
Leases


Objectives


Understand the rationale for leasing and the distinction between 
Operating and capital leases. 

Understand the Income Statement and Balance Sheet differences 
Between operating and capital leases from the lessee’s perspective. 
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The Nature of Leases


A lease is an agreement conveying the right to use property, plant, or 
equipment usually for a stated period of time. 

The owner of the property is referred to as the lessor, and the renter is the 
lessee. 

Two basic questions related to leasing: 
1) What is the economic rationale for leasing rather than purchasing an 

asset? (Finance/Economic question) 
2) Should a given arrangement be treated as a rental or purchase for 

financial reporting purposes? (Accounting question) 
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Finance/Economic Question

Advantages to Leasing 

Operational advantages to the lessee: 
Leasing ready-to-use equipment may be more attractive if the 

asset requires lengthy preparation and set-up. 
Leasing avoids having to own the asset that will be required 

only seasonally, temporarily or sporadically. 
Leasing for short periods provides protection against 

obsolescence. 

Financial advantages to the lessee:

Lease payments can be tailored to suit the lessee's cash flows 

(up to 100% financing, instead of the 80% limit by banks). 
Properly structured leases may be “off-balance sheet”, avoiding 

Restrictions set by bondholders that prevent firm from taking on 
additional debt. 

Leasing provides tax advantages from accelerated depreciation 
and interest expense. 15.515 2003 
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Finance/Economic Question

Disadvantages to Leasing


Disadvantages to the lessee: 
Leased ready-to-use equipment may be of lower quality than custom 
built, resulting in lower quality products and lower sales. 
Seasonal leasing may affect equipment availability and pricing. 
Premium must be paid for the protection against obsolescence. 

Disadvantages to financial statement users: 
Off-balance sheet financing hides the true leverage of the firm.
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________________________________________________ 

Accounting Question

What is the Economic Substance of the Arrangement?


Possible arrangements between lessor and lessee


Rent Own


Treat these as a rental? Treat these as a purchase?


· Operating lease – (rental) lessee rents the property. Lessee accrues rent 
expense. 

· Capital lease - (purchase) lessee essentially owns the property. Lessee 
records the leased asset in the balance sheet (i.e. capitalized) together 
with the corresponding lease obligation. 

Where do we draw the line between rental and purchase accounting

15.515 2003 treatment? 
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Accounting Criteria for Lease Capitalization


In theory, a lease should be capitalized if the risks and rewards of 
ownership are transferred from the lessor to the lessee.  In practice, 
a lease is considered a capital lease if ANY of the following 
conditions apply (from SFAS 13): 

1. Essential transfer of ownership at the end of lease term

• No payment for leased asset, or 
• Bargain purchase option (BPO) - payment below market value 
after the lease term. 

2. Minimum present value of lease payments (including BPO, if 
any) at least 90% of asset's market value 

3. Lease term is 75% of assets remaining useful life
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Accounting for capital leases--Lessee’s Books


A capital lease is recorded as an acquisition of an asset with 100% debt 
financing in the financial statements. 

When the lease agreement is signed and lessee begins using the asset:

Leased Property Lease Obligation 

PVL PVL 

During the lease (as payments are made) 
Cash -Acc. Depr. Lease Obligation Retained Earnings 
(PP) (PP - Int)             (Int) (int. exp.) 

Depr (Depr) (dep. exp.) 
PVL = present value of periodic lease payments = (PV of ordinary annuity, n payments, r %) * PP

PP = periodic lease payment

Int = Beginning lease liability * r%, 

Beginning lease liability = present value of remaining payments at r% 

Depr = depreciation expense
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Capital Leases: An Example


Delta transactions: 
If treated as an capital lease 
When the lease agreement is signed and lessee begins using the asset: 

Leased Property(A)           Lease Obligation(L) 
30,000 30,000 

During the lease (as payments are made): 
Cash(A) Leased Property(A) -Acc Depr.(A) Lease Obligation(L) Retained Earnings(SE) 

Y1 

EBY1 
Y2 

EBY2 
Y3 

EBY3 
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Capital v Operating Lease: I/S Effects
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Capital v Operating Lease: B/S Effects


Annual pattern of asset and liability values over time for capital lease: 
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Financial statement disclosures -- Target


Based on information in the lease footnote, what value does Target show 
for lease liability on its Balance sheet? 

The footnote says Target’s borrowing rate is 8.8 percent. Could this 
amount be independently computed? 

15.515 2003


Session 15




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (None)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.5
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /sRGB
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo false
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 150
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 150
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 300
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects true
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /Description <<
    /JPN <FEFF3053306e8a2d5b9a306f300130d330b830cd30b9658766f8306e8868793a304a3088307353705237306b90693057305f00200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /FRA <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [300 300]
  /PageSize [612.000 792.000]
>> setpagedevice




