Lease Accounting Financial

History and Future of Lease Accounting for Lessees
The financial community describes the changes that could arise from the FASB and IASB as an effort to bring transparency to company balance sheets. This is a continuing reaction to Enron and certain happenings earlier in the decade that brought off-balance sheet items to the forefront. There is a lot of focus on off-balance sheet obligations now. Users of financial information rely on amounts reported in financial statements to analyze relationships having the kind of predictive and feedback value that the FASB's conceptual framework attributes to decision-useful accounting information.
Standard Setting Bodies
Security and Exchange Commission
The Security and Exchange Commission (SEC) was established in 1933 after the Crash of 1930. Prior to this time there, no standard setting body existed. Even after its formation, the SEC encouraged the private sector to set them. In 1934, the SEC received the authority to establish financial accounting and reporting for publicly held companies.
Committee on Accounting Procedures
In 1939, the SEC suggested that the American Institute of Certified Public Accountants (AICPA) create a formal standard setting body. The AICPA established the Committee on Accounting Procedures (CAP). During its reign from 1939 to 1959, they issued 51 Accounting Research Bulletins. CAP was not as successful as had been hoped. CAP only issued standards on problems as they occurred. These standards are known as Accounting Research Bulletins or ARBs.
Accounting Principles Board
The Committee on Accounting Procedures was replaced with the Accounting Principles Board (APB) in 1959. They issued 31 opinions and 4 statements over the next 14 years. They are credited with the development of Generally Accepted Accounting Principles (GAAP) from the opinions and statements they issued.
Financial Accounting Standards Board
The APB was replaced by the Financial Accounting Standards Board (FASB), which was formed in 1973. FASB is an independent board with full-time members who no longer work in private firms or their employers. FASB establishes standards for accountinges in the private sector. “Standards are essential to the efficient functioning of the economy because investors, creditors, auditors, and others rely on credible, transparent, and comparable information.”

The missions of the FASB are to keep standards current to reflect any changes in methods of doing accounting, to improve the usefulness of financial reporting by focusing on relevance, reliability, comparability, and consistency, and to promote the international convergence of accounting standards.
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International Accounting Standards Board
The International Accounting Standards Board (IASB) established in 2001 is based in London. It succeeded the International Accounting Standards Committee (IASC), which was founded in 1973. The IASB develops a solitary set of global accounting standards that provide transparent and comparable information in financial statements. The IASB works with national accounting standards bodies to accomplish a united set of accounting standards to be used around the world.
Original Standards for Leases
ARB 43, Chapter 14
In 1949, the Committee on Accounting Procedures issued ARB 43, Restatement and Revision of Accounting Research Bulletins, Chapter 14Disclosure of Long-Term Leases in Financial Statements of Lessees. ARB 43, Chapter 14 only provides guidance for leasing land and buildings. The lessee assumes all the expenses and obligations of ownership, such as taxes, insurance, and repairs.

These types of arrangements differed from conventional long-term leases but the principles of disclosure were intended to be applied to both types of arrangements. The disclosures that need to be reported included the amount of annual rent to be paid, the period for which the payments are payable. The disclosure is to be reported for the life of the lease not just the first year. In the first year of the lease, the disclosure needs to detail the transaction.
APB Opinion No. 5
The Accounting Principles Board issued Opinion No. 5, Reporting of Leases in Financial Statements of Lessees in September 1964 and supercedes ARB 43, Chapter 14. Since ARB 43 had been issued, leases had been disclosed on financial statements but not in a consistent manner. The information disclosed was often not enough for investors to get a clear picture of a company’s financial position.

According to APB Opinion No. 5, there had been very few instances of capitalization of leased property and recognition of the related obligation. In the Accounting Principles Boards opinion, rental (lease) payments for services, property taxes, utilities, maintenance, etc. are to be treated as an expense. Having the right to use property and paying a specific rental amount over a period are not considered an asset or liability.

An operating lease should disclose pertinent information about the lease or rental agreement and the information disclosed will vary from one situation to another. Lessees were to disclose the minimum annual payments and length of time at the least. The maximum they should disclose was the type of property leased, the obligation assumed, requirements of the lease

Lease arrangements that are similar to an installment purchase should be listed on the balance sheet and depreciated accordingly. For a lease agreement to be capitalized there should be material equity in the purchase. APB No. 5 states a capitalized lease may require a note or schedule to disclose the details of the lease agreement.
IAS 17
The International Accounting Standards Board (IASB) issued IAS 17, Accounting for Leases, in September 1982. A lease is classified as a finance lease or operating lease. A finance lease is classified as such if it transfers substantially all the risks and rewards to the lessee. All other leases are classified as an operating lease.

The following situations would lead a lease to be classified as a finance lease:
· Transfer of ownership of the asset to the lessee at the end of the lease

· The lessee has the option to purchase the asset at an amount that is sufficiently lower than the fair value
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· The lease term is for most of the assets life

· At the beginning of the lease, the present value of the minimum lease payments is equal to the fair value of the asset.
The IASB requires that the following accounting principles be applied to finance leases. The finance lease should be recorded as an asset and a liability at the lower of the fair value of the asses and the present value of the minimum lease payments, lease payments are to be apportioned between finance charges and the reduction of the principle outstanding liability, depreciation should be consistent with that of other owned assets

Lessees of finance leases disclose the carrying amount of the asset, reconciliation between total minimum lease payments and the present value, amounts of minimum lease payments as of the balance sheet date, and the present value for the next years, years 2 through 5 combined, and beyond 5 years and a general description of the lease arrangement.

Lessees of operating leases recognize the lease payments as an expense on the income statement. They should provide in the financial statement disclosure a description of the lease arrangement, including any provisions, whether there is a purchase option, and any restrictions that are imposed. Also, lease payments as of the financial statement date for the next year, years 2 through 5 combined, and beyond 5 years.
Changes to Original Standards
APB Opinion No. 31
The Accounting Principles Board issued Opinion No. 31, Disclosure of Lease Commitments by Lessees, on June 1972 with an effective date of January 1, 1974. Opinion No. 31 was developed because investors, grantors, and users of financial statements acknowledged that at the time the disclosures did not provide all the information they deemed important.

The APB issued it to clarify and now require the disclosure requirements of APB Opinion No. 5. The Board did not want to establish any disclosure requirements because the FASB had placed leases as a subject on its agenda at the time this was issued. The Board was hesitant because they did not want to bias the decision.

The Board reworded its requirements for the disclosures of operating leases. A lease that is for one year or more needs to provide the total rental expense. The minimum rental payments should be disclosed for each of the five succeeding years, each of the next three to five year periods, and the remainder should be listed as a single amount.

Additional disclosures that should be included are whether the payments are dependent upon any factors other than time, if so what is the basis for calculating the payments, is there a purchase or renewal option, and any restrictions.
FAS 13
In November 1976, the Financial Accounting Standards Board issued FAS 13, Accounting for Leases. The issuance was to provide detailed criteria that other statements had provided for classifying leases that would prevent many different interpretations. This statement superseded APB Opinion No. 5, Reporting of Leases in Financial Statements of Lessees and APB Opinion No. 7, Reporting of Leases in Financial Statements for Lessors. FAS 13 established standards of financial reporting for both lessees and lessors. The standard provided a definition of leases, how leases should be classified, and what needed to be disclosed.

The Financial Accounting Standards Board defined a lease as “an agreement conveying the right to use property, plant, or equipment usually for a stated period of time”. This definition includes agreements that although may not be identified as a lease but falls under the definition.

FAS 13 states that a lease is classified either as an operating lease or as a capital lease. Capital leases meet one or more of the criteria FASB established for a capital lease. The criteria for classifying leases as a capital lease are:
· The lease transfers ownership of the asset at the end of the lease term.

· The lease contains a bargain purchase option

· The lease is longer than 75% of the products economic life

· The present value of the lease is more than 90% of the asset value using the lessee’s incremental borrowing rate.
A lessee records a capital lease as an asset and liability for the amount equal to the value of the lease payments. If the lease has a bargain purchase option or if the property transfers ownership at the end of the lease term, the asset is depreciated according to the lessee’s normal depreciation for owned assets.

If the lease does not contain a bargain purchase option or if the property does not transfer ownership at the end of the lease, the asset is depreciated for the life of the lease. Leases that do not meet the criteria of a capital lease are classified as an operational lease and are treated as an expense for the term of the lease on the income statement.

Capital leases should disclose the gross amount of the asset and the future minimum lease payments. Operating leases should disclose the future minimum rental payment required, a general description of the terms of the lease agreement to include how the rental payments are determined, terms of renewal or purchase option, any restrictions that may apply.
FASB and IASB to Update Lease Standards
In July 2006, the FASB and IASB announced that it had added a leasing project to its agenda to reconsider all aspects of lease accounting. One reason for the project is to harmonize lease accounting standards with the IASB. The IASB and FASB currently have substantial differences in their treatment of leases; particularly notable is that the “bright line” tests of FAS 13 (whether the lease term is 75% or more of the economic life, and whether the present value of the rents is 90% or more of the fair value) are not used by the IASB, which prefers a “facts and circumstances” approach that entails more judgment calls. Both the FASB and IASB have the finance and operating lease concept.
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However, their criteria are different for classification. Another reason is a request from investors and other authoritative bodies who have been criticizing that similar lease transactions were still being accounted for in different ways. The SEC’s 2005 report in response to Sarbanes-Oxley. The SEC stated that too many leases were being kept off the balance sheet.

The commission’s staff estimated that the standards allow publicly traded companies to keep an undiscounted $1.25 trillion in future cash obligations off their balance sheet.” (Leone, 2006). Therefore, the current accounting standards are failing to provide the necessary complete and transparent information. FASB and IASB hope to have an exposure draft available in 2009.
Solutions
There are two solutions to the lease problem. The FASB and IASB can either recommend leases to be reporting on a companies income statement only as an expense or on a companies balance sheet only as an asset and liability.
Income Statement Only
Using the income statement only solution, companies would report their leases as operating lease. An operating lease recognizes the lessee’s payments as rent expense or lease expense on the income statement.
Balance Sheet Only
Using the balance sheet only solution, companies report their leases on the balance sheet as an asset and liability. It will also allow for depreciation and interest expense on the income statement. Capitalization of all leases will bring previously unreported assets and liabilities onto the balance sheet
Analysis
When companies lease an asset, the way it is accounted for depends on whether it is categorized as an operating or capital lease. The effects of leasing an asset on will depend on how the lease is categorized by the Internal Revenue Service for tax purposes and by generally accepted accounting standards for accounting purposes. The IRS is wary of lease arrangements used to accelerate depreciation deductions. The IRS weighs the factors below when deciding if lease payments are tax deductable.
· Are the lease payments on the asset spread out over the life of the asset or are they accelerated over a much shorter period?

· Can the lessee continue to use the asset after the life of the lease at preferential rates or nominal amounts?

· Can the lessee buy the asset at the end of the life of the lease at a price well below market?
When a lease qualifies as an operating lease, there are major consequences for the reported earnings, book value of debt and capital, and return ratios of that firm. In general, both the operating and net income of the firm will be lowered, the debt and capital for the firm will be understated, and the return on equity and capital will be much higher when a lease is treated as an operating lease rather than a capital lease.

Debt management ratios are important to creditors and stockholders. Creditors want to make sure funds are available to pay interest and principal and are therefore particularly interested in short-run coverage ratios. Stockholders are concerned about the impact of excessive debt and interest on long-term profitability.
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Lenders use such ratios as debt to equity, interest coverage, and current ratios to assess the short- and long-term creditworthiness of current or prospective customers. Equity investors use return on assets to measure the efficiency with which a company uses its resources and to compare a company's current performance with that of prior periods or with other companies and industries. As shown below in the comparison of ratios in an operating or capitalized lease, the financial ratios can be misleading just by reporting leases off the balance sheet.

By reporting the lease of ABC Restaurant, Inc. (Figures 1-4) as an operating lease, the company’s financial statements are affected. The financial statements are not as accurate as investors and lenders are demanding. The current ratio is a quick indication of whether or not the company will have the means to pay its bills during the next year.

It is clear to remain solvent, a company must have at least as much money coming in as it has going out. The current ratio is .31. The debt ratio is 1.68% and a high debt ratio is generally viewed as risky by lenders and investors. The debt to equity ratio equals -1.32 and their return on assets is 38.45%.

By capitalizing the lease of ABC Restaurant, Inc. (Figures 5-8), the company’s financial statement ratios are affected. As stated earlier the current ratio is used to determine solvency. The current ratio is .30. The debt ratio is 1.64%. The debt to equity ratio equals -1.40 and their return on assets is 34.05%. The effect of a capital lease on net income is different than that of an operating lease because capital leases are treated similarly to assets that are bought by the company.

The company is allowed to claim depreciation on the asset and interest payments on the lease are a tax deductions rather than the lease payment itself. The interest payment is computed by assuming that the lease payment is a liability payment and by apportioning it between interest and principal repaid.

Both companies have current ratios over 1.5 or 2.0 which is required for comfort.
Conclusion
Currently, the lease standards are outdated. “Lease arrangements have evolved considerably over the past 30 years and the standards are outdated.” (Miller 12) FAS 13 was suppose to force leases to be capitalized but it did nothing but help lease companies create more cunning operating leases. The misclassification of leases affects not only the balance sheet but also the income statement and cash flow statement.
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Figure 1 – Balance Sheet for an operating lease

Figure 1a - – Balance Sheet for an operating lease

Figure 2 – Statement of Revenue, Expenses and Retained Earnings for an operating lease

Figure 2a – Statement of Revenue, Expenses and Retained Earnings for an operating lease

Figure 3 – Statement of Cash Flows for an operating lease

Figure 4 – Notes to Financial Statements for an operating lease

Figure 5-Balance Sheet for a capitalized lease

Figure 5a – Balance Sheet for a capitalized lease

Figure 6 – Statement of Revenue, Expenses and Retained Earnings for a capitalized lease

Figure 6a – Statement of Revenue, Expenses and Retained Earnings for a capitalized lease

Figure 7 – Cash Flow Statement for a capitalized lease

Figure 8 – Notes to Financial Statements for a capitalized lease
