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Intermediate Accounting Chapter 18 Solutions: Mastering Leases

intermediate accounting chapter 18 solutions are critical for students and professionals seeking
a deep understanding of lease accounting. Chapter 18 typically delves into the complexities of lease
accounting under both US GAAP (ASC 842) and IFRS (IFRS 16), introducing concepts like lease
classification, recognition, measurement, and disclosure. This comprehensive guide will explore
common challenges and provide clear explanations for mastering these solutions, ensuring a solid
grasp of lease accounting principles. We will cover the core components of lease agreements, the
transition to new accounting standards, and practical approaches to solving accounting problems.
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Understanding Lease Fundamentals

At its core, a lease is an agreement that grants the right to use an asset for a specified period in
exchange for consideration. Understanding the fundamental components of a lease agreement is the
first step towards solving Chapter 18 problems. These components include the identification of the
lessor, the lessee, the underlying asset, the lease term, and the lease payments. The nature of the
asset, the contractual terms, and the economic substance of the arrangement are all crucial in
determining the appropriate accounting treatment. Recognizing these elements allows for a more
accurate application of accounting standards.

Lease accounting has undergone significant changes with the introduction of ASC 842 and IFRS 16.
These standards aim to increase transparency by requiring lessees to recognize most leases on their
balance sheets. This shift from off-balance sheet financing to on-balance sheet recognition has
profound implications for financial statement analysis and comparability. Therefore, a thorough
understanding of the basic definitions and principles laid out in the chapter is paramount before
diving into the complexities of measurement and reporting.

Lease Classification under ASC 842 and IFRS 16

A pivotal aspect of intermediate accounting chapter 18 solutions involves correctly classifying leases.
Under ASC 842, leases are classified as either finance leases or operating leases for lessees. This



classification hinges on whether the lease transfers substantially all the benefits and risks of
ownership to the lessee. Conversely, IFRS 16 simplifies this for lessees, generally treating all leases as
finance leases, with limited exceptions for short-term leases and leases of low-value assets.
Understanding the criteria for these classifications is essential for applying the correct accounting
methods.

Criteria for Finance Leases

For a lease to be classified as a finance lease under ASC 842, at least one of five specific criteria must
be met. These criteria are designed to identify leases where the lessee effectively obtains ownership-
like control over the asset. They include:

e The lease transfers ownership of the underlying asset to the lessee by the end of the lease
term.

* The lessee has an option to purchase the underlying asset that the lessor reasonably certain
will be exercised.

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

e The present value of the sum of lease payments and any residual value guarantees not
reflected in the payments equals or exceeds the fair value of the underlying asset.

e The underlying asset is of a specialized nature that it is expected to have no alternative use to
the lessor at the end of the lease term.

Criteria for Operating Leases

If none of the finance lease criteria are met, the lease is classified as an operating lease under ASC
842. In an operating lease, the lessor retains the risks and rewards of ownership, and the lessee
essentially uses the asset without acquiring ownership-like control. This distinction significantly
impacts how the lease is recognized and measured on the lessee's balance sheet and income
statement. The proper identification of an operating lease is as critical as identifying a finance lease
for accurate financial reporting.

Lessees: Recognition and Measurement

For lessees, the recognition and measurement of leases are a cornerstone of Chapter 18. The
adoption of ASC 842 and IFRS 16 mandates that lessees recognize a right-of-use (ROU) asset and a
lease liability for most leases on their balance sheets. This requires calculating the present value of
future lease payments to determine the initial measurement of both the ROU asset and the lease
liability. The subsequent measurement involves accounting for amortization of the ROU asset and



interest expense on the lease liability, with the specific treatment depending on the lease
classification (finance vs. operating).

Finance Lease Recognition and Measurement

In a finance lease, the lessee recognizes an ROU asset and a lease liability at the commencement
date. The ROU asset is typically amortized on a straight-line basis over the shorter of the lease term
or the useful life of the ROU asset. The lease liability is accounted for using the effective interest
method, leading to interest expense recognized on the outstanding balance of the liability. This
approach mirrors the accounting for a financed purchase of an asset.

Operating Lease Recognition and Measurement

For operating leases under ASC 842, the lessee also recognizes an ROU asset and a lease liability.
However, the accounting differs. The lease liability is measured and accounted for similarly to a
finance lease (effective interest method). The ROU asset is also amortized, but typically, the total
lease cost (interest expense and amortization expense) is recognized on a straight-line basis over the
lease term, resulting in a single lease cost recognized on the income statement each period. This
treatment reflects the nature of using an asset without the intent of gaining ownership-like benefits.

Lessors: Classification and Accounting

While the primary focus of many Chapter 18 exercises is on the lessee, understanding the lessor's
perspective is also crucial. Lessors continue to classify leases as either sales-type leases, direct
financing leases, or operating leases. The classification for lessors is more nuanced than for lessees
and depends on whether the lease transfers control of the underlying asset, among other factors.

Sales-Type and Direct Financing Leases

Sales-type leases and direct financing leases for lessors are characterized by the transfer of risks and
rewards of ownership to the lessee. In a sales-type lease, the lessor recognizes a profit or loss at lease
commencement, similar to a sale of goods. In a direct financing lease, the lessor does not recognize a
profit or loss at commencement; instead, it earns interest income over the lease term. Both require
the derecognition of the leased asset and recognition of a net investment in the lease.

Operating Lease Accounting for Lessors

If a lease does not meet the criteria for a sales-type or direct financing lease, it is classified as an
operating lease for the lessor. In this scenario, the lessor continues to recognize the leased asset on



its balance sheet and depreciates it over its useful life. Lease income is recognized on a straight-line
basis over the lease term, regardless of the pattern of cash receipts. This reflects the lessor retaining
the underlying asset and its associated risks and rewards.

Disclosure Requirements for Leases

A significant component of intermediate accounting chapter 18 solutions involves understanding the
extensive disclosure requirements introduced by the new lease accounting standards. Both lessees
and lessors must provide detailed information to financial statement users about their leasing
activities. These disclosures are designed to provide transparency and allow for a better assessment
of a company's financial position, performance, and cash flows related to leases.

Lessee Disclosures

Lessees are required to disclose qualitative and quantitative information about their leases. This
includes information about the nature of their leasing arrangements, significant judgments made in
applying the lease accounting standards, and details about their ROU assets and lease liabilities. Key
guantitative disclosures include the amount of lease expense recognized for finance leases and
operating leases, as well as maturities of lease liabilities. Understanding these disclosure
requirements is vital for both preparing and analyzing financial statements.

Lessor Disclosures

Lessors also have specific disclosure obligations. They must provide information about their leasing
activities, including the nature of their leasing arrangements and how they classify their leases.
Disclosures for lessors include information about their net investments in finance leases and their
assets subject to operating leases. For operating leases, lessors must disclose the future minimum
lease payments to be received under non-cancelable leases.

Common Challenges in Lease Accounting Solutions

Students often encounter several challenges when tackling intermediate accounting chapter 18
solutions. These challenges typically arise from the complexity of the standards, the volume of
calculations, and the judgment required in applying the criteria. Mastering these solutions requires
careful attention to detail and a systematic approach to problem-solving. Common areas of difficulty
include the initial recognition of ROU assets and lease liabilities, the determination of the lease term,
the inclusion of variable lease payments, and the correct classification of leases for both lessees and
lessors.



Determining the Lease Term

One of the more challenging aspects is accurately determining the lease term. This includes
considering renewal or termination options that the lessee is reasonably certain to exercise. The
determination of "reasonably certain" often requires significant judgment and an analysis of economic
incentives. Misinterpreting the lease term can lead to incorrect amortization and interest expense
calculations, impacting reported profitability and the carrying amounts of ROU assets and lease
liabilities.

Variable Lease Payments

Another common hurdle is the accounting for variable lease payments. These are payments that
fluctuate based on an index or rate, or based on actual usage or performance. The guidance on how
to measure and subsequently account for these payments can be complex. Determining whether a
variable lease payment should be included in the initial measurement of the lease liability and ROU
asset, or recognized as an expense when incurred, is a critical step.

Practical Approaches to Intermediate Accounting
Chapter 18 Problems

To effectively solve problems related to intermediate accounting chapter 18, adopting practical
strategies is essential. Breaking down complex problems into smaller, manageable steps can make
the process less daunting. This involves carefully reading each problem statement, identifying all
relevant information, and then systematically applying the appropriate accounting principles and
calculations.

Step-by-Step Problem-Solving

A structured, step-by-step approach is highly recommended. This typically includes the following
steps:

1. Identify the Parties and Asset: Clearly determine who is the lessor and who is the lessee,
and identify the specific asset being leased.

2. Determine the Lease Term: Ascertain the non-cancelable period of the lease, plus any
periods covered by options the lessee is reasonably certain to exercise.

3. Calculate Lease Payments: Identify all fixed lease payments and any variable payments that
are considered substantive and included in the initial measurement.

4. Determine the Discount Rate: Identify the appropriate discount rate, which is typically the
lessee's incremental borrowing rate or the rate implicit in the lease if readily determinable.



5. Calculate Present Value of Lease Payments: Compute the present value of the fixed and
substantive variable lease payments using the determined discount rate.

6. Classify the Lease: Apply the criteria for lease classification (finance vs. operating for lessees;
sales-type, direct financing, or operating for lessors).

7. Record Initial Recognition: Make the journal entries to record the ROU asset and lease
liability for lessees, or the appropriate entries for lessors.

8. Account for Subsequent Periods: Record amortization of the ROU asset and interest
expense on the lease liability (for finance leases) or total lease cost (for operating leases) for
lessees. Lessors will account for their specific lease type.

9. Prepare Disclosures: Ensure all required disclosures are identified and can be presented.

By following these systematic steps, students can approach lease accounting problems with greater
confidence and accuracy, ensuring a thorough understanding of Chapter 18's core concepts and their
practical application.

FAQ

Q: What is the main difference between ASC 842 and IFRS 16
regarding lease accounting for lessees?

A: The primary difference is that ASC 842 maintains a dual model for lessees, classifying leases as
either finance leases or operating leases. IFRS 16, on the other hand, largely adopts a single model
where all leases are accounted for similarly to finance leases, with exceptions for short-term leases
and leases of low-value assets.

Q: How is the right-of-use (ROU) asset initially measured by a
lessee?

A: The ROU asset is initially measured at the amount of the lease liability, plus any initial direct costs
incurred by the lessee, plus any lease payments made at or before the commencement date, less any
lease incentives received.

Q: What is the role of the incremental borrowing rate in lease
accounting?

A: The incremental borrowing rate is the rate at which a lessee could borrow funds on a collateralized
basis over a similar term, with similar collateral, in a similar economic environment. It is often used as
the discount rate to calculate the present value of lease payments when determining the lease
liability and ROU asset.



Q: Are all variable lease payments included in the initial
measurement of the lease liability?

A: No, not all variable lease payments are included. Only variable lease payments that are based on
an index or a rate (e.g., tied to inflation or a benchmark interest rate) and are considered substantive
are included in the initial measurement of the lease liability. Payments based on actual usage or
performance are generally expensed as incurred.

Q: How does a lessee account for an operating lease under
ASC 842 on the income statement?

A: Under ASC 842, a lessee recognizes a single lease cost for an operating lease on the income
statement. This cost is typically recognized on a straight-line basis over the lease term and includes
both amortization of the ROU asset and interest expense on the lease liability.

Q: What are the key differences in lessor accounting between
ASC 842 and IFRS 16?

A: While both standards retain a classification of leases for lessors, ASC 842 maintains the categories
of sales-type, direct financing, and operating leases. IFRS 16 also has sales-type and direct financing
leases (categorized as 'financial leases') and operating leases. The nuances in classification criteria
and recognition of profit or loss can differ between the two standards.

Q: When does a lessee have an option to purchase the
underlying asset that is reasonably certain to be exercised?

A: This is a judgment call based on facts and circumstances. Factors include the cost of exercising the
option, expected future value of the asset, and any penalties for not exercising the option. If these
factors indicate the lessee has a significant economic incentive to exercise the option, it is considered
reasonably certain.

Q: What are some of the primary objectives of the new lease
accounting standards (ASC 842 and IFRS 16)?

A: The main objectives are to improve transparency and comparability by requiring lessees to
recognize most leases on their balance sheets, providing users of financial statements with a more
complete picture of a company's leasing activities and obligations.

Intermediate Accounting Chapter 18 Solutions

Intermediate Accounting Chapter 18 Solutions


https://www.incase.study/archive-ga-23-33/intermediate-accounting-chapter-18-solutions.pdf

Related Articles

e intelligence a very short introduction
e introduction to analysis wade 4th edition
e intermediate microsoft excel training manual

Back to Home


https://www.incase.study/archive-ga-23-33/intelligence-a-very-short-introduction.pdf
https://www.incase.study/archive-ga-23-33/introduction-to-analysis-wade-4th-edition.pdf
https://www.incase.study/archive-ga-23-33/intermediate-microsoft-excel-training-manual.pdf
https://www.incase.study

