[bookmark: _GoBack]Illustration of lease agreement accounted for as a capital lease by a lessee.

On January 1, 2016 Henton Construction Company signed a lease agreement with the Bedford
Leasing Company to lease a new diesel tractor.
 
 Terms of the lease agreement:
1.  The lease contract is non cancelable
2.  Lease term - 4 years - beginning on January 1, 2016 and ending on December 31, 2016. 
3.  Rent payments - $18,000 annually during the lease term beginning on January 1, 2016. 
4.  Residual value at end of the lease term - $11,650; guaranteed by Henton Construction Company, Inc.
5. Tractor to be returned to the lessor at the end of the lease term.

        Other lease information
i) Cost of the tractor to Bedford Leasing Company  - $75,342  (fair value on January 1, 2016)  
ii)  Economic useful life  -  6 years.
iii)  Salvage value at the end of the 6 years -   $1,000. 
iv)  Henton’s incremental borrowing rate - 10%.  
v)  Bedford Leasing Company’s required rate of return on leased property   -   unknown
vi)  Henton Construction uses the straight line depreciation method to allocate the cost of its    plant assets to expense.
vii)  Property taxes, insurance costs, and maintenance costs - $4,000 per year and paid annually by Henton Construction Company.


A.  Show that at least one of the capitalization criteria for a capital lease is met.
a. Passage of title of tractor to Henton?
b. Bargain purchase option?
c. Economic life test? 
d. Recovery of net investment test?                    
                                     

     Calculation of the present value of the minimum lease payments:    
             
Present value of Annual rent payments  ($18,000  *  3.48685) = $62,763	[PV AD i=10%, n=4]
              Guaranteed residual value       ($11,650  * .68301)            7,957 	[PV of 1 i=10%, n=4] 
                                                                                                          $70,720
    Fair value	Present value
         $70,720 / $75,342 	=  94% of the asset’s fair value which is > 90%.        
   
 Journal entries for 2016    (Henton-Lessee)

January 1    Capitalization of the minimum lease payments.      

                               1/1  Leased equipment                             70,720
                                              Lease liability                                                      70,720
                       
 1st lease payment  1/1  Lease liability                                    18,000
				Cash                                                                    18,000

  During 2016   Payment of “executory costs”

                               Property taxes
Insurance Expense			     4,000			
Maintenance Expenses              
                                                         Cash                                                            4,000

   December 31      End of the year adjusting journal entries.

                                   Depreciation expense                     14,768*
                                         Accumulated depreciation                                      14,768

                                    Interest expense                               5,272** 
			             Interest payable					      5,272  
                               
Depreciation	*($70,720  -  $11,650) / 4 yrs =  $14,767.50 
Interest for year **([10% * ($70,720 - $18,000) =  10% * $52,720 = $5,272

Depreciation over the life of the lease
Residual value is treated as salvage value

If title transfers or Bargain Purchase option exists:
	Depreciation over the life of the asset
Salvage value = estimated end of life value
Entries for 2017 Second Year of the Lease 

           January 1     Second lease payment.

                             Interest payable			           	5,272  
                             Lease liability   ($18,000 - $5,272)      	  12,728
                                                      Cash                                                      18,000

             During 2017   Payment of “executory costs”

                       Property taxes
     Insurance Expense			    		 4,000		           Maintenance Expenses                                                                  
Cash                                                      			4,000

 

             December 31      End of the year adjusting journal entries.


                                   Depreciation expense                             14,768
                                              Accumulated depreciation                          14,768
 
                                    Interest expense                                       3,999**
			             Interest payable					          3,999


                        **([10% * ($52,720 - $12,728) =  10% X $39,992  =  $3,999



 GENERAL LEDGER For Henton Construction Company

                      Leased Equipment                                                                  Lease Liability                     .
1/1/16               70,720                                                        1/1/16     18,000        1/1/16             70,720 
                                                                                                                            12/31/16 bal         52,720


                                                                                              1/1/17       12,728.                                          .                                                                                                                                       12/31/17 bal        39,992  

                  Accumulated Depreciation – Leased Equipment         .             
                                                 12/31/16           14,768
                                                 12/31/17           14,768
                                                 12/31/17   bal   29,536

2016  partial income statement, partial balance sheet and a partial statement of cash flows.

     Income Statement                                           Balance Sheet                         Statement of Cash Flow 
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         FYE 12/31/16                                                 12/31/16                                    FYE 12/31/16

    Operating Expenses                            Property, Plant & Equipment            Cash Provided (Used) by
      Depreciation expense   $14,768       Leased equipment         $70,720       Operating  Activities
      Property taxes,                                  Accum. depr.                   14,768         Interest paid      None
      Insurance, and                                    Lease equipment, net  $55,952               
      maintenance expense      4,000
    Other Expenses                                  Current Liabilities                                   
      Interest expense             $ 5,272          Lease liability              $12,728     Cash Provided (Used) by 
                                                                       Interest payable            5,272         Financing  Activities
                                                                       Total current liab     $18,000             Payment on lease
                                                                                                                                    liability      ($18,000)
                                                                  Long Term Liabilities                                                                            
                                                                     Lease liability                  39,992          
                                                                  Total liabilities                 $57,992            
                                                         


Lease Amortization Schedule for Henton Contruction Company (Lessee

 Total   	Executory   Lease              Interest           Reduction of        
Payment Costs         Payment           Expense		Lease		Lease
DATE							@10%	Liability	Balance
  1-1-16                                                                                                          	    $70,720	
  1-1-16    $23,000  $4,000	 $18,000			$18,000                       52,720
  1-1-17      23,000    4,000	   18,000       $5,272           12,728                       39,992 
  1-1-18      23,000    4,000	   18,000         3,999           14,001                       25,999
  1-1-19      23,000    4,000	   18,000         2,599           15,401                       10,590
12-31-19                            		             1,060                                             11,650 
12/31/19        Residual Payment   	  11,650**		  		 0        

** return of property to the lessor on January 1, 2016 with BV and assumed FV  $11,650





 Prepare  2017 calendar year  partial income statement, partial balance sheet and a partial statement of cash  flows using the lease amortization schedule for determining interest expense and lease liability amounts reported.

Income Statement                          		 Balance Sheet                         Statement of Cash Flow             FYE 12/31/17                                                12/31/17                                    FYE 12/31/17

Operating Expenses                                Property, Plant & Equipment                Cash Provided (Used) by
      Depreciation expense    $14,768       Leased equipment         $70,720         Operating  Activities
      Property taxes,                                       Accum. depr.                29,536            Interest paid            ($5,272)
      Insurance, and                                       Lease equipment, net  $41,184             Property taxes, 
       Maintenance expense         4,000					               etc. paid                 (4,000)
Other Expenses 				Current Liabilities                                   
       Interest expense             $ 3,999          Lease liability              $14,001         Cash Provided (Used) by 
                                                                       Interest payable              3,999           Financing  Activities
                                                                       Total current liab        $18,000             Payment on lease
                                                                                                                                        liability                   ($12,728)
                                                                  Long Term Liabilities                                                                            
                                                                     Lease liability                  25,991          
                                                                   Total liabilities                 $43,991          


GENERAL LEDGER For Henton Construction Company

                      Leased Equipment                                                                  Lease Liability                     .
1/1/016                70,720                                                   		1/1/16	      70,720	
		1/1/16 	      18,000       
                                                                                                                            12/31/16 bal         52,720
                                                                                              1/1/17       12,728`                                                                                                                                                                       	12/31/17 bal        39,992  
							          1/1/18       14,001                                          
                                                                                                                              2/31/18  bal        25,991
                                                                                              1/1/19       15,401   12/31/19                1,060   (interest)                                                                                                                           		12/31/19 bal       11,650
     Accumulated Depreciation – Leased Equipment         .                                    prior to return of equipment			                         12/31/16                  14,768			       
                                                 12/31/17                  14,768
                                                 12/31/17 bal             29,536
                                                 12/31/18                   14,768
                                                 12/31/19                   14,766
                                                 12/31/19 	59,070   balance prior to return of equip         




Journal entry to record the return of the tractor to Bedford Leasing Company on December 31, 2019:
                   Lease liability                                            11,650
                   Accumulated depreciation                        59,070
                                     Leased equipment                                           70,720

NOW - Calculate the 

· capitalized value of the leased tractor, and 
· the amount of depreciation expense where appropriate
           		 if the following changes in the lease agreement given above:

1. Henton Construction Company did not guarantee residual value of the tractor.

       The capitalized value of the leased tractor, of course, is the present value of the lease 
agreement’s minimum lease payments discounted at the smaller of the lessee’s
incremental borrowing rate or the lessor’s implicit rate of return if known.        
              
           Using the lessee’s 10% incremental borrowing rate, the present value of 
               the minimum lease payments is 
        
               Annual rent payments     $18,000  *  3.48685  =  $62,763

                                        $62,763 /$74,926 = 83.8% of the leased property’s fair value.
                                       
 The investment recovery test is not met [90% rule], the lease does not meet the
              criteria of a capital lease and will be accounted for as an operating lease.

            Therefore - The lessee does not record depreciation expense for the tractor
	but rather depreciation will be recorded by the lessor.  



2. Henton Construction Company did not guarantee residual value of the tractor and
the economic useful life of the tractor is 5 years.

The capitalized value = $62,763 and the investment recovery test is not met; 
however,

The lease term is 4 years / 5 years = 80% of the tractor’s economic life.

Accordingly, the economic life test is met and the lease qualifies as a capital lease.

Depreciation expense =   $62,763 / 4 years  =  $15,691

Periodic interest expense, reductions of the lease liability from lease payments, and 
liabilities reported at year ends will need to be appropriately changed.

3. 
What if:
The lease agreement transfers title to the leased tractor to Henton Construction Company at the end of the four year lease term.

When the title to leased property is transferred to the lessee at the end of the lease term, the residual value has no meaning in accounting for the lessee since the lessee keeps the leased property. The residual value is neither a required or expected cash inflow to the lessor; and thus, excluded from calculation of the present value of the minimum lease payments for the lessee.. 

         However, since there is no residual value to be received by the lessor, 
		the lessor will charge a higher annual lease payment
 
in order to get its required rate of return on its investment known as the lessor’s implicit rate of return (also known as the lessor’s implicit interest rate).  
 As will be shown later, the lessor’ implicit interest rate is approximately 6%. The annual lease payment required by the lessor in order to obtain a 6% implicit rate of return is approximately $20,400.

Assuming the lessee still does no know the lessor’s implicit rate of return, the present value of the minimum lease payments discounted at 10% for the lessee is:  

  			$20,400 * 3.48685  = $71,132         
 Depreciation expense:  ($71,132 - $1,000) / 6 years = $11,689
_
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