Many businesses lease substantial portions of the property and equipment they use as an alternative to ownership, because leasing provides some financial, operating, and risk advantages over ownership. Leasing allows for 100% financing, protection against obsolescence, flexibility, less costly financing, off balance sheet financing, and tax advantages.

A lease is a contractual arrangement between a lessor and a lessee that gives the lessee the right to use specific property for a specified period of time in return for periodic cash payments to the lessor. 

Accounting by the lessee:

Assume Lessee enters into a 4-year lease contract to lease a computer. Annual rentals of $17,208 are to be paid at the beginning of each year. Lessee’s incremental borrowing rate is 10%. If this is classified as an operating lease, Lessee would report Rent Expense of $17,208 on its income statement in the first year and report nothing about leases on its balance sheet. If this is classified as a capital lease, Lessee would have an asset and liability of $60,000 (the present value of the 4 payments using an interest rate of 10%) at the beginning of the first year. The liability would be immediately  reduced by the first payment of $17,208. At the end of the first year, Lessee would report Interest Expense of ($60,000 - $17,208) x .10 =  $$4,279 and Depreciation Expense (assuming straight line over 4 years) of $15,000. On the balance sheet, Lessee would report the Leased Computer at $60,000 less Accumulated Depreciation  of $15,000 and a Liability (or obligation) of  $60,000 - $17,208 + $4,279 =  $47,071. So there is a big difference between an operating lease and capital lease as far as financial statement presentation.

What are the criteria for a capital lease? There are 4 criteria. If at least one is met, the lease is classified as a capital lease.

1. The lease transfers ownership of the property to the lessee.

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 leased property.

4. The present value of the minimum lease payments equals or exceeds 90% of the fair value of the leased property.

Accounting by the lessor:

For lessors, leases may be classified as operating leases, direct financing leases, or sales-type leases. The lessor should account for a lease as a nonoperating lease (latter 2 choices above) if at least 1 of the 4 criteria stated above is met and both of the following criteria are met.

1. Collectibility of the payments required from the lessee is reasonably predictable.

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

The distinction between a direct financing lease and a sales type lease is that a sales type lease involves a profit between the present value of the minimum lease payments and the asset’s cost and a direct financing lease does not. 

In the example above, assume that the cost of the computer to the lessor is $40,000. If this is an operating lease for the lessor, the income statement will report Lease Revenue of $17,208 and Depreciation Expense based on the cost and economic life of the computer and the balance sheet will report the computer at cost less accumulated depreciation. If this is a sales type lease, the income statement will report Interest Revenue of $4,279, Sales of $60,000 and Cost of Sales of $40,000 and the balance sheet will report a Receivable of $47,071. In this problem the interest revenue of the lessor and interest expense of the lessee are equal and, consequently, the receivable for the lessor and the liability for the lessee are equal. This may not necessarily be the case – e.g., the lessee and lessor may use different interest rates in computing present values.

