
Accounting for Leases
Intermediate Accounting 2

The accounting for leases is considered by many to be

very complicated.  The purpose of this resource is to highlight

the basic patterns of the accounting rules.

Operating lease

The most basic lease is an operating lease.  The basic

picture of an operating lease is that an asset owner rents it out

for a relatively short period of time.  There is no question of ownership transfer, it doesn’t.  The owner

continues to pay taxes and is responsible for upkeep.  The only responsibilities of the renter are to keep

the asset from incurring more than normal wear and tear, and to make periodic payments on time.

The accounting for the owner is not complicated.  The owner continues to list the asset on the

owner’s balance sheet.  When rental payments are received, cash is debited and rent revenue is credited. 

Rent revenue is part of operating income, as is depreciation expense (the asset continues to be

depreciated).  The cash receipt is part of cash flows from operating activities.  If the owner receives a

deposit from the renter (sometimes called a damage deposit), it is recorded in an account called deposit

which is classified as a liability on the owner’s balance sheet.  If the renter prepays the last month’s rent

(at the start or inception of the lease), the prepayment is put into an unearned revenue account and

classified as a liability.

Nor is the accounting for the renter complicated.  When rent payments are made, rent expense is

debited and cash is credited.  The renter does not add the rented asset to its balance sheet.  The amount

of rental payments appears on the income statement (rent expense as a part of operating income) and

statement of cash flows (operating activities).

For both the owner and renter, the basic assumption is that rent revenue and rent expense occur

evenly over the life of the rental agreement.  If the cash payments per period are not the same, then the

rent revenue or rent expense is computed as the average amount of rent payment per period.  This may

require the renter to use either prepaid rent or accrued rent payable, and the owner to use unearned rent

revenue or accrued rent receivable.  For a real estate rental extending over a short period of a few years,

small annual increases are exempt from averaging.
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Example: A renter rents warehouse from a landlord, and a three year rental agreement is signed.  

The warehouse is to be rented from January 1, 2012 until December 31, 2014.  Terms call for payments

of $20,000 per year on each January 1.

For the renter, the following journal entries will be made over the term of the lease.

1/1/2012 Rent expense 20,000

Cash 20,000

1/1/2013 Rent expense 20,000

Cash 20,000

1/1/2014 Rent expense 20,000

Cash 20,000

Financial statement amounts for the renter:

Balance sheet: PPE – nothing.  Current liabilities – nothing.  Long-term liabilities – nothing.

Income statement: Operating income – rent expense of 20,000.  Non-operating income – nothing.

Cash flows: Operating activities – negative 20,000 each year.  IA & FA – nothing.

For the owner, the following journal entries will be made over the term of the lease.

1/1/2012 Cash 20,000

Rent revenue 20,000

12/31/2012 Depreciation expense whatever

Accumulated depreciation whatever

1/1/2013 Cash 20,000

Rent revenue 20,000

12/31/2013 Depreciation expense whatever

Accumulated depreciation whatever

1/1/2014 Cash 20,000

Rent revenue 20,000

12/31/2014 Depreciation expense whatever

Accumulated depreciation whatever

Financial statement amounts for the owner.

Balance sheet: PPE – at book value.  Liabilities – nothing.

Income statement: Operating income – rent revenue, depreciation expense.

Statement of cash flows: Operating activities – rent payment, IA & FA – nothing.
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Capital leases

Capital leases, which are relatively long term, have more complicated accounting.  The parties to

the lease are now called lessor (the owner) and lessee (the renter).  The general assumption in any lease

is that the lessor is the price setter and the lessee is the price taker. This means that the lessor

determines the size of rental payments.

Computing lease payments.  

The lessor computes the amount of payments using a model in which the current market value of

the asset to be rented plus any direct costs of drawing up the lease (e.g., legal expenses), represent the

amount to be recouped via rental payments plus return of the asset.  In equation form, the model is

asset’s fair market value + initial direct costs = present value (PV) of payments + PV of returned

asset.

Present values (pv) are computed using the lessor’s desired rate of return.  The value of the

returned asset at the time of return is called a residual value.  This residual value can be either

guaranteed (GRV) or unguaranteed (URV) or both.  A guaranteed residual value requires a cash

payment by the lessee if the value of the asset at the return is less than the guarantee (i.e., it has been

damaged).  Again, total residual value (GRV + URV) is used in computation of the lease payment. 

Incorporating all of the different variables, the model is:

asset’s FMV + direct costs = pv of cash payments + PV of (GRV + URV)

On a calculator, the input needed for the variables is:

rPV !(asset FMV + direct costs)

rFV (GRV + URV)

rN number of lease payments

rI lessor’s rate, adjusted for compounding

rPMT <compute>

rType depends

77© 2014 by W. David Albrecht. .



Example: A seven year lease is signed on March 21, 2011 and is to be repaid in equal annual

installment payments starting on March 21,  2011.  The asset has a total economic life of 10 years. 

The asset has a $480,000 historical cost (and $520,000 market value) to the lessor on March 21, 2011.

The lessor expects the asset to have a total residual value of $15,000 (unguaranteed) on March 21, 2021

(end of asset life), and a total residual value of $30,000 on March 21, 2018 (end of lease), with a

guaranteed residual value of $10,000.  The lessee’s weighted average cost of capital is 8%., and pays

$4,000 to a lawyer to review the language of the lease.  The lessor desires a 9% rate of return, and pays

a lawyer $5,000 to create the lease.  The lessor’s rate is not known by the lessee.  

rPV !(520,000 + 5,000)

rFV 10,000 +20,000

rN 7

rI 9

rrrrPMT ? = 92,708

rType beg

78© 2014 by W. David Albrecht. .



Capital lease accounting for the lessee.  

The lessee must analyze the terms of the lease to decide whether to treat it as an operating lease

or a capital lease.  Four criteria must be considered.  If one criterion, or more, is met, then the lessee

accounts for the lease as a capital lease.  If none of the criteria is met, then the lessee accounts for the

lease as an operating lease.  The four criteria are:

(1) Transfer of ownership?  If transfer of ownership is one of the lease terms, it should be

accounted for as a purchase with financing by the lessor.

(2) Bargain purchase option?  If the lease terms give the lessee an opportunity to purchase

the asset at a price far below what the market value is estimated to be, then proceed with

the assumption that the bargain purchase option will be exercised by the lessee.  Account

for it as a capital lease.  Wait until exercise of bargain purchase to account for it as an

owned asset.

(3) Length of lease term $$$$ 75% of asset’s total expected life?  This is self-explanatory.

(4) Present value of minimum lease payments $$$$90% of asset’s current FMV?  Minimum

lease payments (MLP) is technically defined as (1) the periodic cash payments plus (2) any

GRV.  The rate used in present value computations is the lessee’s rate (unless the lessor’s

rate is lower and known to the lessee, in which case the lessor’s rate is used).

As long as the answer to one or more of the test criteria is yes, then the lessee classifies the lease

as a capital lease.  

An amortization table for the lease payable is prepared to assist with the accounting.  The

beginning value of the table is the present value of the minimum lease payments, using the

lessee’s interest rate (unless the lessor’s rate is known and is less than the lessee’s rate, in which

case the lessor’s rate is used in computing the present value).  The ending value of the table is the

amount of GRV, if any exists.

Journal entries are fairly straight-forward.  At the inception of the lease, the leased asset and lease

payable are recorded at the present value of minimum lease payments.  At the inception of the lease, the

lease is included in the section of significant transactions involving no cash flow.  Assuming a due

annuity pattern of cash payments, cash payments reduce the lease payable.  At the end of the lease year

the lessee records a journal entry to accrue interest.  Whenever a periodic cash payment is made, the

amount is split between operating activities (for the most recent interest accrual) and financing

activities.  On the date of a balance sheet, the value of the lease payable is divided between current

liability and long term liability.  At the end of the lease year, the lessee also records depreciation on

the leased asset, using the company’s normal method of depreciation.  If the method is straight-line,

then the annual amount of depreciation expense is computed as (initial value of leased asset less

GRV) ÷ number of years in lease term.
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Beg of lease Leased asset xxx

Lease payable xxx

Beg of year Lease payable xxx

Cash xxx

End of year Interest expense xxx

Lease payable xxx

End of year Depreciation expense xxx

Accumulated depreciation xxx

Example:  on January 1, 2013, a lessee signs a contract to lease an asset for nine years.  The asset

has a current FMV of $80,000.  The cost of drawing up the lease is $2,000.  At the end of the lease

term, the asset is expected to have a residual value of $9,000 (only $3,000 is guaranteed).  Using a

desired rate of return of 8.5%, the lessor computes the annual payment (due every January 1, starting

January 1, 2013) to be $11,700 (PV = !82,000, FV = +9,000, I = 8.5, N = 9, type = beg, PMT = ?). 

The lessor is confident that the lessee will have sufficient cash flows to make all lease payments.  The

lessor is fairly sure about the presence and amount of future unreimbursable costs it will need to pick

up over the term of the lease.  The lessee’s normal cost of capital for long term loans is 9%.  The lessee

is ignorant of the lessor’s rate.  The asset has an economic life of 12 years.  The lessee may purchase

the asset at the end of the lease term for the asset’s FMV at that time, otherwise the asset is returned to

the lessor.  Both companies use straight-line depreciation, and have a fiscal year that coincides with the

calendar year.  

The first task for the lessee is to determine whether the lease is an operating lease or a capital lease. 

The criteria and test results are:

(1) Transfer of ownership?  No

(2) Bargain purchase option?  No

(3) Length of lease term $$$$ 75% of total life?  Yes, 9/12 = 75%

(4) Present value of MLP $$$$90% of asset’s current FMV?  Yes, 77,839 ÷ 80,000 = 97.3%  

rPV ???? = !77,839

rFV 3,000 GRV

rN 9

rI 9% Lessee’s rate (unless lessor’s rate is known and lower)

rPMT 11,700

rType beg

Because at least one criterion is met (in this case #3 and #4), the lessee accounts for the lease as a

capital lease.  A lease amortization table should be prepared now to assist in the accounting. 

Reminder, for the lessee the beginning amount is always the present value of the minimum lease

payments (cash payments plus guaranteed residual value).  The ending amount is always the

amount of guaranteed residual value.
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BOY BOY After pmt During yr EOY

Date Lease pay Payment Lease pay 9% Interest Lease pay Date

01/01/13 77,839 11,700 66,139 5,953 72,092 12/31/13

01/01/14 72,092 11,700 60,392 5,435 65,827 12/31/14

01/01/15 65,827 11,700 54,127 4,871 58,998 12/31/15

01/01/16 58,998 11,700 47,298 4,257 51,555 12/31/16

01/01/17 51,555 11,700 39,855 3,587 43,442 12/31/17

01/01/18 43,442 11,700 31,742 2,857 34,599 12/31/18

01/01/19 34,599 11,700 22,899 2,061 24,960 12/31/19

01/01/20 24,960 11,700 13,260 1,193 14,453 12/31/20

01/01/21 14,453 11,700 2,753 247 3,000 12/31/21

The journal entries for 2013 are fairly straight-forward.

1/1/2013 Leased asset $77,839

Lease payable $77,839

1/1/2013 Lease payable 11,700

Cash 11,700

12/31/2013 Interest expense $5,953

Lease payable $5,953

12/31/2013 Depreciation expense $8,315

Accumulated depreciation $8,315

Note: Depreciation per year = 8,315 =  (77,839 - 3,000) ÷ 9

Financial statement amounts should be by now fairly straight foward.

Total Current LT Oper Non-oper Oper Invest FInance

Liab Liab Liab Income Income Activities Activities Activities

12/31/13 72,092 11,700 60,392 !8,315 !5,953 0 0 !11,700

12/31/14 65,827 11,700 54,127 !8,315 !5,435 !5,953 0 !5,747

Because the lease year coincides with the fiscal year, the end of year balance is on the December 31

close of the fiscal year.  In fiscal 2013, the total liability balance is 72,092.  The current liability portion

of this number is the present value of the 2014 cash payments.  Because the payment is due the next day

on January 1, the amount of the payment is the present value.  Depreciation expense is part of operating

income, and interest expense is part of non-operating income.  In the first year of the lease, the lease

payment goes 100% for principle reduction because no interest has been accrued yet.  In subsequent

years of the lease, the payment is divided between the amount paid for the most recent interest accrual

(operating activities) and the remainder (financing activities).
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Capital lease accounting for the lessor.

The lessor also must analyze the terms of the lease to decide whether to treat it as an operating

lease or some type of capital lease.  Seven criteria must be considered.  If one criterion, or more, of the

first four criteria is met, and criterion five and criterion six are all met, then the lessee accounts for the

lease as a type of capital lease.  If none of the first four criteria is met, or if criterion five or if criterion

six is not met then the lessor accounts for the lease as an operating lease.  Criterion seven determines

what type of capital lease it is to be.  The seven criteria are:

(1) Transfer of ownership?

(2) Bargain purchase option?

(3) Length of lease term $$$$ 75% of asset’s total expected life?

(4) Present value of minimum lease payments $$$$90% of asset’s current FMV?  Minimum

lease payments (MLP) is technically defined as (1) the periodic cash payments plus (2) any

GRV.  The rate used in present value computations is the lessor’s rate.

<----the answer to one of the first criteria must be yes---->

(5) Collectibility of future payments is reasonably predictable?  Essentially this means that

the lessee is a good credit risk. <----the answer to criterion five must be yes---->

(6) Are the amounts of future unreimbursable costs by the lessor known with reasonable

certainty?  This means that there probably won’t be any unwelcome surprises to the lessor. 

<----the answer to criterion six must be yes---->

(7) Does the lessor recognize a profit (fmv > book value) on the leased asset?  If the answer

to criterion seven is yes (plus one of first four is yes plus five is yes plus six is yes), then it

is accounted for as a sales type lease.  If the answer to criterion seven is no, but one of the

first four is yes plus five is yes plus six is yes, then it is accounted for as a direct financing

lease.

If the lessor classifies the lease as a type of capital lease (either direct financing lease or sales-

type lease), then an amortization table for the lease receivable is prepared to assist with the accounting.

The beginning value of the table is the present value of the cash payments plus the present value of the

leased asset’s total residual value at the end of lease, using the lessor’s interest rate. The ending value

of the table is the amount of total residual value (URV + GRV), if any exists.
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Journal entries for a direct financing lease are fairly straight-forward. At the inception of the

lease, the lease receivable is recorded at the present value of cash payments plus the present value of

total residual value. The lease asset is taken off of the lessor’s books at the asset’s book value. 

Subsequently, cash payments reduce the balance of the lease receivable. The amount received to reduce

the lease receivable balance is classified as a cash flow from investing activities, the amount received

as interest revenue is classified as a cash flow from operating activities. Balance sheet classification

will be covered later in this course. The lessor no longer records depreciation expense on the asset.

Beg of lease Lease receivable xxx

Asset xxx

Beg of year Cash xxx

Lease receivable xxx

End of year Lease receivable xxx

Interest revenue xxx

Sometimes a dealer in equipment has opportunities to lease a unit of its inventory rather than sell

it. In such a case (the answer to criterion seven is yes), the lessor accounts for the lease as a sales-type

lease. The lessor’s amortization table is prepared under the same guidelines as that for a direct

financing lease. Journal entries are a little more complicated. At the inception of the lease, a compound

journal entry is prepared containing two debits and two credits. The first part is to debit lease receivable

and credit sales revenue. The second is to debit cost of goods sold expense and credit inventory. If the

leased asset has any unguaranteed residual value, its present value is subtracted from both cost of goods

sold and sales revenue.

Now, we’ll continue the previous example by doing the accounting for the lessor. The first task

for the lessor is to determine whether the lease is an operating lease or a capital lease. The criteria and

test results are:

(1) Transfer of ownership?  No

(2) Bargain purchase option?  No

(3) Length of lease term $$$$ 75% of total life?  Yes, 9/12 = 75%

(4) Present value of MLP $$$$90% of asset’s current FMV?  Yes, 79,118 ÷ 80,000 = 98.9%  

rPV ???? = !79,121

rFV 3,000

rI 8.5%

rN 9

rPMT 11,700

rType beg

(5) Collectibility of future payments is reasonably predictable? Yes

(6) Are the amounts of future unreimbursable costs by the lessor known with reasonable

certainty? Yes

(7) Does the lessor recognize a profit (fmv > book value) on the leased asset? No
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Because at least one of the first four criteria is met (#3 & #4), and criterion #5 is met, and

criterion &6 is met, the lessor accounts for the lease as a type of capital lease. Because the answer to #7

is no, the lease is accounted for as a direct financing lease. A lease amortization table should be

prepared now to assist in the accounting. The starting amount is $82,000, the present value of the cash

payments (11,700 per year) and the total residual value (9,000).

BOY BOY After pmt During yr EOY

Date Lease rec Payment Lease rec Interest Lease rec Date

01/01/13 82,000 11,700 70,300 5,976 76,276 12/31/13

01/01/14 76,276 11,700 64,576 5,489 70,065 12/31/14

01/01/15 70,065 11,700 58,365 4,961 63,326 12/31/15

01/01/16 63,326 11,700 51,626 4,388 56,014 12/31/16

01/01/17 56,014 11,700 44,314 3,767 48,081 12/31/17

01/01/18 48,081 11,700 36,381 3,092 39,473 12/31/18

01/01/19 39,473 11,700 27,773 2,361 30,134 12/31/19

01/01/20 30,134 11,700 18,434 1,567 20,001 12/31/20

01/01/21 20,001 11,700 8,301 699 9,000 12/31/21

The journal entries for 2013 are fairly straight-forward.

1/1/2013 Lease receivable $82,000

Asset $80,000

Legal fees payable $2,000

1/1/2013 Cash $11,700

Lease receivable $11,700

12/31/2013 Lease receivable $5,976

Interest revenue $5.976

84© 2014 by W. David Albrecht. .


