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UNDERSTANDING SALES-TYPE LEASES IS CRUCIAL FOR BUSINESSES INVOLVED IN LEASING ARRANGEMENTS, ACCOUNTING
PROFESSIONALS, AND FINANCIAL ANALYSTS. THESE LEASES, CLASSIFIED AS SALES-TYPE LEASES UNDER ACCOUNTING STANDARDS
SUCH As IFRS 16 anD ASC 842, INVOLVE COMPLEX RECOGNITION AND MEASUREMENT PRINCIPLES. IN THIS ARTICLE, WE
EXPLORE FOUR DISTINCT SCENARIOS THAT ILLUSTRATE VARIOUS ASPECTS OF SALES-TYPE LEASES WITH ANNUAL LEASE
PAYMENTS, PROVIDING CLARITY ON THEIR ACCOUNTING TREATMENT, KEY CHARACTERISTICS, AND IMPLICATIONS.

WHAT Is A SALES-TYPE LEASE?

A SALES-TYPE LEASE IS A LEASE CLASSIFICATION USED PRIMARILY UNDER THE LESSOR’S ACCOUNTING STANDARDS (SUCH AS
ASC 842 or IFRS 16) THAT RESEMBLES A SALE OF AN ASSET. |T TYPICALLY INVOLVES THE TRANSFER OF CONTROL OF AN
UNDERLYING ASSET TO THE LESSEE AND RESULTS IN THE LESSOR RECOGNIZING A LEASE RECEIVABLE AND A CORRESPONDING
SELLING PROFIT OR LOSS AT LEASE COMMENCEMENT.

Key FEATURES OF A SALES-TYPE LEASE:

- THE LEASE TRANSFERS OWNERSHIP OR THE BENEFITS AND RISKS OF OWNERSHIP TO THE LESSEE.

- THE LEASE TERM COVERS MOST OF THE ASSET’S ECONOMIC LIFE.

- THE PRESENT VALUE OF LEASE PAYMENTS EQUALS OR EXCEEDS SUBSTANTIALLY ALL OF THE FAIR VALUE OF THE UNDERLYING
ASSET.

- THE LESSOR RECOGNIZES A SELLING PROFIT OR LOSS AT INCEPTION.

OVERVIEW OF ANNUAL LEASE PAYMENTS IN SALES-TYPE LEASES

ANNUAL LEASE PAYMENTS ARE A FUNDAMENTAL COMPONENT OF SALES-TYPE LEASES. | HESE PAYMENTS INFLUENCE THE
CALCULATION OF THE LEASE RECEIVABLE, THE RECOGNITION OF PROFIT OR LOSS, AND THE OVERALL LEASE ACCOUNTING
PROCESS. UNDERSTANDING HOW THESE PAYMENTS ARE STRUCTURED AND THEIR IMPACT ON FINANCIAL STATEMENTS IS ESSENTIAL.

IMPORTANT CONSIDERATIONS INCLUDE:
- THE TIMING AND AMOUNT OF LEASE PAYMENTS.
- THE INTEREST RATE IMPLICIT IN THE LEASE.

- THE DISCOUNT RATE USED TO COMPUTE PRESENT VALUE.
- THE IMPACT ON THE LESSOR’S REVENUE RECOGNITION.

SceNARIO 1: LEASE WiITH FIXED ANNUAL PAYMENTS AND A RESIDUAL



GUARANTEE

DESCRIPTION OF THE SCENARIO

IN THIS SCENARIO, THE LESSOR OFFERS A LEASED ASSET WITH FIXED ANNUAL PAYMENTS OVER THE LEASE TERM. ADDITIONALLY,
THE LESSEE PROVIDES A RESIDUAL VALUE GUARANTEE, WHICH GUARANTEES A CERTAIN RESIDUAL AMOUNT AT LEASE END. THiS
ENHANCES THE RISK PROFILE FOR THE LESSOR AND INFLUENCES THE LEASE ACCOUNTING TREATMENT.

ACCOUNTING TREATMENT

1. DETERMINING THE LEASE TERM AND PAYMENTS:
THE FIXED ANNUAL PAYMENTS ARE SCHEDULED AND KNOWN AT LEASE INCEPTION. THE RESIDUAL GUARANTEE AMOUNT IS
CONSIDERED WHEN CALCULATING THE LEASE RECEIVABLE.

2. CALCULATING THE LEASE RECEIVABLE:

THE PRESENT VALUE OF THE FIXED LEASE PAYMENTS PLUS THE GUARANTEED RESIDUAL VALUE (IF PROBABLE OF COLLECTION) IS
COMPUTED USING THE IMPLICIT INTEREST RATE OR AN INCREMENT AL BORROWING RATE IF THE IMPLICIT RATE ISN'T DETERMINABLE.
3. RECOGNIZING THE SALE AND LEASE RECEIVABLE:

AT INCEPTION, THE LESSOR RECOGNIZES A LEASE RECEIVABLE EQUAL TO THE PRESENT VALUE OF LEASE PAYMENTS PLUS

RESIDUAL VALUE GUARANTEE, AND A CORRESPONDING ASSET WITH A SELLING PROFIT OR LOSS.

4. IMPACT OF ResIDUAL GUARANTEE:
THE RESIDUAL GUARANTEE MAY INCREASE THE PRESENT VALUE OF LEASE RECEIVABLE, RESULTING IN A HIGHER RECOGNIZED PROFIT.

IMPLICATIONS FOR FINANCIAL STATEMENTS

- INITIAL RECOGNITION:
A LEASE RECEIVABLE AND A CORRESPONDING ASSET ARE RECORDED, ALONG WITH ANY PROFIT RECOGNIZED AT INCEPTION.

- ONGOING ACCOUNTING:
LEASE INCOME IS RECOGNIZED SYSTEMATICALLY OVER THE LEASE TERM, REFLECTING THE EFFECTIVE INTEREST RATE.

- ResipuaL GUARANTEE Risks:
THE LESSOR ASSESSES THE PROBABILITY OF COLLECTION AND MAY ADJUST THE LEASE RECEIVABLE IF COLLECTION IS UNCERTAIN.

SCENARIO 2: LEASE WITH INCREASING ANNUAL PAYMENTS

DESCRIPTION OF THE SCENARIO

HERE, THE LEASE AGREEMENT STIPULATES ANNUAL PAYMENTS THAT INCREASE OVER TIME, OFTEN ALIGNED WITH INFLATION OR
ESCALATOR CLAUSES. THIS TYPE OF LEASE PRESENTS UNIQUE CHALLENGES FOR ACCURATE VALUATION AND REVENUE
RECOGNITION.



ACCOUNTING TREATMENT

1. ESTIMATING PAYMENTS:
THE SCHEDULE OF INCREASING PAYMENTS MUST BE RELIABLY DETERMINED AT INCEPTION.

2. CALCULATING PRESENT V ALUE:
THE PRESENT VALUE OF THE LEASE PAYMENTS IS CALCULATED BY DISCOUNTING EACH PAYMENT USING THE INTEREST RATE
IMPLICIT IN THE LEASE OR THE LESSEE’S INCREMENTAL BORROWING RATE.

3. RecoGNITION AT LEASE COMMENCEMENT:
THE LEASE RECEIVABLE EQUALS THE SUM OF THE DISCOUNTED PAYMENTS, AND THE SALE IS RECOGNIZED ACCORDINGLY.

4. RevENUE REcoGNITION OVER TIME:
LEASE INCOME IS RECOGNIZED OVER THE LEASE TERM, WITH THE PATTERN REFLECTING THE INCREASING PAYMENT SCHEDULE.

Key CHALLENGES

- ACCURATE ESTIMATION OF FUTURE PAYMENTS.
- ADJUSTMENTS FOR INFLATION OR ESCALATION CLAUSES.
- ENSURING CONSISTENT APPLICATION OF DISCOUNT RATES.

FINANCIAL STATEMENT IMPACT

- THE LEASE RECEIVABLE INCREASES AS PAYMENTS ESCALATE.

- INTEREST INCOME RECOGNITION VARIES OVER TIME, WITH HIGHER INTEREST REVENUE IN LATER PERIODS DUE TO INCREASED
PAYMENTS.

- PROPER DISCLOSURE OF ESCALATION CLAUSES ENHANCES TRANSPARENCY.

SceNARIO 3: LEASE WITH A PURCHASE OPTION AT A FAVORABLE PRICE

DESCRIPTION OF THE SCENARIO

IN THIS CASE, THE LEASE AGREEMENT INCLUDES A PURCHASE OPTION THAT ALLOWS THE LESSEE TO BUY THE ASSET AT A
BELOW-MARKET OR FAVORABLE PRICE AT THE END OF THE LEASE TERM. THIS FEATURE AFFECTS THE CLASSIFICATION AND
MEASUREMENT OF THE LEASE.

ACCOUNTING CONSIDERATIONS

1. ASSESSING THE PURCHASE OPTION:
THE LESSOR EVALUATES WHETHER THE OPTION PROVIDES A SIGNIFICANT ECONOMIC INCENTIVE FOR THE LESSEE TO EXERCISE IT.
IF SO, THE LEASE MAY BE CLASSIFIED AS A SALES-TYPE LEASE.

2. MEASUREMENT OF LEASE RECEIVABLE:
THE PRESENT VALUE OF LEASE PAYMENTS, INCLUDING THE EXERCISE PRICE OF THE PURCHASE OPTION IF PROBABLE OF BEING
EXERCISED, IS USED.



3. RECOGNITION AT LEASE INCEPTION:
THE LESSOR RECOGNIZES A LEASE RECEIVABLE, AND ANY PROFIT IS RECOGNIZED UPFRONT BASED ON THE FAIR VALUE OF THE
UNDERLYING ASSET AND THE LEASE PAYMENTS.

4. IMPACT oF PURCHASE OPTION:
THE PROBABLE EXERCISE OF THE PURCHASE OPTION INCREASES THE LEASE RECEIVABLE AND INFLUENCES PROFIT RECOGNITION.

IMPLICATIONS FOR THE LESSORS

- POTENTIAL FOR HIGHER INITIAL PROFIT RECOGNITION.
- INCREASED RISK IF THE PURCHASE OPTION IS EXERCISED.
- NEED TO ESTIMATE THE LIKELIHOOD OF EXERCISE FOR ACCURATE MEASUREMENT.

FINANCIAL STATEMENT EFFECTS

- THE LEASE RECEIVABLE REFLECTS THE TOTAL EXPECTED PAYMENTS, INCLUDING THE PURCHASE PRICE.
- RECOGNITION OF PROFIT AT INCEPTION MAY BE HIGHER IF THE PURCHASE OPTION IS PROBABLE.
- ONGOING INCOME IS RECOGNIZED OVER THE LEASE TERM.

SceNARIO 4: LEASE WITH V ARIABLE PAYMENTS BASED oN USAGE OR
PERFORMANCE

DESCRIPTION OF THE SCENARIO

THIS SCENARIO INVOLVES LEASE PAYMENTS THAT VARY DEPENDING ON USAGE LEVELS OR PERFORMANCE METRICS, SUCH AS
UNITS PRODUCED, HOURS OPERATED, OR REVENUE GENERATED.

ACCOUNTING TREATMENT

1. ESTIMATING VARIABLE PAYMENTS:
AT LEASE INCEPTION, THE LESSEE AND LESSOR ESTIMATE THE VARIABLE PAYMENTS BASED ON HISTORICAL DATA OR FORECASTS.

2. RecoGNITION OF LEASE INCOME:
THE LESSOR RECOGNIZES LEASE INCOME WHEN THE LESSEE’S USAGE OR PERFORMANCE OCCURS AND THE PAYMENT BECOMES
CALCULABLE.

3. MEASUREMENT OF LEASE RECEIVABLE:
THE INITIAL LEASE RECEIVABLE IS BASED ON THE MINIMUM LEASE PAYMENTS, EXCLUDING VARIABLE AMOUNTS THAT ARE NOT YET
ESTIMABLE.

4. SUBSEQUENT MEASUREMENT:
\W/HEN VARIABLE PAYMENTS BECOME KNOWN, ADJUSTMENTS ARE MADE TO LEASE INCOME AND RECEIV ABLES.



Key CONSIDERATIONS

- VARIABILITY INTRODUCES ESTIMATION UNCERTAINTY.
- REVENUE RECOGNITION ALIGNS WITH ACTUAL USAGE OR PERFORMANCE.
- DISCLOSURE OF THE NATURE OF VARIABLE PAYMENTS IS ESSENTIAL.

IMPACT ON FINANCIAL REPORTING

- INITIAL LEASE RECEIVABLE REFLECTS FIXED MINIMUM PAYMENTS.
- VARIABLE PAYMENTS AFFECT REVENUE AS THEY ARE EARNED.
- ACCURATE ESTIMATION AND DISCLOSURE IMPROVE TRANSPARENCY.

ConNcLUsION: THE SIGNIFICANCE OF PROPER ACCOUNTING FOR SALES-TYPE
LEASES

SALES-TYPE LEASES WITH ANNUAL PAYMENTS INVOLVE COMPLEX ACCOUNTING CONSIDERATIONS THAT DIRECTLY IMPACT A
COMPANY'S FINANCIAL HEALTH AND TRANSPARENCY. RECOGNIZING THE RIGHT LEASE RECEIVABLE, PROFIT, AND ONGOING INCOME
REQUIRES CAREFUL ANALYSIS OF LEASE TERMS, PAYMENT STRUCTURES, AND ASSOCIATED RISKS. THE FOUR SCENARIOS
DISCUSSED HIGHLIGHT THE DIVERSITY OF LEASE ARRANGEMENTS AND THE IMPORTANCE OF ADHERING TO RELEVANT ACCOUNTING
STANDARDS TO ENSURE ACCURATE REPORTING.

Key TAKEAWAYS:

- THE STRUCTURE OF ANNUAL LEASE PAYMENTS SIGNIFICANTLY INFLUENCES LEASE RECEIVABLE CALCULATION AND PROFIT
RECOGNITION.

- ADDITIONAL FEATURES SUCH AS RESIDUAL GUARANTEES, ESCALATION CLAUSES, PURCHASE OPTIONS, AND VARIABLE
PAYMENTS ADD COMPLEXITY.

- ProPER ESTIMATION, CONSISTENT APPLICATION OF DISCOUNT RATES, AND TRANSPARENT DISCLOSURES ARE ESSENTIAL FOR
COMPLIANCE AND CLARITY.

- BUSINESSES SHOULD STAY UPDATED WITH EVOLVING LEASING STANDARDS TO MAINTAIN ACCURATE FINANCIAL REPORTING.

BY UNDERSTANDING THESE DIVERSE LEASE SITUATIONS, STAKEHOLDERS CAN BETTER EVALUATE FINANCIAL STATEMENTS, ASSESS
RISKS, AND MAKE INFORMED DECISIONS RELATED TO LEASING TRANSACTIONS.

FAQs

Q 1: WHAT DISTINGUISHES A SALES-TYPE LEASE FROM OTHER LEASE CLASSIFICATIONS?

A SALES-TYPE LEASE INVOLVES THE TRANSFER OF CONTROL OF THE UNDERLYING ASSET, RECOGNITION OF A LEASE RECEIVABLE,
AND PROFIT AT INCEPTION, RESEMBLING A SALE. OTHER LEASES, LIKE OPERATING LEASES, DO NOT RESULT IN ASSET TRANSFER OR
IMMEDIATE PROFIT RECOGNITION.

QQI How ARE INTEREST RATES DETERMINED IN SALES-TYPE LEASES?
THE IMPLICIT INTEREST RATE IS USED IF IT CAN BE READILY DETERMINED; OTHERWISE, THE LESSEE’S INCREMENTAL BORROWING
RATE IS APPLIED.

Q3Z WHY ARE RESIDUAL GUARANTEES SIGNIFICANT IN LEASE ACCOUNTING?
RESIDUAL GUARANTEES IMPACT THE MEASUREMENT OF THE LEASE RECEIVABLE AND POTENTIAL PROFIT, AS THEY INFLUENCE THE
EXPECTED CASH FLOWS AND THE LIKELIHOOD OF COLLECTION.



Q4: How DO ESCALATION CLAUSES AFFECT LEASE ACCOUNTING?
ESCALATION CLAUSES LEAD TO INCREASING PAYMENTS OVER TIME, REQUIRING CAREFUL PRESENT VALUE CALCULATIONS AND
IMPACT ON REVENUE RECOGNITION

FREQUENTLY AskeD QUESTIONS

\WHAT ARE THE KEY CHARACTERISTICS OF A SALES-TYPE LEASE IN THE CONTEXT OF
ANNUAL LEASE PAYMENTS?

A SALES-TYPE LEASE INVOLVES THE TRANSFER OF OWNERSHIP RISKS AND REWARDS TO THE LESSEE, INCLUDES ANNUAL LEASE
PAYMENTS, AND OFTEN RESULTS IN THE LESSOR RECOGNIZING A PROFIT OR LOSS AT LEASE INCEPTION, SIMILAR TO A SALE. THE
PAYMENTS ARE TYPICALLY STRUCTURED ANNUALLY AND REFLECT THE FAIR VALUE OF THE LEASED ASSET.

How SHOULD A LESSOR RECOGNIZE REVENUE FROM A SALES-TYPE LEASE WITH ANNUAL
PAYMENTS?

THE LESSOR RECOGNIZES REVENUE AT THE LEASE INCEPTION BASED ON THE FAIR VALUE OF THE LEASED ASSET AND THE PRESENT
VALUE OF FUTURE LEASE PAYMENTS, RECORDING A NET PROFIT OR LOSS. OVER THE LEASE TERM, THE LESSOR RECOGNIZES
INTEREST INCOME ON THE LEASE RECEIVABLE AND REDUCES THE RECEIVABLE ACCORDINGLY.

IN A SALES-TYPE LEASE WITH ANNUAL PAYMENTS , HOW IS THE LEASE LIABILITY AND
ASSET INITIALLY RECORDED?

THE LESSOR RECORDS THE LEASED ASSET AND A LEASE RECEIVABLE AT THE NET INVESTMENT IN THE LEASE, WHICH IS THE
PRESENT VALUE OF THE SCHEDULED LEASE PAYMENTS, DISCOUNTED AT THE INTEREST RATE IMPLICIT IN THE LEASE AT INCEPTION.

\WHAT FACTORS INFLUENCE THE CALCULATION OF THE PRESENT VALUE OF ANNUAL
LEASE PAYMENTS IN A SALES-TYPE LEASE?

FACTORS INCLUDE THE AMOUNT OF EACH ANNUAL PAYMENT, THE TIMING OF PAYMENTS, THE LEASE TERM, AND THE INTEREST
RATE IMPLICIT IN THE LEASE, WHICH IS USED AS THE DISCOUNT RATE FOR PRESENT VALUE CALCULATIONS.

How DO ANNUAL LEASE PAYMENTS IMPACT THE RECOGNITION OF INTEREST INCOME IN A
SALES-TYPE LEASE?

INTEREST INCOME IS RECOGNIZED OVER THE LEASE TERM BASED ON THE EFFECTIVE INTEREST METHOD, WHICH ALLOCATES THE
LEASE PAYMENTS BETWEEN INTEREST INCOME AND REDUCTION OF THE LEASE RECEIVABLE, REFLECTING THE TIME VALUE OF MONEY.

\WHAT ARE THE ACCOUNTING DIFFERENCES BETWEEN A SALES-TYPE LEASE AND AN
OPERATING LEASE WITH ANNUAL PAYMENTS?

IN A SALES-TYPE LEASE, THE LESSOR RECOGNIZES A SALE AT INCEPTION, INCLUDING PROFIT OR LOSS, AND RECORDS A LEASE
RECEIVABLE. IN CONTRAST, AN OPERATING LEASE DOES NOT TRANSFER OWNERSHIP RISKS OR REW ARDS, AND LEASE PAYMENTS
ARE RECOGNIZED AS RENTAL INCOME ON A STRAIGHT-LINE BASIS OVER THE LEASE TERM WITHOUT RECOGNIZING A RECEIVABLE OR
PROFIT UPFRONT.

How SHOULD A LESSEE ACCOUNT FOR A SALES-TYPE LEASE WITH ANNUAL PAYMENTS?

THE LESSEE RECOGNIZES A RIGHT-OF-USE ASSET AND A LEASE LIABILITY AT THE PRESENT VALUE OF LEASE PAYMENTS AT LEASE
INCEPTION. OVER TIME, THE LESSEE DEPRECIATES THE RIGHT-OF-USE ASSET AND AMORTIZES THE LEASE LIABILITY, RECOGNIZING
INTEREST EXPENSE ON THE LIABILITY.



\WHAT DISCLOSURES ARE REQUIRED IN FINANCIAL STATEMENTS FOR A SALES-TYPE LEASE
WITH ANNUAL PAYMENTS?

DISCLOSURES INCLUDE THE LEASE TERM, LEASE PAYMENTS, INTEREST RATE IMPLICIT IN THE LEASE, THE NET INVESTMENT IN THE
LEASE, AND THE AMOUNT OF LEASE INCOME RECOGNIZED. ADDITIONALLY, THE LESSOR MUST DISCLOSE DETAILS ABOUT THE
LEASED ASSET, FAIR VALUE, AND ANY RESIDUAL VALUE GUARANTEES.

How DO CHANGES IN ANNUAL LEASE PAYMENTS AFFECT THE ACCOUNTING TREATMENT
OF A SALES-TYPE LEASE?

CHANGES IN LEASE PAYMENTS AFTER INCEPTION MAY REQUIRE REEVALUATION OF THE LEASE CLASSIFICATION AND ADJUSTMENTS
TO THE LEASE RECEIVABLE AND PROFIT RECOGNITION, DEPENDING ON THE NATURE OF THE MODIFICATION AND APPLICABLE
ACCOUNTING STANDARDS.

ADDITIONAL RESOURCES

SALES-TYPE LEASE: AN IN-DEPTH ANALYSIS OF FOUR INDEPENDENT SCENARIOS

IN THE REALM OF LEASE ACCOUNTING, THE TERM SALES-TYPE LEASE HOLDS SIGNIFICANT IMPORTANCE, ESPECIALLY UNDER THE
ACCOUNTING STANDARDS SET FORTH BY IFRS 16 AnND ASC 84 2. THESE LEASES, CHARACTERIZED BY THEIR TRANSFER OF
OWNERSHIP RISKS AND REWARDS TO THE LESSEE, ARE TREATED DIFFERENTLY THAN OPERATING LEASES, WITH IMPLICATIONS FOR
BOTH LESSEES AND LESSORS. THIS ARTICLE EXPLORES FOUR DISTINCT, INDEPENDENT SCENARIOS INVOLVING SALES-TYPE LEASES
WITH ANNUAL LEASE PAYMENTS, DISSECTING THEIR NUANCES, ACCOUNTING TREATMENTS, AND IMPLICATIONS FOR STAKEHOLDERS.

UNDERSTANDING SALES-T YPE LEASES: FOUNDATIONS AND CRITERIA

BEFORE DELVING INTO INDIVIDUAL SCENARIOS, IT’S ESSENTIAL TO ESTABLISH A CLEAR UNDERSTANDING OF WHAT CONSTITUTES
A SALES-TYPE LEASE.

DeriNITION AND KEY CHARACTERISTICS

A SALES-TYPE LEASE IS A LEASE ARRANGEMENT IN WHICH A LESSOR EFFECTIVELY ACTS AS A SELLER, TRANSFERRING THE RIGHT
OF USE AND ASSOCIATED RISKS AND REWARDS TO THE LESSEE. UNDER IFRS 16 AND ASC 842, A LEASE QUALIFIES AS A
SALES-TYPE LEASE IF IT MEETS CERTAIN CRITERIA, NOTABLY:

- THE LEASE TRANSFERS OWNERSHIP OF THE UNDERLYING ASSET TO THE LESSEE BY THE END OF THE LEASE TERM.

- THE LEASE GRANTS THE LESSEE AN OPTION TO PURCHASE THE ASSET THAT IS REASONABLY CERTAIN TO BE EXERCISED.

- THE LEASE TERM IS FOR A MAJOR PART OF THE REMAINING ECONOMIC LIFE OF THE ASSET.

- THE PRESENT VALUE OF LEASE PAYMENTS EQUALS OR EXCEEDS SUBSTANTIALLY ALL OF THE FAIR VALUE OF THE UNDERLYING
ASSET.

- THE ASSET IS OF A SPECIALIZED NATURE SUCH THAT ONLY THE LESSEE CAN USE IT WITHOUT SIGNIFICANT MODIFICATIONS.

THE HALLMARK OF A SALES-TYPE LEASE IS THAT THE LESSOR RECOGNIZES A SELLING PROFIT OR LOSS AT LEASE COMMENCEMENT,
REFLECTING THE DIFFERENCE BETWEEN THE NET INVESTMENT IN THE LEASE AND THE CARRYING AMOUNT OF THE UNDERLYING ASSET.

ACCOUNTING IMPLICATIONS



For LESSORS, SALES-TYPE LEASES INVOLVE!:

- DERECOGNITION OF THE LEASED ASSET.

- RECOGNITION OF A NET INVESTMENT IN THE LEASE, COMPRISING THE PRESENT VALUE OF LEASE PAYMENTS PLUS ANY RESIDUAL
VALUE GUARANTEED BY THE LESSEE.

- RECOGNITION OF INITIAL PROFIT OR LOSS AT INCEPTION.

For LESSEES, THESE LEASES ARE CAPITALIZED AS RIGHT-OF-USE ASSETS AND CORRESPONDING LEASE LIABILITIES, WITH
SUBSEQUENT AMORTIZATION AND INTEREST EXPENSE.

ScenNAriO 1: LEASE WITH A FIXED ANNUAL PAYMENT, TRANSFER OF
OWNERSHIP

OVERVIEW
IN THIS SCENARIO, A LESSOR ENTERS INTO A LEASE AGREEMENT WITH A LESSEE, WHERE THE ANNUAL LEASE PAYMENTS ARE FIXED,

AND THE LEASE TERM COINCIDES WITH THE ASSET’S USEFUL LIFE, CULMINATING IN THE TRANSFER OF OWNERSHIP TO THE LESSEE
AT THE END OF THE LEASE TERM.

DETAILS OF THE ARRANGEMENT

- UNDERLYING ASSET: INDUSTRIAL MACHINERY WITH A FAIR VALUE oF $1,000,000.
- LEase TErM: 10 YEARS, EQUAL TO THE MACHINERY’S USEFUL LIFE.

- ANNUAL LEASE PAYMENT: $ 120,000 PAYABLE AT THE END OF EACH YEAR.

- OWNERSHIP TRANSFER: OCCURS AUTOMATICALLY AT THE END OF THE LEASE TERM.
- REsIDUAL VALUE: NO RESIDUAL VALUE GUARANTEE.

- INTEREST RATE IMPLICIT IN THE LEASE: 6%.

ACCOUNTING TREATMENT FOR THE LESSOR

SINCE THIS ARRANGEMENT QUALIFIES AS A SALES-TYPE LEASE, THE LESSOR RECOGNIZES:

- AT INCEPTION:

- A LEASE RECEIVABLE EQUAL TO THE PRESENT VALUE OF LEASE PAYMENTS, DISCOUNTED AT 6%:
PV =$120,000 x [PReseNT VALUE OF AN ANNUITY OF 10 PERIODS AT 6%)]

PV =~ $120,000 x 7.3601 =~ $883,212

- CosT oF THe AsseT: $1,000,000.

- PROFIT RECOGNIZED AT LEASE INCEPTION:

PrOFIT = COST OF ASSET — NET INVESTMENT IN THE LEASE

ProFIT = $1,000,000 - $883,212~%$116,788

- THE LESSOR RECOGNIZES THIS PROFIT IMMEDIATELY, REFLECTING THE TRANSFER OF CONTROL.



- SUBSEQUENT ACCOUNTING:

- RECOGNIZE INTEREST INCOME OVER THE LEASE TERM BASED ON THE EFFECTIVE INTEREST METHOD.
- DERECOGNIZE THE ASSET FROM THE LESSOR’S BOOKS, SINCE IT EFFECTIVELY TRANSFERS CONTROL TO THE LESSEE.

IMPLICATIONS
THIS SCENARIO DEMONSTRATES THE CLASSIC SALES-TYPE LEASE WHERE THE LESSOR RECOGNIZES A PROFIT UPFRONT, AND THE

LESSEE CAPITALIZES A RIGHT-OF-USE ASSET AND LEASE LIABILITY. THE FIXED ANNUAL PAYMENTS AND TRANSFER OF OWNERSHIP
SOLIDIFY ITS CLASSIFICATION.

SceNARIO 2: LEASE WITH A GUARANTEED RESIDUAL V ALUE

OVERVIEW

THIS SCENARIO INVOLVES A LEASE WHERE THE ANNUAL PAYMENTS ARE FIXED, BUT THE LEASE INCLUDES A RESIDUAL VALUE
GUARANTEE PROVIDED BY THE LESSEE, ENSURING THE LESSOR RECOVERS A MINIMUM RESIDUAL VALUE AT LEASE END.

DETAILS OF THE ARRANGEMENT

- UNDERLYING ASSET: COMMERCIAL AIRCRAFT VALUED AT $50 MILLION.

- LEASE TERM: 8 YEARS.

- ANNUAL LEASE PAYMENT: $4 MILLION, PAYABLE ANNUALLY.

- RESIDUAL VALUE GUARANTEE: LESSEE GUARANTEES RESIDUAL VALUE OF $10 MILLION.
- INTEREST RATE IMPLICIT IN THE LEASE: 4.5%.

ACCOUNTING TREATMENT FOR THE LESSORS

- AT INCEPTION:
- CALCULATE THE PRESENT VALUE OF LEASE PAYMENTS:

PV OF LEASE PAYMENTS = $4 MILLION X PV OF ANNUITY OVER 8 YEARS AT 4.5% = $4 MILLION X 6.997 = $27.988
MILLION.

- CALCULATE THE PRESENT VALUE OF THE RESIDUAL VALUE GUARANTEE:

PV resibuAL = $10 MiLLIoN / (1 + 4.5%)"8 ~ $10 MiLLIoN / 1.432 = $6.979 MILLION.

- TOTAL NET INVESTMENT IN THE LEASE:

=PV OF LEASE PAYMENTS + PV RESIDUAL VALUE GUARANTEE = $27.988 + $6.979 = $34.967 MILLION.

- SINCE THE FAIR VALUE OF THE ASSET ($50 MILLION) EXCEEDS THE NET INVESTMENT, THE LESSOR RECOGNIZES A SELLING
PROFIT:

PROFIT = FAIR VALUE — NET INVESTMENT = $15.033 MILLION.
- SUBSEQUENT ACCOUNTING:

- THE LESSOR RECOGNIZES INTEREST INCOME BASED ON THE NET INVESTMENT AND THE EFFECTIVE INTEREST RATE.



- THE RESIDUAL VALUE GUARANTEE AFFECTS THE CALCULATION OF THE NET INVESTMENT AND THE PROFIT RECOGNIZED AT
INCEPTION.

IMPLICATIONS

THE INCLUSION OF A RESIDUAL VALUE GUARANTEE AFFECTS THE INITIAL PROFIT RECOGNITION AND THE NET INVESTMENT
CALCULATION, ADDING COMPLEXITY BUT ALSO PROVIDING CERTAINTY FOR THE LESSOR REGARDING RESIDUAL VALUE RECOVERY.

SceNARIO 3: LEASE WITH A PURCHASE OPTION AND UNCERTAINTY OF
EXERCISE

OVERVIEW
THIS SCENARIO FEATURES A LEASE WHERE THE LESSEE HAS AN OPTION TO PURCHASE THE ASSET AT THE END OF THE LEASE

TERM, BUT WHETHER THEY WILL EXERCISE THIS OPTION DEPENDS ON CERTAIN CONDITIONS, MAKING THE CLASSIFICATION LESS
STRAIGHTFORW ARD.

DETAILS OF THE ARRANGEMENT

- UNDERLYING ASSET: HEAVY-DUTY CONSTRUCTION EQUIPMENT VALUED AT $250,000.

- LEASE TERM: 5 YEARS.

- ANNUAL LEASE PAYMENT: $50,000.

- PURCHASE OPTION: LESSEE HAS AN OPTION TO BUY AT $75,000, EXERCISABLE AT THE END OF THE LEASE.
- LIKELIHOOD OF EXERCISE: ESTIMATED AT 60%, BASED ON PAST BEHAVIOR AND ECONOMIC FACTORS.

- INTEREST RATE IMPLICIT IN THE LEASE: 5%.

ACCOUNTING TREATMENT CONSIDERATIONS

- THE KEY QUESTION: |S IT REASONABLY CERTAIN THAT THE LESSEE WILL EXERCISE THE PURCHASE OPTION?
- |F REASONABLY CERTAIN, THE LEASE IS CLASSIFIED AS A SALES-TYPE LEASE.

- |F NOT REASONABLY CERTAIN, THE ARRANGEMENT MAY BE TREATED AS AN OPERATING LEASE OR A LEASE WITH AN OPTION
THAT DOES NOT MEET THE CRITERIA FOR TRANSFER OF CONTROL.

- IN THIS SCENARIO, GIVEN THE 600/0 LIKELIHOOD, MANAGEMENT MIGHT CONCLUDE THAT THE EXERCISE IS REASONABLY
PROBABLE, LEADING TO:

- RECOGNIZING A LEASE RECEIVABLE EQUAL TO THE PV OF LEASE PAYMENTS PLUS THE PV OF THE PURCHASE OPTION AT THE
EXPECTED EXERCISE PROBABILITY.

- RECOGNIZING A PROFIT AT INCEPTION RELATED TO THE EXPECTED PURCHASE.

- CALCULATION:

- PV oF LEase PAYMENTS: $50,000 x 4.3295 = $216,475.

- PV oF PURCHASE opTION: $75,000 / (1 + 5%)"5~$75,000/ 1.276 =~ $58,724.

- EXPECTED VALUE OF PURCHASE OPTION:



=60% x $58,724 = $35,234.

- TOTAL NET INVESTMENT:

r$216,475+$35,234 ~$251,709.

- THE LESSOR RECOGNIZES PROFIT UPFRONT, REFLECTING THE TRANSFER OF CONTROL, ASSUMING THE CRITERIA ARE MET.
IMPLICATIONS

THIS SCENARIO UNDERSCORES THE IMPORTANCE OF ESTIMATING THE LIKELIHOOD OF EXERCISE WHEN ACCOUNTING FOR SALES-
TYPE LEASES INVOLVING PURCHASE OPTIONS. THE UNCERTAINTY INFLUENCES CLASSIFICATION AND MEASUREMENT.

SceNARIO 4: LEASE WITH A MAJOR PART oF THE ASSET’s EconoMIC LIFE
AND No TRANSFER OoF O\WNERSHIP

OVERVIEW

IN THIS SCENARIO, THE LEASE PAYMENTS ARE FIXED ANNUALLY, WITH THE LEASE TERM CONSTITUTING A MAJOR PART OF THE
ASSET’S REMAINING ECONOMIC LIFE, BUT THE LEASE DOES NOT TRANSFER OWNERSHIP NOR INCLUDE A PURCHASE OPTION.

DETAILS OF THE ARRANGEMENT

- UNDERLYING ASSET: MEDICAL IMAGING EQUIPMENT VALUED AT $800,000.
- LEASE TERM: 7 YEARS.

- REMAINING ECONOMIC LIFE: 8 YEARS.

- ANNUAL LEASE PAYMENT: $130,000.

- OWNERSHIP TRANSFER: NONE.

- PURCHASE oPTION: NONE.

- INTEREST RATE IMPLICIT IN THE LEASE: 3.5%.



