If Big Blue Can Do It, Then Why, Oh Why Can't I?
Case 1 – Accounting 352, Spring Semester 2009

ImCap, Inc., a medium-size manufacturing company, recently has experienced a significant increase in demand for its products.  While this is good news, it does require that the company acquire new capital equipment.  In the past ImCap has primarily purchased from Nucco, one of the leading manufacturers of this type of equipment.  Unfortunately, currently both ImCap and Nucco are experiencing a cash crunch, with the result that Nucco insists on an outright sale, while ImCap wants to lease the equipment.  Consequently, ImCap has been negotiating with Grossblau, Inc., which is eager to enter into a business relationship with ImCap.  Sales have been slow, competition is heating up and ImCap could develop into an important client for Grossblau.  As a result, Grossblau has offered very attractive financing terms that will enable ImCap to acquire the equipment through a long-term lease. Most of the details of the lease contract have been worked out at this time.  However, problems have arisen over some small, but potentially very significant issues. These problems are caused by the financial reporting rules for leases.  ImCap wants an operating lease, because otherwise it's debt to equity ratio would increase significantly.  Grossblau, on the other hand, insists that for a variety of reasons, it must have a capital lease. An important factor is Grossblau's policy of paying sales staff commissions as revenue is recognized. 

Assignment:

Your firm is a consultant for Grossblau. Your supervisor, Amy Gunsher, is scheduled to meet with Grossblau's management in a few days and has requested that you prepare a report for her that will help her evaluate Grossblau's options with respect to the lease contract negotiations.  Grossblau is insistent that "there has to be a way to record this as a capital lease for us and an operating lease for them.  If Big Blue can do it, then why can’t we?"  

To help you with the preparation for your report, you have decided to carefully research the accounting rules governing leases to discover “how Big Blue does it."  You have been puzzling over how a lease can be structured to be a capital lease for the lessor and an operating lease for the lessee and you have asked one of the partners with whom you play racquet ball, for advice.  He tells you: "Given the facts you gave me, there are at least two ways how you can do this”.  
Facts of the lease:

Grossblau produced the equipment at a total cost of $900,000.

The lease term is 15 years.

The lease payments (with the first payment due upon inception of the lease) are $133,542 per year

Grossblau is willing to sell the equipment to ImCap for $1,500,000.

The equipment has an expected useful life of between 18 and 21 years.

There will be no transfer of ownership or bargain renewal of the lease at the end of the lease term.

Grossblau wants to be certain that the equipment will have a residual value of at least $300,000.  It would like ImCap to guarantee this residual value.  

While ImCap is reasonably certain that the equipment will in fact be worth this much, it opposes the residual value guarantee because it fears that this would force it to record the transaction as a capital lease. 

ImCap (because of its strained debt to equity ratio) can obtain financing from regular sources at 10%.

Required:
Prepare a one page memo in which you explain how the lease can be structured as an operating lease for ImCap and a capital lease for Grossblau.  Make sure that you evaluate the facts given above in view of the relevant accounting standards.  

· To ensure that Ms Gunsher has all necessary information, include an appendix in which you show (a) how Grossblau determined the amount of the annual lease payments and (b) how, given the facts above, Grossblau can have a capital lease, ImCap an operating lease and all of that within the confines of the relevant accounting standards.  

· Attach appropriate references from the accounting literature and a copy of the critical thinking rubric

