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Question: Accounting for Leases

Tiptree Plc decided to expand its business. Its directors decided that instead of purchasing the assets the company should lease them. During 2006, the company has negotiated two leases. The details are as follows:

1. On 1 January 2006, the company leased extensive plant and machinery from Birch Plc, a company specialising in helping emerging companies. The plant and machinery, with an expected economic life of four years, can be purchased at an open market value of £780,000. Under the terms of the lease Tiptree Plc will make five payments of £200,000. The first payment was made on the signing of the agreement on 1 January 2006. Four further payments will be made on 31 December each year and the first of these is payable on 31 December 2006.  Directors are satisfied with the arrangements as the interest rate implicit in the lease is 15% and this is approximately equal to the companies weighted average cost of capital.  Tiptree Plc has also accepted full responsibility for repair and maintenance of the asset. It cannot cancel the lease without incurring substantial financial penalties. At the end of the lease the asset is expected to have negligible value but the company has an option to purchase the asset at the end of the lease.

2. On 1 April 2006 Tiptree plc leased a supercomputer from Easthorpe plc for 12 months.  The computer would help Tiptree to design its products and has a market value of £400,000. It is estimated to have an economic life of five years. Under the lease Tiptree plc will make payments of £10,000 per month. Bitch Plc is responsible for repair and maintenance of the computer. The lease agreement can be terminated by either party with three months notice.

Required

(a)  Use the above data to decide how Tiptree Plc should account for the leases in its accounts. Show extracts from profit and loss account and balance sheets for all relevant year.










      (15 Marks)

(b) “Accounting for leases remains a problematic issue and standard setters are no closer to formulating a durable solution”. Critically discuss this statement.










        (10 Marks)

[Total 25 Marks]
Suggested Solution
TIPTREE PLC
(a) 1. PV of Minimum Lease Payments

 = 200,000
+
200,000   +    200,000
   + 
 200,000   +     200,000 



(1 +15)

(1+15) 2
(1+15) 3
(1+15) 4
= 200,000
+
173,900   +
151,300    +
131,500    +
114,300

=  £771,000

Is £771,000 > than 90% of £780,000? Yes!! It is a finance lease.

Other tests for determining whether lease is a finance lease should also be stated.

Tiptree needs to do the following:

DR 
Fixed Assets 
£771,000

CR
Creditors
£771,000

Extracts from the P&L Account and Balance Sheet would be as follows:

Date 
    Loan at
  Payment in
Loan for
15%

Payment 
Loan

   Beginning
   Advance
the Year
Interest
in Arrears
at End

2006  
 771,000
(200,000)
571,000
85,650

(200,000)
456,650

2007
 456,650
 -----

456,650
68,497

(200,000)
325,147

2008
325,147
 -----

325,147
48,772

(200,000)
173,919

2009
173,919
-------

173,919
26,081

(200,000)
NIL

The leased asset also needs to be depreciated. Assuming the use of the straight-line method, the annual depreciation charge would be:

£771,000 /4  =  £192,750 per annum.

Therefore the charges to the P/L Account would be as follows:

                         Profit & Loss Account                                         Balance Sheet                                     

Year
Interest 
Depn

Total
       Fixed
     Acc
     Liabilities

Charge
for Yr

P/L
        Asset
   Depn      Crnt        Long
2006
85,650

192,750
278,400       771,000   192,750     131,503    325, 14


2007
68,497

192,750
261,247       771,000    385,500    151,228    173,919

2008 
48,772

192,750
241,522       771,000    578,250    173,919      NIL

2009
26,081

192,750
218,831       771,000    771,000      NIL

229,000
771,000
1,000,000
B/S amounts should also be split into current and long-term liabilities.

(b) This is an operating lease.

The rentals paid should be accounted on a straight-line basis and should be charged to P/L account.

2006  

£90,000

2007

£30,000

(b) There is no fixed answer to this part. The student is expected to reflect upon some politics of accounting

Difficulty of providing durable definitions

Lease can be rearranged to by-pass the finance lease tests

Rules avoidance industry can create new leases

Complex leases can be created to bypass rules

Directors have economic incentives to contest accounting standards.

If all lease are capitalised that will clutter up accounts. It is also costly to insert all into accounts.

If operating leases are not capitalised then that may invite companies to bypass the standard.

