DEPARTMENT OF THE ARMY
US ARMY COMMUNITY AND FAMILY SUPPORT CENTER
4700 KING STREET
ALEXANDRIA VA 22302-4406

REPLY TO
ATTENTION OF 14 Jan 2004

CFSC-FM-C

MEMORANDUM FOR SEE DISTRIBUTION

SUBIJECT: Capital Leases

1. References:

a. Department of Defense Regulation 7000.14-R, Volume 13, Nonappropriated Funds Policy
and Procedures, paragraph 030301.A.8 Leases.

b. Army Regulation 215-1, Morale, Welfare, and Recreation (MWR) Activities and
Nonappropriated Fund Instrumentalities (NAFT), paragraph 11-10 Loans.

¢. Memorandum, HQ CFSC-BP, 8 Aug 01, subject: Implementing Instructions for Capital
Lease of Golf Carts and Golf Course Maintenance Equipment.

2. This is nonappropriated fund (NAF) Financial Management Memorandum Number 04-02.
Please distribute this memorandum to all region and garrison personnel involved with NAF
financial management policies and procedures, MWR fund managers or equivalent, business
division chiefs, finance and accounting offices, and NAF central accounting offices.

3. The purpose of this memorandum is to provide supplemental financial guidance on capital
leases associated with Army MWR NAF programs.

4. Operational Lease Description. An operational lease is a contract in which MWR (the lessee)
pays for the use of equipment while the funding entity (the lessor) owns the equipment. All
expenses of the operational lease are shown in general ledger account (GLAC) 746 - Rental
Expense. All the expenses of the operational lease are included in net income before
depreciation (NIBD). An operational lease is any lease, which does not meet the definition of a
capital lease.

5. Capital Lease Description. With a capital lease, ownership of the equipment rests with MWR
(the lessee), MWR records the equipment on the balance sheet as an asset and the lease payments
as liabilities, and MWR depreciates the equipment. A capital lease is a method of financing an
asset in which the NAFI is borrowing money commercially to pay for the asset. The interest
expense built into the capital lease is expensed monthly and is included in net income before
depreciation (NIBD). The capital lease is restricted to only nonappropriated funds and is not
authorized for use with appropriated funds, Utilization, Support and Accountability (USA) or
Uniform Funding Management (UFM) funds.
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6. Determination of Lease type — four ownership tests are briefly described below. A lease will
be classified as a capital lease if any one of these tests is met. If the lease does not qualify as a
capital lease, it will be shown as an operating lease on the income statement.

a. Transfer of ownership — lessee has ownership of property at end of lease.

b. Bargain purchase option — if property can be purchased by lessee at end of lease for an
insignificant amount.

c. Lease term — the lease term is at least 75 percent of the estimated useful life of the
property.

d. Present value — the net present value of the minimum lease payments is equal to or greater
than 90 percent of the fair market value of the property.

7. Loans. A capital lease is analogous to a loan. Army Regulation 215-1, Morale, Welfare, and
Recreation Activities and Nonappropriated Fund Instrumentalities, paragraph 11-10, states that
NAFI's may not negotiate for a commercial loan nor obtain a loan from commercial sources
unless authorized by the United States Army Community and Family Support Center (CFSC).
As stated in AR 215-1, para. 11-10, the obtaining of a loan (i.e., capital lease) from private or
commercial sources may not be done unless otherwise authorized by CFSC Financial
Management (FM).

8. Insurance. When a capital lease is approved by CFSC-FM and contracted for by NAF
procurement, all items contained within the lease are owned by the NAFI and are considered to
be fund assets upon delivery of the item(s). Each asset, acquired under a capital lease, must be
insured by the MWR NAF Risk Management Program (RIMP) on the same valuation basis as
any capital asset owned by the NAFIL.

9. Accounting treatment.

a. Balance Sheet. The net present value of the lease payments is capitalized on the balance
sheet and depreciated over the life of the asset leased. The net present value is determined using
the implicit interest rate of the lease. This interest rate determination is based on a comparison of
the lease equipment to what the same equipment would cost if purchased outright. Payables for
the capital lease will be established in two liability accounts, dependent on the length. General
ledger account (GLAC) 204 — Current Term Capital Lease Payables is used for payments to be
made in the next 12 months and (GLAC) 273 — Long Term Capital Lease Liabilities for periods
in excess of 12 months.
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b. Income Statement. The interest expense portion of each lease payment is expensed (shown
above the net income before depreciation (NIBD) in (GLAC) 755 — Interest Expense. A monthly
depreciation expense entry will be made, based on the life of the asset leased, in the appropriate
depreciation account (shown below the NIBD).

10. Lease options. Garrison/region personnel should review all options in considering a capital
lease, operational lease or purchase. This review should consider the garrison operational
requirements, the impact of the payments on the region's cash-to-debt ratio, the resultant cash
flow from operations, and any capital purchase and minor construction (CPMC) implications and
budget requirements. As stated in reference ¢ above, the options that were previously available
to managers were a significant outlay of cash upon asset purchase or significant expenses
associated with operational leases that impact cash flow and NIBD.

11. Lease financial review. Prior to any documentation being submitted for procurement action,
the following documentation should be submitted to CFSC-FM-C, through the Installation
Management Agency (IMA) Region office:

a. Cover memorandum from garrison commander requesting to enter into a capital lease as a
method to commercially finance a CPMC item(s) or project.

b. Financial review by garrison/region financial management division.

c. Complete listing (on dealer stationary) of equipment and prices of all equipment to be
leased with individual lease cost shown for each individual item.

d. DA Form 4069-R (Solicitation, Offer and Award (Nonappropriated Funds).
e. DA Form 4071-R (Schedule with contractor fee (Nonappropriated Funds).

f. A dealer proposal to the NAFI to sell all the equipment proposed for lease. The dealer
proposal should be on a best-cost basis, which may be exercised by the NAFI, dependent on
budget/procurement considerations.

g. All terms and conditions of the lease, including proposed length and financial
arrangements.

12. CPMC Execution. The principal payment part of capital lease payments will be considered
as capital expenditures in the fiscal year the payments are made. It is recommended that an
amortization schedule be maintained for the duration of the each capital lease so that the
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principal payment component of the lease payments may be determined. Each payment for a
capital lease is composed of the interest element and the principal element.

13. Procurement. Each capital lease must be acquired through official procurement channels in
accordance with established procurement guidance.

14. This memorandum has been coordinated with DFAS-ADIN/IN. Point of contact (POC) for
financial management is Mr. Christopher Ryan, DSN 761-7291, commercial (703) 681-7291.
The POC for accounting guidance is Mr. Charles Thompson, DSN 699-3119, commercial (317)
510-3119.
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