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Be Recovered Through Periodic payments? This question is fundamental for
businesses and accounting professionals involved in leasing arrangements,
particularly those governed by standards such as IFRS 16 and ASC 842. The
presence of a bargain purchase option (BPO) significantly influences how
lease liabilities and right-of-use assets are measured and subsequently how
the amortization and interest expenses are recognized over the lease term.
Understanding the impact of a BPO on the calculation of the amount to be
recovered through periodic payments is essential for accurate financial
reporting and compliance.

Understanding the Bargain Purchase Option (BPO)

What Is a Bargain Purchase Option?
A bargain purchase option is a clause within a lease agreement that grants
the lessee the right to purchase the leased asset at the end of the lease
term for a price significantly lower than the expected fair value of the
asset at that time. This option is considered a "bargain" because it provides
the lessee with a favorable purchase price, giving them an incentive to buy
the asset rather than return it.

Why Is a BPO Important in Lease Accounting?
The existence of a BPO affects lease classification, measurement, and
subsequent accounting treatments. If a lease contains a BPO, it often
indicates that the lease is effectively a purchase of the asset and is
classified as a finance (or capitalization) lease under older standards or a
lease liability under IFRS 16 and ASC 842. This impacts how lease liabilities
are calculated and how the expense is recognized over the lease term.

Impact of BPO on Initial Measurement of Lease
Liability



Lease Liability Calculation Without BPO
In a standard lease without a BPO, the lease liability is initially measured
at the present value of lease payments over the lease term, excluding any
purchase option unless it is certain to be exercised. The periodic payments
are usually fixed or determinable, and the discount rate used is typically
the interest rate implicit in the lease or the lessee's incremental borrowing
rate.

Lease Liability Calculation With a BPO
When a BPO exists, the calculation of the lease liability includes the
expected purchase price if it is probable that the lessee will exercise the
option. The key considerations are:
- The lease term may extend to include the period until the BPO is exercised.
- The estimated purchase price (the BPO amount) is included in the lease
payments.
- The likelihood of exercising the BPO influences whether it is included in
the initial measurement.

The initial lease liability is therefore the present value of:

Remaining lease payments, and

The expected purchase price (BPO), if exercise is probable.

This approach ensures that the liability reflects the total expected outflow
related to the lease.

How BPO Affects the Calculation of the Amount
To Be Recovered

Periodic Payments and Their Composition
The periodic lease expense recognized over the lease term generally
comprises:
- Interest expense, calculated on the lease liability,
- Amortization of the right-of-use asset, representing the consumption of the
leased asset’s economic benefits.

The presence of a BPO influences both the initial measurement of the lease
liability and the subsequent periodic expense recognition.



The Effect on Amortization and Interest Components
Because the initial lease liability may be higher when a BPO is probable, the
subsequent interest expense (calculated using the effective interest method)
is also higher at the start of the lease. This results in:
- Higher interest expense in the early periods,
- A decreasing interest expense over time as the lease liability reduces.

The amortization of the right-of-use asset typically follows a systematic
basis, such as straight-line or another rational method, but the total
periodic expense is affected by the interest component.

Impact on the Total Amount Recovered Through
Periodic Payments
The total amount to be recovered through periodic payments includes:
- The sum of the lease payments,
- The present value of the BPO if exercised.

In essence, the inclusion of a BPO in the lease liability calculation means
that the lessee anticipates recovering the cost of the leased asset over the
lease period plus the purchase price if they exercise the BPO.

Accounting for the BPO in Practice

Determining the Probable Exercise of the BPO
A critical step is assessing whether it is probable that the lessee will
exercise the BPO. Factors influencing this assessment include:
- The terms of the lease agreement,
- The economic benefits of owning the asset,
- The market conditions and expected residual value.

If the exercise of the BPO is considered probable, the purchase price is
included in the initial lease liability; otherwise, it is not.

Measurement at Inception
Once it's determined that the BPO is probable:
- The present value of lease payments, including the BPO, is calculated,
- The discount rate applied is consistent with the rate used for other lease
liabilities.

If the BPO is not probable, the lease liability excludes the purchase price,
and the periodic payments are assessed accordingly.



Subsequent Recognition and Reassessment
Throughout the lease term:
- The lease liability is adjusted for any changes in estimates regarding the
exercise of the BPO,
- Reassessments may lead to modifications in periodic expenses and the amount
recovered.

Practical Implications and Examples

Example Scenario
Suppose a company enters into a lease agreement with the following terms:
- Lease term: 5 years,
- Annual lease payments: $20,000,
- Expected purchase price (BPO): $10,000,
- The probability of exercising the BPO is high, so it’s considered probable.

Initial Measurement:
- Present value of lease payments: calculated using the incremental borrowing
rate,
- Present value of BPO: discounted to present value and included if exercise
is probable.

Impact:
- Total lease liability increases due to inclusion of the BPO,
- The periodic lease expense (interest and amortization) reflects this higher
initial liability,
- The total amount recovered through periodic payments accounts for both
lease payments and the expected purchase price.

Implications for Financial Reporting
In this scenario, the company’s balance sheet shows a higher lease liability
and right-of-use asset, impacting key financial ratios such as debt-to-equity
and return on assets. The pattern of expense recognition also shifts, with
higher interest expense in the early periods if the BPO is included.

Conclusion: Key Takeaways
- The presence of a bargain purchase option influences the initial
measurement of the lease liability by potentially including the expected
purchase price,
- If it is probable that the BPO will be exercised, the present value of the
purchase price is incorporated into the lease liability,
- This inclusion affects the periodic interest expense and the total amount



recovered through lease payments,
- Accurate assessment of the probability of exercising the BPO is essential
for proper measurement,
- Understanding this impact ensures compliance with accounting standards and
provides clearer financial insights.

By carefully evaluating the terms of the lease and the likelihood of
exercising a BPO, businesses can ensure their lease accounting accurately
reflects the economic realities of their leasing arrangements.

Frequently Asked Questions

What is the bargain purchase option in lease
accounting?
A bargain purchase option is a clause in a lease agreement that allows the
lessee to buy the asset at a price significantly lower than its fair value at
the end of the lease term, potentially impacting lease classification and
measurement.

How does a bargain purchase option influence the
calculation of lease liabilities?
The presence of a bargain purchase option typically leads to classifying the
lease as a finance lease, affecting the initial measurement of the lease
liability and right-of-use asset, thereby impacting subsequent periodic
expense recognition.

In what way does a bargain purchase option affect
the amortization of the right-of-use asset?
If a bargain purchase option is expected to be exercised, the right-of-use
asset is amortized over the shorter of the lease term or the useful life of
the asset, potentially increasing periodic amortization expense.

Does the bargain purchase option impact the
calculation of lease payments for periodic expense
recognition?
Yes, the expected exercise of a bargain purchase option is included in the
lease payments used to determine the lease liability, which in turn affects
the periodic depreciation and interest expense.



How is the likelihood of exercising a bargain
purchase option factored into periodic lease expense
calculations?
Estimates of whether the bargain purchase option will be exercised influence
the measurement of the lease liability and right-of-use asset, thereby
affecting the periodic depreciation and interest expense recorded.

What accounting standards specify the treatment of
bargain purchase options in lease calculations?
Standards such as IFRS 16 and ASC 842 require lessees to include the bargain
purchase option in the initial measurement of the lease liability if it is
reasonably certain to be exercised, affecting subsequent expense
calculations.

How does exercising a bargain purchase option affect
the subsequent periodic depreciation expense?
Exercising the bargain purchase option typically results in the asset being
depreciated over its useful life, which may differ from the lease term,
influencing periodic depreciation charges.

What is the impact of a bargain purchase option on
the overall lease expense over the lease term?
The expected exercise of a bargain purchase option can lead to higher initial
lease liabilities and different depreciation patterns, ultimately affecting
the total lease expense recognized periodically throughout the lease term.

Additional Resources
How Does The Bargain Purchase Option Affect The Calculation Of The Amount To
Be Recovered Through Periodic?

In the realm of lease accounting, the bargain purchase option (BPO) is a
critical element that significantly influences how companies recognize and
measure lease liabilities and right-of-use assets. This option, which allows
lessees to purchase the leased asset at a price significantly lower than its
fair market value at the end of the lease term, introduces complexities in
calculating the amount to be recovered through periodic lease payments.

Given the increasing emphasis on transparency and accuracy in financial
reporting, understanding how a BPO impacts the calculation of lease-related
figures is essential for accountants, auditors, and financial analysts alike.
This comprehensive review explores the conceptual underpinnings, accounting
standards, calculation methodologies, and practical implications associated



with the bargain purchase option.

---

Understanding the Bargain Purchase Option (BPO)

Definition and Significance

A bargain purchase option is a contractual clause within a lease agreement
that grants the lessee the right, at the end of the lease term, to purchase
the leased asset at a price that is substantially lower than the asset’s
expected fair value. This price difference is typically significant enough to
be considered a "bargain," providing the lessee with an economic incentive to
exercise the option.

Key characteristics include:

- The purchase price is notably below the expected fair value at the end of
the lease.
- The option is expected to be exercised, based on economic considerations
and lease terms.
- It effectively extends the lease’s economic life, often leading to the
classification of the lease as a finance lease.

Implications for financial reporting:

- It influences the initial measurement of lease liabilities and right-of-use
assets.
- It impacts the periodic expense recognition, particularly in determining
the lease liability’s amortization and interest expense components.

---

Accounting Standards Governing BPO and Lease
Accounting

Relevant Frameworks and Guidelines

The primary accounting standards that address lease accounting and the
treatment of BPOs are:

- IFRS 16 (Leases): Effective for annual reporting periods beginning on or



after January 1, 2019.
- ASC 842 (Leases): Issued by the Financial Accounting Standards Board
(FASB), effective for public entities from 2019 and for private entities
subsequently.

Both standards emphasize recognizing a lease liability and a right-of-use
asset at the commencement date, with specific guidance on measurement and
subsequent accounting.

Key points:

- The lease liability is initially measured as the present value of lease
payments.
- The discount rate used reflects the interest rate implicit in the lease or,
if not readily determinable, the lessee’s incremental borrowing rate.
- The presence of a BPO affects the calculation of lease payments, which are
used in the present value calculation.

---

The Impact of a Bargain Purchase Option on
Lease Payment Calculations

Inclusion of BPO in Lease Payments

The core question centers on whether the bargain purchase option should be
included in the lease payment stream used to determine the lease liability.
The answer hinges on whether the lessee is reasonably certain to exercise the
BPO at the end of the lease.

Principle:

- If it is reasonably certain that the lessee will exercise the BPO, the
purchase price must be included in the lease payments for the purpose of
calculating the lease liability.
- If the lessee is not reasonably certain to exercise the BPO, then the
purchase price should be excluded from the lease payment stream.

Why does this matter?

Because the inclusion or exclusion of the BPO affects the present value of
lease payments, which in turn influences the amount to be recovered through
periodic lease expense.

---



Determining Whether to Include the BPO

The standards specify that the assessment of whether the lessee is reasonably
certain to exercise the BPO involves:

- Contractual terms and conditions
- Economic incentives
- Past practice and intent
- Market conditions

Factors favoring inclusion:

- The purchase option offers a significantly lower price than expected fair
value.
- The lease term covers the useful life of the asset.
- The lessee’s strategic plans align with exercising the option.

Factors favoring exclusion:

- Market conditions make exercising the BPO unlikely.
- The lease term is shorter than the useful life of the asset.
- The purchase price is not a true bargain based on current circumstances.

---

Calculating the Present Value of Lease Payments
with a BPO

Step-by-Step Methodology

1. Identify Lease Payments:

- Fixed payments
- Variable payments that depend on an index or rate
- Exercise price of the BPO (if reasonably certain to be exercised)
- Any purchase options expected to be exercised

2. Determine the Discount Rate:

- Use the interest rate implicit in the lease, if available
- Otherwise, apply the lessee’s incremental borrowing rate

3. Calculate the Present Value:

- Discount all identified payments, including the BPO amount if appropriate,



to the lease commencement date.

4. Establish the Lease Liability:

- The present value calculated becomes the initial lease liability, which is
subsequently amortized and adjusted.

Formula:

PV = ∑ (Payment_i / (1 + r)^i)

Where:

- PV = Present value of lease payments
- Payment_i = Lease payment at period i (including BPO if reasonably certain)
- r = Discount rate
- i = period number

---

Implications for Periodic Recovery

The calculated lease liability represents the amount the lessee expects to
recover through periodic payments. When a BPO is included, the initial lease
liability tends to be higher, leading to:

- Greater periodic interest expense
- Larger amortization of the right-of-use asset
- A potential increase in the total expense recognized over the lease term

---

Impact on Financial Statements and Recovery of
Costs

Lease Expense Recognition

Under the standards, lease expense is recognized on a straight-line basis or
on a systematic basis if the pattern of benefits differs. The inclusion of a
BPO influences:

- The total lease expense over the lease term
- The timing of expense recognition, especially if interest expense is
significant due to higher initial liabilities



Example:

- Including a BPO valued at $50,000, with a lease term of 5 years and a
discount rate of 5%, increases the initial lease liability, thereby
increasing the periodic interest expense.

Recoverability and Asset Management

For companies, understanding how a BPO affects the lease liability is
essential for:

- Planning cash flows
- Calculating return on leased assets
- Ensuring accurate asset valuation and depreciation

A higher lease liability due to included BPO payments may affect key
financial ratios, such as debt-to-equity and EBITDA.

---

Practical Considerations and Challenges in
Application

Estimating the Likelihood of Exercising the BPO

Accurately assessing whether the lessee is reasonably certain to exercise the
BPO involves judgment and careful analysis of:

- Contractual terms
- Market conditions
- Past behavior and intentions
- Economic incentives

Challenges include:

- Uncertainty about future market values
- Changes in the lessee’s strategic plans
- Variability in economic conditions affecting the asset’s value

Disclosure Requirements

Standards mandate disclosures related to:



- The existence and terms of BPOs
- The valuation assumptions used
- The impact on lease liabilities and right-of-use assets

Transparency ensures users of financial statements understand how BPOs
influence reported figures.

---

Conclusion: Navigating the Complexities of BPO
in Lease Accounting

The bargain purchase option plays a pivotal role in the calculation of the
amount to be recovered through periodic lease payments. Its inclusion or
exclusion from the lease payment stream hinges on the lessee’s reasonable
certainty of exercise, which requires professional judgment and careful
analysis of contractual and economic factors.

When a BPO is included, it leads to a higher initial lease liability,
increased interest expenses, and a more substantial recognition of lease-
related costs over the lease term. Conversely, excluding a BPO that is
unlikely to be exercised results in lower liabilities and expenses.

Ultimately, accurate assessment of the BPO’s likelihood and its impact on
lease payment calculations is vital for fair presentation of financial
statements, ensuring that stakeholders have a clear understanding of the
lessee’s financial commitments and asset management strategies.

As lease accounting standards continue to evolve, organizations must refine
their methodologies, enhance their judgment processes, and maintain robust
documentation to accurately reflect the influence of bargain purchase options
on their financial reporting.
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