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Question

Connecticut Ltd - On 1 January 2XX3 Connecticut Ltd leased a machine.  The leasing contract required 5 annual payments of £2,700 at the end of each year.  The purchase price of the machine was £9,050 and the implicit interest rate is 15 per cent per annum.  The machine is estimated to have a useful life of 5 years with nil scrap value at the end of its life.  Assume that the company wishes to recognize the leased asset and liability in its balance sheet.

Required:


a)
Set out a schedule showing the annual interest expense and reduction in lease liability over the 5 year period.



b)
Show the relevant journal entries for the year 2XX3 (on the assumption that the actuarial method of allocation is used).



c)
How would the finance charge have been allocated using:



(i)
the sum of digits method?



(ii)
the straight line method?

Suggested Solution
CONNETICUT LIMITED

 (a)  PV of Minimum Lease Payments

 = 
2,700   +   
 2,700
   + 
 2,700   +    
 2,700  
+   2,700

(1 +.15)
(1+.15) 2
(1+.15) 3
(1+.15) 4
    (1+.15) 5
=  
£9,050

Is £9,050 > than 90% of  the fair value of the asset (£9,050)? Yes!! It is a finance lease.

Date

Lease

Lease

Interest

Reduction in



Liability
Payment
 15% p.a.
Liability

31 Dec X3
9,050

 2,700

1,358

1,342
31 Dec X4
7,708

 2,700

1,156

1,544
31 Dec X5
6,164

 2,700

   925

1,775
31 Dec X6
4,389

 2,700

   659

2,041
31 Dec X7
2,347

 2,700

   352

2,348




13,500

4,450

9,050
(b)

At 1 Jan X3

Dr Leased Machine

£9,050



Cr Lease Liability

£9,050

31 Jan X3

Dr. Depreciation Expense
£1,810




*Cr Accumulated Depn
£1,810



*(Depn = 9,050/5 = £1,810 p.a.) 

31 Jan X3

Dr. Interest Expense

£1,358




Dr. Lease Liability

£1,342




Cr  Cash


£2,700

(c) (i) Interest charge base don sum of the digits method









   £
Year 1

5/(1+2+3+4+5)
X £4,450 
=
1,483


Year 2

4/(1+2+3+4+5) 
X £4,450 
=
1,187
Year 3

3/(1+2+3+4+5) 
X £4,450 
=
   890
Year 4

2/(1+2+3+4+5) 
X £4,450 
=
   593
Year 5

1/(1+2+3+4+5) 
X £4,450 
=
   297








4,450
(ii) If straight line method used to allocate interest: 4,450/5 = £890 p.a. 

