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In the realm of lease accounting, understanding the distinctions and
applications of different lease types is vital for accurate financial
reporting and compliance with accounting standards. One such scenario
involves a finance or sales-type lease with no residual value, exemplified by
Parker Shipping Co., which operates as a lessee. This article explores the
intricacies of accounting for such leases from the perspective of the lessee,
highlighting the relevant standards, practical considerations, and
implications for financial statements.

Understanding Finance and Sales-type Leases

Before delving into the specifics of accounting for leases without residual
value, it's essential to clarify what constitutes a finance lease (also known
as a capital lease) and a sales-type lease.

Definition and Characteristics of Finance/Sales-type
Leases

A finance lease is a lease that effectively transfers substantially all the
risks and rewards of ownership of an asset to the lessee. Characteristics
include:

e The lease term covers a major part of the asset’s economic life.

e The present value of lease payments 1is substantially all of the fair
value of the asset.

e The lease contains a bargain purchase option.

e The asset is of a specialized nature with no alternative use to the
lessor at the end of the lease.

A sales-type lease, typically used by lessors, is similar but involves the
lessor recognizing profit or loss at lease inception, especially when the
fair value of the asset differs from its carrying amount.

Relevance for the Lessee

From a lessee's perspective, the key issue is whether the lease qualifies as
a finance lease, which impacts how the lease is recorded and reported on the
financial statements.



Accounting Standards Governing Lease
Transactions

The primary standards that guide lease accounting are IFRS 16 (Leases) and US
GAAP ASC 842 (Leases). Both standards aim to increase transparency by
recognizing lease assets and liabilities on the balance sheet.

IFRS 16 Overview

Under IFRS 16, all leases with a term exceeding 12 months are recognized on
the balance sheet, with certain exemptions. The lessee records a right-of-use
(ROU) asset and a lease liability.

ASC 842 Overview

Similar to IFRS 16, ASC 842 requires lessees to recognize a lease liability
and a corresponding ROU asset, though the standard distinguishes between
finance (capital) and operating leases in income statement presentation.

Accounting for a No Residual Value Lease: Key
Considerations

When dealing with a lease that has no residual value at the end, specific
aspects influence the accounting treatment.

Impact on Lease Classification

The absence of residual value simplifies some calculations; however, the
classification depends on whether the lease transfers substantially all risks
and rewards of ownership. If it does, it qualifies as a finance lease.

Initial Measurement of Lease Liability and ROU Asset
The initial lease liability is measured at the present value of lease
payments not yet paid, discounted at the rate implicit in the lease or, if
not readily determinable, the lessee’s incremental borrowing rate.
Since the lease has no residual value, the present value calculation involves
the sum of future lease payments, with no residual amount to consider at the
lease end.
Steps for measurement include:

1. Identify the lease payments—typically fixed payments over the lease

term.
2. Determine the appropriate discount rate.

3. Calculate the present value of the lease payments.

4. Recognize the ROU asset equal to the lease liability, adjusted for any



lease payments made at or before commencement.

Example Calculation

Suppose Parker Shipping Co. enters into a 5-year lease for a vessel, with
annual lease payments of $1 million, payable at the end of each year, and no
residual value. Assuming a discount rate of 5%, the initial lease liability
and ROU asset would be calculated as:

— Present value of lease payments = Sum of each payment discounted at 5%.
— Using present value of an ordinary annuity formula:

PV = Payment x [(1 - (1 + r)”"-n) / r]

PV = $1,000,000 x [(1 - (1 + 0.05)"=5) / 0.05] =~ $4,329,48

The same amount is recognized as the initial ROU asset and lease liability.

Accounting Entries for Parker Shipping Co.
(Lessee)

The accounting process involves initial recognition, subsequent measurement,
and lease modifications if any.

Initial Recognition

At lease commencement, Parker Shipping Co. records:

— Debit: Right-of-Use Asset (ROU) $4,329,480
— Credit: Lease Liability $4,329,480

This reflects the present value of future lease payments.

Subsequent Measurement and Amortization

Over the lease term, Parker Shipping Co. will:

- Recognize interest expense on the lease liability, calculated using the
effective interest method.

— Reduce the lease liability by the lease payments made.

- Amortize the ROU asset over the lease term, typically on a straight-line
basis unless another pattern better reflects the pattern of benefit.

Example journal entries for each year:

| Date | Debit | Credit | Description |

Year 1 - Lease start | ROU Asset | | Recognize initial ROU asset |

| Lease Liability | | Same amount as ROU Asset |

End of Year 1 | Interest Expense | | Lease liability x discount rate |
| Lease Liability | Interest Expense | Amortization of interest |

| Lease Payment | | Payment made ($1 million) |

| Lease Liability | Payment | Payment reduces lease liability |



| Year 2+ | Repeat similar entries, adjusting for interest and amortization |

Implications for Financial Statements

The accounting treatment affects key financial ratios and disclosures.

Balance Sheet Impact

— Recognizes a right-of-use asset and a corresponding lease liability,
increasing total assets and liabilities.

— The absence of residual value simplifies calculations but does not alter
recognition principles.

Income Statement Impact

— The lease expense is split into depreciation of the ROU asset and interest
expense, resulting in front-loaded expenses in the early years due to
interest.

Cash Flow Statement

- Lease payments are classified as operating or financing cash flows
depending on the accounting standard, affecting liquidity analysis.

Special Considerations for Parker Shipping Co.

Given the specific scenario of no residual value, Parker Shipping Co. should
consider:

e Ensuring accurate discount rate application for present value
calculations.

e Assessing lease term and renewal options that might impact lease
classification.

e Recognizing the lease on the balance sheet promptly to comply with
standards.

e Disclosing lease terms, liabilities, and assets clearly in financial
statements.

Conclusion

Lessee accounting for finance or sales-type leases with no residual value, as
exemplified by Parker Shipping Co., requires careful application of current
lease accounting standards. Recognizing the lease as a right-of-use asset and
lease liability ensures transparency and comparability in financial
reporting. The absence of residual value simplifies some aspects of
measurement but does not diminish the importance of accurate initial



recognition, subsequent measurement, and disclosure. As lease accounting
continues to evolve, lessees must stay informed of standard updates and best
practices to maintain compliance and provide stakeholders with clear
financial insights.

Key Takeaways:

— Proper classification of the lease as a finance lease impacts initial
recognition and subsequent accounting.

— The absence of residual value affects the calculation of lease liability
but not the fundamental accounting principles.

— Accurate discount rate application and detailed disclosures are essential
for compliance.

- Regular review of lease terms and modifications ensures ongoing accuracy in
financial statements.

By understanding these principles, Parker Shipping Co. and similar entities
can effectively manage lease accounting obligations, ensuring transparent and
compliant financial reporting.

Frequently Asked Questions

What is the accounting treatment for Parker Shipping
Co. as a lessee under a finance lease with no
residual value?

Parker Shipping Co. should recognize a right-of-use asset and a lease
liability at the lease commencement date, measured at the present value of
lease payments, since the lease is classified as a finance lease with no
residual value.

How is the lease liability calculated for Parker
Shipping Co. in a sales-type lease with no residual
value?

The lease liability is calculated as the present value of future lease
payments, discounted at the lease’s implicit interest rate or the lessee’s
incremental borrowing rate, with no residual value considered in the
calculation.

What are the initial journal entries Parker Shipping
Co. should record at lease inception?

Debit the right-of-use asset and credit the lease liability for the present
value of lease payments. No residual value is involved, so no asset or
liability related to residual value is recorded.

How should Parker Shipping Co. account for lease



payments over the lease term?

Parker Shipping Co. should recognize interest expense on the lease liability
and amortize the right-of-use asset over the lease term, typically on a
straight-1line basis unless another systematic basis is more appropriate.

Does the absence of residual value impact the
measurement of the lease asset and liability for
Parker Shipping Co.?

Yes, without residual value, the lease payments are used directly to
determine the lease liability and right-of-use asset, simplifying the
calculation as the residual value component is omitted.

What disclosures are required by Parker Shipping Co.
in its financial statements for this lease?

Parker Shipping Co. must disclose the lease term, discount rate, total lease
payments, carrying amounts of the right-of-use asset and lease liability, and
maturity analysis of lease liabilities, among other relevant details.

How does the classification of this lease as a sales-
type lease affect Parker Shipping Co.’s accounting
records?

As a lessee, Parker Shipping Co. does not classify the lease as sales-type or
direct finance; these classifications are relevant for lessors. As a lessee,
it simply recognizes the right-of-use asset and lease liability under
applicable accounting standards.

What are the key differences in accounting between a
finance lease with no residual value and operating
lease for Parker Shipping Co.?

Under a finance lease, Parker Shipping recognizes a right-of-use asset and
lease liability on the balance sheet, with interest expense and amortization.
Under an operating lease, lease payments are expensed on a straight-line
basis, and no asset or liability is recognized, though standards are evolving
toward recognizing right-of-use assets for operating leases.

Are there any specific considerations for Parker
Shipping Co. when accounting for lease modifications
or renewals in this context?

Yes, modifications or renewals that alter the lease term or payments require
remeasurement of the lease liability and right-of-use asset, with adjustments

recognized in the period they occur, ensuring the accounting reflects the
updated lease terms.

What impact does the absence of residual wvalue have



on lease amortization and interest expense
recognition for Parker Shipping Co.?

Without residual value, the entire present value of lease payments 1is
allocated to the right-of-use asset and lease liability, resulting in
consistent amortization and interest expense recognition over the lease term
without needing to account for residual value recovery or residual value
impairment.

Additional Resources

Lessee-lessor Accounting for Finance/Sales-type Lease, No Residual Value: A
Comprehensive Analysis of Parker Shipping Co.

Introduction

In the complex world of leasing, the accounting treatment of lease agreements
plays a crucial role in financial reporting, compliance, and strategic
decision-making. For companies engaged in leasing activities—whether as
lessees or lessors—the adoption of proper accounting standards ensures
transparency and accuracy. Among the various leasing arrangements, finance
(or capital) leases and sales-type leases with no residual value present
unique challenges and considerations.

This article provides an in-depth exploration of lessee-lessor accounting for
a finance or sales-type lease with no residual value, focusing on Parker
Shipping Co. as a case study. We will analyze the accounting principles based
on current standards (primarily IFRS 16 and ASC 842), discuss the key
differences in lessee and lessor perspectives, and examine practical
implications for companies involved in such leasing arrangements.

Understanding the Fundamentals of Finance and Sales-Type Leases

Before delving into specific accounting treatments, it is essential to
distinguish the core features of finance leases, sales-type leases, and the
implications of having no residual value.

What i1s a Finance/Capital Lease?

A finance lease (or capital lease) is a lease arrangement that effectively
transfers most of the risks and rewards of ownership of an asset from the
lessor to the lessee. Under accounting standards, such leases are recognized
on the balance sheet of the lessee as an asset and a liability, reflecting
the economic substance of ownership rather than mere rental payments.

Key features:

— The lease term covers most of the asset's useful life.

- The present value of lease payments is substantially equal to the asset's
fair value.

— The lease contains bargain purchase options or other characteristics
indicating a transfer of ownership.



What is a Sales-Type Lease?

A sales-type lease is a classification under leasing standards (primarily ASC
842 and IFRS 16) for lessors who lease out assets in a manner that resembles
a sale. When certain criteria are met, such leases are recognized as a sale
of the asset, with the lessor recognizing a selling profit or loss.

Key features:

— The lessor derecognizes the leased asset.
— Recognizes a lease receivable.
— Recognizes any profit or loss at lease inception.

The Impact of No Residual Value on Lease Accounting

Residual value refers to the estimated fair value of the leased asset at the
end of the lease term. When a lease has no residual value, it simplifies some
accounting calculations but also imposes specific considerations.

Implications:

— The absence of residual value means the lessor expects to recover the

entire asset value through lease payments.

— The lessee's amortization schedule is straightforward since there's no
residual value to consider at lease end.

— The lessor's risk profile changes, as they assume full asset recovery

unless the asset's market value declines significantly.

Lessee Accounting for a Finance Lease with No Residual Value

Under current standards, the lessee's accounting for a finance lease involves
recognizing the leased asset and corresponding liability at the lease
commencement date.

Step 1: Initial Recognition

— Asset Recognition: The lessee records the leased asset at the present value
(PV) of lease payments.

— Liability Recognition: The lessee records a lease liability equal to the PV
of lease payments.

Calculation Example:

Suppose Parker Shipping Co. enters into a finance lease for a ship with the
following terms:

- Lease payments: $1,000,000 annually

— Lease term: 5 years

- Payment frequency: annual

- Discount rate: 5%

- No residual value at the end of the lease.

The PV of lease payments (using the annuity formula):

\ [



PV = P \times \frac{l - (1 + r)*{-n}t}{r}

\N( P 1,000,000 \)
- \N(r = 0.051\)
\( n

- \ ( = 51\)

Calculating:

\ [

PV = 1,000,000 \times \frac{l1 - (1 + 0.05)"{-5}}{0.05} \approx 1,000,000
\times 4.3295 \approx 4,329,500

\1

Parker Shipping would recognize:

- Asset (Ship): $4,329,500
- Liability (Lease payable): $4,329,500

Step 2: Subsequent Measurement

— Amortization of the Asset: The leased asset is depreciated over the shorter
of its useful life or lease term, typically straight-line unless another
method is Jjustified.

— Interest Expense: The lease liability accrues interest over time,
decreasing as payments are made.

Depreciation & Interest:

— The asset's book value reduces as depreciation occurs.

— Interest expense is recognized on the lease liability, calculated based on
the effective interest rate.

Step 3: Lease Payments

Each annual payment of $1,000,000 reduces the lease liability and recognizes
interest expense:

— The interest component: Previous liability balance x discount rate.
— The principal component: Lease payment — interest expense.

For example:
- Year 1 interest: $4,329,500 x 0.05 ~ $216,475

- Year 1 principal repayment: $1,000,000 - $216,475 ~ $783,525
- Remaining liability after Year 1: $4,329,500 - $783,525 =~ $3,545,975

Lessors’ Perspective on Sales-Type Leases with No Residual Value

From the lessor's standpoint, a sales-type lease with no residual value
involves derecognizing the leased asset and recognizing a lease receivable.

Step 1: Initial Recognition

— Lease Receivable: Present value of lease payments (same calculation as



lessee’s PV).
— Asset Derecognition: Remove the leased asset from the lessor’s books.
- Profit or Loss: Recognize any selling profit or loss at lease inception.

Since there's no residual value, the profit calculation is straightforward:

\ [
\text{Profit} = \text{Initial fair value of the asset} - \text{Cost of the
asset}

\]

If the asset's carrying amount equals its fair value, no profit is recognized
at inception. Alternatively, any difference between the lease receivable and
the asset's carrying amount would result in a profit or loss.

Step 2: Ongoing Recognition

— Lease Income: Recognized over the lease term, typically on a straight-line
basis or as the interest income based on the effective interest method.

— Asset Derecognition: The leased asset is removed from the lessor's books at
inception.

Practical Example:
Assuming the same parameters as above, the lessor recognizes:

- Lease receivable: ~$4,329,500

— No residual value: The lessor expects to recover the entire asset value
through lease payments.

— Profit at inception: Zero if the fair value equals the asset's carrying
amount.

Over time, the lessor recognizes interest income similar to the lessee's
interest expense, ensuring revenue is recognized evenly over the lease term.

Practical Implications and Challenges

The accounting treatment of leases with no residual value simplifies some
calculations but introduces specific challenges and considerations:

— Risk Management: For lessors, the absence of residual value shifts risk
toward asset recovery through lease payments, requiring careful assessment of
default risks and asset market wvalue.

— Depreciation & Amortization: Lessees must accurately depreciate the leased
asset, considering no residual value implies full amortization over the lease
term.

— Financial Ratios: Both lessees and lessors should understand how lease
accounting affects key financial metrics, such as debt ratios, EBITDA, and
asset turnover.

— Disclosure: Transparent disclosure of lease terms, assumptions, and
valuation methods is critical for stakeholder confidence.

Practical Challenges in Implementation
- Estimating the Discount Rate: Selecting an appropriate discount rate is

vital, especially when market conditions fluctuate.
— Asset Valuation: For lessors, determining the fair value of assets at lease



inception influences profit recognition.

— Lease Modifications: Changes in lease terms or assumptions about residual
value can significantly impact accounting outcomes.

- Transition to Standards: Companies transitioning from previous standards
must adjust existing lease accounting policies accordingly.

Conclusion

Accounting for finance or sales-type leases with no residual value involves
comprehensive understanding of current leasing standards, precise
calculations, and strategic risk assessment. For Parker Shipping Co.,
navigating these complexities requires meticulous application of IFRS 16 or
ASC 842, ensuring that both lessee and lessor perspectives are accurately
represented.

The key takeaways include:

— Recognizing lease assets and liabilities at the commencement of the lease
based on PV of payments.

— Depreciating assets and accruing interest over the lease term.

- For lessors, derecognizing the leased asset and recognizing lease
receivables and profits accordingly.

— Managing residual value risk, which, when absent, simplifies some
calculations but shifts focus to payment collection and asset recovery.

Ultimately, adherence to best practices in lease accounting not only ensures
compliance but also enhances transparency, facilitates better financial
analysis, and supports strategic decision-making for companies like Parker
Shipping Co. engaged in leasing activities.

In essence, mastering lessee—-lessor accounting for no residual value leases
is fundamental for companies involved in leasing operations, providing
clarity in financial reporting and fostering stakeholder trust.
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