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Why?

What?

How?

When?
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Overview discussion of ASU 2016-02, Leases (Topic 842), which 

includes:

• Implementation of new guidance: Why the change?

• Discussion of the differences in current treatment versus new guidance: 

What’s going on and what am I going to have to do?

• Impact to the financial statements: How is this going to change my financial 

statements, and how much more am I going to have to explain to the readers?

• Implementation: When is this all going to happen?
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• Why the change?

• Increase comparability and transparency among entities

• Decade-long joint project with IASB

• Previous guidance failed to represent fully the actual substance of leasing 

transactions; namely not recognizing assets and liabilities arising from 

operating lease transactions

• Lessor accounting remained relatively unchanged
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• What are the changes?

• At the core, the main difference is the recognition of leased assets and 

liabilities for lessees.

• New guidance retains the distinction between finance leases and 

operating leases. The treatment is substantially similar to the previous 

guidance distinctions between capital and operating leases.

• Under lessee accounting, the effect on the income statement and 

statement of cash flows remains largely unchanged. 
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• Lease Definition
• For each contract, at inception the company should determine whether the 

contract is or contains a lease. 

• A lease allows a lessee the right to control or use a specified asset 
(property, plant, or equipment) for a period of time in exchange for 
consideration. The lessee has a right to the economic benefit from the 
asset and the right to direct its use. 

• Previous lease accounting focused on the distinction between capital and 
operating leases. New guidance focuses on whether or not a contract 
contains or is a lease. 
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• Lessee Accounting

• Liability on balance sheet representing lease payments offset by a right-to-

use asset

• Liabilities should include optional periods if management makes the 

determination that it is reasonably certain that the option(s) will be 

exercised.

• Exclude variable lease payments, except those that are index- or rate-

dependent or are, in substance, fixed payments

• Carve out for 12-month or less leases but not for immaterial leases
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• Lessee Accounting (Continued)

• Operating leases

• Right-to-use asset and lease liability are both initially measured at the present value 

of the lease payments.

• Single expense is recognized (lease expense) that runs through operating activities for 

the current year to relieve right-to-use asset. Overall cost of the lease is allocated over 

the lease term on a straight-line basis. 

• Consider also stair-step rentals that give rise to deferred rent. 
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• Lessee Accounting (Continued)

• Financing leases

• Right-to-use asset and lease liability are both recognized and discounted to present 

value.

• Each payment has two components (interest and principal). Interest is a current 

period interest expense. Principal is amortized to reduce the right-to-use asset 

(similar to how depreciation on a capital lease is currently reported). 

• Repayment of principal portion of lease liability is a financing activity. Payments of 

interest and variable lease payments (think copier) are operating activities in cash 

flows. 
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• Lessor Accounting

• Lessors (primarily in real estate) lobbied harder and lessor accounting 

remains largely unchanged. 

• Terminology updated for consistency to apply to lessees that in turn 

sublease an asset and become lessors.

• Key aspects were shifted to align lessor revenue streams to new revenue 

recognition guidance in ASU 2014-09 Revenue from Contracts with 

Customers (Topic 606)
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• Components
• Consider two distinct scenarios:

• The lease of three individual pieces of heavy equipment (a truck, a backhoe, and a 
crane)

— VS—

• The lease of a copier with a maintenance package

• The consideration given for the three pieces of heavy equipment can be separated 
out as each machine works independently. Each machine would have its own lease 
asset and liability whereas with the copier, the machine itself would be leased, but 
the maintenance contract would be a nonlease item and should not have a related 
asset and liability.
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• Compliance with contractual obligations

• Loan covenants

• Renewal options; these make your auditors cry. �

12



DisclosuresDisclosuresDisclosuresDisclosures

• Disclosures
• Operating and financing right-to-use assets should be presented separately from 

one another and from other assets. Same is true of lease liabilities. 

• If a classified balance sheet is presented, those rules apply as well.

• No netting the assets and liabilities.

• In finance leases, interest expense and amortization of the right-to-use can be 
presented together, but only if that treatment is consistent with how interest 
expense and depreciation/amortization are presented for other types of assets. 

• In operating leases, lease expense is included in income from continuing 
operations. 
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• Disclosures (Continued)
• For cash flows, principal payments of the lease liability for financing leases 

are financing activities. Interest expense is an operating activity consistent 
with Statement of Cash Flows (Topic 230). Payments for operating leases 
are classified as operating activities, and the same holds true for variable 
lease payments or short-term lease payments. 

• Qualitative and quantitative info including:
• General details about leases

• Significant judgments made 

• Amounts recognized in the financials related to those judgments
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• Transition

• Leases are required to be recognized and measured for the earliest period 

presented using a modified retrospective approach. 

• The modified retrospective approach includes a number of practical 

expedients that a company can apply, that essentially allows a company to 

continue to use the previous guidance until the existing leases are 

modified (a triggering event) or expire, except for…there’s no getting 

around the right-to-use asset and lease liability for the periods presented. 
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• When?

• For public business entities: Calendar year 2019/Fiscal year 2019-20

• Also includes NFPs with obligor bonds and EBPs that report to the SEC

• For all other entities: Calendar year 2020/Fiscal year 2020-21

• Early application is permitted
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• Lessee enters into a 10-year lease of an asset, with an option to extend for an 
additional 5 years. Lease payments are $50,000 per year during the initial 
term and $55,000 per year during the optional period, all payable at the 
beginning of each year. Lessee incurs initial direct costs of $15,000.

• At the commencement date, Lessee concludes that it is not reasonably certain 
to exercise the option to extend the lease and, therefore, determines the lease 
term to be 10 years.

• The rate implicit in the lease is not readily determinable. Lessee’s incremental 
borrowing rate is 5.87 percent, which reflects the fixed rate at which Lessee 
could borrow a similar amount in the same currency, for the same term, and 
with similar collateral as in the lease at the commencement date.
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• At the commencement date, Lessee makes the lease payment for 
the first year, incurs initial direct costs, and measures the lease 
liability at the present value of the remaining 9 payments of 
$50,000, discounted at the rate of 5.87 percent, which is 
$342,017. Lessee also measures a right-of-use asset of $407,017 
(the initial measurement of the lease liability plus the initial direct 
costs and the lease payment for the first year).

• During the first year of the lease, Lessee recognizes lease expense 
depending on how the lease is classified.
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• Lessee depreciates its owned assets on a straight-line basis. Therefore, 
the right-of-use asset would be amortized on a straight-line basis over 
the 10-year lease term. The lease liability is increased to reflect the Year 
1 interest on the lease liability in accordance with the interest method. 
As such, in Year 1 of the lease, Lessee recognizes the amortization 
expense of $40,702 ($407,017 ÷ 10) and the interest expense of 
$20,076 (5.87% × $342,017).

• At the end of the first year of the lease, the carrying amount of Lessee’s 
lease liability is $362,093 ($342,017 + $20,076), and the carrying 
amount of the right-of-use asset is $366,315 ($407,017 – $40,702).
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Financing Lease

CASH Right-to-Use Asset Lease Liability Interest Amortization Check

(15,000) 407,017 (392,017) -

(50,000) 50,000 -

(40,712) 40,712 -

(20,076) 20,076 -

(65,000) 366,305 (362,093) 20,076 40,712 -
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• Lessee determines the cost of the lease to be $515,000 (sum of the 
lease payments for the lease term and initial direct costs incurred by 
Lessee). The annual lease expense to be recognized is therefore 
$51,500 ($515,000 ÷ 10 years).

• At the end of the first year of the lease, the carrying amount of Lessee’s 
lease liability is $362,093 ($342,017 + $20,076), and the carrying 
amount of the right-of-use asset is $375,593 (the carrying amount of 
the lease liability plus the remaining initial direct costs, which equal 
$13,500).
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Operating Lease

CASH Right-to-Use Asset Lease Liability Interest Amortization Check

(15,000) 407,017 (392,017) -

(50,000) 50,000 -

(1,500) 51,500 50,000 

(29,924) (20,076) - - (50,000)

(65,000) 375,593 (362,093) - 51,500 -
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