CAPITAL LEASE ACCOUNTING

CAPITAL LEASE ACCOUNTING IS A COMPLEX BUT CRUCIAL ASPECT OF FINANCIAL REPORTING, DICTATING HOW COMPANIES
RECORD AND DISCLOSE LONG-TERM LEASE AGREEMENTS. [UNDERSTANDING ITS INTRICACIES IS VITAL FOR ACCURATE FINANCIAL
STATEMENTS, INVESTOR CONFIDENCE, AND COMPLIANCE WITH ACCOUNTING STANDARDS. THIS COMPREHENSIVE GUIDE DELVES
DEEP INTO THE PRINCIPLES, CRITERIA, AND PRACTICAL APPLICATION OF CAPITAL LEASE ACCOUNTING, OFTEN REFERRED TO AS
FINANCE LEASE ACCOUNTING UNDER NEWER STANDARDS. WE WILL EXPLORE THE KEY DIFFERENCES BETWEEN CAPITAL AND
OPERATING LEASES, THE SPECIFIC TESTS USED FOR CLASSIFICATION, AND THE SUBSEQUENT ACCOUNTING TREATMENT FOR BOTH
THE LESSEE AND LESSOR. FURTHERMORE, WE WILL EXAMINE THE IMPACT OF CAPITAL LEASE ACCOUNTING ON FINANCIAL
STATEMENTS AND THE EVOLUTION OF THESE ACCOUNTING RULES, PROVIDING A THOROUGH UNDERSTANDING FOR FINANCIAL
PROFESSIONALS, BUSINESS OWNERS, AND ANYONE SEEKING CLARITY ON THIS IMPORTANT ACCOUNTING AREA.
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WHAT IS CAPITAL LEASE ACCOUNTING?

CAPITAL LEASE ACCOUNTING, NOW MORE COMMONLY KNOWN AS FINANCE LEASE ACCOUNTING UNDER MODERN ACCOUNTING
FRAMEWORKS LIKE ASC 842 anD IFRS 16, GOVERNS THE RECOGNITION OF LEASE AGREEMENTS AS ASSETS AND LIABILITIES ON
A COMPANY’S BALANCE SHEET. UNLIKE OPERATING LEASES, WHICH WERE HISTORICALLY TREATED AS OFF-BALANCE SHEET
OBLIGATIONS, CAPITAL LEASES ARE RECOGNIZED AS IF THE LESSEE HAS PURCHASED THE ASSET, INCURRING A CORRESPONDING
LIABILITY TO PAY FOR IT. THIS SHIFT SIGNIFICANTLY IMPACTS A COMPANY'S FINANCIAL LEVERAGE, ASSET BASE, AND REPORTED
PROFITABILITY.

THE FUNDAMENTAL PRINCIPLE BEHIND CAPITAL LEASE ACCOUNTING IS TO REFLECT THE ECONOMIC SUBSTANCE OF A LEASE
TRANSACTION RATHER THAN ITS LEGAL FORM. IF A LEASE EFFECTIVELY TRANSFERS SUBSTANTIALLY ALL THE RISKS AND
REWARDS OF OWNERSHIP FROM THE LESSOR TO THE LESSEE, IT IS CLASSIFIED AS A CAPITAL LEASE. THIS ENSURES THAT A
COMPANY'S FINANCIAL STATEMENTS PROVIDE A MORE FAITHFUL REPRESENTATION OF ITS FINANCIAL POSITION AND PERFORMANCE,
AS THE LEASED ASSET AND THE OBLIGATION TO PAY FOR IT ARE TREATED AS IF THEY ARE OWNED AND OWED, RESPECTIVELY.

DisTINGUISHING CAPITAL LEASES FROM OPERATING LEASES

THE PRIMARY DISTINCTION IN LEASE ACCOUNTING LIES BETWEEN CAPITAL (OR FINANCE) LEASES AND OPERATING LEASES.
OPERATING LEASES WERE TRADITIONALLY TREATED AS SIMPLE RENTAL AGREEMENTS, WITH LEASE PAYMENTS EXPENSED AS
INCURRED, AND THE LEASED ASSET NOT APPEARING ON THE LESSEE’'S BALANCE SHEET. CAPITAL LEASES, CONVERSELY, ARE



TREATED AS FINANCING ARRANGEMENTS, WHERE THE LEASED ASSET IS CAPITALIZED ON THE BALANCE SHEET, AND THE LEASE
PAYMENTS ARE ALLOCATED BETWEEN INTEREST EXPENSE AND A REDUCTION OF THE LEASE LIABILITY.

THE EVOLUTION OF ACCOUNTING STANDARDS HAS AIMED TO BRING MORE LEASES ONTO THE BALANCE SHEET TO PROVIDE
GREATER TRANSPARENCY. UNDER PREVIOUS STANDARDS, OPERATING LEASES WERE A SIGNIFICANT SOURCE OF OFF-BALANCE
SHEET FINANCING. THE CURRENT STANDARDS MANDATE THAT MOST LEASES BE RECOGNIZED ON THE BALANCE SHEET, BLURRING THE
LINES BETWEEN THE FORMER CAPITAL AND OPERATING LEASE CLASSIFICATIONS. HO\X/EVER, THE DISTINCTION REMAINS CRITICAL
FOR DETERMINING THE ACCOUNTING TREATMENT, PARTICULARLY FOR LESSEES, WHERE THE CLASSIFICATION STILL DICTATES THE
PATTERN OF EXPENSE RECOGNITION OVER THE LEASE TERM.

Key CrITeERIA FOR CAPITAL LEASE CLASSIFICATION (LESSEE)

FOR A LEASE TO BE CLASSIFIED AS A CAPITAL LEASE (OR FINANCE LEASE), IT MUST MEET AT LEAST ONE OF SEVERAL SPECIFIC
CRITERIA. THESE CRITERIA ARE DESIGNED TO IDENTIFY LEASES THAT, IN SUBSTANCE, REPRESENT THE ACQUISITION OF AN ASSET.
\WHILE THE EXACT WORDING AND NUMBER OF TESTS MAY VARY SLIGHTLY BETWEEN ACCOUNTING STANDARDS (€.G., US GAAP
vs. IFRS), THE UNDERLYING ECONOMIC SUBSTANCE REMAINS THE SAME.

Unber ASC 842 (US GAAP), A LEASE IS CLASSIFIED AS A FINANCE LEASE (EQUIVALENT TO A CAPITAL LEASE) IF IT MEETS
ANY OF THE FOLLOWING FIVE CRITERIA!

® TRANSFER OF OWNERSHIP: THE LEASE TRANSFERS OWNERSHIP OF THE UNDERLYING ASSET TO THE LESSEE BY THE END OF
THE LEASE TERM.

® PURCHASE OPTION: THE LESSEE HAS AN OPTION TO PURCHASE THE UNDERLYING ASSET THAT THE LESSEE IS REASONABLY
CERTAIN TO EXERCISE.

® | EASE TERM: THE LEASE TERM IS FOR THE MAJOR PART OF THE REMAINING ECONOMIC LIFE OF THE UNDERLYING ASSET.
TYPICALLY, THIS IS INTERPRETED AS 7 5%, OR MORE.

® PRESENT VALUE OF PAYMENTS: THE PRESENT VALUE OF THE SUM OF LEASE PAYMENTS AND ANY GUARANTEED RESIDUAL
VALUE IS, AT THE COMMENCEMENT OF THE LEASE, EQUAL TO OR GREATER THAN SUBSTANTIALLY ALL OF THE FAIR VALUE
OF THE UNDERLYING ASSET. TYPICALLY, THIS IS INTERPRETED AS QOO/O OR MORE.

® SPECIALIZED NATURE: THE UNDERLYING ASSET IS OF SUCH A SPECIALIZED NATURE THAT IT IS EXPECTED TO HAVE NO
ALTERNATIVE USE TO THE LESSOR AT THE END OF THE LEASE TERM.

IF A LEASE MEETS ANY OF THESE CRITERIA, IT IS CLASSIFIED AS A FINANCE LEASE. IF IT DOES NOT MEET ANY OF THESE CRITERIA,
IT IS CLASSIFIED AS AN OPERATING LEASE. THE CAREFUL APPLICATION OF THESE TESTS IS PARAMOUNT TO ACCURATE FINANCIAL
REPORTING.

ACCoOUNTING TREATMENT FOR CAPITAL Leases (Lessee)

ONCE A LEASE IS IDENTIFIED AS A CAPITAL LEASE, SPECIFIC ACCOUNTING TREATMENTS ARE REQUIRED FOR THE LESSEE. THis
TREATMENT REFLECTS THE NOTION THAT THE LESSEE HAS EFFECTIVELY ACQUIRED AN ASSET AND INCURRED A LIABILITY.

INITIAL RECOGNITION

AT THE COMMENCEMENT OF THE LEASE TERM, THE LESSEE RECOGNIZES AN ASSET AND A CORRESPONDING LEASE LIABILITY ON ITS
BALANCE SHEET. THE INITIAL VALUE OF THE ASSET AND THE LEASE LIABILITY IS RECORDED AT THE LOWER OF THE FAIR VALUE OF



THE LEASED ASSET OR THE PRESENT VALUE OF THE MINIMUM LEASE PAYMENTS, DISCOUNTED AT THE IMPLICIT INTEREST RATE OF
THE LEASE. IF THE IMPLICIT RATE IS NOT READILY DETERMINABLE, THE LESSEE’S INCREMENTAL BORROWING RATE IS USED. ANY
INITIAL DIRECT COSTS INCURRED BY THE LESSEE IN NEGOTIATING AND SECURING THE LEASE ARE ADDED TO THE CAPITALIZED COST
OF THE LEASED ASSET.

SUBSEQUENT MEASUREMENT

FOLLOWING INITIAL RECOGNITION, THE LEASED ASSET IS DEPRECIATED OVER ITS ESTIMATED USEFUL LIFE OR THE LEASE TERM,
WHICHEVER IS SHORTER, ASSUMING IT IS OWNED. THIS DEPRECIATION IS RECOGNIZED AS AN EXPENSE ON THE INCOME STATEMENT.
THE LEASE LIABILITY IS REDUCED OVER TIME AS LEASE PAYMENTS ARE MADE. EACH LEASE PAYMENT IS ALLOCATED BETWEEN AN
EXPENSE FOR INTEREST AND A REDUCTION OF THE PRINCIPAL AMOUNT OF THE LEASE LIABILITY.

Lease PAYMENTS

LEASE PAYMENTS MADE BY THE LESSEE ARE DIVIDED INTO TWO COMPONENTS: INTEREST EXPENSE AND PRINCIPAL REDUCTION. THE
INTEREST PORTION IS CALCULATED BASED ON THE OUTSTANDING BALANCE OF THE LEASE LIABILITY AND THE APPLICABLE
INTEREST RATE. THE REMAINDER OF THE PAYMENT REDUCES THE PRINCIPAL OF THE LEASE LIABILITY. INTEREST EXPENSE IS
RECOGNIZED IN THE INCOME STATEMENT OVER THE LEASE TERM.

DEPRECIATION

THE LEASED ASSET RECOGNIZED ON THE BALANCE SHEET IS SUBJECT TO DEPRECIATION. THE DEPRECIATION METHOD USED SHOULD
BE CONSISTENT WITH THE LESSEE'S DEPRECIATION POLICY FOR OTHER OWNED ASSETS. TYPICALLY, THE ASSET IS DEPRECIATED
OVER THE SHORTER OF ITS ECONOMIC USEFUL LIFE OR THE LEASE TERM. |F OWNERSHIP TRANSFERS AT THE END OF THE LEASE TERM
OR IF THERE IS A PURCHASE OPTION THAT THE LESSEE IS REASONABLY CERTAIN TO EXERCISE, THE ASSET IS DEPRECIATED OVER
ITS ECONOMIC USEFUL LIFE.

DERECOGNITION

W/HEN A CAPITAL LEASE AGREEMENT TERMINATES, EITHER THROUGH THE END OF THE LEASE TERM OR THE EXERCISE OF AN OPTION
TO PURCHASE THE ASSET, THE LEASE ASSET AND LIABILITY ARE REMOVED FROM THE BALANCE SHEET. IF THE ASSET IS
PURCHASED, THE CARRYING AMOUNT OF THE LEASE LIABILITY AND ANY RESIDUAL INTEREST IS ADJUSTED TO REFLECT THE
PURCHASE PRICE. ANY GAIN OR LOSS ON DERECOGNITION IS RECOGNIZED IN PROFIT OR LOSS.

ACCOUNTING TREATMENT FOR CAPITAL Leases (LEssor)

THE ACCOUNTING TREATMENT FOR LESSORS ALSO DEPENDS ON THE CLASSIFICATION OF THE LEASE. FOR CAPITAL LEASES,
LESSORS TYPICALLY CLASSIFY THEM AS EITHER SALES-TYPE LEASES OR DIRECT FINANCING LEASES, BASED ON WHETHER THE
LESSOR RECOGNIZES A PROFIT ON THE SALE OF THE ASSET AT LEASE COMMENCEMENT.

SALES-T YPE LEASES

A SALES-TYPE LEASE OCCURS WHEN THE LESSOR IS A MANUFACTURER OR DEALER AND EXPECTS TO PROFIT FROM THE SALE OF
THE LEASED ASSET. IN THIS SCENARIO, THE LESSOR DERECOGNIZES THE LEASED ASSET AND RECOGNIZES A PROFIT OR LOSS ON THE
SALE AT THE COMMENCEMENT OF THE LEASE, SIMILAR TO A TYPICAL SALE. THE LESSOR ALSO RECOGNIZES A LEASE RECEIVABLE
FOR THE NET INVESTMENT IN THE LEASE, WHICH REPRESENTS THE PRESENT VALUE OF FUTURE LEASE PAYMENTS PLUS ANY
UNGUARANTEED RESIDUAL VALUE.



DIReCT FINANCING LEASES

A DIRECT FINANCING LEASE OCCURS WHEN THE LESSOR IS NOT A MANUFACTURER OR DEALER AND DOES NOT PROFIT FROM THE
SALE OF THE ASSET ITSELF. THE PRIMARY PROFIT FOR THE LESSOR COMES FROM THE INTEREST EARNED OVER THE LEASE TERM. IN
THIS CASE, THE LESSOR DOES NOT RECOGNIZE A PROFIT OR LOSS ON THE SALE AT LEASE COMMENCEMENT. |NSTEAD, THE LESSOR
DEFERS ANY INITIAL SALES PROFIT AND RECOGNIZES IT OVER THE LEASE TERM. | HE LESSOR ALSO RECOGNIZES A LEASE
RECEIVABLE FOR THE NET INVESTMENT IN THE LEASE.

IMPACT oF CAPITAL LEASE ACCOUNTING ON FINANCIAL STATEMENTS

THE CLASSIFICATION AND ACCOUNTING TREATMENT OF CAPITAL LEASES HAVE A SIGNIFICANT AND MULTI-FACETED IMPACT ON A
COMPANY'S FINANCIAL STATEMENTS.

BALANCE SHEeT IMPACT

For LESSEES, CAPITAL LEASES LEAD TO HIGHER REPORTED ASSETS (THE LEASED ASSET) AND HIGHER REPORTED LIABILITIES (THE
LEASE LIABILITY). THIS INCREASES THE COMPANY'S FINANCIAL LEVERAGE RATIOS, SUCH AS THE DEBT-TO-EQUITY RATIO. THE
BALANCE SHEET PRESENTS A MORE COMPREHENSIVE PICTURE OF THE COMPANY'S RESOURCES AND OBLIGATIONS.

INCOME STATEMENT IMPACT

UNDER CAPITAL LEASE ACCOUNTING, THE INCOME STATEMENT TYPICALLY REFLECTS HIGHER EXPENSES IN THE EARLY YEARS OF
THE LEASE COMPARED TO OPERATING LEASE ACCOUNTING. THIS IS BECAUSE THE EXPENSE IS RECOGNIZED AS DEPRECIATION AND
INTEREST EXPENSE, WHICH ARE GENERALLY HIGHER INITIALLY DUE TO THE LARGER ASSET BASE AND LIABILITY. OVER THE LIFE OF
THE LEASE, THE TOTAL EXPENSE RECOGNIZED WILL BE SIMILAR TO OPERATING LEASE ACCOUNTING, BUT THE TIMING AND NATURE
OF THE EXPENSE DIFFER, AFFECTING METRICS LIKE OPERATING INCOME AND NET INCOME.

CASH FLow STATEMENT IMPACT

For LESSEES, PRINCIPAL PAYMENTS ON CAPITAL LEASES ARE CLASSIFIED AS FINANCING ACTIVITIES IN THE CASH FLOW
STATEMENT, WHILE INTEREST PAYMENTS ARE TYPICALLY CLASSIFIED AS EITHER OPERATING OR FINANCING ACTIVITIES, DEPENDING
ON THE COMPANY’'S ACCOUNTING POLICY. THIS DIFFERS FROM OPERATING LEASE PAYMENTS, WHICH WERE HISTORICALLY
CLASSIFIED ENTIRELY AS OPERATING ACTIVITIES. THIS RECLASSIFICATION CAN ALTER THE PERCEIVED CASH FLOW FROM
OPERATIONS.

EvoLuTIoN oF CAPITAL LEASE ACCOUNTING STANDARDS

ACCOUNTING STANDARDS FOR LEASES HAVE UNDERGONE SIGNIFICANT EVOLUTION, PRIMARILY DRIVEN BY THE NEED FOR GREATER
TRANSPARENCY AND A MORE FAITHFUL REPRESENTATION OF A COMPANY'S FINANCIAL POSITION. HISTORICALLY, OPERATING
LEASES WERE TREATED AS OFF-BALANCE SHEET OBLIGATIONS, WHICH COULD MASK A COMPANY’S TRUE LEVEL OF DEBT AND
FINANCIAL COMMITMENTS. THIS LED TO THE DEVELOPMENT OF STRICTER CRITERIA FOR CLASSIFYING LEASES AS CAPITAL LEASES.

MORE RECENTLY, THE FINANCIAL ACCOUNTING STANDARDS BOARD (FASB) IN THE US AND THE INTERNATIONAL ACCOUNTING
STANDARDS BOARD (IASB) INTERNATIONALLY ISSUED NEW LEASE ACCOUNTING STANDARDS (ASC 842 Anp IFRS 16,
RESPECTIVELY). THESE STANDARDS SIGNIFICANTLY CHANGED HOW LESSEES ACCOUNT FOR LEASES. THE MOST PROMINENT
CHANGE IS THE REQUIREMENT FOR MOST LEASES, PREVIOUSLY CLASSIFIED AS OPERATING LEASES, TO BE RECOGNIZED ON THE
BALANCE SHEET AS A RIGHT-OF-USE ASSET AND A LEASE LIABILITY. \WHILE THE TERMINOLOGY HAS SHIFTED TO “FINANCE LEASE”
AND “OPERATING LEASE” UNDER THESE NEW STANDARDS, THE CORE PRINCIPLES OF CAPITALIZING LONG-TERM LEASES AND



REFLECTING THEM ON THE BALANCE SHEET ARE A CONTINUATION AND EXPANSION OF THE CAPITAL LEASE CONCEPT.

FREQUENTLY ASkeD QUESTIONS ABOUT CAPITAL LEASE ACCOUNTING

Q: WHAT IS THE PRIMARY DIFFERENCE BETWEEN A CAPITAL LEASE AND AN OPERATING
LEASE?

A: THE PRIMARY DIFFERENCE LIES IN HOW THE LEASE IS RECOGNIZED ON THE BALANCE SHEET. A CAPITAL LEASE (OR FINANCE
LEASE) IS TREATED AS AN ASSET AND A LIABILITY, WHILE AN OPERATING LEASE WAS HISTORICALLY TREATED AS AN OFF-
BALANCE SHEET OBLIGATION, WITH PAYMENTS EXPENSED AS INCURRED. MODERN STANDARDS REQUIRE MOST LEASES TO BE

CAPITALIZED.

Q: \W/HEN DOES A LEASE TRANSFER OWNERSHIP TO THE LESSEE FOR CAPITAL LEASE
ACCOUNTING PURPOSES?

A: A LEASE TRANSFERS OWNERSHIP IF THE LEASE AGREEMENT INCLUDES TERMS THAT PASS LEGAL TITLE OF THE ASSET TO THE
LESSEE BY THE END OF THE LEASE TERM, OR IF THE LEASE CONTAINS A BARGAIN PURCHASE OPTION THAT THE LESSEE IS
REASONABLY CERTAIN TO EXERCISE.

Q: How IS THE PRESENT VALUE OF LEASE PAYMENTS CALCULATED FOR CAPITAL LEASE
CLASSIFICATION?

A: THE PRESENT VALUE IS CALCULATED BY DISCOUNTING ALL MINIMUM LEASE PAYMENTS (INCLUDING ANY GUARANTEED RESIDUAL
VALUE> OVER THE LEASE TERM USING THE LOWER OF THE LESSOR’S IMPLICIT INTEREST RATE OR THE LESSEE'S INCREMENTAL
BORROWING RATE.

Q: WHAT HAPPENS IF A LEASE MEETS MULTIPLE CRITERIA FOR CAPITAL LEASE
CLASSIFICATION?

A: IF A LEASE MEETS EVEN ONE OF THE CRITERIA FOR CAPITAL LEASE CLASSIFICATION, IT IS CLASSIFIED AS SUCH, AND THE
CORRESPONDING ACCOUNTING TREATMENT FOR CAPITAL LEASES MUST BE APPLIED.

Q: How DOES CAPITAL LEASE ACCOUNTING AFFECT A COMPANY'S DEBT-TO-EQUITY
RATIOP

A: CAPITAL LEASE ACCOUNTING INCREASES BOTH ASSETS AND LIABILITIES ON THE BALANCE SHEET. CONSEQUENTLY, IT
GENERALLY LEADS TO A HIGHER DEBT-TO-EQUITY RATIO FOR THE LESSEE, INDICATING INCREASED FINANCIAL LEVERAGE.

Q: WHAT ARE THE MAIN COMPONENTS OF A LEASE PAYMENT UNDER CAPITAL LEASE
ACCOUNTING?

A: A LEASE PAYMENT UNDER CAPITAL LEASE ACCOUNTING IS TYPICALLY ALLOCATED BETWEEN INTEREST EXPENSE ON THE
OUTSTANDING LEASE LIABILITY AND A REDUCTION OF THE PRINCIPAL BALANCE OF THE LEASE LIABILITY.



Q: ARE THERE DIFFERENCES IN CAPITAL LEASE ACCOUNTING BETWEEN US GAAP AND
IFRS?

A: WHILE THE CORE PRINCIPLES ARE SIMILAR, THERE CAN BE SUBTLE DIFFERENCES IN TERMINOLOGY AND SPECIFIC APPLICATION OF
CRITERIA. BoTH ASC 842 AND IFRS 16 HAVE CONVERGED SIGNIFICANTLY, AIMING FOR A SIMILAR ON-BALANCE SHEET
RECOGNITION FOR MOST LEASES.

Q: WHEN A COMPANY LEASES EQUIPMENT UNDER A CAPITAL LEASE, WHO DEPRECIATES
THE ASSET?

A: THE LESSEE IS RESPONSIBLE FOR DEPRECIATING THE LEASED ASSET ON THEIR FINANCIAL STATEMENTS, AS IT IS RECOGNIZED AS
AN ASSET ON THEIR BALANCE SHEET. THE DEPRECIATION PERIOD IS GENERALLY THE SHORTER OF THE ASSET'S ECONOMIC LIFE OR
THE LEASE TERM.
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