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On January 1, 2021, Calloway Company Leased A Machine To Zone Corporation.
The Lease Qualifies As A Sales-type lease under accounting standards, marking a
significant transaction that impacts both companies' financial reporting and strategic
planning. This article explores the details of this leasing arrangement, the criteria that
classify it as a sales-type lease, and the implications for both Calloway and Zone
Corporation. Understanding these concepts is essential for accountants, auditors, and
financial analysts involved in lease accounting and financial statement preparation.

Understanding Sales-Type Leases: An Overview

Definition and Key Characteristics

A sales-type lease is a lease arrangement recognized by the lessor as a sale of the

underlying asset at the commencement date. It differs from operating leases, where the
asset remains on the lessor’s books, and the lease payments are treated as rental income.
In a sales-type lease:

e The lessor effectively transfers control of the asset to the lessee.

e The lease qualifies under specific criteria outlined by accounting standards such as
ASC 842 (U.S. GAAP) or IFRS 16/IFRS 16 (International Financial Reporting Standards).

e The lessor recognizes a lease receivable and derecognizes the asset from its balance
sheet.

e The transaction often results in a profit or loss at lease inception, reflecting the
difference between the carrying amount of the asset and the lease receivable's
present value.

Criteria for Classifying a Lease as Sales-Type

According to accounting standards, certain criteria must be met for a lease to qualify as a
sales-type lease. These include:

e The lease transfers substantially all the risks and rewards of ownership of the asset to
the lessee.

e The lease term is for a major part of the economic life of the asset.



e The present value of lease payments equals or exceeds substantially all of the fair
value of the leased asset.

e At lease inception, the collectability of lease payments is probable.

e The underlying asset is new or essentially new at the beginning of the lease.

In the context of the January 1, 2021 transaction between Calloway and Zone Corporation,
these criteria are analyzed to determine whether the lease qualifies as a sales-type
arrangement.

The Transaction Details: Calloway and Zone
Corporation

Background of Calloway Company

Calloway Company is a manufacturing firm specializing in industrial machinery. Prior to the
lease, Calloway owned the machine outright and used it in its operations. Recognizing the
opportunity to generate revenue and manage excess capacity, Calloway entered into a
leasing agreement with Zone Corporation.

Details of the Lease Agreement

The key terms of the lease include:

Lease commencement date: January 1, 2021

Lease term: 5 years

Monthly lease payments: $10,000

Fair value of the machine at lease inception: $500,000

Remaining economic life of the machine: 7 years

Residual value guarantee by Zone Corporation: $50,000 at the end of the lease term

Interest rate implicit in the lease: 6%

This transaction involves significant considerations, including whether the lease transfers
control of the machine to Zone Corporation and if Calloway recognizes a sale at the start of
the lease.



Assessing the Lease as a Sales-Type Lease

Transfer of Risks and Rewards

One of the primary criteria for a sales-type lease is whether the lease transfers
"substantially all" risks and rewards of ownership. In this case:

e Zone Corporation has a residual value guarantee, suggesting some risk remains with
Calloway until the end of the lease.

e However, the lease term covers 5 out of 7 years of the machine's economic life,
indicating a significant transfer of control.

e The present value of lease payments ($10,000 x 12 months x 5 years = $600,000),

discounted at 6%, approximates the fair value of the asset, supporting the transfer of
control.

Present Value of Lease Payments

Calculating the present value (PV) of lease payments helps determine if the lease qualifies
as a sale:

1. Calculate PV of lease payments:
o Monthly payment: $10,000
o Number of payments: 60 (5 years)

o Interest rate per month: 0.5% (6% annual)

2. Using the PV of an annuity formula:
\ul>
PV = Payment X [(1 - (1 +r)"™-n)/r]

1. PV = $10,000 x [(1 - (1 + 0.005)"-60) / 0.005] = $10,000 x 50.17 = $501,700

Since this PV closely matches the fair value of the asset, it indicates that the lease meets
the criterion of substantially transferring ownership risks and rewards.

Profit Recognition at Lease Inception

The initial journal entry involves:



e Derecognizing the asset from Calloway’s books.

e Recognizing a lease receivable equal to the PV of lease payments plus the estimated
residual value guarantee.

e Recognizing any profit or loss based on the difference between the asset’s book value
and the lease receivable.

Assuming the book value of the machine is $500,000, and the PV of lease payments is
approximately $501,700, the profit at inception would be minimal or zero in this case, but
residual value guarantees could influence this calculation.

Implications for Calloway Company

Financial Statement Impact

Recognizing a sales-type lease affects Calloway’s financials significantly:
e Assets: The leased asset is derecognized from the balance sheet.

e Liabilities: A lease receivable is recorded, representing the right to receive lease
payments.

e Income: Profit or loss is recognized at lease inception, reflecting the difference
between the asset’s carrying amount and the lease receivable.

Tax and Regulatory Considerations

Leasing transactions can influence taxable income and regulatory reporting:
» Potential deferred tax liabilities or assets arising from temporary differences.

e Impact on financial ratios, such as debt-to-equity or return on assets.

Impacts for Zone Corporation

Asset Recognition and Lease Payments

Zone Corporation will:

e Recognize the leased machine as a right-of-use asset and a corresponding lease



liability under IFRS 16 or ASC 842.
e Make periodic lease payments as stipulated in the agreement.

e Handle residual value guarantees and potential asset revaluation at lease end.

Operational and Financial Strategy

Leasing assets instead of purchasing them can:
e Preserve cash flow and working capital.
» Allow flexibility in managing equipment lifecycle.

e Impact financial ratios and borrowing capacity.

Conclusion: Significance of the January 1, 2021
Lease Transaction

The lease between Calloway Company and Zone Corporation exemplifies a comprehensive
sales-type lease under current accounting standards. By transferring control of the machine
and meeting the criteria outlined, Calloway effectively recognizes a sale and associated
profit at lease inception, while Zone gains the right to use the equipment over the lease
term with corresponding asset and liability recognition.

This transaction underscores the importance of careful lease analysis to ensure compliance
with accounting standards and accurate financial reporting. For companies engaged in
leasing activities, understanding whether a lease qualifies as sales-type affects not only
financial statements but also tax planning, risk management, and strategic decision-
making.

By grasping the intricacies of sales-type leases, businesses can better navigate the
complexities of lease accounting, optimize their financial position, and maintain
transparency with stakeholders. The January 1, 2021, lease transaction between Calloway
and Zone serves as an instructive example of how modern accounting standards interpret
leasing arrangements that transfer control and risks of ownership.

Frequently Asked Questions

What criteria determine if a lease qualifies as a sales-



type lease for Calloway Company?

A lease qualifies as a sales-type lease if it transfers control of the underlying asset to the
lessee, the lease term covers a major part of the asset's economic life, and the present
value of lease payments equals or exceeds substantially all of the fair value of the asset,
among other criteria.

How does the classification of a lease as a sales-type
lease impact Calloway Company's financial statements?

Classifying the lease as a sales-type lease results in the recognition of a lease receivable
and a selling profit or loss at lease commencement, affecting both the balance sheet and
income statement by reflecting the sale and financing components.

What journal entries would Calloway Company record at
the inception of the sales-type lease?

Calloway would debit a lease receivable and credit the asset (e.g., machinery), recognizing
a sale. It would also record a cost of goods sold and related depreciation, and recognize any
selling profit or loss on the sale.

How is the lease receivable calculated in a sales-type
lease?

The lease receivable is calculated as the present value of the lease payments plus any
residual value, discounted at the interest rate implicit in the lease.

What role does the interest rate implicit in the lease
play in accounting for a sales-type lease?

The interest rate implicit in the lease is used to discount lease payments and determine the
present value of the lease receivable, which influences the recognition of interest income
over the lease term.

What disclosures are required in the financial
statements when Calloway Company classifies a lease
as a sales-type lease?

Disclosures include the amount of lease receivable, the selling profit or loss recognized, the
lease term, discount rate used, and the future minimum lease payments receivable.

How does the classification as a sales-type lease affect
Calloway's revenue recognition?

Revenue is recognized at the lease commencement date as the fair value of the asset sold,
along with a corresponding cost of goods sold, reflecting a sale transaction rather than



leasing income.

What are the key differences between a sales-type
lease and an operating lease from Calloway’s
perspective?

In a sales-type lease, Calloway recognizes a sale and a lease receivable, along with profit or
loss, whereas in an operating lease, it recognizes lease income on a straight-line basis
without derecognizing the asset or recording a receivable.

What considerations should Calloway Company make
regarding lease modifications for a sales-type lease?

Any modifications that alter the lease terms or the leased asset's cash flows may require
remeasurement of the lease receivable, reassessment of profit or loss, and possible
disclosures, in accordance with accounting standards.

Additional Resources

On January 1, 2021, Calloway Company Leased A Machine To Zone Corporation. The Lease
Qualifies As A Sales-type

In the world of accounting and finance, understanding lease classifications is crucial for
proper financial reporting and compliance. When On January 1, 2021, Calloway Company
leased a machine to Zone Corporation, and the lease qualifies as a sales-type lease, it
triggers specific recognition, measurement, and disclosure requirements under
authoritative accounting standards such as ASC 842 (US GAAP) and IFRS 16 (if applicable).
This article provides a comprehensive guide to understanding what a sales-type lease
entails, the criteria for classification, and the accounting implications for both lessor and
lessee.

Understanding Sales-Type Leases: An Overview

A sales-type lease is a classification used primarily in US GAAP (ASC 842 and ASC 606) to
describe a lease arrangement where the lessor effectively sells the asset to the lessee, with
certain criteria being met. Unlike operating leases, which are treated more like rental
agreements, sales-type leases involve recognition of a sale and a corresponding cost of
goods sold, along with interest income over the lease term.

Key characteristics of a sales-type lease include:

- Transfer of ownership rights or a purchase option that is reasonably certain to be
exercised

- The lease meets specific criteria indicating that the lease is effectively a sale of the asset
- The lessor recognizes a selling profit or loss at lease commencement



In the scenario where Calloway Company leased a machine to Zone Corporation, and the
lease qualifies as a sales-type lease, Calloway must recognize the asset's sale and its
related profit or loss upfront, along with ongoing interest income.

Criteria for Classifying a Lease as Sales-Type

Under ASC 842, the lessor evaluates whether a lease is a sales-type lease based on the
following criteria:

1. Transfer of Ownership
- The lease transfers ownership of the underlying asset to the lessee by the end of the lease
term.

2. Lease Term

- The lease term is for a major part of the remaining economic life of the underlying asset
(generally 75% or more), or

- The present value of lease payments equals or exceeds substantially all of the fair value
of the underlying asset.

3. Purchase Option
- The lease grants the lessee an option to purchase the asset that is reasonably certain to
be exercised.

4. Specialized Asset
- The underlying asset is of such a specialized nature that it has no alternative use to the
lessor at the end of the lease term.

5. Present Value of Lease Payments

- The present value of the lease payments, discounted using the lessee's incremental
borrowing rate or the rate implicit in the lease, exceeds the fair value of the asset at
inception.

In the case of Calloway and Zone, if any of these criteria are met, the lease is classified as a
sales-type lease.

Accounting for a Sales-Type Lease: The Lessor’s Perspective

When a lease qualifies as a sales-type lease, the lessor's accounting involves several steps
at lease inception, ongoing, and at lease end.

At Lease Inception

- Derecognition of the Asset: The lessor removes the leased asset from its books.

- Recognition of a Lease Receivable: An asset representing the present value of lease
payments is recorded.

- Recognition of Selling Profit or Loss: If the carrying amount of the asset exceeds its net
book value, the difference is recognized as a profit; if less, as a loss.



Calculation of Selling Profit
The profit is calculated as:
Selling Profit = Fair Value of Asset at Lease Inception - Cost or Carrying Amount of Asset
Journal Entries at Inception

Assuming the fair value of the asset and the lease payments are known, the journal entries
typically are:

- Debit: Lease Receivable (Present value of lease payments)
- Credit: Asset (e.g., Machinery) (Carrying amount)
- Credit or Debit: Selling Profit or Loss (Difference between fair value and carrying amount)

Interest Income Recognition

Over the lease term, the lessor recognizes interest income based on the effective interest
method, reflecting the finance income earned as the lease receivable is amortized.

At Lease End

- The lease receivable is settled as payments are received.
- The lessor recognizes any applicable residual value or purchase option considerations.

Accounting for Calloway’s Sale and Leaseback (if applicable)

In some cases, a sales-type lease may involve a sale and leaseback transaction, where the
lessor sells an asset and immediately leases it back. If this scenario applies, additional
considerations include:

- Gain or Loss Recognition: Whether the gain on sale is deferred or recognized immediately,
depending on the lease classification.
- Residual Value: The fair value of the asset at the end of the leaseback period.

Note: For our scenario, since Calloway is leasing the machine to Zone, and the lease
qualifies as a sales-type lease, it is presumed that Calloway recognizes a sale and
corresponding profit at lease inception.

The Lessee’s Perspective: Accounting for a Sales-Type Lease

From Zone Corporation's standpoint as the lessee, a sales-type lease is treated similarly to
a financed purchase. Key points include:

- Recognizing an Right-of-Use (ROU) Asset and a Lease Liability at the lease
commencement.
- The initial measurement of the ROU asset and lease liability is the present value of lease



payments.
- Depreciating the ROU asset over the shorter of its useful life or the lease term.
- Recognizing interest expense over the lease period.

Practical Example: How the Transactions Might Unfold
Suppose the following details apply to the Calloway-Zone lease:

- Fair value of the machine at inception: $100,000

- Carrying amount of the machine: $80,000

- Lease term: 5 years

- Annual lease payments: $22,000

- Implicit interest rate: 6%

- Purchase option: Not specified, so likely not reasonably certain to be exercised

Step 1: Determine if the lease qualifies as sales-type

- The present value of lease payments (assuming 6%) is approximately $94,440.

- Since the present value exceeds 75% of the fair value ($75,000), it meets the lease term
criterion.

- The sale is considered a sale of the asset, and the lease qualifies as a sales-type lease.
Step 2: Recognize sale and profit

- Sale proceeds: $94,440 (present value of lease payments)

- Carrying amount: $80,000

- Selling profit: $14,440 (assuming no significant selling costs)

Step 3: Journal entries at lease inception

- Debit: Lease Receivable $94,440

- Credit: Machinery $80,000

- Credit: Sales Revenue $14,440

Step 4: Ongoing accounting

- Recognize interest income over the lease term using the effective interest method.
- Amortize the lease receivable accordingly.

Disclosure and Reporting Requirements
For Calloway Company (lessor):

- Nature of the lease and underlying asset

- The amount of lease receivable and residual interest
- Profit recognized at inception

- Future minimum lease receivables



- Interest income recognized over the lease term
For Zone Corporation (lessee):

- Right-of-use asset and lease liability amounts
- Lease term and discount rate

- Future lease payment obligations

- Depreciation expense and interest expense

Key Considerations and Challenges

- Determining whether the lease qualifies as sales-type: Requires careful analysis of lease
terms and asset specifics.

- Measurement of lease payments and discount rate: Accurate calculation of present value
impacts profit recognition.

- Residual value and purchase options: Should be evaluated if they influence classification.
- Impact on financial statements: Recognition of assets, liabilities, and income can
significantly affect financial ratios and performance metrics.

Final Thoughts

The classification of a lease as a sales-type lease has profound implications for both lessors
and lessees. When On January 1, 2021, Calloway Company leased a machine to Zone
Corporation, and the lease qualifies as a sales-type, it means Calloway must recognize a
sale and a corresponding profit at lease inception, along with an interest income stream
over the lease term. Proper understanding and application of the relevant standards ensure
transparent and compliant financial reporting, which is vital for stakeholders, auditors, and
regulators.

By thoroughly analyzing lease terms, asset specifics, and relevant accounting standards,
companies can accurately classify leases and reflect their economic substance in financial
statements, fostering trust and clarity in financial reporting.
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