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FAS 13:  Accounting for Leases

INTRODUCTION

1.      This Statement establishes standards of financial accounting and reporting for leases by lessees and
lessors.  For purposes of this Statement, a lease is defined as an agreement conveying the right to use property,
plant, or equipment (land and/or depreciable assets) usually for a stated period of time.  It includes agreements
that, although not nominally identified as leases, meet the above definition, such as a "heat supply contract" for
nuclear fuel.1 This definition does not include agreements that are contracts for services that do not transfer the
right to use property, plant, or equipment from one contracting party to the other.  On the other hand,
agreements that do transfer the right to use property, plant, or equipment meet the definition of a lease for
purposes of this Statement even though substantial services by the contractor (lessor) may be called for in
connection with the operation or maintenance of such assets.  This Statement does not apply to lease agreements
concerning the rights to explore for or to exploit natural resources such as oil, gas, minerals, and timber.  Nor
does it apply to licensing agreements for items such as motion picture films, plays, manuscripts, patents, and
copyrights.

2.      This Statement supersedes APB Opinion No. 5, "Reporting of Leases in Financial Statements of Lessee";
APB Opinion No. 7, "Accounting for Leases in Financial Statements of Lessors"; paragraph 15 of APB Opinion
No. 18, "The Equity Method of Accounting for Investments in Common Stock"; APB Opinion No. 27,
"Accounting for Lease Transactions by Manufacturer or Dealer Lessors"; and APB Opinion No. 31, "Disclosure
of Lease Commitments by Lessees."

3.      This Statement applies to regulated enterprises in accordance with the provisions of the Addendum to APB
Opinion No. 2, "Accounting for the 'Investment Credit'."

4.      Appendix A provides background information.  Appendix B sets forth the basis for the Board's
conclusions, including alternatives considered and reasons for accepting some and rejecting others.  Illustrations
of the accounting and disclosure requirements for lessees and lessors called for by this Statement are contained
in Appendixes C and D.  An example of the application of the accounting and disclosure provisions for
leveraged leases is provided in Appendix E.
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STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Definitions of Terms

 5.      For purposes of this Statement, certain terms are defined as follows:

a.      Related parties in leasing transactions.  A parent company and its subsidiaries, an owner company and its
joint ventures (corporate or otherwise) and partnerships, and an investor (including a natural person) and its
investees, provided that the parent company, owner company, or investor has the ability to exercise
significant influence over operating and financial policies of the related party, as significant influence is
defined in APB Opinion No. 18, paragraph 17.  In addition to the examples of significant influence set forth
in that paragraph, significant influence may be exercised through guarantees of indebtedness, extensions of
credit, or through ownership of warrants, debt obligations, or other securities.  If two or more entities are
subject to the significant influence of a parent, owner company, investor (including a natural person), or
common officers or directors, those entities shall be considered related parties with respect to each other.

b.      Inception of the lease.  With the exception noted below, the date of the lease agreement or commitment, if
earlier.  For purposes of this definition, a commitment shall be in writing, signed by the parties in interest to
the transaction, and shall specifically set forth the principal terms of the transaction.  However, if the
property covered by the lease has yet to be constructed or has not been acquired by the lessor at the date of
the lease agreement or commitment, the inception of the lease shall be the date that construction of the
property is completed or the property is acquired by the lessor.

c.      Fair value of the leased property.  The price for which the property could be sold in an arm's-length
transaction between unrelated parties.  (See definition of related parties in leasing transactions in paragraph
5(a).) The following are examples of the determination of fair value:
i.      When the lessor is a manufacturer or dealer, the fair value of the property at the inception of the lease

(as defined in paragraph 5(b)) will ordinarily be its normal selling price, reflecting any volume or trade
discounts that may be applicable.  However, the determination of fair value shall be made in light of
market conditions prevailing at the time, which may indicate that the fair value of the property is less
than the normal selling price and, in some instances, less than the cost of the property.

ii.    When the lessor is not a manufacturer or dealer, the fair value of the property at the inception of the
lease will ordinarily be its cost, reflecting any volume or trade discounts that may be applicable.
However, when there has been a significant lapse of time between the acquisition of the property by the
lessor and the inception of the lease, the determination of fair value shall be made in light of market
conditions prevailing at the inception of the lease, which may indicate that the fair value of the property
is greater or less than its cost or carrying amount, if different.  (See paragraph 6(b).)

d.      Bargain purchase option.  A provision allowing the lessee, at his option, to purchase the leased property for
a price which is sufficiently lower than the expected fair value of the property at the date the option
becomes exercisable that exercise of the option appears, at the inception of the lease, to be reasonably
assured.
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e.      Bargain renewal option.  A provision allowing the lessee, at his option, to renew the lease for a rental
sufficiently lower than the fair rental 2 of the property at the date the option becomes exercisable that
exercise of the option appears, at the inception of the lease, to be reasonably assured.

f.      Lease term.  The fixed noncancelable term of the lease plus (i) all periods, if any, covered by bargain
renewal options (as defined in paragraph 5(e)), (ii) all periods, if any, for which failure to renew the lease
imposes a penalty on the lessee in an amount such that renewal appears, at the inception of the lease, to be
reasonably assured, (iii) all periods, if any, covered by ordinary renewal options during which a guarantee
by the lessee of the lessor's debt related to the leased property is expected to be in effect, (iv) all periods, if
any, covered by ordinary renewal options preceding the date as of which a bargain purchase option (as
defined in paragraph 5(d)) is exercisable, and (v) all periods, if any, representing renewals or extensions of
the lease at the lessor's option; however, in no case shall the lease term extend beyond the date a bargain
purchase option becomes exercisable.  A lease which is cancelable (i) only upon the occurrence of some
remote contingency, (ii) only with the permission of the lessor, (iii) only if the lessee enters into a new lease
with the same lessor, or (iv) only upon payment by the lessee of a penalty in an amount such that
continuation of the lease appears, at inception, reasonably assured shall be considered "noncancelable" for
purposes of this definition.

g.      Estimated economic life of leased property.  The estimated remaining period during which the property is
expected to be economically usable by one or more users, with normal repairs and maintenance, for the
purpose for which it was intended at the inception of the lease, without limitation by the lease term.

h.      Estimated residual value of leased property.  The estimated fair value of the leased property at the end of
the lease term (as defined in paragraph 5(f)).

i.      Unguaranteed residual value.  The estimated residual value of the leased property (as defined in paragraph
5(h)) exclusive of any portion guaranteed by the lessee 3 or by a third party unrelated to the lessor.4

j.      Minimum lease payments.
i.      From the standpoint of the lessee:  The payments that the lessee is obligated to make or can be required

to make in connection with the leased property.  However, a guarantee by the lessee of the lessor's debt
and the lessee's obligation to pay (apart from the rental payments) executory costs such as insurance,
maintenance, and taxes in connection with the leased property shall be excluded.  If the lease contains a
bargain purchase option, only the minimum rental payments over the lease term (as defined in
paragraph 5(f)) and the payment called for by the bargain purchase option shall be included in the
minimum lease payments.  Otherwise, minimum lease payments include the following:
(a)    The minimum rental payments called for by the lease over the lease term.
(b)    Any guarantee by the lessee 5 of the residual value at the expiration of the lease term, whether or

not payment of the guarantee constitutes a purchase of the leased property.  When the lessor has
the right to require the lessee to purchase the property at termination of the lease for a certain or
determinable amount, that amount shall be considered a lessee guarantee.  When the lessee agrees
to make up any deficiency below a stated amount in the lessor's realization of the residual value,
the guarantee to be included in the minimum lease payments shall be the stated amount, rather than
an estimate of the deficiency to be made up.

(c)    Any payment that the lessee must make or can be required to make upon failure to renew or extend
the lease at the expiration of the lease term, whether or not the payment would constitute a
purchase of the leased property.  In this connection, it should be noted that the definition of lease
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term in paragraph 5(f) includes "all periods, if any, for which failure to renew the lease imposes a
penalty on the lessee in an amount such that renewal appears, at the inception of the lease, to be
reasonably assured." If the lease term has been extended because of that provision, the related
penalty shall not be included in minimum lease payments.

ii.    From the standpoint of the lessor: The payments described in (i) above plus any guarantee of the
residual value or of rental payments beyond the lease term by a third party unrelated to either the lessee
6 or the lessor,7 provided the third party is financially capable of discharging the obligations that may
arise from the guarantee.

k.      Interest rate implicit in the lease.  The discount rate that, when applied to (i) the minimum lease payments
(as defined in paragraph 5(j)), excluding that portion of the payments representing executory costs to be
paid by the lessor, together with any profit thereon, and (ii) the unguaranteed residual value (as defined in
paragraph 5(i)) accruing to the benefit of the lessor,8 causes the aggregate present value at the beginning of
the lease term to be equal to the fair value of the leased property (as defined in paragraph 5(c)) to the lessor
at the inception of the lease, minus any investment tax credit retained by the lessor and expected to be
realized by him.  (This definition does not necessarily purport to include all factors that a lessor might
recognize in determining his rate of return, e.g., see paragraph 44.) 

l.      Lessee's incremental borrowing rate.  The rate that, at the inception of the lease, the lessee would have
incurred to borrow over a similar term the funds necessary to purchase the leased asset.

m. Initial direct costs.  Those incremental direct costs incurred by the lessor in negotiating and consummating
leasing transactions (e.g., commissions and legal fees).

Classification of Leases for Purposes of This Statement

6.      For purposes of applying the accounting and reporting standards of this Statement, leases are classified as
follows:

a.      Classifications from the standpoint of the lessee:
i.      Capital leases.  Leases that meet one or more of the criteria in paragraph 7.
ii.    Operating leases.  All other leases.

b.      Classifications from the standpoint of the lessor:
i.      Sales-type leases.  Leases that give rise to manufacturer's or dealer's profit (or loss) to the lessor (i.e.,

the fair value of the leased property at the inception of the lease is greater or less than its cost or
carrying amount, if different) and that meet one or more of the criteria in paragraph 7 and both of the
criteria in paragraph 8.  Normally, sales-type leases will arise when manufacturers or dealers use
leasing as a means of marketing their products.  Leases involving lessors that are primarily engaged in
financing operations normally will not be sales-type leases if they qualify under paragraphs 7 and 8, but
will most often be direct financing leases, described in paragraph 6(b)(ii) below.  However, a lessor
need not be a dealer to realize dealer's profit (or loss) on a transaction, e.g., if a lessor, not a dealer,
leases an asset that at the inception of the lease has a fair value that is greater or less than its cost or
carrying amount, if different, such a transaction is a sales-type lease, assuming the criteria referred to
are met.  A renewal or an extension 9 of an existing sales-type or direct financing lease shall not be
classified as a sales-type lease; however, if it qualifies under paragraphs 7 and 8, it shall be classified as
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a direct financing lease.  (See paragraph 17(f).)
ii.    Direct financing leases.  Leases other than leveraged leases that do not give rise to manufacturer's or

dealer's profit (or loss) to the lessor but that meet one or more of the criteria in paragraph 7 and both of
the criteria in paragraph 8.  In such leases, the cost or carrying amount, if different, and fair value of the
leased property are the same at the inception of the lease.  An exception arises when an existing lease is
renewed or extended.10 In such cases, the fact that the carrying amount of the property at the end of the
original lease term is different from its fair value at that date shall not preclude the classification of the
renewal or extension as a direct financing lease.(See paragraph 17(f).)

iii.    Leveraged leases.  Leases that meet the criteria of paragraph 42.
iv.    Operating leases.  All other leases.

Criteria for Classifying Leases (Other Than Leveraged Leases)

7.      The criteria for classifying leases set forth in this paragraph and in paragraph 8 derive from the concept set
forth in paragraph 60.  If at its inception (as defined in paragraph 5(b)) a lease meets one or more of the
following four criteria, the lease shall be classified as a capital lease by the lessee.  Otherwise, it shall be
classified as an operating lease.  (See Appendix C for an illustration of the application of these criteria.)

a.      The lease transfers ownership of the property to the lessee by the end of the lease term (as defined in
paragraph 5(f)).

b.      The lease contains a bargain purchase option (as defined in paragraph 5(d)).
c.      The lease term (as defined in paragraph 5(f)) is equal to 75 percent or more of the estimated economic life

of the leased property (as defined in paragraph 5(g)).  However, if the beginning of the lease term falls
within the last 25 percent of the total estimated economic life of the leased property, including earlier years
of use, this criterion shall not be used for purposes of classifying the lease.

d.      The present value at the beginning of the lease term of the minimum lease payments (as defined in
paragraph 5(j)), excluding that portion of the payments representing executory costs such as insurance,
maintenance, and taxes to be paid by the lessor, including any profit thereon, equals or exceeds 90 percent
of the excess of the fair value of the leased property (as defined in paragraph 5(c)) to the lessor at the
inception of the lease over any related investment tax credit retained by the lessor and expected to be
realized by him.  However, if the beginning of the lease term falls within the last 25 percent of the total
estimated economic life of the leased property, including earlier years of use, this criterion shall not be used
for purposes of classifying the lease.  A lessor shall compute the present value of the minimum lease
payments using the interest rate implicit in the lease (as defined in paragraph 5(k)).  A lessee shall compute
the present value of the minimum lease payments using his incremental borrowing rate (as defined in
paragraph 5(1)), unless (i) it is practicable for him to learn the implicit rate computed by the lessor and (ii)
the implicit rate computed by the lessor is less than the lessee's incremental borrowing rate.  If both of those
conditions are met, the lessee shall use the implicit rate.

8.      From the standpoint of the lessor, if at inception a lease meets any one of the preceding four criteria and in
addition meets both of the following criteria, it shall be classified as a sales-type lease or a direct financing
lease, whichever is appropriate (see paragraphs 6(b)(i) and 6(b)(ii)).  Otherwise, it shall be classified as an
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operating lease.

a.      Collectibility of the minimum lease payments is reasonably predictable.  A lessor shall not be precluded
from classifying a lease as a sales-type lease or as a direct financing lease simply because the receivable is
subject to an estimate of uncollectibility based on experience with groups of similar receivables.

b.      No important uncertainties surround the amount of unreimbursable costs yet to be incurred by the lessor
under the lease.  Important uncertainties might include commitments by the lessor to guarantee performance
of the leased property in a manner more extensive than the typical product warranty or to effectively protect
the lessee from obsolescence of the leased property.  However, the necessity of estimating executory costs
such as insurance, maintenance, and taxes to be paid by the lessor (see paragraphs 17(a) and 18(a)) shall not
by itself constitute an important uncertainty as referred to herein.

9.      If at any time the lessee and lessor agree to change the provisions of the lease, other than by renewing the
lease or extending its term, in a manner that would have resulted in a different classification of the lease under
the criteria in paragraphs 7 and 8 had the changed terms been in effect at the inception of the lease, the revised
agreement shall be considered as a new agreement over its term, and the criteria in paragraphs 7 and 8 shall be
applied for purposes of classifying the new lease.  Likewise, except when a guarantee or penalty is rendered
inoperative as described in paragraphs 12 and 17(e), any action that extends the lease beyond the expiration of
the existing lease term (see paragraph 5(f)), such as the exercise of a lease renewal option other than those
already included in the lease term, shall be considered as a new agreement, which shall be classified according
to the provisions of paragraphs 6-8.  Changes in estimates (for example, changes in estimates of the economic
life or of the residual value of the leased property) or changes in circumstances (for example, default by the
lessee), however, shall not give rise to a new classification of a lease for accounting purposes.

Accounting and Reporting by Lessees

Capital Leases

10.      The lessee shall record a capital lease as an asset and an obligation at an amount equal to the present
value at the beginning of the lease term of minimum lease payments during the lease term, excluding that
portion of the payments representing executory costs such as insurance, maintenance, and taxes to be paid by the
lessor, together with any profit thereon.  However, if the amount so determined exceeds the fair value of the
leased property at the inception of the lease, the amount recorded as the asset and obligation shall be the fair
value.  If the portion of the minimum lease payments representing executory costs, including profit thereon, is
not determinable from the provisions of the lease, an estimate of the amount shall be made.  The discount rate to
be used in determining present value of the minimum lease payments shall be that prescribed for the lessee in
paragraph 7(d).  (See Appendix C for illustrations.)

11.      Except as provided in paragraphs 25 and 26 with respect to leases involving land, the asset recorded
under a capital lease shall be amortized as follows:

a.      If the lease meets the criterion of either paragraph 7(a) or 7(b), the asset shall be amortized in a manner
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consistent with the lessee's normal depreciation policy for owned assets.
b.      If the lease does not meet either criterion 7(a) or 7(b), the asset shall be amortized in a manner consistent

with the lessee's normal depreciation policy except that the period of amortization shall be the lease term.
The asset shall be amortized to its expected value, if any, to the lessee at the end of the lease term.  As an
example, if the lessee guarantees a residual value at the end of the lease term and has no interest in any
excess which might be realized, the expected value of the leased property to him is the amount that can be
realized from it up to the amount of the guarantee.

12.      During the lease term, each minimum lease payment shall be allocated between a reduction of the
obligation and interest expense so as to produce a constant periodic rate of interest on the remaining balance of
the obligation.11 (See Appendix C for illustrations.) In leases containing a residual guarantee by the lessee or a
penalty for failure to renew the lease at the end of the lease term,12 following the above method of amortization
will result in a balance of the obligation at the end of the lease term that will equal the amount of the guarantee
or penalty at that date.  In the event that a renewal or other extension of the lease term or a new lease under
which the lessee continues to lease the same property renders the guarantee or penalty inoperative, the asset and
the obligation under the lease shall be adjusted by an amount equal to the difference between the present value
of the future minimum lease payments under the revised agreement and the present balance of the obligation.
The present value of the future minimum lease payments under the revised agreement shall be computed using
the rate of interest used to record the lease initially.  In accordance with paragraph 9, other renewals and
extensions of the lease term shall be considered new agreements, which shall be accounted for in accordance
with the provisions of paragraph 14.  Contingent rentals,13 including rentals based on variables such as the
prime interest rate, shall be charged to expense when actually incurred.

13.      Assets recorded under capital leases and the accumulated amortization thereon shall be separately
identified in the lessee's balance sheet or in footnotes thereto.  Likewise, the related obligations shall be
separately identified in the balance sheet as obligations under capital leases and shall be subject to the same
considerations as other obligations in classifying them with current and noncurrent liabilities in classified
balance sheets.  Unless the charge to income resulting from amortization of assets recorded under capital leases
is included with depreciation expense and the fact that it is so included is disclosed, the amortization charge
shall be separately disclosed in the financial statements or footnotes thereto.

14.      Prior to the expiration of the lease term, a change in the provisions of a lease, a renewal or extension 14 of
an existing lease, and a termination of a lease shall be accounted for as follows:

a.      If the provisions of the lease are changed in a way that changes the amount of the remaining minimum lease
payments and the change either (i) does not give rise to a new agreement under the provisions of paragraph
9 or (ii) does give rise to a new agreement but such agreement is also classified as a capital lease, the
present balances of the asset and the obligation shall be adjusted by an amount equal to the difference
between the present value of the future minimum lease payments under the revised or new agreement and
the present balance of the obligation.  The present value of the future minimum lease payments under the
revised or new agreement shall be computed using the rate of interest used to record the lease initially.  If
the change in the lease provisions gives rise to a new agreement classified as an operating lease, the asset
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and obligation under the lease shall be removed, gain or loss shall be recognized for the difference, and the
new lease agreement shall thereafter be accounted for as any other operating lease.

b.      Except when a guarantee or penalty is rendered inoperative as described in paragraph 12, a renewal or an
extension 15 of an existing lease shall be accounted for as follows:
i.      If the renewal or extension is classified as a capital lease, it shall be accounted for as described in

subparagraph (a) above.
ii      If the renewal or extension is classified as an operating lease, the existing lease shall continue to be

accounted for as a capital lease to the end of its original term, and the renewal or extension shall be
accounted for as any other operating lease.

c.      A termination of a capital lease shall be accounted for by removing the asset and obligation, with gain or
loss recognized for the difference.

Operating Leases

15.      Normally, rental on an operating lease shall be charged to expense over the lease term as it becomes
payable.  If rental payments are not made on a straight-line basis, rental expense nevertheless shall be
recognized on a straight-line basis unless another systematic and rational basis is more representative of the time
pattern in which use benefit is derived from the leased property, in which case that basis shall be used.

Disclosures

16.      The following information with respect to leases shall be disclosed in the lessee's financial statements or
the footnotes thereto (see Appendix D for illustrations).

a.      For capital leases:
i.      The gross amount of assets recorded under capital leases as of the date of each balance sheet presented

by major classes according to nature or function.  This information may be combined with the
comparable information for owned assets.

ii.    Future minimum lease payments as of the date of the latest balance sheet presented, in the aggregate
and for each of the five succeeding fiscal years, with separate deductions from the total for the amount
representing executory costs, including any profit thereon, included in the minimum lease payments
and for the amount of the imputed interest necessary to reduce the net minimum lease payments to
present value (see paragraph 10).

iii.    The total of minimum sublease rentals to be received in the future under noncancelable subleases as of
the date of the latest balance sheet presented.

iv.    Total contingent rentals (rentals on which the amounts are dependent on some factor other than the
passage of time) actually incurred for each period for which an income statement is presented.

b.      For operating leases having initial or remaining noncancelable lease terms in excess of one year:
i.      Future minimum rental payments required as of the date of the latest balance sheet presented, in the

aggregate and for each of the five succeeding fiscal years.
ii.    The total of minimum rentals to be received in the future under noncancelable subleases as of the date

of the latest balance sheet presented.
c.      For all operating leases, rental expense for each period for which an income statement is presented, with
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separate amounts for minimum rentals, contingent rentals, and sublease rentals.  Rental payments under
leases with terms of a month or less that were not renewed need not be included.

d.      A general description of the lessee's leasing arrangements including, but not limited to, the following:
i.      The basis on which contingent rental payments are determined.
ii.    The existence and terms of renewal or purchase options and escalation clauses.
iii.    Restrictions imposed by lease agreements, such as those concerning dividends, additional debt, and

further leasing.

Accounting and Reporting by Lessors

Sales-Type Leases

17.        Sales-type leases shall be accounted for by the lessor as follows:

a.      The minimum lease payments (net of amounts, if any, included therein with respect to executory costs such
as maintenance, taxes, and insurance to be paid by the lessor, together with any profit thereon) plus the
unguaranteed residual value (as defined in paragraph 5(i)) accruing to the benefit of the lessor shall be
recorded as the gross investment in the lease.

b.      The difference between the gross investment in the lease in (a) above and the sum of the present values of
the two components of the gross investment shall be recorded as unearned income.  The discount rate to be
used in determining the present values shall be the interest rate implicit in the lease.  The net investment in
the lease shall consist of the gross investment less the unearned income.  The unearned income shall be
amortized to income over the lease term so as to produce a constant periodic rate of return on the net
investment in the lease.16 However, other methods of income recognition may be used if the results
obtained are not materially different from those which would result from the prescribed method.  The net
investment in the lease shall be subject to the same considerations as other assets in classification as current
or noncurrent assets in a classified balance sheet.  Contingent rentals, including rentals based on variables
such as the prime interest rate, shall be credited to income when they become receivable.

c.      The present value of the minimum lease payments (net of executory costs, including any profit thereon),
computed at the interest rate implicit in the lease, shall be recorded as the sales price.  The cost or carrying
amount, if different, of the leased property, plus any initial direct costs (as defined in paragraph 5(m)), less
the present value of the unguaranteed residual value accruing to the benefit of the lessor, computed at the
interest rate implicit in the lease, shall be charged against income in the same period.

d.      The estimated residual value shall be reviewed at least annually.  If the review results in a lower estimate
than had been previously established, a determination must be made as to whether the decline in estimated
residual value is other than temporary.  If the decline in estimated residual value is judged to be other than
temporary, the accounting for the transaction shall be revised using the changed estimate.  The resulting
reduction in the net investment shall be recognized as a loss in the period in which the estimate is changed.
An upward adjustment of the estimated residual value shall not be made.

e      In leases containing a residual guarantee or a penalty for failure to renew the lease at the end of the lease
term,17 following the method of amortization described in (b) above will result in a balance of minimum
lease payments receivable at the end of the lease term that will equal the amount of the guarantee or penalty
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at that date.  In the event that a renewal or other extension 18 of the lease term renders the guarantee or
penalty inoperative, the existing balances of the minimum lease payments receivable and the estimated
residual value shall be adjusted for the changes resulting from the revised agreement (subject to the
limitation on the residual value imposed by subparagraph (d) above) and the net adjustment shall be
charged or credited to unearned income.

f.      Prior to the expiration of the lease term, a change in the provisions of a lease, a renewal or extension 19 of
an existing lease, and a termination of a lease shall be accounted for as follows:
i.      If the provisions of a lease are changed in a way that changes the amount of the remaining minimum

lease payments and the change either (a) does not give rise to a new agreement under the provisions of
paragraph 9 or (b) does give rise to a new agreement but such agreement is classified as a direct
financing lease, the balance of the minimum lease payments receivable and the estimated residual
value, if affected, shall be adjusted to reflect the change (subject to the limitation on the residual value
imposed by subparagraph (d) above), and the net adjustment shall be charged or credited to unearned
income.  If the change in the lease provisions gives rise to a new agreement classified as an operating
lease, the remaining net investment shall be removed from the accounts, the leased asset shall be
recorded as an asset at the lower of its original cost, present fair value, or present carrying amount, and
the net adjustment shall be charged to income of the period.  The new lease shall thereafter be
accounted for as any other operating lease.

ii.    Except when a guarantee or penalty is rendered inoperative as described in subparagraph (e) above, a
renewal or an extension 20 of an existing lease shall be accounted for as follows:
a.      If the renewal or extension is classified as a direct financing lease, it shall be accounted for as

described in subparagraph (f)(i) above.
b.      If the renewal or extension is classified as an operating lease, the existing lease shall continue to be

accounted for as a sales-type lease to the end of its original term, and the renewal or extension
shall be accounted for as any other operating lease.

iii.    A termination of the lease shall be accounted for by removing the net investment from the accounts,
recording the leased asset at the lower of its original cost, present fair value, or present carrying
amount, and the net adjustment shall be charged to income of the period.

Direct Financing Leases

18.      Direct financing leases shall be accounted for by the lessor as follows (see Appendix C for illustrations):

a.      The minimum lease payments (net of amounts, if any, included therein with respect to executory costs such
as maintenance, taxes, and insurance to be paid by the lessor, together with any profit thereon) plus the
unguaranteed residual value accruing to the benefit of the lessor shall be recorded as the gross investment in
the lease.

b.      The difference between the gross investment in the lease in (a) above and the cost or carrying amount, if
different, of the leased property shall be recorded as unearned income.  The net investment in the lease shall
consist of the gross investment less the unearned income.  Initial direct costs (as defined in paragraph 5(m))
shall be charged against income as incurred, and a portion of the unearned income equal to the initial direct
costs shall be recognized as income in the same period.  The remaining unearned income shall be amortized
to income over the lease term so as to produce a constant periodic rate of return on the net investment in the
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lease.21 However, other methods of income recognition may be used if the results obtained are not
materially different from those which would result from the prescribed method in the preceding sentence.
The net investment in the lease shall be subject to the same considerations as other assets in classification
as current or noncurrent assets in a classified balance sheet.  Contingent rentals, including rentals based on
variables such as the prime interest rate, shall be credited to income when they become receivable.

c.      In leases containing a residual guarantee or a penalty for failure to renew the lease at the end of the lease
term,22 the lessor shall follow the accounting procedure described in paragraph 17 (e).  The accounting
provisions of paragraph 17(f) with respect to renewals and extensions not dealt with in paragraph 17(e),
terminations, and other changes in lease provisions shall also be followed with respect to direct financing
leases.

d.      The estimated residual value shall be reviewed at least annually and, if necessary, adjusted in the manner
prescribed in paragraph 17(d).

Operating Leases

19.  Operating leases shall be accounted for by the lessor as follows:

a.      The leased property shall be included with or near property, plant, and equipment in the balance sheet.  The
property shall be depreciated following the lessor's normal depreciation policy, and in the balance sheet the
accumulated depreciation shall be deducted from the investment in the leased property.

b.      Rent shall be reported as income over the lease term as it becomes receivable according to the provisions of
the lease.  However, if the rentals vary from a straight-line basis, the income shall be recognized on a
straight-line basis unless another systematic and rational basis is more representative of the time pattern in
which use benefit from the leased property is diminished, in which case that basis shall be used.

c.      Initial direct costs shall be deferred and allocated over the lease term in proportion to the recognition of
rental income.  However, initial direct costs may be charged to expense as incurred if the effect is not
materially different from that which would have resulted from the use of the method prescribed in the
preceding sentence.  

Participation by Third Parties

20.      The sale or assignment of a lease or of property subject to a lease that was accounted for as a sales-type
lease or direct financing lease shall not negate the original accounting treatment accorded the lease.  Any profit
or loss on the sale or assignment shall be recognized at the time of the transaction except that (a) when the sale
or assignment is between related parties, the provisions of paragraphs 29 and 30 shall be applied, or (b) when
the sale or assignment is with recourse, the profit or loss shall be deferred and recognized over the lease term in
a systematic manner (e.g., in proportion to the minimum lease payments).

21.      The sale of property subject to an operating lease, or of property that is leased by or intended to be leased
by the third-party purchaser to another party, shall not be treated as a sale if the seller or any party related to the
seller retains substantial risks of ownership in the leased property.  A seller may by various arrangements assure
recovery of the investment by the third-party purchaser in some operating lease transactions and thus retain
substantial risks in connection with the property.  For example, in the case of default by the lessee or
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termination of the lease, the arrangements may involve a formal or informal commitment by the seller to (a)
acquire the lease or the property, (b) substitute an existing lease, or (c) secure a replacement lessee or a buyer for
the property under a remarketing agreement.  However, a remarketing agreement by itself shall not disqualify
accounting for the transaction as a sale if the seller (a) will receive a reasonable fee commensurate with the
effort involved at the time of securing a replacement lessee or buyer for the property and (b) is not required to
give priority to the re-leasing or disposition of the property owned by the third-party purchaser over similar
property owned or produced by the seller.  (For example, a first-in, first-out remarketing arrangement is
considered to be a priority.)

22.      If a sale to a third party of property subject to an operating lease or of property that is leased by or
intended to be leased by the third-party purchaser to another party is not to be recorded as a sale because of the
provisions of paragraph 21 above, the transaction shall be accounted for as a borrowing.  (Transactions of these
types are in effect collateralized borrowings.) The proceeds from the "sale" shall be recorded as an obligation on
the books of the "seller." Until that obligation has been amortized under the procedure described herein, rental
payments made by the lessee(s) under the operating lease or leases shall be recorded as revenue by the "seller,"
even if such rentals are paid directly to the third-party purchaser.  A portion of each rental shall be recorded by
the "seller" as interest expense, with the remainder to be recorded as a reduction of the obligation.  The interest
expense shall be calculated by application of a rate determined in accordance with the provisions of APB
Opinion No. 21, "Interest on Receivables and Payables," paragraphs 13 and 14.  The leased property shall be
accounted for as prescribed in paragraph 19(a) for an operating lease, except that the term over which the asset
is depreciated shall be limited to the estimated amortization period of the obligation.  The sale or assignment by
the lessor of lease payments due under an operating lease shall be accounted for as a borrowing as described
above.  

Disclosures

23.      When leasing, exclusive of leveraged leasing, is a significant part of the lessor's business activities in
terms of revenue, net income, or assets, the following information with respect to leases shall be disclosed in the
financial statements or footnotes thereto (see Appendix D for illustrations):

a.      For sales-type and direct financing leases:
i.      The components of the net investment in sales-type and direct financing leases as of the date of each

balance sheet presented:
a.      Future minimum lease payments to be received, with separate deductions for (i) amounts

representing executory costs, including any profit thereon, included in the minimum lease
payments and (ii) the accumulated allowance for uncollectible minimum lease payments
receivable.

b.      The unguaranteed residual values accruing to the benefit of the lessor.
c.      Unearned income (see paragraphs 17(b) and 18(b)).

ii.    Future minimum lease payments to be received for each of the five succeeding fiscal years as of the
date of the latest balance sheet presented.

iii.    The amount of unearned income included in income to offset initial direct costs charged against
income for each period for which an income statements is presented.  (For direct financing leases only.)
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iv.    Total contingent rentals included in income for each period for which an income statement is
presented.

b.      For operating leases:
i.      The cost and carrying amount, if different, of property on lease or held for leasing by major classes of

property according to nature or function, and the amount of accumulated depreciation in total as of the
date of the latest balance sheet presented.

ii.    Minimum future rentals on noncancelable leases as of the date of the latest balance sheet presented, in
the aggregate and for each of the five succeeding fiscal years.

iii.    Total contingent rentals included in income for each period for which an income statement is
presented.

c.      A general description of the lessor's leasing arrangements.

Leases Involving Real Estate

24.      For purposes of this Statement, leases involving real estate can be divided into four categories: (a) leases
involving land only, (b) leases involving land and building(s), (c) leases involving equipment as well as real
estate, and (d) leases involving only part of a building.  

Leases Involving Land Only

25.  If land is the sole item of property leased and the criterion in either paragraph 7(a) or 7(b) is met, the lessee
shall account for the lease as a capital lease; otherwise, as an operating lease.  If the criteria set forth in
paragraph 8 are also met, the lessor shall account for the lease as a sales-type or direct financing lease,
whichever is appropriate (see paragraphs 6(b)(i) and 6(b)(ii)); otherwise, as an operating lease.  Criteria 7(c) and
7(d) are not applicable to land leases.  Because ownership of the land is expected to pass to the lessee if either
criterion 7(a) or 7(b) is met, the asset recorded under the capital lease would not normally be amortized.

Leases Involving Land and Building(s)

26.    Leases involving both land and building(s) shall be accounted for as follows:

 a.      Lease meets either criterion 7(a) or 7(b):
i.      Lessee's accounting: If either criterion (a) or (b) of paragraph 7 is met, the land and building shall be

separately capitalized by the lessee.  For this purpose, the present value of the minimum lease payments
after deducting executory costs, including any profit thereon, shall be allocated between the two
elements in proportion to their fair values at the inception of the lease.  The building shall be amortized
in accordance with the provisions of paragraph 11(a).  As stated in paragraph 25, land capitalized under
a lease that meets criterion (a) or b) of paragraph 7 would not normally be amortized.

ii.    Lessor's accounting: If either criterion (a) or (b) of paragraph 7 is met and the criteria of paragraph 8
are also met, the lessor shall account for the lease as a single unit, either as a sales-type lease or as a
direct financing lease as appropriate under paragraphs 6(b)(i) and 6(b)(ii).  If the criteria of paragraph 8
are not met, the lessor shall account for the lease as an operating lease.

b.      Lease meets neither criterion 7(a) nor 7(b):
i.      If the fair value of the land is less than 25 percent of the total fair value of the leased property at the
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inception of the lease: Both the lessee and the lessor shall consider the land and the building as a single
unit for purposes of applying the criteria of paragraphs 7(c) and 7(d).  For purposes of applying the
criterion of paragraph 7(c), the estimated economic life of the building shall be considered as the
estimated economic life of the unit.
(a)    Lessee's accounting: If either criterion (c) or (d) of paragraph 7 is met, the lessee shall capitalize

the land and building as a single unit and amortize it in accordance with the provisions of
paragraph 11(b); otherwise, the lease shall be accounted for as an operating lease.

(b)    Lessor's accounting: If either criterion (c) or (d) of paragraph 7 and the criteria of paragraph 8 are
met, the lessor shall account for the lease as a single unit, either as a sales-type lease or as a direct
financing lease as appropriate under paragraphs 6(b)(i) and 6(b)(ii); otherwise, the lease shall be
accounted for as an operating lease.

ii.    If the fair value of the land is 25 percent or more of the total fair value of the leased property at the
inception of the lease: Both the lessee and lessor shall consider the land and the building separately for
purposes of applying the criteria of paragraphs 7(c) and 7(d).  The minimum lease payments after
deducting executory costs, including any profit thereon, applicable to the land and the building shall be
separated both by the lessee and the lessor by determining the fair value of the land and applying the
lessee's incremental borrowing rate to it to determine the annual minimum lease payments applicable to
the land element; the remaining minimum lease payments shall be attributed to the building element.
(a)    Lessee's accounting:  If the building element of the lease meets criterion (c) or (d) of paragraph 7,

the building element shall be accounted for as a capital lease and amortized in accordance with the
provisions of paragraph 11(b).  The land element of the lease shall be accounted for separately as
an operating lease.  If the building element of the lease meets neither criterion (c) nor (d) of
paragraph 7, both the building element and the land element shall be accounted for as a single
operating lease.

(b)    Lessor's accounting: If the building element of the lease meets criterion (c) or (d) of paragraph 7
and the criteria of paragraph 8, the building element shall be accounted for as a sales-type lease or
a direct financing lease as appropriate under paragraphs 6(b)(i) and 6(b)(ii).  The land element of
the lease shall be accounted for separately as an operating lease.  If the building element of the
lease meets neither criterion (c) nor (d) of paragraph 7 or does not meet the criteria of paragraph 8,
both the building element and the land element shall be accounted for as a single operating lease.

Leases Involving Equipment as Well as Real Estate

27.      If a lease involving real estate also includes equipment, the portion of the minimum lease payments
applicable to the equipment element of the lease shall be estimated by whatever means are appropriate in the
circumstances.  The equipment shall be considered separately for purposes of applying the criteria in paragraphs
7 and 8 and shall be accounted for separately according to its classification by both lessees and lessors.

Leases Involving Only Part of a Building

28.      When the leased property is part of a larger whole, its cost (or carrying amount) and fair value may not be
objectively determinable, as for example, when an office or floor of a building is leased.  If the cost and fair
value of the leased property are objectively determinable, both the lessee and the lessor shall classify and
account for the lease according to the provisions of paragraph 26.  Unless both the cost and the fair value are
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objectively determinable, the lease shall be classified and accounted for as follows:

a.      Lessee:
i.      If the fair value of the leased property is objectively determinable, the lessee shall classify and account

for the lease according to the provisions of paragraph 26.
ii.    If the fair value of the leased property is not objectively determinable, the lessee shall classify the lease

according to the criterion of paragraph 7(c) only, using the estimated economic life of the building in
which the leased premises are located.  If that criterion is met, the leased property shall be capitalized
as a unit and amortized in accordance with the provisions of paragraph 11(b).

b.      Lessor: If either the cost or the fair value of the property is not objectively determinable, the lessor shall
account for the lease as an operating lease.

Because of special provisions normally present in leases involving terminal space and other airport facilities
owned by a governmental unit or authority, the economic life of such facilities for purposes of classifying the
lease is essentially indeterminate.  Likewise, the concept of fair value is not applicable to such leases.  Since
such leases also do not provide for a transfer of ownership or a bargain purchase option, they shall be classified
as operating leases.  Leases of other facilities owned by a governmental unit or authority wherein the rights of
the parties are essentially the same as in a lease of airport facilities described above shall also be classified as
operating leases.  Examples of such leases may be those involving facilities at ports and bus terminals.

Leases between Related Parties

29.      Except as noted below, leases between related parties (as defined in paragraph 5(a)) shall be classified in
accordance with the criteria in paragraphs 7 and 8.  Insofar as the separate financial statements of the related
parties are concerned, the classification and accounting shall be the same as for similar leases between unrelated
parties, except in cases where it is clear that the terms of the transaction have been significantly affected by the
fact that the lessee and lessor are related.  In such cases the classification and/or accounting shall be modified as
necessary to recognize economic substance rather than legal form.  The nature and extent of leasing transactions
with related parties shall be disclosed.

30.      In consolidated financial statements or in financial statements for which an interest in an investee is
accounted for on the equity basis, any profit or loss on a leasing transaction with the related party shall be
accounted for in accordance with the principles set forth in ARB No. 51, "Consolidated Financial Statements," or
APB Opinion No. 18, whichever is applicable.

31.      The accounts of subsidiaries (regardless of when organized or acquired) whose principal business activity
is leasing property or facilities to the parent or other affiliated companies shall be consolidated.  The equity
method is not adequate for fair presentation of those subsidiaries because their assets and liabilities are
significant to the consolidated financial position of the enterprise.

Sale-Leaseback Transactions
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32.      Sale-leaseback transactions involve the sale of property by the owner and a lease of the property back to
the seller.

33.      If the lease meets one of the criteria for treatment as a capital lease (see paragraph 7), the seller-lessee
shall account for the lease as a capital lease; otherwise, as an operating lease.  Except as noted below, any profit
or loss on the sale shall be deferred and amortized in proportion to the amortization of the leased asset,23 if a
capital lease, or in proportion to rental payments over the period of time the asset is expected to be used, if an
operating lease.  However, when the fair value of the property at the time of the transaction is less than its
undepreciated cost, a loss shall be recognized immediately up to the amount of the difference between
undepreciated cost and fair value.  

34.      If the lease meets the criteria in paragraphs 7 and 8, the purchaser-lessor shall record the transaction as a
purchase and a direct financing lease; otherwise, he shall record the transaction as a purchase and an operating
lease.  

Accounting and Reporting for Subleases and Similar Transactions

35.      This section deals with the following types of leasing transactions:

a.      The leased property is re-leased by the original lessee to a third party, and the lease agreement between the
two original parties remains in effect (a sublease).

b.      A new lessee is substituted under the original lease agreement.  The new lessee becomes the primary
obligor under the agreement, and the original lessee may or may not be secondarily liable.

c.      A new lessee is substituted through a new agreement, with cancellation of the original lease agreement.  

Accounting by the Original Lessor

36.      If the original lessee enters into a sublease or the original lease agreement is sold or transferred by the
original lessee to a third party, the original lessor shall continue to account for the lease as before.

37.      If the original lease agreement is replaced by a new agreement with a new lessee, the lessor shall account
for the termination of the original lease as provided in paragraph 17(f) and shall classify and account for the new
lease as a separate transaction.  

Accounting by the Original Lessee

38.      If the nature of the transaction is such that the original lessee is relieved of the primary obligation under
the original lease, as would be the case in transactions of the type described in paragraphs 35(b) and 35(c), the
termination of the original lease agreement shall be account for as follows:

a.      If the original lease was a capital lease, the asset and obligation representing the original lease shall be
removed from the accounts, gain or loss shall be recognized for the difference, and, if the original lessee is
secondarily liable, the loss contingency shall be treated as provided by FASB Statement No. 5, "Accounting
for Contingencies." Any consideration paid or received upon termination shall be included in the
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determination of gain or loss to be recognized.
b.      If the original lease was an operating lease and the original lessee is secondarily liable, the loss contingency

shall be treated as provided by FASB Statement No. 5.

39.      If the nature of the transaction is such that the original lessee is not relieved of the primary obligation
under the original lease, as would be the case in transactions of the type described in paragraph 35(a), the
original lessee, as sublessor, shall account for the transaction as follows:

a.    If the original lease met either criterion (a) or (b) of paragraph 7, the original lessee shall classify the new
lease in accordance with the criteria of paragraphs 7 and 8.  If the new lease meets one of the criteria of
paragraph 7 and both of the criteria of paragraph 8, it shall be accounted for as a sales-type or direct
financing lease, as appropriate, and the unamortized balance of the asset under the original lease shall be
treated as the cost of the leased property.  If the new lease does not qualify as a sales-type or direct
financing lease, it shall be accounted for as an operating lease.  In either case, the original lessee shall
continue to account for the obligation related to the original lease as before.

b.    If the original lease met either criterion (c) or (d) but not criterion (a) or (b) of paragraph 7, the original
lessee shall, with one exception, classify the new lease in accordance with the criteria of paragraphs 7(c)
and 8 only.  If it meets those criteria, it shall be accounted for as a direct financing lease, with the
unamortized balance of the asset under the original lease treated as the cost of the leased property;
otherwise, as an operating lease.  In either case, the original lessee shall continue to account for the
obligation related to the original lease as before.  The one exception arises when the timing and other
circumstances surrounding the sublease are such as to suggest that the sublease was intended as an integral
part of an overall transaction in which the original lessee serves only as an intermediary.  In that case, the
sublease shall be classified according to the criteria of paragraphs 7(c) and 7(d), as well as the criteria of
paragraph 8.  In applying the criterion of paragraph 7(d), the fair value of the leased property shall be the
fair value to the original lessor at the inception of the original lease.

c.      If the original lease is an operating lease, the original lessee shall account for both it and the new lease as
operating leases.

Accounting by the New Lessee

40.      The new lessee shall classify the lease in accordance with the criteria of paragraph 7 and account for it
accordingly.  

Accounting and Reporting for Leveraged Leases

41.      From the standpoint of the lessee, leveraged leases shall be classified and accounted for in the same
manner as non-leveraged leases.  The balance of this section deals with leveraged leases from the standpoint of
the lessor.

42.      For purposes of this Statement, a leveraged lease is defined as one having all of the following
characteristics:
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a.      Except for the exclusion of leveraged leases from the definition of a direct financing lease as set forth in
paragraph 6(b)(ii), it otherwise meets that definition.  Leases that meet the definition of sales-type leases set
forth in paragraph 6(b)(i) shall not be accounted for as leveraged leases but shall be accounted for as
prescribed in paragraph 17.

b.      It involves at least three parties: a lessee, a long-term creditor, and a lessor (commonly called the equity
participant).

c.      The financing provided by the long-term creditor is nonrecourse as to the general credit of the lessor
(although the creditor may have recourse to the specific property leased and the unremitted rentals relating
to it).  The amount of the financing is sufficient to provide the lessor with substantial "leverage" in the
transaction.

d.      The lessor's net investment, as defined in paragraph 43, declines during the early years once the investment
has been completed and rises during the later years of the lease before its final elimination.  Such decreases
and increases in the net investment balance may occur more than once.

A lease meeting the preceding definition shall be accounted for by the lessor using the method described in
paragraphs 43-47; an exception arises if the investment tax credit is accounted for other than as stated in
paragraphs 43 and 44,24 in which case the lease shall be classified as a direct financing lease and accounted for
in accordance with paragraph 18.  A lease not meeting the definition of a leveraged lease shall be accounted for
in accordance with its classification under paragraph 6(b)

43.      The lessor shall record his investment in a leveraged lease net of the nonrecourse debt.  The net of the
balances of the following accounts shall represent the initial and continuing investment in leveraged leases:

a.      Rentals receivable, net of that portion of the rental applicable to principal and interest on the nonrecourse
debt.

b.      A receivable for the amount of the investment tax credit to be realized on the transaction.
c.      The estimated residual value of the leased asset.
d.      Unearned and deferred income consisting of (i) the estimated pretax lease income (or loss), after deducting

initial direct costs, remaining to be allocated to income over the lease term and (ii) the investment tax credit
remaining to be allocated to income over the lease term.

The investment in leveraged leases less deferred taxes arising from differences between pretax accounting
income and taxable income shall represent the lessor's net investment in leveraged leases for purposes of
computing periodic net income from the lease, as described in paragraph 44.

44.      Given the original investment and using the projected cash receipts and disbursements over the term of
the lease, the rate of return on the net investment in the years 25 in which it is positive shall be computed.  The
rate is that rate which when applied to the net investment in the years in which the net investment is positive
will distribute the net income to those years (see Appendix E, Schedule 3) and is distinct from the interest rate
implicit in the lease as defined in paragraph 5(k).  In each year, whether positive or not, the difference between
the net cash flow and the amount of income recognized, if any, shall serve to increase or reduce the net
investment balance.  The net income recognized shall be composed of three elements: two, pretax lease income
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(or loss) and investment tax credit, shall be allocated in proportionate amounts from the unearned and deferred
income included in net investment, as described in paragraph 43; the third element is the tax effect of the pretax
lease income (or loss) recognized, which shall be reflected in tax expense for the year.  The tax effect of the
difference between pretax accounting income (or loss) and taxable income (or loss) for the year shall be charged
or credited to deferred taxes.  The accounting prescribed in paragraph 43 and in this paragraph is illustrated in
Appendix E.

45.      If the projected net cash receipts 26 over the term of the lease are less than the lessor's initial investment,
the deficiency shall be recognized as a loss at the inception of the lease.  Likewise, if at any time during the
lease term the application of the method prescribed in paragraphs 43 and 44 would result in a loss being
allocated to future years, that loss shall be recognized immediately.  This situation might arise in cases where
one of the important assumptions affecting net income is revised (see paragraph 46).  

46.      Any estimated residual value and all other important assumptions affecting estimated total net income
from the lease shall be reviewed at least annually.  If during the lease term the estimate of the residual value is
determined to be excessive and the decline in the residual value is judged to be other than temporary or if the
revision of another important assumption changes the estimated total net income from the lease, the rate of
return and the allocation of income to positive investment years shall be recalculated from the inception of the
lease following the method described in paragraph 44 and using the revised assumption.  The accounts
constituting the net investment balance shall be adjusted to conform to the recalculated balances, and the change
in the net investment shall be recognized as a gain or loss in the year in which the assumption is changed.  An
upward adjustment of the estimated residual value shall not be made. The accounting prescribed in this
paragraph is illustrated in Appendix E.

47.      For purposes of presenting the investment in a leveraged lease in the lessor's balance sheet, the amount of
related deferred taxes shall be presented separately (from the remainder of the net investment), as prescribed in
APB Opinion No. 11, "Accounting for Income Taxes," paragraphs 57, 59, and 64.  In the income statement or
the notes thereto, separate presentation (from each other) shall be made of pretax income from the leveraged
lease, the tax effect of pretax income, and the amount of investment tax credit recognized as income during the
period.  When leveraged leasing is a significant part of the lessor's business activities in terms of revenue, net
income, or assets, the components of the net investment balance in leveraged leases as set forth in paragraph 43
shall be disclosed in the footnotes to the financial statements.  Appendix E contains an illustration of the balance
sheet, income statement, and footnote presentation for a leveraged lease.  

Effective Date and Transition

48.      The preceding paragraphs of this Statement shall be effective for leasing transactions and lease agreement
revisions (see paragraph 9) entered into on or after January 1, 1977.  However, leasing transactions or revisions
of agreements consummated on or after January 1, 1977 pursuant to the terms of a commitment made prior to
that date and renewal options exercised under agreements existing or committed prior to that date shall not be
considered as leasing transactions or lease agreement revisions entered into after January 1, 1977 if such
commitment is in writing, signed by the parties in interest to the transaction, including the financing party,27 if
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any, when specific financing is essential to the transaction, and specifically sets forth the principal terms of the
transaction.  The disclosures called for in the preceding paragraphs of this Statement shall be included in
financial statements for calendar or fiscal years ending after December 31, 1976.28 Earlier application of the
preceding paragraphs of this Statement, including retroactive application to all leases regardless of when they
were entered into or committed is encouraged but, until the effective date specified in paragraph 49, is not
required.  If applied retroactively, financial statements presented for prior periods shall be restated according to
the provisions of paragraph 51.  

49.      For purposes of financial statements for calendar or fiscal years beginning after December 31, 1980,
paragraphs 1-47 of this Statement shall be applied retroactively, and any accompanying financial statements
presented for prior periods shall be restated as may be required by the provisions of paragraph 51.

50.      If paragraphs 1-47 are not applied initially on a retroactive basis, as permitted by paragraph 48, those
leases existing or committed at December 31, 1976 shall be subject to the following provisions until such time
as paragraphs 1-47 are applied retroactively to all leases.

a.      For purposes of applying the presentation and disclosure requirements of this Statement applicable to
lessees, those leases existing or committed at December 31, 1976 that are capitalized in accordance with the
provisions of superseded APB Opinion No. 5 shall be considered as capital leases, and those leases existing
or committed at December 31, 1976 that are classified and accounted for as operating leases shall be
considered as operating leases.  For those leases that are classified and accounted for as operating leases but
that meet the criteria of paragraph 7 for classification as capital leases, separate disclosure of the following
information shall be made for purposes of financial statements for the year ending December 31, 1977 and
for years ending thereafter:
i.      The amounts of the asset and the liability that would have been included in the balance sheet had those

leases been classified and accounted for in accordance with the provisions of paragraphs 1-47.  This
information shall also be disclosed for balance sheets as of December 31, 1976 and thereafter when
such balance sheets are included in the financial statements referred to in paragraph 50(a) above.

ii.    The effect on net income that would have resulted if those leases had been classified and accounted for
in accordance with the provisions of paragraphs 1-47.  This information shall also be disclosed for
income statements for periods beginning after December 31, 1976 when such income statements are
included in the aforementioned financial statements.

b.      For purposes of applying the presentation and disclosure requirements of this Statement applicable to
lessors, those leases existing or committed at December 31, 1976 that are accounted for as sales, financing
leases, and as operating leases in accordance with superseded APB Opinions No. 7 and 27 shall be
considered as sales-type leases, as direct financing leases, and as operating leases, respectively.  (Refer to
(c) below for provisions applicable to leveraged leases.) For those leases existing or committed at
December 31, 1976 that are classified and accounted for as operating leases but that meet the criteria of
paragraphs 7 and 8 for classification as direct financing leases or sales-type leases, separate disclosure of
the following information shall be made for purposes of financial statements for the year ending December
31, 1977 and for years ending thereafter:
i.      The amount of the change in net worth that would have resulted had the leases been classified and
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accounted for in accordance with the provisions of paragraphs 1-47.  This information shall also be
disclosed for balance sheets as of December 31, 1976 and thereafter when such balance sheets are
included in the foregoing financial statements referred to in paragraph 50(b) above.

ii.    The effect on net income that would have resulted if the leases had been classified and accounted for in
accordance with the provisions of paragraphs 1-47.  This information shall also be disclosed for
income statements for periods beginning after December 31, 1976 when such income statements are
included in the aforementioned financial statements.

c.      For those leases that meet the criteria of paragraph 42 (leveraged leases) but that are accounted for other
than as prescribed in paragraphs 1-47, separate disclosure of the following information shall be made for
purposes of lessors' financial statements for the year ending December 31, 1977 and for years ending
thereafter:
i.      The amounts of the net changes in total assets and in total liabilities that would have resulted had the

leases been classified and accounted for in accordance with the provisions of paragraphs 1-47.  This
information shall also be disclosed for balance sheets as of December 31, 1976 and thereafter when
such balance sheets are included in the financial statements referred to in paragraph 50(c) above.

ii.    The effect on net income that would have resulted if the leases had been classified and accounted for in
accordance with the provisions of paragraphs 1-47.  This information shall also be disclosed for
income statements for periods beginning after December 31, 1976 when such income statements are
included in the aforementioned financial statements.

51.      Paragraph 49 requires retroactive application of paragraphs 1-47 for purposes of financial statements for
calendar or fiscal years beginning after December 31, 1980, and paragraph 48 encourages earlier retroactive
application.  If after retroactive application is adopted, financial statements for earlier periods and financial
summaries or other data derived from them are presented, they shall be restated in accordance with the
following requirements to conform to the provisions of paragraphs 1-47:

a.      Such restatements shall include the effects of leases that were in existence during the periods covered by the
financial statements even if those leases are no longer in existence.

b.      Balance sheets presented as of December 31, 1976 and thereafter and income statements presented for
periods beginning after December 31, 1976 and financial summaries and other data derived from those
financial statements shall be restated to conform to the provisions of paragraphs 1-47.

c.      Balance sheets as of dates before December 31, 1976 and income statements for periods beginning before
December 31, 1976 shall, when presented, be restated to conform to the provisions of paragraphs 1-47 for
as many consecutive periods immediately preceding December 31, 1976 as is practicable.  Summaries or
other data presented based on such balance sheets and income statements shall be treated in like manner.

d.      The cumulative effect of applying paragraphs 1-47 on the retained earnings at the beginning of the earliest
period restated shall be included in determining net income of that period (see paragraph 20 of APB
Opinion No. 20, "Accounting Changes").29 The effect on net income of applying paragraphs 1-47 in the
period in which the cumulative effect is included in determining net income shall be disclosed for that
period, and the reason for not restating the prior periods presented shall be explained.

The provisions of this Statement need
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not be applied to immaterial items.

            This Statement was adopted by the affirmative votes of five members of the Financial Accounting
Standards Board.  Mr. Kirk dissented.

            Mr. Kirk dissents primarily because he does not believe that the front-ending of lease income required by
paragraph 44 for leveraged leases versus the method of lease income recognition required by paragraph 18(b)
for direct financing leases is justified by any significant economic (i.e., cash flow) differences between the two
types of leases.  The front-ending of leveraged lease income results from treating the related debt and deferred
tax benefits (principally the latter) as valuation accounts, and Mr. Kirk believes that the treatment as valuation
accounts is unwarranted.
            The leasing business is a leveraged business.  Many leases are partially financed by recourse debt; some
leases are partially financed by nonrecourse debt.  Mr. Kirk believes the cash inflows from the lessee and the
outflows to the creditor can be similar whether the debt is recourse or nonrecourse, and he does not believe that
a difference in the method of financing a lease should be a factor in determining the pattern of recognizing lease
income (and interest expense) as is required by this Statement.  Mr. Kirk also objects to the inconsistent
classification of nonrecourse debt required by this Statement (i.e., if the lease meets the criteria of paragraph 42,
the nonrecourse debt financing the lease is a valuation account and not a liability; if the lessor is the
manufacturer of the leased asset or if the lease does not meet all the criteria of paragraph 42, the nonrecourse
debt is a liability).
            The amount and timing of the cash flow benefits resulting from the tax attributes of a leased asset are the
same to the lessor whether he finances the asset with recourse debt, with nonrecourse debt, or with equity.  A
difference in the method of financing the lease should not, in the opinion of Mr. Kirk, result in a difference in
accounting for deferred taxes.  This Statement, however, requires that deferred income tax balances arising from
tax timing differences be accounted for as a valuation account (for purposes of computing periodic lease
income) only if (a) the lease is financed with substantial nonrecourse debt and (b) the lessor accounts for the
benefit from the investment tax credit as a valuation account.  The special treatment of these deferred tax
benefits as valuation accounts results in a net investment that declines in the early years and rises during the
later years; that result then requires the front-ending of lease income.  Also, Mr. Kirk can see no reason why the
method of accounting for the investment tax credit should determine the accounting for deferred income taxes
and, therefore, the pattern of lease income recognition.
            Mr. Kirk also believes the treatment of deferred taxes and the required method of accounting for changes
in assumptions (paragraph 46) result in the deferred taxes related to leveraged leases being accounted for by the
liability method, which is not in conformity with the requirements of APB Opinion No. 11, "Accounting for
Income Taxes," and the accounting for deferred taxes related to other leases.
            In order to avoid having (a) the method of financing, (b) the debt repayment schedule, and (c) the
method of accounting for deferred tax benefits influence the pattern of recognition of lease income, interest
expense, and initial direct costs (as is the case for those leases meeting the criteria of paragraph 42), Mr. Kirk
believes it is necessary to use the ordinary financing lease method (paragraph 109(a)) for all financing leases,
including those financed with nonrecourse debt.  However, in view of the present inconsistencies in accounting
for nonrecourse debt, Mr. Kirk would not have dissented to a requirement that the three-party financing lease
method (paragraph 109(b)) be used for financing leases financed with nonrecourse debt.  Both methods avoid
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the inconsistent treatment of nonrecourse debt and the front-ending of lease income.
            Mr. Kirk also dissents because he objects to the exemption in paragraph 28 that applies to certain
facilities leased from governmental units because of special provisions normally present in those leases.  Mr.
Kirk believes the classification of all leases, regardless of the nature of the asset or lessor, should be determined
by application of the criteria in paragraphs 7 and 8.

Members of the Financial Accounting Standards Board:

                        Marshall S. Armstrong, Chairman
                        Oscar S. Gellein
                        Donald J. Kirk
                        Arthur L. Litke
                        Robert E. Mays
                        Robert T. Sprouse

Appendix A:  BACKGROUND INFORMATION

52.      The growing importance of leasing as a financing device was recognized by the accounting profession as
early as 1949, when the AICPA issued Accounting Research Bulletin No. 38, "Disclosure of Long-Term Leases
in Financial Statements of Lessees." In early 1960, the newly formed APB recognized the importance of the
matter by including lease accounting as one of the first five topics to be studied by the AICPA's Accounting
Research Division.  That project culminated in 1962 with the publication of Accounting Research Study No. 4,
"Reporting of Leases in Financial Statements," and shortly thereafter the APB took up the subject.  In all, during
the ten years ending June 30, 1973, the APB issued four Opinions (No. 5, 7, 27, and 31) dealing with leases.
They were supplemented by three AICPA Accounting Interpretations.  The last of the APB Opinions, APB
Opinion No. 31, "Disclosure of Lease Commitments by Lessees," as its name implies, dealt only with
disclosure.  The APB had previously acknowledged that certain questions remained in connection with Opinions
5 and 7 and had publicly announced its intention to give those questions further consideration.  The APB
decided, however, to deal only with additional disclosure requirements.  In paragraph 5 of APB Opinion No. 31,
which was approved in June 1973, the APB noted that: 

. . . disclosure of lease commitments is part of the broad subject of accounting for leases by
lessees, a subject which has now been placed on the agenda of the Financial Accounting
Standards Board.  The Board [APB] also recognizes that the forthcoming report of the Study
Group on the Objectives of Financial Statements may contain recommendations which will bear
on this subject and which the FASB may consider in its deliberations.  Accordingly, the Board is
refraining from establishing any disclosure requirements which may prejudge or imply any bias
with respect to the outcome of the FASB's undertaking, particularly in relation to the questions of
which leases, if any, should be capitalized and how such capitalization may influence the income
statement.  Nevertheless, in the meantime the Board recognizes the need to improve the
disclosure of lease commitments in order that users of financial statements may be better
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informed.

53.      The SEC, too, has issued a number of pronouncements on accounting for leases, including three
Accounting Series Releases: No. 132, 141, and 147, adopted on October 5, 1973.  The latter Release imposes
essentially the same disclosure requirements with respect to total rental expense and minimum rental
commitments as APB Opinion No. 31.  However, it makes mandatory the disclosure of the present value of
certain lease commitments (defined differently from the optional present value disclosure included in APB
Opinion No. 31).  In addition, it requires disclosure of the impact on net income had "financing" leases been
capitalized, a disclosure not called for by APB Opinion No. 31.

54.      Despite the attention that the accounting profession has given to the matter of accounting for leases,
inconsistencies remain in lease accounting practices, and differences of opinion as to what should be done about
them remain.  In recognition of that fact, the FASB placed on its initial agenda a project on Accounting for
Leases.  In October 1973, a task force of 11 persons from industry, government, public accounting, the financial
community, and academe was appointed to provide counsel to the Board in preparing a Discussion
Memorandum analyzing issues related to the project.

55.      As indicated above, accounting for leases is a subject which has been thoroughly studied over a long
period of time and on which numerous pronouncements have been made.  Extensive research has been carried
out; several public hearings have been held for which position papers were filed by many interested parties and
groups; especially appointed committees, not only of the Accounting Principles Board, but of a number of other
organizations, have analyzed and debated the issues.  A considerable number of the studies and articles on lease
accounting were available to the Board, many of which are summarized or identified in the Discussion
Memorandum.  In addition, the FASB staff surveyed the accounting and reporting practices of a number of
lessee and lessor companies, the results of which are set forth in Appendix C to the Discussion Memorandum.
The staff also met on a number of occasions with representatives of various organizations interested in leasing
for the purpose of obtaining specialized information helpful to the Board's consideration of the various issues
involved in accounting for leases.

56.      The Board issued its Discussion Memorandum on July 2, 1974, and on November 18-21, 1974 held a
public hearing on the subject.  The Board received 306 position papers, letters of comment, and outlines of oral
presentations in response to the Discussion Memorandum, and 32 presentations were made at the public
hearing.

57.      On August 26, 1975, the Financial Accounting Standards Board issued an Exposure Draft of a Proposed
Statement of Financial Accounting Standards on Accounting for Leases that, if adopted, would have been
effective for leasing transactions entered into on or after January 1, 1976.  Two hundred and fifty letters of
comment were received in response to that Exposure Draft.  The Board announced on November 25, 1975 that,
because of the need to analyze the large number of responses and the complexity of the issues involved, it would
be unable to issue a final Statement in 1975 but expected to do so early in 1976.  A further announcement made
by the Board on June 2, 1976 stated that a number of modifications were being made to the Exposure Draft and
that a second Exposure Draft would be issued for public comment preparatory to the expected issuance of a final
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Statement in 1976.

58.      The Board issued the second Exposure Draft of a Proposed Statement of Financial Accounting Standards
on Accounting for Leases on July 22, 1976.  Two hundred and eighty-two letters of comment were received in
response to that Exposure Draft.

Appendix B:  BASIS FOR CONCLUSIONS

59.      This Appendix discusses factors deemed significant by the Board in reaching the conclusions in this
Statement, including various alternatives considered and reasons for accepting some and rejecting others.

60.      The provisions of this Statement derive from the view that a lease that transfers substantially all of the
benefits and risks incident to the ownership of property should be accounted for as the acquisition of an asset
and the incurrence of an obligation by the lessee and as a sale or financing by the lessor.  All other leases should
be accounted for as operating leases.  In a lease that transfers substantially all of the benefits and risks of
ownership, the economic effect on the parties is similar, in many respects, to that of an installment purchase.
This is not to say, however, that such transactions are necessarily "in substance purchases" as that term is used
in previous authoritative literature.

61.      The transfer of substantially all the benefits and risks of ownership is the concept embodied in previous
practice in lessors' accounting, having been articulated in both APB Opinion No. 7, "Accounting for Leases in
Financial Statements of Lessors," and APB Opinion No. 27, "Accounting for Lease Transactions by
Manufacturer or Dealer Lessors," as a basis for determining whether a lease should be accounted for as a
financing or sale or as an operating lease.  However, a different concept has existed in the authoritative literature
for lessees' accounting, as evidenced by APB Opinion No. 5, "Reporting of Leases in Financial Statements of
Lessee." That Opinion required capitalization of those leases that are "clearly in substance installment purchases
of property," which it essentially defined as those leases whose terms "result in the creation of a material equity
in the property." Because of this divergence in both concept and criteria, a particular leasing transaction might
be recorded as a sale or as a financing by the lessor and as an operating lease by the lessee.  This difference in
treatment has been the subject of criticism as being inconsistent conceptually, and some of the identifying
criteria for classifying leases, particularly those applying to lessees' accounting, have been termed vague and
subject to varied interpretation in practice.

62.      The Board believes that this Statement removes most, if not all, of the conceptual differences in lease
classification as between lessors and lessees and that it provides criteria for such classification that are more
explicit and less susceptible to varied interpretation than those in previous literature.

63.      Some members of the Board who support this Statement hold the view that, regardless of whether
substantially all the benefits and risks of ownership are transferred, a lease, in transferring for its term the right
to use property, gives rise to the acquisition of an asset and the incurrence of an obligation by the lessee which
should be reflected in his financial statements.  Those members nonetheless support this Statement because, to
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them, (i) it clarifies and improves the guidelines for implementing the conceptual basis previously underlying
accounting for leases and (ii) it represents an advance in extending the recognition of the essential nature of
leases.  

Definition of a Lease

64.      Some respondents took the position that nuclear fuel leases, sometimes called "heat supply" or "burn up"
contracts, should be excluded from the definition of a lease on the grounds that such agreements are of the same
nature as take-or-pay contracts to supply other types of fuel such as coal or oil which are excluded.  The Board's
conclusion that nuclear fuel leases meet the definition of a lease as expressed in paragraph 1 is based on the fact
that under present generally accepted accounting principles a nuclear fuel installation constitutes a depreciable
asset.  Thus, a nuclear fuel lease conveys the right to use a depreciable asset whereas contracts to supply coal or
oil do not.  The fact that the latter contracts may be take-or-pay, in the Board's view, is irrelevant to this central
point.  

Classification of Leases

65.      The Board believes that the characteristics of a leasing transaction should determine its classification in
terms of the appropriate accounting treatment by both the lessee and lessor; this is to say that the characteristics
that identify a lease as a capital lease, as distinct from an operating lease, from the standpoint of the lessee
should, with certain exceptions identified in this Statement, be the same attributes that identify a direct financing
or sales-type lease, as distinct from an operating lease, from the standpoint of the lessor.  The principal
exceptions referred to are those stated in paragraph 8.

66.      The Board considered and rejected, for the reason set forth in paragraph 65, the argument that the
difference in the nature of the lessor's and lessee's businesses is often sufficient to warrant different
classification of a lease by the two parties.

67.      Some respondents to the Discussion Memorandum and Exposure Drafts, while agreeing generally with
the premise that the nature of the transaction should govern its classification by both the lessee and lessor,
pointed out that there is no assurance that the transaction will be discerned identically by both parties.  However,
the Board believes that by adopting essentially the same criteria for classification of leases by both parties (see
paragraph 65), as contrasted with the difference in criteria previously existing between APB Opinion No. 5,
concerning lessee accounting, and APB Opinions No. 7 and 27, concerning lessor accounting, and, by virtue of
the fact that the criteria adopted are in some respects more explicit than those referred to in those Opinions, that
a significant improvement in consistency of classification can be achieved.

68.      A large number of respondents favored capitalization by lessees of only those leases that they would
classify as "in substance installment purchases." A wide range of preferences was expressed as to the criteria to
be used to identify such leases.  Most prominent among these was the "material equity" criterion that is the basic
criterion of APB Opinion No. 5 and that is discussed in paragraph 73.  Most of those favoring this concept
would apply it only to the lessee rather than to both parties.
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69.      The Board considered the concept for capitalization by the lessee of those leases that are "in substance
installment purchases." Such leases, if identifiable, would be encompassed within the concept described in
paragraph 60, but, by itself, the installment purchase concept, in the Board's view, is too limiting as a basis for
lease capitalization.  Taken literally, the concept would apply only to those leases that automatically transfer
ownership.  All other leases contain characteristics not found in installment purchases, such as the reversion of
the property to the lessor at the termination of the lease.

70.      Some respondents advocated capitalization of leases that give rise to what they term "debt in a strict legal
sense." A number of the respondents in this group were also represented in the group referred to in paragraph
68, indicating that they view the two concepts as not being mutually exclusive.  The argument advanced is
essentially that some leases contain clauses that make the lessee's obligation absolute and unconditional, and
because the obligation is absolute, such clauses should be made the determinant for capitalization of leases
containing them.  Those advancing this view generally appeared to be focusing on the liability aspect of the
transaction rather than on the nature of the corresponding asset to be recorded.  Few had any comment to offer
concerning cases in which the "legal debt" assumed by the lessee represents only a portion of the asset's cost;
nor was it clear from the comments how, if at all, the concept of "legal debt" standing alone should affect
accounting for the lease by the lessor.

71.      The Board noted that the determination of whether a lease obligation represents debt in the strict legal
sense would of necessity rest primarily on court decisions, and that such decisions have arisen almost entirely
from litigation involving bankruptcy, reorganization, or taxation.  The Board concluded that legal distinctions of
this nature were apt to be neither relevant nor practical in application to the accounting issue of lease
capitalization.  The Board believes further that, in most instances where the lessee has assumed an unconditional
obligation that the courts might hold to be legal debt, it is reasonable to assume that he will have protected his
interest through other features in the agreement that are likely to meet one or more of the criteria for
capitalization stated in paragraph 7.  The Board accordingly rejected the concept of "legal debt" as a determinant
for lease capitalization.  

Criteria for Classification

72.      The Discussion Memorandum listed 14 criteria as having some support for use in classifying leases by
lessees.  A number of criteria, including some of the 14, were also listed for possible use in classifying leases by
lessors.  Among the respondents, opinion was divided as to the criteria that identify leases that should be
capitalized by the lessee as well as to those criteria that identify leases that should be recorded as sales or
financing leases by lessors.  The Board concluded that many of the listed criteria were overlapping, i.e., that the
basic idea contained in one also was embodied in others designed to identify the same attribute.  The Board
believes that the criteria stated in paragraphs 7 and 8 contain the essence of the listed criteria except those that
the Board did not consider relevant or suitable.  The basis for the Board's adoption or rejection of individual
criteria is the concept discussed in paragraph 60, namely, the transfer of substantially all of the benefits and risks
incident to the ownership of property.  The following discusses the Board's conclusions with respect to each of
the 14 criteria listed in the lessee section of the Discussion Memorandum together with 5 other criteria that were

Page 30



Copyright © 1976, Financial Accounting Standards Board                                                                                                                                            Not for redistribution

dealt with in the lessor section.  These last 5 are discussed in paragraphs 87-90.
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73.      Lessee builds up a material equity in the leased property.  Many of the respondents favored the material
equity criterion as contained in APB Opinion No. 5 as the principal basis for lease capitalization by the lessee.
Of the criteria selected by the Board, the criterion stated in paragraph 7(b) where the lease contains a bargain
purchase option is evidential that a material equity is being established.  The criterion stated in paragraph 7(a)
wherein ownership is transferred by the end of the lease term may in some circumstances be evidential that a
material equity is being established.  However, in relating material equity to the concept discussed in paragraph
60, the Board concluded that leases in which no material equity is established by the lessee may effectively
transfer substantially all of the benefits and risks of ownership.  For example, a lease whose term extends over
the entire economic life of the asset and thus transfers all of the benefits and risks of ownership need not give
rise to a material equity.  Accordingly, the Board rejected material equity as a separate criterion and considered
it too limiting to represent the central basis for lease capitalization by lessees.

74.      Leased property is special purpose to the lessee.  The Board rejected this criterion for two reasons.  First,
"special purpose property" is a relative concept that is hard to define objectively.  Second, the fact that the
leased property is special purpose does not, of itself, evidence a transfer of substantially all of the benefits and
risks of asset ownership.  Although it is expected that most lessors would lease special purpose property only
under terms that transfer substantially all of those benefits and risks to the lessee, nothing in the nature of
special purpose property necessarily entails such lease terms.  The Board concluded that, if the lease, in fact,
contains such terms, it is likely that one or more of the adopted criteria in paragraph 7 would be met.

75.      Lease term is substantially equal to the estimated useful life of the property.  This criterion was modified
as adopted in criterion (c) of paragraph 7 as follows:

The lease term (as defined in paragraph 5(f)) is equal to 75 percent or more of the estimated economic
life of the leased property (as defined in paragraph 5(g)).

In the Board's view, the fact that the lease term need be for only 75 percent of the economic life of the property
is not inconsistent with the concept discussed in paragraph 60 for the following reasons:

Although the lease term may represent only 75 percent of the economic life of the property in terms of
years, the lessee can normally expect to receive significantly more than 75 percent of the total economic
benefit to be derived from the use of the property over its life span.  This is due to the fact that new
equipment, reflecting later technology and in prime condition, can be assumed to be more efficient, and
hence yield proportionately more use benefit, than old equipment which has been subject to
obsolescence and the wearing-out process.  Moreover, that portion of use benefit remaining in the
equipment after the lease term, in terms of the dollar value that may be estimated for it, when discounted
to present worth, would represent a still smaller percentage of the value of the property at inception.

As a result of comments received in response to the second Exposure Draft, the following qualification has been
added to paragraph 7(c):
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However, if the beginning of the lease term falls within the last 25 percent of the total estimated
economic life of the leased property, including earlier years of use, this criterion shall not be used for
purposes of classifying the lease.

The Board found persuasive the argument that it would be inconsistent to require that a lease covering the last
few years of an asset's life be recorded as a capital lease by the lessee and as a sales-type or direct financing
lease by the lessor when a lease of the asset for a similar period earlier in its life would have been classified as
an operating lease.  Without the above qualification, in the case of a tank car having an estimated economic life
of 25 years and placed under five successive 5-year leases, the first four leases would be classified as operating
leases under this criterion and the last lease would be classified as a capital lease.  The Board considered such a
result illogical.

76.      Lessee pays costs normally incident to ownership.  This criterion was rejected by the Board since it can
be presumed that, one way or another, the lessee bears the costs of ownership in virtually all lease agreements.

77.      Lessee guarantees the lessor's debt with respect to the leased property.  The Board concluded that this
criterion does not necessarily evidence a lease that transfers substantially all of the benefits and risks of property
ownership; the amount guaranteed may represent only a portion of the fair value of the property.  When there is
a guarantee, the Board believes it likely that the lessee will have protected his interest through other features in
the agreement that may meet one or more of the adopted criteria stated in paragraph 7.  In this regard, any
periods covered by renewal options in which a lessee guarantee is expected to be outstanding are to be included
in the lease term, as provided by paragraph 5(f), and the corresponding renewal rentals are to be included in
minimum lease payments, as provided by paragraph 5(j).  Thus, such periods would be recognized in applying
criterion 7(c) to the property's economic life, and both the periods and the corresponding rentals would be
recognized in applying the 90 percent recovery criterion (paragraph 7(d)).

78.      Lessee treats the lease as a purchase for tax purposes.  The Board rejected this criterion.  There are many
instances in which tax and financial accounting treatments diverge, and the question of a possible need for
conformity between them is beyond the scope of this Statement.

79.      Lease is between related parties.  The Board did not consider this criterion as suitable, in itself, for
determining lease classification.  Leases between related parties are discussed in paragraphs 29-31.

80.      Lease passes usual risks and rewards to lessee.  The Board considered this to be a concept rather than a
criterion.  It is closely related to the basic concept underlying the conclusions of this Statement, described in
paragraph 60.

81.      Lessee assumes an unconditional liability for lease rentals.  This criterion was rejected by the Board for
the reasons given in paragraph 71.

82.      Lessor lacks independent economic substance.  The Board considered the argument advanced by some
that, if the lessor has no economic substance, the lessor serves merely as a conduit in that the lender looks to the
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lessee for payment and thus, it is asserted, the lessee is, in fact, the real debtor and purchaser.  Whether the
lessee is judged to be a debtor does not, in the Board's view, constitute a suitable criterion for determining lease
classification for the reasons expressed in paragraph 71.  The Board finds unpersuasive the argument that the
lessee's accounting for a leasing transaction should be determined by the economic condition of an unrelated 30

lessor.  If a lease qualifies as an operating lease because it does not meet the criteria in paragraph 7, the Board
finds no justification for requiring that it be accounted for as a capital lease by the lessee simply because an
unrelated lessor lacks independent economic substance.  In such a case, it probably means that someone else,
presumably the lender, is in substance the lessor, but this circumstance, per se, should not alter the lessee's
accounting.  Accordingly, the Board rejected this criterion.  

83.      Residual value at end of lease is expected to be nominal.  Some respondents recommended that such a
criterion, if adopted, should be based on the present value of the residual, which, because of the long-term
nature of many leases, would represent a much smaller percentage of asset value at inception than the
undiscounted residual value.  However, other respondents who favored the addition of a recovery criterion based
on the relationship of the present value of the lease payments to the fair value of the leased property argued that
a criterion based on residual value would be redundant in that it would essentially measure the complement of
that relationship.  Since, for the reasons set forth in paragraph 84 below, the Board favored the recovery
criterion, it was adopted in lieu of a criterion based on residual values.

84.      Lease agreement provides that the lessor will recover his investment plus a fair return (a) guaranteed by
the lessee or (b) not so guaranteed.  A variation of this criterion was adopted as criterion (d) of paragraph 7.  In
the form adopted, the criterion is met when the present value of the minimum lease payments, defined in
paragraph 5(j), excluding executory costs, equals or exceeds 90 percent of the excess of the fair value of the
leased property, defined in paragraph 5(c), to the lessor at the inception of the lease over any related investment
tax credit retained by the lessor and expected to be realized by him.  The Board concluded that if the present
value of the contractual receipts of the lessor provide for recovery of substantially all (defined as 90 percent or
more) of his net investment in the fair value of the leased asset, the lessor has transferred substantially all of the
benefits and risks of asset ownership.  Likewise, if the present value of the lessee's lease obligations provide for
that degree of recovery by the lessor, the conclusion was that the lessee has acquired those benefits and risks.
Some respondents pointed out that a recovery criterion more clearly evidences the transfer of risks than of
benefits since a substantial residual value may revert to the lessor at the end of the lease term.  However, the
Board concluded that, in leases meeting the recovery criterion, the residual amount, when discounted to its
present value at the inception of the lease, is likely to represent only a small percentage of the fair value of the
property.  For the reasons cited above, the Board adopted a criterion based on recovery of substantially all
(defined as 90 percent or more) of the fair value of the leased property.  A lessee guarantee of recovery to the
lessor is recognized through inclusion in the definition of minimum lease payments.  Thus, such guarantees are
taken into account in the application of the 90 percent recovery criterion.  As a result of comments received in
response to the second Exposure Draft, the following qualification has been added to paragraph 7(d):

However, if the beginning of the lease term falls within the last 25 percent of the total estimated
economic life of the leased property, including earlier years of use, this criterion shall not be used for
purposes of classifying the lease.

Page 34



Copyright © 1976, Financial Accounting Standards Board                                                                                                                                            Not for redistribution

The above qualification is the same as that added to criterion 7(c) and the reasons are the same as those
discussed in paragraph 75.

85.      Lessee has the option at any time to purchase the asset for the lessor's unrecovered investment.  The
Board concluded that the existence of a purchase option is significant only if it is a bargain purchase option as
defined in paragraph 5(d) and as adopted in paragraph 7(b); otherwise, there is no presumption that the lessee
will exercise the option.  Accordingly, the Board rejected this criterion.

86.      Lease agreement is noncancelable for a "long term." This criterion was rejected by the Board in favor of
criterion (c) of paragraph 7.

87.      Lease transfers title (ownership) to the lessee by the end of the lease term.  This criterion was adopted by
the Board as criterion (a) of paragraph 7.  Such a provision effectively transfers all of the benefits and risks of
ownership and, thus, the criterion is consistent with the concept discussed in paragraph 60.

88.      Lease provides for a bargain purchase or a renewal option at bargain rates.  The existence of a bargain
purchase option was adopted by the Board as criterion (b) of paragraph 7.  Such a provision effectively transfers
all of the benefits and risks of ownership and, thus, the criterion is consistent with the concept discussed in
paragraph 60.  The period covered by a bargain renewal option is included in the lease term, as defined in
paragraph 5(f), and the option rentals are included in minimum lease payments, as defined in paragraph 5(j).
Thus, a bargain renewal option enters into the determination of whether the lease meets either criterion (c) or
criterion (d) of paragraph 7.  Accordingly, the Board rejected the existence of a bargain renewal option as a
separate criterion.

89.      Collection of the rentals called for by the lease is reasonably assured.  This criterion relates only to
lessors.  It has been restated as follows and adopted by the Board as a necessary criterion (paragraph 8(a)):
"Collectibility of the minimum lease payments is reasonably predictable." The wording change reflects the
Board's view that lessors should not be precluded from classifying leases as direct financing or sales-type leases,
when they meet one of the criteria for such classification in paragraph 7, if losses are reasonably predictable
based on experience with groups of similar receivables.  When other than normal credit risks are involved in a
leasing transaction, it was the Board's conclusion that collectibility is not reasonably predictable and
classification as a sales-type or direct financing lease, in such cases, is therefore not appropriate.

90.      No important uncertainties surround costs yet to be incurred by lessor.  The matter of uncertainties
surrounding future costs was dealt with in the Discussion Memorandum as one of the risks of ownership
relevant to the classification of leases by lessors.  This criterion is essentially equivalent to one of the criteria set
forth in APB Opinion No. 27, paragraph 4, as a requirement for treating a lease by a manufacturer or dealer
lessor as a sale.  In adopting this as a necessary criterion, the Board believes that if future unreimbursable costs
to be incurred by the lessor under the lease are not reasonably predictable, the risks under the lease transaction
may be so great that it should be accounted for as an operating lease instead of as a sales-type or direct financing
lease.  
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Accounting by Lessees

91.      APB Opinion No. 5, paragraph 15, prescribed accounting for leases that were to be capitalized as "in
substance installment purchases" as follows:

      Leases which are clearly in substance installment purchases of property . . . should be
recorded as purchases.  The property and the obligation should be stated in the balance sheet at
an appropriate discounted amount of future payments under the lease agreement. . . .  The method
of amortizing the amount of the asset to income should be appropriate to the nature and use of
the asset and should be chosen without reference to the period over which the related obligation
is discharged.  

As stated in paragraph 60, the concept underlying this Statement is that a lease that transfers substantially all of
the benefits and risks incident to the ownership of property should be accounted for as the acquisition of an asset
and the incurrence of an obligation by the lessee, and as a sale or financing by the lessor.  The concept for
capitalization by the lessee of only those leases that are "in substance installment purchases" was rejected by the
Board as too limiting a basis for lease capitalization (see paragraph 69).

92.      Despite this difference in the concept for capitalization, the Board viewed the accounting prescribed by
APB Opinion No. 5 for capitalized leases as generally appropriate.  While respondents expressed varying
opinions as to the characteristics of leases that should be capitalized, there was little opposition to the method of
accounting for such leases prescribed by APB Opinion No. 5.  The accounting provisions of this Statement
applicable to lessees, with the exceptions noted below, generally follow that Opinion; however, these provisions
are more specific with respect to implementation.

93.      With respect to the rate of interest to be used in determining the present value of the minimum lease
payments for recording the asset and obligation under a capital lease, the Board concluded the rate should
generally be that which the lessee would have incurred to borrow for a similar term the funds necessary to
purchase the leased asset (the lessee's incremental borrowing rate).  An exception to that general rule occurs
when (a) it is practicable for the lessee to ascertain the implicit rate computed by the lessor and (b) that rate is
less than the lessee's incremental borrowing rate; if both of those conditions are met, the lessee shall use the
implicit rate.  However, if the present value of the minimum lease payments, using the appropriate rate, exceeds
the fair value of the leased property at the inception of the lease, the amount recorded as the asset and obligation
shall be the fair value.  A number of respondents pointed out that in many instances, the lessee does not know
the implicit rate as computed by the lessor.  Also, since the implicit rate is affected by the lessor's estimate of the
residual value of the leased property in which the lessee will usually have no interest, and may also be affected
by other factors extraneous to the lessee, it may, if higher than the lessee's incremental borrowing rate, produce a
result that is less representative of the transfer of use benefit to the lessee than would be obtained from use of
the lessee's incremental borrowing rate.  For those reasons, the Board concluded that the lessee's use of the
implicit rate for discounting purposes should be limited to circumstances in which he is able to ascertain that
rate, as computed by the lessor, and it is less than his incremental borrowing rate.  In the revised Exposure Draft,
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the Board had defined this rate as that which "the lessee would have incurred to borrow the funds necessary to
buy the leased asset on a secured loan with repayment terms similar to the payment schedule called for in the
lease." A number of respondents objected to this definition pointing out that they would not have financed the
asset on a secured loan basis and, hence, would be unable to determine such a theoretical rate.  Those
respondents suggested that the definition be revised to allow the lessee to use a rate consistent with the type of
financing that would have been used in the particular circumstances.  The Board found merit in those
suggestions because it intended that the rate should be both determinable and reasonable.  The definition of the
lessee's incremental borrowing rate has been revised accordingly.  Some respondents pointed out that the use of
the lessee's incremental rate, however determined, would in some cases produce an amount to be capitalized that
would be greater than the known fair value of the leased asset.  It was suggested that in such cases the amount to
be capitalized be limited to the fair value.  The Board agreed with that recommendation.

94.      The method of amortization of the capitalized asset prescribed in this Statement (see paragraph 11)
differs from that called for in APB Opinion No. 5 in that, except for those leases that meet criterion 7(a) or 7(b),
the period of amortization is limited to the lease term.  APB Opinion No. 5 did not so limit the period of
amortization since the leases to be capitalized were those that were considered "in substance installment
purchases." The Board concluded that, for leases which are capitalized under criterion 7(c) or 7(d) of this
Statement, the amortization period should be the lease term.  It is presumed for accounting purposes that, in
such leases, the lessee's period of use of the asset will end at the expiration of the lease term.

95.      Some respondents asked for clarification and more specific treatment in the Statement with respect to the
accounting to be followed in connection with the situations referred to in paragraph 9 having to do with changes
in lease provisions that would have resulted in a different classification of the lease at its inception and renewals
and extensions of existing leases.  The clarification requested has been incorporated in paragraph 14.
Additionally, respondents asked for clarification with respect to the accounting to be followed when a guarantee
or penalty provision in a lease is rendered inoperative by a renewal or extension.  That clarification has been
provided in paragraph 12.  

Disclosure by Lessees

96.      Users of financial statements have indicated a strong desire for disclosure by lessees of information
concerning leasing transactions whether leases are capitalized or not.  In some cases, the information desired
was similar to that now provided in accordance with APB Opinion No. 31 or SEC Accounting Series Release
No. 147.  However, some respondents objected to the requirement to disclose future minimum rental payments
by periods beyond the next succeeding five years.  It was contended that any such projections are apt to be
misleading since the accumulating effect of new leases and lease renewals on future payments in those periods
is not reflected.  In addition, some users and many other respondents opposed requiring disclosure of the
estimated effect on net income had certain leases been capitalized.  The Board agreed with both of those views
except that during the transition period until full retroactive application of this Statement is required, the Board
decided that the disclosure called for in paragraph 50 is needed by users of financial statements pending
retroactive application.  The Board concluded that the disclosures called for in paragraph 16(a) with respect to
capital leases would provide information helpful to users of financial statements in assessing the financial
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condition and results of operations of lessees.  In the Board's view, such disclosures are consistent with the
information presently required to be disclosed with respect to owned property and to long-term obligations in
general.  The Board further concluded that users' assessments would be facilitated by the disclosures called for
in paragraphs 16(b) and 16(c) with respect to operating leases.  The requirement to disclose information
concerning commitments for rental payments under operating leases during the succeeding five years is
consistent with the similar requirement for capital leases.  

Accounting by Lessors

97.      As stated in paragraph 61, the concept underlying the accounting for leases by lessors in this Statement is
essentially the same as the concept embodied in APB Opinions No. 7 and 27; that is, a lease that transfers
substantially all of the benefits and risks incident to the ownership of property should be accounted for as a sale
or financing by the lessor.  Accordingly, the accounting provisions of this Statement applicable to lessors, with
the principal exceptions noted below, generally follow those of the two APB Opinions.

98.      In computing the manufacturer's or dealer's profit on a sales-type lease, the cost of the property leased will
be reduced by the present value of the estimated residual value.  This represents a liberalization of the
provisions of APB Opinion No. 27, which did not permit recognition of any residual value in determining
manufacturer's or dealer's profit.  Some respondents favored continuing the provisions of Opinion 27 in this
regard.  Others believed that the present value of the residual should be recognized in profit determination and
that the accounting for the financing element of a leasing transaction should be essentially the same in a
sales-type lease as in a direct financing lease.  The Board agreed with this latter view and concluded that the
difference between the estimated residual and its present value should be included in unearned income and
recognized in income over the lease term.

99.      This Statement calls for the estimated residual value, along with rentals and other minimum lease
payments receivable, to be included in the balance sheet presentation of the investment in sales-type and in
direct financing leases.  Under APB Opinion No. 7, the estimated residual value was to be included with
property, plant, and equipment.  Several respondents contended that inclusion of the residual with depreciable
assets of the lessor would blur the distinction between property on lease and property used in the lessor's internal
operations.  Others pointed out that, in the vast majority of leases, the estimated residual value is realized by a
sale or re-lease of the property and, for that reason, the residual should be looked upon as a last payment similar
to the minimum lease payments.  In addition, it was contended, presentation of the estimated residual value as
part of the lease investment rather than as part of property, plant, and equipment is necessary to portray the
proper relationship between the gross investment in leases and the related unearned income, since a portion of
the unearned income relates to the residual value.  The Board agreed with those views.

100.    This Statement requires that the selling price in a sales-type lease be determined by computing the present
value of payments required under the lease.  In this respect, it follows Opinion 27.  However, this Statement is
more specific than Opinion 27 in identifying the payments that are to be included in the computation, and it
requires use of the rate of interest implicit in the lease for discounting instead of an interest rate determined in
accordance with the provisions of APB Opinion No. 21, as called for by Opinion 27.  Use of the latter rate was
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rejected by the Board on the grounds that it would yield an amount to be recorded as the sales price that would
be at variance with the known fair value of the leased asset (after adjusting that price for the present value of any
investment tax credit or residual retained).

101.    This Statement requires different treatment of initial direct costs (see paragraph 5(m)) as between
sales-type leases and direct financing and leveraged leases.  In the case of sales-type leases, initial direct costs
are to be charged against income of the period in which the sale is recorded, which is consistent with the general
practice of accounting for similar costs incurred in connection with installment sales on the basis that such costs
are incurred primarily to produce sales revenue.  In this respect, the Statement follows APB Opinion No. 27,
which, although not mentioning initial direct costs specifically, in paragraph 6 called for estimated "future costs"
related to leases accounted for as sales to be charged to income of the period in which the sale is recorded.  The
second Exposure Draft called for initial direct costs incurred in connection with direct financing leases to be
accounted for in the manner that APB Opinion No. 7, paragraph 11, described as preferred, that is, to be deferred
and allocated to future periods in which the related financing income is reported.  This requirement recognized
that, unlike the initial direct costs in sales-type leases, such costs in direct financing leases are not primarily
related to income of the period in which the costs are incurred.  A number of respondents objected to the
deferral of initial direct costs incurred in connection with direct financing leases because it is at variance with
predominant industry practice and would, it was reported, necessitate a major revision of existing record
systems and computer programs with no appreciable effect on net income over the lease term.  The predominant
industry practice as cited by those respondents consists of expensing such costs as incurred and recognizing as
income in the same period a portion of unearned income equal to the amount of the costs expensed.  It was
pointed out that this method produces essentially the same income effect as if the initial direct costs were
deferred and amortized separately, as was called for by the revised Exposure Draft, or as if these costs were
charged to unearned income, as is called for in the case of leveraged leases.  The Board accepted this
recommendation for practical considerations and has revised the accounting prescribed for initial direct costs
incurred in connection with direct financing leases accordingly.  In the case of leveraged leases, the accounting
for initial direct costs is consistent with the central concept underlying the accounting for leveraged leases by the
investment with separate phases method, that concept being that the net income should be recognized at a level
rate of return on the investment in the lease in the years in which the investment is positive.

102.    As was the case with lessee accounting, respondents requested clarification and more specific guidance as
to the accounting to be followed by lessors with respect to the situations referred to in paragraph 95.  The
requested guidance for lessor accounting for those situations has been provided in paragraphs 17(e) and 17(f).
In addition, respondents objected to the provisions of the revised Exposure Draft allowing, in some instances,
gain to be recognized immediately on renewals or extensions of sales-type or direct financing leases.  Those
who objected contended that gain recognition in those circumstances was equivalent to allowing upward
revisions of residual value estimates, a practice specifically prohibited in the Statement.  The Board found those
objections persuasive and, accordingly, revised the accounting for renewals or extensions of sales-type or direct
financing leases to prohibit immediate recognition of gain.

Disclosure by Lessors
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103.    A number of those respondents who addressed the question of what information should be disclosed by
lessors thought that the disclosures called for by APB Opinion No. 7 were adequate.  Some, however, thought
there should be consistency, where relevant, between the disclosure requirements for lessors and those for
lessees and noted that disclosure requirements for lessees had been recently made more extensive by APB
Opinion No. 31 and SEC Accounting Series Release No. 147.  The Board agreed with this latter view.  As in the
case of lessees, the Board believes that the information required to be disclosed by paragraph 23 will be helpful
to users of financial statements in assessing the financial condition and results of operations of lessors.  Several
respondents to the second Exposure Draft objected to the limitation of lessor disclosure requirements to those
lessors for which leasing is the predominant activity.  It was contended that the disclosures should be required
whenever leasing is a significant part of the lessor's business activities rather than only when leasing is
predominant.  Other respondents thought that a single test of predominance based on revenues was
inappropriate and pointed to the difference in the nature of lease rentals as compared to sales revenue of a
manufacturing concern.  It was recommended that significance be determined in terms of revenue, net income,
or assets as separate indicators.  The Board found merit in these recommendations and revised the disclosure
limitation accordingly.

104.    Some respondents recommended the elimination of the requirement in the Exposure Drafts that the cost
or carrying amount of property on operating leases and that of property held for lease be separately disclosed.
They contended that in companies having thousands of operating leases it would be difficult, if not impossible,
to make such a split.  Since the information would be based on one particular point in time, it may well be
unrepresentative.  The Board found those arguments persuasive and believes, moreover, that a better indication
of the productivity of property on or held for lease is its relationship to the minimum future rentals by years and
in the aggregate from noncancelable operating leases, which latter information is required by the Statement.  

Leases Involving Real Estate

105.    The second Exposure Draft provided that criteria 7(c) and 7(d) were not applicable to leases of land and
that, unless criterion 7(a) or 7(b) was met, leases of land should be accounted for as operating leases.  In a lease
involving both land and building, if the land element represented 15 percent or more of the total fair value of the
leased property, the land and building elements of the lease were required to be separated and each classified
and accounted for as if it were a separate lease.  Some respondents objected to this, contending that the recovery
criterion, 7(d), should be applicable to land leases the same as to other leases.  Others objected to the required
separate treatment of the land and building elements in a lease involving both, contending that the property
should be classified and accounted for as a unit and that to require separation would be inconsistent with the
economic substance of the transaction.  Some, particularly in the case of retail leases, cited the difficulties and
cost involved in separating the land and building elements for companies with large numbers of such leases.
They recommended that separation not be required and that all such leases be classified as operating leases.
However, if separation were to continue to be required, some suggested that the 15 percent limitation be raised
to permit treating as a unit a greater number of leases in which land would still not represent a major element.
The Board's conclusion that, unless criterion 7(a) or 7(b) was met, leases of land should be classified as
operating leases is based on the concept that such leases do not transfer substantially all the benefits and risks of
ownership.  Land normally does not depreciate in value over time, and rental payments for the use of land are
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not predicated on compensation for depreciation plus interest, as is the case with leases of depreciable assets,
but are in the nature of interest only or, as some may prefer to say, interest plus whatever additional profit
element may be included.  The requirement for separation of the land and building elements in a lease involving
both is based on this distinction.  The Board found merit, however, in the recommendation that the 15 percent
limitation be raised in order to reduce the practical problems involved in separating the land and building
elements for large numbers of leases.  The Board concluded that the 15 percent limitation established in the
second Exposure Draft should accordingly be raised to 25 percent.

106.    A number of respondents pointed out that leases of facilities such as airport and bus terminals and port
facilities from governmental units or authorities contain features that render the criteria of paragraph 7
inappropriate for classifying such leases.  Leases of such facilities do not transfer ownership or contain bargain
purchase options.  By virtue of its power to abandon a facility during the term of a lease, the governmental body
can effectively control the lessee's continued use of the property for its intended purpose, thus making its
economic life essentially indeterminate.  Finally, since neither the leased property nor equivalent property is
available for sale, a meaningful fair value cannot be determined, thereby invalidating the 90 percent recovery
criterion.  For those reasons, the Board concluded that such leases shall be classified as operating leases by both
the lessee and lessor.  

Sale-Leaseback Transactions

107.    Of those respondents who addressed the issues of accounting for sale-leaseback transactions, opinions
were divided between those who favored (a) treatment as a single transaction with deferral of profit on the sale
and (b) treatment as two independent transactions unless the lease meets criteria for capitalization by the lessee.
Generally, those favoring treatment as a single transaction would make certain exceptions, such as "leasebacks
to accommodate a short-term property requirement of the seller" and "leasebacks of only a relatively small part
of the property sold." The Board noted that most sale-leasebacks are entered into as a means of financing, for
tax reasons, or both and that the terms of the sale and the terms of the leaseback are usually negotiated as a
package.  Because of this interdependence of terms, no means could be identified for separating the sale and the
leaseback that would be both practicable and objective.  For that reason, the Board concluded that the present
general requirement that gains and losses on sale-leaseback transactions be deferred and amortized should be
retained.  An exception to that requirement arises when the fair value of the property at the time of the
transaction is less than its undepreciated cost.  In that case, the Board decided that the loss should be recognized
up to the amount of the difference between the undepreciated cost and fair value.  

Accounting for Leveraged Leases by Lessors

108.    The first issue concerning leveraged leases in the Discussion Memorandum asked whether leveraged
leases are unique in the sense that special standards are required to recognize their economic nature.  The
affirmative responses to this issue generally gave as reasons the arguments stated in the Discussion
Memorandum.  The essence of those arguments is that the combination of nonrecourse financing and a cash
flow pattern that typically enables the lessor to recover his investment in the early years of the lease and
thereafter affords him the temporary use of funds from which additional income can be derived produces a
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unique economic effect.  Those respondents who did not agree that leveraged leases are unique generally cited
the contra argument in the Discussion Memorandum, namely, that each of the attributes of leveraged leases that
serve to support the uniqueness claim has its counterpart in other types of business transactions.  Information
communicated by respondents, as well as that obtained through staff investigation, indicates that the use of a
variety of accounting methods for leveraged leases has grown rapidly.  The methods in use generally
correspond, although frequently with variations, to those illustrated in the Discussion Memorandum.  The Board
noted with concern the increasing disparity in practice in accounting for leveraged leases.  Despite the fact that
each of the attributes of a leveraged lease is found in other types of transactions, the Board believes that in a
leveraged lease those attributes are combined in a manner that produces an overall economic effect that is
distinct from that of other transactions.  Accordingly, the Board concluded that a leveraged lease, as defined in
paragraph 42, should be accounted for in a manner that recognizes this overall economic effect.  However, the
Board emphasizes that the qualification "as defined in paragraph 42" is an important one since the term
"leveraged lease" is used by some respondents to refer to any lease involving nonrecourse debt.  There is further
discussion of this distinction in paragraph 110.

109.      The Discussion Memorandum described and illustrated four different methods of accounting for
leveraged leases.  Three of those methods are designed to recognize what their adherents see as the economic
effect of a leveraged lease, while the other method, the ordinary financing lease method, is that presently
prescribed for financing leases by APB Opinion No. 7.  The Board's conclusions and the reasons therefor
concerning the four methods are as follows:

a.      The ordinary financing lease method.  This accounting method makes no distinction between a leveraged
lease and an ordinary two-party financing lease.  Even though the debt is nonrecourse to the lessor and the
lessor has no claim on the debt service payments, the transaction is recorded "gross" with the lessor's
investment based on the present value of the gross rentals plus the residual value as prescribed by APB
Opinion No. 7.  In fact, however, the lessor's real investment is not a function of the amount of the future
rental payments, which amount represents neither the funds he has at risk nor the asset from which he
derives earnings.  Further, no recognition is given to the separate investment phases of a leveraged lease as
defined in paragraph 42.  This method was rejected by the Board because it is incompatible with the
essential features of the transaction.

b.      The three-party financing lease method.  This method does reflect the three-party nature of the transaction
in that the lessor's investment is recorded net of the nonrecourse debt, and rental receipts are reduced by the
debt service payments.  However, it gives no recognition to the fact that a leveraged lease has separate
investment phases, which is one of the characteristics included in the definition (see paragraph 42(d)).  The
lessor's unrecovered investment balance declines during the early years of a leveraged lease from the strong
cash inflow in that period.  Typically, the cumulative cash inflow during the early years exceeds the
investment, producing a negative investment balance during the middle years.  The investment returns to a
positive balance again in the later years as funds are reinvested and then goes to zero with realization of the
residual value at the termination of the lease.  This pattern of cash flow results from the fact that income tax
reductions from the investment tax credit, accelerated depreciation, and greater interest deductions in earlier
years are replaced by additional income taxes in the later years after the investment tax credit has been
utilized and as tax benefits from depreciation and interest diminish.  By ignoring these separate investment
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phases, the three-party financing method shows a gradually declining investment balance throughout the
years of the lease, with income recognized at a level rate of return on the declining balance.  The Board
believes that the accounting treatment for a leveraged lease should reflect these separate investment phases,
which have different economic effects, and should provide for the recognition of income in appropriate
relation to them.  To do otherwise, in the Board's view, is to negate the reason for having a separate standard
for leveraged leases, that reason being that leveraged leases have a distinct combination of economic
features that sets them apart from ordinary financing leases.  While the three-party financing lease method
reflects the three-party nature of the transaction, it fails to recognize the other economic features referred to
above; as a consequence, it produces results that are inconsistent with the manner in which the
lessor-investor views the transaction.  For those reasons, the Board rejected the three-party financing lease
method.

c.      The investment with separate phases method.  This method recognizes the separate investment phases and
the reversing cash flow pattern of a leveraged lease.  By recognizing income at a level rate of return on net
investment in the years in which the net investment is positive, it associates the income with the
unrecovered balance of the earning asset in a manner consistent with the investor's view of the transaction.
In the middle years of the lease term, the investment balance is generally negative, indicating that the lessor
has not only recovered his initial investment but has the temporary use of funds that will be reinvested in
the later years.  The earnings on these temporary funds are reflected in income as and if they occur in the
years in which the investment is negative.  The income that is recognized at a level rate of return in the
years in which the net investment balance is positive consists only of the so-called "primary" earnings from
the lease, as distinct from the earnings on temporary funds to be reinvested, sometimes referred to as
"secondary" earnings.  The lessor-investor looks upon these secondary earnings from the temporarily held
funds as one of the economic benefits inherent in the transaction.  The integral investment method
discussed in (d) below allocates both the primary and secondary earnings to annual income on a level rate
of return basis.  It is asserted by some that because of this feature, the integral investment method is more
consistent with the manner in which the lessor-investor views the transaction.  However, this feature
involves estimation of the secondary earnings and recognition of a substantial portion of them in advance of
their occurrence, which the Board did not favor for reasons stated below in the discussion of the integral
investment method.  The Board believes that secondary earnings should be recognized in income only as
they occur (in the negative investment years), and that this treatment, coupled with the recognition of
primary earnings in the positive investment years, appropriately portrays the economic effects of the
separate investment phases.  Accordingly, the Board concluded that the investment with separate phases
method as prescribed in paragraphs 43-47 is the appropriate method for accounting for leveraged leases.

d.      The integral investment method.  Several variations of the method illustrated in Schedule 7, page 126, of
the Discussion Memorandum were suggested by respondents who supported its concept.  That concept
looks upon the earnings from the use of temporarily held funds (discussed in (c) above) as constituting an
integral part of the lease income, rather than as secondary earnings to be accounted for as they occur (the
treatment called for in the separate phases method).  Advocates of the integral method point out that the
equity participant (lessor) in a leveraged lease is actually buying a series of cash flows consisting not only
of the equity portion of the rental payments, the investment tax credit and other tax benefits, and the amount
to be realized from the sale of the residual, but also including the earnings to be obtained from the use of
temporarily held funds.  Failure to include the latter in the calculation and recognition of lease income, in
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their view, understates lease income and is inconsistent with the manner in which the lessor-investor views
the transaction.  In considering these arguments, the Board noted (1) that the earnings in question, in effect,
represent an estimate of interest expected to be earned (or interest cost to be saved) in future years through
the application of the temporarily held funds; (2) although these earnings will not be realized until future
years, their inclusion in lease income under the integral investment method would result in their recognition
in substantial amounts beginning with the first year of the lease; and (3) the actual occurrence and amount
of those earnings cannot be verified because this would involve tracing the source of specific investment
dollars, generally acknowledged to be impractical.  The Board noted further that the other cash flows that
constitute the source of the primary earnings, with the exception of the residual value, are either contractual
or based on existing tax law and thus provide a firmer basis for income recognition than the secondary
earnings.  Admittedly, there is uncertainty involved in the estimate of residual value to be realized;
however, the Board noted that recognition of residual value is consistent with the accounting prescribed for
ordinary financing leases, whereas the anticipation of future interest on funds expected to be held
temporarily has no support in present generally accepted accounting principles.  For the foregoing reasons,
the Board rejected the integral investment method.

110.    Some respondents who objected to the inclusion of paragraph 42(d) in the definition of a leveraged lease
argued that leveraged leases can have a variety of rental payment arrangements, some of which would not
produce the separate investment phases specified as part of the definition, but that, nevertheless, such leases
should be accorded the accounting method prescribed in the Statement.  The Board did not agree with this view,
since the method prescribed is designed to recognize the unique economic aspects of the separate investment
phases.  It concluded that leases not having this characteristic should not be accounted for as leveraged leases
and that the presence of nonrecourse debt in a leasing transaction is not by itself justification for special
accounting treatment.  Nonrecourse debt occurs in many types of transactions other than leases and, as discussed
in paragraph 108, it is only the combination of attributes, not the presence of nonrecourse debt alone, that
produces an overall economic effect that is distinct from that of other transactions.

111.    Some have contended that the inclusion of deferred taxes in the determination of the lessor's unrecovered
investment is what gives rise to the separate investment phases, which is then used to justify the Board's
adoption of the separate phases method and its rejection of the three-party financing method.  The Board
believes that the essential difference between the three-party financing method and the separate phases method
is that the latter method closely follows the cash flow of the transaction, whereas the former does not.  The
three-party financing method portrays a gradually declining investment balance over the entire lease term, thus
failing to recognize the short-term nature of the lessor's initial investment, which is typically recovered through
the cash flow in the early years of the lease.  That this early cash flow comes in large part from tax benefits does
not alter the fact that the lessor has recovered his investment and is then provided with the temporary use of
funds by which additional income can be generated.  It is this feature which provides much of the incentive for
the lessor to enter into the transaction in the first place and, in fact, without those tax benefits some leveraged
leases would yield negative results.  The Board concluded that leveraged leases should be accounted for in a
manner that recognizes this cash flow pattern, both in determining the lessor's unrecovered investment balance
and in the allocation of income relating to it.  The assertion by some that the separate phases method results in
an unwarranted "front ending" of income, in the Board's view, fails to take into account that the economic
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benefits of the transaction are themselves "front-ended," as has been described above.  It is precisely this feature
and the lack of recognition given it by the three-party financing method that caused the Board to reject that
method.

112.    A number of respondents to the second Exposure Draft objected to the exclusion of the 90 percent
recovery criterion, 7(d), in determining whether or not a lease meets the requirement of paragraph 42(a) as part
of the definition of a leveraged lease.  These respondents pointed out that the majority of leveraged leases would
not meet any of the other criteria of paragraph 7 and that, if criterion 7(d) was not to be applicable, few leases
would meet the definition of a leveraged lease.  They took exception to the Board's reasons for having excluded
criterion 7(d) as expressed in the second Exposure Draft.  In their view, the determination of whether the lease
would qualify as a direct financing lease, as required by paragraph 42(a), should be made in the same manner as
with any other lease and that the presence of nonrecourse debt should thus not enter into such determination.
The Board agreed with this reasoning and has changed the requirement of paragraph 42(a) accordingly.

113.    Some respondents asked that the Board reconsider its decision reflected in the second Exposure Draft that
leases meeting the definition of sales-type leases should not be accounted for as leveraged leases.  The argument
was advanced that manufacturers and dealers often engaged in leasing transactions that, except for the exclusion
of sales-type leases, would otherwise meet the definition of a leveraged lease as set forth in paragraph 42.
Specifically, it was asked why should not a manufacturer record manufacturing profit for a sales-type lease and
then also account for it as a leveraged lease, if it otherwise meets the definition?  In the Board's view, the
recognition of manufacturing profit by the lessor at the beginning of the lease is incompatible with the concept
underlying the accounting method prescribed by this Statement for leveraged leases.  As stated in paragraph
109(c), that method recognizes income at a level rate of return on the lessor's net investment in the years in
which the net investment is positive.  The annual cash flow is thus allocated between that portion recognized as
income and that applied as a reduction of net investment.  Net investment at any point is considered to represent
the lessor's unrecovered investment.  If manufacturing profit is recognized at the beginning of the lease, an
element of the overall profit in the transaction has been abstracted at the outset, thus changing the pattern of
income recognition contemplated.  The lessor's investment as recorded after recognition of manufacturing profit
would not represent his unrecovered investment.  That fact plus the deferral of income taxes related to the
manufacturing profit recognized would alter both the investment base and the income to be allocated, thus
departing from the cash flow concept on which the prescribed method is based.  For these reasons, the Board did
not accept the recommendation.

114.      For much the same reason, the Board concluded that if the investment tax credit is accounted for other
than as described in paragraphs 43 and 44, the leveraged lease should not be accounted for by the investment
with separate phases method but, instead, by the method prescribed for a direct financing lease.  Accounting for
the credit other than as prescribed by the investment with separate phases method would abstract an important
element of the overall profit in the transaction, thereby changing the lessor's net investment and the pattern of
income recognition contemplated by the investment with separate phases method and thus, in the Board's view,
rendering the use of that method inappropriate.  

Effective Date and Transition
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115.      The Board considered three methods of transition in the application of the Statement:

a.      Retroactive application with restatement of prior period financial statements
b.      Retroactive application without restatement
c.      Prospective application 

The first alternative maximizes comparability of a company's financial statements with those of other companies
and with its own statements for prior periods.  However, respondents expressed concern that it would require
the accumulation of a considerable amount of information about existing and expired leases and that some
companies might have problems relating to restrictive covenants in loan indentures and other contracts.  In
addition, it requires estimates that in some cases would be made with after-the-fact knowledge.  The second
alternative reduces the problem of data accumulation but at the cost of impairing interperiod comparability of a
company's financial statements before and after the date of retroactive application.  Depending on the particular
circumstances, it may or may not mitigate the possible problems relating to loan indenture covenants.  The third
alternative avoids most of the problems of the other two but would result in noncomparability of financial
statements, both as among different companies and those of the same company for different periods, for years in
the future.

116.    While the majority of respondents favored prospective application, others strongly urged that the
Statement be applied retroactively with restatement.  The long period of time that would ensue before
comparability would be achieved was given as the prime reason by those advocating retroactivity.  Some
preparers, on the other hand, cited problems involving loan indenture restrictions should the Statement require
retroactive application.  Some companies with large numbers of leases stated in their responses that the task of
gathering the necessary data for retroactive application would be onerous as well as time consuming for existing
leases, and that it would be more difficult, if not impossible, to obtain the information on expired leases
necessary for restatement.

117.    Included in the responses was the suggestion that a transition period be established during which
companies would be given time both for the purpose of accumulating the necessary data for retroactive
application and for taking steps toward resolving problems that might arise in connection with restrictive clauses
in loan indentures or other agreements.

118.    In considering these conflicting recommendations, the Board was sympathetic to the problems of data
accumulation for companies with large numbers of leases and to the problems that some companies believe
might be associated with indenture restrictions.  On the other hand, the objections raised, particularly by users of
financial statements, to the long period of noncomparability of financial statements that would be entailed by
prospective application concerned the Board.  The Board concluded that the use of a transition period at the end
of which full retroactive application would be required would best meet the needs of users while at the same
time giving significant recognition to the problems referred to by preparers.

119.    The procedure adopted by the Board calls for immediate prospective application of the Statement (see
paragraph 48), with retroactive restatement required after a four-year transition period (see paragraph 49).  Thus,
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companies that might have problems arising from loan indenture restrictions are given at least four full years in
which, depending on the nature of the restrictions, resolution of such problems may be possible.  Further,
restatement is required for periods beginning before December 31, 1976 only to the extent that it is practicable
(see paragraph 51), in recognition of the fact that some companies may be unable to obtain or reconstruct the
necessary information about leases expiring in prior years.  Finally, interim disclosures (see paragraph 50) are
called for to facilitate comparability before retroactive application of the Statement is required; however, since
the Board recognizes that the accumulation of information to make such disclosures may require time,
companies are given at least one full year before such disclosure is called for.  Although the Board recognizes
that the period of time provided for transition will not completely eliminate the problems of retroactive
restatement, it believes that those problems will be alleviated under the method outlined above and that the
benefit to be gained through comparability of financial statements is substantial.

120.    Upon consideration of the relevant circumstances, the Board concluded that the interests of users of
financial statements would be best served by making the statement effective for leasing transactions and lease
agreement revisions entered into on or after January 1, 1977, as provided by paragraph 48.

Appendix C:  ILLUSTRATIONS OF ACCOUNTING BY LESSEES AND LESSORS

121.    This Appendix contains the following schedules illustrating the accounting requirements of this
Statement as applied to a particular example (an automobile lease):

1.      Lease example—terms and assumptions, Schedule 1
2.      Computation of minimum lease payments (lessee and lessor)and lessor's computation of rate of interest

implicit in the lease, Schedule 2
3.      Classification of the lease, Schedule 3
4.      Journal entries for the first month of the lease as well as for the disposition of the leased property at the end

of the lease term, Schedule 4

SCHEDULE 1
Lease Example

Terms and Assumptions

Lessor's cost of the leased  property (automobile)         $5,000
Fair value of the leased property at inception of the  lease (1/1/77)         $5,000
Estimated economic life of the leased property         5 years

Lease terms and assumptions: The lease has a fixed noncancelable term of 30 months, with a rental of
$135 payable at the beginning of each month.  The lessee guarantees the residual value at the end of
the 30-month lease term in the amount of $2,000.  The lessee is to receive any excess of sales price of
property over the guaranteed amount at the end of the lease term.  The lessee pays executory costs.
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The lease is renewable periodically based on a schedule of rentals and guarantees of the residual
values decreasing over time.  The rentals specified are deemed to be fair rentals (as distinct from
bargain rentals), and the guarantees of the residual are expected to approximate realizable values.  No
investment tax credit is available.

The residual value at the end of the lease term is estimated to be $2,000.  The lessee depreciates his owned
automobiles on a straight-line basis.  The lessee's incremental borrowing rate is 10 1/2% per year.
There were no initial direct costs of negotiating and closing the transaction.  At the end of the lease
term the asset is sold for $2,100. 

SCHEDULE 2
Computation of Minimum Lease Payments (Lessee and Lessor)

            In accordance with paragraph 5(j), minimum lease payments for both the lessee and lessor are computed
as follows:

    
Minimum rental payments over the lease term ($135 X 30 months)         $4,050
Lessee guarantee of the residual value at the end of the lease term           2,000
Total minimum lease payments         $6,050

Lessor's Computation of Rate of Interest
Implicit in the Lease

In accordance with paragraph 5(k), the interest rate implicit in the lease is that rate implicit in the recovery of the
fair value of the property at the inception of the lease ($5,000) through the minimum lease payments (30
monthly payments of $135 and the lessee's guarantee of the residual value in the amount of $2,000 at the end of
the lease term).  That rate is 12.036% (1.003% per month).

SCHEDULE 3
Classification of the Lease 

Criteria set
forth

in paragraph

7(a) Not met.  The lease does not transfer ownership of the property to the lessee by the end
of the lease term.

7(b) Not met.  The lease does not contain a bargain purchase option.

7(c) Not met.  The lease term is not equal to 75% or more of the estimated economic life of
the property. (In this case, it represents only 50% of the estimated economic life of the
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the property.  (In this case, it represents only 50% of the estimated economic life of the
property.)

7(d) Met.  In the lessee's case, the present value ($5,120) of the minimum lease payments
using his incremental borrowing rate (10 1/2%) exceeds 90% of the fair value of the
property at the inception of the lease.  (See computation below.) Even if the lessee knows
the implicit rate, he uses his incremental rate because it is lower.  The lessee classifies
the lease as a capital lease.  In the lessor's case, the present value ($5,000) of the
minimum lease payments using the implicit rate also exceeds 90% of the fair value of
the property.  (See computation below.) Having met this criterion and assuming that the
criteria of paragraph 8 are also met, the lessor will classify the lease as a direct
financing lease (as opposed to a sales-type lease) because the cost and fair value of the
asset are the same at the inception of the lease.  (See paragraph 6(b)(ii).)

                                               Present Values                      
Lessee's

 computation
using his Lessor's computation

incremental using the implicit
borrowing rate interest rate

of 10 1/2% of 12.036%
 (.875% per month) * (1.003% per month)

Minimum lease payments:
    Rental payments                   $3,580                   $3,517
    Residual guarantee by lessee                     1,540                     1,483
        Total                   $5,120                   $5,000

Fair value of the property at inception of
  the lease                   $5,000                   $5,000
Minimum lease payments as a percentage 
  of fair value                     102%

 
                    100%

______________
*In this case, the lessee's incremental borrowing rate is used because it is lower than the implicit rate.  (See paragraph 7(d)).

SCHEDULE 4
Journal Entries for the First Month of the Lease as Well as for the
Disposition of the Leased Property at the End of the Lease Term

First Month of the Lease

LESSEE
1/1/77 Leased property under capital leases     5,000
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    Obligations under capital leases     5,000
        To record capital lease at the fair value of the property.  (Since the
        present value of the minimum lease payments using the lessee's 
        incremental borrowing rate as the discount rate (see paragraph 7(d)
        for selection of rate to be used) is greater than  the fair value of
        the property, the lessee capitalizes only the fair value of the property.
        (See paragraph 10.))

1/1/77 Obligations under capital leases         135
    Cash         135
        To record first month's rental payment

1/31/77 Interest expense           49
    Accrued interest on obligations under capital leases     49*
        To recognize interest expense for the first month of the lease.  
        Obligation balance outstanding during month $4,865 ($5,000 - $135) ×
        1.003% (rate implicit in the liquidation of the $5,000 obligation 
        through (a) 30 monthly payments of $135 made at the beginning of
        each month and (b) a $2,000 guarantee of the residual value at the
        end of 30 months) = $49.   (See paragraph 12.)

1/31/77 Depreciation expense         100
    Leased property under capital leases        100
        To record first month's depreciation on a straight-line basis over 30
        months to a salvage value of $2,000, which is the estimated residual
        value to the lessee. (See paragraph 11(b.))

___________________
*In accordance with paragraph 12, the February 1, 1977 rental payment of $135 will be allocated as follows:  $86 (principal reduction)
against obligations under capital leases and $49 against accrued interest on obligations under capital leases.

LESSOR
1/1/77 Minimum lease payments receivable     6,050

    Automobile     5,000
    Unearned income     1,050
        To record lessor's investment in the direct financing lease. 
        (See paragraphs 18(a) and (b).)

1/1/77 Cash         135
    Minimum lease payments receivable         135
        To record receipt of first month's rental payment under the lease.

1/31/77 Unearned income           49
    Earned income           49
        To recognize the portion of unearned income that is earned during 
        the first month of the lease.  Net investment outstanding for month
        $4,865 (gross investment $5,915 ($6,050 - $135) less unearned 
        income ($1,050) x 1.003% (monthly implicit rate in the lease) = $49.
        (See paragraph 18(b).)

Disposition of Asset for $2,100
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LESSEE
7/1/79 Cash        100

Obligations under capital leases     1,980
Accrued interest on obligations under capital leases          20
    Leased property under capital leases     2,000
    Gain on disposition of leased property         100
        To record the liquidation of the obligations under capital leases and 
        receipt of cash in excess of the residual guarantee through the sale 
        of the leased property.

LESSOR
7/1/79 Cash     2,000

    Minimum lease payments receivable     2,000
        To record the receipt of the amount of the lessee's guarantee.

Note to Disposition of Asset

      Had the lessee elected at July 1, 1979 to renew the lease, it would render inoperative the guarantee as of that
date.  For that reason, the renewal would not be treated as a new agreement, as would otherwise be the case
under paragraph 9, but would instead be accounted for as provided in paragraph 12.  The lessee would
accordingly adjust the remaining balances of the asset and obligation from the original lease, which at June 30,
1979 were equal, by an amount equal to the difference between the present value of the future minimum lease
payments under the revised agreement and the remaining balance of the obligation.  The present value of the
future minimum lease payments would be computed using the rate of interest used to record the lease initially.
    From the lessor's standpoint, the revised agreement would be accounted for in accordance with paragraph
17(e).  Accordingly, the remaining balance of minimum lease payments receivable would be adjusted to the
amount of the payments called for by the revised agreement, and the adjustment would be credited to unearned
income. 

Appendix D:  ILLUSTRATIONS OF DISCLOSURE BY LESSEES AND LESSORS

122.  This Appendix illustrates one way of meeting the disclosure requirements of this Statement, except for
those relating to leveraged leases which are illustrated in Appendix E.  The illustrations do not encompass all
types of leasing arrangements for which disclosures are required.  For convenience, the illustrations have been
constructed as if the Statement had been in effect in prior years.

LESSEE'S DISCLOSURE

Company X
BALANCE SHEET
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ASSETS LIABILITIES
 December 31, December 31,

1976 1975 1976 1975
Leased property
under capital
leases, less
accumulated
amortization
(Note 2)

XXX XXX

Current:
   Obligations
   under capital
   leases (Note 2)

Noncurrent:
   Obligations
   under capital
   leases (Note 2)

XXX

XXX

XXX

XXX

Footnotes appear below.
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FOOTNOTES

Note 1—Description of Leasing Arrangements

The Company conducts a major part of its operations from leased facilities which include a manufacturing plant,
4 warehouses, and 26 stores.  The plant lease, which is for 40 years expiring in 1999, is classified as a capital
lease.  The warehouses are under operating leases that expire over the next 7 years.  Most of the leases of store
facilities are classified as capital leases.  All of the leases of store facilities expire over the next 15 years.

Most of the operating leases for warehouses and store facilities contain one of the following options: (a) the
Company can, after the initial lease term, purchase the property at the then fair value of the property or (b) the
Company can, at the end of the initial lease term, renew its lease at the then fair rental value for periods of 5 to
10 years.  These options enable the Company to retain use of facilities in desirable operating areas.  The rental
payments under a store facility lease are based on a minimum rental plus a percentage of the store's sales in
excess of stipulated amounts.  Portions of store space and warehouse space are sublet under leases expiring
during the next 5 years.

In addition, the Company leases transportation equipment (principally trucks) and data processing equipment
under operating leases expiring during the next 3 years.

In most cases, management expects that in the normal course of business, leases will be renewed or replaced by
other leases.

The plant lease prohibits the Company from entering into future lease agreements if, as a result of new lease
agreements, aggregate annual rentals under all leases will exceed $XXX.

Note 2—Capital Leases

The following is an analysis of the leased property under capital leases by major classes:

Asset Balances at

                     December 31,__          

Classes of Property               1976           1975

Manufacturing plant           $XXX         $XXX

Store facilities              XXX           XXX

Other              XXX          XXX

Less:  Accumulated amortization             (XXX)         (XXX)

          $XXX         $XXX

The following is a schedule by years of future minimum lease payments under capital leases together with the present
value of the net minimum lease payments as of December 31, 1976:
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Year ending December 31:

      1977           $XXX

      1978             XXX

      1979             XXX

      1980             XXX

      1981             XXX

      Later years            XXX

Total minimum lease payments 1             XXX

Less:  Amount representing estimated executory costs (such as taxes, maintenance, and
    insurance), including profit thereon, included in total minimum lease payments            (XXX)

Net minimum lease payments             XXX

Less:  Amount representing interest 2            (XXX)

Present value of net minimum lease payments 3         $ XXX

_______________
1Minimum payments have not been reduced by minimum sublease rentals of $XXX due in the future under noncancelable subleases.
They also do not include contingent rentals which may be paid under certain store leases on the basis of a percentage of sales in excess
of stipulated amounts.  Contingent rentals amounted to $XXX in 1976 and $XXX in 1975.
2Amount necessary to reduce net minimum lease payments to present value calculated at the Company's incremental borrowing rate at
the inception of the leases.
3Reflected in the balance sheet as current and noncurrent obligations under capital leases of $XXX and $XXX, respectively. 

Note 3—Operating Leases

The following is a schedule by years of future minimum rental payments required under operating leases that
have initial or remaining noncancelable lease terms in excess of one year as of December 31, 1976:

              Year ending December 31:
                  1977       $XXX
                  1978         XXX
                  1979         XXX
                  1980         XXX
                  1981         XXX
                  Later years        XXX
              Total minimum payments required*       $XXX

The following schedule shows the composition of total rental expense for all operating leases except those with
terms of a month or less that were not renewed:

Year ending December 31

          1976       1975
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              Minimum rentals         $XXX     $XXX

              Contingent rentals           XXX       XXX

              Less:  Sublease rentals           (XXX)       (XXX)

        $XXX     $XXX

______________
*Minimum payments have not been reduced by minimum sublease rentals of $XXX due in the future under noncancelable subleases.

LESSOR'S DISCLOSURE (Other Than for Leveraged Leases)

Company X
BALANCE SHEET

 December 31,

ASSETS         1976       1975

Current assets:

    Net investment in direct financing and sales-type leases (Note 2)       XXX     XXX

Noncurrent assets:

    Net investment in direct financing and sales-type leases (Note 2)       XXX     XXX

    Property on operating leases and property held for leases (net of
      accumulated depreciation of $XXX and $XXX for 1976 and 1975,
      respectively)   (Note 3)       XXX     XXX

Footnotes appear below.

FOOTNOTES

Note 1—Description of Leasing Arrangements

The Company's leasing operations consist principally of the leasing of various types of heavy construction and
mining equipment, data processing equipment, and transportation equipment.  With the exception of the leases
of transportation equipment, the bulk of the Company's leases are classified as direct financing leases.  The
construction equipment and mining equipment leases expire over the next ten years and the data processing
equipment leases expire over the next eight years.  Transportation equipment (principally trucks) is leased under
operating leases that expire during the next three years.

Note 2—Net Investment in Direct Financing and Sales-Type Leases

The following lists the components of the net investment in direct financing and sales-type leases as of
December 31:
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1976 1975

Total minimum lease payments to be received *     $ XXX     $ XXX

Less:  Amounts representing estimated executory costs (such as taxes, 
  maintenance, and insurance), including profit thereon, included in total
  minimum lease payments        (XXX)        (XXX)

Minimum lease payments receivable         XXX         XXX

Less:  Allowance for uncollectibles        (XXX)        (XXX)

Net minimum lease payments receivable        XXX         XXX

Estimated residual values of leased property (unguaranteed)         XXX         XXX

Less:  Unearned income      (XXX)        (XXX)

Net investment in direct financing and sales-type leases     $ XXX     $ XXX
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____________________
*Minimum lease payments do not include contingent rentals which may be received under certain leases of data processing equipment
on the basis of hours of use in excess of stipulated minimums.  Contingent rentals amounted to $XXX in 1976 and $XXX in 1975.  At
December 31, 1976, minimum lease payments for each of the five succeeding fiscal years are as follows:  $XXX in 1977, $XXX in
1978, $XXX in 1979, $XXX in 1980, and $XXX in 1981.

Note 3—Property on Operating Leases and Property Held for Lease

The following schedule provides an analysis of the Company's investment in property on operating leases and
property held for lease by major classes as of December 31, 1976:

              Construction equipment     $ XXX

              Mining equipment         XXX

              Data processing equipment         XXX

              Transportation equipment         XXX

              Other         XXX

        XXX

              Less:  Accumulated depreciation        (XXX)

    $ XXX

Note 4—Rentals under Operating Leases

The following is a schedule by years of minimum future rentals on noncancelable operating leases as of
December 31, 1976:

              Year ending December 31:

                  1977         $XXX

                  1978           XXX

                  1979           XXX

                  1980           XXX

                  1981           XXX

                  Later years          XXX

              Total minimum future rentals *         $XXX

*This amount does not include contingent rentals which may be received under certain leases of data processing equipment on the
basis of hours of use in excess of stipulated minimums.  Contingent rentals amounted to $XXX in 1976 and $XXX in 1975.

Appendix E:  ILLUSTRATIONS OF ACCOUNTING AND FINANCIAL STATEMENT
PRESENTATION FOR LEVERAGED LEASES
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123.  This Appendix illustrates the accounting requirements of this Statement and one way of meeting its
disclosure requirements as applied to a leveraged lease.  The illustrations do not encompass all circumstances
that may arise in connection with leveraged leases; rather, the illustrations are based on a single example of a
leveraged lease, the terms and assumptions for which are stated in Schedule 1.  The elements of accounting and
reporting illustrated for this example of a leveraged lease are as follows:

a.      Leveraged lease example—terms and assumptions, Schedule 1
b.      Cash flow analysis by years, Schedule 2  
c.      Allocation of annual cash flow to investment and income, Schedule 3
d.      Journal entries for lessor's initial investment and first year of operation, Schedule 4
e.      Financial statements including footnotes at end of second year
f.      Accounting for a revision in the estimated residual value of the leased asset assumed to occur in the

eleventh year of the lease (from $200,000 to $120,000):
i.      Revised allocation of annual cash flow to investment and income, Schedule 5
ii.      Balances in investment accounts at beginning of the eleventh year before revised estimate, Schedule 6
iii.    Journal entries, Schedule 7
iv.    Adjustment of investment accounts, Schedule 8

SCHEDULE 1
Leveraged Lease Example
Terms and Assumptions

Cost of leased asset
  (equipment) $1,000,000.

Lease term 15 years, dating from January 1, 1975

Lease rental payments $90,000 per year (payable last day of each year)

Residual value $200,000 estimated to be realized one year after lease termination.
In the eleventh year of the lease the estimate is reduced to 120,000

Financing:

    Equity investment by lessor $400,000.

Long-term nonrecourse debt $600,000, bearing interest at 9% and repayable in annual installments (on
 last day of each year) of $74,435.30

Depreciation allowable to lessor 
  for income tax purposes

Seven-year ADR life using double-declining-balance method for the
first two years (with the half-year convention election applied in the
first year) and sum-of-years digits method for remaining life,
depreciated to $100,000 salvage value
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Lessor's income tax rate
  (federal and state)

50.4% (assumed to continue in existence throughout the term of the lease)

Investment tax credit 10% of equipment cost or $100,000 (realized by the lessor on last day
of first year of lease)

Initial direct costs For simplicity, initial direct costs have not been included in the illustration
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SCHEDULE 2
Cash Flow Analysis by Years

1 2 3 4 5 6 7 8 9
Gross lease Income tax Annual
rentals and  Depreciation Loan Taxable credits Loan Investment cash flow

Year 
residual 

value
(for income tax

purposes)
interest

payments
income (loss)
(col. 1– 2 – 3)

(charges)
(col. 4 × × × × 50.4%)

principal
payments

tax credit
realized

(col. 1– 3 +
5 – 6 + 7)

Cumulative
cash flow

 Initial
investment —                   —             —                   —                     —             —               —     $(400,000)      (400,000)

1      $ 90,000       $ 142,857   $ 54,000     $(106,857)           $ 53,856   $ 20,435     $100,000         169,42     (230,579)
2       90,000         244,898       52,161       (207,059)           104,358       22,274               —       119,923     (110,656)
3         90,000         187,075       50,156       (147,231)             74,204       24,279               —         89,769       (20,887)
4         90,000         153,061       47,971       (111,032)              55,960       26,464               —         71,525         50,638
5        90,000         119,048       45,589         (74,637)             37,617       28,846               —         53,182       103,820
6        90,000           53,061       42,993           (6,054)               3,051       31,442               —         18,616       122,436
7        90,000                   —       40,163         49,837             (25,118)       34,272               —           (9,553)       112,883
8         90,000                   —       37,079         52,921             (26,672)       37,357               —         (11,108)       101,775
9         90,000                   —       33,717          56,283             (28,367)     40,719               —          (12,803)        88,972

10         90,000                   —       30,052          59,948             (30,214)       44,383               —         (14,649)         74,323
11         90,000                   —       26,058          63,942             (32,227)      48,378               —         (16,663)         57,660
12        90,000                   —      21,704         68,296             (34,421)      52,732               —         (18,857)         38,803
13        90,000                   —       16,957         73,043             (36,813)       57,478               —         (21,248)         17,555
14        90,000                   —       11,785         78,215             (39,420)       62,651               —         (23,856)         (6,301)
15         90,000                   —       6,145         83,855             (42,263)      68,290               —         (26,698)       (32,999)
16       200,000          100,000             —        100,000            (50,400)             —               —       149,600      116,601

Totals $1,550,000     $1,000,000  $516,530     $   33,470         $ (16,869)   $600,000     $100,000     $116,601
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SCHEDULE 3
Allocation of Annual Cash Flow to Investment and Income

            
1 2 3 4 5 6 7

                              Annual Cash Flow                                                             Components of Income 2                        
Lessor's net Total

investment at (from Allocated Allocated Tax effect Investment

Year 
beginning

of year
(Schedule 2

col. 8)
to

investment
to

income 1
Pretax
income

of pretax
income

tax 
credit

1          $400,000        $169,421         $134,833         $ 34,588           $ 9,929           $ (5,004)          $ 29,663
2           265,167         119,923             96,994           22,929               6,582             (3,317)              19,664
3           168,173           89,769              75,227           14,542               4,174             (2,104)             12,472
4             92,946            71,525             63,488              8,037              2,307             (1,163)               6,893
5              29,458           53,182             50,635             2,547                 731                 (368)               2,184
6             (21,177)           18,616             18,616   — — — —
7             (39,793)             (9,553)              (9,553)   — — — —
8             (30,240)           (11,108)             (11,108)   — — — —
9             (19,132)           (12,803)             (12,803)   — — — —

10               (6,329)           (14,649)             (14,649)   — — — —
11               8,320           (16,663)             (17,382)                  719                 206   (104)                   617
12             25,702           (18,857)             (21,079)               2,222                 637   (321)               1,906
13             46,781           (21,248)             (25,293)               4,045               1,161   (585)               3,469
14             72,074           (23,856)             (30,088)               6,232               1,789   (902)               5,345
15           102,162           (26,698)             (35,532)               8,834               2,536   (1,278)                7,576
16            137,694         149,600            137,694            11,906              3,418              (1,723)              10,211

Totals       $516,601         $400,000         $116,601           $33,470         $(16,869)         $100,000

________________________
1Lease income is recognized as 8.647% of the unrecovered investment at the beginning of each year in which the net investment is positive.  The rate is that rate which when
applied to the net investment in the years in which the net investment is positive will distribute the net income (net cash flow) to those years.  The rate for allocation used in this
Schedule is calculated by a trial and error process.  The allocation is calculated based upon an initial estimate of the rate as a starting point.  If the total thus allocated to income
(column 4) differs under the estimated rate from the net cash flow (Schedule 2, column 8) the estimated rate is increased or decreased, as appropriate, to derive a revised allocation.
This process is repeated until a rate is selected which develops a total amount allocated to income that is precisely equal to the net cash flow.  As a practical matter, a computer
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program is used to calculate Schedule 3 under successive iterations until the correct rate is determined.
2Each component is allocated among the years of positive net investment in proportion to the allocation of net income in column 4.
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SCHEDULE 4
Illustrative Journal Entries for Year Ending December 31, 1975

Lessor's Initial Investment

Rentals receivable (Schedule 2, total of column 1 less residual value, less totals 
  of columns 3 and 6)

    233,470

Investment tax credit receivable (Schedule 2, column 7)     100,000

Estimated residual value (Schedule 1)     200,000

    Unearned and deferred income (Schedule 3, totals of columns 5 and 7)     133,470

    Cash     400,000

Record lessor's initial investment

First Year of Operation

    Journal Entry 1

Cash       15,565

    Rentals receivable (Schedule 2, column 1 less columns 3 and 6)       15,565

Collection of first year's net rental

    Journal Entry 2

Cash *     100,000

    Investment tax credit receivable (Schedule 2, column 7)     100,000

Receipt of investment tax credit

    Journal Entry 3

Unearned and deferred income        9,929

    Income from leveraged leases (Schedule 3, column 5)         9,929

Recognition of first year's portion of pretax income allocated in the same 
  proportion as the allocation of total income,

    Journal Entry 4

Unearned and deferred income       29,663

    Investment tax credit recognized (Schedule 3, column 7)       29,663
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Recognition of first year's portion of investment tax credit allocated in the same
  proportion as the allocation of total income, 

    Journal Entry 5

Cash (Schedule 2, column 5)*       53,856

Income tax expense (Schedule 3, column 6)         5,004

    Deferred taxes       58,860

To record receipt of first year's tax credit
  from lease operation, to charge income tax
  expense for  tax effect of pretax accounting
  income, and to recognize as deferred taxes the
  tax effect of the difference between  pretax
  accounting income and the tax loss for the year,
  calculated as follows:

Tax loss (Schedule 2, column 4)                                                            $(106,857)

Pretax accounting income                                                                             9,929

Difference                                                                                              $(116,786)

Deferred taxes ($116,786 × 50.4%)                                                        $   58,860

_______________
*Receipts of the investment tax credit and other tax benefits are shown as cash receipts for simplicity only.  Those receipts probably
would not be in the form of immediate cash inflow.  Instead, they likely would be in the form of reduced payments of taxes on other
income of the lessor or on the combined income of the lessor and other entities whose operations are joined with the lessor's operations
in a consolidated tax return.

ILLUSTRATIVE PARTIAL FINANCIAL STATEMENTS
INCLUDING FOOTNOTES

BALANCE SHEET

ASSETS LIABILITIES

December 31, December 31,

1976 1975 1976 1975

Investment in leveraged Deferred taxes arising from

  leases     $334,708     $324,027   leveraged leases     $166,535   $58,860

INCOME STATEMENT
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(Ignoring all income and expense items other than those relating to leveraged leasing)

 1976  1975
Income from leveraged leases     $ 6,582     $ 9,929
Income before taxes and investment tax credit         6,582         9,929
Less:  Income tax expense *       (3,317)       (5,004)

        3,265         4,925
Investment tax credit recognized *       19,664       29,663
Net income     $22,929     $34,588

Footnotes appear below.
_______________________
*These two items may be netted for purposes of presentation in the income statement, provided that the separate amounts are disclosed
in a note to the financial statements.

FOOTNOTES

Investment in Leveraged Leases

The Company is the lessor in a leveraged lease agreement entered into in 1975 under which mining equipment
having an estimated economic life of 18 years was leased for a term of 15 years.  The Company's equity
investment represented 40 percent of the purchase price; the remaining 60 percent was furnished by third-party
financing in the form of long-term debt that provides for no recourse against the Company and is secured by a
first lien on the property.  At the end of the lease term, the equipment is turned back to the Company.  The
residual value at that time is estimated to be 20 percent of cost.  For federal income tax purposes, the Company
receives the investment tax credit and has the benefit of tax deductions for depreciation on the entire leased
asset and for interest on the long-term debt.  Since during the early years of the lease those deductions exceed
the lease rental income, substantial excess deductions are available to be applied against the Company's other
income.  In the later years of the lease, rental income will exceed the deductions and taxes will be payable.
Deferred taxes are provided to reflect this reversal.

The Company's net investment in leveraged leases is composed of the following elements:

December 31

  1976            1975  

Rentals receivable (net of principal and interest on the nonrecourse debt)     $ 202,340     $217,905

Estimated residual value of leased assets       200,000       200,000

Less:  Unearned and deferred income        (67,632)        (93,878)

Investment in leveraged leases       334,708       324,027

Less:  Deferred taxes arising from leveraged leases       (166,535)        (58,860)
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Net investment in leveraged leases     $ 168,173     $265,167
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SCHEDULE 5
Allocation of Annual Cash Flow to Investment and Income

Revised to Include New Residual Value

1 2 3 4 5 6 7
                            Annual Cash Flow                                                     Components of Income                          

Lessor's net
investment at 

beginning Allocated  Allocated Pretax Tax effect of Investment
Year         of year      Total to investment    to income 1             loss    pretax loss       tax credit      

1       $400,000          $169,421       $142,458          $26,963       $(16,309)       $ 8,220       $ 35,052
2          257,542           119,923         102,563           17,360         (10,501)         5,293           22,568
3        154,979             89,769           79,323           10,446           (6,319)         3,184           13,581
4           75,656             71,525          66,425             5,100           (3,085)           1,555             6,630
5              9,231             53,182           52,560                622               (377)             190               809
6          (43,329)             18,616           18,616 — — — —
7           (61,945)               (9,553)           (9,553) — — — —
8           (52,392)             (11,108)         (11,108) — — — —
9           (41,284)             (12,803)         (12,803) — — — —

            10           (28,481)             (14,649)         (14,649) — — — —
            11           (13,832)             (16,663)         (16,663) — — — —
            12             2,831             (18,857)         (19,048)                 191               (115)               58                248
            13           21,879             (21,248)         (22,723)             1,475               (892)             450             1,917
            14           44,602             (23,856)         (26,862)             3,006           (1,819)             916             3,909
            15           71,464             (26,698)         (31,515)              4,817           (2,914)           1,469             6,262
            16         102,979            109,920       _102,979         __6,941       __(4,199)       __2,116       ___9,024
Totals          $476,921       $400,000         $76,921        $(46,530)       $23,451       $100,000

 ______________
1The revised allocation rate is 6.741%.
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SCHEDULE 6

Balances in Investment Accounts before
Revised Estimate of Residual Value

1 2 3 4 5 6 7
  Unearned & Deferred Income

Net
Investment

Estimated Investment (Col. 1+ 2+3)
Rentals Residual Tax Credit Pretax Income Investment Deferred Less (Col.

Receivable1           Value    Receivable        (Loss)2 Tax Credit 3           Taxes4  4 + 5 + 6)
Initial investment     $233,470 $200,000       $100,000         $33,470       $100,000       $      —       $400,000
Changes in year of

 operation
1       (15,565) —         (100,000)           (9,929)         (29,663)         58,860         (134,833)
2       (15,565) — —           (6,582)         (19,664)       107,675           (96,994)
3       (15,565) — —           (4,174)         (12,472)         76,308           (75,227)
4       (15,565) — —           (2,307)           (6,893)         57,123           (63,488)
5       (15,565) — —             (731)           (2,184)         37,985           (50,635)
6       (15,565) — — — —           3,051           (18,616)
7       (15,565) — — — —       (25,118)             9,553
8       (15,564) — — — —       (26,672)           11,108
9       (15,564) — — — —       (28,367)           12,803

                 10        (15,565)  ____—                  —               —         __ —          (30,214)         _14,649
Balances, beginning 

of eleventh year     $  77,822   $200,000       $    —              $  9,747       $ 29,124     $230,631         $  8,320
     
__________________
1 Schedule 2, column 1, excluding residual value, less columns 3 and 6.
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2 Schedule 3, column 5.
3 Schedule 3, column 7.
4 50.4% of difference between taxable income (loss), Schedule 2, column 4, and pretax accounting income (loss), Schedule 3, column 5.
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SCHEDULE 7
Illustrative Journal Entries

Reduction in Residual Value in Eleventh Year
   

Debit Credit
    Journal Entry 1
Pretax income (or loss)       60,314
Unearned and deferred income       27,450
    Pretax income (loss):
        Balance at end of 10th year           9,747 1

        Revised balance       ( 9,939) 2
        Adjustment      (19,686)
Deferred investment tax credit:
    Balance at end of 10th year        29,124 3

    Revised balance        21,360 4

    Adjustment        (7,764)
Investment tax credit recognized         7,764
Estimated residual value       80,000
To record:
    i.   The cumulative effect on pretax income and the effect on future
         income resulting from the decrease in estimated residual value:
         Reduction in estimated residual value      $ 80,000
         Less portion attributable to future years (unearned and deferred income)       (19,686)
         Cumulative effect (charged against current income)    $ 60,314

    ii.  The cumulative and future effect of the change in allocation of the
         investment tax credit resulting from the reduction in estimated residual
         value

    Journal Entry 2
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y
Deferred taxes        30,398
    Income tax expense       30,398
To recognize deferred taxes for the difference between pretax 
  accounting income (or loss) and taxable income (or loss) for
  the effect of the reduction in estimated residual value.
    Pretax accounting loss per journal entry 1   $(60,314)
    Tax-income (or loss)            —    
    Difference   $(60,314)
    Deferred taxes ($60,314 × 50.4%)   $(30,398)

_______________
1Exhibit 154G, column 4.
2Exhibit 154F, total of column 5 less amounts applicable to the first 10 years.
3Exhibit 154G, column 5.
4Exhibit 154F, total of column 7 less amounts applicable to the first 10 years.
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SCHEDULE 8

Adjustment of Investment Accounts for Revised
Estimate of Residual Value in Eleventh Year

1 2 3 4 5 6
Unearned & Deferred Income

Estimated Net investment
Rentals residual Pretax Investment Deferred (col. 1 + 2) less

receivable        value    income (loss)     tax credit       taxes         (col. 3 + 4 + 5
Balances, beginning of  eleventh year
  (Schedule 6)       $77,822   $200,000

 
      $  9,747       $29,124   $230,631         $  8,320

Adjustment of estimated residual value and
  unearned and deferred income 
  (Schedule 7–journal entry 1) —     (80,000)         (19,686)         (7,764) —           (52,550)
Adjustment of deferred taxes for the
  cumulative effect on pretax accounting
  income (Schedule 7–journal entry 2)         —         —               —            —       (30,398)           30,398
Adjusted balances, beginning   of eleventh
   year     $77,822  $120,000       $ (9,939)       $21,360

 
  $200,233         $(13,832)1

_________________
1 Schedule 5, column 1.
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Footnotes
 
FAS13, Footnote 1--Heat supply (also called "burn-up") contracts usually provide for payments
by the user-lessee based upon nuclear fuel utilization in the period plus a charge for the
unrecovered cost base.  The residual value usually accrues to the lessee, and the lessor furnishes
no service other than the financing.
 
FAS13, Footnote 2--"Fair rental" in this context shall mean the expected rental for equivalent
property under similar terms and conditions.
 
FAS13, Footnote 3--A guarantee by a third party related to the lessee shall be considered a lessee
guarantee.
 
FAS13, Footnote 4--If the guarantor is related to the lessor, the residual value shall be considered
as unguaranteed.
 
FAS13, Footnote 5--See footnote 3.
 
FAS13, Footnote 6--See footnote 3.
 
FAS13, Footnote 7--See footnote 4.

FAS13, Footnote 8--If the lessor is not entitled to any excess of the amount realized on
disposition of the property over a guaranteed amount, no unguaranteed residual value would
accrue to his benefit.

FAS13, Footnote 9--As used here, renewal or extension includes a new lease under which the
lessee continues to use the same property.

FAS13, Footnote 10--See footnote 9.

FAS13, Footnote 11--This is the "interest" method described in the first sentence of paragraph 15
of APB Opinion No. 21, "Interest on Receivables and Payables," and in paragraphs 16 and 17 of
APB Opinion No. 12, "Omnibus Opinion--1967."
 
FAS13, Footnote 12--Residual guarantees and termination penalties that serve to extend the lease
term (as defined in paragraph 5(f)) are excluded from minimum lease payments and are thus
distinguished from those guarantees and penalties referred to in this paragraph.
 
FAS13, Footnote 13--The term "contingent rentals" includes all or any portion of the stipulated
rental that is contingent.
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FAS13, Footnote 14--See footnote 9.

FAS13, Footnote 15--See footnote 9.
 
FAS13, Footnote 16--See footnote 11.
 
FAS13, Footnote 17--See footnote 12.

FAS13, Footnote 18--See footnote 9.
 
FAS13, Footnote 19--See footnote 9.
 
FAS13, Footnote 20--See footnote 9.
 
FAS13, Footnote 21--See footnote 11.
 
FAS13, Footnote 22--See footnote 12.
 
FAS13, Footnote 23--If the leased asset is land only, the amortization shall be on a straight-line
basis over the lease term.

 
FAS13, Footnote 24--It is recognized that the investment tax credit may be accounted for other
than as prescribed in this Statement, as provided by Congress in the Revenue Act of 1971.

FAS13, Footnote 25--The use of the term "years" is not intended to preclude application of the
accounting prescribed in this paragraph to shorter accounting periods.
 
FAS13, Footnote 26--For purposes of this paragraph, net cash receipts shall be gross cash
receipts less gross cash disbursements exclusive of the lessor's initial investment.
 
FAS13, Footnote 27--For purposes of this paragraph, the term "financing party" shall include an
interim lender pending long-term financing.
 
FAS13, Footnote 28--For an enterprise having a fiscal year of 52 or 53 weeks ending in the last
seven days in December or the first seven days in January, references to December 31 in
paragraphs 48-51 shall mean the date in December or January on which the fiscal year ends.
 
FAS13, Footnote 29--Pro forma disclosures required by paragraphs 19(d) and 21 of APB Opinion
No. 20 are not applicable.
 
FAS13, Appendix B, Footnote 30--If the lessee and the lessor are related parties, the provisions
of paragraphs 29-31 apply.
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FAS13, Appendix C, Footnote *--In this case, the lessee's incremental borrowing rate is used
because it is lower than the implicit rate.  (See paragraph 7(d)).
 
Footnote *--In accordance with paragraph 12, the February 1, 1977 rental payment of $135 will
be allocated as follows:  $86 (principal reduction) against obligations under capital leases and
$49 against accrued interest on obligations under capital leases.
 
FAS13, Appendix D, Par. 122 Footnote 1--Minimum payments have not been reduced by
minimum sublease rentals of $XXX due in the future under noncancelable subleases.  They also
do not include contingent rentals which may be paid under certain store leases on the basis of a
percentage of sales in excess of stipulated amounts.  Contingent rentals amounted to $XXX in
1976 and $XXX in 1975.
 
FAS13, Appendix D, Par. 122 Footnote 2--Amount necessary to reduce net minimum lease
payments to present value calculated at the Company's incremental borrowing rate at the
inception of the leases.
 
FAS13, Appendix D, Par. 122 Footnote 3--Reflected in the balance sheet as current and
noncurrent obligations under capital leases of $XXX and $XXX, respectively.
 
FAS13, Appendix D, Footnote *--Minimum payments have not been reduced by minimum
sublease rentals of $XXX due in the future under noncancelable subleases.
 
FAS13, Appendix D, Footnote *--Minimum lease payments do not include contingent rentals
which may be received under certain leases of data processing equipment on the basis of hours of
use in excess of stipulated minimums.  Contingent rentals amounted to $XXX in 1976 and
$XXX in 1975.  At December 31, 1976, minimum lease payments for each of the five succeeding
fiscal years are as follows:  $XXX in 1977, $XXX in 1978, $XXX in 1979, $XXX in 1980, and
$XXX in 1981.

FAS13, Appendix D, Footnote *--This amount does not include contingent rentals which may be
received under certain leases of data processing equipment on the basis of hours of use in excess
of stipulated minimums.  Contingent rentals amounted to $XXX in 1976 and $XXX in 1975.
 
Par. 123 Schedule 3 Footnote 2--Each component is allocated among the years of positive net
investment in proportion to the allocation of net income in column 4.
 
FAS13, Par. 123 Schedule 3 Footnote 1--Lease income is recognized as 8.647% of the
unrecovered investment at the beginning of each year in which the net investment is positive.
The rate is that rate which when applied to the net investment in the years in which the net
investment is positive will distribute the net income (net cash flow) to those years.  The rate for
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allocation used in this Schedule is calculated by a trial and error process.  The allocation is
calculated based upon an initial estimate of the rate as a starting point.  If the total thus allocated
to income (column 4) differs under the estimated rate from the net cash flow (Schedule 2,
column 8) the estimated rate is increased or decreased, as appropriate, to derive a revised
allocation.  This process is repeated until a rate is selected which develops a total amount
allocated to income that is precisely equal to the net cash flow.  As a practical matter, a computer
program is used to calculate Schedule 3 under successive iterations until the correct rate is
determined.
 
FAS13, Appendix E, Footnote *--Receipts of the investment tax credit and other tax benefits are
shown as cash receipts for simplicity only.  Those receipts probably would not be in the form of
immediate cash inflow.  Instead, they likely would be in the form of reduced payments of taxes
on other income of the lessor or on the combined income of the lessor and other entities whose
operations are joined with the lessor's operations in a consolidated tax return.

FAS13, Appendix E, Footnote *--Receipts of the investment tax credit and other tax benefits are
shown as cash receipts for simplicity only.  Those receipts probably would not be in the form of
immediate cash inflow.  Instead, they likely would be in the form of reduced payments of taxes
on other income of the lessor or on the combined income of the lessor and other entities whose
operations are joined with the lessor's operations in a consolidated tax return.

FAS13, Appendix E, Footnote *--These two items may be netted for purposes of presentation in
the income statement, provided that the separate amounts are disclosed in a note to the financial
statements.
 
FAS13, Appendix E, Footnote *--These two items may be netted for purposes of presentation in
the income statement, provided that the separate amounts are disclosed in a note to the financial
statements.

FAS13, Appendix E, Par. 123 Schedule 5 Footnote 1--The revised allocation rate is 6.741%.
 
FAS13, Appendix E, Par. 123 Schedule 6 Footnote 1-- Schedule 2, column 1, excluding residual
value, less columns 3 and 6.
 
FAS13, Appendix E, Par. 123 Schedule 6 Footnote 2-- Schedule 3, column 5.

FAS13, Appendix E, Par. 123 Schedule 6 Footnote 3--Schedule 3, column 7.
 
FAS13, Appendix E, Par. 123 Schedule 6 Footnote 4--50.4% of difference between taxable
income (loss), Schedule 2, column 4, and pretax accounting income (loss), Schedule 3, column 5.

FAS13, Appendix E, Par. 123 Schedule 7 Footnote 1--Schedule 6, column 4.
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FAS13, Appendix E, Par. 123 Schedule 7 Footnote 2--Schedule 5, total of column 5 less amounts
applicable to the first 10 years.
 
FAS13, Appendix E, Par. 123 Schedule 7 Footnote 3--Schedule 6, column 5.
 
FAS13, Appendix E, Par. 123 Schedule 7 Footnote 4--Schedule 5, total of column 7 less amounts
applicable to the first 10 years.

Par. 123 Schedule 8 Footnote 1--Schedule 5, column 1.
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