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ACCOUNTING FOR Clarence W. Houghton
LEVERAGED LEASES Partner, San Francisco Office

Presented before the
Bank Administration Institute,
San Francisco—October 1973

How can you borrow funds at 8 percent, lend them out at 4% percent and
still get a 13 to 16 percent pretax yield on your investment? Sound improba-
ble? To some, maybe, but more and more banks are doing it, and accounting
for the transaction is driving their auditors wild.

It is called leveraged leasing. Although the practice was virtually unheard
of ten years ago, today banks are investing in the neighborhood of $1.3 bil-
lion annually in leveraged leases. Substantially all of the jumbo jets flown by
U.S. airlines are financed by leveraged leases; Anaconda’s new $40 million
aluminum plant is financed by a leveraged lease; there is hardly a major rail-
road in the United States that is not operating railroad cars financed by lever-
aged leases.

Central to all leveraged leases are the tax benefits associated with the
ownership of property, such as the investment tax credit and the right to use
accelerated depreciation. Leveraged leasing allows a company (such as an air-
line) that has more tax shelter than it can use to trade investment tax credit
and accelerated depreciation to a company that needs tax shelter (such as a
bank) for a lower interest rate.

STRUCTURE OF A LEVERAGED LEASE

To understand just how this tradeoff is accomplished, let us look at a typi-
cal leveraged lease transaction. ;

An airline wishes to acquire $1 million of new equipment which it intends
to use for fifteen years. Given the airline’s credit rating and the value of the
collateral, an insurance company agrees to lend approximately 80 percent of
the funds required at an 8 percent interest rate repayable in equal instalments
over fifteen years. The remaining funds would be supplied by the airline with
equity funds—the cost of which undoubtedly would exceed 8 percent. Thus,
were the airline to purchase the equipment itself, its total average cost of
money would exceed 8 percent.
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By purchasing the equipment the airline would receive the right to use ac-
celerated depreciation and investment tax credit. But, because of its many
other capital investments, the airline has more depreciation and investment
credit than it can use. Hence, these tax benefits of property ownership are of
little value to the airline. ' .

This is where the bank comes in. The bank has lots of taxable income. It
needs tax shelter and is willing to pay for it. So the bank says to the airline,
“Let us buy the equipment, and we will lease it to you over fifteen years at a
rental exactly equivalent to what you would have to pay the insurance com-
pany to liquidate their loan.”

For the airline this is obviously a great bargain. Because they no longer
supply any equity funds, their effective interest cost drops to about 4.3 per-
cent. The insurance company is willing to go along. It lends the long-term
funds to the bank instead of the airline. Further, it accepts a pledge of the
airline’s rental payments and the equipment as sole collateral for the loan—
the samie collateral it would have if it had made the loan directly to the air-
line. The bank supplies the equity funds and, as owner of the equipment, is
entitled to receive the associated tax benefits plus any residual value of the
equipment at lease termination.

BENEFITS TO THE INVESTOR

We have now structured a leveraged lease, the significant terms of which

are set forth in Exhibit 1. The question remaining is how good a deal this is
for the bank. The answer to this question lies in an analysis of the cash flows.

These are set forth in Exhibit 2.

Most of the cash flows shown in Exhibit 2 are self-explanatory. The lease
receipts are the airline’s payment to the bank; depreciation is computed over
eleven years as permitted under ADR; loan interest is the 8 percent interest
paid to the insurance company; taxable income or loss is the lease receipt less
interest and depreciation; tax payments at a SO percent rate are one-half the
taxable income or loss; the loan principal payment is the portion of the insur-
ance company loan payment that goes to amortize the loan; and the net cash
flow is the sum of the cash flow amounts—the lease receipt, loan interest, tax
payments and principal payments. ’

The net cash flow column is the item of particular interest to the bank.
This is what the bank will receive for its $213,000 investment. At first glance
it appears that the bank has not fared too well—it has invested $213,382, and
it will receive a total cash return of only $131,691. On the surface the lease
looks like a losing proposition.
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But bankers are far more sophisticated than that. They realize that rate of
return is a function not just of how many dollars but also of when they will
be received. Looking again at the net cash flow column, one can see that
throughout the first eight years of the lease there are significant cash inflows
from tax savings. In fact, by the end of the eighth year these cash inflows
aggregate over $300,000. However, most of this cash must be used to pay
taxes in the last seven years of the lease.

Obviously the bank is not going to let this excess cash just sit in the vault;
it is going to invest it. In fact, the bank really does not have to invest all of
the excess cash inflows; it only needs to invest enough to meet future tax
payments. The rest it can keep as a recovery of its investment and maybe
even a little profit.

The columns headed ‘“Cash Available for Investment and Payment of
Future Taxes” indicate how soon the bank has to start putting aside excess
cash flows in order to liquidate the cash outflows during the last eight years
of the lease. In this example it is assumed that invested funds will generate a 3
percent aftertax rate of return.

Cash flows that can be kept by the bank are shown as ‘“Net Cash Flow to
Investor”—a total of $243,177. Subtracting the original investment of
$213,382, we find that the bank will earn a $29,795 aftertax profit on the

EXHIBIT 1

Structure of Typical Leveraged Lease

Equipment cost: $1,000,000

Lease term: 15 years

Payments: 15 annual in arrears of $91,900

Residual value: $50,000 to be received 6 months after lease
termination

Financing: $213,382 equity and $786, 618 nonrecourse debt

bearing interest at 8% and repayable in 15 equal
annual instalments of $91,900 in arrears

Depreciation: Sum-of-the-years digits over 11 years as permitted
under ADR
Tax rate of lessor: 50%

Lessor’s risk-free
investment
opportunity rate: 3% after tax.



Accounting Principles and Problems

169°I€1$ 81998,  (169°18)$  (T8€°€91)$ T8816S5$ 000°000°1$  00S‘8THI$

000°SZ -0 0002 66661 -0~ i _ 400005 91
(9¥sty) 760°s8 9sTH 760°58 8089 0 006°16 SI
(s6£°6€) 06L°8L S6£°6E 06L°8L OTT‘El 0 00616 12!
(LLY9%) £56°CL LLY'9E €56°TL LY6'81 0 006°16 €1
(sLL€g) 6¥S°L9 SLL'EE 6VS°L9 1SEYT 0" 00616 4!
(L69°€T) 95C9 L69°ET v6€'LY PSE6T TSI°61 00616 11
(sos‘cn) E16°LS S08°€l 019°LT L86°EE £0€°0€ 00616 01
(¥80°'v) £79°€S ¥80°t 891°8 LLT'BE SSP'SH 006°16 6
8LY'S 159°6% (8LY'S) (ss6'01)  6¥TTH 90909 006‘16 8
7681 €L6SY (z68'¥1)  (S8L°6T)  LT6'SY 8SL'SL 00616 L
TL1VT 895°T¥ (iL1've)  (ve'sy)  cecep 606°06 00616 9
€Te'ee yIv'6E (eze'ee)  (999°99)  98%°TS 090901 006°16 S
6SETY S6¥°9€ (6secy)  (LIL'P8)  SO¥'sS YA Y4 006°16 12
98C°1S T6L°€E (982°15)  (1L5°T01)  801°8S £9¢€°9¢€1 00616 €
€I1°09 887 1€ (€11°09)  (LLT'oT1)  219°09 SISIST 006°16 4
88°89 1L68T §  (848°89)8  (S69°LET)S 6T6T9 § 999991 $ 00616 $ I
,000°0L $ - 0
mopq StuawAvg (spunfay) (sso7) Isa23uf uonD12.4daQq s1d1202y] D3 [

Yso) wdourg spupwdoy  swoouy unoy susiq aswaT

19N unoy xpl  2]1quxv] Jo-wng

SISA[eUy JIuouody

64

¢ LI9IHXH



65

Accounting for Leveraged Leases

lOn
LIS€T
$T1°TT
S18°02
085°61
0TH'81
0£€'LT
£0€°91
Seest
LTY'PI
TLSET
L9LTT
z10C1
00€°11
€0L°8C
655°€8
8¢ EP1$
2ounppyg
Juaugsaauy
1N

T8EE1TS  S6L°6TS  LLI'EHTS

LTIS‘€T 8v°1 000°ST
(T6E1) 16€°1

(o1£‘D) 60€°T

(s€z‘D) PETT

(091°1) 6511

(060°1) 680°T

(Lzo'D) 970°1

(896) L96

(806) L06

(ss8) S8

(s08) 08

(ss.) vSL

(TiL) 1L

€OV'LI TI8T 91761

968°¥S LST'S £11°09

£78°65 ST0'6 $  8¥8'89

000°0L $ 0 0000 $
JUUISIAUT %6279 1D dojpsaauy

Jo awoouy 0}

d420002Yy paudnyg MOl Ysv)

01 paIpoojly  MOLJ YSB) JoN

‘uoHBUIUIIG) 2583] 1E JUaWdINDa JO o8BS W0 SP3II0Id,
*SOX B} 2ONPII 0) S|GE[IEAE A[DJBIPAUIWT JIPAID XB) JUIUIISIAU] ,

98+ 11)$

98%° 11§

0 (9ps$Th)
01Ty (S6€£°6€)
sse'sL  (LLY9E)
L8P TIT  (SLL'EE)
1€0°T¥1  (L69°€T)
0€6°6ST  (S08°‘cT)
SL9‘89T  (#80°%)
LTLLOT  8L¥'S
€TSLST  T68PI
LLYV'SET  TLIWT
96011  €T€'€e
16€SL 65SETH
0L0TE $§ 0LOTE $

aounpg (wouf)
Supusy 01 MO
Ysv) asva

SETT
0SET
She'e
1€y
86L‘Y
090°S
7€0°s
9LV
vS1'Y
0€€‘e
79T
9 $

pauipy

Ty
95€°8L
88V 111
TE0 THI
1€6°6S1
9L9891
8TLLIT
$TSLST
8LY'8E1
LLEOTT
16€°SL
0L0CE §

aouvng

1sa4ajuf  Surmuisag

$2xD,J 24niny fo Jusuidng pun
Juagsaauy 10f a|goppay Ysv)

91
S1

-~ o <t
oy v

o—«Nme\ol\ooc\e

D2



66 Accounting Principles and Problems

lease. The calculation in the last three columns of Exhibit 2 shows this to be a
6.29 percent artertax or a 12.58 percent pretax equivalent rate of return—not
too bad when you consider it was accomplished by borrowing funds at 8 per-
cent and lending them out at 4.3 percent.

The last three columns of this exhibit are of particular interest to account-
ants—they show the pattern of earnings and the outstanding investment
throughout the lease. It is particularly interesting to note that except for the
residual, the bank is cashed out of the lease before the end of the fourth year
into the lease. Subsequent earnings represent only the accretion of the re-
sidual value. This phenomenon—long lease term with early lessor payout—is
characteristic of substantially all leveraged leases. It is not only the source of
the lessor’s high rate of return; it is also- the source of the accountants’
dilemma.

But before attempting to account for this transaction, let us look again at
various elements that contribute to the bank’s $29,795 profit. These are sum-
marized in Exhibit 3. As you can see, all of the bank’s investment and profit
is recovered from tax benefits and the residual value of the equipment. The
rent collected from the airline is just sufficient to repay interest and principal
on the insurance company loan.

THE ACCOUNTANTS’ DILEMMA

Now let us take a look at the dilemma facing the accountants in recording
this leveraged lease transaction and in recognizing the income.

Accounting Principles Board Opinion No. 7 sets forth two methods of ac-
counting that may be used by lessors—the financing method and the oper-
ating method. As will be demonstrated, neither of these methods produces a
rational profit recognition pattern when applied to leveraged leases.

Financing Method. The financing method accounts for a lease in much the
same manner as bankers account for discount loans. The excess of the aggre-
gate rental receipts plus the residual over the equipment cost is recorded as
unearned income and is amortized to income in decreasing amounts related to
the unrecovered investment. This method results in recording lease income in
much the same pattern as interest income is recorded on a mortgage loan.
Exhibit 4 shows a summary income statement by year using the financing
method of accounting. Total earned income ($428,500) represents the aggre-
gate lease receivable plus the residual ($1,428,500) less the equipment cost
($1,000,000). Earned income and the investment credit are amortized to in-
come in relation to the declining lease receivable and residual investment. In-
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terest expense is the amount paid the insurance company, and income (loss)
before tax is the difference between total income and interest expense.
Because investment credit income is not taxable, taxes on income are com-
puted on the difference between earned income and interest expense (an
$11,178 loss in year 1) times the assumed 50 percent tax rate.

In this example, the lease itself results in a $11,691 loss. However, you will
recall that the excess cash inflows we set aside to pay future taxes were in-
vested at a 3 percent aftertax rate. Those earnings ($41,486) offset the
$11,691 loss and generate our $29,795 net income.

But accountants are not interested just in the magnitude of profits; they
are equally concerned with the timing of profit recognition. The basic ac-
counting principle underlying the financing method of accounting is that in-
come is reported on a declining basis in relation to the lessor’s declining in-
vestment. This exhibit demonstrates that the recognition of net income has

EXHIBIT 3
Summary of Receipts and Disbursements

Receipts:
Rentals—15 X $91900 .... .. ... ... ... ... $1,378,500
Residual . . ........ .. e 50,000
Tax benefits:
Investment tax credit . . . . . e e 70,000
Taxlossbenefit............. .. .. ... ... ... 81,691
Tax deferral benefit .. ....................... 41,486
Total receipts .. .....cov vt - $1,621,677
Disbursements:
Loanoprincipal . . ... ... .. ... $ 786,618
Loaninterest . ... .... ... 591,882
Total disbursements . . ... ... ... ... ... $1,378,500
Remainder .. ....... ..., 243,177
Less original investment . . ... ........... ... ... .. 213,382

NetProfit .............cc i, $ 29,795
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no relationship to the lessor’s declining investment. Because the earnings from
tax deferral represent a major portion of total lease profits, the pattern of net
income tends to follow the flow of such earnings.

Operating Method. If the financing method is inappropriate for leveraged
lease accounting, the operating method is even worse. Exhibit 5 shows the
pattern of profits that would be produced by the latter method.

Under the operating method, rentals are reported as revenue and the cost
of the equipment is depreciated. In Exhibit 5 the equipment has been depre-
ciated over the lease term on the straight-line method to its $50,000 residual
value. Investment credit has been reported as revenue in the same pattern as
that of the rental receipts. The flow of income under the operating method
bears even less relationship to the outstanding lease investment than under
the financing method.

NET INVESTMENT METHOD

Unfortunately, we have just run out of possible generally accepted ac-
counting methods; there are only two-the financing method and the oper-
ating method. Neither produce results that even approach reasonableness
when viewed in terms of the economic realities of a leveraged lease trans-
action, and therein lies the accountants’ dilemma.

What is needed is an accounting method that reports the income on a pat-
tern consistent with the economic analysis set forth in Exhibit 2. Many
methods have been suggested. I will discuss one of them here—a net invest-
ment method.

Most accountants agree that accounting should reflect the underlying
economics of a transaction. Let us then start by examining just what elements
of our typical leveraged lease comprise the bank’s profit.

Exhibit 6 is a summary of the various elements of lease profits expressed
both in absolute dollars and in present-value dollars based upon the bank’s
rate of return inherent in the transaction (6.29 percent after tax).

This analysis indicates that the lessor is investing in (1) a residual, (2) an
investment tax credit, (3) a tax loss and (4) future tax deferral benefits. The
present value is a function of the timing of the related cash flows. Thus, the
residual has a relatively low present value because it will not be received until
lease termination, some fifteen and a half years hence. On the other hand, the
investment credit can be used to reduce the current tax bill and hence is not
discounted. The timing of the tax benefits is somewhere in between and so

shows a moderate discount.
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Converting the information in Exhibit 6 into an income stream for ac-
counting purposes is probably much easier for a banker than an accountant.
Bankers understand present values and compound interest far better than do
most accountants. But if you will forgive this accountant, he will try to trans-
late bankers’ knowledge into accounting entries.

Exhibit 7 sets forth the lessor’s investment in the leveraged tax lease and a
pattern of profits that conforms to the underlying economic analysis set forth
in Exhibit 2. The bank’s investment has been reduced by the $70,000 invest-
ment tax credit, which is received immediately. Further, the residual and its
related unearned income are shown on an aftertax basis for simplicity of ex-
planation. (In actual practice, such amounts would be reported on a pretax
basis.)

Exhibit 7 demonstrates that each element of the bank’s net investment
yields an aftertax rate of return of approximately 6.29 percent, and the in-

EXHIBIT 6 ‘
Composition of Bank’s Net Income
Unearned
PV at Income
Total Dollars  6.29% (dif}
Rental receipts .............. $1,378,500
Less loan payments:
Principal ........ $786,618
Interest . ........ 591,882 1,378,500
Net cash fromlease ....... -0-
Residual (less 50% tax)® . ...... 25000 § 9,408  $15,592
Investment credit” . .......... 70,000 70,000
Future tax benefits:
Tax loss® ....... 106,691
Tax deferral . .. ... 41,486 148,177 133,974 14,203
Total ................. $ 243,177 $213,382 829,795

2The residual is shown net of tax. The tax loss relating to the other elements of the
lease is therefore $25,000 greater than shown in Exhibit 2.

The investment tax credit is assumed to be immediately available as a reduction of tax
payments.
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come shown for each period is 6.29 percent of the net debit balance in the
various elements comprising the net investment at the beginning of the year.
Income for year 1, for example, is computed as shown in Exhibit 8.

In addition to recording the income amortization entries, a tax loss of
$137,695 was sustained during year 1 (see Exhibit 2). The resulting tax bene-
fit ($68,848) is credited to the loss tax benefit component of the leveraged
lease investment.

You will note. that the net residual component of the lease investment
(i.e., residual less earned residual income) continues to accrete at 6.29 percent
through the sixteenth year, at which point it is sold. However, the net tax
benefits (i.e., deferred tax benefit and tax loss benefit, less the unearned in-
come relating to the tax benefits) earn a 6.29 percent return only so long as
the bank has a net investment in this element of its investment (the tax bene-
fit accounts have a net debit balance). '

By year 3, the bank has recovered all of its net investment in tax benefits.
It then commences to receive the full benefit of the tax deferral (i.e., the net
tax benefits have a credit balance). Normally such tax deferral would be con-

EXHIBIT 8
Calculation of Earnings in Year 1

Residual ... ..... ...t $ 25,000
Unearned residualincome .. .... ... ... ... ... ...... (15,592)
Presentvalue—year O .. ........... ... ... .. ... 9,408
Amortizationrate .. ... .. ... ... e _6.29%
Earned inCome . . ... .. .o iu ittt $ 592
Tax Benefits:
Tax deferral benefit . .. ... ... ... ... .. .. ....... $ 41,486
Tax lossbenefit. ................... e 106,691
Unearned tax benefits .. ....................... (14,203)
Presentvalue—year 1 .. ... ... ... .. ... .. ... ... 133,974
Amortizationrate . .. ... ... ... e - 6.29%
Earnedincome . . ... ... it e 8,433

Total earned income. . . . .. e $ 9,025
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EXHIBIT 9

Amortization of Tax Deferral Benefit in Year 4
Deferred tax liability .. .......... ... .n. $73,566
Less deferred tax benefit ... ......... .. ... ... .. ... 41,486
Discountedvalue . . . ... ... . i e 32,070
Amortization rate . . .. .. ... e e 3%
Interest expense amortization . ..................... $ 962

sidered the equivalent of an interest-free loan. But the bank paid for these tax
benefits when it invested in the lease. The cost of its investment ($41,486 in
the example) must be matched against the revenues that will now be pro-
duced by the surplus cash resuiting from the deferral of tax payment. The
amount to be amortized each period is based on what the bank paid for the
tax deferral benefit (3 percent after tax in the example). Thus, the deferred
tax benefit (i.e. prepaid interest) is amortized against income based on the net
outstanding liability balance. The method used is identical to that which would
be applied to a discount loan and is demonstrated for year 4 in Exhibit 9.

It is assumed that the bank will be able to otherwise invest the available
cash at an aftertax return of at least 3 percent. If such earnings were exactly 3
percent they would total $41,486 over the lease term, equivalent to the total
amortization of the deferred interest expense. Although the bank could segre-
gate the cash and separately invest the funds, thus isolating such income as a
separate element of the leveraged tax lease profit, in most instances the bank
would not do so. It would invest the surplus cash in the normal course of its
operations and could earn more or less than the assumed 3 percent rate.
Obviously, the total profitability of the lease could therefore be more or less
than the amount shown in the example.

Because tax deferral benefits do provide the margin of profits on leveraged
tax leases, use of the net investment method imposes some constraint on the
maximum tax deferral earnings that can be assumed. The greater the assumed
earnings rate, the greater the margin of profit. Further, tax deferral earnings
are recognized as an element of total lease profit on a different pattern (gen-
erally earlier) than actual investment earnings realization. Thus, under the net
investment method the magnitude of assumed tax deferral earnings should be
limited to what could be received on relatively risk-free investments such as
U.S. Treasury bonds or high-grade municipal bonds.
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ECONOMIC REALITY V. GAAP

The net investment method of accounting appears to reflect the economics
of leveraged leasing. Why, then, you may ask, is it not adopted as an accepted
accounting method along with the financing and operating methods? The
answer to this lies in Opinion No. 11 of the Accounting Principles Board.

APB No. 11 sets forth a long list of rules that must be followed in ac-
counting for income taxes. Of particular importance in relation to the net
investment method is the rule: “Thou shalt not present value-deferred income
taxes.” The net investment method effectively presents value-deferred taxes
when it assumes earnings from the tax deferral. Hence the dilemma.

It is clear from the economic analysis that without the tax-deferral earn-
ings, the bank would sustain a loss. Thus it is also clear that one of the major
assets the bank purchased was a deferral of taxes. Although a deferred tax
benefit can be associated with most purchases of depreciable assets, it is
usually incidental to the primary purpose of the asset purchase. In the case of
the leveraged tax lease, the deferred tax benefit is a principal source (and on
an incremental basis the only source) of profits.

Reconciling APB No. 11, which says, “You cannot discount deferred
taxes,” with the economics of leveraged leasing, where the rate of return is
wholly dependent on tax deferral, was a topic of extensive discussion by the
Accounting Principles Board before it was disbanded in favor of the new
Financial Accounting Standards Board in June of 1973. During its delibera-
tions on the subject the APB reviewed more than twenty-five different pro-
posed methods of accounting. None was adopted. Instead, the APB chose to
pass the subject of leveraged leases over to the new FASB. However, they did
authorize the issuance of an interpretation that requires disclosure of the
method used in accounting for leveraged leases. )

Many consider the issuance of this interpretation as tacit acceptance of
accounting methods such as the net investment method. Some banks, in fact,
are currently using such methods in accounting for their leveraged leases.
Others feel that until the basic issue of discounting deferred taxes is resolved,
methods such as the net investment method are unacceptable.

This divergence of opinion is not too surprising, for it is indeed rare that
you can get all accountants to agree on a single issue. However, there is one
thing that most accountants do agree on—leveraged leases are unique and re-
quire a unique accounting method. Just what that method will be is yet to be
determined. We must await the final deliberations of the FASB. They will
cast the final verdict. °
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