose—to provide the student with a lease arrangement with a bargain purchase option in order to
examine the ethical issues of lease accounting.

*CA 21-7 (Time 15-25 minutes)

Purpose—to provide the student with an assignment to discuss the theoretical justification for lease
capitalization. In addition, the student is required to discuss the accounting issues related to a sale-
leaseback.

*CA 21-8 (Time 20-25 minutes)

Purpose—to provide the student with a sale-leaseback situation to which lease capitalization criteria
need to be applied, as well as disclosures discussed and the sale accounted for.
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SOLUTIONS TO CONCEPTS FOR ANALYSIS

CA 21-1

(@)

When a lease transfers substantially all of the benefits and risks incident to the ownership of
property to the lessee, it should be capitalized by the lessee. The economic effect of such a lease
on the lessee is similar, in many respects, to that of an installment purchase.

Hayes should account for this lease at its inception as an asset and an obligation at an amount
equal to the present value at the beginning of the lease term of minimum lease payments during
the lease term, excluding that portion of the payments representing executory costs, together
with any profit thereon. However, if the amount so determined exceeds the fair value of the
leased machine at the inception of the lease, the amount recorded as the asset and obligation
should be the machine’s fair value.

Hayes will incur interest expense equal to the interest rate used to capitalize the lease at its
inception multiplied by the appropriate net carrying value of the liability at the beginning of the
period.

In addition, Hayes will incur an expense relating to depreciation of the capitalized cost of the
leased asset. This depreciation should be based on the estimated useful life of the leased asset
and depreciated in a manner consistent with Hayes’ normal depreciation policy for owned assets.

The asset recorded under the capital lease and the accumulated depreciation should be
classified on Hayes’ December 31, 2008, balance sheet as noncurrent and should be separately
identified by Hayes in its balance sheet or footnotes thereto. The related obligation recorded
under the capital lease should be reported on Hayes’ December 31, 2008, balance sheet
appropriately classified into current and noncurrent liabilities categories and should be separately
identified by Hayes in its balance sheet.

CA 21-2

(@)

1.  Because the present value of the minimum lease payments is greater than 90 percent of
the fair value of the asset at the inception of the lease, Gocker should record this as a
capital lease.

2. Since the given facts state that Gocker (lessee) does not have access to information that
would enable determination of Morgan Leasing Corporation’s (lessor) implicit rate for this
lease, Gocker should determine the present value of the minimum lease payments using
the incremental borrowing rate (10 percent). This is the rate that Gocker would have to pay
for a like amount of debt obtained through normal third party sources (bank or other direct
financing).

3. The amount recorded as an asset on Gocker’s books should be shown in the fixed assets
section of the balance sheet as “Leased Equipment Under Capital Leases” or another
similar title. Of course, at the same time as the asset is recorded, a corresponding liability
(“Lease Liability” or similar titles) is recognized in the same amount. This liability is
classified as both current and noncurrent, with the current portion being that amount that
will be paid on the principal amount during the next year. The cost of the lease is matched
with revenue through depreciation taken on the machine over the life of the lease. Since
ownership of the machine is not expressly conveyed to Gocker in the terms of the lease at
its inception, the term of the lease is the appropriate depreciable life. The minimum lease
payments represent a payment of principal and interest at each payment date. Interest
expense is computed at the rate at which the minimum lease payments were discounted
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CA 21-2 (Continued)

and represents a fixed interest rate applied to the declining balance of the debt. Executory
costs (such as insurance, maintenance, or taxes) paid by Gocker are charged to an
appropriate expense, accrual, or deferral account as incurred or paid.

4.  For this lease, Gocker must disclose the future minimum lease payments in the aggregate
and for each of the succeeding fiscal years (not to exceed five), with a separate deduction
for the total amount for imputed interest necessary to reduce the net minimum lease
payments to the present value of the liability (as shown on the balance sheet).

1.  Based on the given facts, Morgan has entered into a direct financing lease. There is no
dealer or manufacturer profit included in the transaction, the discounted present value of the
minimum lease payments is in excess of 90 percent of the fair value of the asset at the
inception of the lease arrangement, collectibility of minimum lease payments is reasonably
assured, and there are no important uncertainties surrounding unreimbursable costs to be
paid by the lessor.

2.  Morgan should record a Lease Receivable for the present value of the minimum lease
payments and the present value of the residual value. It should also remove the machine
from the books by a credit to the applicable asset account.

3. During the life of the lease, Morgan will record payments received as a reduction in the
receivable. Interest revenue is recognized as interest revenue earned by applying the
implicit interest rate to the declining balance of the lease receivable. The implicit rate is
the rate of interest that will discount the sum of the payments and unguaranteed residual
value to the fair value of the machine at the date of the lease agreement. This method of
earnings recognition is termed the effective interest method of amortization. In this case,
Morgan will use the 9% implicit rate.

4.  Morgan must make the following disclosures with respect to this lease:

i.  The components of the lease receivable in direct financing leases, which are (1) the
future minimum lease payments to be received, (2) any unguaranteed residual values
accruing to the benefit of the lessor, and (3) the amounts of unearned interest revenue.

ii. Future minimum lease payments to be received for each of the remaining fiscal years
(not to exceed five) as of the date of the latest balance sheet presented.

CA 21-3

(@)

A lease should be classified as a capital lease when it transfers substantially all of the benefits
and risks inherent to the ownership of property by meeting any one of the four criteria established
by FASB 13 for classifying a lease as a capital lease.

Lease L should be classified as a capital lease because the lease term is equal to 80 percent of
the estimated economic life of the equipment, which exceeds the 75 percent or more criterion.

Lease M should be classified as a capital lease because the lease contains a bargain purchase
option.

Lease N should be classified as an operating lease because it does not meet any of the four
criteria for classifying a lease as a capital lease.
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CA 21-3 (Continued)

(b)

For Lease L, Shinault Company should record as a liability at the inception of the lease an
amount equal to the present value at the beginning of the lease term of the minimum lease
payments during the lease term. This amount excludes that portion of the payments representing
executory costs such as insurance, maintenance, and taxes to be paid by the lessor, including
any profit thereon. However, if the amount so determined exceeds the fair value of the equipment
at the inception of the lease, the amount recorded as a liability should be the fair value.

For Lease M, Shinault Company should record as a liability at the inception of the lease an
amount determined in the same manner as for Lease L, and the payment called for in the bargain
purchase option should be included in the minimum lease payments at its present value.

For Lease N, Shinault Company should not record a liability at the inception of the lease.

For Lease L, Shinault Company should allocate each minimum lease payment between a
reduction of the liability and interest expense so as to produce a constant periodic rate of interest
on the remaining balance of the liability.

For Lease M, Shinault Company should allocate each minimum lease payment in the same
manner as for Lease L.

For Lease N, Shinault Company should charge minimum lease (rental) payments to rental
expense as they become payable.

CA 21-4

Part 1

(@)

A lessee would account for a capital lease as an asset and an obligation at the inception of the
lease. Rental payments during the year would be allocated between a reduction in the liability
and interest expense. The asset would be amortized in a manner consistent with the lessee’s
normal depreciation policy for owned assets, except that in some circumstances, the period of
amortization would be the lease term.

No asset or liability would be recorded at the inception of the lease. Normally, rental on an
operating lease would be charged to expense over the lease term as it becomes payable.
If rental payments are not made on a straight-line basis, rental expense nevertheless would be
recognized on a straight-line basis unless another systematic or rational basis is more repre-
sentative of the time pattern in which use benefit is derived from the leased property, in which
case that basis would be used.

Part 2

(@)

The lease receivable in the lease is the same for both a sales-type and a direct financing lease.
The lease receivable is the present value of the minimum lease payments (net of amounts, if any,
included therein for executory costs such as maintenance, taxes, and insurance to be paid by the
lessor, together with any profit thereon) plus the present value of the unguaranteed residual value
accruing to the benefit of the lessor.

For both a sales-type lease and a direct financing lease, the interest revenue is recognized over
the lease term by use of the interest method to produce a constant periodic rate of return on the
lease receivable. However, other methods of income recognition may be used if the results
obtained are not materially different from the interest method.
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CA 21-4 (Continued)

(c)

In a sales-type lease, the excess of the sales price over the carrying amount of the leased
equipment is considered manufacturer’s or dealer’s profit and would be included in income in the
period when the lease transaction is recorded.

In a direct financing lease, there is no manufacturer’s or dealer’s profit. The income on the lease
transaction is composed solely of interest.

CA 21-5

(@)

The appropriate amount for the leased aircraft on Brad Hayes Corporation’s balance sheet after
the lease is signed is $1,000,000, the fair market value of the plane. In this case, fair market
value is less than the present value of the net rental payments plus purchase option
($1,022,226). When this occurs, the asset is recorded at the fair market value.

The leased aircraft will be reflected on Brad Hayes Corporation’s balance sheet as follows:

Noncurrent assets

Leased property under capital leases $1,000,000
Less: Accumulated depreciation 61,667
$ 938,333

Current liabilities
Lease liability

Interest payable $ 77,600
Lease liability (Note A) 60,180
$ 137,780

Noncurrent liabilities
Lease liability (Note A) $ 802,040

The following items relating to the leased aircraft will be reflected on Brad Hayes Corporation’s
income statement:

Depreciation expense (Note A) $61,667

Interest expense 77,600

Maintenance expense 6,900

Insurance and tax expense 4,000
Note A

The company leases a Viking turboprop aircraft under a capital lease. The lease runs until
December 31, 2017. The annual lease payment is paid in advance on January 1 and amounts to
$141,780, of which $4,000 is for insurance and property taxes. The aircraft is being depreciated
on the straight-line basis over the economic life of the asset. The depreciation on the aircraft
included in the current year’s depreciation expense and the accumulated depreciation on the
aircraft amount to $61,667.

21-73



CA 21-5 (Continued)

Computations
Depreciation expense:

Capitalized amount $1,000,000

Salvage value 75,000
$ 925,000

Economic life 15 years

Annual depreciation $61,667

Liability amounts:

Lease liability 1/1/08 $1,000,000

Payment 1/1/08 137,780

Lease liability 12/31/08 862,220

Lease payment due 1/1/09 $137,780

Interest on lease ($862,220 X .09) 77,600

Reduction of principal 60,180

Noncurrent liability 12/31/08 $ 802,040

CA 21-6

(@)

The ethical issues are fairness and integrity of financial reporting versus profits and possibly
misleading financial statements. On one hand, if Kessinger can substantiate her position, it is
possible that the agreement should be considered an operating lease. On the other hand, if
Kessinger cannot or will not provide substantiation, she would appear to be trying to manipulate
the financial statements for some reason, possibly debt covenants or minimum levels of certain
ratios.

If Kessinger has no particular expertise in copier technology, she has no rational case for her
suggestion. If she has expertise, then her suggestion may be rational and would not be merely a
means to manipulate the balance sheet to avoid recording a liability.

Beckert must decide whether the situation presents a legitimate difference of opinion where
professional judgment could take the answer either way or an attempt by Kessinger to mislead.
Beckert must decide whether he wishes to argue with Kessinger or simply accept Kessinger’s
position. Beckert should assess the consequences of both alternatives. Beckert might conduct
further research regarding copier technology before reaching a decision.

*CA 21-7

(@)

(b)

The economic effect of a long-term capital lease on the lessee is similar to that of an installment
purchase. Such a lease transfers substantially all of the benefits and risks incident to the ownership
of property to the lessee. Therefore, the lease should be capitalized.

1. Dwyer should account for the sale portion of the sale-leaseback transaction at January 1,
2007, by recording cash for the sale price, decreasing equipment at the undepreciated cost
(net carrying amount) of the equipment, and establishing a deferred gain on sale-leaseback
for the excess of the sale price of the equipment over its undepreciated cost (net carrying
amount).
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*CA 21-7 (Continued)

2.  Dwyer should account for the leaseback portion of the sale-leaseback transaction at
January 1, 2007, by recording both an asset and a liability at an amount equal to the
present value at the beginning of the lease term of minimum lease payments during the
lease term, excluding any portion of the payments representing executory costs, together
with any profit. However, if the present value exceeds the fair value of the leased equipment
at January 1, 2007, the amount recorded for the asset and liability should be the
equipment’s fair value.

The deferred gain should be amortized over the lease term or life of the asset, whichever is
appropriate. During the first year of the lease, the amortization will be an amount proportionate to
the amortization of the asset. This deferral and amortization method for a sale-leaseback tran-
saction is required because the sale and the leaseback are two components of a single
transaction rather than two independent transactions. Because of this interdependence of the
sale and leaseback portions of the transaction, the gain (unearned profit) should be deferred and
amortized over the lease term.

*CA 21-8

(@)

1.  Comparisons of an equipment’s fair value to its lease payments’ present value, and of its
useful life to the lease term, are used to determine whether the lease is equivalent to an
installment sale and is therefore a capital lease.

2. A lease is categorized as a capital lease if, at the date of the lease agreement, it meets any
one of four criteria. As the lease has no provision for Laura Truttman to reacquire ownership
of the equipment, it fails the two criteria of transfer of ownership at the end of the lease and
a bargain purchase option. Laura Truttman’s lease payments, with a present value equaling
85% of the equipment’s fair value, fail the criterion for a present value equaling or
exceeding 90% of the equipment’s fair value. However, the lease would be classified as a
capital lease because its term of 80% of the equipment’s estimated useful life exceeds the
criterion of being at least 75% of the equipment’s estimated useful life.

Laura Truttman should account for the sale portion of the sale-leaseback transaction at
December 31, 2007, by increasing cash for the sale price, decreasing equipment by the carrying
amount, and recognizing a loss for the excess of the equipment’s carrying amount over its sale price.

On the December 31, 2008, balance sheet, the equipment should be included as a fixed asset at
the lease payments’ present value at December 31, 2007, less 2008 amortization.

On the December 31, 2008, balance sheet, the lease obligation will equal the lease payments’
present value at December 31, 2007, less principal repaid December 31, 2008. This amount will
be reported in current liabilities for the principal to be repaid in 2009, and the balance in
noncurrent liabilities.
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FINANCIAL REPORTING PROBLEM

(a) In P&G’s Management’s Discussion and Analysis (under Contractual
Commitments), both capital leases and operating leases are disclosed.

(b) P&G reported capital leases of $252 million in total, and $30 million for
less than 1 year (see Contractual Commitments under Management’s
Discussion and Analysis).

(c) P&G disclosed future minimum rental commitments under noncancelable
operating leases in excess of one year as of June 30, 2004, of:

2005—$186 million
2006—$150 million
2007—$134 million
2008—$ 99 million
2009—$ 86 million
2010 and beyond—$265 million

Note to instructor: MD&A is not included in Appendix 5B. It can be
accessed at the KWW website or at P&G’s corporate site.
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FINANCIAL STATEMENT ANALYSIS CASE

(a) The total obligations under capital leases at 12/25/2004 for Tasty
Baking Company is $4,872,000 (the present value of the net minimum
capital lease payments).

(b) The book value of the assets recorded under capital leases for 2004 is

$4,946,000:

Facilities under capital leases $5,965,000
Less: Accumulated amortization (1,019,000)
Book value $4,946,000

Possible reasons for the difference are as follows:

(1) The estimated life of the asset and the lease term may be different.
If the asset is being depreciated over the economic life, but the
obligation is reduced over the lease term, a difference will result.

(2) The asset and the reduction of the obligation are independent
accounting processes during the term of the lease. The lessee
should depreciate the leased asset by applying conventional
depreciation methods: straight-line, sum-of-the-years’ digits,
declining balance, units of production, etc. The reduction of the
liability is based on payment schedules, interest rates, length of
lease, etc.

(c) The total rental expense for Tasty Baking in fiscal 2004 was $2,474,000.

(d) To estimate the present value of the operating leases, the same portion
of interest to net minimum lease payments under capital leases must
be determined. For example, the following proportion for capital leases
as of December 25, 2004, is 30.8% or ($2,168,000/$7,040,000). The
total payments under operating leases are $4,525,000 and, therefore,
the amount representing interest might be estimated to be $1,393,700
or ($4,525,000 X 30.8%). Thus, the present value of the net operating
payments might be $3,131,300.
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FINANCIAL STATEMENT ANALYSIS CASE (Continued)

Total operating lease payments due $4,525,000
Less estimated interest 1,393,700
Estimated present value of net operating

lease payments $3,131,300

This answer is an approximation. This answer is somewhat incorrect
because the proportion of payments after five years may be different
between an operating and capital lease arrangement. Another approach
would be to discount the future operating lease payments. However,
from the information provided, it is difficult to determine exactly what
the payment schedules are beyond five years, although it is likely that
the operating leases have shorter payment schedules and therefore
higher present values. In addition, selecting the appropriate discount
rate requires judgment. Some companies provide the present value of
the operating leases in order to curb speculation as to what this amount
should be.

21-78



COMPARATIVE ANALYSIS CASE

(a)

(b)

(c)

(d)

(e)

()

Southwest uses both capital leases and long-term operating leases.
Southwest primarily leases aircraft and terminal space.

Southwest has some long-term leases that don’t expire until after 2009.
In many cases the leases can be renewed and most aircraft leases
have purchase options.

Future minimum commitments under noncancelable leases are set forth
below (in millions):

Capital Operating

2005 .....ccceererrreerr s $ 24 $ 343
2006 ......cceermrrrmrrrnnrre s ———— 13 279
P2 0 L0 A 13 256
P2 00 13 226
P2 00 13 204
Later years.......ccocverrmsmrscssnscssnssscssnnnas 26 1,369

$102 $2,677

At year-end 2004, the present value of minimum lease payments under
capital leases was $80 million. Imputed interest deducted from the future
minimum annual rental commitments was $22 million.

The details of rental expense are set forth below:

2004 2003 2002
$403 $386 $371

The main difference between Southwest and UAL is that UAL is leasing
more types of assets compared to Southwest. In addition to aircraft and
terminal space, UAL is leasing aircraft hangars, maintenance facilities,
real estate, office and computer equipment, and vehicles.
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RESEARCH CASES

CASE 1

(a)

(b)

Discounting the payments for the years t + 1 through t + 5 is straight-
forward. However, certain assumptions must be made in order to
discount the amounts due thereafter. It is simplest to assume that
these payments occur equally over the remaining life of the leases.
The remaining life of the leases can be estimated by dividing the total
amount due after five years by the expected payment in year t + 5.

The answer will vary depending on the firm selected.

CASE 2

(a)

(b)

The Big Five firms were asking for new guidance in an effort to restore
waning confidence in accounting work following Enron’s collapse as
well as several accounting scandals and earnings restatements at
other big corporations.

Off-the-balance-sheet lease obligations are currently reported as opera-
ting leases. In practice the accounting rules for capitalizing leases have
been rendered partially ineffective by the strong desires of lessees to
resist capitalization.

For operating leases having initial or remaining noncancelable /ease
terms in excess of one year:

i. Future minimum rental payments required as of the latest balance
sheet date, in the aggregate and for each of the five succeeding
fiscal years.

ii. Total minimum rentals to be received in the future under non-
cancelable subleases as of the latest balance sheet date.

For all operating leases, rental expense for each period with separate
amounts for minimum rentals, contingent rentals, and sublease rentals.
Rental payments under leases with terms of a month or less that were
not renewed need not be included.
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RESEARCH CASES (Continued)

(c)

A general description of the lessee’s arrangements including, but not
limited to:
i. The basis on which contingent rental payments are determined.
ii. The existence and terms of renewal or purchase options and
escalation clauses.
lii. Restrictions imposed by lease agreements, such as those concerning
dividends, additional debt, and further leasing.

As indicated in (b), lessees do not wish to capitalize their leases.
Leasing generally involves large dollar amounts that when capitalized
materially increase reported liabilities and adversely affect the debt-to-
equity ratio. Lease capitalization is also resisted because charges to
expense made in the early years of the lease term are higher under the
capital lease method than under the operating method, frequently without
the benefit.
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INTERNATIONAL REPORTING CASE

(a)

(b)

See the table below—under As Reported. American Airlines exhibits
the strongest profitability (4.71% ROA). JAL reports ROA less than 1%.
American Airlines also has the lowest-reported debt levels based on
the debt-to-asset ratio (70.3% of assets) with KLM just behind (72.05%
debt-to-asset ratio). JAL has over 90% of its assets financed with debt.

See the table below for the amounts adjusted for noncapitalization of
leases. These adjustments have varying effects on income with
income adjustments fairly small for American and KLM. The income
effects for JAL are dramatic, likely due to increased interest expense
associated with capitalized leases. JAL reports a loss on an adjusted
basis. On the balance sheet, capitalization results in higher assets and
liabilities, thereby increasing the asset base on which profitability
measures such as return-on-assets are based. As a result, all three
companies report lower ROA on an adjusted basis, although the rank-
ordering of these companies does not change after adjusting for
noncapitalization of the leases. Note that American’s debt ratio is higher
than KLM’s on an adjusted basis.

KLM Royal
American Dutch Japan
Airlines Airlines Airlines
Millions of  Millions of Millions of
Dollars Gilders Yen
As Reported
Assets 20,915 19,205 2,042,761
Liabilities 14,699 13,837 1,857,800
Income 985 606 4,619
Estimated Impact of Capitalizing Leases on:
Assets 5,897 1,812 244,063
Liabilities 6,886 1,776 265,103
Income (143) 24 (9,598)
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INTERNATIONAL REPORTING CASE (Continued)

(d)

KLM Royal
American Dutch Japan
Airlines Airlines Airlines
Millions of  Millions of Millions of
Dollars Gilders Yen
Solution
Part (a)—As Reported Ratios
Return on Assets 4.71% 3.16% 0.23%
Debt to Assets 70.28% 72.05% 90.95%
Part (b)—Adjusted Amounts
Assets 26,812 21,017 2,286,824
Liabilities 21,585 15,613 2,122,903
Income 842 630 -4,979
Adjusted Ratios
Return on Assets 3.14% 3.00% -0.22%
Debt to Assets 80.50% 74.29% 92.83%

As noted in part (b), the effects of noncapitalization are revealed in
both income and balance sheet measures. While the income effect (the
numerator in ROA) may be small, the increase in assets due to off-
balance sheet lease financing (the denominator effect) can result in an
overstated ROA profitability measure. For example, although KLM’s
adjusted income is higher, the increase in assets results in a lower
ROA on an adjusted basis.

There is some degree of similarity in the accounting for leases in that
in most countries, the rules allow companies to work the rules to avoid
capitalizing lease obligations and assets. However, as indicated in the
analysis above, such similarity in “bad” accounting does not make for
comparability in reporting. Note that the adjustments to put these
companies on the same basis resulted in differing adjustments for the
effects of the leases for different companies. Thus, the key to a good
international accounting standard in this area is one that results in com-
parable information about the use of leases and financing instruments
by companies in different countries.
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PROFESSIONAL RESEARCH: FINANCIAL ACCOUNTING AND REPORTING

Search Strings: “example of the determination of fair value,

noncancelable term of the lease plus,”

“residual value deficiency”

(a)

FAS 13, Par. 5(c)(i) and (ii): Fair value of the leased property. The price for which the property
could be sold in an arm’s-length transaction between unrelated parties. (See definition of related
parties in leasing transactions in paragraph 5(a).) The following are examples of the determination
of fair value:

i When the lessor is a manufacturer or dealer, the fair value of the property at the inception of
the lease (as defined in paragraph 5(b)) will ordinarily be its normal selling price, reflecting
any volume or trade discounts that my be applicable. However, the determination of fair value
shall be made in light of market conditions prevailing at the time, which may indicate that the
fair value of the property is less than the normal selling price and, in some instances, less
than the cost of the property.

ii. When the lessor is not a manufacturer or dealer, the fair value of the property at the inception
of the lease will ordinarily be its cost, reflecting any volume or trade discounts that may be
applicable. However, when there has been a significant lapse of time between the acquisition
of the property by the lessor and the inception of the lease, the determination of fair value
shall be made in light of market conditions prevailing at the inception of the lease, which may
indicate that the fair value of the property is greater or less than its cost or carrying amount, if
different. (See paragraph 6(b).)

FAS 13, Par. 5(f): Lease term. The fixed noncancelable term of the lease plus (i) all periods, if
any, covered by bargain renewal options (as defined in paragraph 5(e)), (ii) all periods, if any, for
which failure to renew the lease imposes a penalty on the lessee in an amount such that renewal
appears, at the inception of the lease, to be reasonably assured, (iii) all periods, if any, covered by
ordinary renewal options during which a guarantee by the lessee of the lessor's debt related to the
leased property is expected to be in effect, (iv) all periods, if any, covered by ordinary renewal
options preceding the date as of which a bargain purchase option (as defined in paragraph 5(d)) is
exercisable, and (v) all periods, if any, representing renewals or extensions of the lease at the
lessor's option; however, in no case shall the lease term extend beyond the date a bargain
purchase option becomes exercisable. A lease which is cancelable (i) only upon the occurrence of
some remote contingency, (ii) only with the permission of the lessor, (iii) only if the lessee enters
into a new lease with the same lessor, or (iv) only upon payment by the lessee of a penalty in an
amount such that continuation of the lease appears, at inception, reasonably assured shall be
considered “noncancelable” for purposes of this definition.

FIN 19, Par. 3: A lease provision requiring the lessee to make up a residual value deficiency that
is attributable to damage, extraordinary wear and tear, or excessive usage is similar to contingent
rentals in that the amount is not determinable at the inception of the lease. Such a provision does
not constitute a lessee guarantee of the residual value for purposes of paragraph 5(j)(i)(b) of FASB
Statement No. 13.
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PROFESSIONAL SIMULATION (Continued)

Journal Entries

January 1, 2007

Leased Equipment Under Capital Leases .........cousurseranas 400,000
Lease Liability .......ccocoornrnmrsmrsssssnsssssssssssssssssssssssnssnnnas 400,000
Lease Liability ........cccooiomnmsmsmsmsmsssssssssssssssssssssssssssssssssssns 81,365
CaASI st —————————————————— 81,365
During 2007
Lease Executory EXPense ........cccocvmrmsmmsmssmssmssmssmssmssnssnsanss 4,000
- 1] o T 4,000
December 31, 2007
Interest EXPeNSE .....ccccvmimsmsmsessssssssssssssssssssssssssssssssssssssssns 38,236
Interest Payable........oriririnirnnseseseseseseaes 38,236
Depreciation EXpense ........ccucmvmimsmmsmmsmssmssmssmssmssnssmssnssnssnsanss 58,333
Accumulated Depreciation—Capital
Leases ([$400,000 — $50,000] = 6) .....cecureurerrersesenne 58,333
January 1, 2008
Interest Payable......... s 38,236
Interest EXpense .......ccoirimimrsmnsensmssmssmssmssmssmssmssmssnssnsas 38,236
Interest EXPeNSe .....cccvimiminsssemsessmssmssmsmssssmssmssmssmssmssmsmsanss 38,236
Lease liability ......cccocuvmimimsmsnsmnsmssmssmssmssmssmssmssmssmssmssmssmssmssnsanss 43,129
CaSh ..t —————————— 81,365
During 2008
Lease Executory EXPEense ........ccccuimimsmmsmssmssmssmssmssmssnssnsanss 4,000
0= 1= o 4,000
December 31, 2008
Interest EXPeNSe ......ccivrimissssessmssmssessessssesmsmsmssmsmssmssmsanss 33,061
Interest Payable........irinirininnenesesesesesnnaes 33,061
Depreciation EXpense ........cccocuvmimsmmsmssmssmssmssmssnssnssnssnssnssnsanss 58,333
Accumulated Depreciation—Capital
LEASES ...oiimrrrerrremrrensse s e s s s s s e s 58,333



PROFESSIONAL SIMULATION (Continued)

(Note to instructor: The guaranteed residual value was subtracted for
purposes of determining the depreciable base. The reason is that at the end
of the lease term, hopefully, this balance can offset the remaining lease
obligation balance. To depreciate the leased asset to zero might lead to a
large gain in the final years if the residual value has a value at least equal
to its guaranteed amount.)
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PROFESSIONAL SIMULATION 2

Explanation

This is a capital lease to Dexter Labs since the lease term (5 years) is
greater than 75% of the economic life (6 years) of the leased asset. The
lease term is 83"'/;% (5 + 6) of the asset’s economic life.

Measurement

Computation of present value of minimum lease payments:

$8,668 X 4.16986* = $36,144

*Present value of an annuity due of 1 for 5 periods at 10%.

Journal Entries

1/1/07

12/31/07

1/1/08

Leased Machine Under Capital Leases..........
Lease Liability.......ccoceeriririrsrsenscnscssnssanaenas

Lease Liability .......cccocvmimirinsnsnsensessessessessesnnaes
07 1] o

Depreciation EXpense ........ccocvrvmimrsmrsessmssnsnnacs
Accumulated Depreciation—
Capital Leases......cccoceerrrrrrcrscrscsscsscnacns
($36,144 + 5 = $7,229)

Interest EXpense.......ccoccmvmiminsmmsmnsmssessessnssnssnnas
Interest Payable.........ccoovriririririnicnicnnnns
[($36,144 — $8,668) X .10]

Lease Liability .......cccocvrimirinsnimnsensessessessmssesnnaes
Interest Payable.........irvrinirrneseseseees
07 1] o
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2,748

5,920
2,748

36,144

8,668

7,229

2,748

8,668



