
 Copyright 2017 
National Association of Real Estate Investment Trusts  
This material is provided by NAREIT and REITWise 2017 panelists for informational purposes 
only, and is not intended to provide, and should not be relied upon for, legal, tax or accounting 
advice. 

 
Concurrent Session:  

Deep Dive # 1: 
Implementing the Leases 

Standard 
 
 

Thursday, March 23rd 
9:45am – 11am 

La Quinta Resort & Club, La Quinta, California 
 
 

Moderator: 
Michael Walsh, SVP & CAO, Boston Properties, Inc. 

 
Panelists: 

Alexander Martin, Director-Capital Markets & Accounting 
Advisory Services, PwC 

Scott Muir, Partner, KPMG LLP 
Ross Prindle, Managing Director, Duff & Phelps 

Jay Wages, Master Principal Sales Consultant, Oracle 



 

 

 

Financial reporting developments 
A comprehensive guide 

Lease 
accounting 
Accounting Standards Codification 842, 
Leases 

January 2017 

 



 

To our clients and other friends 

Overview 

The Financial Accounting Standards Board (FASB) issued Accounting Standards Update (ASU) 2016-02, 
Leases, in February 2016 after joint deliberations with the International Accounting Standards Board 
(IASB), which issued a similar standard (IFRS 16 Leases). However, there are significant differences 
between the FASB and IASB standards (e.g., lessees do not classify leases under IFRS and can elect to 
account for leases of low-value assets under a model similar to today’s operating leases). These 
differences will result in certain transactions being accounted for differently under US GAAP and IFRS. 

The current lease accounting guidance in Accounting Standards Codification (ASC) 840, Leases, has 
been criticized for failing to meet the needs of users of the financial statements, particularly because it 
doesn’t require lessees to recognize assets and liabilities arising from operating leases. The new guidance 
that is codified in ASC 842, Leases, addresses those criticisms by requiring lessees to recognize most 
leases on their balance sheets and providing enhanced disclosures. The FASB believes this will result in a 
more faithful representation of lessees’ assets and liabilities and greater transparency about the lessees’ 
obligations and leasing activities. 

Under ASC 842, leases are accounted for based on what the FASB refers to as a “right-of-use model.” The 
model reflects that, at the commencement date, a lessee has a financial obligation to make lease payments 
to the lessor for its right to use the underlying asset during the lease term. The lessor conveys that right to 
use the underlying asset at lease commencement, which is the point in time when it makes the underlying 
asset available for use by the lessee.  

Entities will need to focus on whether an arrangement contains a lease or a service agreement because 
there are significant differences in the accounting. Although ASC 842 changes how the definition of a 
lease is applied, we believe that the assessment of whether a contract contains a lease will be 
straightforward in most arrangements. However, judgment may be required in applying the definition of 
a lease to certain arrangements, particularly those that include significant services. 

ASC 842 requires lessees to classify most leases as either finance or operating leases. Lessors classify all 
leases as sales-type, direct financing or operating leases. While ASC 842 and ASC 840 use the same or 
similar terms for lease types for lessees and lessors, lease classification under the two standards could 
differ because the classification tests are not identical. ASC 842 eliminates ASC 840’s bright lines 
(e.g., the “75% of economic life” and “90% of fair value” tests) and modifies the lessor classification 
criteria. The guidance also eliminates ASC 840’s real estate-specific provisions for lessees and lessors. 
Lease classification is important in determining how and when a lessee and a lessor recognize lease 
expense and revenue, respectively, and what assets a lessor records.  

For lessees, the income statement presentation and expense recognition pattern for finance leases is 
similar to that of today’s capital leases (i.e., separate interest and amortization expense with higher periodic 
expense in the earlier periods of a lease). For operating leases, the income statement presentation and 
expense recognition pattern is similar to that of ASC 840’s operating leases (i.e., a single lease cost is 
generally recognized on a straight-line basis).  

ASC 842 does not make fundamental changes to today’s lessor accounting model. However, the guidance 
modifies what qualifies as a sales-type and direct financing lease as well as the related accounting. 



To our clients and other friends 

Financial reporting developments Lease accounting  

ASU 2016-02 is effective for public business entities (PBEs)1 and certain not-for-profit entities and 
employee benefit plans2 for annual periods beginning after 15 December 2018 (i.e., 1 January 2019 for 
a calendar-year entity), and interim periods within those years. For all other entities, it is effective for 
annual periods beginning after 15 December 2019 (i.e., 1 January 2020 for a calendar-year entity), and 
interim periods the following year. Early adoption is permitted for all entities. 

ASU 2016-02’s transition provisions are applied using a modified retrospective approach at the beginning 
of the earliest comparative period presented in the financial statements. For example, a calendar-year entity 
that adopts ASU 2016-02 as of 1 January 2019 and presents three years of financial statements applies 
the transition provisions to the period beginning 1 January 2017. Full retrospective application is prohibited. 

This publication discusses how ASU 2016-02 is applied and is intended to help companies consider the 
effects of adopting it. We encourage preparers and users of financial statements to read this publication 
carefully and consider the potential effects of the new standard. 

The views we express in this publication represent our perspectives as of January 2017. We may identify 
additional issues as we analyze the standard and entities begin to interpret it, and our views may evolve 
during that process. 

 

January 2017 

                                                        

1  See the ASC Master Glossary for the definition of a public business entity. 
2  Not-for-profit entities that have issued, or are conduit bond obligors for, securities that are traded, listed or quoted on an 

exchange or an over-the-counter market and employee benefit plans that file or furnish financial statements with or to the SEC.  
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1 Scope and scope exceptions 

A lease is a contract, or part of a contract, that conveys the right to control the use of identified property, 
plant or equipment. Under a lease the party obtaining the right to use the leased property is referred to 
as a lessee and the party conveying the right to use the property is referred to as a lessor. Accounting 
guidance discussed in this publication for lease arrangements for both lessees and lessors under US GAAP 
is primarily contained in ASC 842 and is applicable to all entities. 

1.1 Scope and scope exceptions 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-1 
An entity shall apply this Topic to all leases, including subleases. Because a lease is defined as a 
contract, or part of a contract, that conveys the right to control the use of identified property, plant, 
or equipment (an identified asset) for a period of time in exchange for consideration, this Topic does 
not apply to any of the following: 

a.  Leases of intangible assets (see Topic 350, Intangibles — Goodwill and Other). 

b.  Leases to explore for or use minerals, oil, natural gas, and similar nonregenerative resources (see 
Topics 930, Extractive Activities — Mining, and 932, Extractive Activities — Oil and Gas). This includes 
the intangible right to explore for those natural resources and rights to use the land in which those 
natural resources are contained (that is, unless those rights of use include more than the right to 
explore for natural resources), but not equipment used to explore for the natural resources. 

c.  Leases of biological assets, including timber (see Topic 905, Agriculture). 

d.  Leases of inventory (see Topic 330, Inventory). 

e.  Leases of assets under construction (see Topic 360, Property, Plant, and Equipment). 

Master Glossary 

Inventory 

The aggregate of those items of tangible personal property that have any of the following 
characteristics: 

a. Held for sale in the ordinary course of business 

b. In process of production for such sale 

c. To be currently consumed in the production of goods or services to be available for sale. 

The term inventory embraces goods awaiting sale (the merchandise of a trading concern and the 
finished goods of a manufacturer), goods in the course of production (work in process), and goods to 
be consumed directly or indirectly in production (raw materials and supplies). This definition of 
inventories excludes long-term assets subject to depreciation accounting, or goods which, when put 
into use, will be so classified. The fact that a depreciable asset is retired from regular use and held for 
sale does not indicate that the item should be classified as part of the inventory. Raw materials and 
supplies purchased for production may be used or consumed for the construction of long-term assets 
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or other purposes not related to production, but the fact that inventory items representing a small 
portion of the total may not be absorbed ultimately in the production process does not require 
separate classification. By trade practice, operating materials and supplies of certain types of entities 
such as oil producers are usually treated as inventory. 

The scope of ASC 842 is limited to leases of property, plant and equipment (i.e., land and depreciable 
assets), including subleases of those assets. ASC 842 does not apply to any of the following: 

• Leases of intangible assets 

• Leases to explore for or use minerals, oil, natural gas and similar non-regenerative resources, 
including the intangible rights to explore for those natural resources and rights to use the land in 
which those natural resources are contained (unless those rights of use include more than the right 
to explore for natural resources), but not equipment used to explore for the natural resources 

• Leases of biological assets, including timber 

• Leases of inventory (i.e., assets held for sale in the ordinary course of business, assets in the process 
of production for sale, assets to be currently consumed in the production of goods or services to be 
available for sale) 

• Leases of assets under construction (refer to section 7.7, Lessee involvement in asset construction 
(‘build-to-suit’ transactions)) 

1.1.1  Service concession arrangements 
A service concession arrangement between a grantor and an operating entity lays out the terms (including 
the time period) under which the operating entity will operate the grantor’s infrastructure (e.g., an airport, 
road, bridge, tunnel). Arrangements within the scope of ASC 853, Service Concession Arrangements, are 
excluded from the scope of ASC 842. Entities should evaluate whether ASC 853 applies to an arrangement 
before evaluating whether an arrangement contains a lease. Refer to section 1.8, Service concession 
arrangements, for further information. 

1.1.2  Applicability to state and local governmental units 
The accounting for leases by governmental units is governed by National Council on Governmental 
Accounting (NCGA) Statement 5 and Governmental Accounting Standards Board (GASB) Statement No. 13. 
NCGA Statement 5 requires governmental units to follow the provisions of FASB Statement No. 13, 
which was primarily codified in ASC 840. Users of this guide should see the appropriate governmental 
literature for further details. The GASB has undertaken a project with the objective of improving the 
accounting and financial reporting for leases for state and local governmental units from both a lessee 
and lessor perspective. The GASB issued an exposure draft of its proposed leases standard in January 
2016 and, as of the date of this publication, continues redeliberation of the exposure draft based on 
comment letters received on the proposal. State and local governmental units should monitor the GASB’s 
discussions on this project.  
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1.1.3 Land rights 
The right to use land, for a period of time, may meet the definition of a lease and may therefore be in the 
scope of ASC 842. The FASB said in the Background Information and Basis for Conclusions of ASU 2016-02 
(BC 113) that it decided not to exclude long-term leases of land from the scope of ASC 842 because 
there is no conceptual basis for differentiating between long-term leases of land and other leases, and 
any definition of a long-term lease of land would be arbitrary. Therefore, we believe that long-term rights to 
use land will often be evaluated under ASC 842 to determine whether the arrangement contains a lease.  

Easements 

However, certain companies that own land easements (perpetual and time-based land easements) may 
currently (i.e., prior to the adoption of ASC 842) follow ASC 350-30-55 (Example 10) and account for 
these arrangements as intangible assets. Given that intangible assets are excluded from the scope of 
ASC 842, easements accounted for as intangible assets under ASC 350 are not in the scope of Topic 842 
(refer to section 1.1, Scope and scope exceptions).  

When an arrangement is not accounted for as an intangible asset within the scope of ASC 350, entities 
will consider whether an arrangement grants the customer the right to control the use of the land or 
whether the landowner retains the rights to control its use. For example, an arrangement may grant a 
customer the right to construct, purchase or lease an office building located on the landowner’s property 
without the customer obtaining ownership of the underlying land. In such cases, the customer may have 
substantially all the benefit of the underlying land that the building occupies (or will occupy), throughout 
the term of the arrangement and thus would likely be a lease. In contrast, an arrangement that grants a 
customer only a right-of-way in order to access an adjacent property (e.g., to move equipment across the 
landowners property) may not convey the right to control the use of the land to the customer. 

In making the assessment of whether long-term rights to use land are within the scope of ASC 842 or 
ASC 350, an entity should consider its past accounting practice and the terms and conditions of its 
arrangement to determine whether its arrangements are legally land easements (e.g., Merriam-
Webster’s dictionary defines an easement as: “an interest in land owned by another that entitles its 
holder to a specific limited use or enjoyment (as the right to cross the land or have a view continue 
unobstructed over it)”). 

For example, certain pipeline operators have historically accounted for a perpetual or time-based 
easement as an intangible asset rather than a lease within the scope of ASC 840. Such entities view the 
arrangement as a land easement providing the right to solely access the landowner’s property for 
purposes of transporting natural resources. In such arrangements, the landowner typically grants the 
pipeline operator certain access rights for its pipeline, but continues to enjoy the benefits of the land for 
its own purposes as well (e.g., farming). We understand through informal conversations with the FASB 
staff that such entities may continue to apply ASC 350 to those arrangements and thus would be out of 
the scope of ASC 842.   
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The following flowchart illustrates a framework for evaluating the scope of long-term rights to use land: 

 

1.1.4 Sales with repurchase options 
Some arrangements include repurchase provisions, either as a component of a sales contract or as a 
separate contract that relates to the goods in the original agreement or similar goods. These provisions 
affect how an entity applies ASC 606’s guidance on control to affected transactions. If the nature of a 
repurchase provision results in control of a good not transferring to the customer (e.g., a forward call 
option that could require the seller to repurchase an asset), the arrangement may be a lease within the 
scope of ASC 842. Refer to section 7.3, Repurchase agreements, of our Financial reporting developments 
publication, Revenue from contracts with customers (ASC 606), for further discussion of repurchase 
options that may result in an arrangement being accounted for as a lease rather than a sale to a customer. 

1.2  Determining whether an arrangement contains a lease 
Excerpt from Accounting Standards Codification 
Master Glossary 

Lease 

A contract, or part of a contract, that conveys the right to control the use of identified property, plant, 
or equipment (an identified asset) for a period of time in exchange for consideration. 

Contract 

An agreement between two or more parties that creates enforceable rights and obligations. 

Period of Use 

The total period of time that an asset is used to fulfill a contract with a customer (including the sum of 
any nonconsecutive periods of time). 

Yes 

No 

No 

Yes 

Landowner 

Customer 

The arrangement is not within the scope 
of ASC 842. Consider other guidance 

(e.g., ASC 350). 

Start (arrangement includes land as an 
identified asset) 

Is the arrangement within the scope of ASC 350? 

Does the customer have the right to obtain substantially all of the economic benefits 
from the use of the land throughout the period of use? Consider paragraphs 842-10-15-

17 through 15-19. (refer to section 1.2.2.1, Right to obtain substantially all of the 
economic benefits from the use of the identified asset) 

The arrangement is within the scope of 
ASC 842 

Does the customer or the landowner have the right to control the use of the land 
throughout the period of use? Consider paragraphs 842-10-15-20(a) and 842-10-15-24 

through 15-26. (refer to section 1.2.2.2, Right to direct the use of the identified asset) 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB3043_RevenueRecognition_8August2016/$FILE/FinancialReportingDevelopments_BB3043_RevenueRecognition_8August2016.pdf
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Leases — Overall 

Scope and Scope Exceptions 

842-10-15-2 
At inception of a contract, an entity shall determine whether that contract is or contains a lease. 

842-10-15-3 
A contract is or contains a lease if the contract conveys the right to control the use of identified 
property, plant, or equipment (an identified asset) for a period of time in exchange for consideration. A 
period of time may be described in terms of the amount of use of an identified asset (for example, the 
number of production units that an item of equipment will be used to produce). 

842-10-15-4 
To determine whether a contract conveys the right to control the use of an identified asset (see 
paragraphs 842-10-15-17 through 15-26) for a period of time, an entity shall assess whether, 
throughout the period of use, the customer has both of the following: 

a.  The right to obtain substantially all of the economic benefits from use of the identified asset (see 
paragraphs 842-10-15-17 through 15-19) 

b.  The right to direct the use of the identified asset (see paragraphs 842-10-15-20 through 15-26). 

If the customer in the contract is a joint operation or a joint arrangement, an entity shall consider 
whether the joint operation or joint arrangement has the right to control the use of an identified asset 
throughout the period of use. 

842-10-15-5 
If the customer has the right to control the use of an identified asset for only a portion of the term of 
the contract, the contract contains a lease for that portion of the term. 

842-10-15-7 
In making the determination about whether a contract is or contains a lease, an entity shall consider all 
relevant facts and circumstances. 

A lease is a contract (i.e., an agreement between two or more parties that creates enforceable rights and 
obligations), or part of a contract, that conveys the right to control the use of identified property, plant or 
equipment (i.e., an identified asset) for a period of time in exchange for consideration. 

ASC 842 requires an entity to determine whether a contract is a lease or contains a lease at the inception 
of the contract, considering all relevant facts and circumstances. For example, the fact that a contract is 
labeled a “transportation contract” or a “lease” does not necessarily mean the arrangement is or is not a 
lease. Therefore, the parties to the contract must carefully analyze the terms to determine whether the 
arrangement conveys the right to control the use of an asset. Executory contracts for services that 
involve the use of equipment but do not convey the right to use the equipment to the customer are not 
leases and should be accounted for as service agreements. 
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The following flowchart is included in ASC 842’s implementation guidance and depicts the decision-
making process for determining whether an arrangement is or contains a lease. 

 

ASC 842’s lease model is described in the following sections, using excerpts from ASC 842. Also, refer to 
Appendix C, Illustrations from ASC 842 on the application of the definition of a lease, for comprehensive 
illustrations from ASC 842 of the application of the definition of a lease. 

1.2.1  Identified asset 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-9 
An asset typically is identified by being explicitly specified in a contract. However, an asset also can be 
identified by being implicitly specified at the time that the asset is made available for use by the customer. 

No 

No 

Yes 

Yes 

Supplier Customer 

Neither; how and for what purpose the asset will 
be used is predetermined  
(refer to section 1.2.2.2, Right to direct the use 
of the identified asset) 

No 

No 

Yes 

Yes 

The contract does not 
contain a lease 

Start 

Is there an identified asset?  
Consider paragraphs 842-10-15-9 through 15-16. 

(refer to section 1.2.1, Identified asset) 
 

Does the customer have the right to obtain substantially all of the economic 
benefits from use of the asset throughout the period of use? 

Consider paragraphs 842-10-15-17 through 15-19. (refer to section 
1.2.2.1, Right to obtain substantially all of the economic benefits from the 

use of the identified asset) 

Does the customer or the supplier have the right to direct how and for what 
purpose the identified asset is used throughout the period of use? 

Consider paragraphs 842-10-15-20(a) and 842-10-15-24 through 15-26. 
(refer to section 1.2.2.2, Right to direct the use of the identified asset) 

Does the customer have the right to operate the asset throughout 
the period of use without the supplier having the right to change 
those operating instructions? (refer to section 1.2.2.2, Right to 

direct the use of the identified asset) 

Did the customer design the asset (or specific aspects of the asset) in a way 
that predetermines how and for what purpose the asset will be used 

throughout the period of use? (refer to section 1.2.2.2, Right to 
direct the use of the identified asset) 

The contract contains a lease 
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842-10-15-16 
A capacity portion of an asset is an identified asset if it is physically distinct (for example, a floor of a 
building or a segment of a pipeline that connects a single customer to the larger pipeline). A capacity 
or other portion of an asset that is not physically distinct (for example, a capacity portion of a fiber 
optic cable) is not an identified asset, unless it represents substantially all of the capacity of the asset 
and thereby provides the customer with the right to obtain substantially all of the economic benefits 
from use of the asset. 

The requirement that there be an identified asset is fundamental to the definition of a lease. Under 
ASC 842, an identified asset can be either implicitly or explicitly specified in a contract. 

Illustration 1 — Implicitly specified asset 

Customer X enters into a five-year contract with Supplier Y for the use of a railcar specifically designed 
for Customer X. The railcar is designed to transport materials used in Customer X’s production process 
and is not suitable for use by other customers. The railcar is not explicitly specified in the contract, but 
Supplier Y owns only one railcar that is suitable for Customer X’s use. If the railcar does not operate 
properly, the contract requires Supplier Y to repair or replace the railcar. Assume that Supplier Y does 
not have a substantive substitution right (refer to section 1.2.1.1, Substantive substitution rights). 

Analysis: The railcar is an identified asset. While the railcar is not explicitly specified in the contract 
(e.g., by serial number), it is implicitly specified because Supplier Y must use it to fulfill the contract. 

In another example, a power plant is an implicitly identified asset in a power purchase contract if the 
seller of the power is a special-purpose entity (SPE) that owns a single power plant. In this instance, the 
power plant is implicitly specified in the contract because it is unlikely that the SPE could obtain 
replacement power to fulfill its obligations under the contract because an SPE generally has limited 
capital resources.  

In the case of a transportation contract, the supplier may have only a single pipeline, and it might not be 
economically feasible for the supplier to obtain access to a second pipeline. In that case, the seller’s 
pipeline is implicitly identified in the contract. 

An identified asset also can be a physically distinct portion of a larger asset. Examples include a floor of a 
building, the “last mile” of a telecommunications network that connects a single customer to a larger 
network or a segment of a pipeline that connects a single customer to a larger pipeline (i.e., the segment 
is used solely by one customer). However, a capacity portion or other portion of an asset that is not 
physically distinct (e.g., a capacity portion of a fiber optic cable) is not an identified asset unless it 
represents substantially all of the capacity of the asset and therefore provides the customer with the 
right to obtain substantially all of the economic benefits from use of the asset. 

Illustration 2 — Identified asset — physically distinct portion of a larger asset 

Customer X enters into a 12-year contract with Supplier Y for the right to use three fibers in a fiber 
optic cable between New York and London. The contract identifies three of the cable’s 20 fibers for use 
by Customer X. The three fibers are dedicated solely to Customer X’s data for the duration of the 
contract term. Assume that Supplier Y does not have a substantive substitution right (refer to section 
1.2.1.1, Substantive substitution rights). 

Analysis: The three fibers are identified assets because they are physically distinct and explicitly 
specified in the contract. 
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Illustration 3 — Identified asset — capacity portion of an asset 

Scenario A 

Customer X enters into a five-year contract with Supplier Y for the right to transport oil from Country A 
to Country B through Supplier Y’s pipeline. The contract provides that Customer X will have the right to 
95% of the pipeline’s capacity throughout the term of the arrangement. Supplier Y has no right 
(substantively or contractually) to connect additional branch lines from the identified pipeline for the 
benefit of other customers. 

Analysis: The capacity portion of the pipeline is an identified asset. While 95% of the pipeline’s capacity is 
not physically distinct from the remaining capacity of the pipeline, it represents substantially all of the 
capacity of the pipeline and thereby provides Customer X with the right to obtain substantially all of 
the economic benefits from use of the pipeline. 

Scenario B 

Assume the same facts as in Scenario A, except that Customer X has the right to use 60% of the 
pipeline’s capacity throughout the term of the arrangement. 

Analysis: The capacity portion of the pipeline is not an identified asset because 60% of the pipeline’s 
capacity is less than substantially all of the capacity of the pipeline. Customer X does not have the 
right to obtain substantially all of the economic benefits from use of the pipeline. 

Substantially all 

The term “substantially all” is not defined in ASC 842. However, entities might refer to the description in 
ASC 842-10-55-2 of how “substantially all of the fair value of the underlying asset” could be evaluated in 
the context of lease classification. In that paragraph, the FASB states that “one reasonable approach” 
would be to conclude that “[n]inety percent or more of the fair value of the underlying asset amounts to 
substantially all the fair value of the underlying asset.” 

1.2.1.1 Substantive substitution rights 

Excerpt from Accounting Standards Codification 
Leases — Overall 
Scope and Scope Exceptions 

842-10-15-10 
Even if an asset is specified, a customer does not have the right to use an identified asset if the supplier 
has the substantive right to substitute the asset throughout the period of use. A supplier’s right to 
substitute an asset is substantive only if both of the following conditions exist: 

a. The supplier has the practical ability to substitute alternative assets throughout the period of use 
(for example, the customer cannot prevent the supplier from substituting an asset, and 
alternative assets are readily available to the supplier or could be sourced by the supplier within a 
reasonable period of time). 

b. The supplier would benefit economically from the exercise of its right to substitute the asset (that 
is, the economic benefits associated with substituting the asset are expected to exceed the costs 
associated with substituting the asset). 
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842-10-15-11 
An entity’s evaluation of whether a supplier’s substitution right is substantive is based on facts and 
circumstances at inception of the contract and shall exclude consideration of future events that, at 
inception, are not considered likely to occur. Examples of future events that, at inception of the 
contract, would not be considered likely to occur and, thus, should be excluded from the evaluation 
include, but are not limited to, the following: 

a. An agreement by a future customer to pay an above-market rate for use of the asset 

b. The introduction of new technology that is not substantially developed at inception of the contract 

c. A substantial difference between the customer’s use of the asset, or the performance of the asset 
and the use or performance considered likely at inception of the contract 

d. A substantial difference between the market price of the asset during the period of use and the 
market price considered likely at inception of the contract. 

842-10-15-12 
If the asset is located at the customer’s premises or elsewhere, the costs associated with substitution 
are generally higher than when located at the supplier’s premises and, therefore, are more likely to 
exceed the benefits associated with substituting the asset. 

842-10-15-13 
If the supplier has a right or an obligation to substitute the asset only on or after either a particular 
date or the occurrence of a specified event, the supplier does not have the practical ability to 
substitute alternative assets throughout the period of use. 

842-10-15-14 
The supplier’s right or obligation to substitute an asset for repairs or maintenance, if the asset is not 
operating properly, or if a technical upgrade becomes available, does not preclude the customer from 
having the right to use an identified asset. 

842-10-15-15 
If the customer cannot readily determine whether the supplier has a substantive substitution right, the 
customer shall presume that any substitution right is not substantive. 

Even if an asset is specified, a customer does not have the right to use an identified asset if, at inception 
of the contract, a supplier has the substantive right to substitute the asset throughout the period of use 
(i.e., the total period of time that an asset is used to fulfill a contract with a customer, including the sum 
of any nonconsecutive periods of time). A substitution right is substantive when both of the following 
conditions are met: 

• The supplier has the practical ability to substitute alternative assets throughout the period of use 
(e.g., the customer cannot prevent the supplier from substituting an asset, and alternative assets are 
readily available to the supplier or could be sourced by the supplier within a reasonable period of 
time). 

• The supplier would benefit economically from the exercise of its right to substitute the asset (i.e., the 
economic benefits associated with substituting the asset are expected to exceed the costs associated 
with substituting the asset). 

The FASB indicated in the Basis for Conclusions (BC 129) that the conditions above are intended to 
differentiate between substitution rights that result in a supplier controlling the use of an asset, rather 
than the customer, and rights that do not change the substance or character of the contract. 
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An entity’s evaluation of whether a supplier’s substitution right is substantive is based on facts and 
circumstances at inception of the contract. At inception of the contract, an entity should not consider 
future events that are not likely to occur. ASC 842 provides the following examples of circumstances 
that at inception of the contract are not likely to occur and thus are excluded from the evaluation of 
whether a supplier’s substitution right is substantive throughout the period of use: 

• An agreement by a future customer to pay an above-market rate for use of the asset 

• The introduction of new technology that is not substantially developed at inception of the contract 

• A substantial difference between the customer’s use of the asset, or the performance of the asset, 
and the use or performance considered likely at inception of the contract 

• A substantial difference between the market price of the asset during the period of use and the 
market price considered likely at inception of the contract 

The requirement that a substitution right must benefit the supplier economically in order to be substantive 
is a new concept. The FASB indicated in the Basis for Conclusions (BC 130) that, in many cases, it will be 
clear that the supplier will not benefit from the exercise of a substitution right because of the costs 
associated with substituting an asset. The physical location of the asset may affect the costs associated 
with substituting the asset. For example, if an asset is located at the customer’s premises, the cost 
associated with substituting it is generally higher than the cost of substituting a similar asset located at 
the supplier’s premises. However, simply because the cost of substitution is not significant doesn’t mean 
that the supplier would benefit economically from the right of substitution. 

ASC 842-10-15-15 further clarifies that a customer should presume that a supplier’s substitution right is 
not substantive if the customer cannot readily determine whether the supplier has a substantive 
substitution right. That is, the customer would conclude a substitution right is not substantive absent 
appropriate evidence to the contrary. This requirement is intended to clarify that a customer is not 
expected to exert undue effort to provide evidence that a substitution right is not substantive and that 
effectively there is a presumption it is not substantive. We believe that the FASB did not include a similar 
provision for suppliers because they should have sufficient information to make a determination of whether 
a substitution right is substantive. 

Contract terms that allow or require a supplier to substitute alternative assets only when the underlying 
asset is not operating properly (e.g., a normal warranty provision) or when a technical upgrade becomes 
available do not create a substantive substitution right. 

A supplier’s right or obligation to substitute alternative assets only on or after a particular date or the 
occurrence of a specified event also does not create a substantive substitution right because the supplier 
does not have the practical ability to substitute alternative assets throughout the period of use. 

Illustration 4 — Substitution rights 

Scenario A 

Assume that an electronic data storage provider (supplier) provides services, through a centralized 
data center, that involve the use of a specified server (Server No. 9). The supplier maintains many 
identical servers in a single, accessible location and determines, at inception of the contract, that it is 
permitted to and can easily substitute another server without the customer’s consent throughout the 
period of use. Further, the supplier would benefit economically from substituting an alternative asset, 
because doing this would allow the supplier to optimize the performance of its network at only a 
nominal cost. In addition, the supplier has made clear that it has negotiated this right of substitution as 
an important right in the arrangement, and the substitution right affected the pricing of the arrangement. 
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Analysis: The customer does not have the right to use an identified asset because, at the inception of 
the contract, the supplier has the practical ability to substitute the server and would benefit 
economically from such a substitution. However, if the customer could not readily determine whether 
the supplier had a substantive substitution right (e.g., there is insufficient transparency into the 
supplier’s operations), the customer would presume the substitution right is not substantive and 
conclude that there is an identified asset. 

Scenario B 

Assume the same facts as in Scenario A except that Server No. 9 is customized, and the supplier does 
not have the practical ability to substitute the customized asset throughout the period of use. 
Additionally, it is unclear to the customer whether the supplier has the practical ability to substitute or 
whether it would benefit economically from sourcing a similar alternative asset. 

Analysis: Because the supplier does not have the practical ability to substitute the asset (lessor), and 
there is no evidence of economic benefit to the supplier for substituting the asset (lessee), the 
substitution right is non-substantive from the perspective of both the lessee and the lessor. Therefore, 
Server No. 9 would be an identified asset. In this case, neither of the conditions of a substantive 
substitution right is met. As a reminder, both conditions must be met for the supplier to have a 
substantive substitution right. 

1.2.2  Right to control the use of the identified asset 
A contract conveys the right to control the use of an identified asset for a period of time if, throughout 
the period of use, the customer has both of the following: 

• The right to obtain substantially all of the economic benefits from the use of the identified asset (see 
section 1.2.2.1, Right to obtain substantially all of the economic benefits from the use of the 
identified asset) 

• The right to direct the use of the identified asset (see section 1.2.2.2, Right to direct the use of the 
identified asset) 

• If the customer has the right to control the use of an identified asset for only a portion of the term 
of the contract, the contract contains a lease for that portion of the term in accordance with 
ASC 842-10-15-5. 

1.2.2.1  Right to obtain substantially all of the economic benefits from the use of the identified asset 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-17 
To control the use of an identified asset, a customer is required to have the right to obtain 
substantially all of the economic benefits from use of the asset throughout the period of use (for 
example, by having exclusive use of the asset throughout that period). A customer can obtain 
economic benefits from use of an asset directly or indirectly in many ways, such as by using, holding, 
or subleasing the asset. The economic benefits from use of an asset include its primary output and by-
products (including potential cash flows derived from these items) and other economic benefits from 
using the asset that could be realized from a commercial transaction with a third party. 
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842-10-15-18 
When assessing the right to obtain substantially all of the economic benefits from use of an asset, an 
entity shall consider the economic benefits that result from use of the asset within the defined scope 
of a customer’s right to use the asset in the contract (see paragraph 842-10-15-23). For example: 

a.  If a contract limits the use of a motor vehicle to only one particular territory during the period of 
use, an entity shall consider only the economic benefits from use of the motor vehicle within that 
territory and not beyond. 

b.  If a contract specifies that a customer can drive a motor vehicle only up to a particular number of 
miles during the period of use, an entity shall consider only the economic benefits from use of the 
motor vehicle for the permitted mileage and not beyond. 

842-10-15-19 
If a contract requires a customer to pay the supplier or another party a portion of the cash flows derived 
from use of an asset as consideration, those cash flows paid as consideration shall be considered to be 
part of the economic benefits that the customer obtains from use of the asset. For example, if a customer 
is required to pay the supplier a percentage of sales from use of retail space as consideration for that use, 
that requirement does not prevent the customer from having the right to obtain substantially all of the 
economic benefits from use of the retail space. That is because the cash flows arising from those sales are 
considered to be economic benefits that the customer obtains from use of the retail space, a portion of 
which it then pays to the supplier as consideration for the right to use that space. 

A customer’s right to control the use of an identified asset depends on its right to obtain substantially all 
of the economic benefits from the use of the identified asset throughout the period of use. The term 
“substantially all” is not defined in ASC 842. Refer to section 1.2.1, Identified asset, for a discussion 
about how an entity might evaluate this term. 

A customer can obtain economic benefits either directly or indirectly (e.g., by using, holding or 
subleasing the asset). Economic benefits include the asset’s primary outputs (i.e., goods or services) and 
any by-products (e.g., renewable energy credits that are generated through the use of the asset), 
including potential cash flows derived from these items. Economic benefits also include benefits from 
using the asset that could be realized from a commercial transaction with a third party. However, 
economic benefits arising from ownership of the identified asset (e.g., tax benefits related to excess tax 
depreciation and investment tax credits) are not considered economic benefits derived from the use of 
the asset and therefore are not considered when assessing whether a customer has the right to obtain 
substantially all the economic benefits. 

When assessing whether the customer has the right to obtain substantially all the economic benefits from 
the use of an asset, an entity must consider the economic benefits that result from the use of the asset 
within the defined scope of the customer’s right to use the asset. A right that solely protects the 
supplier’s interest in the underlying asset (e.g., limits on the number of miles a customer can drive a 
supplier’s vehicle, limits on where the asset may be used) does not, in and of itself, prevent the customer 
from obtaining substantially all of the economic benefits from the use of the asset (refer to section 
1.2.2.3, Protective rights). Instead, it simply limits the economic benefits that are to be evaluated. 

If a contract requires a customer to pay the supplier or another party a portion of the cash flows derived 
from the use of an asset as consideration (e.g., a percentage of sales from the use of retail space), those 
cash flows are considered to be economic benefits that the customer derives from the use of the asset. 
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1.2.2.2  Right to direct the use of the identified asset 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-20 
A customer has the right to direct the use of an identified asset throughout the period of use in either 
of the following situations: 

a. The customer has the right to direct how and for what purpose the asset is used throughout the 
period of use (as described in paragraphs 842-10-15-24 through 15-26). 

b. The relevant decisions about how and for what purpose the asset is used are predetermined (see 
paragraph 842-10-15-21) and at least one of the following conditions exists: 

1. The customer has the right to operate the asset (or to direct others to operate the asset in a 
manner that it determines) throughout the period of use without the supplier having the 
right to change those operating instructions. 

2. The customer designed the asset (or specific aspects of the asset) in a way that predetermines 
how and for what purpose the asset will be used throughout the period of use. 

842-10-15-21 
The relevant decisions about how and for what purpose an asset is used can be predetermined in a number 
of ways. For example, the relevant decisions can be predetermined by the design of the asset or by 
contractual restrictions on the use of the asset. 

A customer has the right to direct the use of an identified asset throughout the period of use when either: 

• The customer has the right to direct how and for what purpose the asset is used throughout the 
period of use. 

• The relevant decisions about how and for what purpose the asset is used are predetermined and the 
customer either (1) has the right to operate the asset, or direct others to operate the asset in a 
manner it determines, throughout the period of use without the supplier having the right to change 
the operating instructions or (2) designed the asset, or specific aspects of the asset, in a way that 
predetermines how and for what purpose the asset will be used throughout the period of use. 

The right to direct how and for what purpose an asset is used throughout the period of use 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-24 
A customer has the right to direct how and for what purpose an asset is used throughout the period of 
use if, within the scope of its right of use defined in the contract, it can change how and for what purpose 
the asset is used throughout that period. In making this assessment, an entity considers the decision-
making rights that are most relevant to changing how and for what purpose an asset is used throughout 
the period of use. Decision-making rights are relevant when they affect the economic benefits to be 
derived from use. The decision-making rights that are most relevant are likely to be different for different 
contracts, depending on the nature of the asset and the terms and conditions of the contract. 
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842-10-15-25 
Examples of decision-making rights that, depending on the circumstances, grant the right to direct 
how and for what purpose an asset is used, within the defined scope of the customer’s right of use, 
include the following: 

a.  The right to change the type of output that is produced by the asset (for example, deciding 
whether to use a shipping container to transport goods or for storage, or deciding on the mix of 
products sold from a retail unit) 

b.  The right to change when the output is produced (for example, deciding when an item of 
machinery or a power plant will be used) 

c.  The right to change where the output is produced (for example, deciding on the destination of a 
truck or a ship or deciding where a piece of equipment is used or deployed) 

d.  The right to change whether the output is produced and the quantity of that output (for example, 
deciding whether to produce energy from a power plant and how much energy to produce from 
that power plant). 

842-10-15-26 
Examples of decision-making rights that do not grant the right to direct how and for what purpose an 
asset is used include rights that are limited to operating or maintaining the asset. Although rights such 
as those to operate or maintain an asset often are essential to the efficient use of an asset, they are 
not rights to direct how and for what purpose the asset is used and often are dependent on the 
decisions about how and for what purpose the asset is used. Such rights (that is, to operate or 
maintain the asset) can be held by the customer or the supplier. The supplier often holds those rights 
to protect its investment in the asset. However, rights to operate an asset may grant the customer the 
right to direct the use of the asset if the relevant decisions about how and for what purpose the asset 
is used are predetermined (see paragraph 842-10-15-20(b)(1)). 

A customer has the right to direct the use of an identified asset whenever it has the right to direct how 
and for what purpose the asset is used throughout the period of use (i.e., it can change how and for what 
purpose the asset is used throughout the period of use). How and for what purpose an asset is used is a 
single concept (i.e., “how” an asset is used is not assessed separately from “for what purpose” an asset 
is used). 

When evaluating whether a customer has the right to direct how and for what purpose the asset is used 
throughout the period of use, the focus should be on whether the customer has the decision-making 
rights that will most affect the economic benefits that will be derived from the use of the asset. The 
decision-making rights that are most relevant are likely to depend on the nature of the asset and the 
terms and conditions of the contract. 

The FASB indicated in the Basis for Conclusions (BC 137) that decisions about how and for what purpose 
an asset is used can be viewed as similar to the decisions made by a board of directors. Decisions made 
by a board of directors about the operating and financing activities of an entity are generally the most 
relevant decisions rather than the actions of individuals in implementing those decisions. 

ASC 842 provides the following examples of decision-making rights that grant the right to change how 
and for what purpose an asset is used: 

• The right to change the type of output that is produced by the asset (e.g., deciding whether to use a 
shipping container to transport goods or for storage, deciding on the mix of products sold from a 
retail unit) 
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• The right to change when the output is produced (e.g., deciding when an item of machinery or a 
power plant will be used) 

• The right to change where the output is produced (e.g., deciding on the destination of a truck or a 
ship, deciding where a piece of equipment is used or deployed) 

• The right to change whether the output is produced and the quantity of that output (e.g., deciding 
whether to produce energy from a power plant and how much energy to produce from that power plant) 

ASC 842 also provides the following examples of decision-making rights that do not grant the right to 
change how and for what purpose an asset is used: 

• Maintaining the asset 

• Operating the asset 

Although the decisions about maintaining and operating the asset are often essential to the efficient use 
of that asset, the right to make those decisions, in and of itself, does not result in the right to change how 
and for what purpose the asset is used throughout the period of use. 

The customer does not need the right to operate the underlying asset to have the right to direct its use. 
That is, the customer may direct the use of an asset that is operated by the supplier’s personnel. 
However, as discussed below, the right to operate an asset will often provide the customer the right to 
direct the use of the asset if the relevant decisions about how and for what purpose the asset is used are 
predetermined. 

We believe that the assessment of whether a contract is or contains a lease will be straightforward in 
most arrangements. However, judgment may be required in applying the definition of a lease to certain 
arrangements. For example, in contracts that include significant services, we believe that determining 
whether the contract conveys the right to direct the use of an identified asset may be more complex. 

The relevant decisions about how and for what purpose an asset is used are predetermined 

In some cases, it will not be clear whether the customer has the right to direct the use of the identified 
asset. This could be the case when the most relevant decisions about how and for what purpose an asset 
is used are predetermined by contractual restrictions on the use of the asset (e.g., the decisions about 
the use of the asset are agreed to by the customer and the supplier in negotiating the contract, and 
those decisions cannot be changed). This could also be the case when the most relevant decisions about 
how and for what purpose an asset is used are, in effect, predetermined by the design of the asset. The 
FASB indicated in the Basis for Conclusions (BC 138) that it would expect decisions about how and for 
what purpose an asset is used to be predetermined in few cases. When decisions about how and for what 
purpose an asset is to be used are predetermined, a customer has the right to direct the use of an 
identified asset throughout the period of use when the customer either: 

• Has the right to operate the asset, or direct others to operate the asset in a manner it determines, 
throughout the period of use without the supplier having the right to change those operating instructions 

• Designed the asset (or specific aspects of the asset) in a way that predetermines how and for what 
purpose the asset will be used throughout the period of use 

Significant judgment may be required to assess whether a customer designed the asset (or specific 
aspects of the asset) in a way that predetermines how and for what purpose the asset will be used 
throughout the period of use. The following provides an example of the evaluation of whether a customer 
designed the asset in a way that predetermines how and for what purpose the asset will be used 
throughout the period of use. 
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Excerpt from Accounting Standards Codification 
Example 9 — Contract for Energy/Power 

Case A — Contract Contains a Lease 

842-10-55-108 
A utility company (Customer) enters into a contract with a power company (Supplier) to purchase all of 
the electricity produced by a new solar farm for 20 years. The solar farm is explicitly specified in the 
contract, and Supplier has no substitution rights. The solar farm is owned by Supplier, and the energy 
cannot be provided to Customer from another asset. Customer designed the solar farm before it was 
constructed — Customer hired experts in solar energy to assist in determining the location of the farm 
and the engineering of the equipment to be used. Supplier is responsible for building the solar farm to 
Customer’s specifications and then operating and maintaining it. There are no decisions to be made 
about whether, when, or how much electricity will be produced because the design of the asset has 
predetermined these decisions. Supplier will receive tax credits relating to the construction and 
ownership of the solar farm, while Customer receives renewable energy credits that accrue from use 
of the solar farm. 

842-10-55-109 
The contract contains a lease. Customer has the right to use the solar farm for 20 years. 

842-10-55-110 
There is an identified asset because the solar farm is explicitly specified in the contract, and Supplier 
does not have the right to substitute the specified solar farm. 

842-10-55-111 
Customer has the right to control the use of the solar farm throughout the 20-year period of use because: 

a.  Customer has the right to obtain substantially all of the economic benefits from use of the solar 
farm over the 20-year period of use. Customer has exclusive use of the solar farm; it takes all of 
the electricity produced by the farm over the 20-year period of use as well as the renewable 
energy credits that are a by-product from use of the solar farm. Although Supplier will be 
receiving economic benefits from the solar farm in the form of tax credits, those economic 
benefits relate to the ownership of the solar farm rather than the use of the solar farm and, thus, 
are not considered in this assessment. 

b.  Customer has the right to direct the use of the solar farm. Neither Customer nor Supplier decides 
how and for what purpose the solar farm is used during the period of use because those decisions 
are predetermined by the design of the asset (that is, the design of the solar farm has, in effect, 
programmed into the asset any relevant decision-making rights about how and for what purpose 
the solar farm is used throughout the period of use). Customer does not operate the solar farm; 
Supplier makes the decisions about the operation of the solar farm. However, Customer’s design 
of the solar farm has given it the right to direct the use of the farm (as described in paragraph 
842-10-15-20(b)(2)). Because the design of the solar farm has predetermined how and for what 
purpose the asset will be used throughout the period of use, Customer’s control over that design 
is substantively no different from Customer controlling those decisions. 

Case B — Contract Does Not Contain a Lease 

842-10-55-112 
Customer enters into a contract with Supplier to purchase all of the power produced by an explicitly 
specified power plant for three years. The power plant is owned and operated by Supplier. Supplier is 
unable to provide power to Customer from another plant. The contract sets out the quantity and 
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timing of power that the power plant will produce throughout the period of use, which cannot be 
changed in the absence of extraordinary circumstances (for example, emergency situations). Supplier 
operates and maintains the plant on a daily basis in accordance with industry-approved operating 
practices. Supplier designed the power plant when it was constructed some years before entering into 
the contract with Customer; Customer had no involvement in that design. 

842-10-55-113 
The contract does not contain a lease. 

842-10-55-114 
There is an identified asset because the power plant is explicitly specified in the contract, and Supplier 
does not have the right to substitute the specified plant. 

842-10-55-115 
Customer has the right to obtain substantially all of the economic benefits from use of the identified 
power plant over the three-year period of use. Customer will take all of the power produced by the 
power plant over the three-year term of the contract. 

842-10-55-116 
However, Customer does not have the right to control the use of the power plant because it does not 
have the right to direct its use. Customer does not have the right to direct how and for what purpose 
the plant is used. How and for what purpose the plant is used (that is, whether, when, and how much 
power the plant will produce) are predetermined in the contract. Customer has no right to change how 
and for what purpose the plant is used during the period of use, nor does it have any other decision-
making rights about the use of the power plant during the period of use (for example, it does not 
operate the power plant) and did not design the plant. Supplier is the only party that can make 
decisions about the plant during the period of use by making the decisions about how the plant is 
operated and maintained. Customer has the same rights regarding the use of the plant as if it were one 
of many customers obtaining power from the plant. 

Case C — Contract Contains a Lease 

842-10-55-117 
Customer enters into a contract with Supplier to purchase all of the power produced by an explicitly 
specified power plant for 10 years. The contract states that Customer has rights to all of the power 
produced by the plant (that is, Supplier cannot use the plant to fulfill other contracts). 

842-10-55-118 
Customer issues instructions to Supplier about the quantity and timing of the delivery of power. If the 
plant is not producing power for Customer, it does not operate. 

842-10-55-119 
Supplier operates and maintains the plant on a daily basis in accordance with industry-approved 
operating practices. 

842-10-55-120 
The contract contains a lease. Customer has the right to use the power plant for 10 years. 

842-10-55-121 
There is an identified asset. The power plant is explicitly specified in the contract, and Supplier does 
not have the right to substitute the specified plant. 
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842-10-55-122 
Customer has the right to control the use of the power plant throughout the 10-year period of use 
because: 

a.  Customer has the right to obtain substantially all of the economic benefits from use of the power 
plant over the 10-year period of use. Customer has exclusive use of the power plant; it has rights 
to all of the power produced by the power plant throughout the 10-year period of use. 

b.  Customer has the right to direct the use of the power plant. Customer makes the relevant 
decisions about how and for what purpose the power plant is used because it has the right to 
determine whether, when, and how much power the plant will produce (that is, the timing and 
quantity, if any, of power produced) throughout the period of use. Because Supplier is prevented 
from using the power plant for another purpose, Customer’s decision making about the timing and 
quantity of power produced, in effect, determines when and whether the plant produces output. 

842-10-55-123 
Although the operation and maintenance of the power plant are essential to its efficient use, Supplier’s 
decisions in this regard do not give it the right to direct how and for what purpose the power plant is 
used. Consequently, Supplier does not control the use of the power plant during the period of use. 
Instead, Supplier’s decisions are dependent on Customer’s decisions about how and for what purpose 
the power plant is used.  

Specifying the output of an asset before the period of use 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-22 
In assessing whether a customer has the right to direct the use of an asset, an entity shall consider 
only rights to make decisions about the use of the asset during the period of use unless the customer 
designed the asset (or specific aspects of the asset) in accordance with paragraph 842-10-15-
20(b)(2). Consequently, unless that condition exists, an entity shall not consider decisions that are 
predetermined before the period of use. For example, if a customer is able only to specify the output 
of an asset before the period of use, the customer does not have the right to direct the use of that 
asset. The ability to specify the output in a contract before the period of use, without any other 
decision-making rights relating to the use of the asset, gives a customer the same rights as any 
customer that purchases goods or services. 

If a customer can only specify the output from an asset before the beginning of the period of use and 
cannot change that output throughout the period of use, the customer does not have the right to direct 
the use of that asset unless it designed the asset, or specific aspects of the asset, as contemplated in 
ASC 842-10-15-20(b)(2). If the customer did not design the asset or aspects of it, the customer’s ability 
to specify the output in a contract that doesn’t give it any other relevant decision-making rights relating 
to the use of the asset (e.g., the ability to change when, whether and what output is produced) gives the 
customer the same rights as any customer that purchases goods or services in a service arrangement 
(i.e., a contract that does not contain a lease). 
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1.2.2.3 Protective rights 

Excerpt from Accounting Standards Codification 
Leases — Overall 
Scope and Scope Exceptions 

842-10-15-23 
A contract may include terms and conditions designed to protect the supplier’s interest in the asset or 
other assets, to protect its personnel, or to ensure the supplier’s compliance with laws or regulations. 
These are examples of protective rights. For example, a contract may specify the maximum amount of 
use of an asset or limit where or when the customer can use the asset, may require a customer to 
follow particular operating practices, or may require a customer to inform the supplier of changes in 
how an asset will be used. Protective rights typically define the scope of the customer’s right of use 
but do not, in isolation, prevent the customer from having the right to direct the use of an asset. 

A supplier’s protective rights, in isolation, do not prevent the customer from having the right to direct the 
use of an identified asset. Protective rights typically define the scope of the customer’s right to use the 
asset without removing the customer’s right to direct the use of the asset. Protective rights are intended 
to protect a supplier’s interests (e.g., interests in the asset, its personnel, compliance with laws and 
regulations) and might take the form of a specified maximum amount of asset use, a restriction on where an 
asset may be used or a requirement to follow specific operating instructions. 

Illustration 5 — Right to direct the use of an asset 

Customer X enters into a contract with Supplier Y to use a vehicle for a three-year period. The vehicle 
is identified in the contract. Supplier Y cannot substitute another vehicle unless the specified vehicle is 
not operational (e.g., it breaks down). 

Under the contract: 

• Customer X operates the vehicle (i.e., drives the vehicle) or directs others to operate the vehicle 
(e.g., hires a driver). 

• Customer X decides how to use the vehicle (within contractual limitations, discussed below). For 
example, throughout the period of use, Customer X decides where the vehicle goes as well as 
when or whether it is used and what it is used for. Customer X can also change these decisions 
throughout the period of use. 

• Supplier Y prohibits certain uses of the vehicle (e.g., moving it overseas) and modifications of the 
vehicle to protect its interest in the asset. 

Analysis: Customer X has the right to direct the use of the identified vehicle throughout the period of use. 
Customer X has the right to direct the use of the vehicle because it has the right to change how the vehicle 
is used, when or whether the vehicle is used, where the vehicle goes and what the vehicle is used for. 

Supplier Y’s limits on certain uses for the vehicle and modifications to it are considered protective 
rights that define the scope of Customer X’s use of the asset but do not affect the assessment of 
whether Customer X directs the use of the asset. 
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1.2.3  Leases involving joint arrangements 
A customer that is a joint operation or joint arrangement (JOA) is required to consider whether the joint 
arrangement has the right to control the use of an identified asset to determine whether an arrangement 
is a lease. Joint arrangements, which are generally not legal entities and are not defined by US GAAP, 
are common in extractive industries.  

In a joint operation or joint arrangement, an operator (e.g., an operator of an oil and gas property) may 
agree with other parties (i.e., non-operators) to perform certain activities necessary to develop or 
operate the property. To fulfill its responsibilities, the operator often enters into contracts with third-
party suppliers to obtain the use of equipment (e.g., a drilling rig) to perform the activities. Many of these 
arrangements may contain leases. Less frequently, the JOA (as a group) may enter into such 
agreements directly with the suppliers. The counterparty to each contract (i.e., the operator, the JOA, 
the supplier) will have to carefully evaluate these agreements to determine whether it controls the use of 
an identified asset throughout the period of use. 

For example, when the operator enters into an arrangement with a supplier, the operator would evaluate 
whether it controls the use of the identified asset, and if so, a right-of-use asset and lease liability would 
generally be recognized (refer to chapter 4, Lessee accounting). Next, the operator and the JOA (as if it 
were a legal entity) should evaluate whether a sublease exists (between the operator and JOA). If the JOA 
controls the use of the identified asset under the term of the arrangement between the operator and the 
JOA, and the arrangement between the operator and JOA is determined to be a lease, the operator would 
recognize a sublease to the joint arrangement, and the parties with interest in the joint arrangement would 
recognize their proportionate share of the leased asset, liability and rental expense when proportionate 
consolidation is permitted (e.g., based on the industry guidance for extractive industries).  

1.3  Reassessment of the contract 
Excerpt from Accounting Standards Codification 
Leases — Overall 
Scope and Scope Exceptions 

842-10-15-6 
An entity shall reassess whether a contract is or contains a lease only if the terms and conditions of 
the contract are changed. 

Under ASC 842, an entity reassesses whether a contract is or contains a lease only if the terms and 
conditions of the contract are changed (e.g., a change in the scope or consideration of a contract, 
addition of a right to use an underlying asset). This reassessment requirement also applies to 
modifications of contracts that were not previously determined to be or contain a lease.  

A change that provides the supplier with a substitution right or that changes the extent of the supplier’s 
or customer’s decision-making authority related to the underlying asset are examples of changes in the 
terms and conditions of a contract that would require an entity to reassess whether the contract is or 
contains a lease. 

Refer to sections 4.6, Lease modifications, and 5.6, Lease modifications, for discussion of accounting by 
lessees and lessors, respectively, for a modified contract that continues to be a lease. 
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1.4  Identifying and separating lease and non-lease components of a contract and 
allocating contract consideration 

1.4.1  Identifying and separating lease components of a contract 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-28 
After determining that a contract contains a lease in accordance with paragraphs 842-10-15-2 
through 15-27, an entity shall identify the separate lease components within the contract. An entity 
shall consider the right to use an underlying asset to be a separate lease component (that is, separate 
from any other lease components of the contract) if both of the following criteria are met: 

a. The lessee can benefit from the right of use either on its own or together with other resources 
that are readily available to the lessee. Readily available resources are goods or services that are 
sold or leased separately (by the lessor or other suppliers) or resources that the lessee already 
has obtained (from the lessor or from other transactions or events). 

b. The right of use is neither highly dependent on nor highly interrelated with the other right(s) to 
use underlying assets in the contract. A lessee’s right to use an underlying asset is highly 
dependent on or highly interrelated with another right to use an underlying asset if each right of 
use significantly affects the other. 

842-10-15-29 
The guidance in paragraph 842-10-15-28 notwithstanding, to classify and account for a lease of land 
and other assets, an entity shall account for the right to use land as a separate lease component unless 
the accounting effect of doing so would be insignificant (for example, separating the land element would 
have no effect on lease classification of any lease component or the amount recognized for the land 
lease component would be insignificant). 

For contracts that contain the rights to use multiple assets but not land (e.g., a lease of a building and 
equipment, multiple pieces of equipment), the right to use each asset is considered a separate lease 
component if both of the following criteria are met: 

• The lessee can benefit from the right of use either on its own or together with other resources that 
are readily available to the lessee (i.e., goods or services that are sold or leased separately, by the 
lessor or other suppliers, or that the lessee has already obtained from the lessor or in other 
transactions or events). 

• The right of use is neither highly dependent on, nor highly interrelated with, the other right(s) to use 
the underlying assets in the contract. 

If one or both of these criteria are not met, the right to use multiple assets is considered a single lease 
component. 

For contracts that involve the right to use land and other assets (e.g., land and a building), ASC 842 
requires an entity to classify (refer to chapter 3, Lease classification) and account for the right to use 
land as a separate lease component, even if the criteria above for separating lease components are not 
met, unless the accounting effect of not separately accounting for the land is insignificant. In assessing 
whether the effect of separately accounting for the land would be significant, entities should consider the 
potential differences in accounting, including: 

• Lease classification 

• The balance sheet presentation of right-of-use assets and lease liabilities 
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• The timing and classification of expense or income recognition 

• The classification of lease payments in the statement of cash flows 

• Footnote disclosure (e.g., disclosure of lease costs, non-cash information on lease liabilities, the 
weighted-average lease term and discount rate) 

The FASB indicated in the Basis for Conclusions (BC 147) that since land, by virtue of its indefinite 
economic life, is substantively different from other assets, it should be assessed separately regardless of 
whether the separate lease component criteria are met. 

An entity that leases an entire building (i.e., 100% of the building) is inherently leasing the land 
underneath the building and would potentially account for the land and the building as separate lease 
components. However, we believe this would not necessarily be the case when an entity only leases part 
of the building (e.g., one floor of a multistory building). 

ASC 842 includes the following example for separating lease components of a contract (refer to section 
1.4.5, Examples — identifying and separating components of a contract and determining and allocating 
the consideration in the contract, for additional examples). 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 13 — Lease of a Turbine Plant 

842-10-55-146 
Lessor leases a gas-fired turbine plant to Lessee for eight years so that Lessee can produce electricity 
for its customers. The plant consists of the turbine housed within a building together with the land on 
which the building sits. The building was designed specifically to house the turbine, has a similar 
economic life as the turbine of approximately 15 years, and has no alternative use. The lease does not 
transfer ownership of any of the underlying assets to Lessee or grant Lessee an option to purchase 
any of the underlying assets. Lessor does not obtain a residual value guarantee from Lessee or any 
other unrelated third party. The present value of the lease payments is not substantially all of the 
aggregate fair value of the three underlying assets. 

842-10-55-147 
While the lease of the plant includes the lease of multiple underlying assets, the leases of those 
underlying assets do not meet the second criterion necessary to be separate lease components, which 
is that the right to use the underlying asset is neither dependent on nor highly interrelated with the 
other rights of use in the contract. Therefore, the contract contains only one lease component. The 
rights to use the turbine, the building, and the land are highly interrelated because each is an input to 
the customized combined item for which Lessee has contracted (that is, the right to use a gas-fired 
turbine plant that can produce electricity for distribution to Lessee’s customers). 

842-10-55-148 
However, because the contract contains the lease of land, Lessee and Lessor also must consider the 
guidance in paragraph 842-10-15-29. Lessee and Lessor each conclude that the effect of accounting 
for the right to use the land as a separate lease component would be insignificant because Lessee’s 
right to use the turbine, the building, and the land is coterminous and separating the right to use the 
land from the right to use the turbine and the building would not affect the lease classification of the 
turbine/building lease component. Lessee and Lessor each conclude that a single lease component 
comprising the turbine, the building, and the land would be classified as an operating lease, as would 
two separate lease components comprising the land and the turbine/building, respectively. 
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842-10-55-149 
The predominant asset in the single lease component is the turbine. Lessee entered into the lease 
primarily to obtain the power-generation capabilities of the turbine. The building and land enable 
Lessee to obtain the benefits from use of the turbine. The land and building would have little, if any, 
use or value to Lessee in this contract without the turbine. Therefore, the remaining economic life of 
the turbine is considered in evaluating the classification of the single lease component. 

1.4.2  Identifying and separating lease from non-lease components of a contract 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-30 
The consideration in the contract shall be allocated to each separate lease component and nonlease 
component of the contract (see paragraphs 842-10-15-33 through 15-37 for lessee allocation 
guidance and paragraphs 842-10-15-38 through 15-42 for lessor allocation guidance). Components 
of a contract include only those items or activities that transfer a good or service to the lessee. 
Consequently, the following are not components of a contract and do not receive an allocation of the 
consideration in the contract: 

a. Administrative tasks to set up a contract or initiate the lease that do not transfer a good or 
service to the lessee 

b. Reimbursement or payment of the lessor’s costs. For example, a lessor may incur various costs in 
its role as a lessor or as owner of the underlying asset. A requirement for the lessee to pay those 
costs, whether directly to a third party or as a reimbursement to the lessor, does not transfer a 
good or service to the lessee separate from the right to use the underlying asset. 

842-10-15-31 
An entity shall account for each separate lease component separately from the nonlease components 
of the contract (that is, unless a lessee makes the accounting policy election described in paragraph 
842-10-15-37). Nonlease components are not within the scope of this Topic and shall be accounted 
for in accordance with other Topics. 

Many contracts contain a lease coupled with an agreement to purchase or sell other goods or services 
(non-lease components). The non-lease components are identified and accounted for separately from 
the lease component in accordance with other US GAAP (except when a lessee applies the practical 
expedient as discussed in section 1.4.2.3, Practical expedient — lessees). For example, the non-lease 
components may be accounted for as executory arrangements by lessees (customers) or as contracts 
subject to ASC 606, Revenue from Contracts with Customers, by lessors (suppliers). 

Some contracts contain items that do not relate to the transfer of goods or services by the lessor to 
the lessee (e.g., fees or other administrative costs that a lessor charges a lessee). These items should 
not be considered separate lease or non-lease components, and lessees and lessors do not allocate 
consideration in the contract to these items. Refer to sections 1.4.3.2, Allocating the consideration in 
the contract — lessees, on lessee allocation of consideration in the contract and 1.4.4.2, Allocating 
the consideration in the contract — lessors, on lessor allocation of consideration in the contract. 

However, if the lessor provides services (e.g., maintenance, including common area maintenance, 
supply of utilities) or operates the underlying asset (e.g., vessel charter, aircraft wet lease), the 
contract would generally contain non-lease components. 
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1.4.2.1 Executory costs 

Payments for maintenance activities, including common area maintenance (e.g., cleaning a lobby of a 
building, removing snow from a parking lot for employees and customers), are considered non-lease 
components. In some leases, a lessee also may reimburse the lessor, or make certain payments on 
behalf of the lessor, that relate to the leased asset such as payments for insuring the lessor’s asset 
and real estate taxes associated with such asset. Insurance that protects the lessor’s interest in the 
underlying asset and taxes related to such asset (e.g., real estate taxes on the underlying asset) are 
not separate components of the contract because they do not represent payments for goods or 
services (i.e., the payments are for the use of the leased asset and are attributable to the lease 
component or allocated between the lease and non-lease components). Entities should also evaluate 
whether lease payments made for insurance that protects the lessor’s interest in the underlying asset 
and taxes relating to such asset are fixed (or in-substance fixed) lease payments or variable lease 
payments. Refer to section 2.4, Lease payments.  

For lessees, if an arrangement does not contain a non-lease component, fixed and variable payments for 
insuring the lessor’s asset and real estate taxes associated with such asset are attributable to the lease 
component. Refer to Example 12 — Activities or Costs That Are Not Components of a Contract, Case A — 
Payments for Taxes and Insurances are Variable, included below. If the same arrangement contains a 
lease and a non-lease component (e.g., maintenance), fixed payments are included in the consideration 
in the contract and allocated between the lease and non-lease components on a relative standalone price 
basis. Variable payments for insuring the lessor’s asset and real estate taxes are excluded from 
consideration in the contract and, when recognized, are allocated to the lease and non-lease components on 
the same basis as the allocation of consideration in the contract determined at lease commencement. Refer 
to Example 14 — Determining the Consideration in the Contract — Variable Payments, Case A — Variable 
Payments That Related to the Lease Component and the Nonlease Component, in section 1.4.5, Examples — 
identifying and separating components of a contract and determining and allocating the consideration in 
the contract. Also refer to section 1.4.3.2, Allocating the consideration in the contract — lessees. 

Lessors would follow the guidance in ASC 842-10-15-38 to 15-40, which incorporates ASC 606’s 
allocation guidance. Refer to section 1.4.4.2, Allocating the consideration in the contract — lessors.  

ASC 842 provides the following examples of accounting for lease-related executory costs. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 12 — Activities or Costs That Are Not Components of a Contract 

Case A — Payments for Taxes and Insurance are Variable 

842-10-55-141 
Lessor and Lessee enter into a five-year lease of a building. The contract designates that Lessee is 
required to pay for the costs relating to the asset, including the real estate taxes and the insurance 
on the building. The real estate taxes would be owed by Lessor regardless of whether it leased the 
building and who the lessee is. Lessor is the named insured on the building insurance policy (that is, 
the insurance protects Lessor’s investment in the building, and Lessor will receive the proceeds 
from any claim). The annual lease payments are fixed at $10,000 per year, while the annual real 
estate taxes and insurance premium will vary and be billed to Lessee each year. 

842-10-55-142 
The real estate taxes and the building insurance are not components of the contract. The contract 
includes a single lease component — the right to use the building. Lessee’s payments of those amounts 
solely represent a reimbursement of Lessor’s costs and do not represent payments for goods or 
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services in addition to the right to use the building. However, because the real estate taxes and 
insurance premiums during the lease term are variable, those payments are variable lease payments 
that do not depend on an index or a rate and are excluded from the measurement of the lease liability 
and recognized in profit or loss in accordance with paragraph 842-20-25-5 or 842-20-25-6. 

Case B — Payment for Taxes and Insurance are Fixed 

842-10-55-143 
Assume the same facts and circumstances as in Case A (paragraphs 842-10-55-141 through 55-142), 
except that the fixed annual lease payment is $13,000. There are no additional payments for real 
estate taxes or building insurance; however, the fixed payment is itemized in the contract (that is, 
$10,000 for rent, $2,000 for real estate taxes, and $1,000 for building insurance). Consistent with 
Case A, the taxes and insurance are not components of the contract. The contract includes a single 
lease component, the right to use the building. The $65,000 in payments Lessee will make over the 
5-year lease term are all lease payments for the single component of the contract and, therefore, are 
included in the measurement of the lease liability. 

Case C — Common Area Maintenance 

842-10-55-144 
Assume the same facts and circumstances as in Case B (paragraph 842-10-55-143), except that 
the lease is of space within the building, rather than for the entire building, and the fixed annual 
lease payment of $13,000 also covers Lessor’s performance of common area maintenance 
activities (for example, cleaning of common areas, parking lot maintenance, and providing utilities 
to the building). Consistent with Case B, the taxes and insurance are not components of the 
contract. However, the common area maintenance is a component because Lessor’s activities 
transfer services to Lessee. That is, Lessee receives a service from Lessor in the form of the 
common area maintenance activities it would otherwise have to undertake itself or pay another 
party to provide (for example, cleaning the lobby for its customers, removing snow from the 
parking lot for its employees and customers, and providing utilities). The common area 
maintenance is a single component in this contract rather than multiple components, because 
Lessor performs the activities as needed (for example, plows snow or undertakes minor repairs 
when and as necessary) over the same period of time. 

842-10-55-145 
Therefore, the contract in Case C includes two components — a lease component (that is, the right 
to use the building) and a nonlease component. The consideration in the contract of $65,000 is 
allocated between those 2 components; the amount allocated to the lease component is the lease 
payments in accounting for the lease. 

1.4.2.2 Guarantees of performance of underlying asset 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-33 
A lessor should evaluate a commitment to guarantee performance of the underlying asset or to 
effectively protect the lessee from obsolescence of the underlying asset in accordance with 
paragraphs 606-10-55-30 through 55-35 on warranties. If the lessor’s commitment is more extensive 
than a typical product warranty, it might indicate that the commitment is providing a service to the 
lessee that should be accounted for as a nonlease component of the contract. 
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Entities should carefully evaluate the terms of any performance guarantees provided by the lessor and 
the provisions of ASC 606-10-55-30 through 55-35 to determine whether the guarantee is a non-lease 
component of the contract that should be separated (e.g., if the lessor’s commitment is more extensive 
than a typical product warranty). 

1.4.2.3 Practical expedient — lessees 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-37 
As a practical expedient, a lessee may, as an accounting policy election by class of underlying asset, 
choose not to separate nonlease components from lease components and instead to account for each 
separate lease component and the nonlease components associated with that lease component as a 
single lease component. 

ASC 842 provides a practical expedient that permits lessees to make an accounting policy election (by 
class of underlying asset) to account for each separate lease component of a contract and its associated 
non-lease components as a single lease component. ASC 842 provides this expedient to alleviate 
concerns that the costs and administrative burden of allocating consideration to separate lease and non-
lease components may not be justified by the benefit of more precisely reflecting the right-of-use asset 
and the lease liability. Furthermore, the FASB expects the practical expedient to most often be used 
when the non-lease components of a contract are not significant when compared to the lease 
components of a contract. The practical expedient does not allow lessees to account for multiple lease 
components of a contract (refer to section 1.4.1, Identifying and separating lease components of a 
contract) as a single lease component. Refer to chapter 4, Lessee accounting, for a discussion of 
measurement of right-of-use assets and lease liabilities. 

When a lease includes a non-lease component related to the purchase of inventory, we believe an entity 
should separate the purchase of inventory from other lease and non-lease components, even if it has 
elected to apply the practical expedient to the class of underlying asset to which the lease relates. For 
example, if a contract contains a lease as well as non-lease components related to a service and the 
purchase of sheet metal to be used in the construction of inventory, we believe the purchase of the sheet 
metal should be accounted for as a component of inventory rather than together with the lease component 
as the purchase of a physical good is not a “non-lease component associated with that lease component.” 

Lessees that make the policy election to account for a lease component of a contract and its associated 
non-lease components as a single lease component allocate all of the contract consideration to the lease 
component. Therefore, the initial and subsequent measurement of the lease liability and right-of-use 
asset is greater than if the policy election was not applied, which could have an effect on a lessee’s 
impairment analysis (refer to section 4.2.5, Impairment of right-of-use assets after the effective date). 
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1.4.3  Determining, allocating and reassessing the consideration in the contract — 
lessees 

1.4.3.1 Determining the consideration in the contract 

Excerpt from Accounting Standards Codification 
Master Glossary 

Consideration in the Contract 

See paragraph 842-10-15-35 for what constitutes the consideration in the contract for lessees and 
paragraph 842-10-15-39 for what constitutes consideration in the contract for lessors. 

Leases — Overall 
Scope and Scope Exceptions 

842-10-15-35 
The consideration in the contract for a lessee includes all of the payments described in paragraph 842-
10-30-5, as well as all of the following payments that will be made during the lease term: 

a.  Any fixed payments (for example, monthly service charges) or in substance fixed payments, less 
any incentives paid or payable to the lessee, other than those included in paragraph 842-10-30-5 

b.  Any other variable payments that depend on an index or a rate, initially measured using the index 
or rate at the commencement date. 

The consideration in the contract for a lessee includes all of the payments described as lease payments in 
section 2.4, Lease payments, as well as any of the following payments made during the lease term: 

• Any fixed payments (e.g., monthly service charges) or in-substance fixed payments, less any 
incentives paid or payable to the lessee (refer to section 2.4.1, Fixed (including in-substance fixed) 
lease payments and lease incentives), other than those included in lease payments 

• Any variable payments that depend on an index or a rate (refer to section 2.4.2, Variable lease 
payments that depend on an index or rate), initially measured using the index or rate at the 
commencement date (refer to section 2.2, Commencement date of the lease) 

 

• The payments described as lease payments in section 2.4, Lease payments 

+ 
• Any other fixed payments (e.g., monthly service charges) or in-substance 

fixed payments made during the lease term, less any incentives paid or 
payable to the lessee 

+ 
• Any other variable payments that depend on an index or a rate made 

during the lease term and initially measured using the index or rate at the 
commencement date 

Consideration 
in the contract 

for a lessee  

(ASC 842-10-
15-35) 
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1.4.3.2 Allocating the consideration in the contract — lessees  

Excerpt from Accounting Standards Codification 
Master Glossary 

Standalone Price 

The price at which a customer would purchase a component of a contract separately. 

Leases — Overall 

Scope and Scope Exceptions 

842-10-15-33 
A lessee shall allocate (that is, unless the lessee makes the accounting policy election described in 
paragraph 842-10-15-37) the consideration in the contract to the separate lease components 
determined in accordance with paragraphs 842-10-15-28 through 15-31 and the nonlease 
components as follows: 

a.  The lessee shall determine the relative standalone price of the separate lease components and 
the nonlease components on the basis of their observable standalone prices. If observable 
standalone prices are not readily available, the lessee shall estimate the standalone prices, 
maximizing the use of observable information. A residual estimation approach may be 
appropriate if the standalone price for a component is highly variable or uncertain. 

b.  The lessee shall allocate the consideration in the contract on a relative standalone price basis to 
the separate lease components and the nonlease components of the contract. 

Initial direct costs should be allocated to the separate lease components on the same basis as the 
lease payments. 

842-10-15-34 
A price is observable if it is the price that either the lessor or similar suppliers sell similar lease or 
nonlease components on a standalone basis.  

Lessees that do not make an accounting policy election (by class of underlying asset) to use the practical 
expedient (refer to section 1.4.2.3, Practical expedient — lessees) to account for each separate lease 
component of a contract and its associated non-lease components as a single lease component are 
required to allocate the consideration in the contract to the lease and non-lease components on a relative 
standalone price basis. Lessees are required to use observable standalone prices (i.e., prices at which a 
customer would purchase a component of a contract separately) when readily available. If observable 
standalone prices are not readily available, lessees estimate standalone prices, maximizing the use of 
observable information. A residual estimation approach may be appropriate when the standalone price 
for a component is highly variable or uncertain. Refer to section 1.4.5, Examples — identifying and 
separating components of a contract and determining and allocating the consideration in the contract, for 
illustrations of how a lessee determines and allocates consideration in a contract, including for 
arrangements that include variable payments. 

For contracts that contain multiple lease components (refer to section 1.4.1, Identifying and separating 
lease components of a contract), lessees also allocate initial direct costs (refer to section 2.6, Initial direct 
costs) to the separate lease components on the same basis as the lease payments. 
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1.4.3.3  Reassessment — determining and allocating the consideration in the contract 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-36 
A lessee shall remeasure and reallocate the consideration in the contract upon either of the following: 

a. A remeasurement of the lease liability (for example, a remeasurement resulting from a change in 
the lease term or a change in the assessment of whether a lessee is or is not reasonably certain to 
exercise an option to purchase the underlying asset) (see paragraph 842-20-35-4) 

b. The effective date of a contract modification that is not accounted for as a separate contract (see 
paragraph 842-10-25-8).  

Lessees are required to remeasure and reallocate the consideration in a contract when they remeasure 
the lease liability, which occurs as a result of any of the following: 

• A change to the lease term (e.g., a change resulting from a lessee’s determination that it is 
reasonably certain to exercise an existing option to extend a lease that it had previously determined 
it was not reasonably certain to exercise) 

• A change in the assessment of whether a lessee is reasonably certain to exercise an option to 
purchase the underlying asset 

• A change in the amount that it is probable the lessee will owe under a residual value guarantee 

• A resolution of a contingency that results in some or all of the payments allocated to the lease 
component that were previously determined to be variable meeting the definition of lease payments 
(e.g., an event occurs that results in variable lease payments that were linked to the performance or 
use of the underlying asset becoming fixed payments for the remainder of the lease term) 

Refer to section 4.5, Remeasurement of lease liabilities and right-of-use assets — operating and finance 
leases, for further discussion. 

Lessees are also required to remeasure and reallocate the consideration in the contract on the effective 
date of a contract modification (i.e., the date the lessor and lessee approve a change to the terms and 
conditions of the lease that results in a change in the scope of or the consideration for the lease) if the 
modified contract is not accounted for as a separate contract. Refer to section 4.6, Lease modifications. 

Also refer to section 3.5.1, Summary of lease reassessment and remeasurement requirements. 
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1.4.4  Determining, allocating and reassessing the consideration in the contract — 
lessors 
Excerpt from Accounting Standards Codification 
Master Glossary 

Consideration in the Contract 

See paragraph 842-10-15-35 for what constitutes the consideration in the contract for lessees and 
paragraph 842-10-15-39 for what constitutes consideration in the contract for lessors. 

Leases — Overall 

Scope and Scope Exceptions 

842-10-15-38 
A lessor shall allocate the consideration in the contract to the separate lease components and the 
nonlease components using the requirements in paragraphs 606-10-32-28 through 32-41. A lessor 
also shall allocate any capitalized costs (for example, initial direct costs or contract costs capitalized 
in accordance with Subtopic 340-40 on other assets and deferred costs — contracts with customers) to 
the separate lease components or nonlease components to which those costs relate. 

842-10-15-39 
The consideration in the contract for a lessor includes all of the amounts described in paragraph 842-
10-15-35 and any other variable payment amounts that would be included in the transaction price in 
accordance with the guidance on variable consideration in Topic 606 on revenue from contracts with 
customers that specifically relates to either of the following: 

a.  The lessor’s efforts to transfer one or more goods or services that are not leases 

b.  An outcome from transferring one or more goods or services that are not leases. 

Any variable payment amounts accounted for as consideration in the contract shall be allocated 
entirely to the nonlease component(s) to which the variable payment specifically relates if doing so 
would be consistent with the transaction price allocation objective in paragraph 606-10-32-28. 

842-10-15-40 
If the terms of a variable payment amount other than those in paragraph 842-10-15-35 relate to a 
lease component, even partially, the lessor shall recognize those payments as income in profit or loss 
in the period when the changes in facts and circumstances on which the variable payment is based occur 
(for example, when the lessee’s sales on which the amount of the variable payment depends occur). 
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1.4.4.1  Determining the consideration in the contract 

This illustration shows the types of payments that a lessor incudes as consideration in the contract. 
Although similar, consideration in a contract for lessees and lessors may differ because lessors include 
certain other variable payments that do not relate to a lease component.  

 

1.4.4.2  Allocating the consideration in the contract — lessors 

When applying ASC 842, lessors are required to apply the guidance in ASC 606-10-32-28 through 32-41 to 
allocate the consideration in the contract to lease and non-lease components. This guidance requires 
lessors to allocate consideration in the contract on a relative standalone selling price basis, except when 
allocating certain discounts (ASC 606-10-32-36 through 32-38) and certain variable consideration 
(ASC 606-10-32-39 through 32-41). Using the guidance in ASC 606, lessors may ultimately attribute all 
or portions of the consideration in the contract to specific lease and non-lease components. 

The standalone selling price is the price at which an entity would sell a promised good or service separately 
to a customer. The best evidence of standalone selling price is the observable price of a good or service 
when the entity sells that good or service separately in similar circumstances and to similar customers. 
When standalone selling prices are not directly observable, the lessor must estimate the standalone selling 
price. ASC 606-10-32-33 through 32-35 provides guidance for estimating the standalone selling price. The 
requirement to estimate a standalone selling price is not a new concept for lessors that previously applied 
the multiple-element arrangements guidance in ASC 605-25, Multiple-Element Arrangements, to leases 
accounted for under ASC 840. The guidance on estimating standalone selling price in ASC 606 is similar to 

• The payments described as lease payments in section 2.4, Lease payments 

Consideration 
in the contract 

for a lessee  

(ASC 842-10-
15-35) 

+ 
• Any other fixed payments (e.g., monthly service charges) or in-substance 

fixed payments made during the lease term, less any incentives paid or 
payable to the lessee 

• Any other variable payments that depend on an index or a rate made 
during the lease term and initially measured using the index or rate at the 
commencement date 

+ 

+ 
• Any other variable payment amounts that would be included in the 

transaction price in accordance with the guidance on variable consideration 
in ASC 606 that specifically relate to either of the following: 
• The lessor’s efforts to transfer one or more goods or services that 

are not leases 
• An outcome from transferring one or more goods or services that 

are not leases  

= 
Consideration in the contract for a lessor (ASC 842-10-15-39) 
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ASC 605-25. However, ASC 606 doesn’t require an entity to consider a hierarchy of evidence to make 
this estimate. Refer to section 6.1, Determining standalone selling prices, of our Financial reporting 
developments publication, Revenue from contracts with customers (ASC 606), for an in-depth discussion of 
determining the standalone selling price and some possible estimation methods.  

1.4.4.3  Allocating variable payments — lessors 

If an arrangement includes variable payments, a lessor should carefully analyze the nature of the variable 
payments and the components to which they relate to determine how to allocate those amounts.  

Variable payments included as consideration in the contract  

Under ASC 842, certain variable payments are included as consideration in the contract (i.e., variable 
payments that depend on an index or rate and other variable payments that relate to the transfer of or 
the outcome from transferring one or more goods or services that are not leases). Refer to section 
1.4.4.1, Determining the consideration in the contract. Variable payments included as consideration in 
the contract are allocated entirely to the non-lease component(s) to which they relate if doing so would 
be consistent with the transaction price allocation objective in ASC 606-10-32-28 (i.e., the variable 
payment would be allocated entirely to the non-lease component if doing so depicts the amount of 
consideration to which the lessor expects to be entitled in exchange for transferring the non-lease 
component).  

Excerpt from Accounting Standards Codification 
Revenue from Contracts with Customers — Overall 

Measurement 

606-10-32-28 
The objective when allocating the transaction price is for an entity to allocate the transaction price to 
each performance obligation (or distinct good or service) in an amount that depicts the amount of 
consideration to which the entity expects to be entitled in exchange for transferring the promised 
goods or services to the customer.  

If allocating the variable payments entirely to the non-lease component is not consistent with the 
transaction price allocation objective in ASC 606-10-32-28, the consideration in the contract is generally 
allocated between lease and non-lease components on a relative standalone selling price basis. 

The following illustration on allocating variable payments included in the consideration in the contract is 
based on Example 14, Determining the Consideration in the Contract — Variable Payments, Case B — 
Variable Payments That Relate Specifically to a Nonlease Component, in ASC 842 (refer to section 1.4.5, 
Examples — identifying and separating components of a contract and determining and allocating the 
consideration in the contract).  

Illustration 6 — Allocating the consideration in the contract: variable payments that specifically 
relate to the non-lease component 

Lessee and Lessor enter into a five-year lease of highly specialized equipment that includes specialized 
maintenance services on the equipment throughout the lease term. Lessee agrees to pay: 

• A fixed payment of $200,000 per year; and  

• A variable payment each year that is based on the number of hours that the equipment is operating 
at specified performance metrics (i.e., the equipment is not malfunctioning or inoperable) 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB3043_RevenueRecognition_8August2016/$FILE/FinancialReportingDevelopments_BB3043_RevenueRecognition_8August2016.pdf
http://gaait-aa.ey.net/Document.aspx?PersistentBookId=0&GotoString=SL51746663-203323&ProductId=111#SL51746663-203323
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Assume Lessor properly concludes that the variable payments relate specifically to the outcome of its 
performance of the maintenance services (i.e., the non-lease component). Lessor evaluates the 
variable payments in accordance with the guidance on variable consideration in ASC 606 and 
estimates, using the expected value method, that it will be entitled to receive $50,000 in variable 
payments (subject to the constraint on variable consideration). Lessor measures the consideration in 
the contract at $1,050,000 ($200,000 X 5 years + $50,000 of estimated variable payments that 
specifically relate to the non-lease component). The standalone selling prices for the equipment and 
maintenance services are $1,350,000 and $200,000, respectively. 

Scenario 1 

Lessor concludes that allocating the variable payment of $50,000 entirely to the maintenance 
services would reasonably depict the amount of consideration to which it expects to be entitled in 
exchange for providing the equipment and maintenance services (i.e., this would result in an allocation 
that is consistent with the transaction price allocation objective in ASC 606-10-32-28). In this case, 
Lessor allocates the consideration in the contract as follows:  

Component Standalone Price 
Allocation of 

Fixed Payment 
Allocation of 

Variable Payment Total Allocation 
 

Equipment lease  $ 1,350,000  $ 870,968(a)   –  $ 870,968  

Maintenance   200,000   129,032(b)   50,000   179,032  

  $ 1,550,000  $ 1,000,000  $ 50,000  $ 1,050,000  
(a) (1,350,000/1,550,000) X 1,000,000 
(b) (200,000/1,550,000) X 1,000,000 

Note: If the consideration allocated to the maintenance services is significantly higher than the 
standalone selling price, this may indicate that the allocation is not consistent with the allocation 
objective in ASC 606-10-32-28 (i.e., allocating the variable payment entirely to the non-lease 
component may not depict the amount of consideration to which the lessor expects to be entitled in 
exchange for transferring the non-lease component). 

Scenario 2 

Lessor concludes that allocating the variable payments entirely to the maintenance services would not 
result in an allocation that is consistent with the allocation objective in ASC 606-10-32-28. In this 
case, Lessor allocates the entire consideration in the contract of $1,050,000 between the equipment 
lease (i.e., lease component) and maintenance services (i.e., non-lease component) on a relative 
standalone selling price basis as follows: 

Component Standalone Price 
Allocation of 

Fixed Payment 
Allocation of 

Variable Payment Total Allocation 

Equipment lease  $ 1,350,000  $ 870,968(a)  $ 43,548(c)  $ 914,516 

Maintenance   200,000   129,032(b)   6,452(d)   135,484 

  $ 1,550,000  $ 1,000,000  $ 50,000  $ 1,050,000 
(a) (1,350,000/1,550,000) X 1,000,000 
(b) (200,000/1,550,000) X1,000,000 
(c) (1,350,000/1,550,000) X 50,000 
(d) (200,000/1,550,000) X 50,000 
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Variable payments not included as consideration in the contract 

Variable payments that do not depend on an index or rate (e.g., performance- or usage-based payments) 
that relate to the lease component, even partially, are excluded from the consideration in the contract. 
For example, ASC 842-10-55-152 states that if the quality and condition of the underlying leased asset 
substantively affects whether a lessor receives potential variable payments, such variable payments are 
not solely related to the non-lease component (i.e., the potential variable payments are related to the 
lease component, even partially) and are excluded from the consideration in the contract. However, 
determining whether variable payments relate to the lease component, even partially, may require 
significant judgment in many cases.  

If the terms of a variable payment amount other than those in ASC 842-10-15-35 (refer to section 1.4.3.1, 
Determining the consideration in the contract) relate to the lease component, even partially, lessors 
recognize those payments as income in profit or loss in the period when the changes in facts and 
circumstances on which the variable payments are based occur (i.e., when and if the variable payments 
are earned) and allocate that income between lease and non-lease components on the same basis as the 
initial allocation of the consideration in the contract or on the same basis as the most recent reallocation 
if the contract was previously modified (ASC 842-10-15-40 and 842-10-55-152). In such circumstances, 
revenue is recognized for the non-lease component only when the associated lease-related revenue is earned. 

Illustration 7 — Allocating the consideration in the contract: variable payments that relate to the 
lease component even partially 

Entity A (lessee) and Entity B (lessor) enter into a three-year lease of retail space in a mall that 
includes common area maintenance throughout the lease term. Entity A agrees to pay a fixed 
payment of $100,000 per year and variable payments based on a percentage of sales. Entity B 
concludes that variable payments relate, at least partially, to the lease component and, therefore, 
Entity B measures the consideration in the contract at $300,000, which excludes the variable 
payments. Entity B allocates the consideration in the contract between the lease and maintenance 
services on the basis of relative standalone selling prices of each component, which, for purposes of 
this example, are $350,000 and $50,000.  

Component Standalone Price Allocation Calculation 

Retail lease  $ 350,000  $ 262,500 ($350,000/400,000) X 300,000 

Maintenance   50,000   37,500    ($50,000/400,000) X 300,000 

  $ 400,000  $ 300,000  

Entity B subsequently recognizes income related to the variable payments based on a percentage of 
sales when they are earned and allocates that income between the lease and maintenance services on 
the same basis as the initial allocation of consideration in the contract or on the same basis as the 
most recent reallocation if the contract was previously modified. 

1.4.4.4  Initial direct costs or contract costs 
A lessor allocates any capitalized costs (e.g., initial direct costs or contract costs capitalized in 
accordance with ASC 340-40, Other Assets and Deferred Costs — Contracts with Customers, to the 
separate lease components or non-lease components to which those costs relate. 
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1.4.4.5  Reassessment — determining and allocating the consideration in the contract 
Excerpt from Accounting Standards Codification 
Leases — Overall 
Scope and Scope Exceptions 

842-10-15-41 
A lessor shall remeasure and reallocate the remaining consideration in the contract when there is a 
contract modification that is not accounted for as a separate contract in accordance with paragraph 
842-10-25-8. 

842-10-15-42 
If the consideration in the contract changes, a lessor shall allocate those changes in accordance with 
the requirements in paragraphs 606-10-32-42 through 32-45. 

Lessors will remeasure and reallocate the remaining consideration in the contract upon a contract 
modification (i.e., a change to the terms and conditions of the contract that results in a change in the 
scope of or the consideration for the lease) that is not accounted for as a separate contract. Refer to 
section 5.6, Lease modifications.  

Lessors will apply the guidance in ASC 606-10-32-42 through 32-45 to allocate changes in the 
consideration in the contract that are not the result of a modification (e.g., the consideration in the 
contract changes if a lessor concludes in applying ASC 606 that there is a change in the amount it will 
receive for variable payments related to services that are not leases). That guidance generally requires 
lessors to allocate the subsequent changes between lease and non-lease components on the same basis 
as the initial allocation of the consideration in the contract (or on the same basis as the most recent 
reallocation if the contract was previously modified). Refer to section 6.5, Changes in transaction price 
after contract inception, of our Financial reporting developments publication, Revenue from contracts 
with customers (ASC 606), for a discussion of changes in transaction prices after contract inception. 
Although not considered a change in the consideration in the contract, lessors recognize changes to 
index- and rate-based variable payments in profit or loss in the period of the change and allocate those 
changes between lease and non-lease components on the same basis as the initial allocation (or most re-
allocation) of consideration in the contract. 

Refer to section 3.5.1, Summary of lease reassessment and remeasurement requirements. 

1.4.5  Examples — identifying and separating components of a contract and 
determining and allocating the consideration in the contract 
ASC 842 provides the following examples to illustrate how lessees and lessors identify and separate lease 
and non-lease components of a contract and determine and allocate the consideration in the contract. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementations Guidance and Illustrations 

Example 11 — Allocation of Consideration to Lease and Nonlease Components of a Contract 

Case A — Allocation of Consideration in the Contract 

842-10-55-132 
Lessor leases a bulldozer, a truck, and a crane to Lessee to be used in Lessee’s construction operations 
for three years. Lessor also agrees to maintain each piece of equipment throughout the lease term. 
The total consideration in the contract is $600,000, payable in $200,000 annual installments. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB3043_RevenueRecognition_8August2016/$FILE/FinancialReportingDevelopments_BB3043_RevenueRecognition_8August2016.pdf
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842-10-55-133 
Lessee and Lessor both conclude that the leases of the bulldozer, the truck, and the crane are each 
separate lease components because both of the criteria in paragraph 842-10-15-28 are met. That is: 

a.  The criterion in paragraph 842-10-15-28(a) is met because Lessee can benefit from each of the 
three pieces of equipment on its own or together with other readily available resources (for 
example, Lessee could readily lease or purchase an alternative truck or crane to use with the 
bulldozer). 

b.  The criterion in paragraph 842-10-15-28(b) is met because, despite the fact that Lessee is 
leasing all three machines for one purpose (that is, to engage in construction operations), the 
machines are not highly dependent on or highly interrelated with each other. The machines are 
not, in effect, inputs to a combined single item for which Lessee is contracting. Lessor can fulfill 
each of its obligations to lease one of the underlying assets independently of its fulfillment of the 
other lease obligations, and Lessee’s ability to derive benefit from the lease of each piece of 
equipment is not significantly affected by its decision to lease or not lease the other equipment 
from Lessor. 

842-10-55-134 
In accordance with paragraph 842-10-15-31, Lessee and Lessor will account for the nonlease 
maintenance services components separate from the three separate lease components (unless 
Lessee elects the practical expedient — see Case B [paragraphs 842-10-55-138 through 55-140]). In 
accordance with the identifying performance obligations guidance in paragraphs 606-10-25-19 
through 25-22, Lessor further concludes that its maintenance services for each piece of leased 
equipment are distinct and therefore separate performance obligations, resulting in the conclusion 
that there are three separate lease components and three separate nonlease components (that is, 
three maintenance service performance obligations). 

842-10-55-135 
Lessor allocates the consideration in the contract to the separate lease components and nonlease 
components by applying the guidance in paragraphs 606-10-32-28 through 32-41. The consideration 
allocated to each separate lease component constitutes the lease payments for purposes of Lessor’s 
accounting for those components. 

842-10-55-136 
Lessee allocates the consideration in the contract to the separate lease and nonlease components. 
Several suppliers provide maintenance services that relate to similar equipment such that there are 
observable standalone prices for the maintenance services for each piece of leased equipment. In 
addition, even though Lessor, who is the manufacturer of the equipment, requires that all leases of 
its equipment include maintenance services, Lessee is able to establish observable standalone prices 
for the three lease components on the basis of the price other lessors lease similar equipment on a 
standalone basis. The standalone prices for the separate lease and nonlease components are as follows. 

   Lease   Maintenance  
Bulldozer $ 200,000 $ 50,000 
Truck  120,000  20,000 
Crane  240,000  70,000 
 $ 560,000 $ 140,000 

842-10-55-137 
Lessee first allocates the consideration in the contract ($600,000) to the lease and nonlease 
components on a relative basis, utilizing the observable standalone prices determined in paragraph 
842-10-55-136. Lessee then accounts for each separate lease component in accordance with 
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Subtopic 842-20, treating the allocated consideration as the lease payments for each lease 
component. The nonlease components are accounted for by Lessee in accordance with other Topics. 
The allocation of the consideration to the lease and nonlease components is as follows. 

  Lease   Maintenance  
Bulldozer $ 171,429 $ 42,857 
Truck  102,857  17,143 
Crane  205,714  60,000 
 $ 480,000 $ 120,000 

The following example from ASC 842 assumes the same facts as Case A above except that the lessee 
has made an accounting policy election to use the practical expedient to not separate non-lease 
components from their associated lease components. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementations Guidance and Illustrations 

Example 11 — Allocation of Consideration to Lease and Nonlease Components of a Contract 

Case B — Lessee Elects Practical Expedient to Not Separate Lease from Nonlease Components 

842-10-55-138 
Assume the same facts and circumstances as in Case A (paragraphs 842-10-55-132 through 55-137), 
except that Lessee has made an accounting policy election to use the practical expedient to not 
separate nonlease from lease components for its leased construction equipment. Consequently, 
Lessee does not separate the maintenance services from the related lease components but, instead, 
accounts for the contract as containing only three lease components. 

842-10-55-139 
Because Lessor regularly leases each piece of equipment bundled together with maintenance services on 
a standalone basis, there are observable standalone prices for each of the three combined components, 
each of which includes the lease and the maintenance services. Because each of the three separate lease 
components includes the lease of the equipment and the related maintenance services, the observable 
standalone price for each component in this scenario is greater than the observable standalone price for 
each separate lease component that does not include the maintenance services in Case A. 

842-10-55-140 
Lessee allocates the consideration in the contract ($600,000) to the three separate lease 
components on a relative basis utilizing the observable standalone selling price of each separate lease 
component (inclusive of maintenance services) and then accounts for each separate lease component 
in accordance with the guidance in Subtopic 842-20, treating the allocated consideration as the lease 
payments for each separate lease component. The standalone prices for each of the three combined 
lease components is as follows. 

     Relative 
  Standalone   Standalone 
  Price   Price  
Bulldozer $ 230,000 $ 215,625 
Truck  130,000  121,875 
Crane  280,000  262,500 
 $ 640,000 $ 600,000 
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ASC 842 provides the following examples to illustrate how lessees and lessors identify and separate lease 
and non-lease components of a contract and determine and allocate the consideration in the contract when 
there are variable payments that relate to the lease component and the non-lease component. 

Excerpt from Accounting Standards Codification 
Leases — Overall 
Implementations Guidance and Illustrations 

Example 14 — Determining the Consideration in the Contract — Variable Payments 

Case A — Variable Payments That Relate to the Lease Component and the Nonlease Component 

842-10-55-150 
Lessee and Lessor enter into a three-year lease of equipment that includes maintenance services on the 
equipment throughout the three-year lease term. Lessee will pay Lessor $100,000 per year plus an 
additional $7,000 each year that the equipment is operating a minimum number of hours at a specified 
level of productivity (that is, the equipment is not malfunctioning or inoperable). The potential $7,000 
payment each year is variable because the payment depends on the equipment operating a minimum 
number of hours at a specified level of productivity. The lease is an operating lease. 

842-10-55-151 
In accordance with paragraph 842-10-15-35, variable payments other than those that depend on an 
index or a rate are not accounted for as consideration in the contract by Lessee. Therefore, the 
consideration in the contract to be allocated by Lessee to the equipment lease and the maintenance 
services at lease commencement includes only the fixed payments of $100,000 each year (or 
$300,000 in total). Lessee allocates the consideration in the contract to the equipment lease and the 
maintenance services on the basis of the standalone prices of each, which, for purposes of this 
example, are $285,000 and $45,000, respectively. 

       Relative 
  Standalone    Standalone 
  Price    Price  

 Lease $ 285,000 $ 259,091 
 Maintenance   45,000   40,909 
  $ 330,000 $ 300,000 

Each $100,000 annual fixed payment and each variable payment are allocated to the equipment 
lease and the maintenance services on the same basis as the initial allocation of the consideration in 
the contract (that is, 86.4 percent to the equipment lease and 13.6 percent to the maintenance 
services). Therefore, annual lease expense, excluding variable expense, is $86,364. Lessee 
recognizes the expense related to the variable payments in accordance with paragraphs 842-20-25-6 
and 842-20-55-1 through 55-2. 

842-10-55-152 
In accordance with paragraphs 842-10-15-39 through 15-40, Lessor also concludes that the 
potential variable payments should not be accounted for as consideration in the contract. That is 
because the potential variable payment each year is not solely related to performance of the nonlease 
maintenance services; the quality and condition of the underlying asset also substantively affect 
whether Lessor will earn those amounts. Therefore, Lessor’s allocation of the consideration in the 
contract ($300,000) in this Example is the same as Lessee. Lessor, in the same manner as Lessee, 
also will recognize the income related to the variable payments and allocate that income between the 
lease and nonlease maintenance services (on the same basis as the initial allocation of the 
consideration in the contract), when and if earned. 
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The following example assumes the same facts as Case A above except that the variable payments relate 
specifically to a non-lease component. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementations Guidance and Illustrations 

Example 14 — Determining the Consideration in the Contract — Variable Payments 

Case B — Variable Payments That Relate Specifically to a Nonlease Component 

842-10-55-153 
Assume the same facts and circumstances as in Case A (paragraphs 842-10-55-150 through 55-152), 
except in this scenario the maintenance services are highly specialized and no entity would expect the 
equipment to meet the performance metrics without the specialized maintenance services. 

842-10-55-154 
Lessee would account for the potential variable payments consistent with Case A. The rationale for this 
accounting also is consistent with that in Case A. 

842-10-55-155 
In contrast to Case A, Lessor concludes that the variable payments relate specifically to an outcome 
from Lessor’s performance of its maintenance services. Therefore, Lessor evaluates the variable 
payments in accordance with the variable consideration guidance in paragraphs 606-10-32-5 through 
32-13. If Lessor estimates, using the most likely amount method, that it will be entitled to receive the 
$21,000 in variable payments and that it is probable that including that amount in the transaction 
price for the maintenance services would not result in a significant revenue reversal when the 
uncertainty of the performance bonus is resolved, the $21,000 would be included in the consideration 
in the contract. Because allocating the $21,000 entirely to the maintenance services would not result 
in an allocation that is consistent with the allocation objective in paragraph 606-10-32-28 (that is, it 
would result in allocating $61,909 to the maintenance services and the remainder to the equipment 
lease, which would not reasonably depict the consideration to which Lessor expects to be entitled for 
each component), the entire consideration in the contract of $321,000 is allocated on a relative 
standalone price basis as follows. 

       Relative 
  Standalone    Standalone 
  Price    Price  

 Lease $ 285,000 $ 277,227 
 Maintenance  45,000  43,773 
  $ 330,000 $ 321,000 

842-10-55-156 
The $277,227 allocated to the equipment lease is the lease payment in accounting for the lease in 
accordance with Subtopic 842-30. Lessor will recognize the consideration in the contract allocated to 
the maintenance services in accordance with the guidance on the satisfaction of performance 
obligations in paragraphs 606-10-25-23 through 25-37. If the consideration in the contract changes 
(for example, because Lessor no longer estimates that it will receive the full $21,000 in potential 
variable payments), Lessor will allocate the change in the transaction price on the same basis as was 
initially done. 
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The following example assumes the same facts as Case B above except that the variable payments relate 
specifically to a non-lease component. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementations Guidance and Illustrations 

Example 14 — Determining the Consideration in the Contract — Variable Payments 

Case C — Allocating Variable Payments Entirely to a Nonlease Component 

842-10-55-157 
Assume the same facts and circumstances as in Case B (paragraphs 842-10-55-153 through 55-156), 
except that in this scenario all of the following apply: 

a.  The potential variable payments are $14,000 per year ($42,000 in total), and the annual fixed 
payments are $93,000 per year ($279,000 in total). 

b.  While Lessor’s estimate of the variable payments to which it will be entitled is $42,000, Lessor 
concludes that it is not probable that including the full $42,000 in potential variable payments in 
the consideration in the contract will not result in a significant revenue reversal (that is, the entity 
applies the constraint on variable consideration in paragraph 606-10-32-11). Lessor concludes 
that only $28,000 is probable of not resulting in a significant revenue reversal. Therefore, the 
consideration in the contract is initially $307,000 ($279,000 + $28,000). 

842-10-55-158 
In contrast to Case B, Lessor concludes that allocating the variable payments entirely to the maintenance 
services and the fixed payments entirely to the equipment lease is consistent with the allocation objective 
in paragraph 606-10-32-28. This is because $42,000 (Lessor considers its estimate of the variable 
payments to which it expects to be entitled exclusive of the constraint on variable consideration in Topic 
606 on revenue recognition) and $279,000 approximate the standalone price of the maintenance 
services ($45,000) and the equipment lease ($285,000), respectively. Because the variable payments 
are allocated entirely to the maintenance services, if the consideration in the contract changes (for 
example, because Lessor concludes it is now probable that it will earn the full $42,000 in variable 
payments), that change is allocated entirely to the maintenance services component in the contract. 

1.5  Contract combinations 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Recognition 

842-10-25-19 
An entity shall combine two or more contracts, at least one of which is or contains a lease, entered 
into at or near the same time with the same counterparty (or related parties) and consider the 
contracts as a single transaction if any of the following criteria are met: 

a. The contracts are negotiated as a package with the same commercial objective(s). 

b. The amount of consideration to be paid in one contract depends on the price or performance of 
the other contract. 

c. The rights to use underlying assets conveyed in the contracts (or some of the rights of use conveyed 
in the contracts) are a single lease component in accordance with paragraph 842-10-15-28. 
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ASC 842 requires that two or more contracts entered into at or near the same time with the same 
counterparty (or related party) be considered a single contract if at least one of the contracts is or 
contains a lease and any one of the following criteria is met: 

• The contracts are negotiated as a package with the same commercial objective(s). 

• The amount of consideration to be paid in one contract depends on the price or performance of the 
other contract. 

• The rights to use the underlying assets conveyed in the contracts (or some of the rights of use 
conveyed in the contracts) are a single lease component (refer to section 1.4.1, Identifying and 
separating lease components of a contract). 

The FASB indicated in the Basis for Conclusions (BC 165) that it developed these criteria to address 
concerns that separately accounting for multiple contracts may not result in a faithful representation of 
the combined transaction. 

1.6  Lease broker 
The difficulty in accounting for lease broker transactions is often determining whether the broker transaction 
is in substance a lease. In certain leasing transactions, a lease broker acts as an intermediary between the 
lessor and the lessee. The lease broker fee arrangement can be a relatively simple one where a lump-sum 
cash payment is paid to the broker at closing (when all or substantially all of the services were rendered, and 
the broker has no future service commitments or obligations associated with the lease). In certain more 
complex leasing transactions, lease brokers often assume additional risks, offer additional services and 
sometimes receive additional benefits and compensation in various forms. Lease broker participation in the 
terms of the lease may be so extensive that the broker appears to be a lessor or a lessee and not merely 
an intermediary. As a result, what is intended to be a lease broker transaction may in certain cases be 
considered a lease. Alternatively, a lease broker may merely serve as an intermediary in substance. 

1.7  Acquisition of lease residual values 
The following issues related to accounting for the purchase of lease interests or residual values are 
discussed in ASC 360, Property, Plant, and Equipment. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Derecognition 

842-30-40-4 
For guidance on the acquisition of the residual value of an underlying asset by a third party, see 
paragraph 360-10-25-2. 

Property, Plant, and Equipment — Overall 

Recognition 

360-10-25-2 
This Section provides guidance on how a third-party entity shall account for the following: 

a. The acquisition from a lessor of the unconditional right to own and possess, at the end of the 
lease term, an asset subject to a lease 

b. The acquisition of the right to receive all, or a portion, of the proceeds from the sale of a leased 
asset at the end of the lease term. 
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360-10-25-3 
At the date the rights in the preceding paragraph are acquired, both transactions involve a right to 
receive, at the end of the lease term, all, or a portion, of any future benefit to be derived from the 
leased asset and shall be accounted for as the acquisition of an asset. Both transactions are referred 
to as the acquisition of an interest in the residual value of a leased asset. 

360-10-25-4 
An interest in the residual value of a leased asset shall be recorded as an asset at the date the right 
is acquired. 

Initial Measurement 

360-10-30-3 
An interest in the residual value of a leased asset recognized under paragraph 360-10-25-4 shall be 
measured initially at the amount of cash disbursed, the fair value of other consideration given, and the 
present value of liabilities assumed. 

360-10-30-4 
The fair value of the interest in the residual value of the leased asset at the date of the agreement shall 
be used to measure its cost if that fair value is more clearly evident than the fair value of assets 
surrendered, services rendered, or liabilities assumed. 

Subsequent Measurement 

360-10-35-13 
The following paragraph provides guidance on how an entity acquiring an interest in the residual value 
of a leased asset shall account for that asset during the lease term. 

360-10-35-14 
An entity acquiring an interest in the residual value of any leased asset, irrespective of the classification 
of the related lease by the lessor, shall not recognize increases to the asset's estimated value over the 
remaining term of the related lease, and the asset shall be reported at no more than its acquisition cost 
until sale or disposition. If it is subsequently determined that the fair value of the residual value of a 
leased asset has declined below the carrying amount of the acquired interest and that decline is other 
than temporary, the asset shall be written down to fair value, and the amount of the write-down shall be 
recognized as a loss. That fair value becomes the asset's new carrying amount, and the asset shall not 
be increased for any subsequent increase in its fair value before its sale or disposition. 

The acquisition of the unconditional right to own and possess, at the end of the lease term, an asset 
subject to a lease or the right to receive all, or a portion, of the proceeds from the sale of a leased asset 
at the end of the lease are both transactions involving a right to receive all, or a portion, of any future 
benefit to be derived from the leased asset and should be accounted for as the acquisition of an asset. 
For the remainder of this section, both transactions are referred to as the acquisition of an interest in the 
residual value of a leased asset. 

An interest in the residual value of a leased asset should be recorded as an asset at the amount of cash 
disbursed, the fair value of other consideration given and the present value of liabilities assumed at the 
date the right is acquired. The fair value of the interest in the residual value of the leased asset at the 
date of the agreement should be used to measure its cost if that fair value is more clearly evident than 
the fair value of assets surrendered, services rendered or liabilities assumed. 
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An enterprise acquiring an interest in the residual value of any leased asset, irrespective of the 
classification of the related lease by the lessor, should not recognize increases to the asset’s estimated 
value over the remaining term of the related lease, and the asset should be reported at no more than its 
acquisition cost until sale or disposition. If it is subsequently determined that the fair value of the residual 
value of a leased asset has declined below the carrying amount of the acquired interest and that decline 
is other than temporary, the asset should be written down to fair value, and the amount of the write-
down should be recognized as a loss. That fair value becomes the asset’s new carrying amount, and the 
asset should not be increased for any subsequent increase in its fair value prior to its sale or disposition. 

An interest in the residual value of a leased asset acquired by a lease broker for cash, liabilities assumed 
and the fair value of other consideration given, including services rendered, should be accounted for 
under this guidance. 

1.8  Service concession arrangements 
Excerpt from Accounting Standards Codification 
Service Concession Arrangements — Overall 

Overview and Background 

General 
853-10-05-1 

A service concession arrangement is an arrangement between a grantor and an operating entity for 
which the terms provide that the operating entity will operate the grantor’s infrastructure (for 
example, airports, roads, bridges, tunnels, prisons, and hospitals) for a specified period of time. The 
operating entity may also maintain the infrastructure. The infrastructure already may exist or may be 
constructed by the operating entity during the period of the service concession arrangement. If the 
infrastructure already exists, the operating entity may be required to provide significant upgrades as 
part of the arrangement. Service concession arrangements can take many different forms. 

853-10-05-2 
In a typical service concession arrangement, an operating entity operates and maintains for a period of 
time the infrastructure of the grantor that will be used to provide a public service. In exchange, the 
operating entity may receive payments from the grantor to perform those services. Those payments 
may be paid as the services are performed or over an extended period of time. Additionally, the 
operating entity may be given a right to charge the public (the third-party users) to use the 
infrastructure. The arrangement also may contain an unconditional guarantee from the grantor under 
which the grantor provides a guaranteed minimum payment if the fees collected from the third-party 
users do not reach a specified minimum threshold. This Topic provides guidance for reporting entities 
when they enter into a service concession arrangement with a public sector grantor who controls or 
has the ability to modify or approve the services that the operating entity must provide with the 
infrastructure, to whom it must provide them, and at what price (which could be set within a specified 
range). The grantor also controls, through ownership, beneficial entitlement, or otherwise, any 
residual interest in the infrastructure at the end of the term of the arrangement. 
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A service concession arrangement is an arrangement between a grantor and an operating entity that 
operates the grantor’s infrastructure for a specified period of time. Such arrangements may take various 
forms. A service concession arrangement within the scope of ASC 853 involves a public-sector entity 
grantor contracting with an operating entity to provide a public service, and the arrangement meets two 
additional criteria described in ASC 853-10-15-3 as discussed below. A public-sector entity grantor may 
be a governmental body (e.g., a municipal government, a state government) or another entity to which a 
governmental body has delegated responsibility for providing a public service (e.g., a regional airport 
authority, a municipal transportation authority). Under such arrangements, the operating entity generally 
operates and maintains the public-sector entity’s infrastructure (e.g., a highway, bridge, parking facility, 
power plant, hospital) that fulfills a public service for a period of time, in exchange for consideration 
(e.g., payments from the grantor, the right to charge third-party users of the assets). The operating entity 
may also construct the public-sector entity’s infrastructure or upgrade the existing infrastructure. 

We believe service concession arrangements within the scope of ASC 853 exist in the US but may be 
more prevalent in other jurisdictions, particularly in the energy and construction sectors (e.g., entities 
involved with assets such as power plants or bridges). However, all entities should evaluate each 
arrangement with a public-sector entity to determine whether the arrangement is in the scope of this 
guidance. Additionally, entities with equity method investees should also consider the accounting effects 
of their investees’ service concession arrangements, if any. 

Excerpt from Accounting Standards Codification 
 
Service Concession Arrangements — Overall 

Scope and Scope Exceptions 

General 
853-10-15-2 

The guidance in this Topic applies to the accounting by operating entities of a service concession 
arrangement under which a public-sector entity grantor enters into a contract with an operating entity 
to operate the grantor’s infrastructure. The operating entity also may provide the construction, 
upgrading, or maintenance services of the grantor’s infrastructure. 

The guidance in ASC 853 applies only to the operating entity in a service concession arrangement that 
involves a public-sector entity grantor (grantor), which has the responsibility to provide a public service 
and meets the following two conditions: 

• The grantor controls or has the ability to modify or approve the services that the operating entity 
must provide with the infrastructure, to whom it must provide them and at what price. 

• The grantor controls, through ownership, beneficial entitlement or otherwise, any residual interest in 
the infrastructure at the end of the term of the arrangement. 

Public service 

A feature of a service concession arrangement is that an operating entity provides a public service on 
behalf of a governmental entity. However, ASC 853 does not provide a framework for determining 
whether an arrangement between a grantor and an operating entity provides a public service or is a 
normal supplier-customer arrangement between two unrelated parties.  

In some circumstances, it may be clear that the operating entity is providing a public service on behalf of 
a governmental entity (e.g., operating a highway used by the general public). However, judgment may be 
required when determining the substance of the arrangement.  
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ASC 853 also does not provide a framework for evaluating whether the grantor controls or has the ability 
to modify or approve the public services that must be provided, to whom they must be provided and at 
what price. To be in the scope of ASC 853, we believe the grantor should have the substantive ability to 
control, modify or approve: 

• The public services that the operator must provide, 

• To whom those public services must be provided, and 

• At what price those public services must be provided. 

All three conditions must be met. Therefore, the terms and conditions of each arrangement, including 
the rights of the operating entity and grantor, should be evaluated carefully. For example, even though 
the operating entity may have certain managerial or day-to-day decision-making abilities in providing the 
required services (e.g., constructing, operating and maintaining a toll road), the grantor may retain the 
unilateral ability to control, modify or approve the services that the operating entity must provide with 
the infrastructure, to whom it must provide them, and at what price. 

Importantly, a grantor need only have the ability to control, modify or (emphasis added) approve each of 
the conditions above. For example, a grantor may not control each condition in a contract where such 
conditions are agreed to up front (i.e., agreed to by both parties to the contract). However, the grantor may 
have to approve any changes, indicating the approval criteria would be met. 

When assessing whether the grantor controls or has the ability to set, modify or approve the price of the 
service provided, the arrangement need not establish a specific price. As described in ASC 853-10-05-2, 
the price in a service concession arrangement “could be set within a specified range.” Such 
arrangements should be evaluated to determine if the grantor set or approved the initially established 
price range and if it can also modify or must approve any subsequent price changes outside that range. 

Control of the residual interest 

The contractual terms of the arrangement will generally specify whether the grantor or the operating 
entity controls through ownership (or other means) any residual interest in the infrastructure at the end 
of the term of the arrangement. We believe control of the residual interest is generally evidenced within 
the contractual arrangements (e.g., an automatic transfer; a substantive option allowing the government 
to purchase the asset; circumstances when the governmental entity can determine how the asset will be 
disposed of or transferred at the end of the arrangement).  

Accounting for a service concession arrangement 

For service concession arrangements that are in the scope of ASC 853, the operating entity should not 
account for the arrangement as a lease (i.e., in accordance with ASC 842) and should not recognize the 
infrastructure as property, plant and equipment (i.e., in accordance with ASC 360). Instead, the 
operating entity should refer to other US GAAP (e.g., ASC 605, ASC 606 following the adoption of 
ASC 606) to account for the various aspects of a service concession arrangement. The FASB did not 
specify which aspects of US GAAP should be applied to service concession arrangements within the 
scope of ASC 853, except to say that service concession arrangements in the scope of both ASC 853 and 
ASC 980, Regulated Operations, should be accounted for using ASC 980 instead of ASC 853. Refer to 
section 1.8.1, Service concession arrangements in regulated operations, for additional information about 
service concession arrangements that may also be within the scope of ASC 980. 
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We believe operating entities will generally follow the revenue recognition guidance when accounting for 
service concession arrangements within the scope of ASC 853. This accounting may be similar to other 
non-lease service and management contracts where a party manages property or equipment on behalf of 
the owner. Arrangements not in the scope of ASC 853 should first be evaluated by the operating entity 
using the criteria in ASC 842 to determine whether lease accounting is appropriate. 

The following example is provided to assist with the application of the service concession arrangements 
scope guidance in ASC 853-10-15-1 through 15-3: 

Illustration 8 — Accounting for a service concession arrangement 

Assume the following facts: 

• Company Q (Company Q or operating entity) enters into an arrangement with the State X 
Department of Transportation (referred to as the DOT), State X’s governmental entity responsible 
for its public highways. 

• Under the terms of the arrangement, Company Q will be required to perform the following 
services: construct, operate and maintain the DOT’s toll highway for a period of 20 years. The 
arrangement does not contain any renewal periods. 

• The DOT will control any residual interest in the highway at the end of the 20-year contractual period. 

• The arrangement requires Company Q to operate the toll highway by allowing the public to access 
and travel upon the constructed highway (i.e., a public service) in exchange for a toll that will be 
collected from each vehicle. The arrangement does not provide Company Q with any rights to 
unilaterally change the services that it must provide with the highway (e.g., roadway maintenance, 
emergency access and services, rest area concessions) or to whom it must provide the services. 

• The arrangement initially sets the toll within a specified range, determined by the DOT, of $0.50 
to $1.00 per vehicle. Future changes to the toll amount (i.e., price changes outside the specified 
range) require the DOT’s approval. 

Evaluation: 

The arrangement is a service concession arrangement. The arrangement involves an operating entity 
(Company Q) contracting with a public-sector entity grantor (the DOT) to provide a public service, and 
the following two conditions are met: 

• The DOT controls or has the ability to modify or approve the services that the operating entity 
must provide with the toll highway, to whom it must provide them and at what price. 

• The DOT controls, through ownership, beneficial entitlement or otherwise, any residual interest in 
the toll highway at the end of the term of the arrangement. 

Because the arrangement meets both criteria above, it is in the scope of ASC 853. Therefore, Company Q 
should not account for the service concession arrangement as a lease in accordance with ASC 842. 
Additionally, Company Q should not recognize the highway as its property, plant and equipment in 
accordance with ASC 360. Instead, Company Q should refer to other US GAAP to account for the 
aspects of the arrangement (e.g., revenue recognition guidance to account for tolls collected). 
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1.8.1 Service concession arrangements in regulated operations 
Excerpt from Accounting Standards Codification 
Service Concession Arrangements — Overall 

Scope and Scope Exceptions 

General 

853-10-15-4 
A service concession arrangement that meets the scope criteria in Topic 980 on regulated operations 
shall apply the guidance in that Topic and not follow the guidance in this Topic. 

A common characteristic between regulated operations and service concession arrangements is that the 
grantor (i.e., the regulator in the case of regulated operations) determines the price that can be charged 
for the service. However, in regulated operations, the operating entity often controls the residual 
interest in the infrastructure (i.e., the infrastructure is often owned by the operating entity). Therefore, 
such arrangements in regulated operations generally would not be in the scope of ASC 853. In 
circumstances when the arrangement would otherwise be in the scope of both ASC 853 and ASC 980 
(e.g., an arrangement with an operating entity where the grantor is a state-owned utility that retains 
control over any residual interest in the infrastructure), the FASB specified that the service concession 
arrangement should be accounted for using the guidance in ASC 980 (i.e., the guidance in ASC 853 
should not be applied to such arrangements). See ASC 980 for additional information about determining 
whether an arrangement is in the scope of that standard and for guidance about the recognition and 
measurement of such arrangements. 
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2 Key concepts 

Lessees and lessors generally apply the same key concepts for purposes of identifying, classifying, 
recognizing and measuring lease contracts. 

2.1 Inception of a contract 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Scope and Scope Exceptions 

842-10-15-2 
At inception of a contract, an entity shall determine whether that contract is or contains a lease. 

ASC 842-10-15-2 requires customers and suppliers to determine, at contract inception, whether a 
contract is a lease or contains a lease. Entities should consider other US GAAP to determine how to 
account for and disclose the existence of rights or obligations created between the inception of a 
contract that is or contains a lease and the commencement date of the lease (e.g., disclosures required 
by ASC 440, Commitments, ASC 460, Guarantees). 

2.2 Commencement date of the lease 
Excerpt from Accounting Standards Codification 
Master Glossary 

Commencement Date of the Lease (Commencement Date) 

The date on which a lessor makes an underlying asset available for use by a lessee. See paragraphs 
842-10-55-19 through 55-21 for implementation guidance on the commencement date. 

Underlying Asset 

An asset that is the subject of a lease for which a right to use that asset has been conveyed to a 
lessee. The underlying asset could be a physically distinct portion of a single asset. 

Leases — Overall 

Implementation Guidance and Illustrations 
842-10-55-19 
In some lease arrangements, the lessor may make the underlying asset available for use by the lessee 
(for example, the lessee may take possession of or be given control over the use of the underlying 
asset) before it begins operations or makes lease payments under the terms of the lease. During this 
period, the lessee has the right to use the underlying asset and does so for the purpose of constructing 
a lessee asset (for example, leasehold improvements). 

842-10-55-20 
The contract may require the lessee to make lease payments only after construction is completed and 
the lessee begins operations. Alternatively, some contracts require the lessee to make lease payments 
when it takes possession of or is given control over the use of the underlying asset. The timing of when 
lease payments begin under the contract does not affect the commencement date of the lease. 
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The commencement date is the date on which the lessor makes an underlying asset (i.e., the property, 
plant or equipment that is subject to the lease) available for use by the lessee. In some cases, the 
commencement date of the lease may be before the date stipulated in the lease agreement (e.g., the 
date rent becomes due and payable). This often occurs when the leased space is modified by the lessee 
prior to commencing operations in the leased space (e.g., during the period a lessee uses the leased 
space to construct its own leasehold improvements). In making the assessment of lease commencement, 
it will often be necessary to distinguish lessee versus lessor assets (refer to section 4.7.1, Which party 
owns the improvements). 

If a lessee takes possession of, or is given control over, the use of the underlying asset before it begins 
operations or making lease payments under the terms of the lease, the lease term has commenced even 
if the lessee is not required to pay rent or the lease arrangement states the lease commencement date is 
a later date. As a result, the straight-line rent computation for operating leases must include the deemed 
rent holiday period (refer to section 4.2.2, Subsequent measurement, for a discussion of the subsequent 
measurement of an operating lease by a lessee and section 5.4.1, Time pattern of use of property in an 
operating lease, for a discussion of recognition of revenue for an operating lease by a lessor). The timing 
of when lease payments begin under the contract does not affect the commencement date of the lease. 
For example, a lessee (except lessees applying the short-term lease exception discussed in section 4.1.1, 
Short-term leases) initially recognizes a lease liability and related right-of-use asset on the commencement 
date, and a lessor (for direct financing and most sales-type leases) initially recognizes its net investment 
in the lease on the commencement date. 

Illustration 9 — Determining the lease commencement date 

Assume that Entity A leases office space from Entity B, and both parties execute the lease on 1 December 
20X6. Entity B makes the space available for use by Entity A on 1 February 20X7 so that Entity A can 
begin to construct leasehold improvements. On 1 June 20X7, following completion of construction of 
the leasehold improvements, Entity A begins to use the office space for its operations and makes its first 
rental payment to Entity B. 

Analysis: The lease commencement date is 1 February 20X7, the date on which Entity B made the 
underlying asset available for use by Entity A. On the commencement date (i.e., 1 February 20X7), the 
lessee would generally recognize a right-of-use asset and a lease liability (refer to section 4, Lessee 
accounting) and the lessor (for direct financing and most sales-type leases) recognizes its net investment 
in the lease.  

2.2.1  Lease commencement date for master lease agreements 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-17  
Under a master lease agreement, the lessee may gain control over the use of additional underlying 
assets during the term of the agreement. If the agreement specifies a minimum number of units or 
dollar value of equipment, the lessee obtaining control over the use of those additional underlying 
assets is not a lease modification. Rather, the entity (whether a lessee or a lessor) applies the 
guidance in paragraphs 842-10-15-28 through 15-42 when identifying the separate lease components 
and allocating the consideration in the contract to those components. Paragraph 842-10-55-22 
explains that a master lease agreement may, therefore, result in multiple commencement dates. 
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842-10-55-22  
There may be multiple commencement dates resulting from a master lease agreement. That is 
because a master lease agreement may cover a significant number of underlying assets, each of 
which are made available for use by the lessee on different dates. Although a master lease agreement 
may specify that the lessee must take a minimum number of units or dollar value of equipment, there 
will be multiple commencement dates unless all of the underlying assets subject to that minimum are 
made available for use by the lessee on the same date. 

A master lease agreement is a lease under which a lessee may gain control over the use of additional 
underlying assets during the term of the agreement. In certain cases, a master lease agreement specifies 
minimum and maximum equipment dollars or quantities that can be required to be leased. If the 
agreement specifies a minimum number of units or dollar value of equipment, the lessee obtaining 
control over the use of those additional underlying assets is not a lease modification. 

There will be multiple commencement dates resulting from a master lease agreement unless all of the 
underlying assets are made available for use by the lessee on the same date (refer to section 1.4.1, 
Identifying and separating lease components of a contract, for discussion of when multiple assets may be 
accounted for as a single lease component). Entities would determine the commencement date for each 
underlying asset subject to a master lease agreement based on the date each underlying asset is made 
available for use by a lessee (refer to section 2.2, Commencement date of the lease). 

2.3 Lease term and purchase options 

2.3.1 Lease term 
Excerpt from Accounting Standards Codification 
Master Glossary 
Lease Term 
The noncancellable period for which a lessee has the right to use an underlying asset, together with 
all of the following: 

a. Periods covered by an option to extend the lease if the lessee is reasonably certain to exercise 
that option 

b. Periods covered by an option to terminate the lease if the lessee is reasonably certain not to 
exercise that option 

c. Periods covered by an option to extend (or not to terminate) the lease in which exercise of the 
option is controlled by the lessor. 

Leases — Overall 
Initial Measurement 
842-10-30-1 
An entity shall determine the lease term as the noncancellable period of the lease, together with all of 
the following: 

a. Periods covered by an option to extend the lease if the lessee is reasonably certain to exercise 
that option 

b. Periods covered by an option to terminate the lease if the lessee is reasonably certain not to 
exercise that option 

c. Periods covered by an option to extend (or not to terminate) the lease in which exercise of the 
option is controlled by the lessor. 
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842-10-30-2 
At the commencement date, an entity shall include the periods described in paragraph 842-10-30-1 in 
the lease term having considered all relevant factors that create an economic incentive for the lessee 
(that is, contract-based, asset-based, entity-based, and market-based factors). Those factors shall be 
considered together, and the existence of any one factor does not necessarily signify that a lessee is 
reasonably certain to exercise or not to exercise an option. 

Implementation Guidance and Illustrations 

842-10-55-25 
The lease term begins at the commencement date and includes any rent-free periods provided to the 
lessee by the lessor. 

842-10-55-26 
At the commencement date, an entity assesses whether the lessee is reasonably certain to exercise 
or not to exercise an option by considering all economic factors relevant to that assessment—contract-
based, asset-based, market-based, and entity-based factors. An entity’s assessment often will require 
the consideration of a combination of those factors because they are interrelated. Examples of 
economic factors to consider include, but are not limited to, any of the following:  

a. Contractual terms and conditions for the optional periods compared with current market rates, 
such as:  

1. The amount of lease payments in any optional period  

2. The amount of any variable lease payments or other contingent payments, such as 
payments under termination penalties and residual value guarantees  

3. The terms and conditions of any options that are exercisable after initial optional periods (for 
example, the terms and conditions of a purchase option that is exercisable at the end of an 
extension period at a rate that is currently below market rates).  

b. Significant leasehold improvements that are expected to have significant economic value for the 
lessee when the option to extend or terminate the lease or to purchase the underlying asset 
becomes exercisable.  

c. Costs relating to the termination of the lease and the signing of a new lease, such as negotiation 
costs, relocation costs, costs of identifying another underlying asset suitable for the lessee’s 
operations, or costs associated with returning the underlying asset in a contractually specified 
condition or to a contractually specified location.  

d. The importance of that underlying asset to the lessee’s operations, considering, for example, 
whether the underlying asset is a specialized asset and the location of the underlying asset. 

The lease term begins at the lease commencement date and is determined on that date based on the 
noncancelable term of the lease, together with all of the following: 

• Periods covered by an option to extend the lease if the lessee is reasonably certain to exercise that 
option 

• Periods covered by an option to terminate the lease if the lessee is reasonably certain not to exercise 
that option 

• Periods covered by an option to extend (or not terminate) the lease in which the exercise of the 
option is controlled by the lessor 
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The FASB indicated in the Basis for Conclusions (BC 195) that the phrase “reasonably certain,” which is 
used in International Accounting Standard 17 and is generally interpreted as a high threshold, has the 
same meaning as the phrase “reasonably assured” that is used in ASC 840. Therefore, the FASB does not 
anticipate a change in practice. 

Refer to section 2.3.5.2, The effect of a sublease on the lease term, for discussion of how a sublease is 
considered in evaluating the term of a head lease. 

2.3.2 Purchase options 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Initial Measurement 
842-10-30-3 
At the commencement date, an entity shall assess an option to purchase the underlying asset on the 
same basis as an option to extend or not to terminate a lease, as described in paragraph 842-10-30-2. 

Purchase options should be assessed in the same way as options to extend the lease term or terminate 
the lease. The FASB indicated in the Basis for Conclusions (BC 218) that an option to purchase an 
underlying asset is economically similar to an option to extend the lease term for the remaining economic 
life of the underlying asset. When a lease contains a purchase option and the lessee is reasonably certain to 
exercise that option, the lease is classified as a finance lease by a lessee and a sales-type lease by a 
lessor. Refer to section 3.1, Criteria for lease classification — lessees, or section 3.2, Criteria for lease 
classification — lessors. 

2.3.3  Cancellable leases 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-23 
An entity should determine the noncancellable period of a lease when determining the lease term. 
When assessing the length of the noncancellable period of a lease, an entity should apply the definition 
of a contract and determine the period for which the contract is enforceable. A lease is no longer 
enforceable when both the lessee and the lessor each have the right to terminate the lease without 
permission from the other party with no more than an insignificant penalty. 

842-10-55-24 
If only a lessee has the right to terminate a lease, that right is considered to be an option to terminate 
the lease available to the lessee that an entity considers when determining the lease term, as 
described in paragraph 842-10-30-1. If only a lessor has the right to terminate a lease, the 
noncancellable period of the lease includes the period covered by the option to terminate the lease. 

ASC 842 applies to contracts that are referred to as “cancellable,” “month-to-month,” “at-will,” 
“evergreen,” “perpetual” or “rolling” if they create enforceable rights and obligations. An arrangement is 
not enforceable if both the lessee and the lessor each have the right to terminate the lease without 
permission from the other party and with no more than an insignificant penalty. 

Any noncancelable periods (by the lessee and the lessor) in contracts that meet the definition of a lease 
are considered part of the lease term. If only a lessor has the right to terminate a lease, the period 
covered by the option to terminate the lease is included in the noncancelable period of the lease. The 
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likelihood of the lessor exercising the termination option is not considered in evaluating the potential 
impact on the lease term. If only a lessee has the right to terminate a lease, that right is a termination 
option that is considered when determining the lease term. 

Illustration 10 — Cancellable leases  

Scenario A 

A lease has an initial noncancelable period of one year and an extension for an additional year if both 
the lessee and the lessor agree. There is no penalty if the lessee and the lessor do not agree to extend 
the term.  

Analysis: The initial one-year noncancelable period meets the definition of a contract because it creates 
enforceable rights and obligations. However, the one-year extension period does not meet the 
definition of a contract because both the lessee and the lessor could unilaterally elect to not extend 
the arrangement without penalty. 

Scenario B 

A lease has an initial period of five years but can be terminated at the end of the third year at the 
option of the lessor. The lessee’s consent is not required for the termination option to be exercised. 

Analysis: The initial five-year noncancelable period meets the definition of a contract because it 
creates enforceable rights and obligations that can only be terminated by the lessor. 

2.3.4  Penalty 
Excerpt from Accounting Standards Codification 
Master Glossary 

Penalty 

Any requirement that is imposed or can be imposed on the lessee by the lease agreement or by 
factors outside the lease agreement to do any of the following: 

a. Disburse cash 

b. Incur or assume a liability 

c. Perform services 

d. Surrender or transfer an asset or rights to an asset or otherwise forego an economic benefit, or 
suffer an economic detriment. Factors to consider in determining whether an economic detriment 
may be incurred include, but are not limited to, all of the following: 

1. The uniqueness of purpose or location of the underlying asset 

2. The availability of a comparable replacement asset 

3. The relative importance or significance of the underlying asset to the continuation of the 
lessee's line of business or service to its customers 

4. The existence of leasehold improvements or other assets whose value would be impaired by 
the lessee vacating or discontinuing use of the underlying asset 

5. Adverse tax consequences 

6. The ability or willingness of the lessee to bear the cost associated with relocation or 
replacement of the underlying asset at market rental rates or to tolerate other parties using 
the underlying asset. 
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A penalty is any requirement that is imposed or can be imposed on the lessee by the lease agreement or 
factors outside the lease agreement to distribute cash, incur or assume a liability, perform services, surrender 
or transfer an asset (or rights to an asset), to forgo an economic benefit or suffer an economic detriment. 

A penalty may affect the assessment of lease term (refer to section 2.3.1, Lease term), purchase options 
and lease payments. As described in section 2.3.5.1, Renewal penalty, a penalty may be sufficiently large 
to make the exercise of a renewal option reasonably certain at lease commencement. Similarly, the 
existence of a penalty can cause the exercise of a purchase option to be reasonably certain. In instances 
where a penalty is not sufficiently large, in and of itself, to make a renewal or purchase option reasonably 
certain of exercise at lease commencement, the penalty (if payable to or on behalf of the lessor) is included 
in lease payments. For example, if a lease includes a penalty payable to the lessor for failure to renew, and 
the lessee determines that the penalty and other factors indicate that the renewal of the lease is not 
reasonably certain at commencement of the lease, the penalty should be included as a lease payment. 

It is important to note that a penalty is not solely a payment to a lessor but may be a payment to a third 
party or a loss of future earnings by the lessee. For example, if a lessee leases equipment that is used to 
generate operating income and alternative equipment is not available, the loss of the ability to generate 
operating income might represent a penalty associated with terminating the lease. In addition, if a lessee 
can generate operating income by subleasing an underlying asset, the loss of the ability to generate 
sublease income might also represent a penalty associated with terminating the lease (refer to section 
2.3.5.2, The effect of a sublease on the lease term). However, only penalties payable to or on behalf of 
the lessor are potentially lease payments (refer to section 2.4, Lease payments, for a discussion of items 
included in lease payments). 

2.3.5 Evaluating lease term and purchase options 
When evaluating whether a lessee is reasonably certain to exercise an option to renew the lease, not 
terminate the lease or to purchase the underlying asset, lessees and lessors are required to assess all 
relevant factors that create an economic incentive for the lessee to exercise lease renewal, termination 
or purchase options (i.e., contract-, asset-, entity- and market-based factors), including: 

• The existence of a purchase option or lease renewal option and its pricing (e.g., fixed rates, 
discounted rates, “bargain” rates) 

• The existence of a termination option, the amount of payments for termination or nonrenewal and 
the pricing of the continuing lease 

• Contingent amounts due under residual value guarantees and other variable lease payments 

• Costs of returning the asset in a contractually specified condition or to a contractually specified location 

• Significant customization (e.g., leasehold improvements), installation costs or relocation costs 

• The importance of the leased asset to the lessee’s operations, considering the potential business 
disruptions from not having the leased asset and the availability of a replacement asset 

• A sublease term that extends beyond the noncancelable period of the head lease (e.g., a head lease 
that has a noncancelable term of five years with a two-year renewal option, and the sublease term is 
for seven years) 

The longer the period from commencement of the lease (refer to section 2.2, Commencement date of the 
lease) to the exercise date of an option, the more difficult it will be, in certain cases, to determine whether 
the exercise of the option is reasonably certain. The difficulty arises from several factors. For example, a 
lessee’s estimates of its future needs for the leased asset become less precise the further into the future 
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the forecast goes. Also, the future fair value of certain assets, such as those involving technology, is more 
difficult to predict than the future fair value of a relatively stable asset, such as a fully leased commercial 
office building located in a prime area. 

The further into the future the option date is, the lower the option price must be in relation to the 
estimated future fair value to conclude that the lessee is reasonably certain to exercise the option simply 
based on option pricing. The difference between the option price and the estimated future fair value of an 
asset that is subject to significant changes in value also should be greater than would be the case for an 
asset with a relatively stable value. 

An artificially short lease term (e.g., a lease of a corporate headquarters, distribution facility, 
manufacturing plant or other key property with a four-year lease term) may effectively create a significant 
economic incentive for the lessee to exercise a purchase or renewal option. This may be evidenced by the 
significance of the underlying asset to the lessee’s continuing operations and whether, absent the option, 
the lessee would have entered into such a lease. 

Similarly, the significance of the underlying asset to the lessee’s operations may create a significant 
economic disincentive that affects a lessee’s decisions about whether it is reasonably certain to exercise a 
purchase or renewal option. For example, a company that leases a specialized facility (e.g., manufacturing 
plant, distribution facility, corporate headquarters) and doesn’t exercise a purchase or renewal option 
would face a significant economic penalty if an alternative facility is not readily available. This would 
potentially have an adverse effect on the company while it searched for a replacement asset. 

Illustration 11 — Determining the lease term 

Scenario A 

Assume that Entity P enters into a lease for equipment that includes a noncancelable term of four years 
and a two-year fixed-price renewal option with future lease payments that are intended to approximate 
market rates at lease inception. There are no termination penalties or other factors indicating that Entity 
P is reasonably certain to exercise the renewal option. 

Analysis: At the lease commencement date, the lease term is four years. 

Scenario B 

Assume that Entity Q enters into a lease for a building that includes a noncancelable term of four years 
and a two-year, fixed-price renewal option with future lease payments that are intended to approximate 
market rates at lease inception. Before it takes possession of the building, Entity Q pays for leasehold 
improvements. The leasehold improvements are expected to have significant value at the end of four 
years, and that value can only be realized through continued occupancy of the leased property. 

Analysis: At lease commencement, Entity Q determines that it is reasonably certain to exercise the 
renewal option because it would suffer a significant economic penalty if it abandoned the leasehold 
improvements at the end of the initial noncancelable period. At lease commencement, Entity Q 
concludes that the lease term is six years. 
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2.3.5.1 Renewal penalty 

When a penalty for failure to renew a lease at the end of a lease term (prior to renewal term) is so 
significant that it is reasonably certain at the commencement date (refer to section 2.2, Commencement 
date of the lease) that the lease will be renewed, the renewal period is included in the lease term for 
purposes of determining a lease’s classification. 

The cancellation penalty must be sufficiently large to represent a significant economic deterrent to 
cancellation. Determining whether this is the case requires judgment about the particular circumstances. 
Other factors also should be considered, such as the expected availability of other assets to serve the 
lessee’s needs, the practicality of surrendering the leased property and the attractiveness of the ongoing 
rental price. 

2.3.5.2  The effect of a sublease on the lease term 

In situations where a lessee grants (or intends to grant) a sublessee an initial lease term or renewal rights 
extending beyond the initial term of the lessee’s head lease arrangement, the head lessee would consider 
any penalty (refer to section 2.3.4, Penalty) created by failure to renew the head lease as well as all 
other contract, asset and market-based factors that could potentially impact the head lease in evaluating 
whether is it reasonably certain to exercise options to extend or terminate the lease or purchase the 
underlying asset, which includes entering into a sublease (refer to section 2.3.5, Evaluating lease term 
and purchase options, and section 2.3.6, Reassessment of the lease term and purchase options). 

When the lease term (including a renewal provision that the sublessee is reasonably certain to exercise) 
on the sublease extends longer than the lease term on the head lease, the lessee would revise its head 
lease term by assuming it is reasonably certain to exercise the renewal option on the head lease to be at 
least as long as the term on the sublease. If the lease term (including a renewal provision that the lessee 
is reasonably certain to exercise) on the sublease is shorter than the lease term on the head lease, the 
lessee may, after considering any penalties and all other contract, asset and market-based factors, 
conclude that the renewal provision on the head lease is not reasonably certain of exercise. That is, the 
existence of the renewal provision in the sublease, in and of itself, does not automatically result in the 
lessee assuming the exercise of the renewal options in the head lease are reasonably certain of exercise. 
The FASB staff, through a FASB Technical Inquiry, agreed with this view.  

Illustration 12 — Evaluating a lessee's head lease term when a sublease exists 

Assume Entity A leases land (the head lease) for an initial five-year term followed by four successive 
five-year renewal options. Entity A immediately constructs a radio tower on the land and enters into a 
lease (as sublessor) with Radio Station B for an initial term of 10 years followed by three successive 
five-year renewals at Radio Station B’s option. Entity A concludes Radio Station B is reasonably certain 
to exercise the first of its five-year renewal options based on consideration of all contract, asset and 
market-based factors, resulting in a total lease term on the sublease of 15 years. 

Analysis: The lease term used by Entity A in its accounting for the head lease would be at least 15 
years (i.e., the noncancelable term of the sublease plus the five-year renewal period that Entity A has 
concluded Radio Station B is reasonably certain to exercise). If Radio Station B exercises its extension 
options beyond the 15-year lease term, Entity A would reassess the lease term consistent with the 
guidance in paragraph 842-10-55-28. 
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2.3.5.3  Guarantee of residual value at a point in time prior to expiration 

Certain lease agreements enable a lessee to terminate the lease early, but such a termination results in 
the lessee guaranteeing the residual value of the underlying asset at the date of early termination. 
However, if the lease runs through to its full term, the lessee does not guarantee the leased asset’s 
residual value. In such lease agreements, an assessment of the guaranteed residual value is required to 
determine whether it provides a significant incentive for the lessee to continue the lease for the full term. 
In certain cases, the guarantee of a residual value at a point in time prior to the end of the lease term may 
be considered an option to terminate the lease for purposes of determining lease term and lease 
payments (refer to section 2.4, Lease payments). 

Illustration 13 — Guarantee of residual value upon early termination 

Assume a lessee guarantees to a lessor that if the lessee terminates a five-year lease at the end of three 
years, the residual value of the underlying asset at the end of three years will not be less than $3,000.  

Analysis: The lessee and lessor would evaluate the $3,000 residual value guarantee, in light of other 
factors, to determine whether it serves as a penalty such that the lessee is reasonably certain to not 
exercise its termination option due to the existence of the guarantee. If the lessee is reasonably 
certain to not exercise its termination option, the lease term would be five years.  

Refer to section 2.4.6, Amounts it is probable that a lessee will owe under residual value guarantees — 
lessees only, for further discussion of evaluating residual value guarantees. 

2.3.5.4 Fiscal funding clause 

Excerpt from Accounting Standards Codification 
Fiscal Funding Clause 

A provision by which the lease is cancellable if the legislature or other funding authority does not appropriate 
the funds necessary for the governmental unit to fulfill its obligations under the lease agreement. 

Leases — Overall 

Lease Term and Purchase Options 

Fiscal Funding Clauses 

842-10-55-27 
The existence of a fiscal funding clause in a lease agreement requires an assessment of the likelihood 
of lease cancellation through exercise of the fiscal funding clause. If it is more than remote that the 
fiscal funding clause will be exercised, the lease term should include only those periods for which 
funding is reasonably certain. 

A fiscal funding clause is commonly found in a lease agreement in which the lessee is a governmental 
unit. A fiscal funding clause generally provides that the lease is cancelable if the legislature or other 
funding authority does not appropriate the funds necessary for the governmental unit to fulfill its 
obligations under the lease agreement. 

The existence of a fiscal funding clause in a lease agreement would necessitate an assessment of the 
likelihood of lease cancellation through exercise of the fiscal funding clause. If the likelihood of exercise 
of the fiscal funding clause is assessed as being remote (i.e., the chance of occurring is slight), a lease 
agreement containing such a clause would be considered a noncancelable lease. If the chance of exercise 
is assessed as being more than remote, the lease term should include only those periods for which the 
funding is reasonably certain. Refer to section 2.3.3, Cancellable leases. 
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2.3.6  Reassessment of the lease term and purchase options 

2.3.6.1  Lessees 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Subsequent Measurement 

842-10-35-1 
A lessee shall reassess the lease term or a lessee option to purchase the underlying asset only if and 
at the point in time that any of the following occurs: 

a. There is a significant event or a significant change in circumstances that is within the control of 
the lessee that directly affects whether the lessee is reasonably certain to exercise or not to 
exercise an option to extend or terminate the lease or to purchase the underlying asset. 

b. There is an event that is written into the contract that obliges the lessee to exercise (or not to 
exercise) an option to extend or terminate the lease. 

c. The lessee elects to exercise an option even though the entity had previously determined that the 
lessee was not reasonably certain to do so. 

d. The lessee elects not to exercise an option even though the entity had previously determined that 
the lessee was reasonably certain to do so. 

Implementation Guidance and Illustrations 

842-10-55-28 
Examples of significant events or significant changes in circumstances that a lessee should consider in 
accordance with paragraph 842-10-35-1 include, but are not limited to, the following: 

a.  Constructing significant leasehold improvements that are expected to have significant economic 
value for the lessee when the option becomes exercisable 

b.  Making significant modifications or customizations to the underlying asset 

c.  Making a business decision that is directly relevant to the lessee’s ability to exercise or not to 
exercise an option (for example, extending the lease of a complementary asset or disposing of an 
alternative asset) 

d.  Subleasing the underlying asset for a period beyond the exercise date of the option. 

842-10-55-29 
A change in market-based factors (such as market rates to lease or purchase a comparable asset) 
should not, in isolation, trigger reassessment of the lease term or a lessee option to purchase the 
underlying asset. 
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After lease commencement (refer to section 2.2, Commencement date of the lease), ASC 842 requires 
lessees to monitor leases for significant changes that could trigger a change in the lease term. Lessees 
are required to reassess the lease term (i.e., the likelihood of exercising a renewal or termination option) 
or whether it is reasonably certain that they will exercise an option to purchase the underlying asset at 
the point in time when any of the following occurs: 

Event Description 

Significant event 
or change in 
circumstance 

• There is a significant event or significant change in circumstances within the 
lessee’s control that directly affects whether the lessee is reasonably certain 
to (1) extend the lease, (2) not terminate the lease or (3) purchase the 
underlying asset. 

Contractual event • There is an event that is written into the contract that obliges the lessee to 
exercise or not to exercise an option to extend or terminate the lease. 

Option exercised • The lessee elects to exercise an option even though it had previously 
determined that it was not reasonably certain to do so. 

Option not 
exercised 

• The lessee elects not to exercise an option even though it had previously 
determined that it was reasonably certain to do so. 

Examples of significant events or significant changes in circumstances within the lessee’s control include: 

• Constructing significant leasehold improvements that are expected to have significant economic 
value for the lessee when the option becomes exercisable 

• Making significant modifications or customizations to the underlying asset 

• Making a business decision that is directly relevant to the lessee’s ability to exercise or not exercise 
an option (e.g., extending the lease of a complementary asset or disposing of an alternative asset) 

• Subleasing the underlying asset for a period beyond the exercise date of the option 

Changes in market-based factors (e.g., a change in market rates to lease or purchase a comparable 
asset) are not within the lessee’s control, and they therefore don’t trigger a reassessment by themselves. 

ASC 842-10-25-1 requires a lessee to reassess lease classification when there is a change in its 
assessment of either the lease term or whether it is reasonably certain to exercise an option to purchase 
the underlying asset. Refer to section 3.5, Reassessment of lease classification. 

Additionally, if there is a change in a lessee’s assessment of either the lease term or whether it is 
reasonably certain to exercise an option to purchase the underlying asset, a lessee should remeasure the 
lease liability, using revised inputs (e.g., discount rate and its allocation of contract consideration, 
discussed in section 2.5, Discount rates, and section 1.4.3.2, Allocating the consideration in the contract — 
lessees, respectively) at the reassessment date, and adjust the right-of-use asset. However, if the right-
of-use asset is reduced to zero, a lessee would recognize any remaining amount in profit or loss. Refer to 
section 4.5, Remeasurement of lease liabilities and right-of-use assets — operating and finance leases. 

Refer to section 3.5.1, Summary of lease reassessment and remeasurement requirements. 
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2.3.6.2  Lessors 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Subsequent Measurement 

842-10-35-3 
A lessor shall not reassess the lease term or a lessee option to purchase the underlying asset unless 
the lease is modified and that modification is not accounted for as a separate contract in accordance 
with paragraph 842-10-25-8. When a lessee exercises an option to extend or terminate the lease or 
purchase the underlying asset, the lessor shall account for the exercise of that option in the same 
manner as a lease modification. 

A lessor does not reassess the lease term or a lessee’s option to purchase the underlying asset unless the 
lease is modified (i.e., the terms and conditions of the contract are changed in a way that results in a 
change in the scope of the lease or the consideration) and the modified lease is not accounted for as a 
separate contract. Additionally, ASC 842-10-35-3 requires a lessor to account for a lessee’s exercise of 
an option to extend or terminate the lease or purchase the underlying asset in the same manner as a 
lease modification. Refer to section 5.6, Lease modifications. 

We believe that the exercise of an option to extend or terminate the lease or purchase the underlying 
asset should be accounted for in the same manner as a lease modification only when the exercise of the 
option is inconsistent with the lessor’s assumption about whether the lessee will exercise the option. For 
example, if a lessor included an optional period to extend the lease in the lease term because it concluded 
that the lessee is reasonably certain to exercise that option, we do not believe that the exercise of the 
option should be accounted for as a lease modification.  

Refer to section 3.5.1, Summary of lease reassessment and remeasurement requirements. 

2.4  Lease payments 
Excerpt from Accounting Standards Codification 
Master Glossary 

Lease Payments 

See paragraph 842-10-30-5 for what constitutes lease payments from the perspective of a lessee and 
a lessor. 

Variable Lease Payments 

Payments made by a lessee to a lessor for the right to use an underlying asset that vary because of 
changes in facts or circumstances occurring after the commencement date, other than the passage 
of time. 

Probable (second definition) 

The future event or events are likely to occur. 
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Residual Value Guarantee 

A guarantee made to a lessor that the value of an underlying asset returned to the lessor at the end of 
a lease will be at least a specified amount. 

Leases — Overall 

Initial Measurement 
842-10-30-5 
At the commencement date, the lease payments shall consist of the following payments relating to 
the use of the underlying asset during the lease term: 

a. Fixed payments, including in substance fixed payments, less any lease incentives paid or payable 
to the lessee (see paragraphs 842-10-55-30 through 55-31). 

b. Variable lease payments that depend on an index or a rate (such as the Consumer Price Index or 
a market interest rate), initially measured using the index or rate at the commencement date. 

c. The exercise price of an option to purchase the underlying asset if the lessee is reasonably certain 
to exercise that option (assessed considering the factors in paragraph 842-10-55-26). 

d. Payments for penalties for terminating the lease if the lease term (as determined in accordance 
with paragraph 842-10-30-1) reflects the lessee exercising an option to terminate the lease. 

e. Fees paid by the lessee to the owners of a special-purpose entity for structuring the transaction. 
However, such fees shall not be included in the fair value of the underlying asset for purposes of 
applying paragraph 842-10-25-2(d). 

f. For a lessee only, amounts probable of being owed by the lessee under residual value guarantees 
(see paragraphs 842-10-55-34 through 55-36). 

842-10-30-6 

Lease payments do not include any of the following: 

a. Variable lease payments other than those in paragraph 842-10-30-5(b) 

b. Any guarantee by the lessee of the lessor’s debt 

c. Amounts allocated to nonlease components in accordance with paragraphs 842-10-15-33 
through 15-42. 
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Lease payments are payments, made by a lessee to a lessor, relating to the right to use an underlying 
asset during the lease term and include the following amounts: 

Payment type Description 

Fixed payment • Fixed (including in-substance fixed) payments, less any lease incentives paid 
or payable to the lessee (refer to section 2.4.1, Fixed (including in-substance 
fixed) lease payments and lease incentives) 

Variable lease 
payment based on 
an index or rate 

• Variable lease payments that depend on an index or a rate (e.g., the 
Consumer Price Index (CPI), a market interest rate) (refer to section 2.4.2, 
Variable lease payments that depend on an index or rate) 

Purchase option • The exercise price of a purchase option if the lessee is reasonably certain to 
exercise that purchase option (refer to section 2.4.3, The exercise price of a 
purchase option) 

Penalty • Payments for penalties for terminating a lease, if the lease term reflects the 
lessee exercising an option to terminate the lease (refer to section 2.4.4, 
Payments for penalties for terminating a lease) 

Fee • Fees paid by the lessee to the owners of a special-purpose entity for 
structuring the transaction (refer to section 2.4.5, Fees paid by the lessee to 
the owners of a special-purpose entity for structuring the transaction) 

Residual value 
guarantee 

• Amounts it is probable the lessee will owe under residual value guarantees 
(lessees only) (refer to section 2.4.6, Amounts it is probable that a lessee will 
owe under residual value guarantees — lessees only) 

Lease payments do not include consideration in the contract allocated to the non-lease components of a 
contract. However, lease payments include amounts that would otherwise be allocable to the non-lease 
components of a contract when the lessee makes an accounting policy election to account for the lease 
and non-lease components as a single lease component. Refer to section 1.4, Identifying and separating 
lease and non-lease components of a contract and allocating contract consideration.  

ASC 842 does not specifically address noncash lease payments (e.g., equity shares or stock options of 
the lessee provided to the lessor, estimated costs to dismantle and remove a leased asset at the end of 
the lease term imposed by the lease agreement as opposed to an asset retirement obligation (refer to 
section 2.4.8, Lessee’s obligations for asset retirement obligations (AROs))). We believe that unless a 
form of consideration is specifically excluded, noncash lease payments should be included in lease 
payments at their fair value.  

ASC 842-10-30-6 does explicitly note that lessee’s guarantees of lessor’s debt are excluded from lease 
payments (refer to section 2.4.10 Amounts not included in lease payments).  

Similarly, a provision that requires lessee indemnifications for preexisting environmental contamination 
or environmental contamination caused by the lessee during its use of the underlying asset over the term 
of the lease does not affect classification of the lease. Therefore, non-cash payments in the form of such 
indemnities are excluded from lease payments but only for purposes of lease classification (refer to 
section 3.4.8, Lessee indemnifications for environmental contamination). 
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2.4.1  Fixed (including in-substance fixed) lease payments and lease incentives 

2.4.1.1  In-substance fixed lease payments 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-31 
Lease payments include in substance fixed lease payments. In substance fixed payments are 
payments that may, in form, appear to contain variability but are, in effect, unavoidable. In substance 
fixed payments for a lessee or a lessor may include, for example, any of the following: 

a. Payments that do not create genuine variability (such as those that result from clauses that do 
not have economic substance) 

b. The lower of the payments to be made when a lessee has a choice about which set of payments it 
makes, although it must make at least one set of payments. 

Some lease agreements include payments that are described as variable or may appear to contain 
variability but are in-substance fixed payments because the contract terms require the payment of a fixed 
amount that is unavoidable (e.g., a lease that requires a lessee to pay percentage rent equal to 1% of its 
sales, subject to a minimum sales figure to be used). Such payments are included in the lease payments at 
lease commencement and thus used to measure entities’ lease assets and lease liabilities. 

Certain lease agreements include lease payments that increase based on a multiple of a change in an 
index (e.g., the Consumer Price Index) with a cap. Questions arise as to whether this feature should be 
viewed as variable lease payments, a derivative or included as in-substance fixed lease payments at the 
capped amount. An example would be a lease of a retirement community where lease payments increase 
each year by the lesser of 3% or three times the annual increase in the Consumer Price Index. As 
discussed in ASC 842-10-30-5 (refer to section 2.4.2, Variable lease payments that depend on an index 
or rate), lease payments that depend on an existing index, such as the CPI, should be included in lease 
payments based on the index at lease commencement, and any increases or decreases in lease payments 
that result from subsequent changes in the index should be reflected as they occur. However, the 
function of an index multiplier and a cap serves to significantly modify the arrangement from one in 
which the lease payments simply vary based on an index rate. Often, the combination of the multiplier 
and cap is specifically designed to make sure the cap is always reached. 

We believe that lessees and lessors should evaluate provisions in lease arrangements that require an 
adjustment to lease payments based on a multiple of an index and a cap and determine whether these 
provisions represent genuine variability or whether these provisions are in-substance fixed lease 
payments. If the contingent rent feature does not create genuine variability (i.e., the increase in the 
index coupled with the multiplier and cap are designed such that the cap will be reached each year), the 
capped payments should be considered lease payments. This accounting, which applies to both lessors 
and lessees, affects lease payments not only for purposes of the lease classification test but also the 
lessee measurement of the right-of-use asset and lessor and lessee accounting for straight-line rent 
(subject to collectibility) under an operating lease. If the lessee or lessor determines that the index 
multiplier and cap do not represent in-substance fixed lease payments, the lessee or lessor would apply 
the embedded derivative guidance of ASC 815-15 and would likely conclude that inflation-indexed 
rentals that are subject to a leverage factor (e.g., three times the change in CPI) do not qualify for the 
clearly and closely related exception and, as a result, the portion of the rent attributed to the inflation 
index would be separated from the host contract (the lease) and accounted for as a derivative. The initial 
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fair value of such a derivative would be treated as a day-one lease payment with subsequent changes in 
fair value accounted for under the applicable guidance in ASC 815, Derivatives and Hedging. Subsequent 
changes in the fair value of the derivative would be recognized in income at each reporting period. 

The following example illustrates the accounting for in-substance fixed lease payments: 

Illustration 14 — In-substance lease payments 

Company A leases a building for five years with a fair value of $100 from Lessor B. The lease 
agreement provides that the lease payments start at $10 annually. The annual adjustment is based on 
three times the annual increase in the CPI, but the aggregate annual adjustment is limited to 3%. 

Analysis: Company A concludes that in substance, it has agreed, at the commencement date of the 
lease, to pay Lessor B additional lease payments in the amount of 3% per year. As a result, the 3% 
increase represents an in-substance fixed lease payment that would be included in the measurement 
of the right-of-use asset. 

The following would be the straight-line rent calculation for both the lessee and lessor: 

Year Lease payments 
Straight-line rental 
revenue/expense1 

1  $10.00  $ 10.62 
2  $10.30 ($10.00 x 1.03)  $ 10.62 
3  $10.61 ($10.30 x 1.03)  $ 10.62 
4  $10.93 ($10.61 x 1.03)  $ 10.62 
5  $11.26 ($10.93 x 1.03)  $ 10.62 

1 If the multiplier of the CPI were considered a derivative instead of an in-substance lease payment (at the capped amount), the 
day-one fair value of the derivative would be included as a lease payment for purposes of determining straight-line rent (as 
well as assessing lease classification). Subsequent changes in the fair value of the derivative would be recognized in income at 
each reporting period. 

2.4.1.2 Lease incentives 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-30 
Lease incentives include both of the following: 

a. Payments made to or on behalf of the lessee 

b. Losses incurred by the lessor as a result of assuming a lessee’s preexisting lease with a third 
party. In that circumstance, the lessor and the lessee should independently estimate any loss 
attributable to that assumption. For example, the lessee’s estimate of the lease incentive could be 
based on a comparison of the new lease with the market rental rate available for similar 
underlying assets or the market rental rate from the same lessor without the lease assumption. 
The lessor should estimate any loss on the basis of the total remaining costs reduced by the 
expected benefits from the sublease of use of the assumed underlying asset. 

A lease agreement with a lessor might include incentives for the lessee to sign the lease, such as an up-
front cash payment to the lessee, payment of costs for the lessee (such as moving expenses) or the 
assumption by the lessor of the lessee’s preexisting lease with a third party. 



2 Key concepts 

Financial reporting developments Lease accounting | 65 

Lessee 

For lessees, lease incentives that are paid or payable to the lessee are deducted from lease payments 
and affect the lease classification test and reduce the initial measurement of a lessee’s right-of-use asset. 
Lease incentives that are payable to the lessee at lease commencement reduce a lessee’s lease liability. 

ASC 842 does not specifically address the recognition of lease incentives by a lessee that are neither 
paid nor payable at lease commencement. For example, we believe the following approaches to 
recognition would be acceptable: 

1. If a lease specifies a maximum level of reimbursement and the lessee is reasonably certain to incur 
costs equal to or exceeding this level, the amount would be deemed payable by the lessor at the 
commencement date and included in the measurement of the consideration in the contract at 
commencement (and thus a reduction in the right-of-use asset). 

2. Once a lessee has incurred costs and the amounts qualify for reimbursement by the lessor, the lessee 
would reduce the right-of-use asset by the costs incurred. The reduction to the right-of-use asset would 
be recognized prospectively over the remainder of the lease term as a reduction to lease expense. 

3. Similar to the approach above, a lessee would recognize the reduction to the right-of-use asset as 
reimbursable costs are incurred and would recognize a cumulative catch-up adjustment to expense, 
as if the incentive were paid or payable at the lease commencement date. 

Illustration 15 — Accounting for lease incentives not paid or payable at commencement  

Entity A leases retail space to Entity B for a term of 10 years and provides an incentive allowance to 
reimburse Entity B for the cost of leasehold improvements up to $1 million. Entity B is required to 
provide proof of payment of qualified expenditures to receive the incentive from Entity A. At lease 
commencement, Entity B has incurred $100,000 of reimbursable costs associated with design of the 
leasehold improvements and has submitted a request for payment to Entity A. Entity B has contracted 
for and is reasonably certain it will incur costs in excess of the maximum allowance by the end of the 
first year of the lease term. The lease is classified as an operating lease. 

Analysis: Entity B would apply any of the following three approaches: 

• Approach 1: At lease commencement, Entity B records a receivable from the lessor of 
$1,000,000 with an offsetting reduction to its right-of-use asset as the lease specifies a maximum 
allowance, and Entity B expects to incur costs to fully utilize the allowance. Entity B recognizes the 
allowance in income on a straight-line basis over the 10-year lease term ($1,000,000 over 10 
years or $100,000 annually).  

• Approach 2: At lease commencement, Entity B records a receivable from the lessor for $100,000 
with an offsetting reduction to its right-of-use asset. The $100,000 is amortized over the 10-year 
lease term (i.e., $10,000 annually). When Entity B incurs the remaining reimbursable costs (for 
simplicity, assume it occurs at a single point in time at the end of year 1), it records a receivable 
from the lessor for $900,000 with an offsetting reduction to its right-of-use asset. The aggregate 
remaining incentive of $990,000 ($900,000 plus $90,000 unamortized from year 1) is amortized 
over the remaining lease term at that that time ($110,000 in years 2 through 9). 
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• Approach 3: At lease commencement, Entity B records a receivable from the lessor for $100,000 
with an offsetting reduction to its right-of-use asset. The $100,000 is amortized over the 10-year 
lease term (i.e., $10,000 annually). When Entity B incurs the remaining reimbursable costs (for 
simplicity, assume it occurs at a single point in time at the end of year 1), it records a receivable 
from the lessor for $900,000 with an offsetting reduction to its right-of-use asset. Unlike 
Approach 1, Entity B would recognize an additional $90,000 in amortization expense in year 1 as 
a cumulative adjustment as though the full amount of the incentive was recognized at lease 
commencement (i.e., $1 million / 10 years = $100,000 less the $10,000 already expensed) and 
recognizes the remaining aggregate incentive of $900,000 over the remaining nine years of the 
lease term, resulting in a total annual reductions of $100,000 in years 2 through 10. 

Refer to section 4.2.1.2, Right-of-use assets, for accounting for operating leases or section 4.3.1.2, 
Right-of-use assets, for accounting for finance leases. 

Lessor 

For lessors, lease incentives that are paid or payable to the lessee also are deducted from lease payments 
and affect the lease classification test. Lease incentives that are payable to the lessee at commencement 
reduce the initial measurement of the lessor’s net investment in the lease for sales-type and direct 
financing leases. However, if lease incentives have been paid to the lessee prior to the commencement 
date, we believe that they affect the calculation of selling profit or loss for sales-type and direct financing 
leases (refer to section 5.1.3, Selling profit or selling loss). For operating leases, lessors should defer the 
cost of any lease incentives paid or payable to the lessee and recognize that cost as a reduction to lease 
income over the lease term (refer to section 5.4.2, Lease incentives in an operating lease). 

ASC 842 does not specifically address the recognition of lease incentives by lessors that are neither paid 
nor payable at lease commencement. We believe a lessor should initially recognize its contingent 
obligation at lease commencement, if probable (similar to the threshold used to recognize variable lease 
payments for lessees), and amortize the incentive as a reduction to revenue over the lease term. If the 
lessor later determines that the incentive will not be paid, the lessor would derecognize the liability and 
associated unamortized incentive and either recognize a cumulative catch-up adjustment to revenue to 
reverse the previously recognized amortization or recognize the adjustment prospectively over the 
remaining lease term. 

2.4.2  Variable lease payments that depend on an index or rate 
Variable lease payments that depend on an index or a rate are included in the lease payments and are 
measured using the prevailing index or rate at the measurement date (e.g., lease commencement date 
for initial measurement). The FASB indicated in the Basis for Conclusions (BC 211) that despite the 
measurement uncertainty associated with changes to index- or rate-based payments, the payments meet 
the definition of an asset (lessor) and a liability (lessee) because they are unavoidable. Lessees and 
lessors recognize changes to index- and rate-based variable lease payments in profit or loss in the period 
of the change (i.e., similar to other variable lease payments). Common examples of indexes and rates are: 

• Consumer Price Index (CPI) 

• London interbank offered rate (LIBOR) 

• Prime interest rate 

• Treasury rates (with or without a spread) 

• Payments that depend on market rental rates 
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ASC 842-10-35-4(b) requires a lessee to remeasure lease payments when a contingency upon which 
some or all of the lease payments that will be paid over the remainder of the lease term is resolved (refer 
to section 2.4.11.1, Lessees). However, we believe that guidance is applicable only to variable lease 
payments not based on an index or rate. That is, it does not apply to variable payments based on an index 
or rate. For example, assume that a lessee enters into a five-year lease agreement with a fixed lease 
payment in year one that is then adjusted at the beginning of years two through five based on the increase 
in CPI. In this case, we believe the entity would not remeasure its lease payments at the beginning of each 
year and instead would recognize the effect of future increases in CPI in expense in each year. 

2.4.3 The exercise price of a purchase option 
If the lessee is reasonably certain to exercise a purchase option, the exercise price is included as a lease 
payment. That is, entities consider the exercise price of asset purchase options included in lease 
contracts consistently with the evaluation of lease renewal and termination options (refer to section 
2.3.5, Evaluating lease term and purchase options). 

2.4.4 Payments for penalties for terminating a lease 
If it is reasonably certain that the lessee will not terminate a lease, the lease term is determined assuming 
that the termination option would not be exercised, and any termination penalty is excluded from the 
lease payments. Otherwise, the lease termination penalty is included as a lease payment, and the lease 
term is determined accordingly. The determination of whether to include lease termination penalties as 
lease payments is similar to the evaluation of lease renewal options. 

2.4.5  Fees paid by the lessee to the owners of a special-purpose entity for structuring 
the transaction 
Fees paid by a lessee to the owners of a special-purpose entity for structuring a transaction are included 
as lease payments. However, such fees are excluded from the fair value of the underlying asset for 
purposes of the lease classification test. Refer to section 3.4.6, Fair value of the underlying asset. 

2.4.6  Amounts it is probable that a lessee will owe under residual value guarantees — 
lessees only 
ASC 842 requires a lessee to include the amount it is probable it will owe to a lessor under a residual 
value guarantee as lease payments. 

A lessee may provide a guarantee to the lessor that the value of the underlying asset it returns to the 
lessor at the end of the lease will be at least a specified amount. Such guarantees are enforceable 
obligations that the lessee has assumed by entering into the lease. Uncertainty related to the amount 
that a lessee will pay under a guarantee of a lessor’s residual value affects the measurement of the 
obligation rather than the existence of an obligation. 

A lessee is required to remeasure and reallocate the remaining consideration in the contract and 
remeasure finance and operating lease liabilities when it changes its assessment of the amount it is 
probable that it will owe under a residual value guarantee. Refer to section 4.5, Remeasurement of lease 
liabilities and right-of-use assets — operating and finance leases. 
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Illustration 16 — Residual value guarantee included in lease payments  

Lessee R enters into a lease and guarantees that Lessor S will realize $15,000 from selling the asset 
to another party at the end of the lease. At lease commencement, based on Lessee R’s estimate of the 
residual value of the underlying asset, Lessee R determines that it is probable that it will owe $6,000 at 
the end of the lease. 

Analysis: In accordance with ASC 842-10-25-2, Lessee R and Lessor S will include the full guaranteed 
residual value of $15,000 for purposes of evaluating lease classification (refer to section 3.1, Criteria for 
lease classification — lessees, and section 3.2, Criteria for lease classification — lessors). 

Because it is probable that Entity R will owe the lessor $6,000 under the residual value guarantee,   
Entity R includes that amount as a lease payment.  

Refer to section 5.1.1, Net investment in the lease, for discussion of accounting for residual value 
guarantees by lessors in sales-type or direct financing leases.  

2.4.6.1 Third-party insurance that guarantees the asset’s residual value 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-36 
A residual value guarantee obtained by the lessee from an unrelated third party for the benefit of the 
lessor should not be used to reduce the amount of the lessee's lease payments under paragraph 842-
10-30-5(f) except to the extent that the lessor explicitly releases the lessee from obligation, including 
the secondary obligation, which is if the guarantor defaults, a residual value deficiency must be made 
up. Amounts paid in consideration for a guarantee by an unrelated third party are executory costs and 
are not included in the lessee's lease payments. 

Lessees may guarantee the residual value to the lessor and obtain an offsetting guarantee from an 
unrelated third party (e.g., an insurance company). A third-party guarantee can be used as a basis to 
reduce the lessee’s lease payments (refer to section 2.4, Lease payments) only when (and to the extent) 
the lessor explicitly releases the lessee from the residual value guarantee (including any secondary 
obligation if the guarantor defaults). Amounts paid to the unrelated third party as consideration for the 
guarantee are executory costs and are not included in the lessee’s lease payments. 

2.4.6.2  Requirement for lessee to purchase the underlying asset 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-35 

If the lessor has the right to require the lessee to purchase the underlying asset by the end of the lease 
term, the stated purchase price is included in lease payments. That amount is, in effect, a guaranteed 
residual value that the lessee is obligated to pay on the basis of circumstances outside its control. 

A lease may contain a provision granting the lessor the right to require the lessee to purchase the 
underlying asset by the end of the lease term. In these cases, the amount of the stated put option would 
be included in lease payments as it is, in effect, a residual value guarantee that the lessee is required to pay.  
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2.4.7  Payments made by a lessee prior to the beginning of the lease term 
Payments made prior to lease commencement (refer to section 2.2, Commencement date of the lease) are 
considered lease payments (refer to section 2.4, Lease payments) and included in the lease classification 
test (refer to section 3.1, Criteria for lease classification — lessees, and section 3.2, Criteria for lease 
classification — lessors) and are included in the initial measurement of the right-of-use asset (refer to 
section 4.2.1.2, Right-of-use assets, for measurement of operating leases or section 4.3.1.2, Right-of-use 
assets, for measurement of finance leases). 

2.4.8  Lessee’s obligations for asset retirement obligations (AROs) 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Initial Measurement 

842-10-30-7 
Paragraph 410-20-15-3(e) addresses the scope application of Subtopic 410-20 on asset retirement 
obligations to obligations of a lessee in connection with a lease (see paragraph 842-10-55-37). 

Implementation Guidance and Illustrations 

842-10-55-37  
Obligations imposed by a lease agreement to return an underlying asset to its original condition if it 
has been modified by the lessee (for example, a requirement to remove a lessee-installed leasehold 
improvement) generally would not meet the definition of lease payments or variable lease payments 
and would be accounted for in accordance with Subtopic 410-20 on asset retirement and 
environmental obligations. In contrast, costs to dismantle and remove an underlying asset at the end 
of the lease term that are imposed by the lease agreement generally would be considered lease 
payments or variable lease payments. 

Asset Retirement and Environmental Obligations — Asset Retirement Obligations 

Scope and Scope Exceptions 

410-20-15-3 
The guidance in this Subtopic does not apply to the following transactions and activities:  

e. Obligations of a lessee in connection with an underlying asset, whether imposed by a lease or by a 
party other than the lessor, that meet the definition of either lease payments or variable lease 
payments in Subtopic 842-10. Those obligations shall be accounted for by the lessee in 
accordance with the requirements of Subtopic 842-10. However, if obligations of a lessee in 
connection with an underlying asset, whether imposed by a lease or by a party other than the 
lessor, meet the provisions in paragraph 410-20-15-2 but do not meet the definition of either 
lease payments or variable lease payments in Subtopic 842-10, those obligations shall be 
accounted for by the lessee in accordance with the requirements of this Subtopic.  

It is important to remember that the requirements of ASC 410-20, Asset Retirement Obligations, may 
apply not only to long-lived assets owned by the entity but also to improvements made to leased assets. 
The following is a discussion of the lessee’s obligations for asset retirement obligations. 
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Distinguishing an asset retirement obligation (ARO) from lease payments and variable lease payments 

The provisions of ASC 410-20 do not apply to obligations of a lessee in connection with leased property, 
whether imposed by a lease agreement or by a party other than the lessor, that meet the definition of 
either lease payments or variable lease payments. Instead, obligations that are considered either lease 
payments or variable lease payments should be accounted for in accordance with ASC 842. However, 
obligations imposed by a lease agreement that meet the definition of an ARO and do not meet the 
definition of lease payments or variable lease payments are accounted for by the lessee in accordance 
with the requirements of ASC 410-20. It should be noted that ASC 842 does not apply to leases to 
explore or exploit natural resources; thus, any retirement obligations imposed by these types of 
agreements always are within the scope of ASC 410-20. 

The estimated costs imposed by a lease that requires a lessee to dismantle and remove a lessor’s asset 
at the end of the lease term are recognized as a component of lease payments. Because the estimated 
removal costs are included in lease payments (refer to section 2.4, Lease payments), these removal 
costs will be included in the measurement of the lease liability and right-of-use asset, and the related 
expense will be recognized over the lease term. 

Variable lease payments are defined as payments made by a lessee to a lessor for the right to use an 
underlying asset that vary because of changes in facts or circumstances occurring after the 
commencement date, other than the passage of time (refer to section 2.10, Amounts not included in 
lease payments). Lease payments that depend on a factor directly related to the future use of the leased 
property, such as machine hours or sales volume during the lease term, are variable lease payments and, 
accordingly, are excluded from lease payments in their entirety. Increases or decreases in payments that 
result from variable lease payments are included in income as accruable. 

Obligations imposed by a lease agreement to return a leased asset to its original condition (if it has been 
modified by the lessee by the installation of leasehold improvements, such as a building constructed on 
leased land) generally do not meet the definition of a lease payment or a variable lease payment and, 
therefore, should be accounted for by the lessee as an ARO. Said another way, if an improvement to 
leased property has been recognized as an asset on the lessee’s balance sheet (leasehold improvements), 
any obligation to remove that lessee-owned improvement on expiration of the lease should generally be 
accounted for as an ARO. For example, assume a lessee that leases retail space and installs its own 
improvements (e.g., customized buildout) has an obligation under the lease to remove the improvements 
at the expiration of the lease. The obligation to remove the leasehold improvements does not arise solely 
because of the lease but instead is a direct result of the lessee’s decision to modify the leased space. 
Such costs would be excluded from lease payments and variable lease payments. We believe the lessee’s 
estimate of its ARO at lease commencement would be included in the measurement of the leasehold 
improvement to which it relates. Refer to our Financial reporting developments publication, Asset 
Retirement Obligations, for further discussion of the accounting for an ARO. 

In certain circumstances, it may be difficult to determine whether improvements are assets of the lessee 
or the lessor. In many cases, the conclusion, which can affect the determination as to whether removal 
costs should be accounted for under the provisions for accounting for leases (ASC 842) or the provision 
for AROs (ASC 410-20), will be facts and circumstances based. Guidance to assist in determining 
whether improvements should be considered assets of the lessee or the lessor can be found in ASC 842-
40-55-5. Sections 4.7.1, Which party owns the improvements, and 7.7, Lessee involvement in asset 
construction (‘build-to-suit’ transactions), also discuss factors to consider in making this determination. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1026_AssetRetirementObligations_13July2016/$FILE/FinancialReportingDevelopments_BB1026_AssetRetirementObligations_13July2016.pdf
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1026_AssetRetirementObligations_13July2016/$FILE/FinancialReportingDevelopments_BB1026_AssetRetirementObligations_13July2016.pdf
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The following illustrations demonstrate the concepts discussed above.  

Illustration 17 — Obligation as a result of lease contract 

Land with cellular tower 

Entity A (lessee) leases vacant land from Entity B (lessor). Entity A has the right but not the obligation 
to construct a cellular tower on the property. If Entity A constructs the cellular tower on the property, 
it is obligated to return the land to its original condition at the end of the lease term. In this case, it is 
the construction of the cellular tower that imposes the liability on Entity A, not the lease of the land. If 
Entity A does not construct the cellular tower, it has no obligation under the lease. If it does construct 
the cellular tower, the tower would be recognized as a leasehold improvement, and the obligation to 
remove the tower would be an ARO. 

Alternatively, if Entity A leases land and an existing cellular tower from Entity B and is required to 
demolish and remove the cellular tower at the end of the lease term, Entity A has assumed a direct 
obligation related to the leased asset that arises upon entering into the lease rather than an obligation 
created by a future action. As a result, the estimated demolition and removal costs should be included 
in lease payments. By including the dismantling obligation in lease payments, the obligation will be 
included in the measurement of the lease liability and right-of-use asset, and the related expense will 
be recognized over the lease term. At the end of the lease term, a liability exists that would be reduced 
by the payments made to demolish and remove the cellular tower. 

Lease of office space 

A lessee leases office space with preexisting improvements (e.g., interior walls, carpeting) and is 
contractually obligated to remove these preexisting improvements upon expiration of the lease. Because 
the original condition of the underlying asset included the improvements and the lessee is leasing the 
space and improvements, the estimated removal obligation should be included in lease payments. 

Alternatively, if the lessee pays to build out the space to configure it to its needs (e.g., interior walls 
and carpeting accounted for by the lessee as leasehold improvements) and is required to remove the 
improvements on expiration of the lease, it should account for the removal obligation as an ARO. The 
lessee is obligated to remove an asset that it constructed and recorded as an asset (i.e., a leasehold 
improvement). 

If the lessee leases office space with both preexisting improvements (i.e., lessor assets) and additional 
lessee-owned leasehold improvements, estimated costs to remove the improvements should be split 
between the preexisting improvements and the lessee improvements. Estimated costs to remove the 
preexisting improvements should be included in lease payments. The contractual obligation associated 
with the removal of the leasehold improvements constructed and accounted for by the lessee should 
be accounted for as an ARO. 
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Illustration 18 — Obligation as a result of a legal obligation 

Entity A (lessor) owns a gas station that it leases to Entity B (lessee). The property includes preexisting 
underground fuel storage tanks. 

Scenario 1 

If the lease agreement requires Entity B to remove the underground storage tanks at the end of the 
lease term, the estimated cost of removal would be included in the lease payments by Entity B and 
would have no effect on the requirement for Entity A to recognize an ARO under ASC 410-20 for its 
legal obligation to remove the storage tanks. 

Scenario 2 

At the inception of the lease, there is no legal requirement for removal of the underground storage 
tanks. However, the lease requires that if such a legal requirement is enacted during the lease term, 
Entity B is required to remove the underground storage tanks at the end of the lease. 

Entity B would have to consider the facts and circumstances to determine whether to account for the 
estimated costs of removal of the underground storage tanks as a lease payment or variable lease 
payment. We believe, if the enactment of a law requiring removal of the underground storage tanks 
during the lease term was judged to be probable at inception of the lease, the removal costs would be 
included in the lease payments and accounted for under the general provisions for accounting for 
leases under ASC 842. However, if the enactment of such a law was not judged to be probable at lease 
commencement, the estimated removal costs would be accounted for as a variable lease payment. If a 
legal requirement to remove the underground storage tanks was enacted during the lease term or it 
was determined that the enactment of such law was probable, Entity B would accrue the estimated 
costs of removal. 

As noted above, an obligation to return an underlying asset (i.e., the leased asset) to its original condition 
(if it has been modified by the lessee by the installation of leasehold improvements) is an ARO that should 
be accounted for under ASC 410-20. In certain cases, settlement of the obligation may be planned prior 
to the end of the lease term. However, a plan to voluntarily settle an ARO obligation prior to the end of 
the lease term does not affect the requirement to record an ARO liability when leasehold improvements 
are made.  

Illustration 19 — Settlement of ARO prior to the end of the lease term 

A retailer signs a 10-year lease for space in a shopping mall. The lease terms include a requirement for 
the lessee to return the space to its original condition at the end of the lease. At commencement 
of the lease, the retailer modifies the space by constructing various leasehold improvements 
(e.g., merchandise displays, shelving to stock merchandise, flooring, checkout counters). The retailer 
estimates that the useful life of the improvements is five years, at which time they will all be replaced. 

The obligating event to remove these leasehold improvements occurs when they are made, regardless 
of whether settlement is planned at the end of the lease term or at an earlier point in time. The asset 
retirement cost should be amortized over the five-year estimated useful life of the improvements, and 
the obligation should be accreted using the credit-adjusted risk-free rate over the same five-year term. 
If the retailer replaces the original leasehold improvements after five years, a settlement of the 
original ARO obligation should be recognized, and a new ARO obligation should be recorded related to 
any newly constructed leasehold improvements. 



2 Key concepts 

Financial reporting developments Lease accounting | 73 

See our Financial reporting developments publication, Asset retirement obligations, for further 
discussion on the accounting for asset retirement obligations, including further discussion regarding the 
effect of applying the provisions of ASC 820, Fair Value Measurement, to the measurement of asset 
retirement obligations. 

2.4.9 Tax indemnifications in lease agreements 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Recognition 

842-10-55-38 
Some leases contain indemnification clauses that indemnify lessors on an after-tax basis for certain tax 
benefits that the lessor may lose if a change in the tax law precludes realization of those tax benefits. 
Although the indemnification payments may appear to meet the definition of variable lease payments, 
those payments are not of the nature normally expected to arise under variable lease payment provisions. 

842-10-55-39 
Because of the close association of the indemnification payments to specific aspects of the tax law, 
any payments should be accounted for in a manner that recognizes the tax law association. The lease 
classification should not be changed. 

842-10-55-40 
Paragraph 842-30-55-16 discusses a lessor’s accounting for guarantee payments received. 

Implementation Guidance and Illustrations 

Guarantee Payments Received 

842-30-55-16 
Indemnification payments related to tax effects other than the investment tax credit should be reflected 
by the lessor in income consistent with the classification of the lease. That is, the payments should be 
accounted for as an adjustment of the lessor’s net investment in the lease if the lease is a sales-type 
lease or a direct financing lease or recognized ratably over the lease term if the lease is an operating 
lease. 

Indemnities for changes in tax laws 

Some leases contain indemnification clauses that indemnify lessors, on an after-tax basis, for certain tax 
benefits a lessor may lose because of a change in tax law. Although the indemnification payments may 
appear to meet the definition of variable lease payments, such payments are not of the nature normally 
expected to arise under variable lease payment provisions. Further, due to the close association of the 
payments to specific aspects of the tax law, the payments should be accounted for in a manner that 
recognizes the tax law association. The lease classification should not be changed. 

Lessors 

Indemnification payments received by lessors should be reflected in income consistent with the 
classification of the lease. That is, the payments should be accounted for as an adjustment to the lessor’s 
net investment in the lease if a direct financing or sales-type lease or recognized ratably over the lease 
term if an operating lease. The lease classification is not affected by indemnification clauses or 
indemnification payments received by the lessor. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1026_AssetRetirementObligations_13July2016/$FILE/FinancialReportingDevelopments_BB1026_AssetRetirementObligations_13July2016.pdf
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Lessees 

A lessee’s indemnification of the lessor for any adverse tax consequences that may arise from a change in 
the tax laws is generally subject to the provisions for guarantees under ASC 460. These types of 
indemnifications are not considered to be guarantees of the lessee’s own future performance because 
only a legislative body can change the tax laws, and the lessee therefore has no control over whether 
payments will be required under that indemnification. In addition, while ASC 460-10-15-7(c) provides a 
scope exception for contracts that have the characteristics of a guarantee or indemnification, but are 
accounted for as variable lease payments, because ASC 842-10-55-38 indicates that indemnification 
payments should not be accounted for as variable lease payments, the scope exception does not apply. 
Therefore, to the extent a general indemnity requires additional payments to the lessor due to adverse 
changes in the tax law, regulations or ruling, the indemnification would generally be subject to ASC 460.  

Illustration 20 — Accounting for indemnity for changes in tax laws 

Assume a lessor in an operating lease is a foreign entity that is not subject to tax withholding 
requirements and the lessor requires the lessee to indemnify the lessor for any future change in the 
tax law, which would require the lessee to withhold income taxes from payments to the lessor. This 
may occur if the lessor’s taxing authority enters into or modifies its tax treaty with the US. The effect 
of this indemnification would be to increase the lessee’s payments for the leased property for the 
required withholding tax (which would be remitted directly to the IRS). 

Analysis: This arrangement meets the criteria of ASC 460-10-15-4(c), and therefore, the indemnity is 
subject to the recognition and measurement provisions of ASC 460. Therefore, the lessee should 
record a liability for the guarantee based on its fair value, and the related expense should be 
recognized over the operating lease term. 

As noted above, tax indemnities do not affect the lease classification. That is, the fair value of the guarantee 
and the related expense should not be included in the lease classification test per ASC 842-10-25-3(b)(1) 
(refer to section 3.2, Criteria for lease classification — lessors). 

General indemnity for increase in taxes 

Many leases include a general indemnification that the lessee will directly pay (or reimburse the lessor) 
either the entire amount due or a pro rata share of any increases in all sales, use or property taxes. As 
noted in section 1.4.2.1, Executory costs, the payment of taxes by a lessee is not considered a separate 
(i.e., non-lease) component of a contract. Entities should evaluate whether lease payments made for 
taxes are fixed (or in-substance fixed) lease payments or variable lease payments (refer to section 2.4, 
Lease payments). These types of arrangements are generally not viewed as indemnifications under ASC 460. 

Indemnities for adverse tax consequences that result from actions of the lessee 

Many leases require the lessee to indemnify the lessor for any adverse tax consequences that may arise 
from acts, omissions and misrepresentations of the lessee. These types of indemnifications are generally 
related to the anticipated use of the underlying asset and level of taxation (or deductibility) related to 
that intended use. We believe these indemnities would be outside the scope of ASC 460 as they 
represent a guarantee of an entity’s own performance. 
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2.4.10  Amounts not included in lease payments 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Initial Measurement 
842-10-30-6 
Lease payments do not include any of the following: 

a. Variable lease payments other than those in paragraph 842-10-30-5(b) 

b. Any guarantee by the lessee of the lessor’s debt 

c. Amounts allocated to nonlease components in accordance with paragraphs 842-10-15-33 
through 15-42. 

Variable lease payments that do not depend on an index or rate 

Variable lease payments that do not depend on an index or rate, such as those based on performance 
(e.g., a percentage of sales) or usage of the underlying asset (e.g., the number of hours flown, the 
number of units produced), are not included as lease payments. Entities should carefully evaluate the 
provisions of variable lease payments so that the payments are not in-substance fixed payments (refer to 
section 2.4.1.1, In-substance fixed lease payments). Lessees are required to remeasure lease payments 
when a contingency is resolved that results in some or all of the lease payments that were previously 
determined to be variable meeting the definition of lease payments (refer to section 2.4.11, Subsequent 
remeasurement of lease payments).  

A lessee’s guarantee of a lessor’s debt 

Lease payments do not include any guarantee by the lessee of the lessor’s debt (which is generally 
accounted for under ASC 460, Guarantees). However, we believe if the lessor’s debt is recourse only to 
the leased asset either because the debt is non-recourse or the lessor has no significant assets other 
than the property under lease, a guarantee by the lessee of the lessor’s debt is tantamount to 
guaranteeing the underlying asset’s residual value. The same would be true for a non-recourse loan 
made by the lessee to the lessor. Accordingly, the probable shortfall between the outstanding debt 
balance and the value of the residual asset at the end of the lease term should be included in lease 
payments. In addition, the presence of a lessee’s guarantee of the lessor’s debt may affect the evaluation 
of both lease term and lease payments (e.g., the evaluation of whether a purchase option is reasonably 
certain to be exercised). 

While “any guarantee by the lessee of the lessor’s debt” is excluded from lease payments, a guarantee of 
a lessor’s debt would still need to be accounted for under ASC 460, Guarantees. 

Amounts allocated to non-lease components 

Lease payments do not include payments allocated to the non-lease components of a contract. However, 
lease payments include amounts that would otherwise be allocable to the non-lease components of a 
contract when the lessee makes an accounting policy election to account for the lease and non-lease 
components as a single lease component (this election is not available to lessors). Refer to sections 
1.4.3.2, Allocating the consideration in the contract — lessees, and 1.4.4.2, Allocating the consideration 
in the contract — lessors, for lessees and lessors, respectively. 
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2.4.11  Subsequent remeasurement of lease payments 
2.4.11.1  Lessees 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Subsequent Measurement 

842-10-35-4 
A lessee shall remeasure the lease payments if any of the following occur: 

a. The lease is modified, and that modification is not accounted for as a separate contract in 
accordance with paragraph 842-10-25-8. 

b. A contingency upon which some or all of the variable lease payments that will be paid over the 
remainder of the lease term are based is resolved such that those payments now meet the 
definition of lease payments. For example, an event occurs that results in variable lease payments 
that were linked to the performance or use of the underlying asset becoming fixed payments for 
the remainder of the lease term. 

c. There is a change in any of the following: 

1. The lease term, as described in paragraph 842-10-35-1. A lessee shall determine the revised 
lease payments on the basis of the revised lease term. 

2. The assessment of whether the lessee is reasonably certain to exercise or not to exercise an 
option to purchase the underlying asset, as described in paragraph 842-10-35-1. A lessee 
shall determine the revised lease payments to reflect the change in the assessment of the 
purchase option. 

3. Amounts probable of being owed by the lessee under residual value guarantees. A lessee 
shall determine the revised lease payments to reflect the change in amounts probable of 
being owed by the lessee under residual value guarantees. 

842-10-35-5 
When a lessee remeasures the lease payments in accordance with paragraph 842-10-35-4, variable 
lease payments that depend on an index or a rate shall be measured using the index or rate at the 
remeasurement date. 

ASC 842 requires lessees to remeasure lease payments when there is a lease modification (i.e., a change 
to the terms and conditions of the contract that results in a change in the scope of or the consideration 
for the lease) that is not accounted for as a separate contract. Refer to the section 4.5, Lease 
modifications.  
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Lessees are also required to remeasure lease payments if any of the following occur: 

Title Description of Remeasurement Event Reference 

Resolution of 
contingency fixing 
previously variable 
lease payments 

A resolution of a contingency that results in some 
or all of the lease payments that were previously 
determined to be variable meeting the definition of 
lease payments (e.g., an event occurs that results 
in variable lease payments that were linked to the 
performance or use of the underlying asset becoming 
fixed payments for the remainder of the lease term) 
We believe this provision does not apply to 
variable payments based on an index or rate 

2.4.1, Fixed (including 
in-substance fixed) 
lease payments and 
lease incentives 
 
 
 
2.4.2, Variable 
payments that depend 
on an index or rate 

Lease term A change in the lease term 2.3.1, Lease term 

Exercise of options A change in the assessment of whether the lessee 
is reasonably certain to exercise an option to 
purchase the underlying asset 

2.3.2, Purchase 
options 

Residual value 
guarantee 

A change in the amounts it is probable that the 
lessee will owe under residual value guarantees 

2.4.6, Amounts it is 
probable that a lessee 
will owe under residual 
value guarantees — 
lessees only 

When lease payments are remeasured for any of the reasons discussed above, lessees will also 
remeasure variable lease payments that depend on an index or rate using the index or rate at the 
remeasurement date and remeasure and reallocate the remaining consideration in the contract (refer to 
section 1.4.3.2, Allocating the consideration in the contract — lessees). 

Lessees remeasure the lease liability upon a remeasurement event, with a corresponding adjustment to the 
right-of-use asset. However, if the right-of-use asset is reduced to zero, a lessee would recognize any remaining 
amount in profit or loss. Refer to section 4.5, Remeasurement of lease liabilities and right-of-use assets — 
operating and finance leases. 

Refer to section 3.5.1, Summary of lease reassessment and remeasurement requirements. 

2.4.11.2  Lessors 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Subsequent Measurement 

842-10-35-6 
A lessor shall not remeasure the lease payments unless the lease is modified and that modification is 
not accounted for as a separate contract in accordance with paragraph 842-10-25-8. 

Lessors remeasure the lease payments only upon a modification (i.e., a change to the terms and conditions 
of the contract that results in a change in the scope of or the consideration for the lease) that is not 
accounted for as a separate contract. Refer to section 5.6, Lease modifications. 

Refer to section 3.5.1, Summary of lease reassessment and remeasurement requirements. 
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2.5  Discount rates 
Excerpt from Accounting Standards Codification 
Master Glossary 

Discount Rate for the Lease 

For a lessee, the discount rate for the lease is the rate implicit in the lease unless that rate cannot be 
readily determined. In that case, the lessee is required to use its incremental borrowing rate. 

For a lessor, the discount rate for the lease is the rate implicit in the lease. 

Rate Implicit in the Lease 
The rate of interest that, at a given date, causes the aggregate present value of (a) the lease 
payments and (b) the amount that a lessor expects to derive from the underlying asset following the 
end of the lease term to equal the sum of (1) the fair value of the underlying asset minus any related 
investment tax credit retained and expected to be realized by the lessor and (2) any deferred initial 
direct costs of the lessor. 

Incremental Borrowing Rate 
The rate of interest that a lessee would have to pay to borrow on a collateralized basis over a similar 
term an amount equal to the lease payments in a similar economic environment. 

Leases — Lessee 

Initial Measurement 

842-20-30-2 
The discount rate for the lease initially used to determine the present value of the lease payments for 
a lessee is calculated on the basis of information available at the commencement date. 

842-20-30-3 
A lessee should use the rate implicit in the lease whenever that rate is readily determinable. If the rate 
implicit in the lease is not readily determinable, a lessee uses its incremental borrowing rate. A lessee 
that is not a public business entity is permitted to use a risk-free discount rate for the lease, determined 
using a period comparable with that of the lease term, as an accounting policy election for all leases. 
Leases — Overall 

Recognition 

842-10-25-4 

A lessor shall assess the criteria in paragraphs 842-10-25-2(d) and 842-10-25-3(b)(1) using the rate 
implicit in the lease. For purposes of assessing the criterion in paragraph 842-10-25-2(d), a lessor shall 
assume that no initial direct costs will be deferred if, at the commencement date, the fair value of the 
underlying asset is different from its carrying amount. 

Discount rates are used to determine the present value of the lease payments, which are used to determine 
lease classification (refer to section 3.3, Discount rates used to determine lease classification) and to measure 
a lessor’s net investment in the lease for sales-type and direct financing leases and a lessee’s lease liability. 

For a lessee, the discount rate for the lease is the “rate implicit in the lease” and, if that rate cannot be 
readily determined, its incremental borrowing rate. For a lessor, the discount rate for the lease is the rate 
implicit in the lease. The rate implicit in the lease is similar to the current definition in US GAAP and 
reflects the nature and specific terms of the lease. The discount rate should not be less than zero. 
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2.5.1  Lessors 
Lessors use the rate implicit in the lease that causes the following: 

 

Initial direct costs — classification 

The following table summarizes the discount rates used to determine lease classification by lessors. 

 At lease commencement, the fair value 
of the underlying asset does not equal its 
carrying value  

At lease commencement, the fair value 
of the underlying asset is equal to its 
carrying value  

Sales-type lease 
classification test 
(as described in 
ASC 842-10-25-2(d)) 

Rate implicit in the lease, assuming that no 
initial direct costs of the lessor will be 
deferred (i.e., exclude initial direct costs 
from the calculation of the rate implicit in 
the lease) 

Rate implicit in the lease (including initial 
direct costs of the lessor in the calculation 
of the rate) 

Direct financing lease 
classification test 
(as described in 
ASC 842-10-25-3(b)(1)) 

Rate implicit in the lease (including initial 
direct costs of the lessor in the calculation 
of the rate)  

Rate implicit in the lease (including initial 
direct costs of the lessor in the calculation 
of the rate)  

When a lessor is performing the sale-type lease classification test, ASC 842-10-25-4 clarifies that the 
lessor should assume that no initial direct costs will be deferred when determining the rate implicit in the 
lease if, at lease commencement, the fair value of the asset does not equal its carrying value. That is, a 
lessor would exclude initial direct costs from the calculation of the rate implicit in the lease if the 
underlying asset’s fair value differs from its carrying value. The direct financing lease classification test 
described in ASC 842-10-25-3(b)(1) does not include a similar exception. As a result, the calculation of 
the rate implicit in the lease for purposes of applying the direct financing lease classification test will 
always include the lessor’s initial direct costs. 

Initial direct costs — initial recognition and measurement 

For purposes of the initial recognition and measurement of a direct financing lease or a sales-type lease, 
if the fair value of the underlying asset equals its carrying amount at lease commencement, any initial 
direct costs are deferred and included in the computation of the rate implicit in the lease and, therefore, 
the net investment in the lease (refer to sections 5.2.1, Initial recognition and measurement, and 5.3.1, 
Initial recognition and measurement, for sales-type and direct financing leases, respectively). The rate 
that was used in the sales-type lease classification test can differ from the rate used in the direct 
financing lease classification test and to initially measure the net investment in the lease because of the 
lease classification guidance above. 

The present value 
of lease payments 
made by the lessee 
for the right to use 
the underlying 
asset 

The present value 
of the amount the 
lessor expects to 
derive from the 
underlying asset 
following the end of 
the lease term 

The fair value of 
the underlying 
asset minus any 
related investment 
tax credit retained 
and expected to be 
realized by the 
lessor 

Any deferred initial 
direct costs of the 
lessor (varies — see 
below) + + = 
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2.5.2  Lessees 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Initial Measurement 

842-20-30-3 

A lessee should use the rate implicit in the lease whenever that rate is readily determinable. If the rate 
implicit in the lease is not readily determinable, a lessee uses its incremental borrowing rate. A lessee 
that is not a public business entity is permitted to use a risk-free discount rate for the lease, 
determined using a period comparable with that of the lease term, as an accounting policy election for 
all leases. 

Lessees are required to use the rate implicit in the lease as described above if that rate can be readily 
determined. We believe that lessees often will not know the amount of the lessor’s initial direct costs and, 
therefore, will be unable to determine the rate implicit in the lease. When the lessee cannot readily 
determine that rate, the lessee uses its incremental borrowing rate. The lessee’s incremental borrowing 
rate is the rate of interest that the lessee would have to pay to borrow on a collateralized basis over a 
similar term an amount equal to the lease payments in a similar economic environment. When an entity 
identifies a borrowing with a “similar term,” we believe the entity should evaluate the term relative to the 
lease term determined at the lease commencement date (i.e., any options not deemed reasonably certain 
of exercise at lease commencement, such as termination or extension options, would not be considered in 
the term of the debt). Also, we believe the incremental borrowing rate should not be adjusted to consider 
renewal options not included in the lease term. 

Non-PBE accounting policy election 

A lessee that is not a public business entity (PBE) is permitted to make an accounting policy election to 
use the risk-free rate (e.g., in the US, the rate of a zero coupon US Treasury instrument) for the initial 
and subsequent measurement of lease liabilities. The risk-free rate is determined using a period 
comparable with the lease term. If a lessee makes this election, it must apply this policy to all leases and 
disclose it in the notes to the financial statements. The risk-free rate should not be less than zero. 

The rate implicit in the lease is not necessarily the rate stated in the contract. In addition, the rate implicit 
in the lease reflects the lessor’s initial direct costs for certain leases (as discussed above) and estimates 
of residual value. Therefore, lessees will often not know the rate implicit in the lease. 

While using a risk-free rate might reduce complexity for eligible lessees, it would increase the likelihood 
that the present value of the lease payments and any residual value guaranteed by the lessee would 
equal or exceed substantially all of the fair value of the leased asset, potentially resulting in the lease 
being classified as a finance lease. Additionally, the use of a lower rate would increase the initial 
measurement of a lessee’s lease liability and right-of-use asset. This might dissuade some lessees that 
aren’t PBEs from making a policy election to use a risk-free rate. 

2.5.2.1  Lessee unable to obtain financing 

If the lessee’s financial condition is such that third parties generally would be unwilling to provide debt 
financing, the incremental borrowing rate of the lessee might not be readily determinable. In these rare 
cases, the lessee should use the interest rate for the lowest grade of debt currently available in the 
marketplace as its incremental borrowing rate. 
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2.5.2.2  Subsidiaries’ incremental borrowing rate 

The FASB indicated in the Basis for Conclusions (BC 201) that it might be appropriate in some cases for a 
subsidiary to use its parent’s incremental borrowing rate as the discount rate. For instance, if a subsidiary 
does not have a separate treasury function and the group’s funding is managed centrally at the group 
level, the lease negotiation may result in the parent entity providing a guarantee of the lease. In this 
circumstance, use of the parent’s incremental borrowing rate would be appropriate. 

2.5.3  Reassessment of the discount rate 

2.5.3.1  Lessors 

Lessors reassess the discount rate, for purposes of lease classification, upon a modification (i.e., a change 
to the terms and conditions of the contract that results in a change in the scope of or consideration for the 
lease) that is not accounted for as a separate contract. The discount rate that is used to account for the 
modified lease depends on the classification of the lease before and after the lease modification.  

Lessors use a revised discount rate to account for the modified lease upon any of the following: 

• A modification (as described above) to an operating lease that is not accounted for as a separate 
contract, if the modified lease is classified as either a direct financing or a sales-type lease 

• A modification (as described above) to a direct financing lease that is not accounted for as a separate 
contract, if the modified lease is classified as either a direct financing or a sales-type lease 

• A modification (as described above) to a sales-type lease that is not accounted for as a separate 
contract, if the modified lease is classified as either a direct financing or a sales-type lease 

Refer to section 5.6, Lease modifications. Also refer to section 3.5.1, Summary of lease reassessment 
and remeasurement requirements. 

2.5.3.2  Lessees 

Lessees reassess the discount rate upon a change to the lease term or a change in the assessment of whether 
the lessee is reasonably certain to exercise an option to purchase the underlying asset if the discount rate for 
the lease liability (e.g., the lessee’s incremental borrowing rate) does not already reflect the lessee’s option 
in the lease to extend or terminate the lease or to purchase the underlying asset. That is, in such cases, a 
change in the discount rate is only required if the lessee had not accounted for the optionality in the 
contract when determining the discount rate previously. The reassessment is based on the remaining 
lease term and lease payments. 

Lessees are also required to reassess the discount rate upon a modification (i.e., a change to the terms 
and conditions of the contract that results in a change in the scope of or the consideration for the lease) 
that is not accounted for as a separate contract. Refer to section 4.6, Lease modifications. 

If a reassessment of the discount rate results in a change to the discount rate, lessees should remeasure 
the lease liability using the revised discount rate at the reassessment date and adjust the right-of-use 
asset. However, if the right-of-use asset is reduced to zero, a lessee should recognize any remaining 
amount in profit or loss. 

Refer to section 3.5.1, Summary of lease reassessment and remeasurement requirements. 
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2.6  Initial direct costs 
Excerpt from Accounting Standards Codification 
Master Glossary 

Initial Direct Costs 

Incremental costs of a lease that would not have been incurred if the lease had not been obtained. 

Leases — Overall 

Initial Measurement 

842-10-30-9 
Initial direct costs for a lessee or a lessor may include, for example, either of the following: 

a. Commissions 

b. Payments made to an existing tenant to incentivize that tenant to terminate its lease. 

842-10-30-10 
Costs to negotiate or arrange a lease that would have been incurred regardless of whether the lease 
was obtained, such as fixed employee salaries, are not initial direct costs. The following items are 
examples of costs that are not initial direct costs: 

a. General overheads, including, for example, depreciation, occupancy and equipment costs, 
unsuccessful origination efforts, and idle time 

b. Costs related to activities performed by the lessor for advertising, soliciting potential lessees, 
servicing existing leases, or other ancillary activities 

c. Costs related to activities that occur before the lease is obtained, such as costs of obtaining tax 
or legal advice, negotiating lease terms and conditions, or evaluating a prospective lessee’s 
financial condition. 

Under ASC 842, initial direct costs are incremental costs that would not have been incurred if the lease 
had not been obtained (e.g., commissions, payments made to an existing tenant to incentivize that 
tenant to terminate its lease). Lessees and lessors apply the same definition of initial direct costs. 
ASC 842’s guidance on initial direct costs is consistent with the concept of incremental costs of obtaining 
a contract in the new revenue recognition standard. 

ASC 842-10-15-33 requires lessees to allocate initial direct costs to the separate lease components of a 
contract on the same basis as the lease payments (i.e., on a relative standalone price basis). Refer to 
section 1.4.3.2, Allocating the consideration in the contract — lessees. 

ASC 842-10-15-38 also requires lessors to allocate any capitalized costs (e.g., initial direct costs, 
contract costs that are capitalizable in accordance with ASC 340-40, Other Assets and Deferred Costs — 
Contracts with Customers) to the separate lease and non-lease components to which the costs relate. 
Refer to section 1.4.4.2, Allocating the consideration in the contract — lessors. 
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The following table summarizes how lessees and lessors account for initial direct costs (i.e., incremental 
costs of a lease that would not have been incurred if the lease had not been obtained) that are capitalized 
at the date the lease is obtained (which may be before lease commencement) and allocate them to the 
lease components of the contract. 

 Lease classification  Accounting for capitalized initial direct costs (IDCs)  

Lessees 

Operating lease  Include IDCs in the initial and subsequent measurement of the right-
of-use asset. Refer to section 4.2.1.2, Right-of-use assets, or 4.3.1.2, 
Right-of-use assets, for the initial measurement of operating and 
finance leases, respectively, and section 4.2.2.2, Right-of-use assets, 
or 4.3.2.2, Right-of-use assets, for the subsequent measurement of 
operating and finance leases, respectively. 

Finance lease  

Lessors* 

Sales-type lease if the fair 
value of the underlying asset 
is different from its carrying 
amount at lease 
commencement  

Expense IDCs at lease commencement. Refer to section 5.2.1, 
Initial recognition and measurement.  

Sales-type lease if the fair 
value equals the carrying 
value of the underlying asset 
at lease commencement  

Include IDCs in the initial and subsequent measurement of the net 
investment in the lease. Refer to sections 5.2.1, Initial recognition 
and measurement, and 5.3.1, Initial recognition and measurement, 
for sales-type and direct financing leases, respectively. 

Direct financing lease  

Operating lease  Recognize IDCs as an expense over the lease term on the same 
basis as lease income. Refer to section 5.4, Operating leases. 

* As discussed in section 2.5.1, Lessors, for purposes of performing the sales-type lease classification test only, a lessor assumes 
that no initial direct costs will be deferred (i.e., initial direct costs are excluded from the calculation of the rate implicit in the 
lease) if, at the commencement date, the fair value of the underlying asset is different from its carrying amount. Refer to section 
3.3, Discount rates used to determine lease classification, for further discussion. 

ASC 842 includes the following example of the accounting for initial direct costs. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-240 
Lessee and Lessor enter into an operating lease. The following costs are incurred in connection with 
the lease: 

Travel costs related to lease proposal $ 7,000 
External legal fees  22,000 
Allocation of employee costs for time negotiating lease terms and conditions  6,000 
Commissions to brokers  10,000 
Total costs incurred by Lessor $ 45,000 

External legal fees $ 15,000 
Allocation of employee costs for time negotiating leases terms and conditions  7,000 
Payments made to existing tenant to obtain the lease  20,000 
Total costs incurred by Lessee $ 42,000 
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842-10-55-241 
Lessor capitalizes initial direct costs of $10,000, which it recognizes ratably over the lease term, 
consistent with its recognition of lease income. The $10,000 in broker commissions is an initial direct cost 
because that cost was incurred only as a direct result of obtaining the lease (that is, only as a direct result 
of the lease being executed). None of the other costs incurred by Lessor meet the definition of initial direct 
costs because they would have been incurred even if the lease had not been executed. For example, the 
employee salaries are paid regardless of whether the lease is obtained, and Lessor would be required to 
pay its attorneys for negotiating and drafting the lease even if Lessee did not execute the lease. 

842-10-55-242 
Lessee includes $20,000 of initial direct costs in the initial measurement of the right-of-use asset. 
Lessee amortizes those costs ratably over the lease term as part of its total lease cost. Throughout the 
lease term, any unamortized amounts from the original $20,000 are included in the measurement of 
the right-of-use asset. The $20,000 payment to the existing tenant is an initial direct cost because 
that cost is only incurred upon obtaining the lease; it would not have been owed if the lease had not 
been executed. None of the other costs incurred by Lessee meet the definition of initial direct costs 
because they would have been incurred even if the lease had not been executed (for example, the 
employee salaries are paid regardless of whether the lease is obtained, and Lessee would be required 
to pay its attorneys for negotiating and drafting the lease even if the lease was not executed). 

2.6.1  Initial direct costs in a lease modification 
Excerpt from Accounting Standards Codification 
Leases — Overall 
Recognition 
842-10-25-10 
An entity shall account for initial direct costs, lease incentives, and any other payments made to or by 
the entity in connection with a modification to a lease in the same manner as those items would be 
accounted for in connection with a new lease. 

Lessees and lessors account for costs incurred in a lease modification (i.e., a change to the terms and 
conditions of the contract that results in a change in the scope of or the consideration for the lease) that 
meet the definition of initial direct costs in the same manner as those items are accounted for in 
connection with a new lease. 

A lessee’s initial direct costs in a lease modification are included in the measurement of the new right-of-use 
asset (i.e., for a modification that is accounted for as a separate contract) or the adjustment to the right-of-
use asset (i.e., for a modification that is not accounted for as a separate contract). 

A lessor accounts for initial direct costs in a lease modification based on the classification of the new 
lease as follows: 

• For sales-type leases if, at the commencement date, the fair value of the underlying asset is different 
from its carrying amount, expense initial direct costs allocated to the lease component on the 
effective date of the modification 

• For sales-type leases if, at the commencement date, the fair value of the underlying asset equals its 
carrying amount, and direct financing leases, initial direct costs allocated to the lease component are 
included in the measurement of the new net investment in the lease (i.e., for a modification that is 
accounted for as a separate contract) or the adjustment to the net investment in the lease (i.e., for a 
modification that is not accounted for as a separate contract) 



2 Key concepts 

Financial reporting developments Lease accounting | 85 

• For operating leases, capitalize and expense initial direct costs allocated to the lease component over 
the lease term on the same basis as lease income for those costs allocated to the lease component 

Refer to sections 4.6, Lease modifications, and 5.6, Lease modifications. 

2.7  Economic life 
Excerpt from Accounting Standards Codification 
Leases — Overall 
Master Glossary 
Economic Life 
Either the period over which an asset is expected to be economically usable by one or more users or 
the number of production or similar units expected to be obtained from an asset by one or more users. 

ASC 842 defines the economic life of an asset as either: 
• The period over which an asset is expected to be economically usable by one or more users 
• The number of production or similar units expected to be obtained from the asset by one or more 

users 

This definition of economic life, while not the same as the definition in ASC 840, is not expected to 
significantly change economic life estimates. 
We believe that “economically usable” means that the asset is or is expected to be viable from an 
economic perspective. In addition, we believe that “one or more users” means the existing lessee plus 
any successor lessees or owners. 

2.8  Fair value 
Excerpt from Accounting Standards Codification 
Leases — Overall 
Master Glossary 
Fair Value (second definition) 
The price that would be received to sell an asset or paid to transfer a liability in an orderly transaction 
between market participants at the measurement date. 

Orderly Transaction 
A transaction that assumes exposure to the market for a period before the measurement date to allow 
for marketing activities that are usual and customary for transactions involving such assets or 
liabilities; it is not a forced transaction (for example, a forced liquidation or distress sale). 

Market Participants 

Buyers and sellers in the principal (or most advantageous) market for the asset or liability that have all 
of the following characteristics: 
a.  They are independent of each other, that is, they are not related parties, although the price in a 

related-party transaction may be used as an input to a fair value measurement if the reporting 
entity has evidence that the transaction was entered into at market terms 

b.  They are knowledgeable, having a reasonable understanding about the asset or liability and the 
transaction using all available information, including information that might be obtained through 
due diligence efforts that are usual and customary 

c.  They are able to enter into a transaction for the asset or liability 
d.  They are willing to enter into a transaction for the asset or liability, that is, they are motivated but 

not forced or otherwise compelled to do so. 
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Lessees and lessors determine the fair value of the underlying asset in a lease arrangement for purposes of 
lease classification and measurement under ASC 842 using the definition of fair value in ASC 820, Fair 
Value Measurement. That is, the fair value of the underlying asset in a lease arrangement is the price that 
would be received to sell the asset in an orderly transaction between market participants at the 
measurement date. ASC 820 provides a framework for measuring fair value and requires certain 
disclosures. 

While ASC 842 does not specifically prohibit lessees from recognizing a right-of-use asset that exceeds the 
fair value of the underlying asset, we believe that lessees should challenge the inputs and assumptions 
used to measure the right-of-use asset if the carrying amount of the right-of-use asset would exceed the 
fair value of the underlying asset. Inputs and assumptions that could be challenged include the 
identification of lease and non-lease components, the allocation of consideration in the contract to those 
components and the discount rate used. 

2.9 Variable lease payments 
Excerpt from Accounting Standards Codification 

Master Glossary 

Variable lease payments 

Payments made by a lessee to a lessor for the right to use an underlying asset that vary because of changes 
in facts or circumstances occurring after the commencement date, other than the passage of time. 

Common examples of variable lease payments include: 

• Payments that depend on a percentage of sales of a lessee 

• Payments that increase based upon an index such as CPI (including payments that depend on market 
rental rates) 

2.9.1 Lessee accounting for variable lease payments 
Excerpt from Accounting Standards Codification 
Leases — Lessee  

Implementation Guidance and Illustrations 

842-20-55-1 

A lessee should recognize costs from variable lease payments (in annual periods as well as in interim 
periods) before the achievement of the specified target that triggers the variable lease payments, 
provided the achievement of that target is considered probable. 

842-20-55-2 

Variable lease costs recognized in accordance with paragraph 842-20-55-1 should be reversed at such 
time that it is probable that the specified target will not be met. 

Master Glossary 

Probable (second definition) 

The future event or events are likely to occur. 
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Some rental agreements provide for fixed lease payments plus variable lease payments based on the 
lessee’s operations. Often, the specified targets are not achieved until the later months of either the 
lessor’s or lessee’s fiscal year. This may occur despite the fact that achievement of the targets is 
considered probable at some earlier point in the year. A lessee should recognize costs for variable lease 
payments (in annual periods as well as in interim periods) before the achievement of the specified target 
that triggers the variable lease payments if the achievement of that target is considered probable. 
Previously recognized variable lease expense should be reversed into income if it becomes probable that 
the specified target will not be met. Probable in this context means the future event or events that will 
trigger the payment are likely to occur. This is the same threshold of probability that is used in ASC 450, 
Contingencies, with respect to the recognition of liabilities. 

Illustration 21 — Lessee accounting for variable lease payments 

A rental agreement requires an additional payment of $1,000 if machine hours exceed 10,000 hours.  

Analysis: The $1,000 annual payment should be accrued before the achievement of the specified 
target that triggers the variable lease payments if the achievement of that target, annual machine 
hours in excess of 10,000 hours, is considered probable. 

Refer to sections 4.2.3, Expense recognition, and 4.3.3, Expense recognition, for further discussion of 
recognition of variable lease payments by lessees in operating and finance leases, respectively. 

2.9.2 Lessor accounting for variable lease payments 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Recognition 

Sales-Type Leases 
842-30-25-2 
After the commencement date, a lessor shall recognize all of the following: 

a. Interest income on the net investment in the lease, measured in accordance with paragraph 
842-30-35-1(a) 

b. Variable lease payments that are not included in the net investment in the lease as income in 
profit or loss in the period when the changes in facts and circumstances on which the variable 
lease payments are based occur 

c. Impairment of the net investment in the lease (as described in paragraph 842-30-35-3). 

Pending Content:  
Transition Date: (P) December 16, 2019; (N) December 16, 2020 Transition Guidance: 326-10-65-1 

Editor’s note: The content of paragraph 842-30-25-2 will change upon the adoption of ASU 2016-13 
After the commencement date, a lessor shall recognize all of the following: 

a. Interest income on the net investment in the lease, measured in accordance with paragraph 
842-30-35-1(a) 

b. Variable lease payments that are not included in the net investment in the lease as income in 
profit or loss in the period when the changes in facts and circumstances on which the variable 
lease payments are based occur 

c. Credit losses on the net investment in the lease (as described in paragraph 842-30-35-3). 

https://asc.fasb.org/link&sourceid=SL51723641-108585&objid=51718067
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Direct Financing Leases 

842-30-25-9 

After the commencement date, a lessor shall recognize all of the following: 

a. Interest income on the net investment in the lease, measured in accordance with paragraph 
842-30-35-1(a) 

b. Variable lease payments that are not included in the net investment in the lease as income in 
profit or loss in the period when the changes in facts and circumstances on which the variable 
lease payments are based occur 

c. Impairment of the net investment in the lease (as described in paragraph 842-30-35-3). 

Pending Content:  
Transition Date: (P) December 16, 2019; (N) December 16, 2020 Transition Guidance: 326-10-65-1 

Editor’s note: The content of paragraph 842-30-25-9 will change upon the adoption of ASU 2016-13 

After the commencement date, a lessor shall recognize all of the following: 

a. Interest income on the net investment in the lease, measured in accordance with paragraph 
842-30-35-1(a) 

b. Variable lease payments that are not included in the net investment in the lease as income in 
profit or loss in the period when the changes in facts and circumstances on which the variable 
lease payments are based occur 

c. Credit losses on the net investment in the lease (as described in paragraph 842-30-35-3). 

Operating Leases 

842-30-25-11 

After the commencement date, a lessor shall recognize all of the following: 

a. The lease payments as income in profit or loss over the lease term on a straight-line basis unless 
another systematic and rational basis is more representative of the pattern in which benefit is 
expected to be derived from the use of the underlying asset, subject to paragraph 842-30-25-12. 

b. Variable lease payments as income in profit or loss in the period in which the changes in facts 
and circumstances on which the variable lease payments are based occur 

c. Initial direct costs as an expense over the lease term on the same basis as lease income (as 
described in (a)). 

 

https://asc.fasb.org/link&sourceid=SL51723641-108585&objid=51718067
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A lessor should recognize income for variable lease payments in the period when changes in facts and 
circumstances on which the variable lease payments are based occur. This applies to both interim and 
annual periods and applies regardless of lease classification (i.e., applies to sales-type, direct financing 
and operating leases). For example, if a lessor receives contingent rent if the lessee’s sales exceed 
$2,000,000 during the year, the lessor cannot recognize the variable lease payments until sales exceed 
this amount, regardless of probability. Consequently, it would be inappropriate to anticipate changes in 
the factors on which variable lease payments are based and recognize rental income prior to the 
occurrence of the change in factors on which variable lease payments are based. Refer to sections 5.2.2, 
Subsequent measurement, 5.3.2, Subsequent measurement, and 5.4, Operating leases, for further 
discussion of accounting for variable lease payments by a lessor for sales-type, direct financing and 
operating leases, respectively. 

2.9.3 Embedded derivatives in variable lease payments 
Derivative versus variable lease payments 

Arrangements with variable lease payments may also contain embedded derivatives that must be 
evaluated pursuant to the “clearly and closely related” criteria of ASC 815-15. If the embedded 
derivative is not considered to be “clearly and closely related” to the host contract (i.e., the lease 
agreement), ASC 815-15 requires that the embedded derivative(s) be bifurcated and accounted for 
separately from the host contract. The following examples illustrate the application of the “clearly and 
closely related” analysis to variable lease payments: 

• Inflation-indexed rentals (e.g., rentals that vary based on increases in the CPI) are considered to be 
clearly and closely related and would not be separated from the host contract unless a significant 
leverage factor is involved (e.g., rent payments escalate at twice the rate of an increase in the CPI). 

• Variable lease payments based on sales volume of the lessee would not result in separation of the 
variable lease payment-related embedded derivative from the host contract. ASC 815-10-15-59 
provides an exception from the application of ASC 815 to non-exchange-traded contracts with an 
underlying that is a specified volume of sales by one of the parties to the contract. 

• Variable lease payments based on a variable interest rate are generally considered to be clearly and 
closely related. Consequently, lease contracts that include variable lease payments based on 
changes in, for example, the prime rate or the LIBOR rate would not typically result in a separation of 
the variable lease payment-rental-related embedded derivative from the host contract, unless, for 
example, the rental formula permits a significant leverage factor. 

Refer to section 2.4.1.1, In-substance fixed lease payments, for a discussion of whether certain payments 
are lease payments, variable lease payments or derivatives and section 2.9.4, Embedded foreign currency 
derivatives in operating leases, for a discussion of embedded foreign currency derivatives in operating 
leases. Our Financial reporting developments publication, Derivatives and hedging, provides additional 
information and guidance about subsequent accounting for embedded derivatives in lease arrangements 
that are accounted for separately pursuant to ASC 815-15. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB0977_Derivatives_22September2016/$FILE/FinancialReportingDevelopments_BB0977_Derivatives_22September2016.pdf
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2.9.4 Embedded foreign currency derivatives 
Excerpt from Accounting Standards Codification 
Derivatives and Hedging 

Overview and Background 

815-15-15-5 
Unsettled foreign currency transactions, including financial instruments, shall not be considered to 
contain embedded foreign currency derivatives under this Subtopic if the transactions meet all of the 
following criteria: 

a. They are monetary items.  

b. They have their principal payments, interest payments, or both denominated in a foreign currency.  

c. They are subject to the requirement in Subtopic 830-20 to recognize any foreign currency 
transaction gain or loss in earnings. 

815-15-15-10 
An embedded foreign currency derivative shall not be separated from the host contract and considered a 
derivative instrument under paragraph 815-15-25-1 if all of the following criteria are met: 

a. The host contract is not a financial instrument. 

b. The host contract requires payment(s) denominated in any of the following currencies: 

1. The functional currency of any substantial party to that contract 

2. The currency in which the price of the related good or service that is acquired or delivered 
is routinely denominated in international commerce (for example, the U.S. dollar for crude 
oil transactions) 

3. The local currency of any substantial party to the contract 

4. The currency used by a substantial party to the contract as if it were the functional currency 
because the primary economic environment in which the party operates is highly inflationary 
(as discussed in paragraph 830-10-45-11). 

c. Other aspects of the embedded foreign currency derivative are clearly and closely related to the 
host contract. 

The evaluation of whether a contract qualifies for the scope exception in this paragraph shall be 
performed only at inception of the contract. 

Finance leases denominated in a nonfunctional currency are governed by the provisions of ASC 830, 
Foreign Currency Matters, and would not be subject to the embedded derivatives provisions of ASC 815-15 
as the finance lease liability meets all of the criteria in ASC 815-15-15-5. While operating leases 
denominated in foreign currencies meet the criteria in ASC 815-15-15-5(a) and (c), it is unclear whether 
payments on an operating lease could be viewed as principal and interest payments (ASC 815-15-15-5(b)). 
We believe that, consistent with other monetary items that are remeasured under ASC 830, bifurcation 
of the foreign currency embedded derivative in an operating lease denominated in a nonfunctional 
currency would not be required. 

http://gaait-aa.ey.net/Document.aspx?PersistentBookId=0&GotoString=CC%20ASC%20815-15-15-5&ProductId=111#CC%20ASC%20815-15-15-5
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2.10  Other matters related to residual value guarantees 

2.10.1  Residual value guarantees as derivatives 
ASC 842-10-15-43 addresses the interaction between ASC 842 and ASC 815, Derivatives and Hedging. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Other Considerations 

842-10-15-43 
Paragraph 815-10-15-79 explains that leases that are within the scope of this Topic are not derivative 
instruments subject to Subtopic 815-10 on derivatives and hedging although a derivative instrument 
embedded in a lease may be subject to the requirements of Section 815-15-25. Paragraph 815-10-15-
80 explains that residual value guarantees that are subject to the guidance in this Topic are not 
subject to the guidance in Subtopic 815-10. Paragraph 815-10-15-81 requires that a third-party 
residual value guarantor consider the guidance in Subtopic 815-10 for all residual value guarantees 
that it provides to determine whether they are derivative instruments and whether they qualify for any 
of the scope exceptions in that Subtopic.  

Derivatives — Overall 
Scope and Scope Exceptions 
815-10-15-80 
Residual value guarantees that are subject to the requirements of Topic 842 on leases are not subject 
to the requirements of this Subtopic. 

815-10-15-81 
A third-party residual value guarantor shall consider the guidance in this Subtopic for all residual value 
guarantees that it provides to determine whether they are derivative instruments and whether they 
qualify for any of the scope exceptions in this Subtopic. The guarantees described in paragraph 842-
10-15-43 for which the exceptions of paragraphs 460-10-15-7(b) and 460-10-25-1(a) do not apply 
are subject to the initial recognition, initial measurement, and disclosure requirements of Topic 460. 

Leases are not considered derivatives and are not subject to the accounting for derivative instruments 
under ASC 815-10. However, a lease may contain an embedded derivative, which could be subject to the 
requirements of ASC 815-15-25. 

Residual value guarantees that are subject to the requirements of the lease accounting literature are not 
subject to the requirements for derivative instruments under ASC 815. This “exception” only applies to 
residual value guarantees within the scope of the leasing literature (ASC 815-10-15-80). A residual value 
guarantee obtained by a lessor or provided by a lessee at a point in time after the commencement date 
of the lease (refer to section 2.2, Commencement date of the lease) would not be subject to ASC 842 and 
thus would potentially be subject to derivative accounting under ASC 815 if the guarantee is not in the 
scope of ASC 460 and met the definition of a derivative (and did not qualify for any of the scope 
exceptions therein). 
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2.10.2  Residual value guarantee of deficiency that is attributable to damage, 
extraordinary wear and tear or excessive usage 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-34  
A lease provision requiring the lessee to make up a residual value deficiency that is attributable to 
damage, extraordinary wear and tear, or excessive usage is similar to variable lease payments in that 
the amount is not determinable at the commencement date. Such a provision does not constitute a 
lessee guarantee of the residual value. 

Lease provisions often require the lessee to make up a residual value deficiency attributed to damage, 
extraordinary wear and tear, or excessive usage (e.g., excessive mileage on a leased vehicle). These 
lease provisions do not constitute a guarantee of residual value by the lessee but are similar to variable 
lease payments in that the amount is not determinable at the commencement date of the lease. Thus, they 
are not included in lease payments (refer to section 2.4, Lease payments) but instead would be 
accounted for like variable lease payments (refer to section 2.9.1, Lessee accounting for variable lease 
payments, and section 2.9.2, Lessor accounting for variable lease payments). 

2.10.3  Residual value guarantee of a group of assets — lessees 
In certain master lease agreements covering a group of assets, the lessee guarantees the residual value 
of the group of assets being leased as opposed to the residual value of each individual asset in the group. 
Although other methods of allocation might be appropriate, allocating the amount it is probable a lessee 
will owe under the residual value guarantee among all of the leased assets on a pro rata basis in relation 
to the expected residual value at the end of the lease term of each asset would be appropriate if the lease 
term is coterminous. For instance, if the amount probable of being owed under a group residual value 
guarantee is $180 and the total expected residual values of all of the leased assets as of the end of the 
master lease term is $300, the residual value guarantee would be allocated to each asset based on 60% of 
each leased asset’s expected residual value. 

2.10.4 Residual value guarantee of a group of assets — lessors 
Excerpt from Accounting Standards Codification 
Leases — Overall 
Implementation Guidance and Illustrations 
842-10-55-9  
Lessors may obtain residual value guarantees for a portfolio of underlying assets for which 
settlement is not solely based on the residual value of the individual underlying assets. In such cases, 
the lessor is economically assured of receiving a minimum residual value for a portfolio of assets that 
are subject to separate leases but not for each individual asset. Accordingly, when an asset has a 
residual value in excess of the “guaranteed” amount, that excess is offset against shortfalls in residual 
value that exist in other assets in the portfolio.  

842-10-55-10  
Residual value guarantees of a portfolio of underlying assets preclude a lessor from determining the 
amount of the guaranteed residual value of any individual underlying asset within the portfolio. 
Consequently, no such amounts should be considered when evaluating the lease classification criteria 
in paragraphs 842-10-25-2(d) and 842-10-25-3(b)(1). 
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In some cases, the residual value insurance may be for a portfolio of assets rather than individual assets within 
the lease portfolio. Accordingly, when an asset has a residual value below the guaranteed amount, such a 
deficiency could be offset by assets that have residual values in excess of their guaranteed value. 
Paragraphs 842-10-55-9 through 55-10 address a lessor’s accounting for residual value guarantees for a 
portfolio of underlying assets and state that residual value guarantees of a portfolio of leased assets 
preclude a lessor from determining the amount of the guaranteed residual value of any individual leased 
asset within the portfolio at lease inception, due to the netting of the residual value gains and losses. 
Therefore, no amounts should be included when evaluating the lease classification criteria. Refer to section 
3.2, Criteria for lease classification — lessors, for further discussion of consideration of residual value 
guarantees in evaluating lease classification. 

2.10.5  Lessee guarantee of lessor’s return 
Certain lease agreements include a provision that on early termination of a lease by a lessee, the lessee 
is required to make payments to the lessor, or a lender to the lessor, to guarantee a stated return on the 
leased property. Any termination payments that could be required to be made would be considered a 
termination penalty that would be used to determine the lease term (refer to section 2.3, Lease term and 
purchase options) and might have to be included in lease payments. An obligation to only make up any 
shortfall on the lessor’s return in the event of early termination also would be an early termination 
penalty that would be used to determine the lease term and might be included in lease payments (under 
the assumption that the lessee would be responsible for the full shortfall, regardless of the likelihood of 
that assumption). 

2.10.6  Third-party guarantee of lease payments or residual value  
Excerpt from Accounting Standards Codification 
Guarantees — Overall 

460-10-25-1 
The following types of guarantees are not subject to the recognition provisions of the Subsection: 

e. A guarantee by an original lessee that has become secondarily liable under a new lease that 
relieved the original lessee from being the primary obligor (that is, principal debtor) under the 
original lease, as discussed in paragraph 842-20-40-3. This exception shall not be applied by 
analogy to other secondary obligations. 

For lessors, in addition to lessee guarantees of residual value (primary or secondary), the amount of any 
guarantee of the residual value or rental payments beyond the lease term (refer to section 2.3, Lease 
term and purchase options) by a third party unrelated to the lessee or lessor is considered when 
determining the classification of a direct financing lease (i.e., when determining whether the lease is a 
direct financing lease but not a sales-type lease). As noted in section 2.4.6.1, Third-party insurance that 
guarantees the asset’s residual value, a lessee excludes third-party residual value guarantees from lease 
payments for purposes of determining lease classification, only if the lessor has released the lessee from 
primary and secondary liability. As a result, the purchase of a third-party guarantee often results in 
lessors obtaining direct financing lease treatment when the lease would otherwise be classified as an 
operating lease (refer to section 3.2, Criteria for lease classification — lessors). 

In considering residual value guarantees, it is important to understand the contract’s terms prior to 
including the amount of the guaranteed residual value for purposes of determining the lessor’s lease 
classification. In many cases, the guarantee will contain provisions that result in the exclusion of the 
guarantee for purposes of the lessor’s lease classification. Some of these provisions are described below. 
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Exclusion provisions 

In some cases, third-party residual value insurance contracts contain exclusion provisions that the contract 
does not represent a guarantee of the lessor’s residual value (that is, the residual value guarantee is only 
effective in limited circumstances). Many of the customary exclusion provisions, such as excess wear and 
tear or damages (which are typically the lessee’s responsibility), would be acceptable and not preclude 
consideration of the guaranteed residual value for lease classification purposes (i.e., whether the lease is a 
direct financing lease). However, exclusion provisions that substantially curtail the lessor’s ability to receive 
a payment from the guarantor on disposition of the leased asset at the end of the lease term (refer to 
section 2.3, Lease term and purchase options) would prevent the lessor from considering the guaranteed 
residual value. For example, a requirement that the lessee return the leased asset to “like-new” condition at 
the end of the lease would not represent an effective guarantee of the asset’s residual value. Likewise, a 
requirement that the leased asset be returned to a location that is economically unfeasible based on the 
anticipated location of the leased asset and transportation costs to the specified location at the end of the 
lease term, or other requirements that severely restrict the lessor’s ability to dispose of the asset at or near 
market value at the end of the lease term, should be carefully evaluated.  

Self-insurance and premiums based on loss experience — lessors 

The residual value guarantee must be from a third party unrelated to the lessor. If the guarantee is from 
a related party, the residual value is not guaranteed and should be excluded from the evaluation of lease 
classification. In addition, if the lessor participates in the loss experience, whether directly or indirectly, 
as would be the case with many retrospective policies (that is, the lessor’s premium is adjusted at the end 
of the coverage period based on actual loss experience, or subsequent premiums are adjusted based on 
prior policy period losses), the residual values are not guaranteed and should be excluded from the 
lessor’s evaluation of lease classification. 

As further discussed in section 2.10.1, Residual value guarantees as derivatives, residual value 
guarantees that are subject to lease accounting literature (i.e., ASC 842) by lessees and lessors are 
excluded from the scope of ASC 815, Derivatives and Hedging.
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3 Lease classification 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Recognition 

842-10-25-2 
A lessee shall classify a lease as a finance lease and a lessor shall classify a lease as a sales-type lease 
when the lease meets any of the following criteria at lease commencement: 

a. The lease transfers ownership of the underlying asset to the lessee by the end of the lease term. 

b. The lease grants the lessee an option to purchase the underlying asset that the lessee is 
reasonably certain to exercise. 

c. The lease term is for the major part of the remaining economic life of the underlying asset. 
However, if the commencement date falls at or near the end of the economic life of the 
underlying asset, this criterion shall not be used for purposes of classifying the lease. 

d. The present value of the sum of the lease payments and any residual value guaranteed by the 
lessee that is not already reflected in the lease payments in accordance with paragraph 842-10-
30-5(f) equals or exceeds substantially all of the fair value of the underlying asset. 

e. The underlying asset is of such a specialized nature that it is expected to have no alternative use 
to the lessor at the end of the lease term. 

842-10-25-3 
When none of the criteria in paragraph 842-10-25-2 are met: 

a. A lessee shall classify the lease as an operating lease. 

b. A lessor shall classify the lease as either a direct financing lease or an operating lease. A lessor 
shall classify the lease as an operating lease unless both of the following criteria are met, in which 
case the lessor shall classify the lease as a direct financing lease: 

1. The present value of the sum of the lease payments and any residual value guaranteed by 
the lessee that is not already reflected in the lease payments in accordance with paragraph 
842-10-30-5(f) and/or any other third party unrelated to the lessor equals or exceeds 
substantially all of the fair value of the underlying asset. 

2. It is probable that the lessor will collect the lease payments plus any amount necessary to 
satisfy a residual value guarantee. 

842-10-25-4 
A lessor shall assess the criteria in paragraphs 842-10-25-2(d) and 842-10-25-3(b)(1) using the rate 
implicit in the lease. For purposes of assessing the criterion in paragraph 842-10-25-2(d), a lessor 
shall assume that no initial direct costs will be deferred if, at the commencement date, the fair value 
of the underlying asset is different from its carrying amount. 
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Under ASC 842, lessees and lessors classify leases at the lease commencement date (except when the 
lessee elects the short-term lease exception discussed in section 4.1.1, Short-term leases). Lessees classify 
leases as either finance leases or operating leases. Lessors classify leases as sales-type leases, direct 
financing leases or operating leases. Lease classification determines how and when a lessee and a lessor 
recognize lease expense and income, respectively, and what assets and liabilities they record. The criteria 
used for lease classification are discussed in detail below. The lease classification criteria are applied to all 
leases other than short-term leases, including those with related parties (refer to section 9.1, Related party 
leasing transactions, for further discussion of considerations associated with related party leases). 

3.1 Criteria for lease classification — lessees 
At lease commencement, a lessee classifies a lease as a finance lease if the lease meets any one of the 
following criteria: 

• The lease transfers ownership of the underlying asset to the lessee by the end of the lease term 
(refer to section 3.4.1, Transfer of ownership). 

• The lease grants the lessee an option to purchase the underlying asset that the lessee is reasonably 
certain to exercise (refer to section 2.3.5, Evaluating lease term and purchase options). 

• The lease term (refer to section 2.3.1, Lease term) is for a major part of the remaining economic life 
(refer to section 2.7, Economic life) of the underlying asset. This criterion is not applicable for leases 
that commence at or near the end of the underlying asset’s economic life (refer to section 3.4.3, 
Evaluating ‘major part,’ ‘substantially all’ and ‘at or near the end’). 

• The present value of the sum of the lease payments (refer to section 2.4, Lease payments) and any 
residual value guaranteed by the lessee3 (refer to section 3.4.5, Residual value guarantees included 
in the lease classification test) that is not already included in the lease payments equals or exceeds 
substantially all of the fair value (refer to section 2.8, Fair value) of the underlying asset (refer to 
section 3.4.3, Evaluating ‘major part,’ ‘substantially all’ and ‘at or near the end’). 

• The underlying asset is of such a specialized nature that it is expected to have no alternative use to 
the lessor at the end of the lease term (refer to section 3.4.7, Alternative use criterion). 

• Neither of the following forms of consideration affect lease classification: (1) indemnifications for 
environmental contamination (refer to section 3.4.8, Lessee indemnifications for environmental 
contamination) nor (2) a lessee’s guarantee of a lessor’s debt (refer to section 2.4.10, Amounts not 
included in lease payments).  

A lessee classifies a lease as an operating lease when it does not meet any one of these criteria. 

3.2  Criteria for lease classification — lessors 
At lease commencement, a lessor classifies a lease as a sales-type lease if the lease meets any one of the 
criteria in section 3.1, Criteria for lease classification — lessees. 

If none of the criteria in section 3.1, Criteria for lease classification — lessees, are met, a lessor classifies a 
lease as a direct financing lease when the lease meets both of the following criteria: 

• The present value of the sum of lease payments and any residual value guaranteed by the lessee and 
any other third party unrelated to the lessor equals or exceeds substantially all the fair value of the 
underlying asset. 

                                                        
3  As discussed in section 2.10.3, Residual value guarantee of a group of assets — lessees, for classification purposes, a lessee 

should carefully evaluate a residual value guarantee on a portfolio of underlying assets when determining the guarantee to 
include as a lease payment. 
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• It is probable that the lessor will collect the lease payments plus any amount necessary to satisfy a 
residual value guarantee. 

• Neither of the following forms of consideration affect lease classification: (1) indemnifications for 
environmental contamination (refer to section 3.4.8, Lessee indemnifications for environmental 
contamination) nor (2) a lessee’s guarantee of a lessor’s debt (refer to section 2.4.10, Amounts not 
included in lease payments). 

• For lessors, all leases not classified as sales-type leases or direct financing leases are classified as 
operating leases. 

A key difference between the sales-type lease and direct financing lease classification tests is the 
treatment of residual value guarantees provided by unrelated third parties other than the lessee. Those 
third-party guarantees are excluded from the evaluation of the “substantially all” criterion in the sales-type 
lease test. However, they are included in the evaluation in the direct financing lease test. In addition, the 
evaluation of the collectibility of lease payments and residual value guarantees affects direct financing lease 
classification, whereas it does not affect sales-type lease classification. However, the evaluation of 
collectibility does affect sales-type lease recognition and measurement. 

The lease classification test is designed so that a direct financing lease involves a residual value 
guarantee from an unrelated third party other than the lessee that is sufficient to satisfy the 
“substantially all” criterion. Although such a residual value guarantee from an unrelated third party other 
than the lessee can exist in a sales-type or an operating lease, a lease without a residual value guarantee 
from an unrelated third party other than the lessee must be classified as either a sales-type or an 
operating lease. 

The decision tree below summarizes the evaluation of lease classification for lessors under ASC 842. 

 

*  ASC 842 does not require lessors to assess the collectibility of lease payments and any residual value guarantee provided by the 
lessee in the sales-type lease classification test. However, lessors are required to assess the collectibility of lease payments and 
any residual value guarantee provided by the lessee to determine the recognition and initial measurement of sales-type leases. 
Refer to section 5.2, Sales-type leases, on the accounting for sales-type leases. 

Does the lease meet both of the following criteria in section 3.2, Criteria for lease 
classification — lessors (ASC 842-10-25-3)? 

• The present value of the sum of the lease payments and any residual value guaranteed 
by the lessee and any other third party unrelated to the lessor equals or exceeds 
substantially all the fair value of the underlying asset. 

• It is probable that the lessor will collect the lease payments plus any amounts 
necessary to satisfy a residual value guarantee. 

No 

Operating lease 

Yes 
Sales-type lease* 

Yes 
Direct financing lease 

Does the lease meet any one of the criteria in section 3.1, Criteria for lease classification — 
lessees (ASC 842-10-25-2)? 

No 
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3.2.1  Evaluating collectibility 
Collectibility refers to the lessee’s ability and intent to pay substantially all of the lease payments and any 
guaranteed residual value. A lessor should assess a lessee’s ability to pay based on the lessee’s financial 
capacity and its intention to pay, considering all relevant facts and circumstances, including past 
experiences with that lessee or similar lessees. Collectibility determinations must be made on a lease-by-
lease basis and can affect the classification of a lease between a direct financing or operating lease (refer 
to section 3.2, Criteria for lease classification — lessors) and the recognition and measurement of income on a 
sales-type and operating lease. Refer to section 5.2.1.2, Collectibility is not probable at lease commencement, 
for a discussion of the accounting for sales-type leases when collectibility is not probable and section 5.4, 
Operating leases, for considerations related to operating leases when collectibility is not probable. 

3.3  Discount rates used to determine lease classification 
Discount rates are used to determine the present value of the lease payments an entity will use to 
evaluate the “substantially all” criterion in the finance lease classification test for lessees and the sales-
type and direct financing lease classification tests for lessors. 

3.3.1 Lessees 
For lessees, the discount rate used to evaluate the “substantially all” criterion is the “rate implicit in the 
lease” or the lessee’s incremental borrowing rate, if the rate implicit in the lease cannot be readily 
determined. Refer to section 2.5, Discount rates. 

3.3.2 Lessors 

Sales-type lease classification test 

The discount rate used to evaluate the “substantially all” criterion in the sales-type lease classification 
test (as described in ASC 842-10-25-2(d)) is the rate implicit in the lease (refer to section 2.5, Discount 
rates). However, a lessor assumes that none of its initial direct costs (refer to section 2.6, Initial direct 
costs) will be deferred (i.e., initial direct costs are excluded from the calculation of the rate implicit in the 
lease) if, at the commencement date, the fair value of the underlying asset is different from its carrying 
amount. If the fair value of the underlying asset is the same as its carrying amount at lease 
commencement, a lessor includes initial direct costs in the calculation of the rate implicit in the lease. 

Direct financing lease classification test 

The discount rate used to evaluate the “substantially all” criterion in the direct financing lease 
classification test (as described in ASC 842-10-25-3(b)(1)) is the rate implicit in the lease (refer to 
section 2.5, Discount rates). 
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The following table summarizes the discount rates used to determine lease classification by lessors. 

 At lease commencement, the fair value 
of the underlying asset does not equal its 
carrying value  

At lease commencement, the fair value 
of the underlying asset is equal to its 
carrying value  

Sales-type lease 
classification test 
(as described in 
ASC 842-10-25-2(d)) 

Rate implicit in the lease, assuming that no 
initial direct costs of the lessor will be 
deferred (i.e., exclude initial direct costs 
from the calculation of the rate implicit in 
the lease) 

Rate implicit in the lease (including initial 
direct costs of the lessor in the calculation 
of the rate) 

Direct financing lease 
classification test 
(as described in 
ASC 842-10-25-3(b)(1)) 

Rate implicit in the lease (including initial 
direct costs of the lessor in the calculation 
of the rate)  

Rate implicit in the lease (including initial 
direct costs of the lessor in the calculation 
of the rate)  

3.4 Lease classification considerations 

3.4.1  Transfer of ownership 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-4 
The criterion in paragraph 842-10-25-2(a) is met in leases that provide, upon the lessee’s 
performance in accordance with the terms of the lease, that the lessor should execute and deliver to 
the lessee such documents (including, if applicable, a bill of sale) as may be required to release the 
underlying asset from the lease and to transfer ownership to the lessee. 

842-10-55-5 
The criterion in paragraph 842-10-25-2(a) also is met in situations in which the lease requires the 
payment by the lessee of a nominal amount (for example, the minimum fee required by the statutory 
regulation to transfer ownership) in connection with the transfer of ownership. 

842-10-55-6 
A provision in a lease that ownership of the underlying asset is not transferred to the lessee if the 
lessee elects not to pay the specified fee (whether nominal or otherwise) to complete the transfer is an 
option to purchase the underlying asset. Such a provision does not satisfy the transfer-of-ownership 
criterion in paragraph 842-10-25-2(a). 

A lease is classified as a finance lease by a lessee and a sales-type lease by a lessor if the lease transfers 
ownership of the underlying asset to the lessee by the end of the lease term (e.g., through the transfer of 
title). This includes the transfer of ownership of the underlying asset to the lessee at or shortly after the 
end of the lease term in exchange for no additional consideration or the payment of a nominal amount 
(e.g., the minimum fee required by statutory regulation to transfer ownership). A provision in a lease 
agreement that ownership of the underlying asset does not transfer if the lessee elects not to pay a 
specified fee (nominal or otherwise) to complete the transfer is a purchase option and not an automatic 
transfer of ownership (refer to section 2.3.2, Purchase options). 
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3.4.2  Evaluating purchase options 
A lease is classified as a finance lease by a lessee and a sales-type lease by a lessor if the lease grants the 
lessee an option to purchase the underlying asset that the lessee is reasonably certain to exercise. 
Purchase options should be assessed in the same way as options to extend the lease term or terminate 
the lease. Factors that could create an economic incentive for the lessee to exercise the purchase option 
might include a bargain purchase option (e.g., a fixed-price purchase option priced significantly below the 
expected fair value of the leased property) or contractual or economic penalties. Refer to section 2.3.5, 
Evaluating lease term and purchase options. 

3.4.3  Evaluating ‘major part,’ ‘substantially all’ and ‘at or near the end’ 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-2 
When determining lease classification, one reasonable approach to assessing the criteria in 
paragraphs 842-10-25-2(c) through (d) and 842-10-25-3(b)(1) would be to conclude: 

a.  Seventy-five percent or more of the remaining economic life of the underlying asset is a major 
part of the remaining economic life of that underlying asset. 

b.  A commencement date that falls at or near the end of the economic life of the underlying asset 
refers to a commencement date that falls within the last 25 percent of the total economic life of 
the underlying asset. 

c.  Ninety percent or more of the fair value of the underlying asset amounts to substantially all the 
fair value of the underlying asset.  

The terms “major part,” “substantially all” and “at or near the end” are not defined in ASC 842. 
However, ASC 842 includes implementation guidance that states that one reasonable approach to lease 
classification is to conclude that 75% or greater is a “major part” of the remaining economic life (refer to 
section 2.7, Economic life) of an underlying asset (refer to section 2.2, Commencement date of the 
lease), 90% or greater is “substantially all” the fair value (refer to section 2.8, Fair value) of the 
underlying asset and a commencement date that falls within the last 25% of the total economic life of the 
underlying asset is “at or near the end” of the total economic life of the underlying asset (refer to section 
2.7, Economic life). We believe an entity should establish accounting policies for the thresholds it uses to 
determine lease classification, have a reasonable basis for those policies if they differ from the 
“reasonable approach” articulated in the standard and apply those policies consistently. Policies that 
differ from the “reasonable approach” discussed in ASC 842 may be challenged. 
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3.4.4  Lease component that contains the right to use more than one underlying asset 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Recognition 

842-10-25-5 
If a single lease component contains the right to use more than one underlying asset (see paragraphs 
842-10-15-28 through 15-29), an entity shall consider the remaining economic life of the predominant 
asset in the lease component for purposes of applying the criterion in paragraph 842-10-25-2(c). 

If a single lease component contains the right to use more than one underlying asset, the remaining 
economic life of the predominant asset is used to determine lease classification. Refer to section 1.4.1, 
Identifying and separating lease components of a contract, for further discussion of assessing whether a 
lease contains multiple lease components. 

3.4.5  Residual value guarantees included in the lease classification test 
A lessee is required to include the full amount of a residual value guarantee (excluding certain portfolio-
based residual value guarantees — refer to section 2.10.3, Residual value guarantees of a group of 
assets — lessees) it provides to a lessor (i.e., its maximum obligation) in its evaluation of the “substantially 
all” criterion of the lease classification test (i.e., in its evaluation of ASC 842-10-25-2(d)). A lessor is also 
required to include the full amount of such a residual value guarantee provided by a lessee in its evaluation 
of whether a lease is a sales-type lease (excluding certain portfolio-based residual value guarantees — 
refer to section 2.10.4, Residual value guarantees of a group of assets — lessors). However, if a lease does 
not qualify as a sales-type lease, a lessor includes the full amounts of such residual value guarantees 
provided by both lessees and any other third party unrelated to the lessor in its evaluation of the 
“substantially all” criterion of the lease classification test to determine whether a lease is a direct 
financing lease (i.e., in its evaluation of ASC 842-10-25-3(b)(1)). 

Residual value guarantees are treated differently when determining lease payments (i.e., for purposes of 
recognizing the lease rather than classifying it). A lessee includes the amount that it is probable it will owe 
to the lessor under a residual value guarantee as a lease payment when classifying a lease. A lessee is 
required to remeasure and reallocate the remaining consideration in the contract and remeasure finance 
and operating lease liabilities when it changes its assessment of the amount it is probable that it will owe 
under such a residual value guarantee. Refer to section 4.5, Remeasurement of lease liabilities and right-
of-use assets — operating and finance leases. Lessors exclude residual guarantees from lease payments. 
Refer to section 2.4, Lease payments. Lessors would account for receipt of payment under a residual 
value guarantee in income when it is earned. 

Note that ASC 842-10-55-9 through 10 excludes, for lease classification purposes only, portfolio-based 
residual value guarantees from lease payments for lessors (refer to section 2.10.4, Residual value 
guarantee of a group of assets — lessors).  
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3.4.6  Fair value of the underlying asset 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-3 
In some cases, it may not be practicable for an entity to determine the fair value of an underlying 
asset. In the context of this Topic, practicable means that a reasonable estimate of fair value can be 
made without undue cost or effort. It is a dynamic concept; what is practicable for one entity may not 
be practicable for another, what is practicable in one period may not be practicable in another, and 
what is practicable for one underlying asset (or class of underlying asset) may not be practicable for 
another. In those cases in which it is not practicable for an entity to determine the fair value of an 
underlying asset, lease classification should be determined without consideration of the criteria in 
paragraphs 842-10-25-2(d) and 842-10-25-3(b)(1).  

In some cases, it may not be practicable for an entity to determine the fair value (refer to section 2.8, 
Fair value) of an underlying asset. This may be the case when the underlying asset is part of a larger 
asset (e.g., one floor in a multi-floor office building, one store in a shopping center). If a reasonable 
estimate of fair value cannot be made without undue cost or effort, lessees and lessors will not evaluate 
the “substantially all” classification criterion described in sections 3.1, Criteria for lease classification — 
lessees, and 3.2, Criteria for lease classification — lessors. Instead, lease classification will be based on the 
remaining classification criteria described in section 3.1, Criteria for lease classification — lessees.  

If a lessor classifies the lease as a sales-type lease for other reasons such as the length of the lease term 
compared with the remaining economic life of the asset (e.g., if a lessee leases a floor in a multi-floor 
building for a term of 35 years and the building has a remaining useful life of 40 years), the lessor will 
still be required to estimate fair value for purposes of initial recognition and measurement of the sales-
type lease (e.g., to determine the residual value as well as the amount of the underlying asset to derecognize).  

Fees paid by a lessee to the owners of a special-purpose entity for structuring a transaction are included 
as lease payments (refer to section 2.4, Lease payments). However, such fees are excluded from the fair 
value of the underlying asset for purposes of the lease classification test. 

3.4.6.1  Effect of investment tax credits 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-8 
When evaluating the lease classification criteria in paragraphs 842-10-25-2(d) and 842-10-25-3(b)(1), 
the fair value of the underlying asset should exclude any related investment tax credit retained by the 
lessor and expected to be realized by the lessor. 

When an entity calculates the fair value of an underlying asset to evaluate the “substantially all” 
classification criterion in the lease classification tests discussed in sections 3.1, Criteria for lease 
classification — lessees, and 3.2, Criteria for lease classification — lessors, the fair value of the underlying 
asset is reduced by any related investment tax credits retained by the lessor and expected to be realized 
by the lessor. 
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3.4.7  Alternative use criterion 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-7 
In assessing whether an underlying asset has an alternative use to the lessor at the end of the lease 
term in accordance with paragraph 842-10-25-2(e), an entity should consider the effects of 
contractual restrictions and practical limitations on the lessor’s ability to readily direct that asset for 
another use (for example, selling it or leasing it to an entity other than the lessee). A contractual 
restriction on a lessor’s ability to direct an underlying asset for another use must be substantive for 
the asset not to have an alternative use to the lessor. A contractual restriction is substantive if it is 
enforceable. A practical limitation on a lessor’s ability to direct an underlying asset for another use 
exists if the lessor would incur significant economic losses to direct the underlying asset for another 
use. A significant economic loss could arise because the lessor either would incur significant costs to 
rework the asset or would only be able to sell or re-lease the asset at a significant loss. For example, a 
lessor may be practically limited from redirecting assets that either have design specifications that are 
unique to the lessee or that are located in remote areas. The possibility of the contract with the 
customer being terminated is not a relevant consideration in assessing whether the lessor would be 
able to readily direct the underlying asset for another use. 

A lease is classified as a finance lease by a lessee and a sales-type lease by a lessor if the underlying asset 
is of such a specialized nature that it is expected to have no alternative use to the lessor at the end of the 
lease term. The FASB indicated in the Basis for Conclusions (BC 71(e)) that lessors generally would lease 
specialized assets that have no alternative use to them at the end of the lease term under terms that 
would transfer substantially all the benefits (and risks) of the asset to the lessee. That is, when this 
criterion is met, it is likely that one of the other criteria described in section 3.1, Criteria for lease 
classification — lessees, will also be met. An exception could be when a significant amount of anticipated 
lease payments are in the form of variable lease payments that do not depend on an index or rate.  

When assessing whether an underlying asset has an alternative use to the lessor at the end of the lease 
term, lessees and lessors should consider the effects of substantive contractual restrictions and practical 
limitations on the lessor’s ability to readily direct that asset for another use (e.g., sell it, re-lease it). A 
practical limitation exists if the lessor would incur significant economic losses to repurpose the 
underlying asset for another use (e.g., if the lessor either would incur significant costs to rework the 
asset or would only be able to sell or re-lease the asset at a significant loss). 

3.4.8  Lessee indemnifications for environmental contamination  
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-15 
A provision that requires lessee indemnification for environmental contamination, whether for 
environmental contamination caused by the lessee during its use of the underlying asset over the lease 
term or for preexisting environmental contamination, should not affect the classification of the lease. 
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A provision that requires lessee indemnifications for preexisting environmental contamination or 
environmental contamination caused by the lessee during its use of the underlying asset over the term of 
the lease does not affect classification of the lease. Indemnities for preexisting environmental 
contamination are accounted for under ASC 460, whereas indemnities for contamination caused by the 
lessee during the lease term are excluded from the requirements of ASC 460 as they represent a 
guarantee of the lessee’s own performance. Contamination caused by the lessee during the lease term 
and related obligations are accounted for under ASC 410-30, Environmental obligations. 

3.4.9 Leases of government-owned facilities 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-13 
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 a lease is essentially indeterminate. Likewise, it may not be practicable to determine the 
fair value of the underlying asset. If it is impracticable to determine the fair value of the underlying 
asset and such leases also do not provide for a transfer of ownership or a purchase option that the 
lessee is reasonably certain to exercise, they should be classified as operating leases. This guidance 
also applies to leases of other facilities owned by a governmental unit or authority in which the rights 
of the parties are essentially the same as in a lease of airport facilities. Examples of such leases may be 
those involving facilities at ports and bus terminals. The guidance in this paragraph is intended to apply 
to leases only if all of the following conditions are met: 

a.  The underlying asset is owned by a governmental unit or authority. 

b.  The underlying asset is part of a larger facility, such as an airport, operated by or on behalf of 
the lessor. 

c.  The underlying asset is a permanent structure or a part of a permanent structure, such as a 
building, that normally could not be moved to a new location. 

d.  The lessor, or in some circumstances a higher governmental authority, has the explicit right 
under the lease agreement or existing statutes or regulations applicable to the underlying asset 
to terminate the lease at any time during the lease term, such as by closing the facility containing 
the underlying asset or by taking possession of the facility. 

e.  The lease neither transfers ownership of the underlying asset to the lessee nor allows the lessee 
to purchase or otherwise acquire ownership of the underlying asset. 

f.  The underlying asset or equivalent property in the same service area cannot be purchased nor can 
such property be leased from a nongovernmental unit or authority. An equivalent asset in the same 
service area is property that would allow continuation of essentially the same service or activity as 
afforded by the underlying asset without any appreciable difference in economic results to the lessee. 

842-10-55-14 
Leases of underlying assets not meeting all of the conditions in paragraph 842-10-55-13 are subject 
to the same criteria for classifying leases under this Subtopic that are applicable to leases not involving 
government-owned property. 
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Arrangements for the use of property owned by a governmental unit may meet the definition of a service 
concession arrangement that is within the scope of ASC 853, Service Concession Arrangements, (refer to 
section 1.8, Service concession arrangements). If the arrangement is not within the scope of ASC 853 and 
is a lease (or contains a lease), the lease is classified as an operating lease when it meets all of the criteria 
in ASC 842-10-55-13. 

3.4.10  Classification of subleases 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-25-6 
When classifying a sublease, an entity shall classify the sublease with reference to the underlying 
asset (for example, the item of property, plant, or equipment that is the subject of the lease) rather 
than with reference to the right-of-use asset. 

Lessees often enter into arrangements to sublease a leased asset to a third party while the original lease 
contract is in effect. In these arrangements, one party acts as both the lessee and lessor of the same 
underlying asset. The original lease is often referred to as a head lease, the original lessee is often 
referred to as a sublessor and the ultimate lessee is often referred to as the sublessee. 

Under ASC 842, a sublessor assesses sublease classification independently of the classification 
assessment that it makes as the lessee of the same asset. A sublessor considers the lease classification 
criteria for lessors, discussed in section 3.2, Criteria for lease classification — lessors, with reference to 
the underlying asset (i.e., the item of property, plant or equipment that is the subject of the lease) when 
classifying a sublease. Refer to chapter 6, Subleases, for further discussion of the accounting for 
subleases. A sublessee assesses classification of the sublease in the same manner as any other lease 
using the criteria discussed in section 3.1, Criteria for lease classification — lessees. Refer to section 6, 
Subleases, for further discussion of the accounting for subleases by sublessors and sublessees. 

3.5 Reassessment of lease classification 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Recognition 

842-10-25-1 
An entity shall classify each separate lease component at the commencement date. An entity shall not 
reassess the lease classification after the commencement date unless the contract is modified and the 
modification is not accounted for as a separate contract in accordance with paragraph 842-10-25-8. In 
addition, a lessee also shall reassess the lease classification after the commencement date if there is a 
change in the lease term or the assessment of whether the lessee is reasonably certain to exercise an 
option to purchase the underlying asset. 

Subsequent measurement 

842-10-35-3 
A lessor shall not reassess the lease term or a lessee option to purchase the underlying asset unless 
the lease is modified and that modification is not accounted for as a separate contract in accordance 
with paragraph 842-10-25-8. When a lessee exercises an option to extend or terminate the lease or 
purchase the underlying asset, the lessor shall account for the exercise of that option in the same 
manner as a lease modification. 
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Lessees and lessors are required to reassess lease classification as noted in the following table: 

 Reassess lease classification? 

Event Lessee Lessor 

Lease modification (i.e., a change to the 
terms and conditions of the contract that 
results in a change in the scope of or the 
consideration for the lease) that is not 
accounted for as a separate contract 

Yes1 Yes1 

Change in assessment of lease term Yes No2 

Change in assessment of whether lessee is 
reasonably certain to exercise an option to 
purchase the underlying asset (refer to 
section 2.3.6, Reassessment of the lease 
term and purchase options) 

Yes N/A 

1 Refer to section 4.6, Lease modifications, and section 5.6, Lease modifications, for a discussion of which modifications are 
accounted for as separate contracts for lessees and lessors, respectively. 

2  When a lessee exercises an option to extend or terminate the lease or purchase the underlying asset and the exercise of the 
option is inconsistent with the existing lease term determination, the lessor accounts for the exercise in the same manner as a 
lease modification (refer to section 5.6, Lease modifications, and section 5.6.1, Summary of the accounting for lease 
modifications — lessors, for further discussion). 

Lessees and lessors reassess lease classification as of the effective date of a modification to a contract 
(i.e., an agreement between two or more parties that creates enforceable rights and obligations) that is 
not accounted for as a separate contract, using the modified terms and conditions and the facts and 
circumstances as of that date, including: 

• The remaining economic life of the underlying asset on that date 

• The fair value of the underlying asset on that date 

• The discount rate for the lease on that date 

• The remeasurement and reallocation of the remaining consideration in the contract on that date 

If a modification to a contract is accounted for as a separate contract that contains a lease, that separate 
lease is classified in the same manner as any new lease. Refer to sections 3.1, Criteria for lease 
classification — lessees, and 3.2, Criteria for lease classification — lessors. 
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3.5.1  Summary of lease reassessment and remeasurement requirements 
This table summarizes lessee and lessor reassessment and remeasurement requirements under 
ASC 842. See section 9.3, Lessee transition, and section 9.4, Lessor transition, for the requirements for 
leases that commenced prior to the effective date of ASU 2016-02. 

 Lessees Lessors 

Assessment of 
whether an 
arrangement 
contains a lease  

Reassess whether a contract is or contains 
a lease only if the terms and conditions of 
the contract are changed. 
(ASC 842-10-15-6 and section 1.3, 
Reassessment of the contract) 

Reassess whether a contract is or contains 
a lease only if the terms and conditions of 
the contract are changed. 
(ASC 842-10-15-6 and section 1.3, 
Reassessment of the contract) 

Allocation of 
consideration in the 
contract between 
lease and non-lease 
components  

Remeasure and reallocate1 the 
consideration in the contract upon either of 
the following:  

• A remeasurement of the lease liability 
(section 4.5, Remeasurement of lease 
liabilities and right-of-use assets — 
operating and finance leases) 

• The effective date of a contract 
modification that is not accounted for as 
a separate contract (section 4.6.2, 
Determining whether a lease 
modification is accounted for as a 
separate contract)  

(ASC 842-10-15-36 and section 1.4.3.3, 
Reassessment — determining and allocating 
the consideration in the contract) 

• Remeasure and reallocate the 
remaining consideration in the contract 
upon a contract modification that is not 
accounted for as a separate contract 
(section 5.6.2, Determining whether a 
lease modification is accounted for as a 
separate contract). 

• If the consideration in the contract 
changes, allocate those changes in 
accordance with the requirements in 
ASC 606-10-32-42 through 32-45. 

(ASC 842-10-15-41 through 15-42 and 
section 1.4.4.5, Reassessment — 
determining and allocating the 
consideration in the contract) 

Assessment of lease 
term and purchase 
options  

Reassess upon any of the following:  
• There is a significant event or change in 

circumstances within the lessee’s control 
that directly affects whether the lessee is 
reasonably certain to (1) extend the 
lease term, (2) not terminate the lease or 
(3) purchase the underlying asset. A 
change in market-based factors should 
not, in isolation, trigger a reassessment.  

• There is an event that is written into the 
contract that obliges the lessee to 
exercise or not to exercise an option to 
extend or terminate the lease. 

• The lessee elects to exercise an option in 
the lease (i.e., extension, termination or 
purchase) even though it had previously 
determined that it was not reasonably 
certain to do so. 

• The lessee elects not to exercise an option 
in the lease (i.e., extension, termination or 
purchase) even though it had previously 
determined that it was reasonably certain 
to do so. 

(ASC 842-10-35-1 and section 2.3.6.1, 
Lessees) 

• Reassess when the lease is modified, 
and the modified lease is not accounted 
for as a separate contract (section 
5.6.2, Determining whether a lease 
modification is accounted for as a 
separate contract). 

• When a lessee exercises an option to 
extend or terminate the lease or 
purchase the underlying asset and the 
exercise of the option is inconsistent 
with the existing lease term 
determination, the lessor accounts for 
the exercise of that option in the same 
manner as a lease modification (refer to 
section 5.6, Lease modifications, and 
section 5.6.1, Summary of the 
accounting for lease modifications — 
lessors). 

(ASC 842-10-35-3 and section 2.3.6.2, 
Lessors) 
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 Lessees Lessors 

Measurement of 
lease payments 
(including variable 
lease payments that 
depend on an index 
or rate, the exercise 
price of a purchase 
option and, for 
lessees only, 
amounts it is 
probable they will 
owe under residual 
value guarantees) 
Also, refer to 
sections 2.10.3, 
Residual value 
guarantee of a group 
of assets — lessees, 
and 2.10.4, Residual 
value guarantee of a 
group of assets — 
lessors  

Remeasure upon any of the following: 

• A lease modification that is not 
accounted for as a separate contract 
(section 4.6.2, Determining whether a 
lease modification is accounted for as a 
separate contract) 

• A resolution of a contingency that results 
in some or all of the lease payments that 
were previously determined to be 
variable meeting the definition of lease 
payments  

• A change in the lease term (section 
2.3.6.1, Lessees) 

• A change in the assessment of whether a 
lessee is reasonably certain to exercise an 
option in the lease to purchase the 
underlying asset (section 2.3.6.1, Lessees) 

• A change in amounts it is probable that a 
lessee will owe under residual value 
guarantees 

(ASC 842-10-35-4 through 35-5 and 
section 2.4.11.1, Lessees) 

Remeasure upon a modification that is not 
accounted for as a separate contract 
(section 5.6.2, Determining whether a lease 
modification is accounted for as a separate 
contract). 
(ASC 842-10-35-6 and section 2.4.11.2, 
Lessors) 

Assessment of lease 
classification2  

Reassess upon any of the following: 

• A modification that is not accounted for 
as a separate contract (section 4.6.2, 
Determining whether a lease 
modification is accounted for as a 
separate contract) 

• A change to the lease term or 
assessment of whether a lessee is 
reasonably certain to exercise an option 
in the lease to purchase the underlying 
asset (section 2.3.6.1, Lessees) 

(ASC 842-10-25-1 and section 3.5, 
Reassessment of lease classification) 

Reassess upon a modification that is not 
accounted for as a separate contract 
(section 5.6.2, Determining whether a lease 
modification is accounted for as a separate 
contract). 
(ASC 842-10-25-1 and section 3.5, 
Reassessment of lease classification) 

Assessment of the 
discount rate  

Reassess upon any of the following: 

• A change in the lease term or the 
assessment of whether a lessee is 
reasonably certain to exercise an option 
to purchase the underlying asset if the 
discount rate for the lease liability does 
not already reflect the lessee’s option in 
the lease to extend or terminate the 
lease or to purchase the underlying asset 

• A modification that is not accounted for 
as a separate contract (section 4.6.2, 
Determining whether a lease 
modification is accounted for as a 
separate contract) 

(ASC 842-20-35-5, section 2.5.3.2, 
Lessees, and section 4.5, Remeasurement 
of lease liabilities and right-of-use assets) 

Reassess, for purposes of lease 
classification, upon a modification that is 
not accounted for as a separate contract. 
(ASC 842-10-25-9 and section 3.5, 
Reassessment of lease classification) 
The discount rate used to account for the 
modified lease depends on the 
classification of the lease before and after 
the lease modification. 
(ASC 842-10-25-15 through 25-17, 
section 2.5.3.1, Lessors, and section 
5.6.3, Lessor accounting for a 
modification that is not accounted for as a 
separate contract) 
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 Lessees Lessors 

Assessment of 
collectibility  

Not applicable If collectibility is probable at the 
commencement date for a sales-type or a 
direct financing lease, a lessor does not 
reassess collectibility for purposes of lease 
classification. Changes in collectibility are 
accounted for in accordance with the 
impairment guidance applicable to the net 
investment in the lease. 
(ASC 842-30-25-6, section 5.2.1.1, 
Collectibility is probable at lease 
commencement, for sales-type leases, and 
section 5.3.1, Initial recognition and 
measurement, for direct financing leases) 
If collectibility is not probable at the 
commencement date for a sales-type 
lease, a lessor continually reassesses 
collectibility until it becomes probable.  
(ASC 842-30-25-3 and section 5.2.1.2, 
Collectibility is not probable at lease 
commencement) 
If collectibility is not probable at the 
commencement date, a lease that would 
otherwise be classified as a direct 
financing lease is instead classified and 
accounted for as an operating lease. The 
classification of such a lease is not 
changed based upon a subsequent 
evaluation of collectibility. 
For an operating lease, a lessor continually 
reassesses collectibility.  
(ASC 842-30-25-13 and section 5.4, 
Operating leases) 

 _______________________  

Note: Refer to section 4.6, Lease modifications, and section 5.6, Lease modifications, for further details on accounting for lease 
modifications by lessees and lessors, respectively. 
1  ASC 842 provides a practical expedient that permits lessees to make an accounting policy election (by class of underlying asset) 

to account for each separate lease component of a contract and its associated non-lease components as a single lease 
component. Lessees that elect this practical expedient do not reallocate the remaining consideration in the contract to non-lease 
components upon the events discussed above. Refer to section 1.4.2.3, Practical expedient — lessees, for further detail. 

2  For leases that were classified as leveraged leases in accordance with ASC 840, and for which the commencement date is before 
the effective date of ASU 2016-02, a lessor applies the requirements in ASC 842-50 (i.e., the leveraged lease accounting 
guidance). If a leveraged lease is modified on or after the effective date, it is accounted for as a new lease as of the effective date 
of the modification in accordance with ASC 842-10 and 842-30 (i.e., it will no longer be accounted for as a leveraged lease) 
(ASC 842-10-65-1(z) and section 11.4.5, Leases previously classified as leveraged leases under ASC 840). 
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4 Lessee accounting 

4.1  Initial recognition 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Recognition 

842-20-25-1 
At the commencement date, a lessee shall recognize a right-of-use asset and a lease liability. 

Master Glossary 

Short-Term Lease 

A lease that, at the commencement date, has a lease term of 12 months or less and does not include 
an option to purchase the underlying asset that the lessee is reasonably certain to exercise. 

Right-of-Use Asset 

An asset that represents a lessee’s right to use an underlying asset for the lease term. 

Lease Liability 

A lessee’s obligation to make the lease payments arising from a lease, measured on a discounted 
basis. 

Leases — Lessee 

Recognition 

842-20-25-2 
As an accounting policy, a lessee may elect not to apply the recognition requirements in this Subtopic 
to short-term leases. Instead, a lessee may recognize the lease payments in profit or loss on a 
straight-line basis over the lease term and variable lease payments in the period in which the 
obligation for those payments is incurred (consistent with paragraphs 842-20-55-1 through 55-2). 
The accounting policy election for short-term leases shall be made by class of underlying asset to 
which the right of use relates. 

842-20-25-3 
If the lease term or the assessment of a lessee option to purchase the underlying asset changes such 
that, after the change, the remaining lease term extends more than 12 months from the end of the 
previously determined lease term or the lessee is reasonably certain to exercise its option to purchase 
the underlying asset, the lease no longer meets the definition of a short-term lease and the lessee shall 
apply the remainder of the guidance in this Topic as if the date of the change in circumstances is the 
commencement date. 

At the commencement date of a lease, a lessee recognizes a liability to make lease payments (i.e., the 
lease liability) and an asset representing the right to use the underlying asset during the lease term 
(i.e., the right-of-use asset). 
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The initial recognition of the right-of-use asset and the lease liability is the same for operating leases and 
finance leases, as is the subsequent measurement of the lease liability. However, the subsequent 
measurement of the right-of-use asset for operating leases and finance leases differs under ASC 842. 
Refer to section 4.2.2.2, Right-of-use assets, and 4.3.2.2, Right-of-use assets, on subsequent 
measurement of right-of-use assets for operating leases and finance leases, respectively. 

4.1.1  Short-term leases 
Lessees can make an accounting policy election (by class of underlying asset to which the right of use 
relates) to apply accounting similar to ASC 840’s operating lease accounting to leases that meet 
ASC 842’s definition of a short-term lease (i.e., the short-term lease exception). A short-term lease is 
defined as a lease that, at the commencement date, has a lease term of 12 months or less and does not 
include an option to purchase the underlying asset that the lessee is reasonably certain to exercise. The 
short-term lease election can only be made at the commencement date (refer to section 2.2, 
Commencement date of the lease, for discussion of the commencement date).  

ASC 842 does not address how an entity should identify a class of underlying asset. Entities may want to 
consider the following: 

• ASC 360-50 also requires disclosures of ”… balances of major classes of depreciable assets, by 
nature or function… .” 

• The Master Glossary defines an intangible asset class as “a group of intangible assets that are 
similar, either by their nature or by their use in the operations of an entity.”  

A lessee that makes this accounting policy election does not recognize a lease liability or right-of-use 
asset on its balance sheet. Instead, the lessee recognizes lease payments as an expense on a straight-line 
basis over the lease term and variable lease payments that do not depend on an index or rate as expense 
in the period in which the achievement of the specified target that triggers the variable lease payments 
becomes probable. Any recognized variable lease expense is reversed if it is probable that the specified 
target will no longer be met. Refer to section 2. 9, Amounts not included in lease payments, for a 
discussion of variable lease payments that do not depend on an index or rate. 

When determining whether a lease qualifies as a short-term lease, a lessee evaluates the lease term and 
the purchase option in the same manner as all other leases. Refer to section 2.3, Lease term and purchase 
options. That is, the lease term includes the noncancelable term of the lease and all of the following: 

• Periods covered by an option to extend the lease if the lessee is reasonably certain to exercise that option 

• Periods covered by an option to terminate the lease if the lessee is reasonably certain not to exercise 
that option 

• Periods covered by an option to extend (or not terminate) the lease in which the exercise of the 
option is controlled by the lessor 

A lease that qualifies as a short-term lease at the commencement date no longer meets the definition of 
a short-term lease when there is a change in a lessee’s assessment of either: 

• The lease term so that, after the change, the remaining lease term extends more than 12 months 
from the end of the previously determined lease term 

• Whether it is reasonably certain to exercise an option to purchase the underlying asset 
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When the lease no longer meets the definition of a short-term lease, a lessee that is applying the short-
term lease exception must apply the recognition and measurement guidance for all other leases as if the 
date of the change in circumstances is the commencement date. 

The short-term lease accounting policy election is intended to reduce the cost and complexity of applying 
ASC 842. However, a lessee that makes the election must make certain quantitative and qualitative 
disclosures about short-term leases. Refer to section 4.10, Disclosure. 

Once a lessee establishes a policy for a class of underlying assets, all future short-term leases for that class 
are required to be accounted for in accordance with the lessee’s policy. A lessee evaluates any potential 
change in its accounting policy in accordance with the guidance in ASC 250, Accounting Changes and 
Error Corrections. 

Illustration 22 — Short-term lease 

Scenario A 

A lessee enters into a lease with a nine-month noncancelable term with an option to extend the lease 
for four months. The lease does not include a purchase option. At the lease commencement date, the 
lessee concludes that it is reasonably certain to exercise the extension option because the monthly 
lease payments during the extension period are significantly below market rates. The lessee has an 
established accounting policy to use the short-term lease exception for the class of underlying asset 
subject to this lease. 

Analysis: The lease term is greater than 12 months (i.e., 13 months). Therefore, the lessee may not 
account for the lease as a short-term lease. 

Scenario B 

Assume the same facts as in Scenario A except, at the lease commencement date, the lessee 
concludes that it is not reasonably certain to exercise the extension option because the monthly lease 
payments during the optional extension period are what the lessee expects to be market rates, and 
there are no other factors that would make exercise of the renewal option reasonably certain. 

Analysis: The lease term is 12 months or less (i.e., nine months). Therefore, the lessee accounts for 
the lease under the short-term lease exception (i.e., it recognizes lease payments as an expense on a 
straight-line basis over the lease term and does not recognize a lease liability or right-of-use asset on its 
balance sheet). 

4.2  Operating leases 

4.2.1  Initial measurement 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Initial Measurement 

842-20-30-1 
At the commencement date, a lessee shall measure both of the following: 

a. The lease liability at the present value of the lease payments not yet paid, discounted using the 
discount rate for the lease at lease commencement (as described in paragraphs 842-20-30-2 
through 30-4) 

b. The right-of-use asset as described in paragraph 842-20-30-5. 
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842-20-30-5 
At the commencement date, the cost of the right-of-use asset shall consist of all of the following: 

a. The amount of the initial measurement of the lease liability 

b. Any lease payments made to the lessor at or before the commencement date, minus any lease 
incentives received 

c. Any initial direct costs incurred by the lessee (as described in paragraphs 842-10-30-9 through 
30-10).  

4.2.1.1  Lease liabilities 

At the commencement date (refer to section 2.2, Commencement date of the lease), a lessee initially 
measures the lease liability at the present value of the lease payments to be made over the lease term. 
Lessees apply the concepts previously described in chapter 1, Scope and scope exceptions, and chapter 2, 
Key concepts, to identify the lease components and to determine the lease term, lease payments and 
discount rate as of the commencement date of the lease. 

4.2.1.2  Right-of-use assets 

A lessee initially measures the right-of-use asset at cost, which consists of all of the following: 

• The amount of the initial measurement of the lease liability 

• Any lease payments made to the lessor at or before the commencement date, less any lease 
incentives received (refer to section 2.4.1.2, Lease incentives) 

• Any initial direct costs incurred by the lessee (refer to section 2.6, Initial direct costs) 

4.2.2  Subsequent measurement 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Subsequent Measurement 
842-20-35-3 
After the commencement date, for an operating lease, a lessee shall measure both of the following: 

a.  The lease liability at the present value of the lease payments not yet paid discounted using the 
discount rate for the lease established at the commencement date (unless the rate has been 
updated after the commencement date in accordance with paragraph 842-20-35-5, in which case 
that updated rate shall be used) 

b.  The right-of-use asset at the amount of the lease liability, adjusted for the following, unless the 
right-of-use asset has been previously impaired, in which case the right-of-use asset is measured in 
accordance with paragraph 842-20-35-10 after the impairment: 

1.  Prepaid or accrued lease payments 

2.  The remaining balance of any lease incentives received, which is the amount of the gross 
lease incentives received net of amounts recognized previously as part of the single lease 
cost described in paragraph 842-20-25-6(a) 

3.  Unamortized initial direct costs 

4.  Impairment of the right-of-use asset. 
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842-20-35-4 
After the commencement date, a lessee shall remeasure the lease liability to reflect changes to the 
lease payments as described in paragraphs 842-10-35-4 through 35-5. A lessee shall recognize the 
amount of the remeasurement of the lease liability as an adjustment to the right-of-use asset. 
However, if the carrying amount of the right-of-use asset is reduced to zero, a lessee shall recognize 
any remaining amount of the remeasurement in profit or loss. 

Recognition 

842-20-25-6 
After the commencement date, a lessee shall recognize all of the following in profit or loss, unless the 
costs are included in the carrying amount of another asset in accordance with other Topics: 

a.  A single lease cost, calculated so that the remaining cost of the lease (as described in paragraph 
842-20-25-8) is allocated over the remaining lease term on a straight-line basis unless another 
systematic and rational basis is more representative of the pattern in which benefit is expected to 
be derived from the right to use the underlying asset (see paragraph 842-20-55-3), unless the 
right-of-use asset has been impaired in accordance with paragraph 842-20-35-9, in which case 
the single lease cost is calculated in accordance with paragraph 842-20-25-7 

b.  Variable lease payments not included in the lease liability in the period in which the obligation 
for those payments is incurred (see paragraphs 842-20-55-1 through 55-2) 

c.  Any impairment of the right-of-use asset determined in accordance with paragraph 842-20-35-9. 

842-20-25-8 
Throughout the lease term, the remaining cost of an operating lease for which the right-of-use asset 
has not been impaired consists of the following: 

a.  The total lease payments (including those paid and those not yet paid), reflecting any adjustment 
to that total amount resulting from either a remeasurement in accordance with paragraphs 842-
10-35-4 through 35-5 or a lease modification; plus 

b.  The total initial direct costs attributable to the lease; minus 

c.  The periodic lease cost recognized in prior periods. 

4.2.2.1  Lease liabilities 

After lease commencement, a lessee measures the lease liability for an operating lease at the present 
value of the remaining lease payments using the discount rate determined at lease commencement, as 
long as the discount rate hasn’t been updated as a result of a reassessment event (refer to section 2.5.3, 
Reassessment of the discount rate). 

4.2.2.2  Right-of-use assets 
A lessee subsequently measures the right-of-use asset for an operating lease at the amount of the remeasured 
lease liability (i.e., the present value of the remaining lease payments), adjusted for the remaining balance 
of any lease incentives received, any cumulative prepaid or accrued rent if the lease payments are uneven 
throughout the lease term and any unamortized initial direct costs. If the right-of-use asset becomes 
impaired, refer to section 4.2.3, Expense recognition. 

The FASB indicated in the Basis for Conclusions (BC 253) that the carrying amount of the right-of-use 
asset for an operating lease is intended to approximate the present value of the remaining benefits to the 
lessee at each measurement date. Therefore, the subsequent measurement of the right-of-use asset 
reflects the subsequent measurement of the lease liability (i.e., the present value of the remaining lease 
payments), adjusted for the effect of uneven lease payments.  
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ASC 842 requires the right-of-use asset for an operating lease to be subsequently measured using the 
lease liability balance, adjusted for the effect of uneven lease payments, assuming there is no impairment. 
Therefore, the right-of-use asset is effectively a “plug” necessary to achieve straight-line expense 
recognition for operating leases. 

ASC 842 does not address the accounting for lease incentives that are contingently receivable by the 
lessee at the lease commencement date (i.e., lease incentives that are not received or receivable until the 
occurrence of an event subsequent to lease commencement). Examples include reimbursements for 
moving costs or leasehold improvements that become receivable by the lessee when the lessee incurs 
these costs. Refer to section 2.4.1.2, Lease incentives, for a discussion of lease incentives, including the 
timing of recognition of contingently receivable incentives. 

4.2.3  Expense recognition 
Operating lease expense is made up of the following: 

• A single lease cost 

• Variable lease payments that are not included in the lease liability (i.e., variable lease payments that 
do not depend on an index or rate) 

• Changes to variable lease payments that depend on an index or rate  

• Impairment of the right-of-use asset (see section 4.2.5, Impairment of right-of-use assets) 

Single lease cost 

After lease commencement, a lessee recognizes a single lease cost for an operating lease on a straight-
line basis. This is consistent with the concept of the lessee paying to use the asset during the lease term 
rather than paying to finance the acquisition of the underlying asset in a finance lease. The single lease cost 
for an operating lease differs from the cost for a finance lease (i.e., a lessee separately recognizes interest on 
the finance lease liability and amortization on the finance lease right-of-use asset). 

Absent an impairment of the right-of-use asset, the single lease cost is calculated so that the remaining 
cost of the lease is allocated over the remaining lease term on straight-line basis unless another 
systematic and rational basis is more representative of the pattern in which benefit is expected to be 
derived from the right to use the underlying asset. 

The remaining cost of the lease is calculated as: 

• Total lease payments (including those previously paid and not yet paid) 

• Plus total lessee initial direct costs (attributable to the lease) 

• Minus the periodic lease cost recognized in prior periods 

• Total lease payments are adjusted to reflect changes that arise from a lease modification (i.e., a change 
to the terms and conditions of the contract that results in a change in the scope of or consideration for 
the lease) or the remeasurement of the lease liability not recognized in profit or loss at the date of 
remeasurement (e.g., a change in lease term). Refer to section 4.5, Remeasurement of lease liabilities 
and right-of-use assets — operating and finance leases. 
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Pattern of benefit from use of the underlying asset 

Excerpt from Accounting Standards Codification 
Leases — Lessee 

Implementation Guidance and Illustrations 

842-20-55-3 
This Subtopic considers the right to control the use of the underlying asset as the equivalent of physical 
use. If the lessee controls the use of the underlying asset, recognition of lease cost in accordance with 
paragraph 842-20-25-6(a) or amortization of the right-of-use asset in accordance with paragraph 
842-20-35-7 should not be affected by the extent to which the lessee uses the underlying asset. 

Operating lease agreements may specify scheduled rent increases over the lease term (refer to 
section 2.3, Lease term and purchase options) or periods during the lease term for which rent payments 
are not required (i.e., rent holidays). Uneven rental payments (increases, decreases or holidays) are often 
designed to provide an inducement for the lessee, to reflect the anticipated effects of inflation, to ease the 
lessee’s near-term cash flow requirements or to acknowledge the time value of money. For operating 
leases that include uneven rental payments, rental expense should be recognized by a lessee on a 
straight-line basis over the lease term unless another systematic and rational allocation basis is more 
representative of the time pattern in which a benefit is expected to be derived from the right to use the 
underlying asset, unless the right-of-use asset becomes impaired (refer to section 4.2.5, Impairment of 
right-of-use assets after the effective date). Using factors such as the time value of money or anticipated 
inflation is inappropriate because these factors do not relate to the physical usage of the underlying asset. 

Lease agreements may include scheduled rent increases designed to accommodate the lessee’s 
projected physical use of the underlying asset. For example, rents may escalate in contemplation of the 
lessee’s physical use of the underlying asset even though the lessee takes possession of or controls the 
physical use of the underlying asset at commencement. 

It is important to note the standard emphasizes the benefit from the “right to use” as opposed to how the 
lessee is expected to use the underlying asset. If rents escalate in contemplation of the lessee’s physical 
use of the underlying asset but the lessee takes possession of or controls the physical use of the 
underlying asset at the beginning of the lease term, all rental payments, including the escalated rents, 
should be recognized as rental expense on a straight-line basis starting with the beginning of the lease 
term (i.e., rent expense is not affected by the extent to which the lessee uses the asset). 

The application of the guidance above to an operating lease with uneven rental payments that are not 
representative of the pattern in which benefit is expected to be derived from the right to use the 
underlying asset results in prepaid or accrued rentals. If the lessee purchases the leased asset prior to 
the expiration of the lease term, any prepaid or accrued rentals should be included in the determination 
of the purchase price of the asset (refer to section 4.8.2, Purchase of a leased asset during the lease 
term, for further discussion). If the lease agreement is extended, lessees should apply the guidance in 
section 4.6, Lease modifications. 

Variable lease payments 

Excerpt from Accounting Standards Codification 
Leases — Lessee 

Implementation Guidance and Illustrations 

842-20-55-1 
A lessee should recognize costs from variable lease payments (in annual periods as well as in interim 
periods) before the achievement of the specified target that triggers the variable lease payments, 
provided the achievement of that target is considered probable. 
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842-20-55-2 
Variable lease costs recognized in accordance with paragraph 842-20-55-1 should be reversed at such 
time that it is probable that the specified target will not be met. 

After the commencement date, lessees also recognize as an expense any variable lease payments not 
included in the operating lease liability. Variable lease payments are recognized in the period in which the 
achievement of the specified target that triggers the variable lease payments becomes probable. Any 
recognized variable lease costs are reversed if it becomes probable that the specified target will no 
longer be met. Refer to section 2.9, Variable lease payments, for a discussion of variable leases 
payments that do not depend on an index or rate. 

Impairment of the right-of-use asset 

If a lessee determines that a right-of-use asset is impaired, it recognizes an impairment loss and 
measures the right-of-use asset at its carrying amount immediately after the impairment. Following an 
impairment, the single lease cost is calculated in the manner described in section 4.2.5, Impairment of 
right-of-use assets after the effective date. 

4.2.4  Example — lessee accounting for an operating lease 

Illustration 23 — Lessee accounting for an operating lease  

Entity L (lessee) enters into a three-year lease of office space and concludes that the agreement is an 
operating lease. Entity L agrees to pay the following annual payments at the end of each year: 
$10,000 in Year 1, $12,000 in Year 2 and $14,000 in Year 3. For simplicity, there are no purchase 
options, payments to the lessor before the lease commencement date, lease incentives from the 
lessor or initial direct costs. The initial measurement of the right-of-use asset and lease liability is 
$33,000 using a discount rate of 4.235%. Entity L uses its incremental borrowing rate because the 
rate implicit in the lease cannot be readily determined. Entity L calculates that the annual straight-line 
lease expense is $12,000 per year [($10,000 + $12,000 + $14,000) ÷ 3]. 

Analysis: At lease commencement, Entity L would recognize the right-of-use asset and lease liability: 

Right-of-use asset  $ 33,000   
Lease liability     $ 33,000 

To initially recognize the right-of-use asset and lease liability 

The following journal entries would be recorded in Year 1: 

Lease expense   $ 12,000   
Right-of-use asset   $  2,000 
Cash   $  10,000  

Lease liability  $ 8,602  
Right-of-use asset    $  8,602 

To record lease expense and adjust the right-of-use asset for the difference between cash 
paid and straight-line lease expense (i.e., accrued rent). To adjust the lease liability to the 
present value of the remaining lease payments with an offset to the right-of-use asset. 
The adjustment of $8,602 is calculated as the initially recognized lease liability ($33,000) 
less the present value of remaining lease payments ($24,398) at the end of Year 1. 
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A summary of the lease contract’s accounting (assuming no changes due to reassessment, lease 
modification or impairment) is as follows: 

 Initial Year 1 Year 2 Year 3 
Cash lease payments:   $ 10,000  $ 12,000  $ 14,000 
Income statement:     

Periodic lease expense 
(straight-line)    12,000   12,000   12,000 

Prepaid (accrued) rent for period   $ (2,000)  $  —   $ 2,000 
Balance sheet:     

Lease liability   $ (33,000)  $ (24,398)  $ (13,431)  $  —  

Right-of-use asset     
Lease liability  $ 33,000  $ 24,398  $ 13,431  $  —  
Adjust: prepaid/(accrued) 

rent (cumulative)    —    (2,000)   (2,000)    —  
  $ 33,000  $ 22,398  $ 11,431  $  —       

Immaterial differences may arise in the recomputation of amounts in the example above due to rounding. 

Refer to section 4.3.4, Example — lessee accounting for a finance lease, for a table that illustrates the 
similarities and differences in the accounting for an operating lease and a finance lease. 

4.2.5 Impairment of right-of-use assets after the effective date 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Subsequent Measurement 

842-20-35-9 
A lessee shall determine whether a right-of-use asset is impaired and shall recognize any impairment 
loss in accordance with Section 360-10-35 on impairment or disposal of long-lived assets. 

842-20-35-10 
If a right-of-use asset is impaired in accordance with paragraph 842-20-35-9, after the impairment, it shall 
be measured at its carrying amount immediately after the impairment less any accumulated amortization. 
A lessee shall amortize, in accordance with paragraph 842-20-25-7 (for an operating lease) or paragraph 
842-20-35-7 (for a finance lease), the right-of-use asset from the date of the impairment to the earlier 
of the end of the useful life of the right-of-use asset or the end of the lease term. 

Recognition 

842-20-25-7 
After a right-of-use asset has been impaired in accordance with paragraph 842-20-35-9, the single 
lease cost described in paragraph 842-20-25-6(a) shall be calculated as the sum of the following: 

a.  Amortization of the remaining balance of the right-of-use asset after the impairment on a 
straight-line basis, unless another systematic basis is more representative of the pattern in which 
the lessee expects to consume the remaining economic benefits from its right to use the 
underlying asset 

b.  Accretion of the lease liability, determined for each remaining period during the lease term as the 
amount that produces a constant periodic discount rate on the remaining balance of the liability. 
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Lessees’ right-of-use assets, for both operating and finance leases (refer to section 4.3, Finance leases), 
are subject to existing impairment guidance in ASC 360, Property, Plant, and Equipment. The FASB 
indicated in the Basis for Conclusions (BC 255) that the impairment model in ASC 360 is appropriate to 
apply to a lessee’s right-of-use assets because the right-of-use asset is a long-lived nonfinancial asset and 
should be accounted for the same way as an entity’s other long-lived nonfinancial assets. This treatment 
is intended to give users of the financial statements comparable information about all of an entity’s long-
lived nonfinancial assets. 

ASC 360 requires an analysis of impairment indicators at each reporting period for assets held for use. 
Testing and evaluation of impairment of a long-lived asset is performed at the asset or asset-group level 
depending on the facts and circumstances. If any indicators of impairment are present, a recoverability 
test using undiscounted cash flows is performed. If the right-of-use asset fails the recoverability test, 
ASC 360 requires a fair value test. Under ASC 842, if an impairment loss is recognized for a right-of-use 
asset, the adjusted carrying amount of a right-of-use asset would be its new accounting basis. Consistent 
with ASC 360, the impairment test for right-of-use assets will often be performed at an asset-group level 
with any impairment allocated among the asset group in accordance with ASC 360. ASC 360 prohibits the 
subsequent reversal of an impairment loss for an asset held and used. 

ASC 360 provides principles for evaluating long-lived assets for impairment, but does not specifically 
address how operating lease liabilities and future cash outflows for lease payments should be considered 
when performing the recoverability test. Based on a 2016 FASB Technical Inquiry, the FASB staff 
believes that a lessee would include a lease liability as part of the carrying amount of the asset group. 
Additionally, only the principle component of future lease payments would be included as an outflow in 
the undiscounted future cash flows used to test recoverability of the asset group. That is, the lessee 
would include the future cash payments for the lease, excluding the component that effectively 
represents the accretion of the lease liability (even though interest expense is not recognized separately 
for an operating lease). 

Refer to our Financial reporting developments publication, Impairment or disposal of long-lived assets, for 
further discussion of evaluating assets for impairment in accordance with ASC 360. 

A lessee subsequently amortizes the held for use right-of-use asset, generally on a straight-line basis, from 
the date of the impairment to the earlier of the end of the useful life of the right-of-use asset or the end of 
the lease term. However, the amortization period is the remaining useful life of the underlying asset if the 
lessee is reasonably certain to exercise an option to purchase the underlying asset or if the lease transfers 
ownership of the underlying asset to the lessee by the end of the lease term.  

Refer to section 6.3, Sublessor accounting, for discussion of evaluating right-of-use assets for impairment 
when a lessee enters into a sublease. 

Single lease cost 

If a held for use right-of-use asset has been impaired, the single lease cost is calculated as the sum of 
the following: 

• Amortization of the remaining balance of the right-of-use asset after the impairment on a straight-
line basis, unless another systematic basis is more representative of the pattern in which the lessee 
expects to consume the remaining economic benefits from its right to use the underlying asset 

• Accretion of the lease liability, determined for each remaining period during the lease term as the 
amount that produces a constant periodic discount rate on the remaining balance of the liability 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1887_Impairment_1August2016/$FILE/FinancialReportingDevelopments_BB1887_Impairment_1August2016.pdf
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ASC 842 includes the following example of the subsequent accounting for an operating lease following 
an impairment of the right-of-use asset. 

Excerpt from Accounting Standards Codification 
Leases — Lessee 

Implementation Guidance and Illustrations 

Example 5 — Impairment of a Right-of-Use Asset in an Operating Lease 

842-20-55-48 
Lessee enters into a 10-year lease of a nonspecialized asset. Lease payments are $10,000 per year, 
payable in arrears. The lease does not transfer ownership of the underlying asset or grant Lessee an 
option to purchase the underlying asset. At lease commencement, the remaining economic life of the 
underlying asset is 50 years, and the fair value of the underlying asset is $600,000. Lessee does not 
incur any initial direct costs as a result of the lease. Lessee’s incremental borrowing rate is 7 percent, 
which reflects the fixed rate at which Lessee could borrow the amount of the lease payments in the 
same currency, for the same term, and with similar collateral as in the lease at commencement. The 
lease is classified as an operating lease. 

842-20-55-49 
At the commencement date, Lessee recognizes the lease liability of $70,236 (the present value of the 
10 lease payments of $10,000, discounted at the rate of 7 percent). Lessee also recognizes a right-of-
use asset of $70,236 (the initial measurement of the lease liability). Lessee determines the cost of the 
lease to be $100,000 (the total lease payments for the lease term). The annual lease expense to be 
recognized is therefore $10,000 ($100,000 ÷ 10 years). 

842-20-55-50 
At the end of Year 3, when the carrying amount of the lease liability and the right-of-use asset are 
both $53,893, Lessee determines that the right-of-use asset is impaired in accordance with Section 
360-10-35 and recognizes an impairment loss of $35,000. The right-of-use asset is part of an asset 
group that Lessee tested for recoverability because of a significant adverse change in the business 
climate that affects Lessee’s ability to derive benefit from the assets within the asset group. The 
portion of the total impairment loss for the asset group allocated to the right-of-use asset in 
accordance with paragraph 360-10-35-28 is $35,000. After the impairment charge, the carrying 
amount of the right-of-use asset at the end of Year 3 is $18,893 ($53,893 — $35,000). Because of 
the impairment, the total expense recognized in Year 3 is $45,000 ($10,000 in lease expense + the 
$35,000 impairment charge). Beginning in Year 4, and for the remainder of the lease term, the single 
lease cost recognized by Lessee in accordance with paragraphs 842-20-25-6(a) and 842-20-25-7 will 
equal the sum of the following: 

a. Amortization of the right-of-use asset remaining after the impairment ($18,893 ÷ 7 years = $2,699 
per year) 

b. Accretion of the lease liability. For example, in Year 4, the accretion is $3,773 ($53,893 × 7%) 
and, in Year 5, the accretion is $3,337 ($47,665 × 7%). 

842-20-55-51 
Consequently, at the end of Year 4, the carrying amount of the lease liability is $47,665 (that is, 
calculated as either the present value of the remaining lease payments, discounted at 7 percent, or the 
previous balance of $53,893 — $10,000 Year 4 lease payment + the $3,773 accretion of the lease 
liability). The carrying amount of the right-of-use asset is $16,194 (the previous balance of $18,893 — 
$2,699 amortization). Lessee measures the lease liability and the right-of-use asset in this manner 
throughout the remainder of the lease term. 
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4.3  Finance leases 

4.3.1  Initial measurement 
The initial measurement of the lease liabilities and right-of-use assets for finance leases is the same as 
for operating leases.  

4.3.1.1  Lease liabilities 

At the commencement date (refer to section 2.2, Commencement date of the lease), a lessee initially 
measures the lease liability at the present value of the lease payments to be made over the lease term. 
Lessees apply the concepts previously described in chapter 1, Scope and scope exceptions, and chapter 
2, Key concepts, to identify the lease components and to determine the lease term, lease payments and 
discount rate as of the commencement date of the lease. 

4.3.1.2  Right-of-use assets 

A lessee initially measures the right-of-use asset at cost, which consists of all of the following: 

• The amount of the initial measurement of the lease liability 

• Any lease payments made to the lessor at or before the commencement date, less any lease 
incentives received (refer to section 2.4.1.2, Lease incentives) 

• Any initial direct costs incurred by the lessee (refer to section 2.6, Initial direct costs) 

4.3.2  Subsequent measurement 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Subsequent Measurement 

842-20-35-1 
After the commencement date, for a finance lease, a lessee shall measure both of the following: 

a.  The lease liability by increasing the carrying amount to reflect interest on the lease liability and 
reducing the carrying amount to reflect the lease payments made during the period. The lessee 
shall determine the interest on the lease liability in each period during the lease term as the amount 
that produces a constant periodic discount rate on the remaining balance of the liability, taking into 
consideration the reassessment requirements in paragraphs 842-10-35-1 through 35-5. 

b.  The right-of-use asset at cost less any accumulated amortization and any accumulated 
impairment losses, taking into consideration the reassessment requirements in paragraphs 842-
10-35-1 through 35-5. 

842-20-35-2 
A lessee shall recognize amortization of the right-of-use asset and interest on the lease liability for a 
finance lease in accordance with paragraph 842-20-25-5. 

842-20-35-7 
A lessee shall amortize the right-of-use asset on a straight-line basis, unless another systematic basis 
is more representative of the pattern in which the lessee expects to consume the right-of-use asset’s 
future economic benefits. When the lease liability is remeasured and the right-of-use asset is adjusted in 
accordance with paragraph 842-20-35-4, amortization of the right-of-use asset shall be adjusted 
prospectively from the date of remeasurement. 
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842-20-35-8 
A lessee shall amortize the right-of-use asset from the commencement date to the earlier of the end 
of the useful life of the right-of-use asset or the end of the lease term. However, if the lease transfers 
ownership of the underlying asset to the lessee or the lessee is reasonably certain to exercise an 
option to purchase the underlying asset, the lessee shall amortize the right-of-use asset to the end of 
the useful life of the underlying asset. 

Recognition 

842-20-25-5 
After the commencement date, a lessee shall recognize in profit or loss, unless the costs are included 
in the carrying amount of another asset in accordance with other Topics: 

a.  Amortization of the right-of-use asset and interest on the lease liability 

b.  Variable lease payments not included in the lease liability in the period in which the obligation for 
those payments is incurred (see paragraphs 842-20-55-1 through 55-2) 

c.  Any impairment of the right-of-use asset determined in accordance with paragraph 842-20-35-9. 

Implementation Guidance and Illustrations 

842-20-55-1 
A lessee should recognize costs from variable lease payments (in annual periods as well as in interim 
periods) before the achievement of the specified target that triggers the variable lease payments, 
provided the achievement of that target is considered probable. 

842-20-55-2 
Variable lease costs recognized in accordance with paragraph 842-20-55-1 should be reversed at such 
time that it is probable that the specified target will not be met. 

4.3.2.1  Lease liabilities 

The FASB indicated in the Basis for Conclusions (BC 223) that a lease liability for finance leases should be 
accounted for in a manner similar to other financial liabilities (i.e., on an amortized cost basis). 
Consequently, the lease liability for finance leases is accreted using an amount that produces a constant 
periodic discount rate on the remaining balance of the liability (i.e., the discount rate determined at 
commencement, as long as a reassessment requiring a change in the discount rate has not been 
triggered) (refer to section 2.5.3, Reassessment of the discount rate). Lease payments reduce the lease 
liability as they are paid. 

Periodic lease payments on finance leases are allocated between a reduction of the lease liability and 
interest expense to produce a constant periodic interest rate on the remaining balance of the lease 
liability. This will result in a remaining balance of the lease liability at the end of the lease term equal to 
the amount of any of the following that were included in lease payments used to measure the lease 
liability (refer to section 2.4, Lease payments):  

• The exercise price of a purchase option (refer to section 2.4.3, The exercise price of a purchase option) 

• Amounts that it is probable a lessee will owe under a residual value guarantee (refer to section 2.4.6, 
Amount it is probable that a lessee will owe under residual value guarantees — lessees only) 

• A termination penalty (refer to section 2.4.4, Payments for penalties for terminating a lease)  
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While ASC 842 describes the subsequent measurement of a finance lease liability differently from that of 
an operating lease liability, from a practical perspective, we expect the lease liability balance to be the 
same. The difference in the expense recognition pattern of an operating lease (i.e., generally straight-line 
expense) and a finance lease (i.e., generally front-loaded expense) is driven by the subsequent 
accounting for the right-of-use asset. 

4.3.2.2  Right-of-use assets 

Amortization of the right-of-use asset is recognized in a manner consistent with existing guidance for 
nonfinancial assets that are measured at cost. Lessees amortize the right-of-use asset on a straight-line basis, 
unless another systematic basis better represents the pattern in which the lessee expects to consume the 
right-of-use asset’s future economic benefits. The right-of-use asset is amortized over the shorter of the lease 
term or the useful life of the right-of-use asset. However, the amortization period is the remaining useful life of 
the underlying asset if the lessee is reasonably certain to exercise an option to purchase the underlying 
asset or if the lease transfers ownership of the underlying asset to the lessee by the end of the lease term. 

See Section 4.3.4, Example — lessee accounting for a finance lease, for a comprehensive example. 

4.3.3  Expense recognition 
Lessees recognize the following items in expense for finance leases: 

• Amortization of the right-of-use asset 

• Interest on the lease liability 

• Variable lease payments that are not included in the lease liability (i.e., variable lease payments that 
do not depend on an index or rate) 

• Changes to variable lease payments that depend on an index or rate  

• Impairment of the right-of-use asset 

Amortization of the right-of-use asset and interest on the lease liability 

After the commencement date, a lessee recognizes amortization of the right-of-use asset and separately 
recognizes interest on the lease liability for a finance lease. The recognition of interest and amortization 
expense for finance leases is consistent with a view that such leases are effectively installment 
purchases. That is, the lessee is paying to finance the acquisition of the underlying asset that will be 
consumed during the lease term. 

The total periodic expense (i.e., the sum of interest and amortization expense) of a finance lease is 
typically higher in the early periods and lower in the later periods. Because a constant interest rate is 
applied to the lease liability, interest expense decreases as cash payments are made during the lease 
term and the lease liability decreases. Therefore, more interest expense is incurred in the early periods 
and less in the later periods. This trend in the interest expense, combined with the straight-line 
amortization of the right-of-use asset, results in a front-loaded expense recognition pattern. This 
expense pattern is consistent with the subsequent measurement of capital leases under ASC 840. 

Variable lease payments 

After the commencement date, lessees also recognize in expense any variable lease payments not 
included in the finance lease liability in the period in which the achievement of the specified target that 
triggers the variable lease payments becomes probable. Any recognized variable lease costs are reversed 
if it becomes probable that the specified target will no longer be met. Refer to section 2.9, Variable lease 
payments, for a discussion of variable leases payments that do not depend on an index or rate. 
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Impairment of the right-of-use asset 

Lessees’ right-of-use assets, for both finance leases and operating leases (refer to section 4.2, Operating 
leases), are subject to existing impairment guidance in ASC 360. 

If a lessee determines that a finance lease right-of-use asset is impaired, it recognizes an impairment loss 
and measures the right-of-use asset at its carrying amount immediately after the impairment. A lessee 
subsequently amortizes, generally on a straight-line basis, the right-of-use asset from the date of the 
impairment to the earlier of the end of the useful life of the right-of-use asset or the end of the lease 
term. However, the amortization period is the remaining useful life of the underlying asset if the lessee is 
reasonably certain to exercise an option to purchase the underlying asset or if the lease transfers 
ownership of the underlying asset to the lessee by the end of the lease term. Refer to section 4.2.5, 
Impairment of right-of-use assets after the effective date, for additional discussion of impairment of right-
of-use assets. 

4.3.4  Example — lessee accounting for a finance lease  

Illustration 24 — Lessee accounting for a finance lease  

Entity H (lessee) enters into a three-year lease of equipment and concludes that the agreement is a 
finance lease because the lease term is for a major part of the remaining economic life of the underlying 
asset (also three years). Entity H agrees to make the following annual payments at the end of each year: 
$10,000 in Year 1, $12,000 in Year 2 and $14,000 in Year 3. For simplicity, there are no purchase 
options, payments to the lessor before the lease commencement date, lease incentives from the lessor 
or initial direct costs. The initial measurement of the right-of-use asset and lease liability is $33,000 
(present value of lease payments using a discount rate of 4.235%). Entity H uses its incremental 
borrowing rate because the rate implicit in the lease cannot be readily determined. Entity H amortizes 
the right-of-use asset on a straight-line basis over the lease term. 

Analysis: At lease commencement, Entity H would recognize the right-of-use asset and lease liability: 

Right-of-use asset  $ 33,000   

Lease liability     $ 33,000 

To initially recognize the right-of-use asset and lease liability 

• The following journal entries would be recorded in Year 1: 

Interest expense   $ 1,398   

Lease liability     $ 1,398 

To record interest expense and accrete the lease liability using the interest method 
($33,000 x 4.235%) 

Amortization expense  $ 11,000   

Right-of-use asset    $ 11,000 

To record amortization expense on the right-of-use asset ($33,000 ÷ 3 years) 
 

Lease liability   $ 10,000   

Cash     $ 10,000 

To record lease payment 
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A summary of the lease contract’s accounting (assuming no changes due to reassessment, lease 
modification or impairment) is as follows: 

 Initial Year 1 Year 2 Year 3 
Cash lease payments   $ 10,000  $ 12,000  $ 14,000 
Lease expense recognized     

Interest expense   $ 1,398  $ 1,033  $ 569 
Amortization expense    11,000   11,000   11,000 
Total periodic expense   $ 12,398  $ 12,033  $ 11,569 

Balance sheet     
Right-of-use asset  $ 33,000  $ 22,000  $ 11,000  $  —  
Lease liability   $ (33,000)  $ (24,398)  $ (13,431)  $  —  
     

Immaterial differences may arise in the recomputation of amounts in the example above due to rounding. 

 

Illustration 25 — Comparing a lessee’s accounting for finance leases and operating leases  

This table illustrates the similarities and differences in accounting for finance (see Illustration 11) and 
operating (see Illustration 10) leases: 

Finance lease: 

Time Lease liability  
Right-of-use 
asset  Interest expense  

Amortization 
expense  Total expense 

Initial  $ 33,000   $ 33,000   
 

Year 1  $ 24,398   $ 22,000  $ 1,398  $ 11,000  $ 12,398 

Year 2  $ 13,431   $ 11,000   1,033   11,000   12,033 

Year 3  $  —    $  —    569   11,000   11,569 

  
   $ 3,000  $ 33,000  $ 36,000 

 

Operating lease: 

Time Lease liability 

Cumulative 
prepaid or 
(accrued) rent1 

Right-of use 
asset 

  

Lease expense 

Initial   $ 33,000  $  —   $ 33,000    

Year 1  $ 24,398  $ (2,000)  $ 22,398    $ 12,000 

Year 2  $ 13,431  $ (2,000)  $ 11,431     12,000 

Year 3  $  —   $  —   $  —      12,000 

       $ 36,000 
1  Prepaid and accrued rent amounts would not be presented separately on the balance sheet. Instead, the right-of-use asset 

would be presented on the balance sheet net of cumulative prepaid or accrued amounts (if any). 

The initial measurement of the right-of-use asset and the lease liability is the same for finance and 
operating leases. Also, the same total lease expense is recognized over the life of the arrangement, 
but it is classified differently in the income statement and recognized at different times. A lessee 
generally recognizes higher periodic lease expense in the earlier periods of a finance lease than it does 
for an operating lease.  
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4.4 Master lease agreements 
Excerpt from Accounting Standards Codification 
Leases — Overall 
Implementation Guidance and Illustrations 
842-10-55-17  

Under a master lease agreement, the lessee may gain control over the use of additional underlying 
assets during the term of the agreement. If the agreement specifies a minimum number of units or 
dollar value of equipment, the lessee obtaining control over the use of those additional underlying 
assets is not a lease modification. Rather, the entity (whether a lessee or a lessor) applies the 
guidance in paragraphs 842-10-15-28 through 15-42 when identifying the separate lease components 
and allocating the consideration in the contract to those components. Paragraph 842-10-55-22 
explains that a master lease agreement may, therefore, result in multiple commencement dates.  

842-10-55-18  
If the master lease agreement permits the lessee to gain control over the use of additional underlying 
assets during the term of the agreement but does not commit the lessee to doing so, the lessee’s 
taking control over the use of an additional underlying asset should be accounted for as a lease 
modification in accordance with paragraphs 842-10-25-8 through 25-18. 

Under a master lease agreement, a lessee may gain control over the use of additional underlying assets 
during the term of the agreement. In certain cases, a master lease agreement may specify a minimum 
number or value of underlying assets the lessee is required to obtain. For example, a lessee enters into 
an agreement to obtain the right to lease three floors of a building with an option to lease an additional 
floor (i.e., the fourth floor).  

To the extent that a lessee is required to take a specified minimum quantity or value of the underlying 
assets, the lessee obtaining control over the use of those additional underlying assets is not a lease 
modification (i.e., a change to the terms and conditions of a contract that results in a change in the scope 
of or the consideration for a lease). To identify the separate lease components and allocate the amount 
of consideration in the master lease agreement attributed to the additional underlying assets, the lessor 
applies the guidance in ASC 842-10-15-28 through 15-42 (refer to section 1.4, Identifying and 
separating lease and non-lease components of a contract and allocating contract consideration). 

To the extent that additional underlying assets beyond the specified minimum are leased under the 
master lease agreement, the lessee obtaining control over the use of those additional underlying assets 
is considered a lease modification. Refer to section 4.6, Lease modifications, for the accounting of a 
lease modification. 

If a master lease agreement does not include a specified minimum quantity or dollar value, the lessee 
obtaining control over the use any additional underlying asset is also considered a lease modification. 
Refer to section 4.6, Lease modifications, for the accounting of a lease modification.  
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4.5  Remeasurement of lease liabilities and right-of-use assets — operating and 
finance leases 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Subsequent Measurement 

842-20-35-4 
After the commencement date, a lessee shall remeasure the lease liability to reflect changes to the 
lease payments as described in paragraphs 842-10-35-4 through 35-5. A lessee shall recognize the 
amount of the remeasurement of the lease liability as an adjustment to the right-of-use asset. 
However, if the carrying amount of the right-of-use asset is reduced to zero, a lessee shall recognize 
any remaining amount of the remeasurement in profit or loss. 

842-20-35-5 
If there is a remeasurement of the lease liability in accordance with paragraph 842-20-35-4, the lessee 
shall update the discount rate for the lease at the date of remeasurement on the basis of the 
remaining lease term and the remaining lease payments unless the remeasurement of the lease 
liability is the result of one of the following: 

a. A change in the lease term or the assessment of whether the lessee will exercise an option to 
purchase the underlying asset and the discount rate for the lease already reflects that the lessee 
has an option to extend or terminate the lease or to purchase the underlying asset. 

b. A change in amounts probable of being owed by the lessee under a residual value guarantee (see 
paragraph 842-10-35-4(c)(3)). 

c. A change in the lease payments resulting from the resolution of a contingency upon which some 
or all of the variable lease payments that will be paid over the remainder of the lease term are 
based (see paragraph 842-10-35-4(b)). 

Leases — Overall 

Subsequent Measurement 

842-10-35-4 
A lessee shall remeasure the lease payments if any of the following occur: 

a.  The lease is modified, and that modification is not accounted for as a separate contract in 
accordance with paragraph 842-10-25-8. 

b.  A contingency upon which some or all of the variable lease payments that will be paid over the 
remainder of the lease term are based is resolved such that those payments now meet the 
definition of lease payments. For example, an event occurs that results in variable lease payments 
that were linked to the performance or use of the underlying asset becoming fixed payments for 
the remainder of the lease term. 
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c.  There is a change in any of the following: 

1.  The lease term, as described in paragraph 842-10-35-1. A lessee shall determine the revised 
lease payments on the basis of the revised lease term. 

2.  The assessment of whether the lessee is reasonably certain to exercise or not to exercise an 
option to purchase the underlying asset, as described in paragraph 842-10-35-1. A lessee 
shall determine the revised lease payments to reflect the change in the assessment of the 
purchase option. 

3.  Amounts probable of being owed by the lessee under residual value guarantees. A lessee 
shall determine the revised lease payments to reflect the change in amounts probable of 
being owed by the lessee under residual value guarantees. 

842-10-35-5 
When a lessee remeasures the lease payments in accordance with paragraph 842-10-35-4, variable 
lease payments that depend on an index or a rate shall be measured using the index or rate at the 
remeasurement date. 

Lessees are required to remeasure finance and operating lease liabilities when there is a lease 
modification (i.e., a change to the terms and conditions of the contract that results in a change in the 
scope of or the consideration for the lease) that is not accounted for as a separate contract. Refer to 
section 4.6, Lease modifications. 

Lessees are also required to remeasure finance and operating lease liabilities when any of the following 
occurs: 

• A resolution of a contingency that results in some or all of the payments allocated to the lease 
component that were previously determined to be variable meeting the definition of a lease payment 
(e.g., an event occurs that results in variable payments that were linked to the performance or use of 
the underlying asset becoming fixed payments for the remainder of the lease term) 

• A change in any of the following: 

• The lease term (refer to section 2.3.1, Lease term) 

• The assessment of whether a lessee is reasonably certain to exercise an option to purchase the 
underlying asset (refer to section 2.3.2, Purchase options) 

• The amount it is probable the lessee will owe under a residual value guarantee (refer to section 
2.4.6, Amounts it is probable that a lessee will owe under residual value guarantees — lessees only) 

In these cases, a lessee remeasures the lease liability at the reassessment date and adjusts the right-of-
use asset by the change in the lease liability. However, if the right-of-use asset is reduced to zero, a 
lessee recognizes any remaining amount in profit or loss. The FASB indicated in the Basis for Conclusions 
(BC 225) that a right-of-use asset that was previously reduced to zero could be remeasured to an amount 
greater than zero if a reassessment of the lease term or a lessee’s purchase option increases the lease 
liability. However, the FASB observed that a right-of-use asset would generally be measured at zero 
before the end of the lease term if it has been fully impaired (refer to section 4.2.5, Impairment of right-
of-use assets after the effective date), and it would be unlikely that a lessee would reassess the lease 
term upward or conclude that it is reasonably certain to exercise an option to purchase the underlying 
asset when it has previously concluded the fair value of the right-of-use asset was fully impaired. 
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The discount rate is also revised at the remeasurement date based on the remaining lease term and lease 
payments unless the remeasurement of the lease liability is the result of one of the following: 

• A change in the lease term or the assessment of whether the lessee will exercise an option to 
purchase the underlying asset and the discount rate for the lease already reflects that the lessee has 
an option to extend or terminate the lease or to purchase the underlying asset 

• A change in the amount it is probable the lessee will owe under a residual value guarantee 

• A resolution of a contingency that results in some or all of the lease payments that were previously 
determined to be variable meeting the definition of lease payments 

Refer to Section 3.5.1, Summary of lease reassessment and remeasurement requirements. 

4.6 Lease modifications 
Excerpt from Accounting Standards Codification 
Master Glossary 

Lease Modification 

A change to the terms and conditions of a contract that results in a change in the scope of or the 
consideration for a lease (for example, a change to the terms and conditions of the contract that adds 
or terminates the right to use one or more underlying assets or extends or shortens the contractual 
lease term). 

If a lease is modified (i.e., a change to the terms and conditions of a contract that results in a change in 
the scope of or consideration for the lease), the modified contract is evaluated to determine whether it is 
or contains a lease (refer to section 1.3, Reassessment of the contract). If a lease continues to exist, 
lease modification can result in: 

• A separate contract (refer to section 4.6.2, Determining whether a lease modification is accounted 
for as a separate contract) 

• A change in the accounting for the existing lease and not a separate contract (refer to section 4.6.3, 
Lessee accounting for a modification that is not accounted for as a separate contract) 

Refer to section 4.6.1, Summary of the accounting for lease modifications — lessees. 

The exercise of an existing purchase or renewal option or a change in the assessment of whether such 
options are reasonably certain to be exercised is not a lease modification but can result in the 
remeasurement of lease liabilities and right-of-use assets. Refer to section 4.5, Remeasurement of lease 
liabilities and right-of-use assets — operating and finance leases. 
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4.6.1 Summary of the accounting for lease modifications — lessees 

 

Is the modified contract a lease, or does it contain a lease? 
(ASC 842-10-15-6, section 1.2, Determining whether an 

arrangement contains a lease, and section 1.3, 
Reassessment of the contract) 

Lease termination if the original contract contained a lease 
(ASC 842-20-40-1 and section 4.8.1, Lease termination)  

or out of scope of ASC 842, so apply other guidance 

Does the modification result in a separate contract? 
(ASC 842-10-25-8 and section 4.6.2, 

Determining whether a lease modification is 
accounted for as a separate contract) 

Account for two separate contracts: 

• The unmodified original contract 

• A separate contract, which is accounted for in the 
same manner as any other new lease 

(ASC 842-10-25-8 and section 4.6.2, Determining whether a 
lease modification is accounted for as a separate contract) 

Does the modification fully or partially terminate 
an existing lease? (ASC 842-10-25-11(c) and 

section 4.6.3, Lessee accounting for a modification that 
is not accounted for as a separate contract) 

Remeasure the lease liability and adjust the carrying 
amount of the right-of-use asset by the amount 

of the remeasurement of the lease liability 
(ASC 842-10-25-12 and section 4.6.3, Lessee 

accounting for a modification that is not 
accounted for as a separate contract) 

Account for any difference between the carrying 
amount of the right-of-use asset after recording 

the adjustment required by  
ASC 842-10-25-12 or 842-10-25-13 and the carrying 
amount of the right-of-use asset that would result from 

applying the initial operating right-of-use asset measurement 
guidance in ASC 842-20-30-5 (i.e., the amount of the lease 

liability, any lease prepayments less any lease incentives 
received, and any initial direct costs incurred by the lessee) 

in the same manner as a rent prepayment or a lease 
incentive (ASC 842-10-25-14 and section 4.6.3, 
Lessee accounting for a modification that is not 

accounted for as a separate contract) 

Apply the subsequent measurement guidance for the 
applicable classification 

Yes 

Yes 

No 

No 

Yes 

Yes No 

Was a finance lease modified and the modified lease classified as an operating lease? (ASC 842-10-25-14 and 
section 4.6.3, Lessee accounting for a modification that is not accounted for as a separate contract) 

• Remeasure and reallocate the remaining consideration in the contract 

• Reassess the classification of the lease at the effective date of the modification 

• Account for any initial direct costs, lease incentives and other payments made to or by the lessee 
(ASC 842-10-25-9 through 25-12 and section 4.6.3, Lessee accounting for a modification that is not accounted for as a separate contract) 

Remeasure the lease liability and decrease the carrying 
amount of the right-of-use asset in proportion to the full or 

partial termination of the existing lease 
and 

Recognize in profit or loss any difference between the 
reduction in the lease liability and the reduction in the right-

of-use asset (ASC 842-10-25-13 and section 4.6.3, 
Lessee accounting for a modification that is not 

accounted for as a separate contract) 

No 
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4.6.2  Determining whether a lease modification is accounted for as a separate 
contract 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Recognition 

842-10-25-8 
An entity shall account for a modification to a contract as a separate contract (that is, separate from 
the original contract) when both of the following conditions are present: 

a. The modification grants the lessee an additional right of use not included in the original lease (for 
example, the right to use an additional asset). 

b.  The lease payments increase commensurate with the standalone price for the additional right of 
use, adjusted for the circumstances of the particular contract. For example, the standalone price 
for the lease of one floor of an office building in which the lessee already leases other floors in 
that building may be different from the standalone price of a similar floor in a different office 
building, because it was not necessary for a lessor to incur costs that it would have incurred for a 
new lessee. 

A lessee accounts for a lease modification (i.e., a change to the terms and conditions of a contract that 
results in a change in the scope of or consideration for the lease) as a separate contract (i.e., separate 
from the original contract) when both of the following conditions are met: 

• The modification grants the lessee an additional right of use that is not included in the original lease 
(e.g., a right to use an additional underlying asset). 

• The lease payments increase commensurate with the standalone price for the additional right of use, 
adjusted for the circumstances of the particular contract. 

If both of these conditions are met, the lease modification results in two separate contracts, 
the unmodified original contract and a separate new contract. Lessees account for the separate contract 
that contains a lease in the same manner as other new leases. Refer to Example 15 in ASC 842 that 
illustrates this concept in section 4.6.5, Examples — lessees’ accounting for lease modifications. 

If both of the conditions are not met, the modified lease is not accounted for as a separate contract. Refer 
to section 4.6.3, Lessee accounting for a modification that is not accounted for as a separate contract. 

The FASB indicated in the Basis for Conclusions (BC 176(a)) that the right to use an additional underlying 
asset (e.g., an additional floor of a building) will generally be a separate lease component, even if the 
modification granting that additional right of use does not create a separate contract (i.e., separate from 
the original contract). To illustrate, if an existing lease for a floor of a building is modified to include a 
second floor, the right to use the second floor will often be a separate lease component from the right to 
use the first floor, even if the second floor is not accounted for under a separate contract (e.g., because the 
increase in lease payments is not commensurate with the standalone price for the additional floor). Refer to 
section 1.4.1, Identifying and separating lease components of a contract, and Example 17 in ASC 842 
that illustrates this concept in section 4.6.5, Examples — lessees’ accounting for lease modifications. 
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If the lease modification grants the lessee the right to use the existing leased asset for an additional 
period of time (i.e., a period of time not included in the original lease agreement), the modified lease is 
not accounted for as a separate contract. In such cases, as indicated in the Basis for Conclusions 
(BC 176(b)), the modification only changes an attribute of the lessee’s existing right to use the 
underlying asset that it already controls. This is the case even if the extended term is priced at market. 
Refer to Example 16 in ASC 842 that illustrates this concept in section 4.6.5.2, Modification increases 
the lease term. 

4.6.3 Lessee accounting for a modification that is not accounted for as a separate 
contract 
Excerpt from Accounting Standards Codification 
Master Glossary 

Effective Date of the Modification 

The date that a lease modification is approved by both the lessee and the lessor. 

Leases — Overall 

General 

842-10-15-6 
An entity shall reassess whether a contract is or contains a lease only if the terms and conditions of 
the contract are changed. 

Recognition 

842-10-25-9 
If a lease is modified and that modification is not accounted for as a separate contract in accordance 
with paragraph 842-10-25-8, the entity shall reassess the classification of the lease as of the effective 
date of the modification based on its modified terms and conditions and the facts and circumstances 
as of that date (for example, the fair value and remaining economic life of the underlying asset as of 
that date). 

842-10-25-10 
An entity shall account for initial direct costs, lease incentives, and any other payments made to or by 
the entity in connection with a modification to a lease in the same manner as those items would be 
accounted for in connection with a new lease. 

842-10-25-11 
A lessee shall reallocate the remaining consideration in the contract and remeasure the lease liability 
using a discount rate for the lease determined at the effective date of the modification if a contract 
modification does any of the following: 

a. Grants the lessee an additional right of use not included in the original contract (and that 
modification is not accounted for as a separate contract in accordance with paragraph 842-10-25-8) 

b. Extends or reduces the term of an existing lease (for example, changes the lease term from five 
to eight years or vice versa), other than through the exercise of a contractual option to extend or 
terminate the lease (as described in paragraph 842-20-35-5) 

c. Fully or partially terminates an existing lease (for example, reduces the assets subject to the lease) 

d. Changes the consideration in the contract only. 
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842-10-25-12 
In the case of (a), (b), or (d) in paragraph 842-10-25-11, the lessee shall recognize the amount of the 
remeasurement of the lease liability for the modified lease as an adjustment to the corresponding right-of-
use asset. 

842-10-25-13 
In the case of (c) in paragraph 842-10-25-11, the lessee shall decrease the carrying amount of the 
right-of-use asset on a basis proportionate to the full or partial termination of the existing lease. Any 
difference between the reduction in the lease liability and the proportionate reduction in the right-of-
use asset shall be recognized as a gain or a loss at the effective date of the modification. 

842-10-25-14 
If a finance lease is modified and the modified lease is classified as an operating lease, any difference 
between the carrying amount of the right-of-use asset after recording the adjustment required by 
paragraph 842-10-25-12 or 842-10-25-13 and the carrying amount of the right-of-use asset that 
would result from applying the initial operating right-of-use asset measurement guidance in paragraph 
842-20-30-5 to the modified lease shall be accounted for in the same manner as a rent prepayment or 
a lease incentive. 

ASC 842 requires lessees to reassess whether a contract is or contains a lease when the terms and 
condition of a contract are changed. If the contract continues to be or contain a lease, the lessee will 
reassess lease classification at the effective date of a lease modification (i.e., the date that the lease 
modification is approved by both the lessee and the lessor) that is not accounted for as a separate 
contract. Lease classification is reassessed using the modified terms and conditions and the facts and 
circumstances as of that date, including: 

• The remaining economic life of the underlying asset on that date 

• The fair value of the underlying asset on that date 

• The discount rate for the lease on that date 

• The remeasurement and reallocation of the remaining consideration in the contract on that date 

Lessees also remeasure and reallocate the remaining consideration in the contract and remeasure the 
lease liability (using the discount rate determined at the effective date of the modification) if a contract 
modification does any of the following: 

Type of modification 
Remeasurement and 
reallocation requirement Implementation guidance 

Grants the lessee an additional 
right of use that was not 
included in the original contract 
and the modification is not 
accounted for as a separate 
contract (refer to section 4.6.2, 
Determining whether a 
modification is accounted for as 
a separate contract) 

ASC 842-10-25-12 requires the 
lessee to recognize the amount 
of the remeasurement of the 
lease liability as an adjustment 
to the corresponding right-of-
use asset without affecting 
profit or loss. 

Refer to Example 17 in section 
4.6.5.3, Modification grants an 
additional right of use — not a 
separate contract. 
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Type of modification 
Remeasurement and 
reallocation requirement Implementation guidance 

Extends or reduces the term of 
an existing lease (e.g., changes 
the lease term from five to eight 
years), other than through the 
exercise of a contractual option 
to extend or terminate the lease 
already included in the lease 
term 

ASC 842-10-25-12 requires the 
lessee to recognize the amount 
of the remeasurement of the 
lease liability as an adjustment 
to the corresponding right-of-
use asset without affecting 
profit or loss. 

Refer to Example 16 in section 
4.6.5.2, Modification increases 
the lease term. 

Fully or partially terminates an 
existing lease (e.g., reduces the 
assets subject to the lease) 

For a modification that fully or 
partially terminates the existing 
lease (e.g., reduces the square 
footage of leased space), 
ASC 842-10-25-13 requires 
a lessee to decrease the 
carrying amount of the right-of-
use asset in proportion to the 
full or partial termination of the 
lease. Any difference between 
those adjustments is recognized 
in profit or loss at the effective 
date of the modification. Refer 
to Example 18 in ASC 842 in 
section 4.6.5, Examples — 
lessees’ accounting for lease 
modifications, for an example of 
the accounting for a partial 
termination of a lease. 

Refer to Example 18 in section 
4.6.5.4, Modification partially 
terminates a lease. 

Changes the consideration in 
the contract only 

ASC 842-10-25-12 requires the 
lessee to recognize the amount 
of the remeasurement of the 
lease liability as an adjustment 
to the corresponding right-of-
use asset without affecting 
profit or loss. 

Refer to Example 19 in section 
4.6.5.5, Modification only 
changes lease payments. 

Modified lease — lease classification changes  

If a finance lease is modified and the modified lease is classified as an operating lease, any difference 
between the carrying amount of the right-of-use asset after recording the adjustment required by 
ASC 842-10-25-12 or 842-10-25-13 (discussed above) and the carrying amount of the right-of-use 
asset that would result from applying the initial operating right-of-use asset measurement guidance in 
ASC 842-20-30-5 (i.e., the amount of the lease liability, any lease prepayments less any lease incentives 
received and any initial direct costs incurred by the lessee) to the modified lease is accounted for in the 
same manner as a rent prepayment or a lease incentive. 
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Refer to Example 16, Case B in section 4.6.5.2, Modification increases the lease term, for an example of 
an operating lease that is modified and becomes a finance lease.  

Initial direct costs 

Lessees account for initial direct costs, lease incentives and any other payments made to or by the lessee 
in connection with the lease modification in the same manner as those items are accounted for in 
connection with a new lease. Refer to chapter 2, Key concepts. 

4.6.4  Lease modifications in connection with the refunding of tax-exempt debt 
Excerpt from Accounting Standards Codification 
Implementation Guidance and Illustrations 

General 

Lease Modifications 

Lease Modifications in Connection with the Refunding of Tax-Exempt Debt 

842-10-55-16 
In some situations, tax-exempt debt is issued to finance construction of a facility, such as a plant or 
hospital, that is transferred to a user of the facility by lease. A lease may serve as collateral for the 
guarantee of payments equivalent to those required to service the tax-exempt debt. Payments 
required by the terms of the lease are essentially the same, as to both amount and timing, as those 
required by the tax-exempt debt. A lease modification resulting from a refunding by the lessor of tax-
exempt debt (including an advance refunding) should be accounted for in the same manner (that is, in 
accordance with paragraphs 842-10-25-8 through 25-18) as any other lease modification. For 
example, if the perceived economic advantages of the refunding are passed through to the lessee in 
the form of reduced lease payments, the lessee should account for the modification in accordance 
with paragraph 842-10-25-12, while the lessor should account for the modification in accordance with 
the applicable guidance in paragraphs 842-10-25-15 through 25-17. 

Tax-exempt debt is often issued by a governmental or quasi-governmental authority to finance the 
construction of a facility such as a plant or a hospital. The user of the facility either buys the facility or 
leases it from the authority. The mortgage note or the lease serves as collateral for the tax-exempt debt, 
and the amount and timing of payments on the note or lease are the same as the debt service 
requirements of the tax-exempt debt. Often, in the case of a lease, title passes at the end of the lease 
term, thereby meeting one of the criteria for classification as a finance lease. 

Many tax-exempt organizations have entered into a refunding by replacing the old debt with new debt to 
obtain an economic advantage (e.g., lower interest costs) for the lessee or mortgagor. As a result of the 
refunding, the terms of the related mortgage note or lease are changed to conform with the terms of the 
new debt issued. 

Refundings of tax-exempt debt transactions when the property is leased to the user are accounted for by 
the user in the same manner as any other lease modification. Refer to section 4.6.2, Determining 
whether a lease modification is accounted for as a separate contract, and section 4.6.3, Lessee 
accounting for a modification that is not accounted for as a separate contract, for further discussion of 
the accounting for lease modifications by lessees. 



4 Lessee accounting 

Financial reporting developments Lease accounting | 136 

4.6.5  Examples — lessees’ accounting for lease modifications 
4.6.5.1  Modification is accounted for as a separate contract 

ASC 842 includes the following example of a lessee’s accounting for a modified lease that is accounted 
for as a separate contract. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 15 — Modification Accounted for as a Separate Contract 

842-10-55-160 
Lessee enters into a 10-year lease for 10,000 square feet of office space. At the beginning of Year 6, 
Lessee and Lessor agree to modify the lease for the remaining 5 years to include an additional 10,000 
square feet of office space in the same building. The increase in the lease payments is commensurate 
with the market rate at the date the modification is agreed for the additional 10,000 square feet of 
office space. 

842-10-55-161 
Lessee accounts for the modification as a new contract, separate from the original contract. This is 
because the modification grants Lessee an additional right of use as compared with the original 
contract, and the increase in the lease payments is commensurate with the standalone price of the 
additional right of use. Accordingly, from the effective date of the modification, Lessee would have 2 
separate contracts, each of which contain a single lease component — the original, unmodified contract 
for 10,000 square feet of office space and the new contract for 10,000 additional square feet of office 
space, respectively. Lessee would not make any adjustments to the accounting for the original lease as 
a result of this modification. 

4.6.5.2  Modification increases the lease term 

ASC 842 includes the following example of a lessee’s accounting for a modified lease that increases the 
term of the lease. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 16 — Modification That Increases the Lease Term 

Case A — No Change in Lease Classification 

842-10-55-162 
Lessee and Lessor enter into a 10-year lease for 10,000 square feet of office space in a building with a 
remaining economic life of 50 years. Annual payments are $100,000, paid in arrears. Lessee’s 
incremental borrowing rate at the commencement date is 6 percent. The lease is classified as an 
operating lease. At the beginning of Year 6, Lessee and Lessor agree to modify the lease such that the 
total lease term increases from 10 years to 15 years. The annual lease payments increase to 
$110,000 per year for the remaining 10 years after the modification. Lessee’s incremental borrowing 
rate is 7 percent at the date the modification is agreed to by the parties. 
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842-10-55-163 
At the beginning of Year 6, Lessee’s lease liability and its right-of-use asset both equal $421,236 (that 
is, because the lease payments are made annually in arrears and because the lease payments are even 
throughout the lease term, the lease liability and right-of-use asset will be equal). 

842-10-55-164 
The modification does not grant an additional right of use to the lessee; rather, it changes (modifies) 
an attribute of the right to use the 10,000 square feet of office space Lessee already controls. That is, 
after the modification, Lessee still controls only a single right of use transferred to Lessee at the 
original lease commencement date. 

842-10-55-165 
Because the modification does not grant Lessee an additional right of use, the modification cannot be a 
separate contract. Therefore, at the effective date of the modification, Lessee reassesses classification 
of the lease (which does not change in this Example — see Case B [paragraphs 842-10-55-166 through 
55-167] for a change in lease classification) and remeasures the lease liability on the basis of the 
10-year remaining lease term, 10 remaining payments of $110,000, and its incremental borrowing 
rate at the effective date of the modification of 7 percent. Consequently, the modified lease liability 
equals $772,594. The increase to the lease liability of $351,358 is recorded as an adjustment to the 
right-of-use asset (that is, there is no income or loss effect from the modification). 

The example below assumes the same facts as Case A above except that the underlying asset is a piece 
of equipment with a 12-year remaining economic life at the effective date of the modification. Therefore, 
when the lessee reassesses classification as of the effective date of the modification, the modified lease is 
classified as a finance lease (i.e., lease classification changes). 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 16 — Modification That Increases the Lease Term 

Case B — Change in Lease Classification 

842-10-55-166 
Assume the same facts as in Case A (paragraphs 842-10-55-162 through 55-165), except that the 
underlying asset is a piece of equipment with a 12-year remaining economic life at the effective date 
of the modification. Consequently, when the lessee reassesses classification of the lease in accordance 
with paragraph 842-10-25-1 as of the effective date of the modification based on the modified rights 
and obligations of the parties, the lessee classifies the modified lease as a finance lease (that is, 
because the remaining lease term of 10 years is for a major part of the 12-year remaining economic 
life of the equipment). 

842-10-55-167 
Consistent with Case A, at the effective date of the modification, the lessee remeasures its lease 
liability based on the 10-year remaining lease term, 10 remaining payments of $110,000, and its 
incremental borrowing rate of 7 percent. Consequently, the modified lease liability equals $772,594. 
The increase to the lease liability of $351,358 is recorded as an adjustment to the right-of-use asset 
(that is, there is no income or loss effect from the modification). However, different from Case A, 
beginning on the effective date of the modification, Lessee accounts for the 10-year modified lease as 
a finance lease. 
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4.6.5.3  Modification grants an additional right of use — not a separate contract 

ASC 842 includes the following example of a lessee’s accounting for a modified lease that grants an 
additional right of use but is not accounted for as a separate contract.  

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 17 — Modification That Grants an Additional Right of Use 

842-10-55-168 
Lessee enters into a 10-year lease for 10,000 square feet of office space. The lease payments are 
$100,000 per year, paid in arrears. Lessee’s incremental borrowing rate at lease commencement is 
6 percent. At the beginning of Year 6, Lessee and Lessor agree to modify the contract to include an 
additional 10,000 square feet of office space on a different floor of the building for the final 4 years of 
the original 10-year lease term for a total annual fixed payment of $150,000 for the 20,000 square feet. 

842-10-55-169 
The increase in the lease payments (of $50,000 per year) is at a substantial discount to the market 
rate at the date the modification is agreed to for leases substantially similar to that for the new 10,000 
square feet of office space that cannot be attributed solely to the circumstances of the contract. 
Consequently, Lessee does not account for the modification as a separate contract. 

842-10-55-170 
Instead, Lessee accounts for the modified contract, which contains 2 separate lease components — 
first, the original 10,000 square feet of office space and, second, the right to use the additional 
10,000 square feet of office space for 4 years that commences 1 year after the effective date of the 
modification. There are no nonlease components of the modified contract. The total lease payments, 
after the modification, are $700,000 (1 payment of $100,000 + 4 payments of $150,000). 

842-10-55-171 
Lessee allocates the lease payments in the modified contract to the 2 separate lease components on a 
relative standalone price basis, which, in this Example, results in the allocation of $388,889 to the 
original space lease and $311,111 to the additional space lease. The allocation is based on the 
remaining lease terms of each separate lease component (that is, 5 years for the original 10,000-
square-foot lease and 4 years for the additional 10,000-square-foot lease). The remaining lease cost 
for each separate lease component is equal to the total payments, as allocated, which will be 
recognized on a straight-line basis over their respective lease terms. Lessee remeasures the lease 
liability for the original space lease as of the effective date of the modification — the lease classification 
of which does not change as a result of the modification — on the basis of all of the following: 

a.  A remaining lease term of 5 years 

b.  Annual allocated lease payments of $77,778 in Years 6 through 10 (see paragraph 842-10-55-173) 

c.  Lessee’s incremental borrowing rate at the effective date of the modification of 7 percent. 

842-10-55-172 
The remeasured lease liability for the original space lease equals $318,904. Lessee recognizes the 
difference between the carrying amount of the modified lease liability and the carrying amount of the 
lease liability immediately before the modification of $102,332 ($421,236 — $318,904) as an 
adjustment to the right-of-use asset. 
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842-10-55-173 
During Year 6, Lessee recognizes lease cost of $77,778. At the end of Year 6, Lessee makes its lease 
payment of $100,000, of which $77,778 is allocated to the lease of the original office space and $22,222 
is allocated to the lease of the additional office space as a prepayment of rent. Lessee allocates the lease 
payment in this manner to reflect even payments for the even use of the separate lease components over 
their respective lease terms. 

842-10-55-174 
At the commencement date of the separate lease component for the additional office space, which is 1 
year after the effective date of the modification, Lessee measures and recognizes the lease liability at 
$241,896 on the basis of all of the following: 

a.  A lease term of 4 years 

b.  Four allocated annual payments of $72,222 ([allocated lease payments of $311,111 − $22,222 
rent prepayment] ÷ 4 years) 

c.  Lessee’s incremental borrowing rate at the commencement date of the separate lease 
component for the additional office space of 7.5 percent. 

842-10-55-175 
At the commencement date, the right-of-use asset for the additional office space lease component is 
recognized and measured at $264,118 (the sum of the lease liability of $241,896 and the prepaid 
rent asset of $22,222). 

842-10-55-176 
During Years 7–10, Lessee recognizes lease cost of $77,778 each year for each separate lease 
component and allocates each $150,000 annual lease payment of $77,778 to the original office space 
lease and $72,222 to the additional office space lease. 

4.6.5.4  Modification partially terminates a lease 

ASC 842 includes the following example of a lessee’s accounting for a modified lease that partially 
terminates a lease. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 18 — Modification That Decreases the Scope of a Lease 

842-10-55-177 
Lessee enters into a 10-year lease for 10,000 square feet of office space. The annual lease payment is 
initially $100,000, paid in arrears, and increases 5 percent each year during the lease term. Lessee’s 
incremental borrowing rate at lease commencement is 6 percent. Lessee does not provide a residual 
value guarantee. The lease does not transfer ownership of the office space to Lessee or grant Lessee 
an option to purchase the space. The lease is an operating lease for all of the following reasons: 

a.  The lease term is 10 years, while the office building has a remaining economic life of 40 years. 

b.  The fair value of the office space is estimated to be significantly in excess of the present value of 
the lease payments. 

c.  The office space is expected to have an alternative use to Lessor at the end of the lease term. 
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842-10-55-178 
At the beginning of Year 6, Lessee and Lessor agree to modify the original lease for the remaining 5 years 
to reduce the lease to only 5,000 square feet of the original space and to reduce the annual lease payment 
to $68,000. That amount will increase 5 percent each year thereafter of the remaining lease term. 

842-10-55-179 
The classification of the lease does not change as a result of the modification. It is clear based on the 
terms of the modified lease that it is not a finance lease because the modification reduces both the 
lease term and the lease payments. Lessee remeasures the lease liability for the modified lease at the 
effective date of the modification on the basis of all of the following: 

a. A remaining lease term of 5 years 

b. Lease payments of $68,000 in the year of modification (Year 6), increasing by 5 percent each 
year thereafter 

c. Lessee’s incremental borrowing rate at the effective date of the modification of 7 percent. 

842-10-55-180 
The remeasured lease liability equals $306,098. 

Case A — Remeasuring the Right-of-Use Asset Based on Change in Lease Liability 

842-10-55-181 
The difference between the premodification liability and the modified lease liability is $284,669 
($590,767 — $306,098). That difference is 48.2 percent ($284,669 ÷ $590,767) of the 
premodification lease liability. The decrease in the lease liability reflects the early termination of the 
right to use 5,000 square feet of space (50 percent of the original leased space), the change in the 
lease payments, and the change in the discount rate. 

842-10-55-182 
Lessee decreases the carrying amount of the right-of-use asset to reflect the partial termination of the 
lease based on the adjustment to the carrying amount of the lease liability, with any difference 
recognized in profit or loss. The premodification right-of-use asset is $514,436. Therefore, at the 
effective date of the modification, Lessee reduces the carrying amount of the right-of-use asset by 
$247,888 (48.2% × $514,436). Lessee recognizes the difference between the adjustment to the lease 
liability and the adjustment to the right-of-use asset ($284,669 — $247,888 = $36,781) as a gain. 

Case B — Remeasuring the Right-of-Use Asset Based on the Remaining Right of Use 

842-10-55-183 
Lessee determines the proportionate decrease in the carrying amount of the right-of-use asset based 
on the remaining right-of-use asset (that is, 5,000 square feet corresponding to 50 percent of the 
original right-of-use asset). 

842-10-55-184 
Fifty percent of the premodification right-of-use asset is $257,218 (50% x $514,436). Fifty percent of the 
premodification lease liability is $295,384 (50% x $590,767). Consequently, Lessee decreases the carrying 
amount of the right-of-use asset by $257,218 and the carrying amount of the lease liability by $295,384. 
At the effective date of the modification, Lessee recognizes the difference between the decrease in the 
lease liability and the decrease in the right-of-use asset of $38,166 ($295,384 − $257,218) as a gain. 

842-10-55-185 
Lessee recognizes the difference between the remaining lease liability of $295,384 and the modified 
lease liability of $306,098 (which equals $10,714) as an adjustment to the right-of-use asset 
reflecting the change in the consideration paid for the lease and the revised discount rate. 
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4.6.5.5  Modification only changes lease payments 

ASC 842 includes the following example of a lessee’s accounting for a modified lease that only changes 
the lease payments. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 19 — Modification That Changes the Lease Payments Only 

842-10-55-186 
Lessee enters into a 10-year lease for 10,000 square feet of office space. The lease payments are 
$95,000 in Year 1, paid in arrears, and increase by $1,000 every year thereafter. The original 
discount rate for the lease is 6 percent. The lease is an operating lease. At the beginning of Year 6, 
Lessee and Lessor agree to modify the original lease for the remaining 5 years to reduce the lease 
payments by $7,000 each year (that is, the lease payments will be $93,000 in Year 6 and will continue 
to increase by $1,000 every year thereafter). The modification only changes the lease payments and, 
therefore, cannot be accounted for as a separate contract. The classification of the lease does not 
change as a result of the modification. 

842-10-55-187 
Lessee remeasures the lease liability for the modified lease on the basis of all of the following: 

a. Remaining lease term of 5 years 

b. Payments of $93,000 in Year 6, increasing by $1,000 each year for the remainder of the lease term 

c. Lessee’s incremental borrowing rate at the effective date of the modification of 7 percent. 

842-10-55-188 
The remeasured lease liability equals $388,965. Lessee recognizes the difference between the 
carrying amount of the modified lease liability and the lease liability immediately before the effective 
date of the modification of $40,206 ($429,171 premodification lease liability — $388,965 modified 
lease liability) as a corresponding reduction to the right-of-use asset. Therefore, the adjusted right-of-
use asset equals $376,465 as of the effective date of the modification. Lessee calculates its remaining 
lease cost as $462,500 (the sum of the total lease payments, as adjusted for the effects of the lease 
modification, of $960,000 reduced by the total lease cost recognized in prior periods of $497,500), 
which it will recognize on a straight-line basis over the remaining lease term. 

842-10-55-189 
During Year 6, Lessee recognizes lease cost of $92,500 ($462,500 remaining lease cost ÷ 5 years). As 
of the end of Year 6, Lessee’s lease liability equals $323,193 (present value of the remaining lease 
payments, discounted at 7 percent), and its right-of-use asset equals $311,193 (the balance of the lease 
liability — the remaining accrued rent balance of $12,000). Lessee recognizes additional lease cost of 
$92,500 each year of the remaining lease term and measures its lease liability and right-of-use asset in 
the same manner as at the end of Year 6 each remaining year of the lease term. The following are the 
balances of the lease liability and the right-of-use asset at the end of Years 7 through 10 of the lease. 

 Lease  
Liability 

 Right-of-Use  
Asset 

Year 7  $ 251,816   $ 241,316 

Year 8  $ 174,443   $ 166,443 

Year 9  $ 90,654   $ 86,154 

Year 10  $  —   $  — 
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4.7  Lease incentives 
Excerpt from Accounting Standards Codification 
Leases — Overall 

842-10-55-30 

Lease incentives include both of the following: 

a. Payments made to or on behalf of the lessee 

b. Losses incurred by the lessor as a result of assuming a lessee’s preexisting lease with a third 
party. In that circumstance, the lessor and the lessee should independently estimate any loss 
attributable to that assumption. For example, the lessee’s estimate of the lease incentive could be 
based on a comparison of the new lease with the market rental rate available for similar 
underlying assets or the market rental rate from the same lessor without the lease assumption. 
The lessor should estimate any loss on the basis of the total remaining costs reduced by the 
expected benefits from the sublease of use of the assumed underlying asset. 

A lease agreement might include incentives for the lessee to sign the lease, such as an up-front cash 
payment to the lessee, payment of costs for the lessee (such as moving expenses) or the assumption by 
the lessor of the lessee’s preexisting lease with a third party. 

Payments made to or on behalf of the lessee represent incentives that the lessee should consider 
reductions of the right-of-use asset and rental expense over the term of the lease (refer to section 4.2.3, 
Expense recognition, for further discussion of recognition of operating leases and section 4.3.3, Expense 
recognition, for principles relevant to finance leases). Similarly, losses incurred by the lessor as a result of 
assuming a lessee’s preexisting lease with a third party should be considered an incentive by the lessee. 
Incentives should be recognized on a straight-line basis over the term of the lease. The lessee should 
independently estimate any loss attributable to the assumption of a preexisting lease with a third party. 
For example, the lessee’s estimate of the incentive could be based on a comparison of the lease with the 
market rental rate available for similar lease property or the market rental rate from the same lessor 
without the lease assumption. 

4.7.1 Which party owns the improvements 
In many instances, judgment will be required to determine whether the lessee is constructing leasehold 
improvements or leasing built-out space. For example, if a retailer leases general purpose retail space 
and has its own contractor build specific improvements to make the store look like the others it operates 
around the country, any amounts the lessor provides to pay a portion of the cost will generally be viewed 
as an incentive. In contrast, a lessee that contracts with a lessor to lease fully built-out space (e.g., a floor 
in an office building with interior walls and lighting) may be leasing fully built space. Examples of factors 
that would be considered in making this determination include: 

• What happens to the improvements at the end of the lease term (i.e., whether they are removed or 
preserved for the landlord) 

• Whether the improvements are unique (e.g., they include the décor and logo of a national retail chain 
rather than general purpose improvements) 

• Which party is supervising construction and bears the risk of cost overruns 

• Which party bears all costs of the improvements 

• Which party owns the improvements 
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We note that it would be inconsistent with the unit of accounting concept for a lessee to recognize a 
partial asset in its financial statements (e.g., lessor funds 60% of an asset and the lessee recognizes 40% 
as an asset in the lessee’s financial statements). We also note that, while the above-listed factors may be 
helpful, lessees will need to apply their accounting policies on a consistent basis. 

In addition, determinations about whether there is lease incentive or whether the lease is for fully built-
out space should be consistent with the determination of the commencement date of the lease (refer to 
section 2.2, Commencement date of the lease). 

4.7.2 Lessee involvement in asset construction (‘build-to-suit’ lease transactions) 
Build-to-suit lease transactions involve various forms of lessee involvement in the construction of an asset 
for the lessee’s own use. The guidance in ASC 842 focuses on whether the lessee controls the asset being 
constructed rather than whether the lessee takes on risks during the construction period. Under ASC 842, 
if the lessee controls the asset during construction, the asset is capitalized as construction-in-progress and is 
subject to the sale and leaseback guidance at the end of construction.  

Refer to section 7.7.2, Determining whether the lessee controls the underlying asset being constructed, 
and section 7.2, Determining whether the transfer of an asset is a sale, on the accounting for sale and 
leaseback transactions. 

4.7.3 Amortization of leasehold improvements 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Subsequent Measurement 

842-20-35-12 
Leasehold improvements shall be amortized over the shorter of the useful life of those leasehold 
improvements and the remaining lease term, unless the lease transfers ownership of the underlying 
asset to the lessee or the lessee is reasonably certain to exercise an option to purchase the underlying 
asset, in which case the lessee shall amortize the leasehold improvements to the end of their useful life. 

ASC 842 requires lessees to amortize leasehold improvements over the shorter of the following: 

• The useful life of those leasehold improvements 

• The remaining lease term 

However, if the lease transfers ownership of the underlying asset to the lessee or the lessee is reasonably 
certain to exercise an option to purchase the underlying asset, leasehold improvements are amortized 
over their useful life.  

The accounting for the amortization of leasehold improvements should be consistent with the lease term. 

4.7.3.1  Leasehold improvements placed in service subsequent to lease commencement 

As discussed in ASC 842-10-35-1 (refer to section 2.3.6, Reassessment of the lease term and purchase 
options), a lessee is required to monitor events that could trigger a change in the lease term. One example 
would be a lessee’s construction of significant leasehold improvements (e.g., in the eighth year of a 10-
year lease) that are expected to have significant economic value for the lessee when a renewal option 
becomes exercisable. Regardless of when constructed, leasehold improvements should be amortized over 
the lesser of the remaining useful life of the asset(s) or the remaining lease term after reassessment in 
accordance with ASC 842-10-35-1. However, if the lease transfers ownership of the underlying asset to 
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the lessee, or the lessee is reasonably certain to exercise an option to purchase the underlying asset, the 
lessee should amortize the leasehold improvements to the end of their useful life. This treatment is 
consistent with the guidance for leasehold improvements acquired in a business combination (refer to 
section 8.2.1, Acquiree in a business combination is a lessee in a finance or operating lease).  

For example, Retailer A enters into a 10-year lease with a five-year renewal option. At the commencement 
date of the lease, Retailer A determined that the lease term was 10 years (i.e., it determined that it was 
not reasonably certain to exercise the five-year renewal option). Leasehold improvements placed in 
service at or near the commencement date of the lease are amortized over the shorter of their useful life 
or 10 years. In year eight, the retailer remodels the store and adds extensive leasehold improvements. 
Retailer A reassesses the lease term and determines that it is now reasonably certain that it will exercise 
the five-year renewal option, and the remaining lease term is now seven years. Retailer A would amortize 
the leasehold improvements added in year eight over the shorter of their useful life or seven years. After 
reassessing the lease term, we believe the lessee would also reassess the amortization period for those 
leasehold improvements placed into service (or contemplated) at or near commencement of the lease, 
which in the example above was the original 10-year term. 

Judgment is required to analyze these situations, including the nature of the expenditures, to determine 
whether reassessment of the lease term is required as well as the appropriate amortization period. Refer 
to section 4.5, Remeasurement of lease liabilities and right-of-use assets, for further discussion of a 
lessee’s accounting for a lease when it reassesses the lease term. 

4.7.3.2  Leasehold improvements acquired in business combinations 

Excerpt from Accounting Standards Codification 
Leases — Lessee 

Subsequent Measurement 

842-20-35-13  

Leasehold improvements acquired in a business combination or an acquisition by a not-for-profit 
entity shall be amortized over the shorter of the useful life of the assets and the remaining lease term 
at the date of acquisition. 

Subsequent Measurement  

805-20-35-6  

Leasehold improvements acquired in a business combination shall be amortized over the shorter of the 
useful life of the assets and the remaining lease term at the date of acquisition. However, if the lease 
transfers ownership of the underlying asset to the lessee, or the lessee is reasonably certain to 
exercise an option to purchase the underlying asset, the lessee shall amortize the leasehold 
improvements to the end of their useful life. 

A leasehold improvement acquired in a business combination is similar to a leasehold improvement 
placed in service after the commencement date of a lease (as described in section 4.7.3.1, Leasehold 
improvements placed in service subsequent to lease commencement) and, as such, the asset should be 
amortized over the shorter of the useful life or the lease term (determined at the date the business 
combination is recorded) that includes renewals that are reasonably certain to be exercised. However, if 
the lease transfers ownership of the underlying asset to the lessee, or the lessee is reasonably certain to 
exercise an option to purchase the underlying asset, the lessee will amortize the leasehold improvements 
to the end of their useful life. 
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4.7.3.2.1  Asset acquisitions 

We have seen numerous instances in which an entity has a land lease (as a lessee) and purchases 
leasehold improvements in an asset acquisition rather than a business combination. In such a 
transaction, we believe it is appropriate for the lessee to treat the land lease as a new lease and the asset 
acquired as a leasehold improvement placed in service at or near lease commencement (the accounting 
described in section 4.7.3.1, Leasehold improvements placed into service subsequent to lease 
commencement). Also, refer to chapter 8, Business combinations, for additional discussion. 

4.7.3.2.2  Fresh start accounting 

In general, the accounting for leasehold improvements that have been revalued in fresh start accounting 
should follow the guidance for business combinations noted in section 4.7.3.2, Leasehold improvements 
acquired in business combinations. 

4.7.3.4  Salvage values 

The amortization of leasehold improvements should take into account any net salvage value that would 
accrue to the lessee. 

4.8  Other lessee matters 

4.8.1  Lease termination 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Derecognition 

842-20-40-1 
A termination of a lease before the expiration of the lease term shall be accounted for by the lessee 
by removing the right-of-use asset and the lease liability, with profit or loss recognized for the 
difference. 

A termination of a lease (operating or finance) before the expiration of the lease term is accounted for by 
derecognizing the lease-related asset and liability. Any consideration paid or received upon termination 
that was not already included in the lease payments (e.g., a termination penalty that was not included in 
lease payments based on the lease term) is included in the gain or loss on termination of the lease.  

If there is an ongoing arrangement between the lessee and the lessor that will arise in conjunction with 
the termination of a lease (e.g., a lease is reevaluated based on a change in the contractual terms and is 
determined to be a service contract), we believe the lessee would consider the net asset or liability 
associated with the lease in the measurement of the remaining arrangement. 

ASC 405-20-40-1 provides guidance for determining when a liability (including a lease liability) has been 
extinguished and therefore can be removed from the obligor’s (lessee’s) balance sheet. A lease liability is 
considered extinguished (and a gain or loss is recognized) if either of the following two conditions is met: 

• The lessee pays the lessor and is relieved of its obligation for the liability. Paying the lessor includes 
delivery of cash or other consideration. 

• The lessee is legally released from being the primary obligor under the liability, either by a judicial 
body or by the lessor. 
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Some sale and assumption agreements may have other components that need to be accounted for. For 
example, a lessor might release a lessee as primary obligor on the condition that a third party assumes 
the obligation and that the original lessee becomes secondarily liable. While the release extinguishes the 
original lessee’s liability as the primary obligor, the lessee becomes a guarantor, regardless of whether 
consideration was paid for the guarantee. As a guarantor, the original lessee will recognize a guarantee 
obligation at fair value (under ASC 460, Guarantees) in the same manner as a guarantor that had never 
been primarily liable to that lessor. Refer to chapter 6, Subleases, for further discussion of accounting 
for subleases. 

Under ASC 460, recognition of the guarantee would take into consideration the likelihood that the new 
primary obligor will fulfill its obligation. For example, if the new primary obligor had little substance and, 
therefore, would be unable to honor its obligation, the guarantor of that obligation would have to 
recognize a fair value liability that would likely not differ significantly from the obligation that would be 
recorded if it were still the primary obligor because of the inability of the new primary obligor to fulfill its 
obligation. Additionally, the guarantee obligation, initially measured at fair value, reduces the gain or 
increases the loss recognized from the extinguishment. 

Under the financial components approach (ASC 405-20-55-3 through 55-4), an “in-substance 
defeasance” transaction (for example, when the leased assets and the related obligations are transferred 
to a trust) does not meet the derecognition criteria for either the asset or the liability because the 
transaction lacks the following critical characteristics: 

• The lessee is not released from the obligation by putting assets in a trust. For example, if the assets 
in a trust prove insufficient because a default by the lessee accelerates its obligation, the lessee is 
obligated to make the lessor whole. 

• The lessor is not limited to the cash flows from the assets in trust. 

• The lessor does not have the ability to dispose of the assets at will or to terminate the trust. 

• If the assets in the trust exceed what is necessary to meet scheduled principal and interest 
payments, the lessee can remove the excess. 

• Neither the lessor nor any of its representatives is a contractual party to establishing the defeasance 
trust, as holders of interests in a qualifying special-purpose entity or their representatives would be. 

The lessee does not surrender control of the benefits of the assets because those assets are still being 
used for the lessee’s benefit to extinguish its debt. Because no asset can be an asset of more than one 
entity, those benefits must still be the lessee’s assets. 

4.8.2 Purchase of a leased asset during the lease term 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Derecognition 

842-20-40-2 
The termination of a lease that results from the purchase of an underlying asset by the lessee is not 
the type of termination of a lease contemplated by paragraph 842-20-40-1 but, rather, is an integral 
part of the purchase of the underlying asset. If the lessee purchases the underlying asset, any 
difference between the purchase price and the carrying amount of the lease liability immediately 
before the purchase shall be recorded by the lessee as an adjustment of the carrying amount of the 
asset. However, this paragraph does not apply to underlying assets acquired in a business 
combination, which are initially measured at fair value in accordance with paragraph 805-20-30-1. 
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A lease termination does not include the lessee purchasing the leased asset. Instead, the difference 
between the purchase price and the carrying amount of the lease liability is recorded as an adjustment to 
the carrying amount of the purchased asset. This guidance does not apply to underlying assets acquired 
in a business combination, which are initially measured at fair value. Refer to chapter 8, Business 
combinations.  

Illustration 26 — Accounting for the purchase of a leased asset during the term of a lease 

Entity X (lessee) has just completed the third year of a five-year finance lease agreement. The right-of-
use asset has a net book value of $3,000, and the lease liability is $2,000. If the lease were 
terminated at the end of year three because the lessee purchased the asset for $1,500, Entity X would 
record the following entry: 

Lease liability  $ 2,000  

Fixed assets   2,500  

Right-of-use asset   $ 3,000 

Cash    1,500 

The right-of-use asset is reclassified as an owned asset, and the carrying amount of the asset ($3,000) 
is adjusted by the difference between the carrying value of the lease liability ($2,000) and the 
consideration paid ($1,500).  

4.8.3  Leases denominated in a foreign currency 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Implementation Guidance and Illustrations 

842-20-55-10 
The right-of-use asset is a nonmonetary asset while the lease liability is a monetary liability. 
Therefore, in accordance with Subtopic 830-10 on foreign currency matters, when accounting for a 
lease that is denominated in a foreign currency, if remeasurement into the lessee’s functional 
currency is required, the lease liability is remeasured using the current exchange rate, while the right-
of-use asset is remeasured using the exchange rate as of the commencement date. 

Lessees apply ASC 830, Foreign Currency Matters, to leases denominated in a foreign currency. As they do 
for other monetary liabilities, lessees remeasure a foreign currency-denominated lease liability using the 
exchange rate at each reporting date. Any changes to the lease liability due to exchange rate changes are 
recognized in profit or loss. Because the right-of-use asset is a nonmonetary asset measured at historical 
cost, it is not affected by subsequent changes in the exchange rate. Therefore, the subsequent 
measurement of the right-of-use asset will not equal the lease liability for operating leases denominated in a 
foreign currency. 

The FASB acknowledged in the Basis for Conclusions (BC 247) that this approach could result in volatility 
in profit or loss from the recognition of foreign currency exchange gains or losses but believed it would be 
clear to users of financial statements that the gains or losses result solely from changes in exchange rates. 



4 Lessee accounting 

Financial reporting developments Lease accounting | 148 

4.8.4  Portfolio approach 
ASC 842 applies to individual leases. However, entities that have a large number of leases of similar 
assets (e.g., leases of a fleet of similar railcars) may face practical challenges in applying the leases 
model on a lease-by-lease basis. The FASB acknowledged these concerns and said in the Basis for 
Conclusions (BC 120) that an entity can use a portfolio approach when “the entity reasonably expects 
that the application of the leases model to the portfolio would not differ materially from the application of 
the leases model to the individual leases in that portfolio.” For example, applying a portfolio approach to 
four-year leases of new automobiles of the same make and model, entered into in the same month with 
the same terms and conditions, may not differ materially from applying ASC 842 to the individual leases 
in the portfolio. 

ASC 842 does not define “reasonably expects” and “materially.” The FASB also said in the Basis for 
Conclusions (BC 120) that “an entity would need to apply judgment in selecting the size and composition 
of the portfolio” and “it did not intend for an entity to quantitatively evaluate each outcome but, instead, 
that the entity should be able to take a reasonable approach to determine the portfolios that would be 
appropriate for its types of leases.” 

The FASB also said in the Basis for Conclusions (BC 121) that “the cost relief offered by applying the 
leases guidance at a portfolio level need not be limited to simply grouping contracts together.” The 
portfolio approach could also be applied to other aspects of the leases guidance for which lessees need to 
make judgments and estimates, such as determining the discount rate and determining and reassessing 
the lease term. 

ASC 842 provides the following implementation guidance for applying the portfolio approach to establish 
the discount rate for the lease. 

Excerpt from Accounting Standards Codification 
Leases — Lessee 

Implementation Guidance and Illustrations 

Example 2 — Portfolio Approach to Establishing the Discount Rate for the Lease 

842-20-55-18 
Lessee, a public entity, is the parent of several consolidated subsidiaries. During the current period, 2 
subsidiaries entered into a total of 400 individual leases of large computer servers, each with terms 
ranging between 4 and 5 years and annual payments ranging between $60,000 and $100,000, 
depending on the hardware capacity of the servers. In aggregate, total lease payments for these 
leases amount to $30 million. 

842-20-55-19 
The individual lease contracts do not provide information about the rate implicit in the lease. Lessee is 
BBB credit rated and actively raises debt in the corporate bond market. Both subsidiaries are unrated 
and do not actively engage in treasury operations in their respective markets. On the basis of its credit 
rating and the collateral represented by the leased servers, Lessee’s incremental borrowing rate on 
$60,000 through $100,000 (the range of lease payments on each of the 400 leases) would be 
approximately 4 percent. Lessee notes that 5-year zero-coupon U.S. Treasury instruments are 
currently yielding 1.7 percent (a risk-free rate). Because Lessee conducts its treasury operations 
centrally (that is, at the consolidated group level), it is reasonably assumed that consideration of the 
group credit standing factored into how each lease was priced. 
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842-20-55-20 
Lessee may determine the discount rate for the lease for the 400 individual leases entered into on 
different dates throughout the current period by using a portfolio approach. That is, Lessee can apply 
a single discount rate to the portfolio of new leases. This is because during the period, the new leases 
are all of similar terms (four to five years), and Lessee’s credit rating and the interest rate 
environment are stable. Because the pricing of the lease is influenced by the credit standing and 
profile of Lessee rather than the subsidiaries (that is, because Lessee conducts treasury operations for 
the consolidated group), Lessee concludes that its incremental borrowing rate of 4 percent is an 
appropriate discount rate for each of the 400 leases entered into by Lessee’s 2 subsidiaries during the 
period. Because Lessee is a public entity, it is not permitted to use a risk-free discount rate.  

4.8.5  Income tax accounting 
ASC 842 also affects lessees’ accounting for income taxes. For lessees, ASC 842 requires recognition of 
additional lease-related assets and liabilities that will likely result in additional book-tax basis differences 
such as the following: 

• Recognition and measurement of deferred tax assets and liabilities associated with book-tax basis 
differences 

• Assessment of the recoverability of deferred tax assets (i.e., the need for and measurement of a 
valuation allowance) 

Refer to our Financial reporting developments publication, Income taxes. 

4.8.6  Rent capitalization 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-19 
In some lease arrangements, the lessor may make the underlying asset available for use by the lessee 
(for example, the lessee may take possession of or be given control over the use of the underlying 
asset) before it begins operations or makes lease payments under the terms of the lease. During this 
period, the lessee has the right to use the underlying asset and does so for the purpose of constructing 
a lessee asset (for example, leasehold improvements).  

842-10-55-20  
The contract may require the lessee to make lease payments only after construction is completed and 
the lessee begins operations. Alternatively, some contracts require the lessee to make lease payments 
when it takes possession of or is given control over the use of the underlying asset. The timing of when 
lease payments begin under the contract does not affect the commencement date of the lease.  

842-10-55-21  
Lease costs (or income) associated with building and ground leases incurred (earned) during and after a 
construction period are for the right to use the underlying asset during and after construction of a lessee 
asset. There is no distinction between the right to use an underlying asset during a construction period 
and the right to use that asset after the construction period. Therefore, lease costs (or income) associated 
with ground or building leases that are incurred (earned) during a construction period should be 
recognized by the lessee (or lessor) in accordance with the guidance in Subtopics 842-20 and 842-30, 
respectively. That guidance does not address whether a lessee that accounts for the sale or rental of real 
estate projects under Topic 970 should capitalize rental costs associated with ground and building leases. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1150_IncomeTaxes_5January2017/$FILE/FinancialReportingDevelopments_BB1150_IncomeTaxes_5January2017.pdf
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An end user lessee is prohibited from capitalizing rent under an operating lease as part of the cost of a 
constructed asset. Rental costs incurred during and after a construction period are for the right to direct 
the use of an underlying asset during and after construction of a lessee asset. There is no distinction 
between the right to use a leased asset during the construction period and the right to use that asset after 
the construction period. Therefore, lease costs associated with ground or building operating leases that are 
incurred during a construction period are recognized in accordance with ASC 842’s guidance for lessee 
accounting for operating leases (refer to section 4.2, Operating leases). Interest related to a finance lease 
should be included in the interest cost used to determine capitalized interest in accordance with ASC 835-20. 

The guidance in ASC 842-10-55-21 does not address whether a lessee of real estate under development 
within the scope of ASC 970-360 should capitalize rental costs associated with ground and building 
operating leases during development. See our Financial reporting developments publication, Real estate 
project costs, for further discussion on accounting for such costs. 

It should be noted that it is not appropriate to defer occupancy costs as a component of start-up 
activities (ASC 720-15). 

4.8.7  Lessee accounting for maintenance deposits 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Implementation Guidance and Illustrations 

842-20-55-4  
Under certain leases (for example, certain equipment leases), a lessee is legally or contractually 
responsible for repair and maintenance of the underlying asset throughout the lease term. 
Additionally, certain lease agreements include provisions requiring the lessee to make deposits to the 
lessor to financially protect the lessor in the event the lessee does not properly maintain the underlying 
asset. Lease agreements often refer to these deposits as maintenance reserves or supplemental rent. 
However, the lessor is required to reimburse the deposits to the lessee on the completion of maintenance 
activities that the lessee is contractually required to perform under the lease agreement.  

842-20-55-5  
Under a typical arrangement, maintenance deposits are calculated on the basis of a performance 
measure, such as hours of use of the underlying asset, and are contractually required under the terms 
of the lease agreement to be used to reimburse the lessee for required maintenance of the underlying 
asset on the completion of that maintenance. The lessor is contractually required to reimburse the 
lessee for the maintenance costs paid by the lessee, to the extent of the amounts on deposit.  

842-20-55-6  
In some cases, the total cost of cumulative maintenance events over the term of the lease is less than 
the cumulative deposits, which results in excess amounts on deposit at the expiration of the lease. In 
those cases, some lease agreements provide that the lessor is entitled to retain such excess amounts, 
whereas other agreements specifically provide that, at the expiration of the lease agreement, such 
excess amounts are returned to the lessee (refundable maintenance deposit).  

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1883_RealEstateProjectCosts_7November2016/$FILE/FinancialReportingDevelopments_BB1883_RealEstateProjectCosts_7November2016.pdf
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1883_RealEstateProjectCosts_7November2016/$FILE/FinancialReportingDevelopments_BB1883_RealEstateProjectCosts_7November2016.pdf
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842-20-55-7 
The guidance in paragraphs 842-20-55-8 through 55-9 does not apply to payments to a lessor that 
are not substantively and contractually related to maintenance of the leased asset. If at the 
commencement date a lessee determines that it is less than probable that the total amount of 
payments will be returned to the lessee as a reimbursement for maintenance activities, the lessee 
should consider that when determining the portion of each payment that is not addressed by the 
guidance in paragraphs 842-20-55-8 through 55-9.  

842-20-55-8  
Maintenance deposits paid by a lessee under an arrangement accounted for as a lease that are 
refunded only if the lessee performs specified maintenance activities should be accounted for as a 
deposit asset.  

842-20-55-9  
A lessee should evaluate whether it is probable that an amount on deposit recognized under paragraph 
842-20-55-8 will be returned to reimburse the costs of the maintenance activities incurred by the 
lessee. When an amount on deposit is less than probable of being returned, it should be recognized in 
the same manner as variable lease expense. When the underlying maintenance is performed, the 
maintenance costs should be expensed or capitalized in accordance with the lessee’s maintenance 
accounting policy. 

Under certain lease arrangements, a lessee may be contractually or legally responsible for repair and 
maintenance of the leased asset during the term of the lease arrangement. In addition, the lease 
arrangement may require the lessee to make deposits (also commonly referred to as maintenance reserves 
or supplemental rent) with the lessor to protect the lessor if the lessee does not properly maintain the 
leased asset (i.e., the lessor would use the funds to restore the leased asset to proper working order). 

Under a typical lease arrangement, the lessor is contractually required to reimburse the lessee a portion of 
the deposit as qualifying maintenance activities are performed and paid for by the lessee. If the deposits 
paid to the lessor exceed costs incurred for maintenance activities, the lease arrangement may allow the 
lessor to retain the excess amounts when the lease expires or may require the lessor to refund such excess 
amounts to the lessee. While refundable maintenance deposits are accounted for by lessees as a deposit, 
some had questioned the accounting for lessee maintenance deposits that are not automatically refundable 
in all instances, including those that are not refunded if the lessee does not perform the maintenance 
activities specified by the lease arrangement.  

Maintenance deposits paid by the lessee under an arrangement accounted for as a lease that are 
refunded only if the lessee performs specified maintenance activities should be considered deposit assets 
by the lessee if it is probable that the deposits will be refunded. The cost of maintenance activities should 
be expensed or capitalized by the lessee, as appropriate, when the underlying maintenance is performed. 
If a lessee determines that it isn’t probable that its maintenance deposit will be refunded, it will recognize 
the deposit is recognized as variable rent expense. If it is probable at inception of the lease that a portion 
of the deposits will not be refunded, the lessee should recognize as an expense a pro rata portion of the 
deposits as they are paid as variable lease payments (refer to section 2.9.1, Lessee accounting for 
variable lease payments). 

Some lease agreements call for maintenance deposits and refunds to be made throughout the term of 
the lease. For instance, an airplane lease may require the lessee to make a deposit with the lessor based 
on usage of the airplane (e.g., pay a defined amount for every hour or cycle flown) and the lessor to 
refund those deposits upon the performance of required maintenance activities. In such leases, deposits 
can be made and refunded multiple times over the lease. The following illustration depicts the accounting 
treatment for multiple cycle maintenance deposits. 
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Illustration 27 — Deposits in leases with multiple maintenance cycles 

Airline A leases an airplane from Lessor B for 10 years and agrees to provide Lessor B with 
maintenance deposits of $50 for every flight hour flown. Airline A is responsible for maintaining the 
airplane, and Lessor B must reimburse Airline A for engine overhaul maintenance costs incurred up to 
the amounts on deposit when the engine overhaul maintenance occurs. Any excess amounts on 
deposit are retained by Lessor B. 

Assume that the airplane being leased requires engine overhaul maintenance after every 20,000 flight 
hours, and the expected cost of the engine overall maintenance exceeds the amounts to be placed on 
deposit (i.e., expected cost of engine overhaul is greater than $1,000,000 = $50/hour x 20,000 
hours). Airline A expects to fly the leased airplane between 4,000 and 5,000 hours each year. 

In the early periods of the lease, deposits made by Airline A are probable of being returned because 
Airline A expects to incur reimbursable maintenance costs by performing engine overhaul maintenance. 
As such, maintenance deposits made should be accounted for as deposit assets. 

Toward the end of the lease, Airline A may be required to make maintenance deposits that are not 
probable of being returned if Airline A does not expect to perform another engine overall. For 
instance, assume that Airline A flies the airplane for a total of 40,000 hours over the first nine years of 
the lease, performs the second engine overhaul at the end of the ninth year and receives 
reimbursement from Lessor B for the funds on deposit. Airline A would still be required to make 
payments of $50 for every flight hour flown in the 10th year of the lease. However, because Airline A 
will not perform another engine overhaul, those payments will not be returned (i.e., not probable of 
being returned). As such, the maintenance deposit payments made by Airline A after the second 
engine overhaul would not be considered deposit assets (as they are less than probable of being 
returned to Airline A) and should be accounted for as variable lease payments. 

To determine whether it is probable that the deposit will be refunded, entities should use the second 
definition of probable in the Master Glossary, which states: “the future events are likely to occur.” This is 
the same threshold of probability that is used in ASC 450, Contingencies, with respect to the recognition 
of liabilities. 

4.9 Presentation 
Excerpt from Accounting Standards Codification 
Leases — Lessee 

Other Presentation Matters 

Statement of Financial Position 

842-20-45-1 
A lessee shall either present in the statement of financial position or disclose in the notes all of the 
following: 

a. Finance lease right-of-use assets and operating lease right-of-use assets separately from each 
other and from other assets 

b. Finance lease liabilities and operating lease liabilities separately from each other and from other 
liabilities. 

Right-of-use assets and lease liabilities shall be subject to the same considerations as other 
nonfinancial assets and financial liabilities in classifying them as current and noncurrent in classified 
statements of financial position. 
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842-20-45-2 
If a lessee does not present finance lease and operating lease right-of- use assets and lease liabilities 
separately in the statement of financial position, the lessee shall disclose which line items in the 
statement of financial position include those right-of-use assets and lease liabilities. 

842-20-45-3 
In the statement of financial position, a lessee is prohibited from presenting both of the following: 

a. Finance lease right-of-use assets in the same line item as operating lease right-of-use assets 

b. Finance lease liabilities in the same line item as operating lease liabilities. 

Statement of Comprehensive Income 

842-20-45-4 
In the statement of comprehensive income, a lessee shall present both of the following: 

a. For finance leases, the interest expense on the lease liability and amortization of the right-of-use 
asset are not required to be presented as separate line items and shall be presented in a manner 
consistent with how the entity presents other interest expense and depreciation or amortization 
of similar assets, respectively 

b. For operating leases, lease expense shall be included in the lessee’s income from continuing 
operations. 

Statement of Cash Flows 

842-20-45-5 
In the statement of cash flows, a lessee shall classify all of the following: 

a. Repayments of the principal portion of the lease liability arising from finance leases within 
financing activities 

b. Interest on the lease liability arising from finance leases in accordance with the requirements 
relating to interest paid in Topic 230 on cash flows 

c. Payments arising from operating leases within operating activities, except to the extent that those 
payments represent costs to bring another asset to the condition and location necessary for its 
intended use, which should be classified within investing activities 

d. Variable lease payments and short-term lease payments not included in the lease liability within 
operating activities. 

Right-of-use assets and lease liabilities are subject to the same considerations as other nonfinancial 
assets and financial liabilities in classifying them as current and noncurrent in classified statements of 
financial position. 

The following table summarizes how lease-related amounts and activities are presented in lessees’ 
financial statements. 
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Financial statement Lessee presentation  

Balance sheet • Finance leases: 
A lessee presents either in the statement of financial position or discloses in the 
notes all of the following: 

• Right-of-use assets presented either: 

• Separately from other assets (e.g., owned assets) and separately from 
operating lease right-of-use assets 

• Together with other assets and separate from operating lease right-of-use 
assets, with disclosures of the balance sheet line items that include finance 
lease right-of-use assets and their amounts 

• Lease liabilities presented either: 

• Separately from other liabilities and separately from operating lease liabilities 

• Together with other liabilities and separate from operating lease liabilities, 
with disclosure of the balance sheet line items that include finance lease 
liabilities and their amounts 

• Operating leases: 
A lessee presents either in the statement of financial position or discloses in the 
notes all of the following: 

• Right-of-use assets presented either: 

• Separately from other assets (e.g., owned assets) and separately from 
finance lease right-of-use assets 

• Together with other assets and separate from finance lease right-of-use 
assets, with disclosures of the balance sheet line items that include operating 
lease right-of-use assets and their amounts 

• Lease liabilities presented either: 

• Separately from other liabilities and separately from finance lease liabilities 

• Together with other liabilities and separate from finance lease liabilities, with 
disclosure of the balance sheet line items that include operating lease liabilities 
and their amounts 

Income statement  • Finance leases: Lease-related amortization and lease-related interest expense are 
not required to be presented as separate line items and should be presented in a 
manner consistent with how the entity presents depreciation and amortization of 
similar assets and other interest expense. However, lease-related amortization 
and lease-related interest expense cannot be combined in the same line item. 

• Operating leases: Lease expense is included in income from continuing operations. 

Statement of cash flows • Finance leases: Cash payments for the principal portion of the lease liability are 
presented within financing activities, and cash payments for the interest portion 
are presented in accordance with ASC 230, Statement of Cash Flows. 

• Operating leases: Cash payments for lease payments are presented within 
operating activities, except for payments that represent costs to bring another 
asset to the condition and location necessary for its intended use, which are 
presented within investing activities. 

• Both types of leases: 

• Lease payments for short-term leases not recognized on the balance sheet and 
variable lease payments (not included in the lease liability) are presented within 
operating activities. 

• Noncash activity (e.g., the initial recognition of the lease at commencement) is 
disclosed as a supplemental noncash item. 
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4.10  Disclosure 
The objective of lessee disclosures is to enable financial statement users to assess the amount, timing 
and uncertainty of cash flows arising from leases. ASC 842 requires a lessee to disclose quantitative and 
qualitative information about its leases, the significant judgments and assumptions made in applying 
ASC 842 and the amounts recognized in the financial statements related to those leases. ASC 842 does not 
require a specific format for lessees’ quantitative disclosures but includes an example in a tabular format. 

Lessees may need to exercise judgment to determine the appropriate level at which to aggregate or 
disaggregate disclosures so that meaningful information is not obscured by insignificant details or by 
groupings of items with different characteristics. The disclosure requirements apply to all entities. 

ASC 842 includes the following disclosure requirements for lessees. 

Excerpt from Accounting Standards Codification 
Leases — Lessee 

Disclosure 

842-20-50-1 
The objective of the disclosure requirements is to enable users of financial statements to assess the 
amount, timing, and uncertainty of cash flows arising from leases. To achieve that objective, a lessee 
shall disclose qualitative and quantitative information about all of the following: 

a.  Its leases (as described in paragraphs 842-20-50-3(a) through (b) and 842-20-50-7 through 50-8) 

b.  The significant judgments made in applying the requirements in this Topic to those leases (as 
described in paragraph 842-20-50-3(c)) 

c.  The amounts recognized in the financial statements relating to those leases (as described in 
paragraphs 842-20-50-4 and 842-20-50-6). 

842-20-50-2 
A lessee shall consider the level of detail necessary to satisfy the disclosure objective and how much 
emphasis to place on each of the various requirements. A lessee shall aggregate or disaggregate 
disclosures so that useful information is not obscured by including a large amount of insignificant 
detail or by aggregating items that have different characteristics. 

842-20-50-3 
A lessee shall disclose all of the following: 

a. Information about the nature of its leases, including: 

1. A general description of those leases. 

2. The basis and terms and conditions on which variable lease payments are determined. 

3. The existence and terms and conditions of options to extend or terminate the lease. A lessee 
should provide narrative disclosure about the options that are recognized as part of its right-
of-use assets and lease liabilities and those that are not. 

4. The existence and terms and conditions of residual value guarantees provided by the lessee. 

5. The restrictions or covenants imposed by leases, for example, those relating to dividends or 
incurring additional financial obligations. 
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A lessee should identify the information relating to subleases included in the disclosures provided in 
(1) through (5), as applicable. 

b. Information about leases that have not yet commenced but that create significant rights and 
obligations for the lessee, including the nature of any involvement with the construction or design 
of the underlying asset. 

c. Information about significant assumptions and judgments made in applying the requirements of 
this Topic, which may include the following: 

1. The determination of whether a contract contains a lease (as described in paragraphs 842-
10-15-2 through 15-27) 

2. The allocation of the consideration in a contract between lease and nonlease components (as 
described in paragraphs 842-10-15-28 through 15-32) 

3. The determination of the discount rate for the lease (as described in paragraphs 842-20-30-2 
through 30-4). 

842-20-50-4 
For each period presented in the financial statements, a lessee shall disclose the following amounts 
relating to a lessee’s total lease cost, which includes both amounts recognized in profit or loss during 
the period and any amounts capitalized as part of the cost of another asset in accordance with other 
Topics, and the cash flows arising from lease transactions: 

a. Finance lease cost, segregated between the amortization of the right-of-use assets and interest 
on the lease liabilities. 

b. Operating lease cost determined in accordance with paragraphs 842-20-25-6(a) and 842-20-25-7. 

c. Short-term lease cost, excluding expenses relating to leases with a lease term of one month or 
less, determined in accordance with paragraph 842-20-25-2. 

d. Variable lease cost determined in accordance with paragraphs 842-20-25-5(b) and 842-20-25-
6(b). 

e. Sublease income, disclosed on a gross basis, separate from the finance or operating lease 
expense. 

f. Net gain or loss recognized from sale and leaseback transactions in accordance with paragraph 
842-40-25-4. 

g. Amounts segregated between those for finance and operating leases for the following items: 

1. Cash paid for amounts included in the measurement of lease liabilities, segregated between 
operating and financing cash flows 

2. Supplemental noncash information on lease liabilities arising from obtaining right-of-use assets 

3. Weighted-average remaining lease term 

4. Weighted-average discount rate. 



4 Lessee accounting 

Financial reporting developments Lease accounting | 157 

842-20-55-53 
The following Example illustrates how a lessee may meet the quantitative disclosure requirements in 
paragraph 842-20-50-4. 

 Year Ending December 31, 
 20X2  20X1 
Lease cost    
Finance lease cost:  $ XXX   $ XXX 

Amortization of right-of-use assets   XXX    XXX 
Interest on lease liabilities   XXX    XXX 

Operating lease cost   XXX    XXX 
Short-term lease cost   XXX    XXX 
Variable lease cost   XXX    XXX 
Sublease income   (XXX)    (XXX) 
Total lease cost  $ XXX   $ XXX 

Other information    

(Gains) and losses on sale and leaseback transactions, net  $ (XXX)   $ XXX 
Cash paid for amounts included in the measurement of 

lease liabilities 
  XXX    XXX 

Operating cash flows from finance leases   XXX    XXX 
Operating cash flows from operating leases   XXX    XXX 
Financing cash flows from finance leases   XXX    XXX 

Right-of-use assets obtained in exchange for new finance 
lease liabilities 

  XXX    XXX 

Right-of-use assets obtained in exchange for new operating 
lease liabilities 

  XXX    XXX 

Weighted-average remaining lease term — finance leases   XX years    XX years 
Weighted-average remaining lease term — operating leases   XX years    XX years 
Weighted-average discount rate — finance leases   X.X%    X.X% 
Weighted-average discount rate — operating leases   X.X%    X.X% 

842-20-50-6 
A lessee shall disclose a maturity analysis of its finance lease liabilities and its operating lease liabilities 
separately, showing the undiscounted cash flows on an annual basis for a minimum of each of the first 
five years and a total of the amounts for the remaining years. A lessee shall disclose a reconciliation of 
the undiscounted cash flows to the finance lease liabilities and operating lease liabilities recognized in 
the statement of financial position. 

842-20-50-7 
A lessee shall disclose lease transactions between related parties in accordance with paragraphs 850-
10-50-1 through 50-6. 

842-20-50-8 
A lessee that accounts for short-term leases in accordance with paragraph 842-20-25-2 shall disclose 
that fact. If the short-term lease expense for the period does not reasonably reflect the lessee’s short-
term lease commitments, a lessee shall disclose that fact and the amount of its short-term lease 
commitments. 

842-20-50-9 
A lessee that elects the practical expedient on not separating lease components from nonlease 
components in paragraph 842-10-15-37 shall disclose its accounting policy election and which class or 
classes of underlying assets it has elected to apply the practical expedient. 
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4.11  Lessee illustrations 
 Excerpt from Accounting Standards Codification 
Leases — Lessee 

Implementation Guidance and Illustrations 

Example 3 — Initial and Subsequent Measurement by a Lessee and Accounting for a Change in the 
Lease Term 

Case A—Initial and Subsequent Measurement of the Right-of-Use Asset and the Lease Liability  

842-20-55-22  

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.  

842-20-55-23  

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.  

842-20-55-24  

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.  

842-20-55-25  

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).  

842-20-55-26  

During the first year of the lease, Lessee recognizes lease expense depending on how the lease is 
classified. Paragraphs 842-20-55-27 through 55-30 illustrate the lease expense depending on 
whether the lease is classified as a finance lease or as an operating lease.  

If the Lease Is Classified as a Finance Lease  

842-20-55-27  

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).  

842-20-55-28  

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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If the Lease Is Classified as an Operating Lease  

842-20-55-29  

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). 

842-20-55-30  

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). 

Case B—Accounting for a Change in the Lease Term  

842-20-55-31  
At the end of Year 6 of the lease, Lessee makes significant leasehold improvements. Those 
improvements are expected to have significant economic value for Lessee at the end of the original 
lease term of 10 years. The improvements result in the underlying asset having greater utility to 
Lessee than alternative assets that could be leased for a similar amount and that are expected to have 
significant economic life beyond the original lease term. Consequently, construction of the leasehold 
improvements is deemed a significant event or significant change in circumstances that directly 
affects whether Lessee is reasonably certain to exercise the option to extend the lease and triggers a 
reassessment of the lease term. Upon reassessing the lease term, at the end of Year 6, Lessee 
concludes that it is reasonably certain to exercise the option to extend the lease for five years. Taking 
into consideration the extended remaining lease term, Lessee’s incremental borrowing rate at the end 
of Year 6 is 7.83 percent. As a result of Lessee’s remeasuring the remaining lease term to nine years, 
Lessee also would remeasure any variable lease payments that depend on an index or a rate; however, 
in this Example, there are no variable lease payments that depend on an index or a rate. In accordance 
with paragraph 842-10-25-1, Lessee reassesses the lease classification as a result of the change in 
the lease term. Assume for purposes of this Example that the reassessment does not change the 
classification of the lease from that determined at the commencement date.  

842-20-55-32  
At the end of Year 6, before accounting for the change in the lease term, the lease liability is 
$183,973 (present value of 4 remaining payments of $50,000, discounted at the rate of 5.87 
percent). Lessee’s right-of-use asset is $162,807 if the lease is classified as a finance lease or 
$189,973 if the lease is classified as an operating lease (the balance of the remeasured lease liability 
at the end of Year 6 plus the remaining initial direct costs of $6,000).  

842-20-55-33  
Lessee remeasures the lease liability, which is now equal to the present value of 4 payments of 
$50,000 followed by 5 payments of $55,000, all discounted at the rate of 7.83 percent, which is 
$355,189. Lessee increases the lease liability by $171,216, representing the difference between the 
remeasured liability and its current carrying amount ($355,189 — $183,973). The corresponding 
adjustment is made to the right-of-use asset to reflect the cost of the additional rights.  

842-20-55-34  
Following the adjustment, the carrying amount of Lessee’s right-of-use asset is $334,023 if the lease 
is a finance lease (that is, $162,807 + $171,216) or $361,189 if the lease is an operating lease (that 
is, $189,973 + $171,216). 
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 842-20-55-35  
Lessee then makes the $50,000 lease payment for Year 7, reducing the lease liability to $305,189 
($355,189 — $50,000), regardless of how the lease is classified.  

842-20-55-36  
Lessee recognizes lease expense in Year 7 as follows, depending on how the lease had been classified 
at the commencement date.  

If the Lease Is Classified as a Finance Lease at the Commencement Date  

842-20-55-37  
Lessee depreciates its owned assets on a straight-line basis. Therefore, the right-of-use asset will be 
amortized on a straight-line basis over the lease term. The lease liability will be reduced in accordance 
with the interest method. As such, in Year 7 (the first year following the remeasurement), Lessee 
recognizes amortization expense of $37,114 ($334,023 ÷ 9) and interest expense of $23,896 (7.83% 
× $305,189).  

If the Lease Is Classified as an Operating Lease at the Commencement Date  

842-20-55-38  
Lessee determines the remaining cost of the lease as the sum of the following:  

a. The total lease payments, as adjusted for the remeasurement, which is the sum of $500,000 (10 
payments of $50,000 during the initial lease term) and $275,000 (5 payments of $55,000 during 
the term of the lease extension); plus  

b. The total initial direct costs attributable to the lease of $15,000; minus c. The periodic lease cost 
recognized in prior periods of $309,000.  

842-20-55-39  

The amount of the remaining cost of the lease is therefore $481,000 ($775,000 + $15,000 — 
$309,000). Consequently, Lessee determines that the annual expense to be recognized throughout 
the remainder of the lease term is $53,444 ($481,000 ÷ the remaining lease term of 9 years). 
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5  Lessor accounting 

The FASB indicated in the Basis for Conclusions (BC 90) that ASC 840’s lessor accounting model did not 
need comprehensive improvements, and the costs of making changes would outweigh the benefits. 
Therefore, ASC 842 retains many aspects of the lessor accounting model under ASC 840. However, 
ASC 842 modifies ASC 840’s lease classification test for lessors. Refer to section 3.2, Criteria for lease 
classification — lessors, for a discussion of the lessor classification test under ASC 842. The new guidance 
also modifies the accounting for sales-type and direct financing leases and eliminates leveraged lease 
accounting prospectively. 

Sales-type leases 

Under ASC 842, there is no requirement for a sales-type lease to have selling profit or loss as there is 
under ASC 840. Additionally, a lessor does not assess the collectibility of lease payments and any 
residual value guarantee provided by the lessee for purposes of evaluating whether a lease is 
classified as a sales-type lease under ASC 842. However, a lessor has to assess the collectibility of 
these amounts when accounting for a sales-type lease. Specifically, if at lease commencement, the 
collectibility of lease payments and any residual value guarantee provided by the lessee is not 
probable, the lessor does not derecognize the underlying asset and instead recognizes lease 
payments received, including variable lease payments that do not depend on an index or rate, as a 
deposit liability. Refer to section 5.2, Sales-type leases, for further discussion of the accounting for 
sales-type leases under ASC 842. 

Direct financing leases 

In another change from ASC 840, a direct financing lease could have selling profit or loss. However, 
selling profit on a direct financing lease is deferred at lease commencement, while selling loss is 
always recognized at lease commencement. The lease classification test is designed so that a lease 
can be classified as a direct financing lease only when the lessor obtains a residual value guarantee 
from an unrelated third party other than the lessee and that guarantee is sufficient to satisfy the 
“substantially all” criterion discussed in section 3.2, Criteria for lease classification — lessors. 
Although a residual value guarantee from an unrelated third party other than the lessee can exist in a 
sales-type lease or an operating lease, a lease without a residual value guarantee from an unrelated 
third party other than the lessee must be classified as either a sales-type lease or an operating lease. 
Refer to section 5.3, Direct financing leases, for further discussion of the accounting for direct 
financing leases under ASC 842. 

Leveraged leases 

ASC 842 eliminates leveraged lease accounting for new leases and existing leases modified on or 
after the standard’s effective date. Refer to section 5.7.5, Leveraged leases. 

5.1 Lessor accounting concepts 
At lease commencement, lessors apply the key concepts described in chapter 2, Key concepts, such 
as determining the initial direct costs, lease term, lease payments, fair value of the underlying asset 
and the rate implicit in the lease. Lessors also apply the following lessor accounting concepts to 
recognize and measure their leases. 
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5.1.1 Net investment in the lease 
Excerpt from Accounting Standards Codification 
Master Glossary 

Net investment in the lease 

For a sales-type lease, the sum of the lease receivable and the unguaranteed residual asset. 

For a direct financing lease, the sum of the lease receivable and the unguaranteed residual asset, net 
of any deferred selling profit. 

Lease Receivable 

A lessor’s right to receive lease payments arising from a sales-type lease or a direct financing lease 
plus any amount that a lessor expects to derive from the underlying asset following the end of the 
lease term to the extent that it is guaranteed by the lessee or any other third party unrelated to the 
lessor, measured on a discounted basis. 

Unguaranteed residual asset 

The amount that a lessor expects to derive from the underlying asset following the end of the lease 
term that is not guaranteed by the lessee or any other third party unrelated to the lessor, measured 
on a discounted basis. 

A lessor’s net investment in a sales-type or a direct financing lease consists of the following: 

• Lease receivable — The lease receivable is (1) the lessor’s right to receive lease payments (refer to 
section 2.4, Lease payments) and (2) any amount a lessor expects to derive from the underlying 
asset at the end of the lease term that is guaranteed by the lessee or any other third party unrelated 
to the lessor (i.e., the guaranteed residual asset), both discounted using the rate implicit in the lease. 

• Unguaranteed residual asset — The unguaranteed residual asset is any amount the lessor expects to 
derive from the underlying asset at the end of the lease term that is not guaranteed by the lessee or 
any other third party unrelated to the lessor, discounted using the rate implicit in the lease. 

• Deferred selling profit (direct financing leases only) — Any selling profit (refer to section 5.1.3, Selling 
profit or selling loss) for a direct financing lease is deferred and reduces the lessor’s net investment 
in the lease. 

5.1.2 Leases with significant variable lease payments 
Variable lease payments that do not depend on an index or rate, such as those based on performance 
(e.g., a percentage of sales) or usage of the underlying asset (e.g., the number of hours flown, the number of 
units produced), are not included as lease payments as discussed in section 2.4.10, Amounts not 
included in lease payments. If a lease arrangement includes significant variable lease payments that do not 
depend on an index or rate, the net investment in the lease recognized for a sales-type or a direct financing 
lease may be lower than the carrying amount of the underlying asset at lease commencement. In such 
circumstances, the difference between the initially recognized net investment in the lease and the carrying 
amount of the underlying asset derecognized is recognized as a selling loss at lease commencement. 
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5.1.3 Selling profit or selling loss 
Excerpt from Accounting Standards Codification 
Master Glossary 

Selling Profit or Selling Loss 

At the commencement date, selling profit or selling loss equals: 

a.  The fair value of the underlying asset or the sum of (1) the lease receivable and (2) any lease 
payments prepaid by the lessee, if lower; minus 

b.  The carrying amount of the underlying asset net of any unguaranteed residual asset; minus 

c.  Any deferred initial direct costs of the lessor. 

Leases that give rise to selling profit or selling loss normally result when the lessor uses leasing as a 
means of marketing its products or disposing of an asset. 

Under ASC 842, selling profit or selling loss is calculated as follows: 

• The fair value (as defined in ASC 820, refer to section 2.8, Fair value) of the underlying asset or the 
sum of (1) the lease receivable and (2) any prepaid lease payments from the lessee (net of any lease 
incentives paid to the lessee), if lower 

• Minus the carrying amount of the underlying asset, net of any unguaranteed residual asset 

• Minus any deferred initial direct costs of the lessor 

The calculation of selling profit is based on the lower of (1) the fair value of the underlying asset and 
(2) the sum of the lease receivable and any prepaid lease payments from the lessee (net of any lease 
incentives paid to the lessee) because lease revenue in a sales-type lease is limited to the sum of the 
receivable and any prepayments received (net of incentives paid to the lessee). Refer to section 5.8, 
Presentation.  

Selling profit — sales-type leases 

ASC 842 requires a lessor to recognize any selling profit on a sales-type lease at lease 
commencement, assuming that collectibility of both lease payments and any residual value guarantee 
provided by the lessee is probable (refer to section 5.2.1.1, Collectibility is probable at lease 
commencement). When collectibility of lease payments and any residual value guarantee provided by 
the lessee is not probable, the underlying asset is not derecognized, and no selling profit is 
recognized (refer to section 5.2.1.2, Collectibility is not probable at lease commencement). 

The FASB included the collectibility threshold for the recognition of a sales-type lease to better align 
the leases guidance with the principles in ASC 606. The FASB indicated in the Basis for Conclusions 
(BC 93) that even though a sales-type lease is not necessarily identical to a sale, the transactions are 
economically similar (e.g., because sales-type lessors often use leasing as an alternative means to sell 
their assets and have no intention of reusing or re-leasing assets leased out under a sales-type lease). 

Selling profit — direct financing leases 

As noted above, the lease classification test is designed so that a lease can be a direct financing lease 
only when the lessor obtains a residual value guarantee from an unrelated third party other than the 
lessee and that guarantee is sufficient to satisfy (when added to lease payments) the “substantially 
all” criterion discussed in section 3.2, Criteria for lease classification — lessors. Although a residual 
value guarantee from an unrelated third party other than the lessee can exist in a sales-type lease or 
an operating lease, a lease without a residual value guarantee from an unrelated third party other 
than the lessee must be classified as either a sales-type lease or an operating lease. 
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ASC 842 requires a lessor to defer any selling profit on a direct financing lease at lease 
commencement and amortize it over the lease term in a manner that, when combined with the 
interest income on the lease receivable and the unguaranteed residual asset, produces a constant 
periodic discount rate on the remaining balance of the net investment in the lease. Refer to section 
5.3.2, Subsequent measurement, for a discussion of the subsequent measurement for direct 
financing leases. 

Selling loss 

Any selling loss on a sales-type lease or direct financing lease is recognized immediately at lease 
commencement, but a loss may indicate that the underlying asset was impaired prior to lease 
commencement. Refer to section 5.2.1, Initial recognition and measurement, for discussion of the initial 
recognition of a sales-type lease and section 5.3.1, Initial recognition and measurement, for the initial 
recognition of a deferred financing lease. 

A lessor that concludes, in accordance with ASC 842-10-55-3 (refer to section 3.4.6, Fair value of the 
underlying asset), that it is not practicable for it to determine the fair value of an underlying asset 
(particularly an identified portion of an underlying asset, such as a floor in a building) and does not 
evaluate the “substantially all” lease classification criterion may face practical challenges if the lease is 
classified as a sales-type lease based on the other applicable criteria discussed in section 3.2, Criteria for 
lease classification — lessors, (e.g., lease term). In that case, the lessor is still required to determine the 
fair value of the underlying asset for purpose of measurement under ASC 842 (e.g., to calculate selling 
profit or loss, determine the rate implicit in the lease). 

5.1.4 Collectibility 
Collectibility is not assessed for purposes of the sales-type lease classification test. Rather, lessors 
in sales-type leases assess the collectibility of lease payments and any residual value guarantee 
provided by the lessee for purposes of determining initial recognition and measurement. For 
example, if collection of lease payments and any residual value guarantee provided by the lessee 
is not probable (i.e., not likely to occur), the underlying asset is not derecognized, and all income 
is deferred. Under ASC 840, this type of lease would be classified as an operating lease. Refer to 
section 5.2, Sales-type leases. 

ASC 842 requires lessors to evaluate the collectibility of lease payments and any residual value guarantee 
(i.e., a guarantee provided by a lessee or any other third party unrelated to the lessor) to determine lease 
classification for leases that would otherwise be classified as direct financing leases. That is, if collection of 
lease payments and any residual value guarantee is not probable (i.e., it is not likely to occur), a lease that 
would otherwise qualify as a direct financing lease is classified as an operating lease. Refer to section 3.2, 
Criteria for lease classification — lessors. 

Collectibility of lease payments must also be evaluated for operating leases to determine the income 
recognition pattern for those leases. Refer to section 5.4, Operating leases. 
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The following table summarizes how the collectibility assessment affects lease classification, 
recognition and measurement for lessors. 

 Sales-type lease Direct financing lease Operating lease  

Classification 
at lease 
commencement 

Collectibility has no effect on 
lease classification 

Collectibility is probable 
(assuming the other 
classification criterion is 
met) — direct financing lease 
Collectibility is not probable — 
operating lease  

Not applicable — operating 
leases are leases that do 
not meet the criteria to be 
classified as sales-type or direct 
financing leases (including 
leases that would otherwise 
be direct financing leases if 
collectibility was probable) 

Initial recognition 
and measurement 
at lease 
commencement 

Collectibility is probable — 
recognize any selling profit 
or loss 
Collectibility is not probable — 
do not derecognize the 
underlying asset and account 
for lease payments received as 
a deposit liability. Refer to 
section 5.2.1.2, Collectibility is 
not probable at lease 
commencement, for further 
details. 

Not applicable  Not applicable 

Subsequent 
measurement 

Collectibility is probable at 
lease commencement — net 
investment is evaluated for 
impairment under ASC 310, 
Receivables (prior to the 
adoption of ASU 2016-13, 
Measurement of Credit Losses 
on Financial Instruments) or 
ASC 326 (subsequent to the 
adoption of ASU 2016-13) 
Collectibility is not probable at 
lease commencement — refer 
to section 5.2.1.2, Collectibility 
is not probable at lease 
commencement 

Direct financing lease net 
investment evaluated for 
impairment under ASC 310 
(prior to the adoption of ASU 
2016-13) or ASC 326 
(subsequent to the adoption 
of ASU 2016-13) 

Collectibility is probable — 
recognize income generally 
on a straight-line basis 
Collectibility is not probable — 
income recognition can be no 
greater than lease payments 
and variable lease payments 
received 

5.1.5 Master lease agreements 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Recognition 

842-10-55-17 
Under a master lease agreement, the lessee may gain control over the use of additional underlying 
assets during the term of the agreement. If the agreement specifies a minimum number of units or 
dollar value of equipment, the lessee obtaining control over the use of those additional underlying 
assets is not a lease modification. Rather, the entity (whether a lessee or a lessor) applies the 
guidance in paragraphs 842-10-15-28 through 15-42 when identifying the separate lease components 
and allocating the consideration in the contract to those components. Paragraph 842-10-55-22 
explains that a master lease agreement may, therefore, result in multiple commencement dates. 
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842-10-55-18 
If the master lease agreement permits the lessee to gain control over the use of additional underlying 
assets during the term of the agreement but does not commit the lessee to doing so, the lessee’s 
taking control over the use of an additional underlying asset should be accounted for as a lease 
modification in accordance with paragraphs 842-10-25-8 through 25-18.  

Under a master lease agreement, a lessee may gain control over the use of additional underlying assets 
during the term of the agreement. In certain cases, a master lease agreement may specify a minimum 
number or value of underlying assets the lessee is required to obtain. For example, a lessee enters into 
an agreement to obtain the right to lease three floors of a building with an option to lease an additional 
floor (i.e., the fourth floor).  

To the extent that a lessee is required to take a specified minimum quantity or value of the underlying 
assets, the lessee obtaining control over the use of those additional underlying assets is not a lease 
modification (i.e., a change to the terms and conditions of a contract that results in a change in the scope 
of or the consideration for a lease). To identify the separate lease components and allocate the amount 
of consideration in the master lease agreement attributed to the additional underlying assets, the lessor 
applies the guidance in ASC 842-10-15-28 through 15-42 (refer to section 1.4, Identifying and 
separating lease and non-lease components of a contract and allocating contract consideration). Further, 
refer to section 5.4.1, Time pattern of use of property in an operating lease, for the accounting of 
escalating lease payments of an operating lease under a master lease agreement. 

To the extent that additional underlying assets beyond the specified minimum are leased under the master 
lease agreement, the lessee obtaining control over the use of those additional underlying assets is considered 
a lease modification. Refer to section 5.6, Lease modifications, for the accounting of a lease modification. 

If a master lease agreement does not include a specified minimum quantity or dollar value, the lessee 
obtaining control over the use of any additional underlying asset is also considered a lease modification. 
Refer to section 5.6, Lease modifications, for the accounting of a lease modification.  

To determine lease commencement date for master lease agreements, refer to section 2.2.1, Lease 
commencement date for master lease agreements. 

5.2 Sales-type leases 

5.2.1 Initial recognition and measurement 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Recognition 

842-30-25-1 
At the commencement date, a lessor shall recognize each of the following and derecognize the 
underlying asset in accordance with paragraph 842-30-40-1: 

a. A net investment in the lease, measured in accordance with paragraph 842-30-30-1 

b. Selling profit or selling loss arising from the lease 

c. Initial direct costs as an expense if, at the commencement date, the fair value of the underlying 
asset is different from its carrying amount. If the fair value of the underlying asset equals its carrying 
amount, initial direct costs (see paragraphs 842-10-30-9 through 30-10) are deferred at the 
commencement date and included in the measurement of the net investment in the lease. The rate 
implicit in the lease is defined in such a way that those initial direct costs eligible for deferral are 
included automatically in the net investment in the lease; there is no need to add them separately. 
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842-30-25-3 
The guidance in paragraphs 842-30-25-1 through 25-2 notwithstanding, if collectibility of the lease 
payments, plus any amount necessary to satisfy a residual value guarantee provided by the lessee, is 
not probable at the commencement date, the lessor shall not derecognize the underlying asset but 
shall recognize lease payments received — including variable lease payments — as a deposit liability 
until the earlier of either of the following: 

a. Collectibility of the lease payments, plus any amount necessary to satisfy a residual value 
guarantee provided by the lessee, becomes probable. If collectibility is not probable at the 
commencement date, a lessor shall continue to assess collectibility to determine whether the 
lease payments and any amount necessary to satisfy a residual value guarantee are probable of 
collection. 

b. Either of the following events occurs: 

1. The contract has been terminated, and the lease payments received from the lessee are 
nonrefundable. 

2. The lessor has repossessed the underlying asset, it has no further obligation under the 
contract to the lessee, and the lease payments received from the lessee are nonrefundable. 

842-30-25-4 
When collectibility is not probable at the commencement date, at the date the criterion in paragraph 
842-30-25-3(a) is met (that is, the date at which collectibility of the lease payments plus any amount 
necessary to satisfy a residual value guarantee provided by the lessee is assessed as probable), the 
lessor shall do all of the following: 

a. Derecognize the carrying amount of the underlying asset 

b. Derecognize the carrying amount of any deposit liability recognized in accordance with paragraph 
842-30-25-3 

c. Recognize a net investment in the lease on the basis of the remaining lease payments and 
remaining lease term, using the rate implicit in the lease determined at the commencement date 

d. Recognize selling profit or selling loss calculated as: 

1. The lease receivable; plus 

2. The carrying amount of the deposit liability; minus 

3. The carrying amount of the underlying asset, net of the unguaranteed residual asset. 

842-30-25-5 
When collectibility is not probable at the commencement date, at the date the criterion in paragraph 
842-30-25-3(b) is met, the lessor shall derecognize the carrying amount of any deposit liability 
recognized in accordance with paragraph 842-30-25-3, with the corresponding amount recognized as 
lease income. 

842-30-25-6 
If collectibility is probable at the commencement date for a sales-type lease or for a direct financing 
lease, a lessor shall not reassess whether collectibility is probable. Subsequent changes in the credit 
risk of the lessee shall be accounted for in accordance with the impairment guidance applicable to the 
net investment in the lease in paragraph 842-30-35-3. 



5  Lessor accounting 

Financial reporting developments Lease accounting | 168 

Pending Content:  
Transition Date: (P) December 16, 2019; (N) December 16, 2020 Transition Guidance: 326-10-65-1 

Editor’s note: The content of paragraph 842-30-25-6 will change upon the adoption of ASU 2016-13 

If collectibility is probable at the commencement date for a sales-type lease or for a direct 
financing lease, a lessor shall not reassess whether collectibility is probable. Subsequent changes in 
the credit risk of the lessee shall be accounted for in accordance with the credit loss guidance 
applicable to the net investment in the lease in paragraph 842-30-35-3. 

Derecognition 

842-30-40-1 
At the commencement date, a lessor shall derecognize the carrying amount of the underlying asset 
(if previously recognized) unless the lease is a sales-type lease and collectibility of the lease 
payments is not probable (see paragraph 842-30-25-3). 

Initial Measurement 

842-30-30-1 
At the commencement date, for a sales-type lease, a lessor shall measure the net investment in the 
lease to include both of the following: 

a. The lease receivable, which is measured at the present value, discounted using the rate implicit 
in the lease, of: 

1. The lease payments (as described in paragraph 842-10-30-5) not yet received by the lessor 

2. The amount the lessor expects to derive from the underlying asset following the end of the 
lease term that is guaranteed by the lessee or any other third party unrelated to the lessor 

b. The unguaranteed residual asset at the present value of the amount the lessor expects to derive 
from the underlying asset following the end of the lease term that is not guaranteed by the lessee 
or any other third party unrelated to the lessor, discounted using the rate implicit in the lease. 

5.2.1.1 Collectibility is probable at lease commencement 

At lease commencement, a lessor accounts for a sales-type lease for which the collectibility of lease 
payments and any residual value guarantee provided by the lessee is probable as follows: 

• Derecognizes the carrying amount of the underlying asset 

• Recognizes the net investment in the lease (refer to section 5.1.1, Net investment in the lease) 

• Recognizes, in net income, any selling profit or selling loss (refer to section 5.1.3, Selling profit or 
selling loss) 

• Expenses any initial direct costs if the fair value of the underlying asset is different from its carrying 
amount (refer to section 2.6, Initial direct costs, and section 2.8, Fair value) 

• Defers any initial direct costs and includes them in the net investment in the lease if the fair value of 
the underlying asset equals its carrying amount 

If initial direct costs are deferred, they are included in the computation of the rate implicit in the lease and 
therefore automatically included in the measurement of the net investment in the lease. Refer to section 2.5, 
Discount rates, for further discussion of the rate implicit in the lease. 

https://asc.fasb.org/link&sourceid=SL51723641-108585&objid=51718067
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A lessor does not change lease classification after lease commencement due to changes in the assessment 
of collectibility. Subsequent changes in the collectibility of the lease payments that were determined to 
be probable of collection at lease commencement are identified and accounted for in the impairment 
assessment of the net investment in the sales-type lease. Refer to section 5.2.3, Impairment of the net 
investment in the lease. Also refer to section 5.5, Examples — lessor accounting, Example 1, Case A. 

5.2.1.2 Collectibility is not probable at lease commencement 
If the collection of the lease payments and any residual value guarantee provided by the lessee is not 
probable at lease commencement for a sales-type lease, a lessor does not derecognize the underlying 
asset and does not recognize its net investment in the lease. Instead, a lessor continues to account for 
the underlying asset using other US GAAP (e.g., depreciates, evaluates the asset for impairment in 
accordance with ASC 360) and recognizes lease payments received, including variable lease payments 
that do not depend on an index or rate, as a deposit liability until the earlier of either of the following: 

• Collection of the lease payments, plus any amount necessary to satisfy a residual value guarantee 
provided by the lessee, becomes probable. 

• Either of the following events occurs: 

• The contract is terminated, and the lease payments received from the lessee are nonrefundable. 

• The lessor repossesses the underlying asset and has no further obligation to the lessee under the 
contract, and the lease payments received from the lessee are nonrefundable. 

Collectibility of lease payments and any residual value guarantee provided by the lessee is continually 
reassessed when collection is not probable at the commencement date. 

Also refer to section 5.5, Examples — lessor accounting, Example 1 Case B. 

Collectibility is not probable at lease commencement but subsequently becomes probable 

When collectibility of lease payments and any residual value guarantee provided by the lessee is not 
probable at lease commencement but subsequently becomes probable, a lessor accounts for the sales-
type lease as follows: 

• Derecognizes the carrying amount of the underlying asset 

• Derecognizes the carrying amount of any deposit liability recognized 

• Recognizes a net investment in the lease, measured based on the remaining lease payments and 
remaining lease term, using the rate implicit in the lease determined at the commencement date 

• Recognizes selling profit or selling loss calculated as: 

• The lease receivable 

• Plus the carrying amount of the deposit liability 

• Minus the carrying amount of the underlying asset, net of the unguaranteed residual asset 

Collectibility is not probable at lease commencement and the contract is subsequently terminated or 
the underlying asset is repossessed by the lessor 

When collectibility of lease payments and any residual value guarantee provided by the lessee is not 
probable at lease commencement, a lessor derecognizes the carrying amount of any deposit liability 
previously recognized and recognizes lease income when the lease payments received from the lessee 
are nonrefundable and either: 

• The contract terminates. 

• The lessor repossesses the underlying asset and has no further obligation to the lessee under the contract. 
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5.2.2 Subsequent measurement 
ASC 842’s subsequent measurement guidance for sales-type leases is similar to the subsequent measurement 
guidance for direct financing leases, discussed in section 5.3.2, Subsequent measurement. Deferring 
selling profit as part of the net investment in the lease for direct financing leases is the key difference. 

Excerpt from Accounting Standards Codification 
Leases — Lessor 

Subsequent Measurement 

842-30-35-1 
After the commencement date, a lessor shall measure the net investment in the lease by doing both 
of the following: 

a. Increasing the carrying amount to reflect the interest income on the net investment in the lease. 
A lessor shall determine the interest income on the net investment in the lease in each period 
during the lease term as the amount that produces a constant periodic discount rate on the 
remaining balance of the net investment in the lease. 

b. Reducing the carrying amount to reflect the lease payments collected during the period. 

Recognition 

842-30-25-2 
After the commencement date, a lessor shall recognize all of the following: 

a. Interest income on the net investment in the lease, measured in accordance with paragraph 
842-30-35-1(a) 

b. Variable lease payments that are not included in the net investment in the lease as income in 
profit or loss in the period when the changes in facts and circumstances on which the variable 
lease payments are based occur 

c. Impairment of the net investment in the lease (as described in paragraph 842-30-35-3). 

Pending Content: 
Transition Date: (P) December 16, 2019; (N) December 16, 2020 | Transition Guidance: 326-10-65-1 

Editor’s note: The content of paragraph 842-30-25-2 will change upon the adoption of ASU 2016-13: 

After the commencement date, a lessor shall recognize all of the following:  

a. Interest income on the net investment in the lease, measured in accordance with paragraph 
842-30-35-1(a) 

b. Variable lease payments that are not included in the net investment in the lease as income in 
profit or loss in the period when the changes in facts and circumstances on which the variable 
lease payments are based occur 

c. Credit losses on the net investment in the lease (as described in paragraph 842-30-35-3). 
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After lease commencement, a lessor accounts for a sales-type lease as follows: 

• Recognizes interest income (in profit or loss) over the lease term in an amount that produces a 
constant periodic discount rate on the remaining balance of the net investment in the lease 
(i.e., using the rate implicit in the lease), including: 

• Interest on the lease receivable 

• Interest from accretion of the unguaranteed residual asset to its expected value at the end of 
the lease 

• Reduces the net investment in the lease for lease payments received (net of interest income 
calculated above) 

• Separately recognizes income from variable lease payments that are not included in the net 
investment in the lease (e.g., performance- or usage-based variable payments) in the period when 
the changes in facts and circumstances on which the variable lease payments are based occur 

• Recognizes changes to variable lease payments that depend on an index or rate in profit or loss in 
the period of the change 

• Recognizes any impairment of the net investment in the lease (refer to section 5.2.3, Impairment of 
the net investment in the lease) 

5.2.3 Impairment of the net investment in the lease 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Subsequent Measurement 
842-30-35-3 
A lessor shall determine impairment related to the net investment in the lease and shall recognize any 
impairment in accordance with Topic 310 on receivables (as described in paragraphs 310-10-35-16 
through 35-30). When determining the loss allowance for a net investment in the lease, a lessor shall 
take into consideration the collateral relating to the net investment in the lease. The collateral relating 
to the net investment in the lease represents the cash flows that the lessor would expect to derive 
from the underlying asset during the remaining lease term (for example, from sale of the asset or 
release of the asset for the remainder of the lease term), which excludes the cash flows that the lessor 
would expect to derive from the underlying asset following the end of the lease term (for example, 
cash flows from leasing the asset after the end of the lease term).  

Pending Content: 
Transition Date: (P) December 16, 2019; (N) December 16, 2020 | Transition Guidance: 326-10-65-1 

Editor’s note: The content of paragraph 842-30-35-3 will change upon the adoption of ASU 2016-13: 

Credit Losses on the Net Investment in the Lease 

A lessor shall determine credit losses related to the net investment in the lease and shall record 
any credit losses in accordance with Subtopic 326-20 on financial instruments measured at 
amortized cost. When determining the loss allowance for a net investment in the lease, a lessor shall 
take into consideration the collateral relating to the net investment in the lease. The collateral 
relating to the net investment in the lease represents the cash flows that the lessor would expect to 
derive from the underlying asset during the remaining lease term, which excludes the cash flows 
that the lessor would expect to derive from the underlying asset following the end of the lease term 
(for example, cash flows from leasing the asset after the end of the lease term). 
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ASC 842 requires lessors to evaluate their net investment in a sales-type lease and a direct financing 
lease (refer to section 5.3, Direct financing leases) for impairment using the guidance for receivables in 
ASC 310 (prior to the adoption of ASU 2016-13) or ASC 326 (subsequent to the adoption of ASU 2016-
13). The FASB indicated in the Basis for Conclusions (BC 310) that even though the unguaranteed 
residual asset component of the net investment in the lease does not meet the definition of a financial 
asset in US GAAP, it would be overly complex and provide little benefit to require entities to separately 
assess the unguaranteed residual asset for impairment in accordance with ASC 360 while the receivable 
(i.e., the financial asset) is evaluated for impairment in accordance with ASC 310 (prior to the adoption 
of ASU 2016-13) or ASC 326 (subsequent to the adoption of ASU 2016-13). 

When determining the loss allowance for a net investment in the lease, a lessor takes into consideration 
the collateral relating to the net investment in the lease, which represents the cash flows that the lessor 
would expect to derive from the underlying asset during the remaining lease term (e.g., cash flows from 
selling the asset or re-leasing it for the remainder of the lease term). This excludes the cash flows that 
the lessor would expect to derive from the underlying asset following the end of the lease term 
(e.g., cash flows from leasing the asset after the end of the lease term).  

5.2.4 Remeasurement of the net investment in the lease 
ASC 842’s remeasurement provisions for a net investment in a sales-type lease are the same as for a 
direct financing lease, discussed in section 5.3.4, Remeasurement of the net investment in the lease.  

Excerpt from Accounting Standards Codification 
Leases — Overall 

Subsequent Measurement 
842-10-35-3 
A lessor shall not reassess the lease term or a lessee option to purchase the underlying asset unless 
the lease is modified and that modification is not accounted for as a separate contract in accordance 
with paragraph 842-10-25-8. When a lessee exercises an option to extend or terminate the lease or 
purchase the underlying asset, the lessor shall account for the exercise of that option in the same 
manner as a lease modification. 

Leases — Lessor 

Subsequent Measurement 

842-30-35-2 
After the commencement date, a lessor shall not remeasure the net investment in the lease unless the 
lease is modified and that modification is not accounted for as a separate contract in accordance with 
paragraph 842-10-25-8. 

After lease commencement, the net investment in a sales-type lease is not remeasured unless the lease 
is modified (i.e., there is a change to the terms and conditions of a contract that results in a change in the 
scope of or the consideration for the lease) and the modified lease is not accounted for as a separate 
contract. Refer to section 5.6, Lease modifications. 

Additionally, ASC 842-10-35-3 requires lessors to account for a lessee’s exercise of an option to extend 
or terminate the lease or purchase the underlying asset in the same manner as a lease modification. That 
is, lessors reassess lease classification upon the exercise of these options. Refer to section 5.6.3, Lessor 
accounting for a modification that is not accounted for as a separate contract. Lessees are not required 
to account for such exercises as a lease modification. 

We believe that the exercise of an option to extend or terminate the lease or purchase the underlying 
asset should be accounted for in the same manner as a lease modification only when the exercise of the 
option is inconsistent with the lessor’s assumption about whether the lessee will exercise the option 
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already included in the lease term. For example, if a lessor included an optional period to extend the lease 
in the lease term because it concluded that the lessee is reasonably certain to exercise that option, we do 
not believe that the exercise of the option should be accounted for as a lease modification. 

5.2.5 Example — lessor accounting for a sales-type lease 
The following illustration shows how a lessor accounts for a sales-type lease that gives rise to selling 
profit when the collectibility of lease payments and the residual value guarantee provided by the lessee is 
probable at lease commencement. Refer to section 5.5, Examples — lessor accounting, for additional 
examples of lessor accounting included in ASC 842.  

Illustration 28 — Lessor accounting for a sales-type lease 

Assume Entity X (Lessor) enters into a 10-year lease of equipment with Entity Y (Lessee). Lessor sells 
and leases the equipment, which is not specialized in nature and is expected to have alternative use to 
Lessor at the end of the 10-year lease term. Under the lease: 

• Lessor receives annual lease payments of $15,000, payable at the end of each year. 

• Lessor expects the residual value of the equipment to be $50,000 at the end of the 10-year lease term. 

• Lessee provides a residual value guarantee that protects Lessor on the first $30,000 of loss below 
the estimated residual value at the end of the lease term of $50,000. 

• The equipment has an estimated remaining economic life of 15 years, a carrying amount of 
$100,000 and a fair value of $111,000. 

• Lessor incurred and paid costs of $2,000 for a broker’s commission as a result of obtaining 
the lease. These costs qualify as initial direct costs and are capitalized when the lease is obtained. 

• The lease does not transfer ownership of the underlying asset to Lessee at the end of the lease 
term or contain an option for Lessee to purchase the equipment. 

• The rate implicit in the lease is 10.078%. 

• At lease commencement, Lessor concludes that it is probable it will collect the lease payments and 
any amount probable of being owed under the residual value guarantee provided by Lessee. 

Lessor classifies the lease as a sales-type lease because the present value of the sum of lease 
payments and the residual value guaranteed by Lessee exceeds substantially all of the fair value of the 
underlying asset. None of the other criteria for classification as a sales-type lease are met. If the 
residual value guarantee was from an unrelated party other than the lessee, the Lessor would have 
excluded it when determining whether the lease met the requirements to be classified as a sales-type 
lease (refer to section 3.2, Criteria for lease classification — lessors). 

At lease commencement, Lessor accounts for the sales-type lease as follows: 

To record the net investment in the sales-type lease and derecognize the underlying asset: 

Net investment in the lease  $ 111,000(a)  
Cost of goods sold   92,344(b)  
Broker’s commission expense   2,000(c)  

Revenue   $ 103,344(d) 
Property held for lease    100,000(e) 
Capitalized initial direct costs    2,000(c)  
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(a) The net investment in the lease consists of (1) the present value of the 10 annual lease payments of $15,000 plus the present 
value of the guaranteed residual value of $30,000, both discounted at the rate implicit in the lease, which equals $103,344 
(i.e., the lease receivable) and (2) the present value of unguaranteed residual asset of $20,000, which equals $7,656. Note that 
the net investment in the lease is subject to the same considerations as other assets when classifying its components as current 
or noncurrent assets in a classified balance sheet. 

(b) Cost of goods sold is the carrying amount of the equipment of $100,000 less the present value of the unguaranteed 
residual asset of $7,656. 

(c) Costs incurred and paid for a broker’s commission as a result of obtaining the lease qualify are capitalized as initial direct 
costs when the lease is obtained but expensed at lease commencement. 

(d) Revenue equals the lease receivable, which consists of (1) the present value of the 10 annual lease payments of $15,000 plus 
(2) the present value of the guaranteed residual value of $30,000, both discounted at the rate implicit in the lease, which equals 
$103,344. 

(e) $100,000 is the carrying amount of the underlying asset. 

At lease commencement, Lessor recognizes selling profit of $11,000, which is calculated as the lease 
receivable of $103,344 less the carrying amount of the asset of $100,000, net of any unguaranteed 
residual asset of $7,656, which equals $92,344. 

Year 1 journal entries for the sales-type lease: 

Cash  $ 15,000(f)  
Net investment in the lease    $ 3,813(g) 
Interest income    11,187(h) 

(f) Receipt of annual lease payment at the end of the year. 
(g) Reduction of the net investment in the lease for lease payment received of $15,000, net of interest income of $11,187. 
(h) Interest income is the amount that produces a constant periodic discount rate on the remaining balance of the net 

investment in the lease (see computation below). 

The following table summarizes the interest income from this lease and the related amortization of the 
net investment over the lease term. 

Year 
Annual rental 

payment 
Annual interest 

income(a) 
Net investment 
at end of year 

Initial net investment  $  —   $  —   $ 111,000 
1   15,000   11,187   107,187 
2   15,000   10,803   102,990 
3   15,000   10,380   98,370 
4   15,000   9,914   93,284 
5   15,000   9,401   87,685 
6   15,000   8,837   81,522 
7   15,000   8,216   74,738 
8   15,000   7,532   67,270 
9   15,000   6,780   59,050 

10   15,000   5,950   50,000(b) 
(a) Interest income equals 10.078% of the net investment in the lease at the beginning of each year. For example, Year 1 annual 

interest income is calculated as $111,000 initial net investment x 10.078%. 
(b) The estimated residual value of the equipment at the end of the lease term. 

Immaterial differences may arise in the recomputation of amounts in the example above due to 
rounding. 
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5.3 Direct financing leases 

5.3.1 Initial recognition and measurement 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Recognition 

842-30-25-7 
At the commencement date, a lessor shall recognize both of the following and derecognize the 
underlying asset in accordance with paragraph 842-30-40-1: 

a. A net investment in the lease, measured in accordance with paragraph 842-30-30-2 

b. Selling loss arising from the lease, if applicable. 

842-30-25-8 
Selling profit and initial direct costs (see paragraphs 842-10-30-9 through 30-10) are deferred at the 
commencement date and included in the measurement of the net investment in the lease. The rate 
implicit in the lease is defined in such a way that initial direct costs deferred in accordance with this 
paragraph are included automatically in the net investment in the lease; there is no need to add them 
separately. 

842-30-25-6 
If collectibility is probable at the commencement date for a sales-type lease or for a direct financing 
lease, a lessor shall not reassess whether collectibility is probable. Subsequent changes in the credit 
risk of the lessee shall be accounted for in accordance with the impairment guidance applicable to the 
net investment in the lease in paragraph 842-30-35-3. 

Pending Content: 
Transition Date: (P) December 16, 2019; (N) December 16, 2020 | Transition Guidance: 326-10-65-1 

Editor’s note: The content of paragraph 842-30-25-6 will change upon the adoption of ASU 2016-13: 

If collectibility is probable at the commencement date for a sales-type lease or for a direct 
financing lease, a lessor shall not reassess whether collectibility is probable. Subsequent changes in 
the credit risk of the lessee shall be accounted for in accordance with the credit loss guidance 
applicable to the net investment in the lease in paragraph 842-30-35-3. 

 

Initial Measurement 
842-30-30-1 
At the commencement date, for a sales-type lease, a lessor shall measure the net investment in the 
lease to include both of the following: 

a. The lease receivable, which is measured at the present value, discounted using the rate implicit 
in the lease, of: 

1. The lease payments (as described in paragraph 842-10-30-5) not yet received by the lessor 

2. The amount the lessor expects to derive from the underlying asset following the end of the 
lease term that is guaranteed by the lessee or any other third party unrelated to the lessor 

b. The unguaranteed residual asset at the present value of the amount the lessor expects to derive 
from the underlying asset following the end of the lease term that is not guaranteed by the lessee 
or any other third party unrelated to the lessor, discounted using the rate implicit in the lease. 
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842-30-30-2 
At the commencement date, for a direct financing lease, a lessor shall measure the net investment in 
the lease to include the items in paragraph 842-30-30-1(a) through (b), reduced by the amount of any 
selling profit. 

Derecognition 

842-30-40-1 
At the commencement date, a lessor shall derecognize the carrying amount of the underlying asset 
(if previously recognized) unless the lease is a sales-type lease and collectibility of the lease 
payments is not probable (see paragraph 842-30-25-3). 

The lease classification test is designed so that a lease can be a direct financing lease only when the lessor 
obtains a residual value guarantee from an unrelated third party other than the lessee and that guarantee is 
sufficient to satisfy the “substantially all” criterion discussed in section 3.2., Criteria for lease classification — 
lessors. Although a residual value guarantee from an unrelated third party other than the lessee can exist in 
a sales-type lease or an operating lease, a lease without a residual value guarantee from an unrelated third 
party other than the lessee must be classified as either a sales-type lease or an operating lease. 

At lease commencement, a lessor accounts for a direct financing lease as follows: 

• Derecognizes the carrying amount of the underlying asset 

• Recognizes the net investment in the lease (refer to section 5.1.1, Net investment in the lease) 

• Recognizes, in net income, any selling loss (refer to section 5.1.3, Selling profit or selling loss) 

• Defers any selling profit and initial direct costs (refer to section 2.6, Initial direct costs) and includes 
those amounts in the initial measurement of the net investment in the lease 

The initial measurement of the net investment in a direct financing lease is similar to that of a sales-type 
lease (i.e., the present value of the lease payments not yet received and the unguaranteed residual 
asset). However, for a direct financing lease, any selling profit is deferred at lease commencement and 
included in the initial measurement of the net investment in the lease (i.e., selling profit reduces the net 
investment in the lease). Any selling loss is recognized at lease commencement.  

For a direct financing lease, because initial direct costs are deferred, they are included in the 
computation of the rate implicit in the lease and therefore automatically included in the measurement of 
the net investment in the lease (i.e., initial direct costs increase the net investment in the lease). Refer to 
section 2.5, Discount rates, for further discussion of the rate implicit in the lease. 

The lease classification test is designed so that in order for a lessor to classify a lease as a direct 
financing lease, the collection of lease payments and any residual value guarantee (i.e., those guarantees 
provided by the lessee and any other third party unrelated to the lessor) must be probable at the 
commencement date. A lessor does not change lease classification after lease commencement due to 
changes in the assessment of collectibility. If a lease is classified as a direct financing lease at lease 
commencement, subsequent changes in collectibility are identified and accounted for in the impairment 
assessment of the net investment in the direct financing lease. Refer to section 5.3.3, Impairment of the 
net investment in the lease. If the lease that would otherwise be classified as a direct financing lease at 
lease commencement is instead classified as an operating lease because collection of lease payments and 
any residual value guarantee is not probable at lease commencement, the subsequent change in 
collectibility may affect the income recognition pattern of the operating lease but would not affect its 
lease classification. Also refer to section 5.5, Examples — lessor accounting, Example 1 Case D. 
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5.3.2 Subsequent measurement 
ASC 842’s subsequent measurement guidance for direct financing leases is similar to the subsequent 
measurement guidance for sales-type leases, discussed in section 5.2.2, Subsequent measurement. 
Deferring selling profit as part of the net investment in the lease for direct financing leases is the key 
difference. 

Excerpt from Accounting Standards Codification 
Leases — Lessor 

Subsequent Measurement 

842-30-35-1 
After the commencement date, a lessor shall measure the net investment in the lease by doing both 
of the following: 

a. Increasing the carrying amount to reflect the interest income on the net investment in the lease. 
A lessor shall determine the interest income on the net investment in the lease in each period 
during the lease term as the amount that produces a constant periodic discount rate on the 
remaining balance of the net investment in the lease. 

b. Reducing the carrying amount to reflect the lease payments collected during the period. 

Recognition 

842-30-25-9 
After the commencement date, a lessor shall recognize all of the following: 

a. Interest income on the net investment in the lease, measured in accordance with paragraph 842-
30-35-1(a) 

b. Variable lease payments that are not included in the net investment in the lease as income in 
profit or loss in the period when the changes in facts and circumstances on which the variable 
lease payments are based occur 

c.  Impairment of the net investment in the lease (as described in paragraph 842-30-35-3). 

After lease commencement, a lessor accounts for a direct financing lease as follows: 

• Recognizes interest income (in profit or loss) over the lease term in an amount that produces a 
constant periodic discount rate on the remaining balance of the net investment in the lease, including: 

• Interest on the lease receivable 

• Interest from accretion of the unguaranteed residual asset to its expected value at the end of 
the lease 

• Amortization of any deferred selling profit 

• Reduces the net investment in the lease for lease payments received (net of interest income 
calculated above) 

• Separately recognizes income from variable lease payments that are not included in the net 
investment in the lease (e.g., performance- or usage-based variable payments) in the period when 
the changes in facts and circumstances on which the variable lease payments are based occur 

• Recognizes changes to variable lease payments that depend on an index or rate in profit or loss in 
the period of the change 
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• Recognizes any impairment of the net investment in the lease (refer to section 5.2.3, Impairment of 
the net investment in the lease) 

Note that as illustrated in section 5.3.5, Example — lessor accounting for a direct financing lease, the rate 
used to recognize interest income on a direct financing lease differs from the rate implicit in the lease 
when there is deferred selling profit. Also refer to section 5.5, Examples — lessor accounting, Example 1 
Case C. 

5.3.3 Impairment of the net investment in the lease  
ASC 842’s provisions for evaluating impairment of the net investment in a direct financing lease are the 
same as for a sales-type lease. Refer to section 5.2.3, Impairment of the net investment in the lease, for 
further discussion.  

5.3.4 Remeasurement of the net investment in the lease 
ASC 842’s remeasurement provisions for the net investment in a direct financing lease are the same as 
for a sales-type lease, discussed in section 5.2.4, Remeasurement of the net investment in the lease. 

Excerpt from Accounting Standards Codification 
Leases — Lessor 

Subsequent Measurement 

842-30-35-2 

After the commencement date, a lessor shall not remeasure the net investment in the lease unless the 
lease is modified and that modification is not accounted for as a separate contract in accordance with 
paragraph 842-10-25-8. 

Leases — Overall 

Subsequent Measurement 
842-10-35-3 

A lessor shall not reassess the lease term or a lessee option to purchase the underlying asset unless 
the lease is modified and that modification is not accounted for as a separate contract in accordance 
with paragraph 842-10-25-8. When a lessee exercises an option to extend or terminate the lease or 
purchase the underlying asset, the lessor shall account for the exercise of that option in the same 
manner as a lease modification. 

After lease commencement, the net investment in a direct financing lease is not remeasured unless the 
lease is modified (i.e., there is a change to terms and conditions of a contract that results in a change in 
the scope of or the consideration for the lease) and the modified lease is not accounted for as a separate 
contract. Refer to section 5.6, Lease modifications. 

Additionally, ASC 842-10-35-3 requires lessors to account for a lessee’s exercise of an option to extend 
or terminate the lease or purchase the underlying asset in the same manner as a lease modification. That 
is, lessors reassess lease classification upon the exercise of these options. Refer to section 5.6.3, Lessor 
accounting for a modification that is not accounted for as a separate contract. Lessees are not required 
to account for such exercises as a lease modification. 

We believe that the exercise of an option to extend or terminate the lease or purchase the underlying 
asset should be accounted for in the same manner as a lease modification only when the exercise of the 
option is inconsistent with the lessor’s assumption about whether the lessee will exercise the option 
already included in the lease term. For example, if a lessor included an optional period to extend the lease 
in the lease term because it concluded that the lessee is reasonably certain to exercise that option, we do 
not believe that the exercise of the option should be accounted for as a lease modification. 
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5.3.5 Example — lessor accounting for a direct financing lease 
The following illustration shows how a lessor accounts for a direct financing lease that gives rise to selling 
profit. Refer to section 5.5, Examples — lessor accounting, for additional examples of lessor accounting 
included in ASC 842. 

Illustration 29 — Lessor accounting for a direct financing lease  

Assume Entity X (Lessor) enters into a 10-year lease of equipment with Entity Y (Lessee). Lessor sells 
and leases the equipment, which is not specialized in nature and is expected to have alternative use to 
Lessor at the end of the 10-year lease term. Under the lease: 

• Lessor receives annual lease payments of $15,000, payable at the end of each year. 

• Lessor expects the residual value of the equipment to be $50,000 at the end of the 10-year lease term. 

• Lessor obtains a residual value guarantee from an unrelated third party other than Lessee that 
protects Lessor on the first $30,000 of loss below the estimated residual value of $50,000. 

• The equipment has an estimated remaining economic life of 15 years, a carrying amount of 
$100,000 and a fair value of $111,000. 

• The lease does not transfer ownership of the underlying asset to Lessee at the end of the lease 
term or contain an option for Lessee to purchase the underlying asset. 

• The rate implicit in the lease is 10.078%. 

• At lease commencement, Lessor concludes that it is probable it will collect the lease payments and 
any amount owed under the residual value guarantee provided by the third party. 

None of the criteria for a classification as a sales-type lease are met (e.g., the present value of the 
lease payments is 83% of the fair value of the equipment, which is less than the 90% threshold that 
Lessor uses in the lease classification test). Lessor classifies the lease as a direct financing lease 
because (1) the present value of the sum of the lease payments and the residual value guaranteed by 
the unrelated third party exceeds substantially all of the fair value of the underlying asset and (2) it is 
probable that Lessor will collect the lease payments and any amount owed under the residual value 
guarantee. If the residual value guarantee was provided by Lessee, the lease would be classified as a 
sales-type lease (refer to section 3.2, Criteria for lease classification — lessors). 

At lease commencement, Lessor accounts for the direct financing lease as follows: 

To record the net investment in the direct financing lease and derecognize the underlying asset: 

Net investment in the lease  $ 100,000(a)  
Property held for lease    100,000(b) 

(a) The net investment in the lease consists of (1) the present value of the 10 annual lease payments of $15,000 plus the 
present value of the guaranteed residual value of $30,000, both discounted at the rate implicit in the lease, which equals 
$103,344 (i.e., the lease receivable), plus (2) the present value of unguaranteed residual asset of $20,000, which equals 
$7,656, less (3) deferred selling profit of $11,000. Deferred selling profit is calculated as the lease receivable of $103,344, 
less the carrying amount of the underlying asset of $100,000, net of any unguaranteed residual asset of $7,656. Note that 
the net investment in the lease is subject to the same considerations as other assets when classifying its components as 
current or noncurrent assets in a classified balance sheet. 

(b) $100,000 is the carrying amount of the underlying asset. 



5  Lessor accounting 

Financial reporting developments Lease accounting | 180 

Year 1 journal entries for the direct financing lease: 

Cash  $ 15,000(c)   
Net investment in the lease   $ 2,825(d) 
Interest income    12,175(e) 

(c) Receipt of annual lease payment at the end of the year. 
(d) Reduction of the net investment in the lease for lease payment received of $15,000, net of interest income of $12,175. 
(e) Interest income is the amount that produces a constant periodic discount rate on the remaining balance of the net 

investment in the lease (see computation below). 

The following table summarizes the interest income for this lease and the related amortization of the 
net investment over the lease term. 

Year 
Annual rental 

payment 
Annual interest 

income(a) 
Net investment at 

end of year 
Initial net investment  $  —   $  —   $ 100,000 

1   15,000   12,175   97,175 
2   15,000   11,831   94,006 
3   15,000   11,445   90,451 
4   15,000   11,012   86,463 
5   15,000   10,527   81,990 
6   15,000   9,982   76,972 
7   15,000   9,371   71,343 
8   15,000   8,686   65,029 
9   15,000   7,917   57,946  

10   15,000   7,054   50,000(b) 
(a) Interest income includes interest on the lease receivable, accretion of the unguaranteed residual asset and amortization of 

deferred selling profit. The rate for recognizing interest income to produce a constant periodic rate of return on the remaining 
net investment is 12.175%. 

(b) The estimated residual value of the equipment at the end of the lease term. 

The following table summarizes the components of interest income recognized over the lease term. 

Year 

Interest on 
lease 

receivable(a) 

Accretion of 
unguaranteed 

residual asset(b) 

Amortization of 
deferred selling 

profit(c) 

Annual 
interest 
income 

1  $ 10,415  $ 772  $ 988  $ 12,175 
2   9,954   849   1,028   11,831 
3   9,445   935   1,065   11,445 
4   8,885   1,029   1,098   11,012 
5   8,269   1,133   1,125   10,527 
6   7,590   1,247   1,145   9,982 
7   6,843   1,373   1,155   9,371 
8   6,021   1,511   1,154   8,686 
9   5,117    1,663   1,137   7,917 

10   4,119   1,831   1,104   7,054 
(a) Interest on the lease receivable is based on the rate implicit in the lease of 10.078%. For example, Year 1 interest on the lease 

receivable is calculated as the lease receivable of $103,344 multiplied by the rate implicit in the lease of 10.078%. 
(b) Accretion of the unguaranteed residual asset is based on the rate implicit in the lease of 10.078%. For example, Year 1 

accretion of the residual asset is calculated as the present value of the unguaranteed residual asset at lease commencement 
of $7,656 multiplied by the rate implicit in the lease of 10.078%. 

(c) Deferred selling profit is amortized into interest income over the lease term in a manner that, when combined with the interest 
income on the lease receivable and unguaranteed residual asset, produces a constant periodic rate of return on the lease of 
12.175%. 

Immaterial differences may arise in the recomputation of amounts in the example above due to rounding. 
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5.4 Operating leases 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Recognition 

842-30-25-10 
At the commencement date, a lessor shall defer initial direct costs. 

842-30-25-11 
After the commencement date, a lessor shall recognize all of the following: 

a. The lease payments as income in profit or loss over the lease term on a straight-line basis unless 
another systematic and rational basis is more representative of the pattern in which benefit is 
expected to be derived from the use of the underlying asset, subject to paragraph 842-30-25-12 

b. Variable lease payments as income in profit or loss in the period in which the changes in facts 
and circumstances on which the variable lease payments are based occur 

c. Initial direct costs as an expense over the lease term on the same basis as lease income (as 
described in (a)). 

842-30-25-12 
If collectibility of the lease payments plus any amount necessary to satisfy a residual value guarantee 
(provided by the lessee or any other unrelated third party) is not probable at the commencement 
date, lease income shall be limited to the lesser of the income that would be recognized in accordance 
with paragraph 842-30-25-11(a) through (b) or the lease payments, including variable lease 
payments, that have been collected from the lessee. 

842-30-25-13 
If the assessment of collectibility changes after the commencement date, any difference between the 
lease income that would have been recognized in accordance with paragraph 842-30-25-11(a) 
through (b) and the lease payments, including variable lease payments, that have been collected from 
the lessee shall be recognized as a current-period adjustment to lease income. 

Initial Measurement 

842-30-30-4 
A lessor shall continue to measure the underlying asset subject to an operating lease in accordance 
with other Topics. 

Subsequent Measurement 

842-30-35-6 
A lessor shall continue to measure, including testing for impairment in accordance with Section 360-
10-35 on impairment or disposal of long-lived assets, the underlying asset subject to an operating 
lease in accordance with other Topics. 

Implementation Guidance 

842-30-55-17 

This Subtopic considers the right to control the use of the underlying asset as the equivalent of 
physical use. If the lessee controls the use of the underlying asset, recognition of lease income in 
accordance with paragraph 842-30-25-11(a) should not be affected by the extent to which the 
lessee uses the underlying asset. 
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Under ASC 842, lessors account for operating leases in a manner similar to how they account for 
operating leases under ASC 840. That is, they continue to recognize the underlying asset and do not 
recognize a net investment in the lease on the balance sheet or initial profit (if any) in the income 
statement. The underlying asset continues to be accounted for in accordance with ASC 360. 

If the collection of lease payments and any residual value guarantee (i.e., guarantees provided by the 
lessee or any other third party unrelated to the lessor) for an operating lease is probable at lease 
commencement, a lessor subsequently recognizes lease income over the lease term on a straight-line 
basis unless another systematic and rational basis better represents the pattern in which benefit is 
expected to be derived from the use of the underlying asset. After lease commencement, lessors 
recognize variable lease payments that do not depend on an index or rate (e.g., performance- or usage-
based payments) when the changes in facts and circumstances on which the variable lease payments are 
based occur. Similarly, lessors recognize changes to variable lease payments that depend on an index or 
rate in profit or loss in the period of the change. 

If the collection of the lease payments and any residual value guarantee is not probable at the 
commencement date for an operating lease (including a lease that would otherwise have qualified as a 
direct financing lease if it had met the collectibility requirements — refer to section 3.2, Criteria for lease 
classification — lessors), a lessor’s lease income is limited to the lesser of (1) the income that would have 
been recognized if collection were probable, including income from variable lease payments, and (2) the 
lease payments, including variable lease payments, that have been collected from the lessee. 

If the collectibility assessment changes to probable after the commencement date, any difference 
between the lease income that would have been recognized if collectibility had always been assessed as 
probable and the income recognized to date is recognized as a current-period adjustment to lease 
income. Likewise, if the collectibility assessment changes to not probable after the commencement date, 
income is reversed if the lease payments, including variable lease payments, that have been collected 
from the lessee are less than the income recognized to date. 

A lessor does not reassess lease classification if the collection of lease payments becomes probable after 
lease commencement. For example, a lease that would have otherwise been classified as a direct 
financing lease except that collectibility of lease payments and any residual value guarantee was not 
probable at lease commencement is classified as an operating lease. If the lease payments and any 
residual value guarantee are subsequently determined to be probable of collection, the lease continues 
to be classified as an operating lease. However, a change in collectibility could affect the timing of 
recognition of income for the operating lease. 

Initial direct costs 

ASC 842 requires lessors of operating leases to defer initial direct costs at lease commencement and 
amortize them over the lease term on the same basis as lease income. 
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5.4.1 Time pattern of use of property in an operating lease 
Operating lease agreements may specify scheduled lease payment increases over the lease term, or 
periods during the lease term for which lease payments are not required (“rent holidays”). Uneven lease 
payments (increases, decreases or holidays) are often designed to provide an inducement for the lessee, 
to reflect the anticipated effects of inflation, to ease the lessee’s near-term cash flow requirements or to 
acknowledge the time value of money. For operating leases that include uneven lease payments or rent 
holidays, lease income should be recognized by a lessor on a straight-line basis over the lease term 
unless another systematic and rational allocation basis is more representative of the time pattern in 
which benefit is expected to be derived from the use of the underlying asset, subject to the limitation 
when collectibility of lease payments is not probable as discussed in section 5.4, Operating leases, above. 
Using factors such as the time value of money or anticipated inflation is inappropriate because these 
factors do not relate to the benefit that is expected to be derived from the use of the underlying asset. 

Lease agreements may also include scheduled lease payment increases designed to accommodate the 
lessee’s projected use of the underlying asset. For example, lease payments may escalate in contemplation 
of the lessee’s use of commercial real estate (i.e., the underlying asset) even though the lessee takes 
possession of or is given control over the use of the underlying asset(s) at the lease commencement.  

We believe that FASB did not expect a change in practice in how such lease payments are recognized 
from the accounting under ASC 840 (i.e., a straight-line basis). Therefore, the lessor should recognize 
the lease payments as follows: 

• If rents escalate in contemplation of the lessee’s use of the underlying asset but the lessee takes 
possession of or is given control over the use of the underlying asset(s) at the lease commencement, 
all lease payments, including the escalated lease payments, should be recognized as lease income on 
generally a straight-line basis starting at the lease commencement. 

• If lease payments escalate under a master lease agreement because the lessee gains control over the 
use of additional underlying assets and the right to use such additional assets is not accounted for as 
a lease modification (refer to section 5.1.5, Master lease agreements, for the accounting of master 
lease agreements), the escalated lease payments should be considered lease income attributable to 
the additional underlying assets in the periods that the lessee has control over the use of the 
additional underlying assets. To identify the separate lease components and allocate the amount of 
lease income attributed to the additional underlying assets, the lessor applies the guidance in 
ASC 842-10-15-28 through 15-42 (refer to section 1.4, Identifying and separating lease and non-
lease components of a contract and allocating contract consideration). 

The application of the above accounting to an operating lease with uneven lease payments results in prepaid 
or accrued lease payments to the lessor. If the lessee purchases the underlying asset prior to the expiration 
of the lease term, any prepaid or accrued rentals should be included in the determination of the gain or 
loss on the cancellation of the lease and the sale of the asset (refer to section 5.7.3, Lease termination). 
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5.4.1.1 Revenue recognition 

Assuming collection of lease payments is probable, a lessor begins recording revenue under an operating 
lease when the lessor makes the underlying asset available for use by the lessee (e.g., the lessee takes 
possession of or is given control over the use of the underlying asset). It should be noted that this may be 
before or after lease payments begin. If the lessor turns the underlying asset over to the lessee so that the 
lessee can begin making lessee-owned improvements to the underlying asset (e.g., lessee begins 
constructing lessee assets — leasehold improvements), then the lessor would begin recognizing lease 
income when the underlying asset is turned over to the lessee for that purpose. If, instead, the lessor has 
determined that the lessee is acting on the lessor’s behalf in constructing the improvements (e.g., lessee is 
constructing lessor assets), lease income would not begin until the leased property is substantially complete. 

5.4.1.2 Impact of lessee vs. lessor asset on revenue recognition 

Determining whether an improvement, which is paid for by the lessor, is a lessee or lessor asset (refer to 
section 4.7.1, Which party owns the improvements) generally impacts the determination of when the 
lessee takes possession of or is given control over the use of the underlying asset (and, consequently, 
impacts when the lessor can begin recognizing operating lease income). The lessee generally has not 
taken possession of or been given control over the use of the underlying asset until it is substantially 
complete. The following illustration demonstrates this point: 

Illustration 30 — Impact of lessee vs. lessor asset on revenue recognition 

Assume Lessee A contracts to lease a building from Lessor B. Lessor B agrees to reimburse Lessee A 
for $10 million of improvements (e.g., carpeting, interior walls and similar improvements that will be 
installed before the lessee occupies and begins to use the building for its intended purpose) as specified 
in the lease agreement. If Lessor B determines that the improvements are lessor assets (i.e., leasing the 
improved space to the lessee), it would record lease income on a straight-line basis once the lessee has 
possession of or is given control over the use of the space (generally when the building and 
improvements are substantially complete). However, if Lessor B determines that the improvements are 
lessee assets, it would record lease income on a straight-line basis once the lessee takes possession or 
is given control over the use of the unimproved space. In the case of lessee’s improvements, the lessee 
would have possession of the space when it has access to begin constructing its improvements. The 
fact that the lessee may delay the date when they occupy the space (i.e., enter to make or have their 
agent make improvements) is not relevant — instead, control and possession are based on the lessee’s 
rights to possess or use. Additionally, if Lessor B determines the improvements are lessee assets, 
Lessor B would be required to recognize the $10 million as a lease incentive (refer to section 5.4.2.1, 
Lease incentives and tenant improvements) and would record a liability for the incentive once incurred. 

5.4.2 Lease incentives in an operating lease 
A lessor may include incentives for the lessee to enter into the lease, such as an up-front cash payment 
to the lessee, payment of certain costs for the lessee (e.g., lessor may reimburse the lessee for its 
moving expenses or the construction of lessee-owned leasehold improvements) or the assumption by the 
lessor of the lessee’s preexisting lease with a third party. A payment made to or on behalf of the lessee 
represents an incentive that should be capitalized at lease commencement and recognized on a straight-
line basis over the lease term as a reduction to the lease income by the lessor (refer to section 2.4.1.2, 
Lease incentives). Similarly, losses incurred by the lessor as a result of assuming a lessee’s preexisting 
lease with a third party should be considered a lease incentive by the lessor. The lessor will often 
estimate the value of such lease incentive based on the total remaining costs reduced by the expected 
benefits from the sublease or use of the assumed underlying asset. 
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The following example illustrates the accounting by a lessor for lease incentives: 

Illustration 31 — Lessor accounting for lease incentive 

Lessor A enters into an operating lease of property with Lessee B for a five-year term at a monthly 
rental of $110. In order to induce Lessee B to enter into the lease, Lessor A provides $600 to Lessee 
B at lease commencement for lessee improvements (i.e., lessee assets).  

At lease commencement, Lessor A accounts for the incentive as follows: 

To record the lease incentive: 
Deferred asset (lease incentive)   $ 600  

Cash   $ 600 

Recurring monthly journal entries in Years 1–5: 

To record cash received on the lease and amortization of lease incentive over the lease term: 

Cash  $ 110  

Lease income   $ 100 

Amortization of deferred asset (lease incentive) 
($600 ÷ 60 months)    10 

 

5.4.2.1 Lease incentives and tenant improvements 

When a lessor makes an up-front payment to the lessee to fund (or partially fund) lessee asset 
improvements, the incentive is recorded as a receivable by the lessor (i.e., a credit to cash and an 
offsetting debit to lease incentive receivable) for an operating lease. As payments are received by the 
lessor under the lease, a portion (incentive ÷ lease term) of those payments are, in substance, 
repayments of the incentive (that is, a credit to the lease incentive receivable and an offsetting debit to 
cash). The fact that the incentive paid by the lessor is earmarked specifically to reimburse the lessee for 
the cost of the new leasehold improvements (lessee assets) does not impact the accounting for the 
incentive. That is, even if the funding is designated to partially or fully fund the lessee’s leasehold 
improvements, the lessor would still record an incentive receivable. This accounting would also apply if, 
instead of receiving and paying cash, the lessee simply submits invoices to the lessor for a prescribed 
amount of improvements that are determined to be lessee assets and that the lessor has agreed to fund. 

5.4.3 Asset impairment — operating leases 
Assets leased out under an operating lease should be assessed for impairment, as necessary, under the 
provisions of ASC 360. Refer to our Financial reporting developments publication, Impairment or disposal 
of long-lived assets, for further discussion on assessing an asset for impairment. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1887_Impairment_1August2016/$FILE/FinancialReportingDevelopments_BB1887_Impairment_1August2016.pdf
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1887_Impairment_1August2016/$FILE/FinancialReportingDevelopments_BB1887_Impairment_1August2016.pdf
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5.5 Examples — lessor accounting 
ASC 842 includes the following example of the accounting for a sales-type lease for which the collection 
of lease payments and the residual value guarantee provided by the lessee is probable at lease 
commencement. 

Excerpt from Accounting Standards Codification 
Leases — Lessors 

Implementation Guidance and Illustration 

Example 1 — Lessor Accounting Example 

Case A — Lessor Accounting — Sales-Type Lease 

842-30-55-19 
Lessor enters into a 6-year lease of equipment with Lessee, receiving annual lease payments of 
$9,500, payable at the end of each year. Lessee provides a residual value guarantee of $13,000. 
Lessor concludes that it is probable it will collect the lease payments and any amount necessary to 
satisfy the residual value guarantee provided by Lessee. The equipment has a 9-year estimated 
remaining economic life, a carrying amount of $54,000, and a fair value of $62,000 at the 
commencement date. Lessor expects the residual value of the equipment to be $20,000 at the end of 
the 6-year lease term. The lease does not transfer ownership of the underlying asset to Lessee or 
contain an option for Lessee to purchase the underlying asset. Lessor incurs $2,000 in initial direct 
costs in connection with obtaining the lease, and no amounts are prepaid by Lessee to Lessor. The 
rate implicit in the lease is 5.4839 percent. 

842-30-55-20 
Lessor classifies the lease as a sales-type lease because the sum of the present value of the lease 
payments and the present value of the residual value guaranteed by the lessee amounts to 
substantially all of the fair value of the equipment. None of the other criteria to be classified as a sales-
type lease are met. 

842-30-55-21 
Lessor measures the net investment in the lease at $62,000 at lease commencement, which is equal to 
the fair value of the equipment. The net investment in the lease consists of the lease receivable (which 
includes the 6 annual payments of $9,500 and the residual value guarantee of $13,000, both 
discounted at the rate implicit in the lease, which equals $56,920) and the present value of the 
unguaranteed residual value (the present value of the difference between the expected residual value of 
$20,000 and the residual value guarantee of $13,000, which equals $5,080). Lessor calculates the 
selling profit on the lease as $8,000, which is the difference between the lease receivable ($56,920) 
and the carrying amount of the equipment net of the unguaranteed residual asset ($54,000 — $5,080 = 
$48,920). The initial direct costs do not factor into the calculation of the selling profit in this Example 
because they are not eligible for deferral on the basis of the guidance in paragraph 842-30-25-1(c) 
(that is, because the fair value of the underlying asset is different from its carrying amount at the 
commencement date). 

842-30-55-22 
At the commencement date, Lessor derecognizes the equipment (carrying amount of $54,000) and 
recognizes the net investment in the lease of $62,000 and the selling profit of $8,000. Lessor also pays 
and recognizes the initial direct costs of $2,000 as an expense. 
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842-30-55-23 
At the end of Year 1, Lessor recognizes the receipt of a lease payment of $9,500 and interest on the 
net investment in the lease (the beginning balance of the net investment in the lease of $62,000 × the 
rate implicit in the lease of 5.4839% = $3,400), resulting in a balance in the net investment of the 
lease of $55,900. For disclosure purposes, Lessor also calculates the separate components of the net 
investment in the lease: the lease receivable and the unguaranteed residual asset. The lease receivable 
equals $50,541 (the beginning balance of the lease receivable of $56,920 — the annual lease payment 
received of $9,500 + the amount of interest income on the lease receivable during Year 1 of $3,121, 
which is $56,920 × 5.4839%). The unguaranteed residual asset equals $5,360 (the beginning balance 
of the unguaranteed residual asset of $5,081 + the interest income on the unguaranteed residual 
asset during Year 1 of $279, which is $5,081 × 5.4839%). 

842-30-55-24 
At the end of Year 6, Lessor reclassifies the net investment in the lease, then equal to the estimated 
residual value of the underlying asset of $20,000, as equipment. 

The following example assumes the same facts as in Case A above except that the collection of lease 
payments and the residual value guarantee provided by the lessee is not probable at lease 
commencement. 

Excerpt from Accounting Standards Codification 
Implementation Guidance and Illustration 

Example 1 — Lessor Accounting Example 

Case B — Lessor Accounting — Sales-Type Lease — Collectibility of the Lease Payments Is 
Not Probable 

842-30-55-25 
Assume the same facts and circumstances as in Case A (paragraphs 842-30-55-19 through 55-24), 
except that it is not probable Lessor will collect the lease payments and any amount necessary to 
satisfy the residual value guarantee provided by Lessee. In reaching this conclusion, the entity 
observes that Lessee’s ability and intention to pay may be in doubt because of the following factors: 

a.  Lessee intends to make the lease payments primarily from income derived from its business in 
which the equipment will be used (which is a business facing significant risks because of high 
competition in the industry and Lessee’s limited experience) 

b.  Lessee has limited credit history and no significant other income or assets with which to make the 
payments if the business is not successful. 

842-30-55-26 
In accordance with paragraph 842-30-25-3, Lessor does not derecognize the equipment and does not 
recognize a net investment in the lease or any selling profit or selling loss. However, consistent with 
Case A, Lessor pays and recognizes the initial direct costs of $2,000 as an expense at the 
commencement date. 
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842-30-55-27 
At the end of Year 1, Lessor reassesses whether it is probable it will collect the lease payments and 
any amount necessary to satisfy the residual value guarantee provided by Lessee and concludes that it 
is not probable. In addition, neither of the events in paragraph 842-30-25-3(b) has occurred. The 
contract has not been terminated and Lessor has not repossessed the equipment because Lessee is 
fulfilling the terms of the contract. Consequently, Lessor accounts for the $9,500 Year 1 lease 
payment as a deposit liability in accordance with paragraph 842-30-25-3. Lessor recognizes 
depreciation expense on the equipment of $7,714 ($54,000 carrying value ÷ 7-year useful life). 

842-30-55-28 
Lessor’s accounting in Years 2 and 3 is the same as in Year 1. At the end of Year 4, Lessee makes the 
fourth $9,500 annual lease payment such that the deposit liability equals $38,000. Lessor concludes 
that collectibility of the lease payments and any amount necessary to satisfy the residual value 
guarantee provided by Lessee is now probable on the basis of Lessee’s payment history under the 
contract and the fact that Lessee has been successfully operating its business for four years. Lessor 
does not reassess the classification of the lease as a sales-type lease. 

842-30-55-29 
Consequently, at the end of Year 4, Lessor derecognizes the equipment, which has a carrying amount 
of $23,143, and recognizes a net investment in the lease of $35,519. The net investment in the lease 
consists of the lease receivable (the sum of the 2 remaining annual payments of $9,500 and the 
residual value guarantee of $13,000, discounted at the rate implicit in the lease of 5.4839 percent 
determined at the commencement date, which equals $29,228) and the unguaranteed residual asset 
(the present value of the difference between the expected residual value of $20,000 and the residual 
value guarantee of $13,000, which equals $6,291). Lessor recognizes selling profit of $50,376, the 
difference between (a) the sum of the lease receivable and the carrying amount of the deposit liability 
($29,228 lease receivable + $38,000 in lease payments already made = $67,228) and (b) the carrying 
amount of the equipment, net of the unguaranteed residual asset ($23,143 — $6,291 = $16,852). 

842-30-55-30 
After the end of Year 4, Lessor accounts for the remaining two years of the lease in the same manner 
as any other sales-type lease. Consistent with Case A, at the end of Year 6, Lessor reclassifies the net 
investment in the lease, then equal to the estimated residual value of the underlying asset of $20,000, 
as equipment. 

The following example assumes the same facts as in Case A above except that the lease is classified as 
a direct financing lease because the residual value guarantee is provided by a third party unrelated to 
the lessee.  

Excerpt from Accounting Standards Codification 
Implementation Guidance and Illustration 

Example 1 — Lessor Accounting Example 

Case C — Lessor Accounting — Direct Financing Lease 

842-30-55-31 
Assume the same facts and circumstances as in Case A (paragraphs 842-30-55-19 through 55-24), except 
that the $13,000 residual value guarantee is provided by a third party, not by Lessee. Collectibility of the 
lease payments and any amount necessary to satisfy the third party residual value guarantee is probable. 
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842-30-55-32 
None of the criteria in paragraph 842-10-25-2 to be classified as a sales-type lease are met. Lessor 
classifies the lease as a direct financing lease because the sum of the present value of the lease 
payments and the present value of the residual value guaranteed by the third party amounts to 
substantially all of the fair value of the equipment. In accordance with paragraph 842-10-25-4, the 
discount rate used to determine the present value of the lease payments and the guaranteed residual 
value (5.4839 percent) assumes that no initial direct costs will be deferred because, at the 
commencement date, the fair value of the equipment is different from its carrying amount. 

842-30-55-33 
At the commencement date, Lessor derecognizes the equipment and recognizes a net investment in 
the lease of $56,000, which is equal to the carrying amount of the underlying asset of $54,000 plus 
the initial direct costs of $2,000 that are included in the measurement of the net investment in the 
lease in accordance with paragraph 842-30-25-8 (that is, because the lease is classified as a direct 
financing lease). The net investment in the lease includes a lease receivable of $58,669 (the present 
value of the 6 annual lease payments of $9,500 and the third-party residual value guarantee of 
$13,000, discounted at the rate implicit in the lease of 4.646 percent), an unguaranteed residual 
asset of $5,331 (the present value of the difference between the estimated residual value of $20,000 
and the third-party residual value guarantee of $13,000, discounted at 4.646 percent), and deferred 
selling profit of $8,000. 

842-30-55-34 
Lessor calculates the deferred selling profit of $8,000 in this Example as follows: 

a. The lease receivable ($58,669); minus 

b. The carrying amount of the equipment ($54,000), net of the unguaranteed residual asset 
($5,331), which equals $48,669; minus 

c. The initial direct costs included in the measurement of the net investment in the lease ($2,000). 

842-30-55-35 
At the end of Year 1, Lessor recognizes the receipt of the lease payment of $9,500 and interest on the 
net investment in the lease of $4,624 (the beginning balance of the net investment in the lease of 
$56,000 × the discount rate that, at the commencement date, would have resulted in the sum of the 
lease receivable and the unguaranteed residual asset equaling $56,000, which is 8.258 percent), 
resulting in a balance in the net investment of the lease of $51,124. 

842-30-55-36 
Also at the end of Year 1, Lessor calculates, for disclosure purposes, the separate components of the net 
investment in the lease: the lease receivable, the unguaranteed residual asset, and the deferred selling 
profit. The lease receivable equals $51,895 (the beginning balance of the lease receivable of $58,669 — 
the annual lease payment received of $9,500 + the amount of interest income on the lease receivable 
during Year 1 of $2,726, which is $58,669 × 4.646%). The unguaranteed residual asset equals $5,578 
(the beginning balance of the unguaranteed residual asset of $5,331 + the interest income on the 
unguaranteed residual asset during Year 1 of $247, which is $5,331 × 4.646%). The deferred selling 
profit equals $6,349 (the initial deferred selling profit of $8,000 — $1,651 recognized during Year 1 
[the $1,651 is the difference between the interest income recognized on the net investment in the 
lease during Year 1 of $4,624 calculated in paragraph 842-30-55-35 and the sum of the interest 
income earned on the lease receivable and the unguaranteed residual asset during Year 1]). 
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842-30-55-37 
At the end of Year 2, Lessor recognizes the receipt of the lease payment of $9,500 and interest on the 
net investment in the lease (the beginning of Year 2 balance of the net investment in the lease of 
$51,124 × 8.258%, which is $4,222), resulting in a carrying amount of the net investment in the lease 
of $45,846. 

842-30-55-38 
Also at the end of Year 2, Lessor calculates the separate components of the net investment in the lease. 
The lease receivable equals $44,806 (the beginning of Year 2 balance of $51,895 — the annual lease 
payment received of $9,500 + the interest income earned on the lease receivable during Year 2 of 
$2,411, which is $51,895 × 4.646%). The unguaranteed residual asset equals $5,837 (the beginning of 
Year 2 balance of the unguaranteed residual asset of $5,578 + the interest income earned on the 
unguaranteed residual asset during Year 2 of $259, which is $5,578 × 4.646%). The deferred selling 
profit equals $4,797 (the beginning of Year 2 balance of deferred selling profit of $6,349 — $1,552 
recognized during Year 2 [the $1,552 is the difference between the interest income recognized on the 
net investment in the lease during Year 2 of $4,222 and the sum of the interest income earned on the 
lease receivable and the unguaranteed residual asset during Year 2]). 

842-30-55-39 
At the end of Year 6, Lessor reclassifies the net investment in the lease, then equal to the estimated 
residual value of the underlying asset of $20,000, as equipment. 

The following example assumes the same facts as in Case C above except that the collectibility of lease 
payments and the residual value guarantee provided by the third party unrelated to the lessee is not 
probable at lease commencement and the lease is classified as an operating lease. 

Excerpt from Accounting Standards Codification 
Implementation Guidance and Illustration 

Example 1 — Lessor Accounting Example 

Case D — Lessor Accounting — Collectibility Is Not Probable 

842-30-55-40 
Assume the same facts and circumstances as Case C (paragraphs 842-30-55-31 through 55-39), 
except that collectibility of the lease payments and any amount necessary to satisfy the residual value 
guarantee provided by the third party is not probable and the lease payments escalate every year over 
the lease term. Specifically, the lease payment due at the end of Year 1 is $7,000, and subsequent 
payments increase by $1,000 every year for the remainder of the lease term. Because it is not 
probable that Lessor will collect the lease payments and any amount necessary to satisfy the residual 
value guarantee provided by the third party in accordance with paragraph 842-10-25-3, Lessor 
classifies the lease as an operating lease. 

842-30-55-41 
Lessor continues to measure the equipment in accordance with Topic 360 on property, plant, and 
equipment. 
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842-30-55-42 
Because collectibility of the lease payments is not probable, Lessor recognizes lease income only when 
Lessee makes the lease payments, and in the amount of those lease payments. Therefore, Lessor only 
recognizes lease income of $7,000 at the point in time Lessee makes the end of Year 1 payment for 
that amount. 

842-30-55-43 
At the end of Year 2, Lessor concludes that collectibility of the remaining lease payments and any 
amount necessary to satisfy the residual value guarantee provided by the third party is probable; 
therefore, Lessor recognizes lease income of $12,000. The amount of $12,000 is the difference 
between lease income that would have been recognized through the end of Year 2 ($57,000 in total 
lease payments ÷ 6 years = $9,500 per year × 2 years = $19,000) and the $7,000 in lease income 
previously recognized. Collectibility of the remaining lease payments remains probable throughout the 
remainder of the lease term; therefore, Lessor continues to recognize lease income of $9,500 each year. 

As illustrated in the example above, a lessor does not reassess lease classification solely due to 
collectibility of lease payments becoming probable after lease commencement (i.e., the lease remains an 
operating lease). 

5.6 Lease modifications 
Excerpt from Accounting Standards Codification 
Master Glossary 

Lease Modification 

A change to the terms and conditions of a contract that results in a change in the scope of or the 
consideration for a lease (for example, a change to the terms and conditions of the contract that adds 
or terminates the right to use one or more underlying assets or extends or shortens the contractual 
lease term). 

If a lease is modified (i.e., there is a change to the terms and conditions of a contract that results in a 
change in the scope of or the consideration for the lease), the modified contract is evaluated to 
determine whether it is or contains a lease (refer to section 1.3, Reassessment of the contract). If a lease 
continues to exist, lease modification can result in: 

• A separate contract (refer to section 5.6.2, Determining whether a lease modification is accounted 
for as a separate contract) 

• A change in the accounting for the existing lease (i.e., not a separate contract — refer to section 
5.6.3, Lessor accounting for a lease modification that is not accounted for as a separate contract) 

Refer to section 5.6.1, Summary of the accounting for lease modifications — lessors. 
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5.6.1  Summary of the accounting for lease modifications — lessors  

 

Lease termination if the original contract contained a sales-
type or direct financing lease (ASC 842-30-40-2 and 

section 5.7.3, Lease termination) or if previously an operating 
lease not specifically addressed in ASC 842 — apply other guidance 

Account for two separate contracts:  
• The unmodified original contract  
• A separate contract, which is accounted for in the 

same manner as any other new lease  
(ASC 842-10-25-9 and section 5.6.2, Determining whether a 

lease modification is accounted for as a separate contract) 

• Remeasure and reallocate the remaining consideration in the contract 

• Reassess the classification of the lease at the effective date of the modification 

• Account for any initial direct costs, lease incentives and other payments made to or by the lessor 
(ASC 842-10-25-9 through 25-10 and section 5.6.3, Lessor accounting for a modification that is not accounted for as a separate contract) 

No change in 
classification of an 

operating lease 

A 

An operating lease 
changes to a sales-

type lease1 

B 

An operating lease 
changes to a direct 

financing lease 

C 

No change in 
classification of a direct 

financing lease or a 
sales-type lease1 or 
a sales-type lease1 
changes to a direct 

financing lease 
D 

A direct financing 
lease changes to an 
operating lease or a 

sales-type lease1 
changes to an 

operating lease 
 E 

A direct financing 
lease changes to 
a sales-type lease 

F 

Apply the subsequent measurement guidance for the applicable classification 

No 

Yes 

Yes 

No 

Note: Refer to the lease modifications guidance in the table on the next page 

Is the modified contract a lease, or does it contain a lease? 
(ASC 842-10-15-6, section 1.2, Determining whether 

an arrangement contains a lease, and section 1.3, 
Reassessment of the contract) 

Does the modification result in a separate contract?  
(ASC 842-10-25-8 and section 5.6.2, Determining whether 
a lease modification is accounted for as a separate contract) 
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 Result of reassessing lease 
classification Accounting on the effective date of the modification  

Section 
reference 

 
No change in classification of 

an operating lease 
(ASC 842-10-25-15(a)) 

Recognize the lease payments to be made under the modified 
lease, adjusted for any prepaid or accrued rent from the 
original lease, generally on a straight-line basis over the 
remaining lease term.  

5.6.3.1, 
Modification 

to an 
operating 

lease that is 
not 

accounted 
for as a 

separate 
contract 

 
An operating lease changes to 

a sales-type lease1 

(ASC 842-10-25-15(b)) 

Apply the initial recognition and measurement guidance for 
sales-type leases and adjust the selling profit or selling loss 
by any prepaid or accrued rent from the original lease 
(i.e., derecognize any prepaid or accrued rent). 

 
An operating lease changes to 

a direct financing lease 
(ASC 842-10-25-15(b)) 

Apply the initial recognition and measurement guidance for 
direct financing leases and adjust the selling profit or selling 
loss by any prepaid or accrued rent from the original lease 
(i.e., derecognize any prepaid or accrued rent). 

 

No change in classification of 
a direct financing lease 
(ASC 842-10-25-16(a)) 
or a sales-type lease1 

(ASC 842-10-25-17(a)) 
or a sales-type lease1 changes to 

a direct financing lease 
(ASC 842-10-25-17(a)) 

Adjust the discount rate in the measurement of the modified 
lease so that the initial net investment in the modified lease 
equals the carrying amount of the net investment in the 
original lease immediately before the effective date of the 
modification. 

5.6.3.2, 
Modification 
to a direct 
financing 

lease that is 
not 

accounted 
for as a 

separate 
contract, 

and 
5.6.3.3, 

Modification 
to a sales-
type lease 
that is not 
accounted 

for as a 
separate 
contract 

 

A direct financing lease 
changes to an operating lease 
(ASC 842-10-25-16(c)) or a 

sales-type lease1 changes to an 
operating lease (ASC 842-

10-25-17(b)) 

Recognize the carrying amount of the underlying asset at an 
amount equal to the net investment in the original lease 
immediately before the effective date of the modification. 

 
A direct financing lease 

changes to a sales-type lease 
(ASC 842-10-25-16(b)) 

Apply the initial recognition and measurement guidance for 
sales-type leases and use the fair value of the underlying 
asset and the carrying value of the net investment in the 
direct financing lease as of the effective date of the 
modification to calculate any selling profit or loss. 

5.6.3.2, 
Modification 
to a direct 
financing 

lease that is 
not 

accounted 
for as a 

separate 
contract 

 _______________________  
1 This accounting is for sales-type leases for which the collectibility of lease payments and any residual value guarantee provided 

by the lessee is probable. Refer to section 5.2.1.2, Collectibility is not probable at lease commencement, for guidance on the 
accounting for sales-type leases for which the collectibility of these items is not probable. 

A 

B 

C 

D 

E 

F 
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5.6.2 Determining whether a lease modification is accounted for as a separate 
contract 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Recognition 

842-10-25-8 
An entity shall account for a modification to a contract as a separate contract (that is, separate from 
the original contract) when both of the following conditions are present: 

a. The modification grants the lessee an additional right of use not included in the original lease (for 
example, the right to use an additional asset). 

b. The lease payments increase commensurate with the standalone price for the additional right of 
use, adjusted for the circumstances of the particular contract. For example, the standalone price 
for the lease of one floor of an office building in which the lessee already leases other floors in that 
building may be different from the standalone price of a similar floor in a different office building, 
because it was not necessary for a lessor to incur costs that it would have incurred for a new lessee. 

A lessor accounts for a modification to a contract (i.e., a change to the terms and conditions of a 
contract that results in a change in the scope of or consideration for the lease) as a separate contract 
(i.e., separate from the original contract) when both of the following conditions are met: 

• The modification grants the lessee an additional right of use that is not included in the original lease 
(e.g., a right to use an additional underlying asset). 

• The lease payments increase commensurate with the standalone price for the additional right of use, 
adjusted for the circumstances of the particular contract. 

If both of these conditions are met, the lease modification results in two separate contracts, the 
unmodified original contract and a separate contract. Lessors account for the separate contract that 
contains a lease in the same manner as other new leases. 

If both of the conditions are not met, the modified lease is not accounted for as a separate contract. Refer 
to section 5.6.3, Lessor accounting for a modification that is not accounted for as a separate contract. 

The FASB indicated in the Basis for Conclusions (BC 176(a)) that the right to use an additional underlying 
asset (e.g., an additional floor of a building) will generally be a separate lease component, even if the 
modification granting that additional right of use does not create a separate contract. To illustrate, if an 
existing lease for a floor of a building is modified to include a second floor, the right to use the second 
floor will often be a separate lease component from the right to use the first floor, even if the second 
floor is not accounted for under a separate contract. Refer to section 1.4.1, Identifying and separating 
lease components of a contract.  

If the lease modification grants the lessee the right to use the existing leased asset for an additional 
period of time (i.e., a period of time not included in the original lease agreement), the modified lease is 
not accounted for as a separate contract (refer to section 5.6.3, Lessor accounting for a modification 
that is not accounted for as a separate contract). In such cases, as indicated in the Basis for Conclusions 
(BC 176(b)), the modification only changes an attribute of the lessee’s existing right to use the 
underlying asset that it already controls. This is the case even if the extended term is priced at market. 
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5.6.3 Lessor accounting for a modification that is not accounted for as a separate 
contract  
Excerpt from Accounting Standards Codification 
Master Glossary 
Effective Date of the Modification 
The date that a lease modification is approved by both the lessee and the lessor. 
Leases — Overall 
Recognition 
842-10-25-9 
If a lease is modified and that modification is not accounted for as a separate contract in accordance with 
paragraph 842-10-25-8, the entity shall reassess the classification of the lease as of the effective date of 
the modification based on its modified terms and conditions and the facts and circumstances as of that 
date (for example, the fair value and remaining economic life of the underlying asset as of that date). 

842-10-25-10 
An entity shall account for initial direct costs, lease incentives, and any other payments made to or by 
the entity in connection with a modification to a lease in the same manner as those items would be 
accounted for in connection with a new lease.  

ASC 842 requires lessors to reassess lease classification at the effective date of a lease modification 
(i.e., the date that the lease modification is approved by both the lessee and the lessor) that is not 
accounted for as a separate contract. Lease classification is reassessed using the modified terms and 
conditions and the facts and circumstances as of that date, including: 

• The remaining economic life of the underlying asset on that date 

• The fair value of the underlying asset on that date 

• The rate implicit in the lease on that date (refer to section 2.5.1, Lessors) 

• The remeasurement and reallocation of the remaining consideration in the contract on that date 

Lessors account for initial direct costs, lease incentives and any other payments made to or by the lessor 
in connection with the lease modification in the same manner as those items are accounted for in 
connection with a new lease. Refer to chapter 2, Key concepts. 

5.6.3.1 Modification to an operating lease that is not accounted for as a separate contract  
 Excerpt from Accounting Standards Codification 
Leases — Overall 
Recognition 
842-10-25-15 
If an operating lease is modified and the modification is not accounted for as a separate contract in 
accordance with paragraph 842-10-25-8, the lessor shall account for the modification as if it were a 
termination of the existing lease and the creation of a new lease that commences on the effective 
date of the modification as follows: 

a.  If the modified lease is classified as an operating lease, the lessor shall consider any prepaid or 
accrued lease rentals relating to the original lease as a part of the lease payments for the 
modified lease. 

b.  If the modified lease is classified as a direct financing lease or a sales-type lease, the lessor shall 
derecognize any deferred rent liability or accrued rent asset and adjust the selling profit or 
selling loss accordingly. 
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Operating lease to operating lease 

If the original lease and the modified lease are both classified as operating leases (i.e., no change to lease 
classification), the lessor recognizes lease payments to be made under the modified lease, adjusted for 
any prepaid or accrued rent from the original lease, generally on a straight-line basis over the new lease 
term (i.e., the remaining lease term from the original lease at the date of modification, adjusted for the 
additional or terminated periods). Any initial direct costs incurred in connection with the modification are 
recognized as an expense over the new lease term. We believe that any unamortized initial direct costs 
recognized prior to the modification also should continue to be recognized as an expense over the new 
lease term. 

ASC 842 includes the following example of a lessor’s accounting for a modification of an operating lease 
that does not change lease classification.  

Excerpt from Accounting Standards Codification 
Implementation Guidance and Illustrations 

Example 20 — Modification of an Operating Lease That Does Not Change Lease Classification 

842-10-55-190 
Lessor enters into a 10-year lease with Lessee for 10,000 square feet of office space. The annual 
lease payments are $100,000 in the first year, increasing by 5 percent each year thereafter, payable 
in arrears. The lease term is not for a major part of the remaining economic life of the office space (40 
years), and the present value of the lease payments is not substantially all of the fair value of the office 
space. Furthermore, the title does not transfer to Lessee as a consequence of the lease, the lease does 
not contain an option for Lessee to purchase the office space, and the asset is not specialized such 
that it clearly has an alternative use to Lessor at the end of the lease term. Consequently, the lease is 
classified as an operating lease. 

842-10-55-191 
At the beginning of Year 6, Lessee and Lessor agree to amend the original lease for the remaining 5 
years to include an additional 10,000 square feet of office space in the same building for a total annual 
fixed payment of $150,000. The increase in total consideration is at a discount both to the current 
market rate for the new 10,000 square feet of office space and in the context of that particular 
contract. The modified lease continues to be classified as an operating lease. 

842-10-55-192 
At the effective date of the modification (at the beginning of Year 6), Lessor has an accrued lease 
rental asset of $76,331 (rental income recognized on a straight-line basis for the first 5 years of the 
lease of $628,895 [$1,257,789 ÷ 10 years = $125,779 per year] less lease payments for the first 5 
years of $552,564 [that is, $100,000 in Year 1, 105,000 in Year 2, $110,250 in Year 3, $115,763 in 
Year 4, and $121,551 in Year 5]). 

842-10-55-193 
Because the change in pricing of the lease is not commensurate with the standalone price for the 
additional right-of-use asset, Lessor does not account for the modification as a new lease, separate 
from the original 10-year lease. Instead, Lessor accounts for the modified lease prospectively from the 
effective date of the modification, recognizing the lease payments to be made under the modified 
lease of $750,000 ($150,000 × 5 years), net of Lessor’s accrued rent asset of $76,331, on a 
straight-line basis over the remaining 5-year lease term ($673,669 ÷ 5 years = $134,734 per year). 
At the end of the lease, Lessor will have recognized as lease income the $1,302,564 in lease 
payments it receives from Lessee during the 10-year lease term. 
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Operating lease to sales-type lease 

If the original lease was an operating lease and the modified lease is classified as a sales-type lease 
(i.e., lease classification changes), a lessor derecognizes the underlying asset and applies the initial 
recognition and measurement guidance for sales-type leases (refer to section 5.2.1, Initial recognition 
and measurement) and adjusts the selling profit or loss by any prepaid or accrued rent from the original 
lease that is derecognized. 

For modifications resulting in a sales-type lease with selling profit or loss, the profit or loss is recognized, 
and any initial direct costs incurred in connection with the modification are expensed.  

ASC 842 includes the following example of a lessor’s accounting for a modification to an operating lease 
that is not accounted for as a separate contract but changes lease classification (i.e., operating lease to 
sales-type lease). 

Excerpt from Accounting Standards Codification 
Implementation Guidance and Illustrations 

Example 21 — Modification of an Operating Lease That Changes Lease Classification 

Case A — Operating Lease to Sales-Type Lease 

842-10-55-194 
Lessor enters into a four-year lease of a piece of nonspecialized equipment. The annual lease 
payments are $81,000 in the first year, increasing by 5 percent each year thereafter, payable in 
arrears. The estimated residual value of the equipment is $90,000, of which none is guaranteed. The 
remaining economic life of the equipment at lease commencement is seven years. The carrying 
amount of the equipment and its fair value are both $425,000 at the commencement date. The lease 
is not for a major part of the remaining economic life of the equipment, and the present value of the 
lease payments is not substantially all of the fair value of the equipment. Furthermore, title does not 
transfer to Lessee as a result of the lease, the lease does not contain an option for Lessee to purchase 
the underlying asset, and because the asset is nonspecialized, it is expected to have an alternative use 
to Lessor at the end of the lease term. Consequently, the lease is classified as an operating lease. 

842-10-55-195 
At the beginning of Year 3, Lessee and Lessor agree to extend the lease term by two years. That is, the 
modified lease is now a six-year lease, as compared with the original four-year lease. The additional two 
years were not an option when the original lease was negotiated. The modification alters the Lessee’s 
right to use the equipment; it does not grant Lessee an additional right of use. Therefore, Lessor does 
not account for the modification as a separate contract from the original four-year lease contract. 

842-10-55-196 
On the effective date of the modification, the fair value of the equipment is $346,250, and the remaining 
economic life of the equipment is 5 years. The estimated residual value of the equipment is $35,000, of 
which none is guaranteed. The modified lease is for a major part of the remaining economic life of the 
equipment at the effective date of the modification (four years out of the five-year- remaining economic 
life of the equipment). Consequently, the modified lease is classified as a sales-type lease.  
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842-10-55-197 
In accounting for the modification, Lessor determines the discount rate for the modified lease (that is, 
the rate implicit in the modified lease) to be 7.6 percent. Lessor recognizes the net investment in the 
modified lease of $346,250 and derecognizes both the accrued rent and the equipment at the 
effective date of the modification. Lessor also recognizes, in accordance with paragraph 842-10-25-
15(b), selling profit of $34,169 ($320,139 lease receivable — $8,510 accrued rent balance — the 
$277,460 carrying amount of the equipment derecognized, net of the unguaranteed residual asset 
[$277,460 = $303,571 — $26,111]). After the effective date of the modification, Lessor accounts for 
the modified lease in the same manner as any other sales-type lease in accordance with Subtopic 842-30. 

Operating lease to direct financing lease 

If the original lease was an operating lease and the modified lease is classified as a direct financing lease 
(i.e., lease classification changes), the lessor derecognizes the underlying asset and applies the initial 
recognition and measurement guidance for direct financing leases (refer to section 5.3.1, Initial 
recognition and measurement) and adjusts the selling profit or loss by any prepaid or accrued rent from 
the original lease that is derecognized. A lessor recognizes any selling loss at lease commencement. A 
lessor would need to consider if any indicators of impairment are present when a selling loss is present. 
Any selling profit and initial direct costs incurred in connection with the modification are deferred and 
included in the measurement of the initial net investment in the modified lease. We believe that any 
unamortized initial direct costs associated with the original lease may continue to be included in the 
measurement of the initial net investment in the modified lease. ASC 842 includes the following example 
of a lessor’s accounting for a modification to an operating lease that is not accounted for as a separate 
contract but changes lease classification (i.e., operating lease to direct financing lease). 

Excerpt from Accounting Standards Codification 
Implementation Guidance and Illustrations 
Example 21 — Modification of an Operating Lease That Changes Lease Classification 
Case B — Operating Lease to Direct Financing Lease 
842-10-55-198 
At the beginning of Year 3, Lessee and Lessor enter into a modification to extend the lease term by 1 
year, and Lessee agrees to make lease payments of $108,000 per year for each of the remaining 3 
years of the modified lease. No other terms of the contract are modified. Concurrent with the 
execution of the modification, Lessor obtains a residual value guarantee from an unrelated third party 
for $40,000. Consistent with Case A (paragraphs 842-10-55-194 through 55-197), at the effective 
date of the modification the fair value of the equipment is $346,250, the carrying amount of the 
equipment is $303,571, and Lessor’s accrued rent balance is $8,510. The estimated residual value at 
the end of the modified lease term is $80,000. The discount rate for the modified lease is 7.356 percent. 

842-10-55-199 
Lessor reassesses the lease classification as of the effective date of the modification and concludes 
that the modified lease is a direct financing lease because none of the criteria in paragraph 842-10-25-
2 and both criteria in paragraph 842-10-25-3(b) are met. 

842-10-55-200 
Therefore, at the effective date of the modification, Lessor recognizes a net investment in the 
modified lease of $312,081, which is the fair value of the equipment ($346,250) less the selling profit 
on the lease ($34,169 =$313,922 lease receivable — $8,510 accrued rent balance — the $271,243 
carrying amount of the equipment derecognized, net of the unguaranteed residual asset [$271,243 = 
$303,571 — $32,328]), which is deferred as part of the net investment in the lease. After the effective 
date of the modification, Lessor accounts for the modified lease in the same manner as any other 
direct financing lease in accordance with Subtopic 842-30. 
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5.6.3.2 Modification to a direct financing lease that is not accounted for as a separate contract 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Recognition 

842-10-25-16 
If a direct financing lease is modified and the modification is not accounted for as a separate contract 
in accordance with paragraph 842-10-25-8, the lessor shall account for the modified lease as follows: 

a. If the modified lease is classified as a direct financing lease, the lessor shall adjust the discount 
rate for the modified lease so that the initial net investment in the modified lease equals the 
carrying amount of the net investment in the original lease immediately before the effective date 
of the modification. 

b. If the modified lease is classified as a sales-type lease, the lessor shall account for the modified lease 
in accordance with the guidance applicable to sales-type leases in Subtopic 842-30, with the 
commencement date of the modified lease being the effective date of the modification. In 
calculating the selling profit or selling loss on the lease, the fair value of the underlying asset is its 
fair value at the effective date of the modification and its carrying amount is the carrying amount of 
the net investment in the original lease immediately before the effective date of the modification. 

c.  If the modified lease is classified as an operating lease, the carrying amount of the underlying 
asset equals the net investment in the original lease immediately before the effective date of the 
modification. 

Direct financing lease to direct financing lease 

If the original lease and the modified lease are both classified as direct financing leases (i.e., there is no 
change to lease classification), a lessor adjusts the discount rate used to measure the initial net investment 
in the modified lease so that it equals the carrying amount of the net investment in the original lease 
immediately before the effective date of the modification, plus any capitalized initial direct costs incurred in 
connection with the modification. No gain or loss is recognized unless there is an impairment of the net 
investment in the lease, in which case, a loss is recognized. Refer to section 5.2.3, Impairment of the net 
investment in the lease. 

ASC 842 includes the following example of a lessor’s accounting for a modification to a direct financing 
lease that is not accounted for as a separate contract, and there is no change to lease classification.  

Excerpt from Accounting Standards Codification 
Implementation Guidance and Illustrations 

Example 22 — Modification of a Direct Financing Lease 

842-10-55-201 
Lessor enters into a six-year lease of a piece of new, nonspecialized equipment with a nine-year 
economic life. The annual lease payments are $11,000, payable in arrears. The estimated residual 
value of the equipment is $21,000, of which $15,000 is guaranteed by a third-party unrelated to 
Lessee or Lessor. The lease does not contain an option for Lessee to purchase the equipment and the 
title does not transfer to Lessee as a consequence of the lease. The fair value of the equipment at 
lease commencement is $65,240, which is equal to its cost (and carrying amount). Lessor incurs no 
initial direct costs in connection with the lease. The rate implicit in the lease is 7.5 percent such that 
the present value of the lease payments is $51,632 and does not amount to substantially all of the fair 
value of the equipment. 
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842-10-55-202 
The Lessor concludes that the lease is not a sales-type lease because none of the criteria in paragraph 
842-10-25-2 are met. However, the sum of the present value of the lease payments and the present 
value of the residual value of the underlying asset guaranteed by the third-party guarantor is $61,352, 
which is substantially all of the fair value of the equipment, and collectibility of the lease payments is 
probable. Consequently, the lease is classified as a direct financing lease. Lessor recognizes the net 
investment in the lease of $65,240 (which includes the lease receivable of $61,352 and the present 
value of the unguaranteed residual value of $3,888 [the present value of the difference between the 
expected residual value of $21,000 and the guaranteed residual value of $15,000]) and derecognizes 
the equipment with a carrying amount of $65,240. 

842-10-55-203 
At the end of Year 1, Lessor receives a lease payment of $11,000 from Lessee and recognizes 
interest income of $4,893 ($65,240 × 7.5%). Therefore, the carrying amount of the net investment in 
the lease is $59,133 ($65,240 + $4,893 — $11,000). 

Case A — Direct Financing Lease to Direct Financing Lease 

842-10-55-204 
At the end of Year 1, the lease term is reduced by 1 year and the annual lease payment is reduced to 
$10,000 for the remaining 4 years of the modified lease term. The estimated residual value of the 
equipment at the end of the modified lease term is $33,000, of which $30,000 is guaranteed by the 
unrelated third party, while the fair value of the equipment is $56,000. The remaining economic life of 
the equipment is 8 years and the present value of the remaining lease payments, discounted using the 
rate implicit in the modified lease of 8.857 percent is $32,499. Lessor concludes that the modified 
lease is not a sales-type lease because none of the criteria in paragraph 842-10-25-2 are met. 
However, the sum of the present value of the lease payments and the present value of the residual 
value of the underlying asset guaranteed by the third-party guarantor, discounted using the rate 
implicit in the modified lease of 8.857 percent, is $53,864, which is substantially all of the fair value of 
the equipment, and collectibility of the lease payments is probable. As such, the modified lease is 
classified as a direct financing lease. 

842-10-55-205 
In accounting for the modification in accordance with paragraph 842-10-25-16(a), Lessor carries 
forward the balance of the net investment in the lease of $59,133 immediately before the effective 
date of the modification as the opening balance of the net investment in the modified lease. To retain 
the same net investment in the lease even while the lease payments, the lease term, and the estimated 
residual value have all changed, Lessor adjusts the discount rate for the lease from the rate implicit in 
the modified lease of 8.857 percent to 6.95 percent. This discount rate is used to calculate interest 
income on the net investment in the lease throughout the remaining term of the modified lease and 
will result, at the end of the modified lease term, in a net investment balance that equals the estimated 
residual value of the underlying asset of $33,000. 

Direct financing lease to sales-type lease 

If the modified lease is classified as a sales-type lease (i.e., lease classification changes), a lessor applies 
the initial recognition and measurement guidance for sales-type leases (refer to section 5.2.1, Initial 
recognition and measurement) and uses the fair value of the underlying asset and the carrying value of 
the net investment in the direct financing lease as of the effective date of the modification to calculate 
any gain or loss to be recognized in profit or loss. If the modification results in a sales-type lease with 
selling profit or loss, a lessor recognizes initial direct costs incurred in connection with the modification 
as an expense.  
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ASC 842 includes the following example of a lessor’s accounting for a modification to a direct financing 
lease that is not accounted for as a separate contract but changes lease classification. This example assumes 
the same facts as in Case A above, except that the modified lease is classified as a sales-type lease.  

Excerpt from Accounting Standards Codification  
Case B — Direct Financing Lease to Sales-Type Lease 

842-10-55-206 
At the end of Year 1, the lease term is extended for two years. The lease payments remain $11,000 
annually, paid in arrears, for the remainder of the lease term. The estimated residual value is $6,500, 
of which none is guaranteed. The rate implicit in the modified lease is 7.58 percent. At the effective 
date of the modification, the remaining economic life of the equipment is 8 years and the fair value of 
the equipment is $62,000. Because the modified lease term is now for the major part of the remaining 
economic life of the equipment, the modified lease is classified as a sales-type lease. 

842-10-55-207 
On the effective date of the modification, Lessor recognizes a net investment in the sales-type lease of 
$62,000, which is equal to the fair value of the equipment at the effective date of the modification, 
and derecognizes the carrying amount of the net investment in the original direct financing lease of 
$59,133. The difference of $2,867 is the selling profit on the modified lease. After the effective date 
of the modification, Lessor accounts for the sales-type lease in the same manner as any other sales-
type lease in accordance with Subtopic 842-30. 

Direct financing lease to operating lease 

If the modified lease is classified as an operating lease (i.e., lease classification changes), a lessor 
recognizes the carrying amount of the underlying asset at an amount equal to the net investment in the 
original lease immediately before the effective date of the modification. A lessor recognizes initial direct 
costs incurred in connection with the modification as an expense over the lease term. ASC 842 includes 
the following example of a lessor’s accounting for a modification to a direct financing lease that is not 
accounted for as a separate contract but changes lease classification. This example assumes the same 
facts as in Case A above, except that the modified lease is classified as an operating lease.  

Excerpt from Accounting Standards Codification 
Case C — Direct Financing Lease to Operating Lease 

842-10-55-208 
At the end of Year 1, the lease term is reduced by 2 years, and the lease payments are reduced to 
$9,000 per year for the remaining 3-year lease term. The estimated residual value is revised to 
$33,000, of which only $13,000 is guaranteed by an unrelated third party. The fair value of the 
equipment at the effective date of the modification is $56,000. The modified lease does not transfer 
the title of the equipment to Lessee or grant Lessee an option to purchase the equipment. The 
modified lease is classified as an operating lease because it does not meet any of the criteria to be 
classified as a sales-type lease or as a direct financing lease. 

842-10-55-209 
Therefore, at the effective date of the modification, Lessor derecognizes the net investment in the 
lease, which has a carrying amount of $59,133, and recognizes the equipment at that amount. 
Collectibility of the lease payments is probable; therefore, Lessor will recognize the $27,000 ($9,000 × 
3 years) in lease payments on a straight-line basis over the 3-year modified lease term, as well as 
depreciation on the rerecognized equipment. 
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5.6.3.3 Modification to a sales-type lease that is not accounted for as a separate contract  

Excerpt from Accounting Standards Codification 
Leases — Overall 

Recognition 

842-10-25-17 
If a sales-type lease is modified and the modification is not accounted for as a separate contract in 
accordance with paragraph 842-10-25-8, the lessor shall account for the modified lease as follows: 

a.  If the modified lease is classified as a sales-type or a direct financing lease, in the same manner as 
described in paragraph 842-10-25-16(a) 

b.  If the modified lease is classified as an operating lease, in the same manner as described in 
paragraph 842-10-25-16(c). 

Sales-type lease to sales-type lease or to direct financing lease 

If a modified sales-type lease is classified as a sales-type lease (i.e., there is no change to lease 
classification) or a direct financing lease (i.e., there is a change to lease classification), a lessor adjusts the 
discount rate used to measure the initial net investment in the modified lease so that it equals the carrying 
amount of its net investment in the original lease immediately before the effective date of the modification 
plus any capitalized initial direct costs incurred in connection with the modification. No gain or loss is 
recognized unless there is an impairment of the net investment in the lease, in which case, a loss is 
recognized. Refer to section 5.2.3, Impairment of the net investment in the lease. Lessors are prohibited 
from recognizing a second gain on a sales-type lease that is modified and remains a sales-type lease. 

Sales-type lease to operating lease 

If a modified sales-type lease is classified as an operating lease (i.e., lease classification changes), a 
lessor recognizes the carrying amount of the underlying asset at an amount equal to the net investment 
in the original lease immediately before the effective date of the modification. A lessor recognizes initial 
direct costs incurred in connection with the modification as an expense over the lease term. 

5.7 Other lessor matters 

5.7.1 Sale of lease receivables 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Subsequent Measurement 

842-30-35-4 
If a lessor sells the lease receivable associated with a sales-type lease or a direct financing lease and 
retains an interest in the unguaranteed residual asset, the lessor shall not continue to accrete the 
unguaranteed residual asset to its estimated value over the remaining lease term. The lessor shall report 
any remaining unguaranteed residual asset thereafter at its carrying amount at the date of the sale of the 
lease receivable and apply Topic 360 on property, plant, and equipment to determine whether the 
unguaranteed residual asset is impaired. 

In certain cases, a lessor sells a lease receivable (i.e., the future lease payments and any guaranteed 
residual value) associated with a sales-type or a direct financing lease but retains an interest in the 
unguaranteed residual asset. In a common transaction, a lessor securitizes lease receivables, retains the 
interest in the underlying assets (i.e., the unguaranteed residual assets) and manages the residual value 
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risk. Under ASC 842, if a lessor retains an interest in an unguaranteed residual asset (after selling the 
lease receivable), it no longer accretes the value of the unguaranteed residual asset to its estimated 
value over the remaining lease term. Instead, the lessor reports any remaining unguaranteed residual asset 
at its carrying amount at the date of the sale of the lease receivable and applies ASC 360 to determine 
whether the unguaranteed residual asset is impaired. 

Lessors should evaluate the sale of lease receivables associated with sales-type or direct financing leases 
(i.e., future lease payments and any guaranteed residual values) under the financial asset derecognition 
guidance in ASC 860, Transfers and Servicing. Refer to section 5.7.1.1, Sales or securitizations of lease 
receivables associated with sales-type and direct financing leases. 

Refer to section 5.7.1.4, Sale or assignment of operating lease payments by a lessor, for the accounting 
of sale lease payments associated with an operating lease.  

5.7.1.1 Sales or securitizations of lease receivables associated with sales-type and direct 
financing leases  

Excerpt from Accounting Standards Codification 
Transfers and Servicing - Overall 

Implementation Guidance  

860-10-55-6 

Lease receivables from sales-type and direct financing leases are made up of two components: the 
right to receive lease payments and guaranteed residual values. Lease payments for sales-type and 
direct financing leases involve requirements for lessees to pay cash to lessors and meet the definition 
of a financial asset. Residual values represent the lessor’s estimate of the salvage value of the 
underlying asset at the end of the lease term and may be either guaranteed or unguaranteed. Residual 
values meet the definition of financial assets to the extent that they are guaranteed at the 
commencement of the lease. Thus, transfers of lease receivables from sales-type and direct financing 
leases are subject to the requirements of this Subtopic. Unguaranteed residual assets do not meet the 
definition of financial assets, nor do residual values guaranteed after commencement, and transfers of 
them are not subject to the requirements of this Subtopic. 

860-20-55-26 
A transferor of lease receivables shall allocate the gross investment in receivables between lease 
payments, residual values guaranteed at commencement, and residual values not guaranteed at 
commencement using the individual carrying amounts of those components at the date of transfer. Those 
transferors also shall record a servicing asset or liability in accordance with Subtopic 860-50, if appropriate. 

The original accounting for a sales-type or direct financing lease is not changed if the lease or the leased 
property is subsequently sold or assigned to a third party. The accounting for sale or assignment of the 
lease receivable and any residual values guaranteed at lease commencement relating to a sales-type or 
direct financing lease is addressed by the provisions of ASC 860, Transfers and Servicing. Refer to 
section 5.7.1.4, Sale or assignment of operating lease payment by a lessor, for operating leases. 

Pursuant to the relevant provision of ASC 860, sales-type and direct financing receivables (gross 
investment in lease receivables) are made up of two components: lease receivables and guaranteed 
residual values. Lease receivables represent requirements for lessees to pay cash to lessors and meet 
the definition of a financial asset. Thus, transfers of lease receivables from sales-type and direct 
financing leases are subject to the requirements of ASC 860. The residual value component meets the 
definition of a financial asset only if it is guaranteed (by a third party) at the commencement of the lease. 
Transfers of guaranteed residual values that are guaranteed at the commencement of the lease are 
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subject to the derecognition requirements of ASC 860, while transfers of unguaranteed residual assets 
and residual values guaranteed after the commencement of the lease are not (refer to section 5.7.1.3, 
Sale of unguaranteed residual value in sales-type or direct financing leases). As a result, if an 
unguaranteed residual asset or a residual value that is guaranteed subsequent to lease commencement 
exists as part of the gross investment, entities selling or securitizing all or part of lease receivables 
(without transferring title to the underlying asset or their right to the remaining unguaranteed residual 
asset) should allocate the gross investment in receivables between lease payments (including guaranteed 
residual value) and unguaranteed residual asset (or residual value guaranteed after commencement) 
using the individual carrying amounts of those components at the date of transfer. The allocated amount 
of financial assets being transferred (lease payments and residual value guaranteed at commencement 
of the lease) will represent the carrying amount to be used in the determination of gain or loss if the 
transfer meets the derecognition requirements of ASC 860. The transfers of unguaranteed residual 
asset (or residual value guaranteed after commencement) are subject to evaluation under the applicable 
revenue recognition/asset sale guidance. Entities also should recognize a servicing asset or liability in 
accordance with ASC 860, if applicable. The following example illustrates this allocation. 

Excerpt from Accounting Standards Codification 
Transfers and Servicing — Sales of Financial Assets 

Illustrations 

Example 5: Transfer of Lease Receivables with Residual Values 

860-20-55-58 
This Example illustrates the guidance in paragraph 860-20-25-1. At the beginning of the second year 
in a 10-year sales-type lease, Entity E transfers for $505 a nine-tenths participating interest in the 
lease receivable to an independent third party, and the transfer is accounted for as a sale. Entity E 
retains a one-tenth participating interest in the lease receivable and a 100 percent interest in the 
unguaranteed residual asset, which is not subject to the requirements of this Subtopic as discussed in 
paragraph 860-10-55-6 because it is not a financial asset and, therefore, is excluded from the analysis 
of whether the transfer of the nine-tenths participating interest in the lease receivable meets the 
definition of a participating interest. The servicing asset has a fair value of zero because Entity E 
estimates that the benefits of servicing are just adequate to compensate it for its servicing 
responsibilities. The carrying amounts and related gain computation are as follows.  

Carrying Amounts   
Lease receivable    $ 540 
Unearned income related to lease receivable    370 
Gross investment in lease receivable    910 
Unguaranteed residual asset  $ 30  
Unearned income related to unguaranteed residual asset   60  
Gross investment in unguaranteed residual asset    90 
Total gross investment in lease receivable   $ 1,000 
Gain on Sale    
Cash received   $ 505 
Nine-tenths of carrying amount of gross investment in lease 
receivable  $ 819  
Nine-tenths of carrying amount of unearned income 
related to lease receivable    333  
Net carrying amount of lease receivable sold    486 
Gain on sale   $ 19 



5  Lessor accounting 

Financial reporting developments Lease accounting | 205 

860-20-55-59 
The following journal entry is made by Entity E: 

Journal entry   
Cash  $ 505  
Unearned income   333  

Lease receivable   $ 819 
Gain on sale    19 

To record sale of nine-tenths of the lease receivable at the beginning of Year 2 

As discussed above, only transfers of residual values guaranteed at the commencement of the lease are 
subject to the derecognition requirements of ASC 860. If the lessee guarantees the residual value, the 
lease payments (including the residual value guaranteed by the lessee) should be viewed as a single unit 
of account pursuant to ASC 860. If a third party guarantees the residual value, we believe the guaranteed 
residual value can be considered a separate unit of account) pursuant to ASC 860. Whether a third-party 
residual value guarantee should be considered a separate unit of account or combined with the payments 
due from the lessee into a single unit of account pursuant to ASC 860 is an accounting policy election. 

See our Financial reporting developments publication, Transfers and servicing of financial assets, for 
further information. 

5.7.1.2 Accounting for a guaranteed residual value 

Excerpt from Accounting Standards Codification 
Transfers and Servicing — Overall  

Implementation Guidance and Illustrations  

860-10-55-6 
Lease receivables from sales-type and direct financing leases are made up of two components: the 
right to receive lease payments and guaranteed residual values. Lease payments for sales-type and 
direct financing leases involve requirements for lessees to pay cash to lessors and meet the definition 
of a financial asset. Residual values represent the lessor’s estimate of the salvage value of the 
underlying asset at the end of the lease term and may be either guaranteed or unguaranteed. Residual 
values meet the definition of financial assets to the extent that they are guaranteed at the 
commencement of the lease. Thus, transfers of lease receivables from sales-type and direct financing 
leases are subject to the requirements of this Subtopic. Unguaranteed residual assets do not meet the 
definition of financial assets, nor do residual values guaranteed after commencement, and transfers of 
them are not subject to the requirements of this Subtopic. 

A residual value of a leased asset is a financial asset to the extent of the guarantee of the residual value 
at commencement of the lease by the lessee or a third party unrelated to the lessor. Therefore, sales of 
lease receivables from sales-type and direct financing leases, including the residual value guaranteed at 
lease commencement, are in the scope of the guidance in ASC 860 on transfers and servicing of financial 
assets. Refer to section 5.7.1.1, Sales or securitizations of lease receivables associated with sales-type 
and direct financing leases. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1921_Transfers_3November2016/$FILE/FinancialReportingDevelopments_BB1921_Transfers_3November2016.pdf
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5.7.1.3 Sale of unguaranteed residual value in sales-type or direct financing leases 

If, in conjunction with a sale of lease receivables (in accordance with ASC 860, refer to 5.7.1.1, Sales or 
securitizations of lease receivables associated with sales-type and direct financing leases), a lessor also 
sells to a third party its interest in an unguaranteed residual value or in a residual interest that was 
guaranteed subsequent to lease commencement, the gain or loss on the sale of the residual value should 
be recognized in earnings if it qualifies as a sale in accordance with ASC 605 or ASC 360, as applicable 
(prior to the adoption of ASC 606 and ASC 610-20), or ASC 606 or ASC 610-20. If the lessor sells the 
unguaranteed residual value or a guaranteed residual value that was guaranteed subsequent to lease 
commencement to a third party, without selling the lease receivable, the gain or loss represents a 
revision in the estimate of the residual value based on a completed transaction and should be recognized 
at the time of the sale. It would not be appropriate to defer a gain or loss on the sale of an unguaranteed 
residual value or a guaranteed residual value that was guaranteed after lease commencement over the 
remaining lease term. 

5.7.1.4 Sale or assignment of operating lease payments by a lessor 

Sale of future lease payments 

The sale or assignment by the lessor of future lease payments due under an operating lease is accounted 
for as a borrowing regardless of whether substantial risks have been retained. This is consistent with the 
accounting for a sale of future revenues under ASC 470, Debt, when the seller has an ongoing 
performance obligation.  

A sale of future revenue typically involves an entity receiving an up-front payment from an investor in 
exchange for granting the investor the right to receive a specified percentage or amount of the future 
revenue (or other measure of income such as gross margin, operating income or pretax income) of a 
particular product or service of the entity for a defined period. Refer to section 2.2.6.8, Sales of future 
revenues, in our Financial reporting developments publication, Issuer’s accounting for debt and equity 
financings, for further detail regarding the accounting of a sale of future revenue.  

Sale of billed and earned lease payments  

Lease payments that are billed and earned but not yet received under an operating lease are similar to 
other trade receivables as they represent requirements for lessees to pay cash to lessors and meet the 
definition of a financial asset. Therefore, the sale or assignment by the lessor of such payments is subject 
to the derecognition requirements of ASC 860. 

5.7.2 Accounting for the underlying asset at the end of a lease 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Subsequent Measurement 

842-30-35-5 
At the end of the lease term, a lessor shall reclassify the net investment in the lease to the 
appropriate category of asset (for example, property, plant, and equipment) in accordance with other 
Topics, measured at the carrying amount of the net investment in the lease. The lessor shall account 
for the underlying asset that was the subject of a lease in accordance with other Topics. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB2438_DebtandEquity_29September2016/$FILE/FinancialReportingDevelopments_BB2438_DebtandEquity_29September2016.pdf
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB2438_DebtandEquity_29September2016/$FILE/FinancialReportingDevelopments_BB2438_DebtandEquity_29September2016.pdf
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At the end of the lease term, lessors may receive the underlying asset back from the lessee. Under 
ASC 842, lessors reclassify the carrying amount of the net investment in the lease to the applicable 
category of assets (e.g., inventory or property, plant and equipment). Thereafter, lessors account for the 
underlying asset using ASC 330 or ASC 360, whichever is appropriate. 

5.7.3 Lease termination  
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Derecognition 

842-30-40-2 
If a sales-type lease or a direct financing lease is terminated before the end of the lease term, a 
lessor shall do all of the following: 

a. Test the net investment in the lease for impairment in accordance with Topic 310 on receivables 
and recognize any impairment loss identified 

b. Reclassify the net investment in the lease to the appropriate category of asset in accordance with 
other Topics, measured at the sum of the carrying amounts of the lease receivable (less any 
amounts still expected to be received by the lessor) and the residual asset 

c.  Account for the underlying asset that was the subject of the lease in accordance with other Topics. 

Pending Content: 
Transition Date: (P) December 16, 2019; (N) December 16, 2020 | Transition Guidance: 326-10-65-1 

Editor’s note: The content of paragraph 842-30-40-2 will change upon the adoption of ASU 2016-13: 

If a sales-type lease or a direct financing lease is terminated before the end of the lease term, a 
lessor shall do all of the following:  

a. Measure the net investment in the lease for credit losses in accordance with Subtopic 326-20 
on financial instruments measured at amortized cost and record any credit loss identified  

b. Reclassify the net investment in the lease to the appropriate category of asset in accordance 
with other Topics, measured at the sum of the carrying amounts of the lease receivable (less 
any amounts still expected to be received by the lessor) and the residual asset 

c. Account for the underlying asset that was the subject of the lease in accordance with other Topics. 
 

For a termination of a sales-type or direct financing lease before the expiration of the lease term, a lessor 
does the following: 

• Tests the net investment in the lease for impairment in accordance with ASC 310 (prior to the 
adoption of ASU 2016-13) or ASC 326 (subsequent to the adoption of ASU 2016-13) and recognizes 
any impairment loss identified (refer to section 5.2.3, Impairment of the net investment in the lease) 

• Reclassifies the net investment in the lease to the appropriate category of asset in accordance with 
ASC 330 or ASC 360, if applicable, measured at the sum of the carrying amount of the lease 
receivable (less any amounts still expected to be received by the lessor) and the residual asset 

• Accounts for the underlying asset that was the subject of the lease under ASC 330 or 360, if applicable 
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ASC 842 does not address how lessors would account for terminations of operating leases. Upon a 
termination of an operating lease (with no other ongoing arrangement between the customer and 
supplier), we believe that the net lease-related asset or liability associated with the operating lease 
(e.g., remaining unamortized initial direct costs, prepaid lease payments) is written off with a gain or loss 
recognized in income. To the extent there is an ongoing arrangement between the customer and the 
supplier (e.g., a lease is modified such that it is no longer a lease for accounting purposes but instead a 
service contract), the net lease-related asset or liability associated with the operating lease would be 
considered when necessary in the accounting for the ongoing service arrangement. 

5.7.4 Lease accounting for a group of assets 
Lease accounting principles (including sale and leaseback agreements) are applied on a lease component-
by-lease component basis. Accordingly, for transactions involving numerous pieces of equipment or 
properties, it is often necessary to segregate the related assets on a lease component-by-lease component 
basis. In general, the only assets that should be grouped as a single lease component are those assets 
that meet both of the criteria in ASC 842-10-15-28 (refer to section 1.4.1, Identifying and separating 
lease components of a contract). 

5.7.4.1  Portfolio approach 

ASC 842 applies to individual lease components. However, entities that have a large number of leases of 
similar leased assets (e.g., leases of a fleet of similar railcars) may face practical challenges in applying 
the leases model on a lease component-by-lease component basis. The FASB acknowledged these 
concerns and said in its Basis for Conclusions (BC 120) that an entity can use a portfolio approach when 
“the entity reasonably expects that the application of the leases model to the portfolio would not differ 
materially from the application of the leases model to the individual leases in that portfolio.” For 
example, applying a portfolio approach to four-year leases of fungible, new railcars entered into in the 
same month with lessees of a similar credit quality may not differ materially from applying ASC 842 to 
the individual lease components in the portfolio.  

ASC 842 does not define “reasonably expects” and “materially.” The FASB also said in the Basis for 
Conclusions (BC 120) that “an entity would need to apply judgment in selecting the size and composition 
of the portfolio” and “it did not intend for an entity to quantitatively evaluate each outcome but, instead, 
that the entity should be able to take a reasonable approach to determine the portfolios that would be 
appropriate for its types of leases.” 

The FASB also said in the Basis for Conclusions (BC 121) that “the cost relief offered by applying the 
leases guidance at a portfolio level need not be limited to simply grouping contracts together.” The 
portfolio approach could also be applied to other aspects of the leases guidance for which lessors need to 
make judgments and estimates, such as determining the discount rate and determining and reassessing 
the lease term. However, the portfolio approach cannot be applied to combine lease and non-lease 
components (refer to section 1.4, Identifying and separating lease and non-lease components of a 
contract and allocating contract consideration).  
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5.7.5 Leveraged leases 
Excerpt from Accounting Standards Codification 
Master Glossary 

Leveraged Lease 

From the perspective of a lessor, a lease that was classified as a leveraged lease in accordance with 
the leases guidance in effect before the effective date and for which the commencement date is 
before the effective date. 

Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
Leases previously classified as leveraged leases under Topic 840 

z. For leases that were classified as leveraged leases in accordance with Topic 840, and for which 
the commencement date is before the effective date, a lessor shall apply the requirements in 
Subtopic 842-50. If a leveraged lease is modified on or after the effective date, it shall be 
accounted for as a new lease as of the effective date of the modification in accordance with the 
guidance in Subtopics 842-10 and 842-30. 

1. A lessor shall apply the pending content that links to this paragraph to a leveraged lease that 
meets the criteria in (z) that is acquired in a business combination or an acquisition by a not-
for-profit entity on or after the effective date. 

Leases — Leveraged Lease Arrangements 

Scope and Scope Exceptions 

842-50-15-1 
This Subtopic addresses accounting for leases that meet the criteria in transition paragraph 842-10-
65-1(z). If a lessee exercises an option to extend a lease that meets the criteria in transition paragraph 
842-10-65-1(z) that it was not previously reasonably assured of exercising, the exercise of that option 
shall be considered a lease modification as described in paragraph 842-10-65-1(z). 

ASU 2016-02 eliminates leveraged lease accounting for new leases on its effective date. That is, 
subsequent to the effective date, lessors account for all new leases, including those that would have 
qualified as leveraged leases under ASC 840, using the classification criteria discussed in section 3.2, 
Criteria for lease classification — lessors (i.e., sales-type, direct financing or operating). For such leases, 
entities apply other relevant US GAAP (e.g., ASC 740, Income Taxes, ASC 470) to account for the non-
lease components of such transactions. 

Leveraged lease arrangements that exist before the effective date are grandfathered and therefore 
continue to follow the existing recognition, measurement, presentation and disclosure guidance for 
leveraged leases that was carried forward to ASC 842-50. Leases of to-be-constructed assets that 
qualified to be leveraged leases at lease inception prior to the effective date under ASC 840 but are not 
completed (i.e. the lease has not commenced) prior to the effective date would not be grandfathered. 

If an existing leveraged lease is modified on or after the effective date of the ASC 842, the existing 
leveraged lease is required to be reclassified as a sales-type, direct financing or operating lease, as 
applicable, using the lease classification guidance in ASC 842. Refer to section 3.2, Criteria for lease 
classification — lessors, and section 11.2, Transition. In that case, there would be no basis to net the 
remaining non-recourse debt balance with the lease receivable (if any), and any deferred tax balances 
would need to be adjusted as required under ASC 740 to comply with that guidance. 
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In addition, if a lessee exercises an option to extend a leveraged lease on or after the effective date of 
ASC 842 that it was not previously reasonably assured of exercising (i.e., under ASC 840, the 
renewal option was not included in the original accounting lease term for purposes of classifying the 
lease at inception), the exercise of that option is accounted for as a lease modification, and the lease 
no longer qualifies for leveraged lease accounting. Refer to section 5.6, Lease modifications. 

Refer to chapter 10, Leveraged leases, for an in-depth discussion of the accounting for leveraged leases. 

5.7.6 Income tax accounting 
ASC 842 could affect certain aspects of lessors’ accounting for income taxes. For example, it could 
affect the timing of recognition of lease income for some leases, recognition and measurement of 
deferred tax assets and liabilities, and assessment of the recoverability of deferred tax assets (i.e., the 
need for and measurement of valuation allowances). In addition, the special accounting for leveraged 
leases is eliminated, except for leveraged leases that exist at the transition date, which are 
grandfathered (refer to section 5.7.5, Leveraged leases). 

Refer to our Financial reporting developments publication, Income taxes. 

5.7.7 Sales of equipment with guaranteed minimum resale amount 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Implementation Guidance  

842-30-55-1 
This implementation guidance addresses the application of the provisions of this Subtopic in the 
following circumstances. A manufacturer sells equipment with an expected useful life of several years 
to end users (purchasers) utilizing various sales incentive programs. Under one such sales incentive 
program, the manufacturer contractually guarantees that the purchaser will receive a minimum resale 
amount at the time the equipment is disposed of, contingent on certain requirements. 
842-30-55-2 
The manufacturer provides the guarantee by agreeing to do either of the following: 

a. Reacquire the equipment at a guaranteed price at specified time periods as a means to facilitate its 
resale 

b. Pay the purchaser for the deficiency, if any, between the sales proceeds received for the 
equipment and the guaranteed minimum resale value. 

There may be dealer involvement in these types of transactions, but the minimum resale guarantee is 
the responsibility of the manufacturer. 

842-30-55-3 
A sales incentive program in which an entity (for example, a manufacturer) contractually guarantees 
that it has either a right or an obligation to reacquire the equipment at a guaranteed price (or prices) 
at a specified time (or specified time periods) as a means to facilitate its resale should be evaluated in 
accordance with the guidance on satisfaction of performance obligations in paragraph 606-10-25-30 
and the guidance on repurchase agreements in paragraphs 606-10-55-66 through 55-78. If that 
evaluation results in a lease, the manufacturer should account for the transaction as a lease using the 
principles of lease accounting in Subtopic 842-10 and in this Subtopic. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1150_IncomeTaxes_5January2017/$FILE/FinancialReportingDevelopments_BB1150_IncomeTaxes_5January2017.pdf
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842-30-55-4 
A sales incentive program in which an entity (for example, a manufacturer) contractually guarantees 
that it will pay a purchaser for the deficiency, if any, between the sales proceeds received for the 
equipment and the guaranteed minimum resale value should be accounted for in accordance with 
Topic 460 on guarantees and Topic 606 on revenue from contracts with customers. 

842-30-55-5 
The lease payments used as part of the determination of whether the transaction should be classified 
as an operating lease, a direct financing lease, or a sales-type lease generally will be the difference 
between the proceeds upon the equipment’s initial transfer and the amount of the residual value 
guarantee to the purchaser as of the first exercise date of the guarantee. 

842-30-55-6 
If the transaction qualifies as an operating lease, the net proceeds upon the equipment’s initial transfer 
should be recorded as a liability in the manufacturer’s balance sheet. 

842-30-55-7 
The liability is then subsequently reduced on a pro rata basis over the period to the first exercise date 
of the guarantee to the amount of the guaranteed residual value at that date with corresponding 
credits to revenue in the manufacturer’s income statement. Any further reduction in the guaranteed 
residual value resulting from the purchaser’s decision to continue to use the equipment should be 
recognized in a similar manner. 

842-30-55-8 
The equipment should be included in the manufacturer’s balance sheet and depreciated following the 
manufacturer’s normal depreciation policy. 

842-30-55-9 
The Impairment or Disposal of Long-Lived Assets Subsections of Subtopic 360-10 on property, plant, 
and equipment provide guidance on the accounting for any potential impairment of the equipment. 

842-30-55-10 
At the time the purchaser elects to exercise the residual value guarantee by selling the equipment to 
another party, the liability should be reduced by the amount, if any, paid to the purchaser. The remaining 
undepreciated carrying amount of the equipment and any remaining liability should be removed from the 
balance sheet and included in the determination of income of the period of the equipment’s sale. 

842-30-55-11 
Alternatively, if the purchaser exercises the residual value guarantee by selling the equipment to the 
manufacturer at the guaranteed price, the liability should be reduced by the amount paid to the 
purchaser. Any remaining liability should be included in the determination of income of the period of 
the exercise of the guarantee. 

842-30-55-12 
The accounting for a guaranteed minimum resale value is not in the scope of Topic 815 on 
derivatives and hedging. In the transaction described, the embedded guarantee feature is not an 
embedded derivative instrument that must be accounted for separately from the lease because it 
does not meet the criterion in paragraph 815-15-25-1(c). 
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842-30-55-13 
Specifically, if freestanding, the guarantee feature would be excluded from the scope of paragraph 
815-10-15-59(b) because of both of the following conditions: 

a. It is not exchange traded. 

b. The underlying on which settlement is based is the price of a nonfinancial asset of one of the 
parties, and that asset is not readily convertible to cash. It is assumed that the equipment is not 
readily convertible to cash, as that phrase is used in Topic 815. 

842-30-55-14 
Paragraph 815-10-15-59(b)(2) states that the related exception applies only if the nonfinancial 
asset related to the underlying is owned by the party that would not benefit under the contract 
from an increase in the price or value of the nonfinancial asset. (In some circumstances, the 
exclusion in paragraph 815- 10-15-63 also would apply.) 

842-30-55-15 
Lastly, Topic 460 on guarantees does not affect the guarantor’s accounting for the guarantee 
because that Topic does not apply to a guarantee for which the underlying is related to an asset of 
the guarantor. Because the manufacturer continues to recognize the residual value of the 
equipment guaranteed by the manufacturer as an asset (included in the seller-lessor’s net 
investment in the lease) if recording a sales-type lease, that guarantee does not meet the 
characteristics in paragraph 460-10-15-4 and is, therefore, not subject to the guidance in Topic 460. 
Additionally, if the lease is classified as an operating lease, the manufacturer does not remove the 
asset from its books, and its guarantee would be a market value guarantee of its own asset. A 
market value guarantee of the guarantor’s own asset is not within the scope of Topic 460, and the 
guidance in paragraphs 842-10-55-32 through 55-33 for an operating lease is not affected. As a 
result, the guarantor’s accounting for the guarantee is unaffected by Topic 460. 

Although not a lease transaction, in some transactions, a manufacturer sells equipment utilizing a sales 
incentive program. Under the sales incentive program, the manufacturer contractually guarantees that 
the purchaser will receive a minimum resale amount at the time the equipment is disposed of, contingent 
on certain requirements. This guarantee is provided by agreeing to (1) reacquire the equipment at a 
guaranteed price (or prices) at specified time period (or specified time periods) as a means to facilitate its 
resale or (2) pay the purchaser for the deficiency, if any, between the sales proceeds received for 
equipment and the guaranteed minimum resale value. Although a third-party dealer may be involved in 
this type of transaction, the minimum resale guarantee remains the responsibility of the manufacturer. 

Pay the purchaser for the deficiency 

If the manufacturer provides the guarantee by paying a purchaser for the deficiency, if any, between the 
sales proceeds received for the equipment and the guaranteed minimum resale value, the manufacturer 
should account for such guarantee and sale in accordance with ASC 460 and ASC 606 (even if the entity 
has not yet adopted ASC 606). 

Reacquire the equipment at a guaranteed price  

A manufacturer should evaluate the sales incentive program, which includes the guarantees in 
accordance with the guidance on satisfaction of performance obligations in ASC 606-10-25-30 and the 
guidance on repurchase agreements in ASC 606-10-55-66 through 55-78. If such evaluation results in a 
lease (e.g., the guaranteed price is less than the original selling price of the asset, and the transaction is 
not part of a sale and leaseback transaction), the manufacturer accounts for the transaction as lease in 
accordance with ASC 842.  
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The lease payments used as a part of the determination of whether the transaction should be classified 
as an operating lease, a direct financing lease or a sales-type lease generally will be the difference 
between the proceeds on the equipment’s initial transfer and the amount of the residual value guarantee 
to the purchaser as of the first exercise date of the guarantee. 

It is our view that the guaranteed resale (residual) should be viewed on a net present value basis in 
determining the classification of the transaction. 

Illustration 32 — Accounting for a sale with guaranteed minimum resale amount 

Company X sells a computer with a cost of $80 for $100 and agrees to reacquire the equipment in five 
years for $10. In accordance with ASC 606-10-55-68, the arrangement is accounted for as a lease 
because Company X is obligated to repurchase the computer for an amount that is less than the 
original selling price.  

The present value of the $10 repurchase obligation is $6. As a result, the transaction qualifies as a 
sales-type lease because the proceeds on sale ($100) less the present value of the repurchase 
obligation ($6) exceed substantially all of the equipment’s fair value ($100). Company X accounts for 
the sales-type lease as follows: 

Cash (received at time of sale)  $ 100  

Sales   $ 100 

Cost of sale  $ 80  

Inventory   $ 80 

Residual value of asset sold  $ 6  

Guaranteed repurchase obligation   $ 6 

Both the residual value and the guarantee should be accreted to $10 at the end of the five-year 
period. If, at any time, the residual value of the computer is deemed to be less than $10, a loss for the 
shortfall should be recorded.  

If the transaction should be accounted for by the manufacturer as an operating lease, the net proceeds 
on the equipment’s initial transfer should be recorded as a liability in the manufacturer’s balance sheet. 
The liability subsequently would be reduced on a pro rata basis over the period to the first exercise date 
of the guarantee, to the amount of the guaranteed residual value at that date, with corresponding credits 
to revenue in the manufacturer’s income statement. Any further reduction in the guaranteed residual 
value resulting from the purchaser’s decision to continue to use the equipment should be recognized in a 
similar manner. The equipment should be included in the manufacturer’s balance sheet and depreciated 
following the manufacturer’s normal depreciation policy. ASC 360 provides guidance on the accounting for 
any potential impairment of the equipment. At the time the purchaser elects to exercise the residual 
value guarantee by selling the equipment to another party, the liability should be reduced by the amount, 
if any, paid to the purchaser. The remaining undepreciated carrying amount of the equipment and any 
remaining liability should be removed from the balance sheet and included in the determination of 
income in the period of the equipment’s sale. Alternatively, if the purchaser exercises the residual value 
guarantee by selling the equipment to the manufacturer at the guaranteed price, the liability should be 
reduced by the amount paid to the purchaser. Any remaining liability should be included in the 
determination of income in the period of the exercise of the guarantee. 



5  Lessor accounting 

Financial reporting developments Lease accounting | 214 

ASC 460 does not apply to a guarantee for which the underlying is related to an asset of the guarantor. 
Because the manufacturer continues to recognize the residual value of the equipment guaranteed by the 
manufacturer as an asset (included in the seller-lessor’s net investment in the lease) when recording a 
sales-type lease, that guarantee does not meet the characteristics in ASC 460-10-15-4 and is, therefore, 
not subject to the provisions of ASC 460. Additionally, if the lease is classified as an operating lease, the 
manufacturer does not remove the asset from its books, and its guarantee would be a market value 
guarantee of its own asset. A market value guarantee of the guarantor’s own asset is not within the scope 
of ASC 460 and, as a result, the accounting prescribed in ASC 842-10-55-32 through 55-33 is unaffected 
by ASC 460. 

ASC 842 does not address a transaction where the seller can be required by the buyer, at a specified time 
subsequent to the sale, to repurchase the asset at fair value as determined at the time of the buyback. 
ASC 842 also does not address the accounting for an arrangement that gives a customer the right to 
trade in an asset at a guaranteed value or specified price that can only be exercised when the customer 
purchases a new asset or require arrangements that include such rights to be accounted for as a lease. 

5.8 Presentation 
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Other Presentation Matters 

Sales-Type and Direct Financing Leases 

Statement of Financial Position 

842-30-45-1 
A lessor shall present lease assets (that is, the aggregate of the lessor’s net investment in sales-type 
leases and direct financing leases) separately from other assets in the statement of financial position. 

842-30-45-2 
Lease assets shall be subject to the same considerations as other assets in classification as current or 
noncurrent assets in a classified balance sheet. 

Statement of Comprehensive Income 

842-30-45-3 
A lessor shall either present in the statement of comprehensive income or disclose in the notes income 
arising from leases. If a lessor does not separately present lease income in the statement of 
comprehensive income, the lessor shall disclose which line items include lease income in the statement 
of comprehensive income. 

842-30-45-4 
A lessor shall present any profit or loss on the lease recognized at the commencement date in a manner 
that best reflects the lessor’s business model(s). Examples of presentation include the following: 

a. If a lessor uses leases as an alternative means of realizing value from the goods that it would 
otherwise sell, the lessor shall present revenue and cost of goods sold relating to its leasing 
activities in separate line items so that income and expenses from sold and leased items are 
presented consistently. Revenue recognized is the lesser of: 

1. The fair value of the underlying asset at the commencement date 

2. The sum of the lease receivable and any lease payments prepaid by the lessee. 
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Cost of goods sold is the carrying amount of the underlying asset at the commencement date 
minus the unguaranteed residual asset. 

b. If a lessor uses leases for the purposes of providing finance, the lessor shall present the profit or 
loss in a single line item. 

Statement of Cash Flows 

842-30-45-5 
In the statement of cash flows, a lessor shall classify cash receipts from leases within operating 
activities. 

Operating Leases 

Statement of Financial Position 

842-30-45-6 
A lessor shall present the underlying asset subject to an operating lease in accordance with other 
Topics. 

Statement of Cash Flows 

842-30-45-7 
In the statement of cash flows, a lessor shall classify cash receipts from leases within operating 
activities. 

The table below summarizes how lease-related amounts and activities are presented in lessors’ financial 
statements:  

Financial statement Lessor presentation  

Balance sheet • Sales-type and direct financing leases: 

• The net investment in the lease is presented separately from other assets. 

• The net investment in the lease is subject to the same considerations as other 
assets in classification as current or noncurrent assets in a classified balance sheet. 

• Operating leases: 

• Underlying assets are presented in accordance with applicable guidance. 

Income statement  • All leases: 

• Income arising from leases is presented separately from other activity, or 
disclosed in the notes (along with the corresponding line item(s) in the income 
statement). 

• Sales-type leases and direct financing leases: 

• Profit (for sales-type leases) or loss (for sales-type and direct financing leases) 
recognized at the commencement date is presented on either a gross or net 
basis, based on the lessor’s business model. 

• For example, lessors that use leasing as an alternative means to realize value 
from goods they would otherwise sell present lease revenue and cost of goods 
sold on a gross basis (i.e., revenue and cost of goods sold in separate line items). 

• For example, lessors that use leases for the purpose of providing financing 
present the profit or loss on a net basis (i.e., in a single line item). 

Statement of cash flows • All leases: 

• Cash lease payments received are presented within operating activities. 
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5.9 Disclosure 
The objective of lessor disclosures is to enable financial statement users to assess the amount, timing and 
uncertainty of lease-related cash flows. ASC 842 requires a lessor to disclose quantitative and qualitative 
information about its leases, the significant judgments made in applying ASC 842 and the amounts 
recognized in the financial statements related to those leases. 

Lessors may need to exercise judgment to determine the appropriate level at which to aggregate or 
disaggregate disclosures so that meaningful information is not obscured by insignificant details or by 
grouping items with different characteristics. The disclosure requirements apply to both public and 
nonpublic entities. 

For interim disclosures, a lessor is required to disclose a table of all lease-related income items in its 
interim financial statements in accordance with ASC 842-30-50-5 and ASC 270-10-50-6A. 

ASC 842 includes the following disclosure requirements for lessors: 

Excerpt from Accounting Standards Codification 
Leases — Lessor 

Disclosure 

842-30-50-3 
A lessor shall disclose both of the following: 

a. Information about the nature of its leases, including: 

1. A general description of those leases 

2. The basis and terms and conditions on which variable lease payments are determined 

3. The existence and terms and conditions of options to extend or terminate the lease 

4. The existence and terms and conditions of options for a lessee to purchase the underlying asset. 

b. Information about significant assumptions and judgments made in applying the requirements of 
this Topic, which may include the following: 

1. The determination of whether a contract contains a lease (as described in paragraphs 
842-10-15-2 through 15-27) 

2. The allocation of the consideration in a contract between lease and nonlease components (as 
described in paragraphs 842-10-15-28 through 15-32) 

3. The determination of the amount the lessor expects to derive from the underlying asset 
following the end of the lease term. 

842-30-50-4 
A lessor shall disclose any lease transactions between related parties (see Topic 850 on related party 
disclosures). 

842-30-50-5 
A lessor shall disclose lease income recognized in each annual and interim reporting period, in a 
tabular format, to include the following: 

a. For sales-type leases and direct financing leases: 

1. Profit or loss recognized at the commencement date (disclosed on a gross basis or a net 
basis consistent with paragraph 842-30-45-4) 

2. Interest income either in aggregate or separated by components of the net investment in 
the lease. 
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b. For operating leases, lease income relating to lease payments. 

c. Lease income relating to variable lease payments not included in the measurement of the lease 
receivable. 

842-30-50-6 
A lessor shall disclose in the notes the components of its aggregate net investment in sales-type and 
direct financing leases (that is, the carrying amount of its lease receivables, its unguaranteed residual 
assets, and any deferred selling profit on direct financing leases). 

842-30-50-7 
A lessor shall disclose information about how it manages its risk associated with the residual value of 
its leased assets. In particular, a lessor should disclose all of the following: 

a. Its risk management strategy for residual assets 

b. The carrying amount of residual assets covered by residual value guarantees (excluding guarantees 
considered to be lease payments for the lessor, as described in paragraph 842-30-30-1(a)(2)) 

c. Any other means by which the lessor reduces its residual asset risk (for example, buyback 
agreements or variable lease payments for use in excess of specified limits). 

Sales-Type and Direct Financing Leases 

842-30-50-8 
In addition to the disclosures required by paragraphs 842-30-50-3 through 50-7, a lessor also shall 
provide the disclosures in paragraphs 842-30-50-9 through 50-10 for sales-type leases and direct 
financing leases. 

842-30-50-9 
A lessor shall explain significant changes in the balance of its unguaranteed residual assets and 
deferred selling profit on direct financing leases. 

842-30-50-10 
A lessor shall disclose a maturity analysis of its lease receivables, showing the undiscounted cash 
flows to be received on an annual basis for a minimum of each of the first five years and a total of the 
amounts for the remaining years. A lessor shall disclose a reconciliation of the undiscounted cash 
flows to the lease receivables recognized in the statement of financial position (or disclosed separately 
in the notes). 

Operating Leases 

842-30-50-11 
In addition to the disclosures required by paragraphs 842-30-50-3 through 50-7, a lessor also shall 
provide the disclosures in paragraphs 842-30-50-12 through 50-13 for operating leases. 

842-30-50-12 
A lessor shall disclose a maturity analysis of lease payments, showing the undiscounted cash flows to 
be received on an annual basis for a minimum of each of the first five years and a total of the amounts 
for the remaining years. A lessor shall present that maturity analysis separately from the maturity 
analysis required by paragraph 842-30-50-10 for sales-type leases and direct financing leases. 

842-30-50-13 
A lessor shall provide disclosures required by Topic 360 on property, plant, and equipment separately 
for underlying assets under operating leases from owned assets. 
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6 Subleases 
6.1 Definition 

Excerpt from Accounting Standards Codification 
Master Glossary 

Sublease 

A transaction in which an underlying asset is re-leased by the lessee (or intermediate lessor) to a third 
party (the sublessee) and the original (or head) lease between the lessor and the lessee remains in 
effect. 

Lessees often enter into arrangements to sublease an underlying asset to a third party. In these 
arrangements, one party acts as both the lessee and lessor of the same underlying asset. The original 
lease is often referred to as a head lease, the original lessee is often referred to as an intermediate lessor 
or sublessor, and the ultimate lessee is often referred to as the sublessee. 

 

In some cases, the sublease is a separate lease agreement. In other cases, a third party assumes the 
original lease, but the original lessee remains the primary obligor under the original lease. 

6.1.1 The original lessee is relieved of the primary obligation — not a sublease  
Excerpt from Accounting Standards Codification 
Leases — Overall 

Derecognition 

842-20-40-3 
If the nature of a sublease is such that the original lessee is relieved of the primary obligation under 
the original lease, the transaction shall be considered a termination of the original lease. Paragraph 
842-20-35-14 addresses subleases in which the original lessee is not relieved of the primary obligation 
under the original lease. Any consideration paid or received upon termination that was not already 
included in the lease payments (for example, a termination payment that was not included in the lease 
payments based on the lease term) shall be included in the determination of profit or loss to be 
recognized in accordance with paragraph 842-20-40-1. If a sublease is a termination of the original 
lease and the original lessee is secondarily liable, the guarantee obligation shall be recognized by the 
lessee in accordance with paragraph 405-20-40-2. 

Lessor 

Original lessee/sublessor 

Head lease 

Lessee/sublessee 

Sublease 
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If the original lessee is relieved of the primary obligation under the original lease, the transaction is not a 
sublease. Such transactions are considered a termination (refer to section 4.8.1, Lease termination) of 
the original lease, and the lease-related assets and obligations are derecognized. Any consideration paid 
or received upon termination that was not already included in the lease payments (e.g., a termination 
penalty that was not included in lease payments based on the lease term) is included in the gain or loss on 
termination of the original lease. If the original lessee remains secondarily liable for the original lease, the 
guarantee obligation is recognized by the lessee in accordance with ASC 405-20-40-2 (i.e., measured at fair 
value and included in the determination of gain or loss on lease termination). 

6.2 Original lessor accounting  
Excerpt from Accounting Standards Codification 
Leases — Lessor 

Subsequent Measurement 

842-30-35-7 
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 it did 
before. 

Derecognition 

842-30-40-3 
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 842-30-40-2 and shall classify 
and account for the new lease as a separate transaction. 

If the original lessee enters into a sublease or sells or transfers the original lease to a third party, the 
original lessor does not change its accounting for the original lease. However, if the original lease 
agreement is replaced by a new agreement with a new lessee, the original lessor accounts for both the 
termination of the original lease and the new lease as separate transactions. Refer to section 5.7.3, 
Lease termination.  

6.3 Sublessor accounting 
Excerpt from Accounting Standards Codification 
 Leases — Overall 

Recognition 

842-10-25-6 
When classifying a sublease, an entity shall classify the sublease with reference to the underlying 
asset (for example, the item of property, plant, or equipment that is the subject of the lease) rather 
than with reference to the right-of-use asset. 
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Subsequent Measurement 

842-20-35-14 
If the nature of a sublease is such that the original lessee is not relieved of the primary obligation 
under the original lease, the original lessee (as sublessor) shall continue to account for the original 
lease in one of the following ways: 

a. If the sublease is classified as an operating lease, the original lessee shall continue to account 
for the original lease as it did before commencement of the sublease. If the lease cost for the 
term of the sublease exceeds the anticipated sublease income for that same period, the original 
lessee shall treat that circumstance as an indicator that the carrying amount of the right-of-
use asset associated with the original lease may not be recoverable in accordance with 
paragraph 360-10-35-21. 

b. If the original lease is classified as a finance lease and the sublease is classified as a sales-type 
lease or a direct financing lease, the original lessee shall derecognize the original right-of-use 
asset in accordance with paragraph 842-30-40-1 and continue to account for the original lease 
liability as it did before commencement of the sublease. The original lessee shall evaluate its 
investment in the sublease for impairment in accordance with paragraph 842-30-35-3. 

c. If the original lease is classified as an operating lease and the sublease is classified as a sales-type 
lease or a direct financing lease, the original lessee shall derecognize the original right-of-use 
asset in accordance with paragraph 842-30-40-1 and, from the sublease commencement date, 
account for the original lease liability in accordance with paragraphs 842-20-35-1 through 35-2. 
The original lessee shall evaluate its investment in the sublease for impairment in accordance with 
paragraph 842-30-35-3. 

842-20-35-15 
The original lessee (as sublessor) in a sublease shall use the rate implicit in the lease to determine the 
classification of the sublease and to measure the net investment in the sublease if the sublease is 
classified as a sales-type or a direct financing lease unless that rate cannot be readily determined. If 
the rate implicit in the lease cannot be readily determined, the original lessee may use the discount 
rate for the lease established for the original (or head) lease. 

If an underlying asset is re-leased by a lessee to a third party and the original lessee retains the primary 
obligation under the original lease, the transaction is a sublease. A sublessor assesses sublease 
classification independently of the classification assessment that it made as the lessee of the same asset. 
A sublessor considers the lease classification criteria in section 3.2, Criteria for lease classification — 
lessors, with reference to the underlying asset when classifying a sublease (e.g., the underlying asset 
subject to the sublease) rather than the right-of-use asset recognized as part of the head lease. A 
sublessor uses the rate implicit in the lease (i.e., the rate implicit in the sublease) to determine the 
classification of the sublease and to measure the net investment in a sublease that is classified as a sales-
type or a direct financing lease. If the rate implicit in the lease cannot be readily determined, the 
sublessor uses the discount rate for the lease established for the head lease. Refer to section 3.4.10, 
Classification of subleases, and section 2.5, Discount rates. 
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The following table summarizes how the original lessee/sublessor accounts for the head lease and 
sublease at the commencement of the sublease. 

 Sublease — sales-type or direct financing lease  Sublease — operating lease  

Head lease — finance 
lease 

The original lessee derecognizes the original right-of-
use asset and continues to account for the original 
lease liability as it did before the commencement of 
the sublease (i.e., in accordance with the finance 
lease provisions of the lessee accounting guidance). 
The original lessee, as the sublessor, recognizes a net 
investment in the sublease and evaluates it 
for impairment under ASC 310 (prior to the adoption 
of ASU 2016-13) or ASC 326 (subsequent to the 
adoption of ASU 2016-13). Refer to section 5.2.3, 
Impairment of the net investment in the lease. 

The original lessee continues to 
account for the head lease as it did 
before the commencement date of 
the sublease (i.e., in accordance 
with the lessee accounting 
guidance). 
If the lease cost for the term of the 
sublease exceeds the sublessor’s 
anticipated sublease income for 
the same period, this indicates 
that the right-of-use asset 
associated with the head lease 
should be assessed for impairment 
under the long-lived asset 
impairment provisions of ASC 360 
(i.e., an impairment indicator). 

Head lease — 
operating lease  

The original lessee derecognizes the original right-of-
use asset at the sublease commencement date and 
accounts for the original lease liability in accordance 
with the finance lease provisions of the lessee 
accounting guidance. The original lessee, as the 
sublessor, recognizes a net investment in the 
sublease and evaluates it for impairment under 
ASC 310 (prior to the adoption of ASU 2016-13) or 
ASC 326 (subsequent to the adoption of ASU 2016-
13). Refer to section 5.2.3, Impairment of the net 
investment in the lease. 

Sublease may affect head lease classification 

When a sublessor enters into sublease arrangements and determines that the term of the sublease 
(including the noncancelable term and any lease renewal options that are reasonably certain to be 
exercised by the sublessee or controlled by the sublessor) is longer than the lease term of the head lease, 
the sublessor is required to reassess the lease term of the head lease in accordance with ASC 842-10-
35-1(a) as discussed in section 2.3.6.1, Lessees. However, the existence of the renewal option on its own 
does not result in the head lease being extended. For example, assume a head lease has a noncancelable 
term of five years and provides a lessee with an option to renew for two additional years that it 
determines it is not reasonably certain to exercise. If the lessee subleases the underlying asset and 
provides the sublessee with the same noncancelable term and renewal option and determines that the 
sublessee is reasonably certain to exercise that renewal option, the lessee would reassess the term of the 
head lease as the renewal options are now reasonably certain to be exercised. This is because the lease 
term under the sublease effectively establishes an obligation to renew the head lease. If the lease term of 
the head lease changes, the sublessor is also required to reassess the lease classification of the head 
lease. Refer to section 3.5, Reassessment of lease classification. Alternatively, if the lessee determines 
that the sublessee is not reasonably certain to exercise the renewal options, the lessee would not 
remeasure the lease term on the head lease solely as a result of entering into the sublease (refer to 
section 3.5.1, Summary of lease reassessment and remeasurement requirements, for a discussion of 
events that could result in reassessment). 

Likewise, a head lease may provide a lessee with an option to purchase the underlying asset that it 
determines it is not reasonably certain to exercise. If the lessee then subleases the underlying asset and 
provides the sublessee with the a purchase option and determines that the sublessee is reasonably certain 
to exercise that option, the sublessor will change its assessment of whether it is reasonably certain to 
exercise its purchase option on the head lease to fulfill the terms of the sublease in accordance with 
ASC 842-10-35-1(c) as discussed in section 2.3.6.1, Lessees. The sublessor is also required to reassess 
the lease classification of the head lease as discussed in section 3.5, Reassessment of lease classification. 
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Recognition of profit or loss  

ASC 842 does not address when the sublessor should recognize the selling profit (sales-type lease) or 
loss (sales-type or direct financing lease) resulting from a sublease. We believe that any selling profit 
should be recognized at the sublease commencement date (i.e., the date on which a sublessor makes the 
underlying asset available for use by a sublessee) when a sublease is classified as a sales-type lease or 
deferred when a sublease is classified as a direct financing lease. When a sublease is classified as a sales-
type or direct financing lease, we believe that any selling loss should be recognized no later than the 
sublease commencement date (i.e., selling loss is not deferred), consistent with the accounting for a 
sales-type or direct financing lease, and in some cases earlier as an impairment of the right-of-use asset 
under the head lease.  

We also believe that when a sales-type sublease is for a portion of the underlying asset, the sublessor 
must determine the portion of the right-of-use asset to derecognize on a rational and systematic basis 
(e.g., by relative fair value). Likewise, a sublessor must determine the portion of the lease liability that 
may be converted from an operating lease to a finance lease for purposes of subsequent measurement 
on a rational and systematic basis (e.g., in proportion to the right-of-use asset). 

6.4 Sublessee accounting 
A sublessee accounts for a sublease in the same manner as any other lease (i.e., as a new lease subject 
to ASC 842’s recognition and measurement provisions). Refer to chapter 4, Lessee accounting. A 
sublessee classifies the sublease by referring to the underlying asset rather than by referring to the right-
of-use asset arising from the head lease. 

6.5 Disclosure 
In addition to making other lessor disclosures (refer to section 5.9, Disclosure), ASC 842 requires an 
original lessee/sublessor to disclose (1) the existence, and terms and conditions, of residual value 
guarantees provided by the sublessee and (2) sublease income, on a gross basis, separate from the 
finance or operating lease expense. 
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7 Sale and leaseback transactions 

7.1  Overview 
Excerpt from Accounting Standards Codification 
Leases — Sale and Leaseback Transactions 

Scope and Scope Exceptions 

842-40-15-2 
If an entity (the seller-lessee) transfers an asset to another entity (the buyer-lessor) and leases that 
asset back from the buyer-lessor, both the seller-lessee and the buyer-lessor shall account for the 
transfer contract and the lease in accordance with Sections 842-40-25, 842-40-30, and 842-40-50. 

Implementation Guidance and Illustrations 

842-40-55-1 
A lessee may obtain legal title to the underlying asset before that legal title is transferred to the 
lessor and the asset is leased to the lessee. If the lessee controls the underlying asset (that is, it can 
direct its use and obtain substantially all of its remaining benefits) before the asset is transferred to 
the lessor, the transaction is a sale and leaseback transaction that is accounted for in accordance with 
this Subtopic. 

842-40-55-2 
If the lessee obtains legal title, but does not obtain control of the underlying asset before the asset is 
transferred to the lessor, the transaction is not a sale and leaseback transaction. For example, this 
may be the case if a manufacturer, a lessor, and a lessee negotiate a transaction for the purchase of 
an asset from the manufacturer by the lessor, which in turn is leased to the lessee. For tax or other 
reasons, the lessee might obtain legal title to the underlying asset momentarily before legal title 
transfers to the lessor. In this case, if the lessee obtains legal title to the asset but does not control the 
asset before it is transferred to the lessor, the transaction is accounted for as a purchase of the asset 
by the lessor and a lease between the lessor and the lessee. 

Sale and leaseback accounting applies to both the seller-lessee and the buyer-lessor. A sale and 
leaseback transaction involves the transfer of an asset by an entity (the seller-lessee) to another entity 
(the buyer-lessor) and the leaseback of the same asset by the seller-lessee. Because ASC 842 requires 
lessees to recognize most leases on their balance sheets (i.e., all leases except for short-term leases if 
the lessee makes an accounting policy election to use this exception), sale and leaseback transactions do 
not provide lessees with a source of off-balance sheet financing. Both the seller-lessee and the buyer-
lessor are required to apply ASC 842 and certain provisions in ASC 606 to determine whether to account 
for a sale and leaseback transaction as a sale and purchase of an asset, respectively. Finally, ASC 842-
40’s guidance on sale and leaseback transactions applies to all assets that are within the scope of 
ASC 842. We believe this includes the sale of a legal entity when the assets leased back constitute 
substantially all of the assets of the legal entity that is sold.  

In some cases, a lessee may obtain legal title to the underlying asset before that legal title is transferred 
to the lessor and the asset is leased to the lessee. For example, a manufacturer, a lessor and a lessee 
together negotiate a transaction for the purchase of a piece of equipment from the manufacturer by the 
lessor, which in turn is leased to the lessee. For tax or other reasons, the lessee obtains legal title to the 
underlying asset shortly before legal title transfers to the lessor. If the lessee obtains legal title, but does 
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not obtain control of the underlying asset before the asset is transferred to the lessor, the transaction is 
not a sale and leaseback transaction. If the lessee controls the underlying asset (that is, it can direct its 
use and obtain substantially all of its remaining benefits) before the asset or legal title is transferred to the 
lessor, the transaction is a sale and leaseback transaction and accounted for in accordance ASC 842-40. 

A frequent transaction involves the transfer of a purchase option to a third party that exercises the 
purchase option and leases the property to the original holder of the purchase option. In our view, if the 
lessee does not enter the chain of ownership and does not obtain control of the underlying asset, we do 
not believe the transaction should be accounted for as a sale and leaseback under ASC 842-40. If, 
however, the lessee exercises the purchase option, thereby entering the chain of ownership, and obtains 
control of the underlying asset, we would view the transaction as a sale and leaseback transaction. 

7.1.1 Seller leases back less than 100% of asset sold 
The sale and leaseback provisions of ASC 842-40 apply regardless of whether the seller-lessee leases 
back 100% or 1% of the asset sold. For example, if the asset sold is a 20-floor office building and 10 
floors are leased back, sale and leaseback accounting under the provisions of ASC 842-40 is applicable. 

7.1.2 Partial sale and leaseback 
ASC 842 does not specifically address the application of the sale and leaseback provisions of ASC 842-
40 for partial sale and leaseback transactions. For example, assume Entity A owns 100% of a limited 
liability company (LLC) (whose sole asset is a building Entity A uses for its manufacturing operations) and 
sells a 51% interest in the LLC, deconsolidates the LLC and leases the building back from the 
deconsolidated LLC. To determine whether to account for the partial sale and leaseback transaction as a 
sale and purchase of an asset, the seller-lessee and the buyer-lessor are required to apply ASC 842 and 
certain provisions in ASC 606 as discussed in section 7.2, Determining whether the transfer of an asset is 
a sale. In this example, we believe the transaction would be subject to sale and leaseback accounting. 

Note: In an exposure draft released in June 2016, the FASB provides guidance on partial sales of 
nonfinancial assets and clarifies the scope of asset derecognition guidance. Readers should monitor 
developments on this proposal. 

7.1.3 Asset sold is different from the asset leased back 
In certain sale and leaseback transactions, the asset sold is not the same as the asset leased back. In 
considering such transactions, we believe that despite the fact that the assets sold and leased back are 
different, the transaction should be recorded as a sale and leaseback if the sale and lease were entered 
into as part of a single transaction and the assets involved would be required to be accounted for as a 
nonmonetary exchange under ASC 845, Nonmonetary Transactions, if they had been exchanged 
(i.e., the assets exchanged are essentially identical, or the future cash flows are not expected to 
significantly change as a result of the exchange).  

7.1.4 Lease-leaseback transactions (LILO’s) 
In a lease transaction where the owner of an asset leases an asset to a third party and then leases it back, 
the question often arises as to whether the transaction should be accounted for as a sale and leaseback. 
Transactions of this type are often tax driven (refer to chapter 10, Leveraged leases). Lease-leaseback 
transactions should be assessed in consideration of the guidance in ASC 842-10-25-19 (refer to section 
1.5, Contract combinations), which requires that two or more contracts entered into at or near the same 
time with the same counterparty (or related party) be considered a single contract if at least one of the 
contracts is or contains a lease and certain criteria are met. That is, both the original lease out of the asset 
from the owner to the third party and the leaseback from the third party to the owner should be evaluated 
concurrently when the criteria under ASC 842-10-25-19 are met. Often, this evaluation results in the 
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determination that a lease does not exist (i.e., in substance a financing recorded on the balance sheet 
and/or a lease for only a portion of the term) as the right to control the use of the asset is not conveyed 
from the owner to the third party when both the original lease out and the leaseback are considered a single 
arrangement. For example, an entity leases its medical equipment with a 10-year useful life to a third 
party and then leases the equipment back for the first seven years. In this case, the right to control the 
use of the equipment is not transferred to the third party until the completion of the leaseback period 
(i.e., the first seven years). Therefore, the entity would record the transaction as a financing during the 
leaseback period and then account for the lease to the third party at the end of the leaseback period (and 
allocate the consideration in the contract accordingly).  

7.1.5 Sale subject to a preexisting lease 
Excerpt from Accounting Standards Codification 
Leases — Sale-Leaseback Transactions 

Implementation Guidance and Illustrations 

842-40-55-8 
An entity owns an interest in an underlying asset and also is a lessee under an operating lease 
for all or a portion of the underlying asset. Acquisition of an ownership interest in the underlying 
asset and consummation of the lease occurred at or near the same time. This owner-lessee 
relationship can occur, for example, when the entity has an investment in a partnership that owns 
the underlying asset (or a larger asset of which the underlying asset is a distinct portion). The 
entity subsequently sells its interest or the partnership sells the underlying asset to an 
independent third party, and the entity continues to lease the underlying asset under the preexisting 
operating lease. 

842-40-55-9 
A transaction should be subject to the guidance in this Subtopic if the scope or price of the preexisting 
lease is modified in connection with the sale. If the scope or the price of the preexisting lease is not 
modified in conjunction with the sale, the sale should be accounted for in accordance with other Topics. 

842-40-55-10 
A lease between parties under common control should not be considered a preexisting lease. 
Accordingly, the guidance in this Subtopic should be applied to transactions that include nonfinancial 
assets within its scope, except if Topic 980 on regulated operations applies. That is, if one of the 
parties under common control is a regulated entity with a lease that has been approved by the 
appropriate regulatory agency, that lease should be considered a preexisting lease. 

An entity has an ownership interest in an underlying asset (e.g., 30% noncontrolling ownership interest in 
a partnership that owns the underlying asset) and also leases all or a portion of the underlying asset 
under an operating lease. Subsequently, the entity sells its interest in the underlying asset to an 
independent third party and continues to lease all or a portion of the underlying asset under the 
preexisting operating lease. If the scope or the consideration of the preexisting operating lease is not 
modified in connection with the sale, the sale of the entity’s interest is accounted for in accordance with 
other US GAAP and the entity’s accounting of the preexisting lease is not changed. Alternatively, if the 
preexisting operating lease is modified in connection with the sale and such modification meets the 
definition of lease modification as discussed in section 5.6, Lease modifications, (i.e., a change to the 
terms and conditions of the contract that results in a change in the scope of or the consideration for the 
lease), the transaction is accounted for as a sale and leaseback transaction. If the entity consolidates the 
lessor, this guidance would not apply, and instead, the sale of a controlling interest of the lessor would be 
subject to leaseback accounting.  
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7.1.6 Sale-leaseback-sublease transactions 
Excerpt from Accounting Standards Codification 
Leases — Sale and Leaseback Transactions 

Recognition 

842-40-55-18 
An entity enters into a sale and leaseback of an asset that meets either of the following criteria: 

a. The asset is subject to an operating lease. 

b. The asset is subleased or intended to be subleased by the seller-lessee to another party under an 
operating lease. 

842-40-55-19 
A sale-leaseback-sublease transaction is within the scope of this Subtopic. The existence of the 
sublease (that is, the operating lease in paragraph 842-40-55-18(a) or (b)) does not, in isolation, 
prevent the buyer-lessor from obtaining control of the asset in accordance with paragraphs 842-
40-25-1 through 25-3, nor does it prevent the seller-lessee from controlling the asset before its 
transfer to the buyer-lessor (that is, the seller-lessee is subject to the same requirements for 
determining whether the transfer of the asset is a sale as it would be without the sublease). All 
facts and circumstances should be considered in determining whether the buyer-lessor obtains 
control of the underlying asset from the seller-lessee in a sale-leaseback-sublease transaction. 

Under a sale-leaseback-sublease arrangement, the owner of an asset sells an asset to a third party and 
leases it back, then, concurrently or subsequently, subleases the asset to another party. Under ASC 842-40, 
the existence of the sublease in a sale and leaseback transaction, on its own, does not preclude the application 
of sale and leaseback accounting if both the leaseback and the sublease are classified as operating leases. 
An entity will need to consider all facts and circumstances in determining whether the buyer-lessor obtains 
control of the underlying asset from the seller-lessee in a sale-leaseback-sublease transaction. 

7.2  Determining whether the transfer of an asset is a sale 
Excerpt from Accounting Standards Codification 
Master Glossary 

Integral Equipment 

Integral equipment is any physical structure or equipment attached to the real estate that cannot be 
removed and used separately without incurring significant cost.  

Leases — Sale and Leaseback Transactions 

Recognition 

842-40-25-1 
An entity shall apply the following requirements in Topic 606 on revenue from contracts with 
customers when determining whether the transfer of an asset shall be accounted for as a sale of the 
asset: 

a. Paragraphs 606-10-25-1 through 25-8 on the existence of a contract 

b. Paragraph 606-10-25-30 on when an entity satisfies a performance obligation by transferring 
control of an asset. 
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842-40-25-2 
The existence of a leaseback (that is, a seller-lessee’s right to use the underlying asset for a period of 
time) does not, in isolation, prevent the buyer-lessor from obtaining control of the asset. However, the 
buyer-lessor is not considered to have obtained control of the asset in accordance with the guidance 
on when an entity satisfies a performance obligation by transferring control of an asset in Topic 606 if 
the leaseback would be classified as a finance lease or a sales-type lease. 

842-40-25-3 
An option for the seller-lessee to repurchase the asset would preclude accounting for the transfer of 
the asset as a sale of the asset unless both of the following criteria are met: 

a. The exercise price of the option is the fair value of the asset at the time the option is exercised. 

b. There are alternative assets, substantially the same as the transferred asset, readily available in 
the marketplace. 

The following flowchart depicts the decision-making process for determining whether the transfer of an 
asset is a sale. 

 

Yes 

No 

No 

Account for as a financing 
transaction (i.e., a failed sale) (refer 
to section 7.4, Transactions in which 
the transfer of an asset is not a sale) 

Is the transaction a sale under ASC 606* (i.e., does it transfer 
 control of the asset to the buyer-lessor)? [ASC 842-40-25-1] 

* Excluding the evaluation of the repurchase option under ASC 606 as the repurchase 
option is subject to the evaluation under ASC 842 (see below). 

Is the leaseback classified as a sales-type lease by the buyer-lessor  
or a finance lease by the seller-lessee? [ASC 842-440-25-2] 

Does the transaction include an option for the seller-lessee 
 to repurchase the asset? [ASC 842-40-25-3] 

Does the repurchase option meet both of the following conditions? 
• The exercise price of the option is the fair value of the underlying 

asset at the time the option is exercised. 
• Alternative assets that are substantially the same as the transferred 

asset are readily available in the marketplace. 
[ASC 842-40-25-3] 

Account for as a sale and leaseback 
transaction (refer to section 7.3, 

Transactions in which the transfer of 
an asset is a sale) 

No 

Yes 

Yes 

No Yes 
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When determining whether the transfer of an asset should be accounted for as a sale and purchase, both 
the seller-lessee and the buyer-lessor apply the guidance in (1) ASC 606-10-25-1 through 25-8 on the 
existence of a contract, (2) ASC 606-10-25-30 on when an entity satisfies a performance obligation by 
transferring control of an asset and (3) ASC 842-40-25-2 through 25-3. 

Refer to chapter 3, Identifying the contract with the customer, of our Financial reporting developments 
publication, Revenue from contracts with customers (ASC 606), for an in-depth discussion of identifying 
the contract with the customer and section 7.2, Control transferred at a point in time, of that publication 
for a discussion of transferring control at a point in time. 

ASC 842-40-25-2 through 3 also includes guidance for evaluating whether the transfer of an asset with a 
leaseback to the seller is a sale and purchase. Under this guidance, the existence of the leaseback, in and 
of itself, does not preclude a sale and purchase. However, a sale and purchase does not occur if the 
leaseback would be classified as a finance lease (seller-lessee) or a sales-type lease (buyer-lessor). In 
these types of leases, the FASB believes that the seller-lessee effectively retains control of the 
underlying asset. Therefore, the FASB indicated in the Basis for Conclusions (BC 352(b)) that it is 
inappropriate for a seller-lessee to account for the sale of an underlying asset that it concurrently 
repurchases. Instead, these transactions are accounted for as financings by both the buyer-lessor 
(lender) and the seller-lessee (borrower). If the leaseback is classified as an operating lease (seller-lessee) 
or a direct financing lease or an operating lease (buyer-lessor), such leaseback, in and of itself, does not 
preclude sale and purchase accounting, respectively.  

While an option for a seller-lessee to repurchase the transferred asset would generally preclude sale 
accounting under ASC 606, ASC 842-40 specifies that an option for the seller-lessee to repurchase the 
asset does not preclude sale and purchase accounting when both of the following conditions are met: 

1. The exercise price of the option is the fair value of the underlying asset at the time the option is 
exercised. 

2. There are alternative assets, substantially the same as the transferred asset, readily available in the 
marketplace. 

In the Basis for Conclusions (BC 352(c)), the Board noted that ”real estate assets would not meet 
criterion (2) — [There are alternative assets, substantially the same as the transferred asset, readily 
available in the marketplace]. This is because real estate is, by nature, ’unique’ (that is, no two pieces of 
land occupy the same space on this planet) such that no other similar real estate asset is 
’substantially the same.’” Therefore, we believe a sale and leaseback of real estate, including a sale and 
leaseback of integral equipment as defined in ASC 978 (i.e., any physical structure or equipment 
attached to the real estate that cannot be removed and used separately without incurring significant 
cost), when the seller-lessee retains any form of a repurchase option will result in a financing for both the 
seller-lessee and buyer-lessor.  

7.2.1 Lease renewals 
Certain leaseback transactions provide the seller-lessee with the right to continue to extend the lease, at 
a fixed-price rental or at fair value at the date of exercise, for substantially all (e.g., 90% or more) of the 
underlying asset’s remaining economic life. ASC 842-40 does not address whether a lessee’s renewal 
options (e.g., fixed price, fair value at the date of exercise) permitting the seller-lessee to extend the 
lease for substantially all of the remaining economic life of the underlying asset preclude sale accounting. 
However, the Board noted in the Basis for Conclusions (BC 218) that “a lessee that has an option to 
extend a lease for all of the remaining economic life of the underlying asset is, economically, in a similar 
position to a lessee that has an option to purchase the underlying asset.” We believe that when the 
renewal price is not fair value determined at the time the renewal option is exercised, the renewal option 
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would prohibit sale accounting under ASC 842 in the same way a purchase option priced at other than 
the fair value of the underlying asset at the time the option is exercised would preclude sale accounting 
under ASC 606.  

7.2.2 Right of first refusal and first offer 
A right of first refusal based on a bona fide offer by a third party ordinarily is not an obligation or an 
option to repurchase. An agreement that allows the seller-lessee to repurchase the asset in the event no 
third-party offer is made is an option to repurchase. As a result, care must be taken so that the right of 
first refusal is predicated on a “real” offer from an unrelated third party with the ability and intention to 
purchase the asset. 

In a related issue, certain sale and leaseback transactions provide that the seller-lessee has the right to 
make a first offer to buy the property at the end of the lease term. As long as the buyer-lessor is not 
compelled to accept this offer and the offer amount is not fixed, a right of first offer generally would not 
preclude sale accounting. If the buyer-lessor is compelled to accept the offer, the right of first offer is 
effectively a seller-lessee repurchase option, resulting in a failed sale if the two additional criteria for 
determining whether the transfer of an asset is accounted for as a sale under ASC 842-40-25-3 are not 
met (i.e., (i) the exercise price of the option is the fair value of the asset at the time the option is 
exercised, and (ii) there are alternative assets, that are substantially the same as the transferred asset, 
readily available in the marketplace). If the seller-lessee is compelled to make the offer (under a right of 
first offer), the right of first offer is effectively a buyer-lessor put. Refer to section 7.3.2, Put option held 
by the customer, of our Financial reporting developments publication, Revenue from contracts with 
customers (ASC 606), for an in-depth discussion of customer-held put options. 

7.2.3 Seller-lessee guarantee of the residual value 
Excerpt from Accounting Standards Codification 
Leases — Sale-Leaseback Transactions 

Implementation Guidance and Illustrations 

842-40-55-20 
The seller-lessee may guarantee to the lessor that the residual value will be a stipulated amount at 
the end of the lease term. If the transfer of the asset is a sale in accordance with paragraphs 842-
40-25-1 through 25-3, the seller-lessee residual value guarantee should be accounted for in the 
same manner as any other residual value guarantee provided by a lessee. 

842-40-55-21 
The residual value guarantee does not, on its own, preclude accounting for the transaction as a 
sale and leaseback, but should be considered in evaluating whether control of the asset has 
transferred to the buyer-lessor in accordance with paragraph 606-10-25-30. For example, a 
significant residual value guarantee by the seller-lessee may affect an entity’s consideration of 
the transfer of control indicator in paragraph 606-10-25-30(d). 

Under ASC 842-40, the existence of the seller-lessee guarantee of the residual value in a sale and 
leaseback transaction does not automatically preclude the application of sale and leaseback accounting. 
Such guarantee would impact the evaluation of whether the transfer of an asset is a sale and purchase 
under ASC 606-10-25-30. If a significant residual value guarantee is provided in a sale and leaseback 
transaction by the seller-lessee, it would impact the evaluation of whether the buyer-lessor obtains 
control of the leased asset (e.g., it may indicate that the significant risks and rewards of ownership of the 
leased asset have not yet transferred to the buyer-lessor). Further, with the significant residual value 
guarantee, the leaseback may likely be classified as a finance lease (seller-lessee) or a sales-type lease 
(buyer-lessor) as any residual value guaranteed by the seller-lessee is included in the fair value criteria 
testing (i.e., the present value of the sum of lease payments and any residual value guaranteed by the 
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lessee equals or exceeds substantially all the fair value of the underlying asset) for lease classification. 
The classification of the lease as a finance lease (seller-lessee) or a sales-type lease (buyer-lessor) would 
preclude sales accounting under ASC 842-40-25-2. Refer to section 3.2, Criteria for lease classification — 
lessors, for further detail.  

7.3 Transactions in which the transfer of an asset is a sale  
Excerpt from Accounting Standards Codification 
Leases — Sale and Leaseback Transactions 

Recognition 

842-40-25-4 
If the transfer of the asset is a sale in accordance with paragraphs 842-40-25-1 through 25-3, both of 
the following apply: 

a. The seller-lessee shall: 

1. Recognize the transaction price for the sale at the point in time the buyer-lessor obtains 
control of the asset in accordance with paragraph 606-10-25-30 in accordance with the 
guidance on determining the transaction price in paragraphs 606-10-32-2 through 32-27 

2. Derecognize the carrying amount of the underlying asset 

3. Account for the lease in accordance with Subtopic 842-20. 

b. The buyer-lessor shall account for the purchase in accordance with other Topics and for the lease 
in accordance with Subtopic 842-30. 

Initial Measurement 

842-40-30-1 
An entity shall determine whether a sale and leaseback transaction is at fair value on the basis of the 
difference between either of the following, whichever is more readily determinable: 

a. The sale price of the asset and the fair value of the asset 

b. The present value of the lease payments and the present value of market rental payments. 

842-40-30-2 

If the sale and leaseback transaction is not at fair value, the entity shall adjust the sale price of the 
asset on the same basis the entity used to determine that the transaction was not at fair value in 
accordance with paragraph 842-40-30-1. The entity shall account for both of the following: 

a. Any increase to the sale price of the asset as a prepayment of rent 

b. Any reduction of the sale price of the asset as additional financing provided by the buyer-lessor to 
the seller-lessee. The seller-lessee and the buyer-lessor shall account for the additional financing 
in accordance with other Topics. 

842-40-30-3 
A sale and leaseback transaction is not off market solely because the sale price or the lease payments 
include a variable component. In determining whether the sale and leaseback transaction is at fair 
value, the entity should consider those variable payments it reasonably expects to be entitled to (or to 
make) on the basis of all of the information (historical, current, and forecast) that is reasonably 
available to the entity. For a seller-lessee, this would include estimating any variable consideration to 
which it expects to be entitled in accordance with paragraphs 606-10-32-5 through 32-9. 
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842-40-30-4 
If the transaction is a related party lease, an entity shall not make the adjustments required in 
paragraph 842-40-30-2, but shall provide the required disclosures as discussed in paragraphs 842-20-
50-7 and 842-30-50-4. 

If the transfer of the asset is a sale, the seller-lessee does each of the following: 

• Recognizes the transaction price for the sale in accordance with the guidance on determining the 
transaction price in ASC 606-10-32-2 through 32-27 at the point in time that the buyer-lessor 
obtains control of the asset (refer to chapter 5, Determine the transaction price, of our Financial 
reporting developments publication, Revenue from contracts with customers (ASC 606), for an in-
depth discussion of determining the transaction price) 

• Derecognizes the carrying amount of the underlying asset 

• Recognizes any gain or loss, adjusted for off-market terms, immediately (refer to section 7.3.2, 
Adjustment for off-market terms) 

• A buyer-lessor accounts for the purchase of the asset in accordance with ASC 360. 

7.3.1 Accounting for the leaseback 
When a sale occurs, both the seller-lessee and the buyer-lessor account for the leaseback in the same 
manner as any other lease (i.e., in accordance with the lessee and lessor guidance, respectively), with 
adjustments for any off-market terms. 

7.3.2 Adjustment for off-market terms 
A sale transaction and the ensuing lease are generally interdependent and negotiated as a package. 
Consequently, some transactions could be structured with a negotiated sale price that is above or below 
the asset’s fair value and with lease payments for the ensuing lease that are above or below the then-
current market rates. These off-market terms could distort the gain or loss on the sale and the 
recognition of lease expense and lease income for the lease. To make sure that the gain or loss on the 
sale and the lease-related assets and liabilities associated with such transactions are not understated or 
overstated, ASC 842-40 requires adjustments for any off-market terms of sale and leaseback transactions, 
except for sale and leaseback transactions among related parties (refer to section 7.3.2.2, Related party 
leasing transactions, below). 

The off-market adjustments are based on the difference between (1) the sale price of the asset and its 
fair value or (2) the present value of the lease payments and the present value of market rental 
payments, whichever is more readily determinable. The FASB indicated in the Basis for Conclusions 
(BC 364) that entities are expected to maximize the use of observable prices and information when 
determining which measure is the most appropriate to use. 

When the sale price is less than the underlying asset’s fair value or the present value of the lease payments 
is less than the present value of market rental payments, a seller-lessee recognizes the difference as an 
increase to the sales price and the initial measurement of the right-of-use asset as a lease prepayment. 
When the sale price is greater than the underlying asset’s fair value or the present value of the lease 
payments is greater than the present value of market rental payments, a seller-lessee recognizes the 
difference as a reduction to the sales price and an additional financing received from the buyer-lessor 
separately from the lease liability. The seller-lessee accounts for the additional financing in accordance 
with other US GAAP. 
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Buyer-lessors are also required to adjust the purchase price of the underlying asset for any off-market 
terms. Such adjustments are recognized as lease prepayments made by the seller-lessee or as additional 
financing provided to the seller-lessee. The buyer-lessor accounts for any additional financing in 
accordance with other US GAAP. 

7.3.2.1 Variable lease payments 

The terms of a sale and leaseback transaction are not off market solely because the sale price or the 
lease payments include a variable component. In determining whether the sale and leaseback transaction 
is at fair value, an entity should consider variable payments it reasonably expects to be entitled to (or to 
make) on the basis of all of the information (i.e., historical, current and forecasted) that is reasonably 
available. For a seller-lessee, this includes estimating any variable consideration it expects to be entitled 
to in accordance with ASC 606-10-32-5 through 32-9. Refer to section 5.2, Variable consideration, of 
our Financial reporting developments publication, Revenue from contracts with customers (ASC 606), for 
an in-depth discussion of estimating variable consideration. 

7.3.2.2 Related party leasing transactions 

Adjustments are not made to reflect either the fair value of the purchase and sale or the current market 
rates for a lease in sale and leaseback transactions among related parties. Refer to section 9.1, Related 
party leasing transactions. 

7.3.3 Example 
ASC 842-40 provides the following example of the accounting for a sale and leaseback transaction. 

Excerpt from Accounting Standards Codification 
Leases — Sale and Leaseback Transactions 

Implementation Guidance and Illustrations 

Example 1 — Sale and Leaseback Transaction 

842-40-55-23 
An entity (Seller) sells a piece of land to an unrelated entity (Buyer) for cash of $2 million. Immediately 
before the transaction, the land has a carrying amount of $1 million. At the same time, Seller enters 
into a contract with Buyer for the right to use the land for 10 years (the leaseback), with annual 
payments of $120,000 payable in arrears. This Example ignores any initial direct costs associated with 
the transaction. The terms and conditions of the transaction are such that Buyer obtains substantially 
all the remaining benefits of the land on the basis of the combination of the cash flows it will receive 
from Seller during the leaseback and the benefits that will be derived from the land at the end of the 
lease term. In determining that a sale occurs at commencement of the leaseback, Seller considers 
that, at that date, all of the following apply: 

a. Seller has a present right to payment of the sales price of $2 million. 

b. Buyer obtains legal title to the land. 

c. Buyer has the significant risks and rewards of ownership of the land because, for example, Buyer 
has the ability to sell the land if the property value increases and also must absorb any losses, 
realized or unrealized, if the property value declines. 

842-40-55-24 
The observable fair value of the land at the date of sale is $1.4 million. Because the fair value of the 
land is observable, both Seller and Buyer utilize that benchmark in evaluating whether the sale is at 
market term. Because the sale is not at fair value (that is, the sales price is significantly in excess of the 
fair value of the land), both Seller and Buyer adjust for the off-market terms in accounting for the 
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transaction. Seller recognizes a gain of $400,000 ($1.4 million — $1 million) on the sale of the land. The 
amount of the excess sale price of $600,000 ($2 million — $1.4 million) is recognized as additional 
financing from Buyer to Seller (that is, Seller is receiving the additional benefit of financing from Buyer). 
Seller’s incremental borrowing rate is 6 percent. The leaseback is classified as an operating lease. 

842-40-55-25 
At the commencement date, Seller derecognizes the land with a carrying amount of $1 million. Seller 
recognizes the cash received of $2 million, a financial liability for the additional financing obtained 
from Buyer of $600,000, and a gain on sale of the land of $400,000. Seller also recognizes a lease 
liability for the leaseback at the present value of the portion of the 10 contractual leaseback payments 
attributable to the lease of $38,479 ($120,000 contractual lease payment — $81,521 of that lease 
payment that is attributable to the additional Buyer financing), discounted at the rate of 6 percent, 
which is $283,210, and a corresponding right-of-use asset of $283,210. The amount of $81,521 is 
the amount of each $120,000 annual payment that must be attributed to repayment of the principal 
of the financial liability for that financial liability to reduce to zero by the end of the lease term. 

842-40-55-26 
After initial recognition and measurement, at each period of the lease term, Seller will do both of the 
following: 

a. Decrease the financing obligation for the amount of each lease payment allocated to that 
obligation (that is, $81,521) and increase the carrying amount of the obligation for interest 
accrued using Seller’s incremental borrowing rate of 6 percent. For example, at the end of Year 1, 
the balance of the financial obligation is $554,479 ($600,000 — $81,521 + $36,000). 

b. Recognize the interest expense on the financing obligation (for example, $36,000 in Year 1) and 
$38,479 in operating lease expense. 

842-40-55-27 
At the end of the lease term, the financing obligation and the lease liability equal $0. 

842-40-55-28 
Also, at the commencement date, Buyer recognizes the land at a cost of $1.4 million and a financial 
asset for the additional financing provided to Seller of $600,000. Because the lease is an operating 
lease, at the date of sale Buyer does not do any accounting for the lease. 

842-40-55-29 
In accounting for the additional financing to Seller, Buyer uses 6 percent as the applicable discount 
rate, which it determined in accordance with paragraphs 835-30-25-12 through 25-13. Therefore, 
Buyer will allocate $81,521 of each lease payment to Buyer’s financial asset and allocate the 
remaining $38,479 to lease income. After initial recognition and measurement at each period of the 
lease term, Buyer will do both of the following: 

a. Decrease the financial asset for the amount of each lease payment received that is allocated to 
that obligation (that is, $81,521) and increase the carrying amount of the obligation for interest 
accrued on the financial asset using Seller’s incremental borrowing rate of 6 percent. Consistent 
with Seller’s accounting, at the end of Year 1, the carrying amount of the financial asset is 
$554,479 ($600,000 — $81,521 + $36,000). 

b. Recognize the interest income on the financing obligation (for example, $33,269 in Year 2) and 
$38,479 in operating lease income. 

842-40-55-30 
At the end of the lease term, the carrying amount of the financial asset is $0, and Buyer continues to 
recognize the land. 
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7.4 Transactions in which the transfer of an asset is not a sale  
Excerpt from Accounting Standards Codification 
Leases — Sale and Leaseback Transactions 

Recognition 

842-40-25-5 
If the transfer of the asset is not a sale in accordance with paragraphs 842-40-25-1 through 25-3, 
both of the following apply: 

a. The seller-lessee shall not derecognize the transferred asset and shall account for any amounts 
received as a financial liability in accordance with other Topics. 

b. The buyer-lessor shall not recognize the transferred asset and shall account for the amounts paid 
as a receivable in accordance with other Topics. 

Initial Measurement 

842-40-30-6 
The guidance in paragraph 842-40-25-5 notwithstanding, the seller-lessee shall adjust the interest 
rate on its financial liability as necessary to ensure that both of the following apply: 

a. Interest on the financial liability is not greater than the principal payments on the financial liability 
over the shorter of the lease term and the term of the financing. The term of the financing may 
be shorter than the lease term because the transfer of an asset that does not qualify as a sale 
initially may qualify as a sale at a point in time before the end of the lease term. 

b. The carrying amount of the asset does not exceed the carrying amount of the financial liability at 
the earlier of the end of the lease term or the date at which control of the asset will transfer to 
the buyer-lessor (for example, the date at which a repurchase option expires if that date is earlier 
than the end of the lease term). 

If the transfer of an asset is not a sale, the seller-lessee and the buyer-lessor account for the transaction 
as a financing. The seller-lessee keeps the asset subject to the sale and leaseback transaction on its 
balance sheet and accounts for amounts received as a financial liability in accordance with other 
US GAAP. The seller-lessee decreases the financial liability by lease payments made, less the portion 
considered interest expense. 

The seller-lessee adjusts the interest rate on its financial liability as necessary to make sure that both: 

• Interest on the financial liability is not greater than the principal payments on the financial liability 
over the shorter of the lease term or the term of the financing (i.e., there should be no negative 
amortization of the liability) 

• The carrying amount of the asset does not exceed the carrying amount of the financial liability at the 
earlier of the end of the lease term or the date at which control of the asset will transfer to the buyer-
lessor (i.e., there should be no built-in loss) 

If the transfer of the asset is not a sale, the buyer-lessor does not recognize the transferred asset and 
instead accounts for the amounts paid as a loan receivable in accordance with other US GAAP. 

If a sale and leaseback transaction that is accounted for as a financing subsequently qualifies for sales 
recognition under ASC 606 and ASC 842-40 (e.g., expiration of the repurchase option), the transaction 
would, at that time, be accounted for using sale and leaseback accounting by both the seller-lessee and 
the buyer-lessor. The seller-lessee would derecognize the carrying amounts of the financial liability and 
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the underlying assets and recognize the difference between the carrying amounts of the financial liability 
and the underlying assets as gain or loss. The buyer-lessor would recognize the purchase of the 
underlying asset by derecognizing the carrying amount of its loan receivable and recognizing the 
transferred asset at that same amount. In addition, the leaseback would be classified and accounted for 
as any new leases as of the commencement date of the leaseback, which is the date of the transaction 
qualifies for sale recognition under ASC 842, and the lease has commenced. The above discussion 
presumes there have been no additional changes in terms or conditions at the time of sale. Any such 
changes would affect the accounting at that time.  

7.4.1 Impairment of assets subject to a sale-leaseback 
An entity enters into a sale and leaseback transaction as the seller-lessee that does not qualify as a sale 
under ASC 842 is treated as a financing of the existing asset, which is not removed from the entity’s 
balance sheet. A question arises as to whether any excess of carrying amount over fair market value at 
the date of the sale should be recognized as a loss. 

It is our view that an asset that does not qualify for sale and leaseback accounting would continue to be 
subject to impairment under ASC 360 as a held for use asset. An excess of carrying value over fair market 
value at the date of sale would indicate that the recoverability of the carrying amount of an asset should 
be assessed under the guidelines of ASC 360. See our Financial reporting developments publication, 
Impairment or disposal of long-lived assets, for further information on applying the provisions of ASC 360. 

7.4.2 Example 
ASC 842-40 provides the following example of the accounting for a failed sale and leaseback transaction. 

Excerpt from Accounting Standards Codification 
Leases — Sale and Leaseback Transactions 

Implementation Guidance and Illustrations 

Example 2 — Accounting for Failed Sale and Leaseback Transaction 

842-40-55-31 
An entity (Seller) sells an asset to an unrelated entity (Buyer) for cash of $2 million. Immediately 
before the transaction, the asset has a carrying amount of $1.8 million and has a remaining useful life 
of 21 years. At the same time, Seller enters into a contract with Buyer for the right to use the asset for 
8 years with annual payments of $200,000 payable at the end of each year and no renewal options. 
Seller’s incremental borrowing rate at the date of the transaction is 4 percent. The contract includes 
an option to repurchase the asset at the end of Year 5 for $800,000. 

842-40-55-32 
The exercise price of the repurchase option is fixed and, therefore, is not the fair value of the asset on 
the exercise date of the option. Consequently, the repurchase option precludes accounting for the 
transfer of the asset as a sale. Absent the repurchase option, there are no other factors that would 
preclude accounting for the transfer of the asset as a sale. 

842-40-55-33 
Therefore, at the commencement date, Seller accounts for the proceeds of $2 million as a financial 
liability and continues to account for the asset. Buyer accounts for the payment of $2 million as a 
financial asset and does not recognize the transferred asset. Seller accounts for its financing 
obligation, and Buyer accounts for its financial asset in accordance with other Topics, except that, in 
accordance with paragraph 842-40-30-6, Seller imputes an interest rate (4.23 percent) to ensure that 
interest on the financial liability is not greater than the principal payments on the financial liability over 
the shorter of the lease term and the term of the financing and that the carrying amount of the asset 
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will not exceed the financial liability at the point in time the repurchase option expires (that is, at the 
point in time Buyer will obtain control of the asset in accordance with the guidance on satisfying 
performance obligations in Topic 606). Paragraph 842-40-30-6 does not apply to the buyer-lessor; 
therefore, Buyer recognizes interest income on its financial asset on the basis of the imputed interest 
rate determined in accordance with paragraphs 835-30-25-12 through 25-13, which in this case 
Buyer determines to be 4 percent. 

842-40-55-34 
During Year 1, Seller recognizes interest expense of $84,600 (4.23% × $2 million) and recognizes the 
payment of $200,000 as a reduction of the financial liability. Seller also recognizes depreciation 
expense of $85,714 ($1.8 million ÷ 21 years). Buyer recognizes interest income of $80,000 (4% × $2 
million) and recognizes the payment of $200,000 as a reduction of its financial asset. 

842-40-55-35 
At the end of Year 1, the carrying amount of Seller’s financial liability is $1,884,600 ($2 million + 
$84,600 — $200,000), and the carrying amount of the underlying asset is $1,714,286 ($1.8 million — 
$85,714). The carrying amount of Buyer’s financial asset is $1,880,000 ($2 million + $80,000 — $200,000). 

842-40-55-36 
At the end of Year 5, the option to repurchase the asset expires, unexercised by Seller. The repurchase 
option was the only feature of the arrangement that precluded accounting for the transfer of the asset 
as a sale. Therefore, upon expiration of the repurchase option, Seller recognizes the sale of the asset by 
derecognizing the carrying amount of the financial liability of $1,372,077, derecognizing the carrying 
amount of the underlying asset of $1,371,429, and recognizing a gain of $648. Buyer recognizes the 
purchase of the asset by derecognizing the carrying amount of its financial asset of $1,350,041 and 
recognizes the transferred asset at that same amount. The date of sale also is the commencement date 
of the leaseback for accounting purposes. The lease term is 3 years (8 year contractual leaseback 
term — 5 years already passed at the commencement date). Therefore, Seller recognizes a lease liability 
at the present value of the 3 remaining contractual leaseback payments of $200,000, discounted at 
Seller’s incremental borrowing rate at the contractually stated commencement date of 4 percent, which 
is $555,018, and a corresponding right-of-use asset of $555,018. Seller uses the incremental 
borrowing rate as of the contractual commencement date because that rate more closely reflects the 
interest rate that would have been considered by Buyer in pricing the lease. 

842-40-55-37 
The lease is classified as an operating lease by both Seller and Buyer. Consequently, in Year 6 and 
each year thereafter, Seller recognizes a single lease cost of $200,000, while Buyer recognizes lease 
income of $200,000 and depreciation expense of $84,378 on the underlying asset ($1,350,041 ÷ 16 
years remaining useful life). 

842-40-55-38 
At the end of Year 6 and at each reporting date thereafter, Seller calculates the lease liability at the 
present value of the remaining lease payments of $200,000, discounted at Seller’s incremental 
borrowing rate of 4 percent. Because Seller does not incur any initial direct costs and there are no 
prepaid or accrued lease payments, Seller measures the right-of-use asset at an amount equal to the 
lease liability at each reporting date for the remainder of the lease term. 
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7.5 Other transactions subject to sale and leaseback accounting 
Sale and leaseback accounting guidance also may be applicable to transactions that are structured other 
than as a typical sale and leaseback. Entities may structure transactions differently from a typical sale 
and leaseback to achieve certain tax treatments, for financing or for other reasons. Examples of these 
transactions are contribution-leaseback, spin-off-leaseback and exchange-leaseback. 

Contribution-leaseback 
Under a contribution-leaseback arrangement, an entity contributes (i.e., transfers) an asset to another 
entity in exchange for a noncontrolling interest in that entity. Concurrent with the contribution of the 
asset, the contributor/transferor enters into an arrangement to lease back the contributed asset. We 
believe that a contribution-leaseback transaction represents a partial sale and leaseback that should be 
accounted for in accordance with the provisions for sale and leaseback transactions under ASC 842-40. 
As discussed in section 7.1.2, Partial sale and leaseback, partial sale transactions do not automatically 
preclude the use of sale and leaseback accounting. The contribution-leaseback transactions should be 
accounted for in accordance with the provisions for sale and leaseback transactions under ASC 842-40. 
However, if the entity contributes (i.e., transfers) an asset to another entity in exchange for a controlling 
interest in that entity, the investee/transferee would be consolidated by the contributor/transferor. 
Therefore, the contribution-leaseback transaction would not subject to the lease accounting under ASC 842.  

Spin-off-leaseback 

Under a spin-off-leaseback arrangement, an entity distributes the stock of a subsidiary that owns an 
underlying asset (the underlying asset may or may not also be leased by other entities in the 
consolidated group) to the shareholders of the parent entity. Concurrent with the spin-off, the parent 
entity enters into an arrangement to lease back all or a portion of the underlying asset that were spun 
off. We also believe that a spin-off-leaseback transaction should be accounted for in accordance with the 
provisions for sale and leaseback transactions under ASC 842-40.  

Exchange-leaseback 
Under an exchange-leaseback arrangement, an entity (seller-lessee) typically exchanges an underlying 
asset with another entity (buyer-lessor) in a nonmonetary exchange and leases the underlying asset back 
from the buyer-lessor. Similar to contribution and spin-off leaseback transactions, we believe that 
exchange-leaseback transactions should also be accounted for in accordance with the provisions for sale 
and leaseback transactions under ASC 842-40. 

7.6 Sale and leasebacks by entities with regulated operations 
Excerpt from Accounting Standards Codification 
Regulated Operations — Leases 

Overview and Background  

980-842-05-1 
This Subtopic provides guidance on accounting for leases for entities with regulated operations. 

Recognition 

980-842-25-1 
Accounting for sale and leaseback transactions in accordance with the guidance in Subtopic 842-40 
may result in a difference between the timing of income and expense recognition required by that 
Subtopic and the timing of income and expense recognition for rate-making purposes. 
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980-842-25-2 
That difference shall be accounted for as follows: 

a.  If the difference in timing of income and expense recognition constitutes all or a part of a phase-
in plan, it shall be accounted for in accordance with Subtopic 980-340. 

b.  Otherwise, the timing of income and expense recognition related to the sale and leaseback 
transaction shall be modified as necessary to conform to the Regulated Operations Topic. That 
modification required for a transaction that is accounted for as a financing is further described in 
the following paragraph and paragraphs 980-840-35-1 through 35-2. 

980-842-25-3 
The difference between the amount of income or expense recognized for a transaction that is not part 
of a phase-in plan and that is accounted for as a financing under Subtopic 842-40 and the amount of 
income or expense included in allowable cost for rate-making purposes shall be capitalized or accrued 
as a separate regulatory-created asset or liability, as appropriate, if that difference meets the criteria 
of the Regulated Operations Topic. 

Subsequent Measurement 

980-842-35-1 
If the sale and leaseback transaction is accounted for as a financing and the sale is recognized for rate-
making purposes, the total of interest imputed under the interest method for the financing and the 
depreciation of the underlying asset shall be modified to equal the total lease expense and the gain or 
loss allowable for rate-making purposes. 

The provisions of ASC 842-40 apply to sale and leaseback transactions of an entity with regulated 
operations subject to ASC 980, Regulated Operations. Sale and leaseback accounting under ASC 842-40 
may result in a difference between the timing of income and expense recognition for accounting 
purposes and the timing of income and expense recognition for rate-making purposes. 

7.7 Lessee involvement in asset construction (‘build-to-suit’ transactions) 
Excerpt from Accounting Standards Codification 
Leases — Sale and Leaseback Transactions 

Implementation Guidance and Illustrations 

842-40-55-3 
An entity may negotiate a lease before the underlying asset is available for use by the lessee. For 
some leases, the underlying asset may need to be constructed or redesigned for use by the lessee. 
Depending on the terms and conditions of the contract, a lessee may be required to make payments 
relating to the construction or design of the asset. 

842-40-55-4 
If a lessee incurs costs relating to the construction or design of an underlying asset before the 
commencement date, the lessee should account for those costs in accordance with other Topics, for 
example, Topic 330 on inventory or Topic 360 on property, plant, and equipment. Costs relating to the 
construction or design of an underlying asset do not include payments made by the lessee for the right 
to use the underlying asset. Payments for the right to use the underlying asset are lease payments, 
regardless of the timing of those payments or the form of those payments (for example, a lessee might 
contribute construction materials for the asset under construction). 
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842-40-55-5 
If the lessee controls the underlying asset being constructed before the commencement date, the transaction 
is accounted for in accordance with this Subtopic. Any one (or more) of the following would demonstrate 
that the lessee controls an underlying asset that is under construction before the commencement date: 

a. The lessee has the right to obtain the partially constructed underlying asset at any point during 
the construction period (for example, by making a payment to the lessor). 

b.  The lessor has an enforceable right to payment for its performance to date, and the asset does 
not have an alternative use (see paragraph 842-10-55-7) to the owner-lessor. In evaluating 
whether the asset has an alternative use to the owner-lessor, an entity should consider the 
characteristics of the asset that will ultimately be leased. 

c.  The lessee legally owns either: 

1.  Both the land and the property improvements (for example, a building) that are under construction 

2.  The non-real-estate asset (for example, a ship or an airplane) that is under construction. 

d.  The lessee controls the land that property improvements will be constructed upon (this includes 
where the lessee enters into a transaction to transfer the land to the lessor, but the transfer does 
not qualify as a sale in accordance with paragraphs 842-40-25-1 through 25-3) and does not 
enter into a lease of the land before the beginning of construction that, together with renewal 
options, permits the lessor or another unrelated third party to lease the land for substantially all 
of the economic life of the property improvements. 

e.  The lessee is leasing the land that property improvements will be constructed upon, the term of 
which, together with lessee renewal options, is for substantially all of the economic life of the 
property improvements, and does not enter into a sublease of the land before the beginning of 
construction that, together with renewal options, permits the lessor or another unrelated third 
party to sublease the land for substantially all of the economic life of the property improvements. 

The list of circumstances above in which a lessee controls an underlying asset that is under 
construction before the commencement date is not all inclusive. There may be other circumstances 
that individually or in combination demonstrate that a lessee controls an underlying asset that is under 
construction before the commencement date. 

The following flowchart summarizes how lessees evaluate and account for a build-to-suit transaction. 

 

No 

Does the lessee control the underlying asset being constructed before the 
commencement date? [ASC 842-40-55-1 through 55-2 and ASC 842-40-
55-5] (refer to section 7.7.2, Determining whether the lessee controls the 

underlying asset being constructed)  

• ASC 842 does not provide specific recognition and 
measurement guidance  

• We believe an entity: 
• Recognizes the asset as costs are incurred  
• Recognizes a liability in an amount equal to the 

capitalized costs not paid for by the lessee 
• When lease commences, evaluates the sale and 

leaseback guidance in ASC 842  
(refer to section 7.7.4, Accounting when the lessee 

controls the underlying asset being constructed) 

• An entity evaluates the nature of the payments 
made or costs incurred prior to the 
commencement date  

[ASC 842-40-55-4] (refer to section 7.7.3, 
Accounting when the lessee does not control the 

underlying asset being constructed) 

Yes 
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ASC 842 guidance of lessee involvement in asset construction focuses on whether the lessee controls 
the asset being constructed. In build-to-suit lease transactions, various forms of lessee involvement 
during the construction period raise questions about whether the lessee has control of the underlying 
asset being constructed. In some asset construction arrangements, the prospective lessee participates in 
the asset construction process. For example, a prospective lessee may act as a construction agent, 
general contractor or as principal for the owner-lessor during the asset construction period.  

Lessee involvement in projects where a long-lived asset is constructed may result in a sale and leaseback 
transaction subject to the provisions of ASC 842-40. There is no requirement that the prospective lessee 
entity serve as a construction agent, general contractor or principal for the owner-lessor in the project 
for sale and leaseback accounting to be applicable. In addition, the provisions that result in a lessee 
controlling the underlying asset being constructed before commencement date of a lease, and thus 
subject to the sale and leaseback provisions of ASC 842-40, are applicable to all assets that are within 
the scope of ASC 842, for example, the construction of a vessel whereby the lessee has control of the 
asset being constructed. 

7.7.1 Lessee indemnification of environmental contamination 
Excerpt from Accounting Standards Codification 
Leases — Sale-Leaseback Transactions 

Implementation Guidance and Illustrations 

842-40-55-7 
A provision that requires lessee indemnifications for preexisting environmental contamination does 
not, on its own, mean that the lessee controlled the underlying asset before the lease commenced 
regardless of the likelihood of loss resulting from the indemnity. Consequently, the presence of such a 
provision does not mean the transaction is in the scope of this Subtopic. 

A provision that requires lessee indemnifications for preexisting environmental contamination during its 
use of the underlying asset over the term of the lease would not, on its own, result in the lessee 
obtaining control over the underlying asset during the construction period regardless of the likelihood of 
loss resulting from the indemnity. Refer to section 3.4.8, Lessee indemnifications for environmental 
contamination, for a discussion of the accounting for indemnifications of preexisting environmental 
contamination in a lease. 

7.7.2 Determining whether the lessee controls the underlying asset being constructed 
The FASB indicated in the Basis for Conclusions (BC 400(b)) that the evaluation on whether a lessee 
controls the underlying asset being constructed is similar to the evaluation undertaken in the revenue 
recognition guidance in accordance with ASC 606-10-25-27 to determine whether a performance 
obligation is satisfied over time. In some cases, it is clear that the lessee controls the underlying asset 
being constructed (e.g., when the lessee legally owns the asset during the construction period and has 
the right to direct its use and obtain substantively all of its economic benefit). In other cases, it is clear 
the lessee does not control the underlying asset being constructed (e.g., when the lessee has little or no 
substantive involvement during construction). However, in many cases, judgment will be required to 
determine whether the lessee’s involvement, in substance, gives it control of the underlying asset.  

ASC 842-40 includes the following examples of circumstances that individually (or in the aggregate) 
demonstrate that the lessee controls an underlying asset that is under construction before the 
commencement date of a lease: 

• The lessee has the right to obtain the partially constructed underlying asset at any point during the 
construction period (e.g., by making a payment to the lessor). This right may be in the form of an 
option or obligation to purchase the asset from the lessor. ASC 842 does not provide additional 
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guidance to demonstrate how to evaluate the term “any” in this example. Our view is that the 
reference to “any” in this example means the right to obtain the partially constructed underlying 
assets would need to exist at any single point in time and would not have to exist throughout the 
construction period. Also, if the right to obtain the partially constructed underlying assets is 
contingent upon an event within the lessee’s control (e.g., a default provision, a call option), then the 
lessee would have such right at any point in time. 

• The lessor has an enforceable right to payment for its performance to date, and the asset does not 
have an alternative use to the owner-lessor. In evaluating whether the asset has an alternative use to 
the owner-lessor, an entity should consider the characteristics of the asset that will ultimately be leased. 

• The lessee legally owns either: 1) both the land and the property improvements (e.g., a building), or 2) 
the non-real estate asset (e.g., a ship or an airplane) that is under construction. 

• The lessee controls the land that property improvements will be constructed upon (this includes 
where the lessee enters into a transaction to transfer the land to the lessor, but the transfer does 
not qualify as a sale in accordance with ASC 842-40-25-1 through 25-3) and does not enter into a 
lease of the land before the beginning of construction that, together with renewal options, permits 
the lessor or another unrelated third party to lease the land for substantially all of the economic life 
of the property improvements. The lessee may control the land via legal ownership or, if it has 
transferred the land, in a transaction that does not qualify as a sale in accordance with ASC 842 
(refer to section 7.4, Transactions in which the transfer of an asset is not a sale). 

• The lessee is leasing the land that the property improvements will be constructed upon, the term of 
which, together with lessee renewal options, is for substantially all of the economic life of the 
property improvements, and does not enter into a sublease of the land before the beginning of 
construction that, together with renewal options, permits the lessor or another unrelated party to 
sublease the land for substantially all of the economic life of the property improvements.  

Judgment will be required to determine whether a lessee controls an asset under construction because 
this list is not all inclusive. For example, we believe that a lessee also controls an asset that is under 
construction if it funds substantially all of the costs of the materials needed for the construction project. 

ASC 842-40 provides the following examples of how to determine whether a lessee controls an 
underlying asset that is under construction. 

Excerpt from Accounting Standards Codification 
Leases — Sale and Leaseback Transactions 

Implementation Guidance and Illustrations 

Example 3 — Lessee Control over an Asset under Construction 

842-40-55-40 
Lessee and Lessor enter into a contract whereby Lessor will construct (whether itself or using 
subcontractors) a building to Lessee’s specifications and lease that building to Lessee for a period of 
20 years once construction is completed for an annual lease payment of $1,000,000, increasing by 5 
percent per year, plus a percentage of any overruns above the budgeted cost to construct the 
building. The building is expected to have an economic life of 50 years once it is constructed. Lessee 
does not legally own the building and does not have a right under the contract to obtain the building 
while it is under construction (for example, a right to purchase the construction in process from 
Lessor). In addition, while the building is being developed to Lessee’s specifications, those 
specifications are not so specialized that the asset does not have an alternative use to Lessor. 
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Case A — Lessee Does Not Control the Asset under Construction 

842-40-55-41 
Assume Lessee controls (that is, Lessee is the owner for accounting purposes) the land upon which the 
building will be constructed and, as part of the contract, Lessee agrees to lease the underlying land to 
Lessor for an initial period of 25 years. Lessor also is granted a series of six 5-year renewal options for 
the land lease. 

842-40-55-42 
None of the circumstances in paragraph 842-40-55-5 exist. Even though Lessee owns the land 
(whether legally or for accounting purposes only) upon which the building will be constructed, Lessor 
legally owns the property improvements and has rights to use the underlying land for at least 
substantially all of the economic life of the building. Lessee does not own the building and does not 
have a right under the contract to obtain the building (for example, a right to purchase the building 
from Lessor). In addition, the building has an alternative use to Lessor. Therefore, Lessee does not 
control the building under construction. Consequently, the arrangement is not within the scope of this 
Subtopic. Lessee and Lessor will account for the lease of the building in accordance with Subtopics 
842-20 and 842-30, respectively. If Lessee incurs costs related to the construction or design of the 
building (for example, architectural services in developing the specifications of the building), it will 
account for those costs as lease payments unless the costs are for goods or services provided to 
Lessee, in which case Lessee will account for those costs in accordance with other Topics. 

Case B — Lessee Controls the Asset under Construction 

842-40-55-43 
Assume Lessee leases, rather than owns, the land upon which the building will be constructed. Lessee 
has a 20-year lease of the underlying land and five 10-year renewal options. Therefore, Lessee’s lease 
of the underlying land, together with the renewal options, is for at least substantially all of the 
economic life of the building under construction. Lessee enters into a sublease with Lessor for the 
right to use the underlying land for 20 years that commences upon completion of the building. The 
sublease has a single 10-year renewal option available to Lessor. 

842-40-55-44 
Lessee controls the building during the construction period and, therefore, the arrangement is within 
the scope of this Subtopic. Lessee and Lessor will apply the guidance in this Subtopic to determine 
whether this arrangement qualifies as a sale and a leaseback or whether this arrangement is, instead, 
a financing arrangement. Lessee controls the building during the construction period because, in 
accordance with paragraph 842-40-55-5(e), Lessee controls the use of the land upon which the 
building will be constructed for a period that is at least substantially all of the economic life of the 
building and the sublease entered into with Lessor does not both (a) grant Lessor the right to use the 
land before the beginning of construction and (b) permit Lessor to use the land for substantially all the 
economic life of the building (that is, the sublease, including Lessor renewal options, only is for 
30 years as compared with the 50-year economic life of the building). 

7.7.3 Accounting when the lessee does not control the underlying asset being 
constructed 
If the lessee does not control the underlying asset being constructed, any payments made (or other 
consideration provided) for the right to use the underlying asset are lease payments, regardless of the 
timing or form of those payments (e.g., the lessee could provide some of the raw materials for use in 
construction). Lease payments made prior to lease commencement are recognized as a prepaid asset 
and evaluated in the lease classification test. Costs incurred by the lessee that relate specifically to 



7 Sale and leaseback transactions 

Financial reporting developments Lease accounting | 243 

construction or design of an asset that are not payments for the use of an asset to be leased are 
recognized in accordance with other US GAAP (e.g., ASC 330, Inventory, ASC 360) depending on the 
facts and circumstances. For example, those costs may be accounted for as nonmonetary prepaid lease, 
leasehold improvement or sales of a good (e.g., inventory or property, plant and equipment).  

7.7.4 Accounting when the lessee controls the underlying asset being constructed 
ASC 842 does not provide specific recognition and measurement guidance for a lessee that controls an 
asset being constructed. In that case, we believe that the asset is recognized during the construction period 
as costs are incurred to construct the asset. A liability also should be recognized in an amount equal to the 
capitalized costs that are not paid for by the lessee (e.g., paid for by the lessor). If the lessee controls the 
asset during the construction period, a sale and leaseback of the asset occurs at the commencement date 
of the lease (generally at the completion of construction). The sale and leaseback guidance in ASC 842 is 
evaluated to determine whether the underlying asset is derecognized. If the application of the sale and 
leaseback guidance results in a failed sale, the asset remains on the lessee’s balance sheet, and the liability 
is subsequently accounted for as a financing obligation. Refer to section 7.4.2, Example, for an example 
of accounting of the accounting for a failed sale and leaseback transaction. 

7.8 Disclosure 
Excerpt from Accounting Standards Codification 
Leases — Sale and Leaseback Transactions 

Disclosure 

842-40-50-1 
If a seller-lessee or a buyer-lessor enters into a sale and leaseback transaction that is accounted for in 
accordance with paragraphs 842-40-25-4 and 842-40-30-1 through 30-3, it shall provide the disclosures 
required in paragraphs 842-20-50-1 through 50-9 for a seller-lessee or paragraphs 842-30-50-1 
through 50-13 for a buyer-lessor. 

842-40-50-2 
In addition to the disclosures required by paragraphs 842-20-50-1 through 50-9, a seller-lessee that 
enters into a sale and leaseback transaction shall disclose both of the following: 

a. The main terms and conditions of that transaction 

b. Any gains or losses arising from the transaction separately from gains or losses on disposal of 
other assets. 

A seller-lessee that enters into a sale and leaseback transaction in which the transfer of the asset is a sale 
is required to provide disclosures applicable to lessees (refer to section 4.10, Disclosure). Similarly, a 
buyer-lessor that enters into a sale and leaseback transaction in which the transfer of the asset is a 
purchase is required to provide disclosures applicable to lessors (refer to section 5.9, Disclosure). 

A seller-lessee in a sale and leaseback transaction is also required to disclose: 

• The main terms and conditions of the transaction 

• Any gains or losses arising from the transaction separately from gains or losses on the disposal of 
other assets 

ASC 842 does not include specific disclosure requirements for transactions that are accounted for as 
financings. We believe that entities would apply other US GAAP (e.g., ASC 820) to make the appropriate 
disclosures. 
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7.9 Transfer of tax benefits 
Excerpt from Accounting Standards Codification 
Leases — Sale-Leaseback Transactions 
Implementation Guidance and Illustrations 

842-40-55-11 
A U.S. entity purchases an asset and enters into a contract with a foreign investor that provides that 
foreign investor with an ownership right in, but not necessarily title to, the asset. That ownership right 
enables the foreign investor to claim certain benefits of ownership of the asset for tax purposes in the 
foreign tax jurisdiction. 

842-40-55-12 
The U.S. entity also enters into a contract in the form of a leaseback for the ownership right with the 
foreign investor. The contract contains a purchase option for the U.S. entity to acquire the foreign 
investor’s ownership right in the asset at the end of the lease term. 

842-40-55-13 
The foreign investor pays the U.S. entity an amount of cash on the basis of an appraised value of the 
asset. The U.S. entity immediately transfers a portion of that cash to a third party, and that third party 
assumes the U.S. entity’s obligation to make the future lease payments, including the purchase option 
payment. The cash retained by the U.S. entity is consideration for the tax benefits to be obtained by the 
foreign investor in the foreign tax jurisdiction. The U.S. entity may agree to indemnify the foreign investor 
against certain future events that would reduce the availability of tax benefits to the foreign investor. 
The U.S. entity also may agree to indemnify the third-party trustee against certain future events. 

842-40-55-14 
The result of the transaction is that both the U.S. entity and the foreign investor have a tax basis in the 
same depreciable asset. 

842-40-55-15 
An entity should determine whether the transfer of the ownership right is a sale based on the guidance 
in paragraphs 842-40-25-1 through 25-3. Consistent with paragraphs 842-40-25-2 through 25-3, if 
the leaseback for the ownership right is a finance lease or if the U.S. entity has an option to repurchase 
the ownership right at any exercise price other than the fair value of that right on the exercise date, 
there is no sale. If the transfer of the ownership right is not a sale, consistent with the guidance in 
paragraph 842-40-25-5, the entity should account for the cash received from the foreign investor as 
a financial liability in accordance with other Topics 

842-40-55-16 
If the transfer of the ownership right is a sale, income recognition for the cash received should be 
determined on the basis of individual facts and circumstances. Immediate income recognition is not 
appropriate if there is more than a remote possibility of loss of the cash consideration received 
because of indemnification or other contingencies. 

842-40-55-17 
The total consideration received by the U.S. entity is compensation for both the tax benefits and the 
indemnification of the foreign investor or other third-party trustee. The recognition of a liability for the 
indemnification agreement at inception in accordance with the guidance in Topic 460 on guarantees 
would reduce the amount of income related to the tax benefits that the seller-lessee would recognize 
immediately when the possibility of loss is remote.  
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Periodically, an entity enters into transactions that are, in substance, transfers of tax benefits through 
tax leases. These transactions are commonly referred to as “double-dip” transactions as their objective is 
to provide to more than one entity a deduction in separate tax jurisdictions (e.g., Switzerland and the US). 
The transaction generally involves the sale of a depreciable asset or transfers an ownership right in an 
asset to an investor in a foreign jurisdiction in consideration for cash proceeds and an obligation by the 
seller to lease back the asset under a finance lease and an operating lease with a fixed-price purchase option. 

The foreign investor is typically provided with an ownership right in, but not necessarily with title to, the 
asset. That ownership right enables the foreign investor to claim certain tax benefits associated with the 
ownership of the asset such as accelerated depreciation deductions or tax credits. The US entity 
generally maintains a purchase option to acquire the foreign investor’s rights in the asset at the end of 
the lease term. 

Typically, most of the cash proceeds upon execution of the transaction are required to be deposited into 
an essentially risk-free investment trust account, generally managed by a third party. The earnings and 
principal of the account are used solely for, and are sufficient to, satisfy the seller-lessee obligation, 
including payment of the purchase option. The free cash (the difference between the sales proceeds and 
the deposit to the trust account) represents the consideration paid by the investor for the tax benefits. 
The arrangement often contains indemnification provisions by the seller-lessee, indemnifying the foreign 
investor against certain future events that would reduce the availability of tax benefits to the investor 
and/or the third-party trustee against certain future events. 

To determine whether the transfer of the ownership right of the underlying asset is a sale, both the 
seller-lessee and the buyer-lessor apply the guidance in accordance with ASC 842-40-25-1 through 25-3. 
In addition to meeting certain revenue recognition provisions in ASC 606 (i.e., control transfers to the 
buyer in accordance with ASC 606-10-25-30), the ownership right of the underlying asset is considered 
a sale if all of the following conditions are met: 

• The leaseback is classified as an operating lease for the seller-lessee and either a direct financing 
lease or an operating lease for the buyer-lessor. 

• The exercise price of the purchase option on the leaseback is the fair value of the underlying asset at 
the time the option is exercised. 

• There are alternative assets, substantially the same as the leased asset, readily available in the 
marketplace. Refer to section 7.2, Determining whether the transfer of an asset is a sale, for specific 
considerations for transactions involving real estate.  

If the transfer of the ownership right of the underlying asset as well as the transfer of tax benefits is not a 
sale, the seller-lessee and the buyer-lessor account for the transaction as a financing (refer to section 7.4, 
Transactions in which the transfer of an asset is not a sale). The seller-lessee retains the underlying asset 
on its balance sheet and accounts for amounts received from the foreign investor as a financial liability in 
accordance with other US GAAP. Refer to section 7.4, Transactions in which the transfer of an asset is 
not a sale, for further detail. 

If the transfer of the ownership right of the underlying asset as well as the transfer of tax benefits is a 
sale (which often is not the case in double-dip tax structured transactions), the seller-lessee and the 
buyer-lessor account for the transaction as a sale and leaseback transaction. Refer to section 7.3, 
Transactions in which the transfer of an asset is a sale, for the accounting of the transaction. Further, a 
determination should be made whether the consideration received by the US entity for the sale of the tax 
benefits (net of related costs) should be recognized currently in income or deferred (this determination 
applies only to the portion of the gain associated with the sale of tax benefits). 
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The timing of income recognition of the compensation paid to the seller-lessee for the sale of income tax 
benefits should be determined based on individual facts and circumstances. Immediate income 
recognition (assuming the transaction meets sale and leaseback requirements) is not appropriate if there 
is more than a remote possibility of loss of the cash consideration received by the seller (e.g., due to 
indemnification or other contingencies that could require the seller of the tax benefits to make payment 
to the purchaser or to the third party trustee).  

The total consideration received by the seller-lessee (i.e., US entity) is compensation for both the tax 
benefits and the indemnification of the foreign investor or other third-party trustee. The recognition of a 
liability for the indemnification agreement at inception in accordance with the guidance in ASC 460 on 
guarantees would reduce the amount of income related to the tax benefits that the seller-lessee would 
recognize immediately when the possibility of loss is remote. 

Regarding the lease liability or the financial liability recognized by the seller-lessee in a sale or a financing 
transaction, the seller-lessee should consider the extinguishment requirements under ASC 405-20, 
Liabilities — Extinguishments of Liabilities, to determine the accounting for any payment made to the 
third-party trustee to service future lease and purchase option payments due under the leaseback. To 
meet the extinguishment requirements of ASC 405-20, the seller-lessee must be legally released as the 
primary obligor under the lease or financial obligation. As a result of failure to meet the debt 
extinguishment requirements of ASC 405-20 (i.e. the seller-lessee continues to owe future lease and 
purchase option payments when they become due), the deposit made with the a third-party trustee (not 
consolidated with seller-lessee) is recorded on the balance sheet of the seller-lessee as a prepaid asset, 
and does not reduce the lease or financial liability. 

The following is a graphic depiction of a typical structure: 

Illustration 33 — Transfer of tax benefits through tax leases — typical transaction structure 

 

 

Seller/lessee Purchaser/lessor 

Third-party bank 

($100) 
Transfer of ownership right of PP&E 

 (that is not real estate) 

Net present value  
($92) 

Lease obligation prepayment ($92) 

An operating leaseback with a purchase 
option not reasonably certain to be 

exercised 
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7.9.1 Disclosure of a transfer of tax benefits through tax leases 
The following is a summary of the disclosure requirements for a transfer of tax benefits through tax leases: 

• Significant accounting policies — The accounting policies or practices followed should include the 
method of accounting for the transfer of tax benefits transactions and the methods of recognizing 
revenue and allocating income tax benefits and asset costs to current and future periods. 

• Income taxes — The reported amount of income tax expense attributable to continuing operations 
should be reconciled to the amount of income tax expense that would result from applying domestic 
federal statutory tax rates to pretax income from continuing operations, and the estimated amount 
and the nature of each significant reconciling item should be disclosed (ASC 740-10-50). 
Transactions involving the transfer of tax benefits through tax leases may give rise to a significant 
reconciling item that should be disclosed pursuant to these requirements. 

• Material transactions — If material and unusual or infrequent to the enterprise, the nature and 
financial effects of transactions involving the transfer of tax benefits through tax leases should be 
disclosed on the face of the income statement or, alternatively, in notes to the financial statements 
in accordance with ASC 225-20, Income Statement — Extraordinary and Unusual Items. 

Note: In January 2015, the FASB issued ASU 2015-01, Simplifying Income Statement Presentation by 
Eliminating the Concept of Extraordinary Items, which eliminates extraordinary items from US GAAP. 
The ASU is effective in annual periods, and interim periods within those annual periods, beginning 
after 15 December 2015. Early adoption is permitted; however, adoption must occur at the beginning 
of an annual period. An entity can elect to apply the guidance prospectively or retrospectively. 

• Contingencies — If significant contingencies exist with respect to the transfer of tax benefits, 
disclosures in accordance with ASC 450, Contingencies, may be warranted. 

• Comparability — If comparative financial statements are presented, disclosure should be made of any 
change in practice that significantly affects comparability. 
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8  Business combinations 

8.1 Classification of acquired leases 
Excerpt from Accounting Standards Codification 
Master Glossary 

Acquiree 

The business or businesses that the acquirer obtains control of in a business combination. This term 
also includes a nonprofit activity or business that a not-for-profit acquirer obtains control of in an 
acquisition by a not-for-profit entity. 

Acquirer 

The entity that obtains control of the acquiree. However, in a business combination in which a 
variable interest entity (VIE) is acquired, the primary beneficiary of that entity always is the acquirer. 

Acquisition by a Not-for-Profit Entity 

A transaction or other event in which a not-for-profit acquirer obtains control of one or more nonprofit 
activities or businesses and initially recognizes their assets and liabilities in the acquirer’s financial 
statements. When applicable guidance in Topic 805 is applied by a not-for-profit entity, the term 
business combination has the same meaning as this term has for a for-profit entity. Likewise, a 
reference to business combinations in guidance that links to Topic 805 has the same meaning as a 
reference to acquisitions by not-for-profit entities. 

Business Combination 

A transaction or other event in which an acquirer obtains control of one or more businesses. 
Transactions sometimes referred to as true mergers or mergers of equals also are business 
combinations. See also Acquisition by a Not-for-Profit Entity. 

Implementation Guidance and Illustrations 

Lease of an Acquiree 

842-10-55-11 
In a business combination or an acquisition by a not-for-profit entity, the acquiring entity should 
retain the previous lease classification in accordance with this Subtopic unless there is a lease 
modification and that modification is not accounted for as a separate contract in accordance with 
paragraph 842-10-25-8. 

Under ASC 842, the acquiring entity in a business combination (or acquisition by a not-for-profit entity) 
does not change the acquiree’s existing lease classification unless the lease is modified and the modification 
is not accounted for as a separate contract. Refer to section 4.6, Lease modifications, and section 5.6, 
Lease modifications, for a discussion of lessee and lessor modifications, respectively. If a lease is 
modified, and the modified lease is accounted for as a separate contract, the acquirer classifies the new 
lease based on ASC 842’s lease classification guidance.  
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If a lease is modified in connection with the business combination and is not accounted for as a separate 
contract, the acquirer remeasures and reallocates the remaining consideration in the contract and 
reassesses the lease classification using the modified terms and conditions and facts and circumstances 
as of the effective date of the lease modification as discussed in section 4.6.3, Lessee accounting for a 
modification that is not accounted for a separate contract, and section 5.6.3, Lessor accounting for a 
modification that is not accounted for a separate contract, for lessees and lessors, respectively. After 
determining the classification of the modified lease, the acquirer accounts for the modified lease in 
accordance with the guidance in ASC 805 discussed in the remainder of this chapter.  

An unmodified lease is accounted for in accordance with the guidance in the remainder of this chapter. 
If the only change in a lease as a result of the business combination is a change in the identity of the 
parties, the change would not represent a lease modification because there is no change to the terms 
and conditions of the contract that results in a change in the scope of or consideration for the lease. 
As such, the classification of the lease does not change.  

The provisions of ASC 842-10-55-11 apply to both lessees and lessors in a business combination.  

The accounting for a lease in an asset acquisition is discussed in section 8.6, Asset acquisition — lessor, 
for lessors and section 8.7, Asset acquisition — lessee, for lessees.  

8.2 Recognition and measurement of acquired leases 
Excerpt from Accounting Standards Codification 
Business combinations — Identifiable Assets and Liabilities, and Any Noncontrolling Interest 

Recognition 

805-20-25-10 
The acquirer shall recognize separately from goodwill the identifiable intangible assets acquired in a 
business combination. An intangible asset is identifiable if it meets either the separability criterion or 
the contractual-legal criterion described in the definition of identifiable. Additional guidance on 
applying that definition is provided in paragraphs 805-20-25-14 through 25-15, 805-20-55-2 through 
55-45, and Example 1 (see paragraph 805-20-55-52). For guidance on the recognition and 
subsequent measurement of a defensive intangible asset, see Subtopic 350-30. 

805-20-25-10A 
An identifiable intangible asset may be associated with a lease, which may be evidenced by market 
participants’ willingness to pay a price for the lease even if it is at market terms. For example, a lease 
of gates at an airport or of retail space in a prime shopping area might provide entry into a market or 
other future economic benefits that qualify as identifiable intangible assets, such as a customer 
relationship. In that situation, the acquirer shall recognize the associated identifiable intangible 
asset(s) in accordance with paragraph 805-20-25-10. 

805-20-25-11 
The acquirer shall recognize assets or liabilities related to an operating lease in which the acquiree is 
the lessee as required by paragraphs 805-20-25-10A and 805-20-25-28A. 

805-20-25-12 
Regardless of whether the acquiree is the lessee or the lessor, the acquirer shall determine whether 
the terms of each of an acquiree’s operating leases are favorable or unfavorable compared with the 
market terms of leases of the same or similar items at the acquisition date. If the acquiree is a lessor, 
the acquirer shall recognize an intangible asset if the terms of an operating lease are favorable relative 
to market terms and a liability if the terms are unfavorable relative to market terms. If the acquiree is a 
lessee, the acquirer shall adjust the measurement of the acquired right-of-use asset for any favorable 
or unfavorable terms in accordance with paragraph 805-20-30-24. 
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805-20-25-28A 
The acquirer shall recognize assets and liabilities arising from leases of an acquiree in accordance with 
Topic 842 on leases (taking into account the requirements in paragraph 805-20-25-8(a)). 

805-20-25-28B 
For leases for which the acquiree is a lessee, the acquirer may elect, as an accounting policy election 
by class of underlying asset and applicable to all of the entity’s acquisitions, not to recognize assets or 
liabilities at the acquisition date for leases that, at the acquisition date, have a remaining lease term of 
12 months or less. This includes not recognizing an intangible asset if the terms of an operating lease 
are favorable relative to market terms or a liability if the terms are unfavorable relative to market terms. 

The acquirer separately recognizes identifiable intangible assets associated with the inherent value of the 
lease (i.e., the price market participants are willing to pay for an at-market lease). The inherent value 
may relate to the economic benefit of acquiring a lessor acquiree and an asset with an in-place lease 
versus one that is not leased. Refer to section 8.3, Considerations for valuing in-place leases. An 
intangible asset is identifiable if it meets either the separability criterion or the contractual-legal criterion 
as described further in section 4.2.5, Intangible assets, of our Financial reporting developments 
publication, Business combinations. 

ASC 805 requires all assets acquired, liabilities assumed and any noncontrolling interests to be 
recognized and measured at fair value on the acquisition date, with limited exceptions. Certain lease-
related assets and liabilities are an exception to the general recognition and measurement principles 
under ASC 805. Instead, the acquirer in a business combination applies ASC 842’s initial recognition and 
measurement provisions to recognize those lease-related assets and lease liabilities when the acquiree is 
a lessee or a lessor. 

The following table summarizes the items in an acquired lease that typically give rise to an asset or 
liability in a business combination.  

 Lease 
classification Asset Liability Section reference 

Acquiree is a 
lessee 

Finance or 
operating 
lease 

• Right-of-use asset**  
• Leasehold improvements* 
• In-place lease value*  

• Lease liability** 8.2.1, Acquiree in a 
business 
combination is a 
lessee in a finance or 
operating lease 

Acquiree is a 
lessor 

Sales-type or 
direct 
finance lease 

• Net investment in lease which is 
the sum of lease receivable and 
unguaranteed residual asset**  

• In-place lease value* 
• Customer relationship 

intangible asset* 

• Not applicable  8.2.2, Acquiree in a 
business 
combination is a 
lessor in a sales-type 
or direct financing 
lease 

Acquiree is a 
lessor 

Operating 
lease 

• Favorable lease terms relative 
to market* 

• Leased asset (including lessor-
owned tenant improvements)* 

• In-place lease value* 
• Customer relationship 

intangible asset* 

• Unfavorable lease 
terms relative to 
market*  

8.2.3, Acquiree in a 
business 
combination is a 
lessor in an 
operating lease 

* Recognized and measured at fair value in accordance with the general principles of ASC 805 
** Recognized and measured in accordance with ASC 842 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016/$FILE/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016.pdf
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Leases with a remaining lease term of 12 months or less 

If the acquiree is a lessee, the acquirer can elect to apply the same accounting policy election by class of 
underlying asset for all business combinations to not recognize assets and liabilities for leases that at the 
acquisition date have a remaining lease term of 12 months or less. ASC 805-20-25-28B states that such 
an election includes not recognizing an intangible asset if the terms of an operating lease are favorable 
relative to market terms or a liability if the terms are unfavorable relative to market terms.  

8.2.1 Acquiree in a business combination is a lessee in a finance or operating lease 
Excerpt from Accounting Standards Codification 
Business combinations — Identifiable Assets and Liabilities, and Any Noncontrolling Interest 

Initial Measurement 

805-20-30-24 
For leases in which the acquiree is a lessee, the acquirer shall measure the lease liability at the 
present value of the remaining lease payments, as if the acquired lease were a new lease of the 
acquirer at the acquisition date. The acquirer shall measure the right-of-use asset at the same amount 
as the lease liability as adjusted to reflect favorable or unfavorable terms of the lease when compared 
with market terms. 

Subsequent Measurement 

805-20-35-6 
Leasehold improvements acquired in a business combination shall be amortized over the shorter of the 
useful life of the assets and the remaining lease term at the date of the acquisition. However, if the 
lease transfers ownership of the underlying asset to the lessee, or the lessee is reasonably certain to 
exercise an option to purchase the underlying asset, the lessee shall amortize the leasehold 
improvements to the end of their useful life.  

When the acquiree in a business combination is a lessee, the acquirer initially measures the lease liability 
and right-of-use asset for acquired finance and operating leases as if the leases are new at the acquisition 
date. That is, ASC 805’s governing principle to recognize assets and liabilities at fair value is not applied 
to these assets and liabilities. As a reminder, in a business combination or acquisition by a not-for-profit, 
the acquiring entity does not change the acquiree’s existing lease classification unless the lease is 
modified and the modified lease is not accounted for as a separate contract as discussed in section 8.1, 
Classification of acquired leases. The FASB indicated in the Basis for Conclusions (BC 415) that 
measuring the acquired lease as if it were a new lease includes assessing the following: 

• The lease term 

• Any lessee options to purchase the underlying asset 

• Lease payments 

• The discount rate for the lease 

The lease liability is initially measured at the present value of the remaining lease payments using the 
concepts described in chapter 2, Key concepts, to determine the lease term, lease payments and 
discount rate as of the acquisition date. The right-of-use asset is initially measured at an amount equal to 
the lease liability, adjusted for favorable or unfavorable terms of the lease (including favorable and 
unfavorable purchase or renewal options) when compared with market terms. Therefore, the acquirer 
does not separately recognize an intangible asset or liability for favorable or unfavorable lease terms 
relative to market terms.  
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An acquirer does not recognize (separately or as part of the lease liability and right-of-use asset) any 
prepaid or accrued rent previously recognized by the acquired entity for the lease payments that are 
uneven throughout the lease term because the acquiree’s prepaid or accrued rent does not meet the 
definition of an asset or liability. 

However, the acquirer separately recognizes, at fair value, any other identifiable intangible assets 
associated with the lease, which may be evidenced by market participants’ willingness to pay for the 
lease even if it is at market terms. For example, ASC 805-20-25-10A indicates that a lease of gates at an 
airport or a lease of retail space in a prime shopping area might provide entry into a market or other 
future economic benefits that qualify as an identifiable intangible asset. An intangible asset is identifiable 
if it meets either the separability criterion or the contractual-legal criterion as described further in section 
4.2.5, Intangible assets, of our Financial reporting developments publication, Business combinations. 

The subsequent measurement of an acquired lease liability and right-of-use asset is determined using the 
lessee subsequent measurement guidance under ASC 842. Refer to chapter 4, Lessee accounting. 

The acquirer also recognizes leasehold improvements acquired in a business combination at fair value in 
accordance with ASC 805 and amortizes the assets over the shorter of the useful life of the assets or the 
remaining lease term at the date of acquisition. However, if the lease transfers ownership of the underlying 
asset to the lessee, or the lessee is reasonably certain to exercise an option to purchase the underlying 
asset, the lessee amortizes the leasehold improvements to the end of their useful life. 

8.2.2 Acquiree in a business combination is a lessor in a sales-type or direct 
financing lease 
Excerpt from Accounting Standards Codification 
Business combinations — Identifiable Assets and Liabilities, and Any Noncontrolling Interest 

Initial Measurement 

805-20-30-25 
For leases in which the acquiree is a lessor of a sales-type lease or a direct financing lease, the 
acquirer shall measure its net investment in the lease as the sum of both of the following (which will 
equal the fair value of the underlying asset at the acquisition date): 

a. The lease receivable at the present value, discounted using the rate implicit in the lease, of the 
following, as if the acquired lease were a new lease at the acquisition date: 

1. The remaining lease payments 

2. The amount the lessor expects to derive from the underlying asset following the end of the 
lease term that is guaranteed by the lessee or any other third party unrelated to the lessor. 

b. The unguaranteed residual asset as the difference between the fair value of the underlying asset 
at the acquisition date and the carrying amount of the lease receivable, as determined in 
accordance with (a), at that date. 

The acquirer shall take into account the terms and conditions of the lease in calculating the acquisition-
date fair value of an underlying asset that is subject to a sales-type lease or a direct financing lease by 
the acquiree-lessor.  

http://gaait-aa.ey.net/Document.aspx?NodeId=868628&ProductId=111&Title=Business+combinations
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When the acquiree in a business combination is a lessor in a sales-type or direct financing lease, the 
acquirer recognizes and measures the net investment in the lease, which includes the lease receivable 
and the unguaranteed residual asset at the acquisition date. As a reminder, in a business combination or 
acquisition by a not-for-profit entity, the acquiring entity does not change the acquiree’s existing lease 
classification unless the lease is modified and the modified lease is not accounted for as a separate 
contract as discussed in section 8.1, Classification of acquired leases. 

The lease receivable is measured assuming the lease is a new lease at the acquisition date. This includes 
assessing the lease term, any lessee options to purchase the underlying asset, lease payments and the 
discount rate for the lease. The acquirer measures the lease receivable at the present value of the 
remaining lease payments and any guaranteed residual asset, using the concepts described in chapter 2, 
Key concepts, to determine the lease term, lease payments and rate implicit in the lease. 

The unguaranteed residual asset is initially measured as the difference between the acquisition-date fair 
value of the underlying asset (as defined in section 4.1.1, Short-term leases) and the lease receivable (as 
determined above) on the acquisition date. The acquirer takes into consideration the terms and 
conditions of the lease (e.g., off-market terms, purchase options, renewal options, termination penalties, 
residual value guarantees) when calculating the acquisition-date fair value of the underlying asset. 
Consequently, any lease terms that are favorable or unfavorable relative to market terms result in 
adjustments to the measurement of the acquisition-date fair value of the underlying asset that is used 
to measure the unguaranteed residual asset. Further, an acquirer does not separately recognize an 
intangible asset for off-market terms for sales-type or direct financing leases of a lessor. 

However, an acquirer does separately recognize identifiable intangible assets associated with the 
inherent value of the lease (i.e., the price market participants are willing to pay for an at-market lease). 
The inherent value may relate to the economic benefit of acquiring an asset with an in-place lease versus 
one that is not leased. Refer to section 8.3, Considerations for valuing in-place leases. 

The subsequent measurement of the net investment in a sales-type or direct financing lease is determined 
using the lessor subsequent measurement guidance under ASC 842. Refer to chapter 5, Lessor accounting. 

8.2.3 Acquiree in a business combination is a lessor in an operating lease 
Underlying assets subject to operating leases remain on the lessor’s balance sheet. Therefore, when an 
acquiree is a lessor, an underlying asset subject to an operating lease is recognized on the acquirer’s 
balance sheet and initially measured at its acquisition-date fair value in accordance with ASC 805. The 
subsequent measurement of the underlying asset subject to an operating lease is determined under ASC 360. 

The acquirer separately recognizes an intangible asset if the terms of an operating lease are favorable 
compared with market terms and a liability if the terms are unfavorable compared with market terms. The 
acquiree also separately recognizes any identifiable intangible assets, such as an identifiable intangible 
asset associated with the inherent value of the lease (i.e., the price market participants are willing to pay for 
an at-market lease) or a customer-related intangible asset for its contractual relationship with any lessees. 

Any lease-related intangible asset or liability (e.g., favorable/unfavorable lease terms relative to market, 
in-place lease value, customer relationship) that is recognized as part of the business combination is 
generally amortized to rental income over the term of the lease so that level rental income is recorded 
over the lease term. An asset recognized for the inherent value of a lease typically also is amortized over 
the term of the lease. 

After the business combination, the acquirer follows the accounting for any operating lease as described 
in section 5.4, Operating leases. 
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8.3  Considerations for valuing in-place leases 
When assets are acquired with in-place leases, some lease contracts may have value for reasons other 
than terms that are favorable relative to market prices. 

In valuing in-place leases, various methods may be used to determine the fair value of the lease. These 
include the income method, the cost method and the market method. However, when valuing in-place 
leases, the following components should be considered in the valuation. 

• The fair value measurement framework in ASC 820 — See our Financial reporting developments, 
Fair value measurement, further discussion on applying the provisions of ASC 820. 

• Direct costs associated with obtaining a new lessee — The value of an in-place lease would include 
the direct costs that are avoided by acquiring the lease instead of originating the lease. For example, 
these costs could include commissions, tenant improvements and other direct costs associated with 
obtaining a new lessee. 

• Opportunity costs associated with lost rentals — In general, obtaining a new lessee will take some 
period of time, and during that period of time the asset owner may not be receiving lease payments. 
This period, often referred to as the absorption period, represents an opportunity cost to the owner 
that is avoided if the asset is acquired with an in-place lease. 

• Additional customer relationship intangible assets — Consideration should be given as to whether 
the lease arrangements create a customer relationship asset under ASC 805. Examples of customer 
relationship assets might include the value, as a result of a current lease arrangement, associated 
with the expected renewal of the lease or the increased likelihood of obtaining the lessee as a lessee 
for other locations owned by the lessor. 

In-place leases acquired with an asset (e.g., tenant leases associated with an acquired building) would also 
meet the recognition criteria under ASC 805, and therefore must be recognized apart from the acquired 
asset. As the useful life of an in-place lease is normally shorter than the remaining life of the underlying 
asset, separate recognition and amortization will affect the net earnings of the acquiring entity. 

8.4 Lease of property from a third party entered into as part of a business 
combination 
In certain business combinations, a third party unrelated to the acquiree or acquirer is inserted into the 
transaction to acquire certain assets of the business directly from the acquiree that will in turn be leased 
by the third party to the acquirer of the business. The question has arisen as to whether such transactions 
should be accounted for as the acquisition, sale and leaseback of the assets or simply as a lease transaction 
by the acquirer. In our view, although the transaction may in form be a lease of assets, it is in substance a 
sale-leaseback and should be accounted for as such if the assets to be leased are acquired by the third 
party in contemplation of, or contingent upon, the acquisition of a business by the acquirer-lessee. 
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8.5  Leveraged lease acquired in a business combination or by a not-for-profit entity 
Excerpt from Accounting Standards Codification 
Leases—Leveraged Lease Arrangements 

Recognition 

842-50-25-2 
In a business combination or an acquisition by a not-for-profit entity, the acquiring entity shall retain 
the classification of the acquired entity’s investment as a lessor in a leveraged lease at the date of the 
combination. The net investment of the acquired leveraged lease shall be disaggregated into its 
component parts, namely net rentals receivable, estimated residual value, and unearned income 
including discount to adjust other components to present value. 

Initial Measurement 

842-50-30-2 
In a business combination or an acquisition by a not-for-profit entity, the acquiring entity shall assign 
an amount to the acquired net investment in the leveraged lease in accordance with the general 
guidance in Topic 805 on business combinations, based on the remaining future cash flows and giving 
appropriate recognition to the estimated future tax effects of those cash flows. 

Subsequent Measurement 

842-50-35-1 
In a business combination or an acquisition by a not-for-profit entity, the acquiring entity shall 
subsequently account for its acquired investment as a lessor in a leveraged lease in accordance with 
the guidance in this Subtopic as it would for any other leveraged lease. 

ASU 2016-02 eliminates leveraged lease accounting for new leases on its effective date. That is, after 
the effective date, lessors account for all new leases, including those that would have qualified as 
leveraged leases under ASC 840, using the classification guidance in ASC 842.  

A leveraged lease acquired after the effective date in a business combination or by a not-for-profit entity, 
that existed and was classified as a leveraged lease before the effective date, is grandfathered, and the 
acquirer continues to follow the recognition, measurement, presentation and disclosure guidance for 
leveraged leases that was carried forward to ASC 842-50. If the acquired leveraged lease is modified by 
the acquirer on or after the effective date of the new guidance, the acquired leveraged lease would be 
reclassified using the lease classification guidance in ASC 842. Refer to section 3.2, Criteria for lease 
classification — lessors, and section 11.4.5, Leases previously classified as leveraged leases under ASC 840. 

If the only change in a leveraged lease as a result of the business combination is a change in the identity 
of the lessor (i.e., change from the name of the acquiree to the name of the acquirer), the change would 
not represent a lease modification because there is no change to the terms and conditions of a contract 
that results in a change in the scope of or consideration for the lease. As such, the classification of the 
leveraged lease would not change. 

If the acquiree in a business combination is a lessor in a leveraged lease that was classified and 
accounted for under ASC 840 prior to the effective date of ASC 842, and the business combination 
occurred after the acquirer’s effective date of ASC 842, the general guidance of ASC 805 also must be 
applied in assigning amounts to the net investment in the leveraged lease. The acquirer must determine 
the remaining net future cash flows and give appropriate recognition to the estimated future tax effects 
of such cash flows. Once this amount is determined, the net investment is broken down into its 
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component parts (net rentals receivable, estimated residual value and unearned income, including the 
discount to adjust the other components to present value). Each component is then allocated a purchase 
price adjustment. Subsequent to the acquisition, the investment in the leveraged lease is accounted for 
by the acquirer in accordance with ASC 842-50 (refer to chapter 10, Leveraged leases, for further 
discussion on accounting for leveraged leases). 

A detailed illustration of the accounting for a leveraged lease acquired in a business combination follows: 

Excerpt from Accounting Standards Codification 
Leases—Leveraged Lease Arrangements 
Implementation Guidance and Illustrations 
842-50-55-27 
This Example illustrates one way that a lessor’s investment in a leveraged lease might be valued by 
the acquiring entity in a business combination or an acquisition by a not-for-profit entity and the 
subsequent accounting for the investment in accordance with the guidance in this Subtopic. The 
elements of accounting and reporting illustrated for this Example are as follows: 

a.  Acquiring entity’s cash flow analysis by years (see paragraph 842-50-55-29) 

b.  Acquiring entity’s valuation of investment in the leveraged lease (see paragraph 842-50-55-30) 

c.  Acquiring entity’s allocation of annual cash flow to investment and income (see paragraph 
842-50-55-31) 

d.  Journal entry for recording allocation of purchase price to net investment in the leveraged lease 
(see paragraph 842-50-55-32) 

e.  Journal entries for the year ending December 31, 1984 (Year 10 of the lease) (see paragraph 
842-50-55-33). 

842-50-55-28 
This Example has the following 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 1 year after lease termination 

Financing:  
Equity investment by lessor $400,000 
Long-term non-recourse 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 

7-year asset depreciation range life using double-declining-
balance method for the first 2 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 

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 

Date of business combination January 1, 1982 
Tax status of business combination Non-taxable transaction 
Appropriate interest rate for valuing net-
of-tax return on investment 

4 ½% 
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842-50-55-29 
Acquiring entity’s cash flow analysis by years follows. 

 (1) (2) (3) (4) (5) (6) (7) 

Year 

Gross Lease 
Rentals and 

Residual Value 

Depreciation 
(for Income 

Tax Purposes) 
Loan Interest 

Payments 

Taxable 
Income  

(Col. 1-2-3) 

Income Tax 
(Charges)  

(Col. 4 x 50.4%) 
Loan Principal 

Payments 

Annual Cash 
Flow  

(Col. 1-3+5-6) 
8  $ 90,000  $ —  $ 37,079  $ 52,921  $ (26,672)  $ 37,357  $ (11,108) 
9   90,000   —   33,717   56,283   (28,367)   40,719   (12,803) 

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

Total  $ 920,000  $ 100,000  $ 183,497  $ 636,503  $ (320,797)  $ 411,988  $ 3,718 
        

 

842-50-55-30 
Acquiring entity’s valuation of investment in the leveraged lease follows. 

Cash Flow 
 Present Value at 

4 ½% Net-of-Tax Rate 
1. Rentals receivable (net of principal and interest on the nonrecourse debt) ($15,564.70 at the 

end of each year for 8 years) 
 

 $ 102,663 
2. Estimated residual value ($200,000 realizable at the end of 9 years)    134,581 
3. Future tax payments (various amounts payable over 9 years — see the table in paragraph 

842-50-55-29) 
 

  (253,489) 
Net present value   $ (16,245) 
   

842-50-55-31 
Acquiring entity’s allocation of annual cash flow to investment and income follows (see footnote (a)). 

 1 2 3 4  5 6 
  Annual Cash Flow  Components of Income(b) 

Year 

Net Investment 
at Beginning 

of Year 

Total from Col. 7 
of the Table in 

Paragraph 
842-50-55-29 

Allocated to 
Investment 

Allocated to 
Income(a) 

 

Pretax Income 
Tax Effect of 

Pretax Income 
8  $ (16,245)  $ (11,108)  $ (11,108)  $ —   $ —  $ — 
9   (5,137)   (12,803)   (12,803)   —    —   — 

10   7,666   (14,649)   (14,973)   324    5,530   (5,206) 
11   22,639   (16,663)   (17,621)   958    16,353   (15,395) 
12   40,260   (18,857)   (20,561)   1,704    29,087   (27,383) 
13   60,821   (21,248)   (23,822)   2,574    43,937   (41,363) 
14   84,643   (23,856)   (27,439)   3,583    61,160   (57,577) 
15   112,082   (26,698)   (31,443)   4,745    80,995   (76,250) 
16   143,525   149,600   143,525   6,075    103,698   (97,623) 

Totals   $ 3,718  $ (16,245)  $ 19,963   $ 340,760  $ (320,797) 
        

(a) Lease income is recognized as 4.233% of the unrecovered investment at the beginning of each year in which the net investment is positive. The 
rate is that rate which, if 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. 

(b) Each component is allocated among the years of positive net investment in proportion to the allocation of net income in column 4. Journal Entry 2 
in paragraph 842-50-55-33 includes an example of this computation. 
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842-50-55-32 
Illustrative journal entry for recording allocation of purchase price to net investment in the leveraged 
lease follows. 

Rentals receivable (table in paragraph 842-50-55-29, total of column 1 minus 
residual value, minus totals of columns 3 and 6)  $ 124,515  
Estimated residual value (paragraph 842-50-55-28)   200,000  
Purchase price allocation clearing account (paragraph 840-50-55-30, present value)   16,245  

Unearned and deferred income (paragraph 842-50-55-30, present value, 
minus total of rentals receivable and estimated residual value)   $ 340,760 

   
842-50-55-33 
Illustrative journal entries for year ending December 31,19Y4 follows. 

Third Year of Operation after the Business Combination 
(Year 10 of the Lease) 

Journal Entry 1 

Cash  $ 15,565  

Rentals receivable (table in paragraph 842-50-55-
29, column 1 minus columns 3 and 6)   $ 15,565 

Collection of year’s net rental 

Journal Entry 2 

Unearned and deferred income  $ 5,530  

Income from leveraged leases (table in paragraph 
842-50-55-31, column 5)   $ 5,530 

Recognition of pretax income for the year allocated in the same proportion as the allocation of 
total income computed as follows:  

([$324 ÷ $19,963] × $340,760 = $5,530) 

Journal Entry 3 

Deferred taxes (table in paragraph 842-50-55-29, 
column 5, minus table in paragraph 842-50-55-31, 
column 6)  $ 25,008  

Income tax expense (table in paragraph 842-50-55-31, 
column 6)   5,206  

Cash (table in paragraph 842-50-55-29, column 5)   $ 30,214 

To record payment of tax for the year   
 

8.6 Asset acquisition — lessor 
The assessment of whether a purchase of a lease portfolio is a business combination (possibly resulting 
in goodwill) or an asset acquisition where the consideration paid is ascribed entirely to the acquired 
assets is based on the guidance in ASC 805. In an asset acquisition, the guidance in ASC 350-30-25 
should be followed. Further discussion on determining whether an acquisition of a group of assets and 
activities should be accounted for as an asset acquisition or a business combination is included in 
section 2.1.3, Definition of a business, of our Financial reporting developments publication, Business 
combinations. Discussion of accounting for an asset acquisition is also included in Appendix A, Accounting 
for asset acquisitions, of our Financial reporting developments publication, Business combinations. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016/$FILE/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016.pdf
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016/$FILE/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016.pdf
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016/$FILE/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016.pdf
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An entity that becomes a lessor as a result of an asset acquisition must reassess the assumed lease and 
classify the lease as an operating or a sales-type or direct finance lease in accordance with ASC 842-10-
25-3 (refer to section 3.2, Criteria for lease classification — lessors). That is, a lessor that acquires an 
interest in a lease in an asset acquisition does not automatically retain the prior lease classification as is 
generally the case in a business combination. 

If an entity acquires an asset and leases it back to the seller, the entity will apply the sale and leaseback 
guidance discussed in chapter 7, Sale and leaseback transaction, to determine whether the transaction is 
a purchase or a financing of the asset. 

Note: As part of its project to clarify certain aspects of the definition of a business, the FASB issued a proposal 
in November 2015 that would provide a more robust framework for analyzing when a set of transferred assets 
and activities (set) is a business. The proposal would (1) require that a business include at least one substantive 
process, (2) clarify that an acquisition in which substantially all of the fair value of the gross assets acquired 
is concentrated in a single identifiable asset or a group of similar identifiable assets is not a business and 
(3) narrow the definition of outputs. In practice today, if revenues are generated immediately before and 
after a transaction (e.g., through a lease), the set is typically presumed to be a business. Requiring entities in 
this situation to further assess the substance of the processes they acquire likely would reduce the number 
of transactions accounted for as business combinations but may require entities to exercise more judgment 
than they do today. Readers should monitor developments on this proposal. 

8.7 Asset acquisition — lessee 
As discussed in section 8.6, Asset acquisition — lessor, an entity would need to determine whether the 
group of assets and activities it acquired should be accounted for as a business combination or an asset 
acquisition, based on the definition of a business in ASC 805. In an asset acquisition, the guidance in 
ASC 350-30-25 should be followed. Further discussion on determining whether an acquisition of a group of 
assets and activities should be accounted for as an asset acquisition or a business combination is included in 
section 2.1.3, Definition of a business, of our Financial reporting developments publication, Business 
combinations. Discussion of accounting for an asset acquisition is also included in Appendix A, Accounting 
for asset acquisitions, of our Financial reporting developments publication, Business combinations. 

An entity that becomes a lessee as a consequence of an asset acquisition must reassess the assumed 
lease and classify the lease as a finance or operating lease in accordance with ASC 842-10-25-2 (refer to 
section 3.1, Criteria for lease classification — lessees). That is, a lessee that acquires an interest in a lease 
(lessee) in an asset acquisition does not automatically retain the prior lease classification as generally is 
the case in a business combination. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016/$FILE/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016.pdf
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016/$FILE/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016.pdf
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016/$FILE/FinancialReportingDevelopments_BB1616_BusinessCombinations_30August2016.pdf
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9 Other considerations 

9.1 Related party leasing transactions 
Excerpts from Accounting Standards Codification 
Master Glossary 

Related Parties 

Related parties include: 

a. Affiliates of the entity 

b. Entities for which investments in their equity securities would be required, absent the election of 
the fair value option under the Fair Value Option Subsection of Section 825-10-15, to be 
accounted for by the equity method by the investing entity 

c. Trusts for the benefit of employees, such as pension and profit-sharing trusts that are managed 
by or under the trusteeship of management 

d. Principal owners of the entity and members of their immediate families 

e. Management of the entity and members of their immediate families 

f. Other parties with which the entity may deal if one party controls or can significantly influence 
the management or operating policies of the other to an extent that one of the transacting parties 
might be prevented from fully pursuing its own separate interests 

g. Other parties that can significantly influence the management or operating policies of the 
transacting parties or that have an ownership interest in one of the transacting parties and can 
significantly influence the other to an extent that one or more of the transacting parties might be 
prevented from fully pursuing its own separate interests. 

Leases — Overall 

Implementation Guidance and Illustrations 

842-10-55-12 
Leases between related parties should be classified in accordance with the lease classification criteria 
applicable to all other leases on the basis of the legally enforceable terms and conditions of the lease. 
In the separate financial statements of the related parties, the classification and accounting for the 
leases should be the same as for leases between unrelated parties. 

Leases—Lessee 

Disclosure 

842-20-50-7 
A lessee shall disclose lease transactions between related parties in accordance with paragraphs 
850-10-50-1 through 50-6. 
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Leases—Lessor 

Disclosure 

842-30-50-4 
A lessor shall disclose any lease transactions between related parties (see Topic 850 on related 
party disclosures).  

ASC 842 requires lessees and lessors to classify and account for leases between related parties on the 
basis of the legally enforceable terms and conditions of the lease (i.e., in the same manner as leases 
between unrelated parties). 

Under ASC 842, lessees and lessors are required to apply the disclosure requirements for related party 
transactions in accordance with ASC 850, Related Party Disclosures. These requirements include 
disclosing the nature of the relationships and a description of the transactions, including information 
deemed necessary to understand the effects of the transactions on the financial statements. 
Additionally, these disclosures should not imply that a transaction is at arm’s length unless such an 
assertion can be substantiated. 

9.2  Leases involving variable interest entities 
ASC 810 includes provisions related to the consolidation of certain entities that have (1) an insufficient 
amount of equity for the entity to finance its activities without additional subordinated financial support 
provided by any parties, (2) a group of equity owners that do not have the power to direct the entity’s 
activities that most significantly impact the entity’s economic performance or (3) equity that does not 
absorb the entity’s losses or receive the entity’s benefits.  

Examples of arrangements that may involve variable interest entities and, accordingly, may require the 
application of the Variable Interest Model’s provisions in ASC 810 include:  

• Build-to-suit arrangements  

• Leases that include lessee guarantees of asset values  

• Leases that include lessee purchase options  

• Sale and leaseback transactions  

• Enhanced Equipment Trust Certificates  

• Sales of property subject to operating leases 

To determine whether a lease arrangement involves a variable interest entity, refer to our Financial 
reporting developments publication, Consolidation and the Variable Interest Model — Determination of a 
controlling financial interest, for further guidance. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1905_VariableInterestEntities_23November2015/$FILE/FinancialReportingDevelopments_BB1905_VariableInterestEntities_23November2015.pdf
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1905_VariableInterestEntities_23November2015/$FILE/FinancialReportingDevelopments_BB1905_VariableInterestEntities_23November2015.pdf
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10 Leveraged leases 

10.1 Introduction and grandfathering 
Excerpt from Accounting Standards Codification 
Master Glossary 

Leveraged Lease 

From the perspective of a lessor, a lease that was classified as a leveraged lease in accordance with 
the leases guidance in effect before the effective date and for which the commencement date is 
before the effective date. 

Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
Leases previously classified as leveraged leases under Topic 840 

z. For leases that were classified as leveraged leases in accordance with Topic 840, and for which 
the commencement date is before the effective date, a lessor shall apply the requirements in 
Subtopic 842-50. If a leveraged lease is modified on or after the effective date, it shall be 
accounted for as a new lease as of the effective date of the modification in accordance with the 
guidance in Subtopics 842-10 and 842-30. 

1. A lessor shall apply the pending content that links to this paragraph to a leveraged lease that 
meets the criteria in (z) that is acquired in a business combination or an acquisition by a not-
for-profit entity on or after the effective date. 

Leases — Leveraged Lease Arrangements 

Scope and Scope Exceptions 

842-50-15-1 
This Subtopic addresses accounting for leases that meet the criteria in transition paragraph 842-10-
65-1(z). If a lessee exercises an option to extend a lease that meets the criteria in transition paragraph 
842-10-65-1(z) that it was not previously reasonably assured of exercising, the exercise of that option 
shall be considered a lease modification as described in paragraph 842-10-65-1(z). 

ASU 2016-02 eliminates leveraged lease accounting for new leases on its effective date. That is, 
subsequent to the effective date, lessors account for all new leases, including those that would have 
qualified as leveraged leases under ASC 840, using the classification criteria discussed in section 3.2, 
Criteria for lease classification — lessors, (i.e., sales-type, direct financing or operating). For such leases, 
entities apply other relevant US GAAP (e.g., ASC 740, Income Taxes, ASC 470) to account for the non-
lease components of such transactions. 

Leveraged lease arrangements that exist before the effective date (i.e., the lease has commenced before 
the effective date) are grandfathered and therefore continue to follow the existing recognition, 
measurement, presentation and disclosure guidance for leveraged leases that was carried forward to 
ASC 842-50. Leases of to-be-constructed assets that qualified to be leveraged leases at lease inception 
prior to the effective date under ASC 840 but are not completed (i.e., the lease has not commenced) 
prior to the effective date would not be grandfathered. 
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If an existing leveraged lease is modified on or after the effective date of ASC 842, the existing 
leveraged lease is required to be reclassified as a sales-type, direct financing or operating lease, as 
applicable, using the lease classification guidance in ASC 842. Refer to section 3.2, Criteria for lease 
classification — lessors, and section 11.2, Transition. In that case, there would be no basis to net the 
remaining non-recourse debt balance with the lease receivable (if any), and any deferred tax balances 
would need to be adjusted as required under ASC 740 to comply with that guidance. 

In addition, if a lessee exercises an option to extend a leveraged lease on or after the effective date of 
ASC 842 that it was not previously reasonably assured of exercising (i.e., under ASC 840, the 
renewal option was not included in the original accounting lease term for purposes of classifying the 
lease at inception), the exercise of that option is accounted for as a lease modification, and the lease 
no longer qualifies for leveraged lease accounting and is instead accounted for under ASC 842. 
Refer to section 5.6, Lease modifications. 

10.1.1 Leveraged lease acquired in a business combination or by a not-for-profit entity 
Refer to section 8.5, Leveraged lease acquired in a business combination or by a not-for-profit entity, for 
the discussion of a leveraged lease acquired in a business combination or by a not-for-profit entity that 
exists before the effective date of ASC 842. 

10.2 Definition of a leveraged lease 
Excerpt from Accounting Standards Codification 
Leases — Leveraged Lease Arrangements 

Recognition 

842-50-25-1 
A lessor shall record its investment in a leveraged lease. The net of the balances of the following 
accounts as measured in accordance with this Subtopic shall represent the lessor’s initial and 
continuing investment in leveraged leases: 

a. Rentals receivable 

b. Investment-tax-credit receivable 

c. Estimated residual value of the leased asset 

d. Unearned and deferred income.  

Prior to the effective date of ASC 842 (e.g., 1 January 2019 for a calendar-year entity that did not early 
adopt ASU 2016-02), a lease was a leveraged lease if it had all of the following characteristics, at the 
inception of the lease: 

• It met the criteria for a direct financing lease in ASC 840-10-25-43(b). 

• It involved at least three parties: a lessee, a long-term creditor and a lessor (commonly referred to as 
the equity participant). 

• The financing provided by the long-term creditor was non-recourse as to the general credit of the 
lessor. The amount of the financing was sufficient to provide the lessor with “substantial leverage” 
in the transaction. ASC 840 did not provide specific guidance on what is “substantial leverage,” 
but the illustration of leveraged lease accounting in ASC 842-50-55-11 (formerly ASC 840-30-55-14) 
assumes 60% non-recourse financing by the third-party lenders and 40% investment by the equity 
participant (lessor). 
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• The lessor’s net investment declines during the early years once the investment has been completed 
and rises during the later years of the lease before its final elimination. 

If all of these characteristics existed, the lease would be accounted for by the lessor as a leveraged lease. 
All other leases were accounted for as sales-type, direct financing or operating leases by the lessor, as 
appropriate. Leveraged lease treatment is not relevant to the lessee and prohibited subsequent to the 
effective date of ASC 842 for the lessor except for the grandfathered leveraged leases, which were 
discussed in section 10.1, Introduction and grandfathering.  

Special accounting rules were provided for leveraged leases using the “investment with separate phases 
method” (refer to section 10.3.2, Recording income on a leveraged lease) because of the unique 
combination of characteristics of such leases that produces an overall economic effect that is distinct 
from that of other transactions. 

In a typical leveraged lease, lessee rental payments may be equal to or exceed the non-recourse debt 
service payments in all periods. Those typical leveraged lease transactions generate depreciation 
deductions for income tax purposes that exceed the net of rental income and interest expense and result 
in tax savings to lessors that have other taxable income during the early periods of the lease term. Those 
tax savings allow the lessor to recover its equity investment quickly, leaving excess cash in the middle 
periods but requiring reinvestment of cash in the later periods to pay deferred taxes as they become due. 

10.2.1 Leveraged lease involving an existing asset of a regulated entity 
Excerpt from Accounting Standards Codification 
Leases — Leveraged Lease Arrangements 

Implementation Guidance and Illustrations 

842-50-55-1 
Although the carrying amount of an asset acquired previously may not differ significantly from its fair 
value, it is unlikely that the two will be the same. However, regulated utilities have argued that the carrying 
amounts of certain of their assets always equal the fair value based on the utility’s ability to recover that 
cost in conjunction with a franchise to sell a related service in a specified area. That argument is not valid 
when considering the value of the asset to a third-party purchaser that does not own that franchise. 

Although the FASB retained this implementation guidance in ASC 842, it relates to the initial 
classification of a leveraged lease at its inception under ASC 840 with a commencement date prior to the 
effective date and has no impact on new leases entered into by regulated or non-regulated entities 
subsequent to the effective date. All leveraged leases previously classified under ASC 840 whether 
regulated or non-regulated entities required that the carrying value and fair value of the asset at 
inception be equal to qualify as direct finance leases and, therefore, a leveraged lease.  

10.3 Accounting for leveraged leases 
Excerpt from Accounting Standards Codification 
Leases — Leveraged Lease Arrangements 

Initial Measurement 

842-50-30-1 
A lessor shall initially measure its investment in a leveraged lease net of the nonrecourse debt (as 
discussed in paragraph 842-50-25-1). 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. 
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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. The estimated residual value shall not exceed 
the amount estimated at lease inception except if the lease agreement includes a provision to 
escalate minimum lease payments either for increases in construction or acquisition cost of the 
leased property or for increases in some other measure of cost or value (such as general price 
levels) during the construction or preacquisition period. In that case, the effect of any increases 
that have occurred shall be considered in the determination of the estimated residual value of the 
underlying asset at lease inception. 

d. Unearned and deferred income consisting of both of the following: 

1. The estimated pretax lease income (or loss), after deducting initial direct costs, remaining to 
be allocated to income over the lease term. 

2. The investment tax credit remaining to be allocated to income over the lease term. 

Subsequent Measurement 

842-50-35-2 
The investment in leveraged leases minus 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 leveraged lease. 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 in which it is positive shall be 
computed. The rate is that rate that, when applied to the net investment in the years in which 
the net investment is positive, will distribute the net income to those years and is distinct from the 
interest rate implicit in the lease. 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 use of the term years is not intended to preclude application of the 
accounting prescribed in this paragraph to shorter accounting periods. 

842-50-35-3 
The net income (or loss) that a lessor recognizes on a leveraged lease shall be composed of the 
following three elements: 

a. Pretax lease income (or loss) 

b. Investment tax credit 

c. Tax effect of pretax lease income (or loss). 

842-50-35-4 
The pretax lease income (or loss) and investment tax credit elements shall be allocated in 
proportionate amounts from the unearned and deferred income included in the lessor’s net investment 
(as described in paragraph 842-50- 30-1(d)). The tax effect of the pretax lease income (or loss) 
recognized 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. 

842-50-35-5 
If, at any time during the lease term the application of the method prescribed in this Subtopic 
would result in a loss being allocated to future years, that loss shall be recognized immediately. 
This situation might arise in circumstances in which one of the important assumptions affecting 
net income is revised (see paragraphs 842-50-35-6 through 35-15). 



10 Leveraged leases 

Financial reporting developments Lease accounting | 266 

10.3.1 Determining the leveraged lease investment 
The net investment reflected in the lessor’s balance sheet, which increases or decreases by the amount 
of the difference between each period’s net cash flow and the income recognized, consists of: 

• Rentals receivable, net of the portion applicable to principal and interest on the related non-recourse debt 

• A receivable for the investment tax credit until it is realized (the investment tax credit was repealed 
by the Tax Reform Act of 1986) 

• The estimated residual value of the leased asset 

• Unearned income (the remaining amount of estimated pretax lease income or loss and investment 
tax credit to be allocated to income over the lease term, after deducting initial direct costs) (refer to 
section 2.6, Initial direct costs, for entities that do not elect the package of practical expedients 
described in section 11.2.2, Transition practical expedients) 

The accounting for deferred taxes in a leveraged lease is specifically excluded from the general 
accounting for income taxes in ASC 740 and computed in accordance with guidance provided in ASC 842 
(specifically ASC 842-50-30-1, and ASC 842-50-35-2 through 35-4). Although deferred taxes are 
included in the net investment in the leveraged lease for purposes of computing income (refer to 
section 10.3.2, Recording income on a leveraged lease), deferred taxes relating to leveraged leases are 
shown on the balance sheet with other deferred tax items (i.e., deferred taxes computed in accordance 
with ASC 740) and not netted against the lease investment on the face of the balance sheet. 

10.3.2 Recording income on a leveraged lease 
The “investment with separate phases method,” which is required to be used to account for leveraged 
leases, recognizes lease income at a level rate of return on the net investment in those periods in which 
the net investment at the beginning of the period is a positive amount. This method and the FASB’s 
rationale for requiring its use are described in the basis for conclusions for Statement 13 (paragraph 
109(c) of Statement 13). Typically, the net investment in a leveraged lease follows this pattern: 

Early periods Positive, based on initial investment in leased property 

Middle periods Negative, due mainly to large income tax deductions from accelerated 
depreciation and high interest payments on the non-recourse debt 

Later periods Positive, as accelerated depreciation reverses and interest 
payments diminish 

Final period Zero, as residual value is realized on sale of the property 

When the FASB originally deliberated Statement 13, it rejected the theory of accruing so-called 
“secondary earnings” (earnings on temporary funds to be reinvested) over the lease term. Instead, in its 
basis for conclusions, the FASB stated these earnings should be recorded in income only when they occur 
because this is the economic reality of the transaction and because anticipation of future interest on 
funds expected to be held temporarily has no support in present generally accepted accounting principles 
(paragraph 109(d) of Statement 13). 

The determination of the net investment and the amount of income recognized are interdependent. 
Income is recognized using a rate calculated by a trial and error process, which is repeated until a rate is 
selected, which develops a total amount allocated to income that is equal to the net cash flow. As a 
practical matter, a computer program normally would be used to calculate this rate. 
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Income from a leveraged lease is segregated into three components: pretax lease income, tax effect of 
the pretax lease income and investment tax credit. The amount of each component to be recognized 
each accounting period is based on the ratio of the after-tax net income for the period (as computed 
based on a Multiple Investment Sinking Fund yield) to the total after-tax net income from the lease times 
the total pretax lease income, total tax effect and total investment tax credit. A loss would be recognized 
immediately for any projected excess of gross cash disbursements, excluding the initial investment, over 
the gross cash receipts from a leveraged lease. 

Refer to section 2.9.2, Lessor accounting for variable lease payments, for discussion of lessor accounting 
for contingent rent. 

10.3.3 Accounting for income taxes related to leveraged leases 
Excerpt from Accounting Standards Codification 
Leases — Leveraged Lease Arrangements 

Other Presentation Matters 

842-50-45-1 
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). In the income statement or the notes to that statement, 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. 

842-50-45-2 
Integration of the results of income tax accounting for leveraged leases with the other results of 
accounting for income taxes under Topic 740 on income taxes is required if deferred tax credits 
related to leveraged leases are the only source (see paragraph 740-10-30-18) for recognition of a tax 
benefit for deductible temporary differences and carryforwards not related to leveraged leases. A 
valuation allowance is not necessary if deductible temporary differences and carryforwards will offset 
taxable amounts from future recovery of the net investment in the leveraged lease. However, to the 
extent that the amount of deferred tax credits for a leveraged lease as determined in accordance with 
this Subtopic differs from the amount of the deferred tax liability related to the leveraged lease that 
would otherwise result from applying the guidance in Topic 740, that difference is preserved and is not 
a source of taxable income for recognition of the tax benefit of deductible temporary differences and 
operating loss or tax credit carryforwards. 

842-50-45-3 
This Subtopic requires that the tax effect of any difference between the assigned value and the tax 
basis of a leveraged lease at the date of a business combination or an acquisition by a not-for-profit 
entity shall not be accounted for as a deferred tax credit. Any tax effects included in unearned and 
deferred income as required by this Subtopic shall not be offset by the deferred tax consequences of 
other temporary differences or by the tax benefit of operating loss or tax credit carryforwards. 
However, deferred tax credits that arise after the date of a combination shall be accounted for in the 
same manner as for leveraged leases that were not acquired in a combination. 

Implementation Guidance and Illustrations 

842-50-55-4 
The accounting for income taxes related to leveraged leases set forth in this Subtopic is not consistent 
with the guidance in Topic 740 on income taxes. 



10 Leveraged leases 

Financial reporting developments Lease accounting | 268 

842-50-55-5 
The integration of the results of accounting for income taxes related to leveraged leases with the other 
results of accounting for income taxes as required by Topic 740 is an issue if all of the following exist: 

a.  The accounting for a leveraged lease requires recognition of deferred tax credits. 

b.  The guidance in Topic 740 limit the recognition of a tax benefit for deductible temporary 
differences and carryforwards not related to the leveraged lease. 

c.  Unrecognized tax benefits in this paragraph could offset taxable amounts that result from future 
recovery of the net investment in the leveraged lease. 

Deferred income taxes in leveraged lease transactions are accounted for under specific guidance 
provided in ASC 842-50 and not the general guidance related to accounting for income taxes provided in 
ASC 740. Income tax rates and the projected timing of income tax cash flows are important assumptions 
in determining the rate of return on a leveraged lease. If tax rates change and that change has an impact 
on the total net income from the lease or if the projected timing of income tax cash flows is revised, 
lessors must recalculate the allocation of income on the leveraged lease (refer to section 10.3.4, Change 
in leveraged lease assumptions). In addition, ASC 842-50-30-2 provides specific guidance for allocating 
consideration in a business combination to acquired leveraged leases (refer to section 8.5, Leveraged 
lease acquired in a business combination or by a not-for-profit entity, for further discussion). Although 
the accounting for income taxes related to leveraged leases in ASC 842 is not consistent with the 
guidance related to accounting for income taxes in ASC 740, as indicated in the Basis for Conclusions for 
Statement 109, when deliberating the general guidance related to accounting for income taxes, the 
FASB decided not to re-open the subject of leveraged lease accounting (paragraph 126 of Statement 109). 

Integration of leveraged lease income tax accounting and accounting for other temporary differences is 
required when deferred tax credits related to leveraged leases are the only source of taxable income 
when assessing the need for a valuation allowance for deferred tax assets not related to leveraged 
leases. A valuation allowance is not required when the deductible temporary differences and 
carryforwards will offset taxable amounts from the future recovery of the net investment in the 
leveraged lease. However, to the extent the amount of leveraged-lease deferred tax credits as 
determined in accordance with the methods prescribed by the leveraged lease guidance found in 
ASC 842 differs from the amount of the deferred tax liability that would result from applying the general 
guidance for income taxes in ASC 740, that difference is preserved and is not considered a source of 
taxable income for purposes of recognizing the tax benefit of deductible temporary differences and 
operating loss or tax credit carryforwards. In other words, the taxable temporary difference that would 
result from applying the general guidance for deferred income taxes in ASC 740 is all that can be 
considered in evaluating the need for a valuation allowance. 

The following illustration, although somewhat simplified, depicts the requirement to preserve the 
difference between deferred tax balances that result from applying the special guidance for accounting 
for deferred income taxes in ASC 842 applicable to leveraged leases and those that would result from 
applying the general provisions for accounting for income taxes in ASC 740.  
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Illustration 34 — Integration of leveraged lease income tax accounting and accounting for other 
temporary differences 

Assume that a company entered a leveraged lease prior to the effective date of ASC 842 and when tax 
rates were 45%, and tax rates are subsequently reduced to 35% (at the end of year 2). At the end of 
year 2, deferred tax effects related to the leveraged lease are computed as follows: 

 ASC 842 ASC 740 
Net rentals receivable  $ 2,000  $ 2,000 
Tax basis   (1,500)   (1,500) 
Taxable temporary difference   500   500 
Tax rate   40%1   35% 
Deferred tax liability  $ 200  $ 175 

Also assume that at the end of year 2, the company has a deductible temporary difference of $1,500 
scheduled to reverse in year 6 arising from a warranty accrual. Absent consideration of the deferred 
tax credits related to the leveraged lease, the weight of available evidence indicates that a valuation 
allowance is required for the entire $525 deferred tax asset ($1,500 x 35%). In this case, a valuation 
allowance would be required for $350 ($525 — $175), and a net deferred tax benefit of $175 is 
recognized. Although the recorded deferred tax credit is $200, $25 of that credit relates to special tax 
recognition provisions related to leveraged lease transactions, and that difference should be 
preserved and is not available for offsetting. 

1 Derived. Deferred tax effects computed under ASC 842, adjusting for the change in total net income from the lease as a result 
of the decrease in tax rates from 45% to 35%.  

10.3.4 Change in leveraged lease assumptions 
Excerpt from Accounting Standards Codification 
Leases — Leveraged Lease Arrangements 

Subsequent Measurement 

842-50-35-6 
Any estimated residual value and all other important assumptions affecting estimated total net 
income from the leveraged lease shall be reviewed at least annually. The rate of return and the 
allocation of income to positive investment years shall be recalculated from lease inception following 
the method described in paragraphs 842-50-35-2 through 35-4 and using the revised assumption if, 
during the lease term, any of the following conditions occur: 

a.  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. 

b.  The revision of another important assumption changes the estimated total net income from the 
lease. 

c.  The projected timing of the income tax cash flows is revised. 

842-50-35-7 
The lessor shall update all assumptions used to calculate total and periodic income if the lessor is 
performing a recalculation of the leveraged lease. That recalculation shall include actual cash flows up 
to the date of the recalculation and projected cash flows following the date of recalculation. 
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842-50-35-8 
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. The gain or loss shall be recognized as follows: 

a.  The pretax gain or loss shall be included in income from continuing operations before income 
taxes in the same line item in which leveraged lease income is recognized. 

b.  The tax effect of the gain or loss shall be included in the income tax line item. 

c.  An upward adjustment of the estimated residual value (including any guaranteed portion) shall 
not be made. 

842-50-35-9 
The projected timing of income tax cash flows generated by the leveraged lease is an important 
assumption and shall be reviewed annually, or more frequently, if events or changes in circumstances 
indicate that a change in timing has occurred or is projected to occur. The income effect of a change in 
the income tax rate shall be recognized in the first accounting period ending on or after the date on 
which the legislation effecting a rate change becomes law. 

842-50-35-10 
A revision of the projected timing of the income tax cash flows applies only to changes or projected 
changes in the timing of income taxes that are directly related to the leveraged lease transaction. For 
example, a change in timing or projected timing of the tax benefits generated by a leveraged lease as a 
result of any of the following circumstances would require a recalculation because that change in 
timing is directly related to that lease: 

a.  An interpretation of the tax law 

b.  A change in the lessor’s assessment of the likelihood of prevailing in a challenge by the taxing 
authority 

c.  A change in the lessor’s expectations about settlement with the taxing authority. 

842-50-35-11 
In contrast, as discussed in paragraph 842-50-35-20, a change in timing of income taxes solely as a 
result of an alternative minimum tax credit or insufficient taxable income of the lessor would not 
require a recalculation of a leveraged lease because that change in timing is not directly related to that 
lease. A recalculation would not be required unless there is an indication that the previous 
assumptions about total after-tax net income from the leveraged lease were no longer valid. 

842-50-35-12 
Tax positions shall be reflected in the lessor’s initial calculation or subsequent recalculation on the 
recognition, measurement, and derecognition criteria in paragraphs 740-10-25-6, 740-10-30-7, and 
740-10-40-2. The determination of when a tax position no longer meets those criteria is a matter of 
individual facts and circumstances evaluated in light of all available evidence. 

842-50-35-13 
If the lessor expects to enter into a settlement of a tax position relating to a leveraged lease with a 
taxing authority, the cash flows following the date of recalculation shall include projected cash flows 
between the date of the recalculation and the date of any projected settlement and a projected 
settlement amount at the date of the projected settlement. 
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842-50-35-14 
The recalculation of income from the leveraged lease shall not include interest or penalties in the cash 
flows from the leveraged lease. 

842-50-35-15 
Advance payments and deposits made with a taxing authority shall not be considered an actual cash 
flow of the leveraged lease; rather, those payments and deposits shall be included in the projected 
settlement amount. 

When important assumptions are changed that affect estimated total net income from the lease, 
including any other than temporary decline in the estimated residual value or the projected timing of 
income tax cash flows is revised, the allocation of income to periods in which the net investment is 
positive is recomputed from the inception of the lease. The net investment is then adjusted to equal the 
recalculated balance and a gain or loss is recognized. Upward adjustments in estimated residual value are 
prohibited. Sections 10.3.4.1 through 10.3.4.6 provide an overview of common changes in assumptions 
impacting leveraged leases. 

As a reminder, a change in leveraged lease assumptions (i.e., assumptions affecting estimated total net 
income from the leveraged lease) only is not a modification to a leveraged lease. Therefore, the lessor 
would continue to apply leveraged lease accounting. Only a change to the terms and conditions of a 
contract that results in a change in the scope of or the consideration for a lease (e.g., a change to the 
terms and conditions of the contract that adds or terminates the right to use one or more underlying 
assets or extends or shortens the contractual lease term) is considered as a modification. If an existing 
leveraged lease is modified on or after the effective date of ASC 842, the lessor is required to reassess 
the contract (e.g., whether the arrangement contains a lease, lease classification) using the lease 
classification guidance in ASC 842. Refer to section 5.6, Lease modifications. As a result of the 
modification, leveraged lease accounting is no longer applicable, and the lessor would prospectively 
apply sales-type, direct financing or operating lease accounting as applicable (assuming after the 
modification, the arrangement still contains a lease). Upon modification, there would be no basis to net 
the remaining non-recourse debt balance with a lease receivable, and any deferred tax balances would 
need to be adjusted as required under ASC 740 to comply with that guidance. 

As discussed in section 10.1, Introduction and grandfathering, if a lessee exercises an option to extend a 
leveraged lease on or after the effective date of ASC 842 that it was not previously reasonably assured 
of exercising (i.e., under ASC 840, the renewal option was not included in the original accounting lease 
term for purposes of classifying the lease at inception), the exercise of that option is accounted for as a 
lease modification, and the lease no longer qualifies for leveraged lease accounting and is instead 
accounted for under ASC 842. Refer to section 5.6, Lease modifications. 

10.3.4.1 Impact of change in effective tax rate 

The lessor’s income tax rate is an important assumption in accounting for a leveraged lease. Accordingly, 
the income effect of a change in the income tax rate should be recognized in the first accounting period 
ending on or after the date on which the legislation effecting a rate change becomes law. If accounting 
for the effect on leveraged leases of the change in tax rates results in a significant variation from the 
customary relationship between income tax expense and pretax accounting income and the reason for 
that variation is not otherwise apparent, the reason for that variation should be disclosed as required by 
ASC 842-50-50-3 (refer to section 10.4, Disclosures). 

All components of a leveraged lease must be recalculated from inception of the lease based on the 
revised after-tax cash flows arising from the change in the tax law, including revised tax rates (including 
the impact of alternative minimum tax (AMT), refer to section 10.3.4.2, Impact of AMT on leveraged 
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lease accounting) and repeal of the investment tax credit. The difference between the amounts originally 
recorded and the recalculated amount would be included as a cumulative catch-up in income of the 
period in which the tax law is enacted. 

10.3.4.2 Impact of AMT on leveraged lease accounting 

Excerpt from Accounting Standards Codification 
Leases — Leveraged Lease Arrangements 

Subsequent Measurement 

842-50-35-16 
An entity shall include assumptions about the effect of the alternative minimum tax, considering its 
consolidated tax position, in leveraged lease computations. 

842-50-35-17 
Any difference between alternative minimum tax depreciation and the tax depreciation assumed in the 
leveraged lease or between income recognition for financial reporting purposes and alternative 
minimum tax income could, depending on the lessor’s overall tax situation, result in alternative 
minimum tax or the utilization of alternative minimum tax credits. 

842-50-35-18 
If alternative minimum tax is paid or an alternative minimum tax credit is utilized, the total cash flows 
from the leveraged lease could be changed and the lessor’s net investment in the leveraged lease and 
income recognition would be affected. 

842-50-35-19 
If a change to the tax assumptions changes total estimated after-tax net income, the rate of return on 
the leveraged lease shall be recalculated from inception, the accounts constituting the lessor’s net 
investment shall be adjusted, and a gain or loss shall be recognized in the year in which the assumption 
is changed. 

842-50-35-20 
However, an entity whose tax position frequently varies between alternative minimum tax and regular 
tax shall not be required to recalculate the rate of return on the leveraged lease each year unless there 
is an indication that the original assumptions regarding total after-tax net income from the lease are 
no longer valid. In that circumstance, the entity shall be required to revise the leveraged lease 
computations in any period in which total net income from the leveraged lease changes because of the 
effect of the alternative minimum tax on cash flows for the lease. 

The lessor’s income tax rate and the amount of taxes paid or tax benefits received are important 
assumptions in a leveraged lease calculation. Any difference between AMT depreciation and the tax 
depreciation assumed in the leveraged lease or between income recognition for financial reporting 
purposes and AMT income could, depending on the lessor’s overall tax situation, result in AMT or the 
utilization of AMT credits. In the circumstances in which AMT is paid or an AMT credit is utilized, the total 
cash flows from the leveraged lease could be changed, and the lessor’s net investment in the leveraged 
lease and income recognition would be affected. 

An entity should include assumptions regarding the effect of the AMT, considering its consolidated tax 
position, in leveraged lease computations. An entity whose tax position frequently varies between AMT 
and regular tax would not be required to recompute each year, unless there was an indication that the 
original assumptions regarding total after-tax net income from the lease were no longer valid. In that 
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circumstance, the entity would be required to revise the leveraged lease computations in any period in 
which management believes that total net income from the leveraged lease will be affected due to the 
effect of the AMT on cash flows for the lease. In addition, if the lessor is required to recompute its 
leveraged lease income for a change in assumption other than solely AMT, that recalculation shall include 
actual cash flows up to the date of the recalculation and projected cash flows following the date of 
recalculation, including consideration of projected AMT impact. 

10.3.4.3 Impact of change or projected change in the timing of cash flows relating to income taxes 
generated by a leveraged lease transaction 

The timing of the cash flows relating to income taxes generated by a leveraged lease is an important 
assumption that affects the periodic income recognized by the lessor for that lease. Because tax benefits 
in a leveraged lease are often realized in the early periods of the lease, disproportionately more income 
from the lease is typically allocated to earlier periods. For certain leveraged lease transactions, the 
Internal Revenue Service (IRS) has challenged both the ability to accelerate the timing of tax deductions 
and the amounts of those deductions. The settlement in a challenge from the IRS may result in a 
significant change in the timing of the realization of tax benefits, which changes the timing of the 
estimated after-tax cash flows from the leveraged lease (and therefore the timing of income recognition 
from the lease) and reduces the overall expected rate of return, although it does not change the 
estimated total net income. The settlement may also result in interest and penalties that would change 
the estimated total net income from the lease. 

Lessors are required to review the projected timing of income tax cash flows generated by a leveraged 
lease annually, or more frequently if events or changes in circumstances indicate that a change in timing 
has occurred or is projected to occur. If the projected timing of the income tax cash flows is revised, the 
rate of return and the allocation of income to positive investment years should be recalculated from the 
inception of the lease based on the revised projected cash flows, including any projected settlements and 
an update of all assumptions used. The recalculation should include the actual or expected changes and 
an update of all assumptions in timing of all cash flows, including those due to AMT credits or net 
operating loss carryforwards, if significant. The recalculation should not include interest or penalties in 
the cash flows from the leveraged lease. Any advance payments or deposits made with a taxing authority 
should not be considered an actual cash flow of the leveraged lease; rather, those payments and deposits 
should be included in the projected settlement amount. The difference between the amounts originally 
recorded and the recalculated amount should be recognized as a gain or loss in income from continuing 
operations in the year in which the assumption is changed in the same line item in which leveraged lease 
income is recognized. The tax effect of the recognized gain or loss should be included in the income tax 
line item (ASC 842-50-35-9 through 35-15). 

The following example illustrates how a lessor would include advance payments in a recalculation of a 
leveraged lease: 

Excerpt from Accounting Standards Codification 
Leases — Leveraged Lease Arrangements 

Implementation Guidance and Illustrations 

842-50-55-24 
This Example illustrates how (in accordance with the guidance in paragraph 842-50-35-13 and other 
paragraphs) a lessor would include advance payments and deposits in a recalculation of a leveraged 
lease resulting from a determination by the lessor that it would enter into a settlement of a tax position 
arising from a leveraged lease. 



10 Leveraged leases 

Financial reporting developments Lease accounting | 274 

842-50-55-25 
This Example assumes that the lessor has concluded that the position originally taken on the tax return 
would meet the more-likely-than-not threshold in Subtopic 740-10 on income taxes. It also assumes 
that the lessor would conclude that the estimate of $50 for the projected lease-in, lease-out 
settlement is consistent with the measurement guidance in that Subtopic. 

842-50-55-26 
A lessor makes an advance payment of $25 on July 1, 2007, $10 of which is estimated to be 
associated with issues arising from a lease-in, lease-out transaction. On July 1, 2007, the lessor 
changes its assumption about the timing of the tax cash flows and projects a settlement with the 
Internal Revenue Service on September 1, 2009. The projected settlement would result in a payment 
to the taxing authority of $125 of which $50 is associated with the lease-in, lease-out transaction. On 
July 1, 2007, when the lessor recalculates the leveraged lease, the lessor would include a $50 cash 
flow on September 1, 2009, as a projected outflow in the leveraged lease recalculation. 

Tax positions should be reflected in a lessor’s initial calculation and/or subsequent recalculation based on 
the recognition, derecognition and measurement criteria in ASC 740-10 (refer to our Financial reporting 
developments publication, Income taxes, for further discussion). 

10.3.4.4 Impact of a change in estimated residual value 
As noted in ASC 842-50-35-8(c), an upward adjustment of the estimated residual value is prohibited. 
Transactions in which a lessor has sold an interest in any appreciation in the residual value to a third-
party investor have raised the question as to whether reflecting such a sale is essentially recognizing 
appreciation in the residual value. The following example illustrates. 

Lessor X is the equity participant in a leveraged lease. When the leveraged lease was originally recorded, 
the residual value was determined to be $100. A group of speculators now pays $30 for an option for 
any excess of the residual value over $100. Either the speculators would pay the $100 to Lessor X at the 
end of the lease and sell the asset itself, or Lessor X would sell the asset and all proceeds in excess of 
$100 would be paid to the speculators. The question concerns how to account for the $30 when it is 
received. The following three alternatives have been identified: 

1. Treat the $30 cash inflow as a change in lease assumptions in accordance with ASC 842-50-35-6 
through 35-8 and recalculate the cash flows from the leveraged lease since inception by including 
the $30 received in the current year with no change in the $100 residual reflected at the end of the 
lease. Any income tax expense related to the $30 option premium should also be reflected in the 
revised cash flow in the period in which it is subject to income tax. A cumulative catch-up adjustment 
would be recorded in the current year resulting from the difference between cumulative income to 
date under the revised calculation and the old calculation. 

2. Revise the leveraged lease calculations as in alternative 1 above with the exception that the 
calculation would reflect a $70 residual at the end of the lease term and $30 of proceeds received 
when paid by the speculators. 

3. Record the $30 as a deferred credit to be taken into income at the end of the lease as additional 
sales proceeds for the residual. 

Although merits exist for each of the three alternatives, assuming that the equity participant has no new 
obligations with respect to the disposition of the residual at the end of the lease (i.e., merely providing 
speculator with any upside benefit when it is realized), we believe that alternative 1 most closely follows 
the leveraged lease model. The sale of the upward appreciation of the residual does not represent an 
upward adjustment of the residual value. Instead, it represents the monetization of a previously unvalued 
and unrecorded asset. 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1150_IncomeTaxes_5January2017/$FILE/FinancialReportingDevelopments_BB1150_IncomeTaxes_5January2017.pdf
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If, in the above example, the lessor had sold the residual value, alternative 2 would best approximate the 
accounting for such a revision in the timing of cash flows associated with that transaction within the 
leveraged lease model. 

10.3.4.5 Refinancing of non-recourse debt 

The interest rate of the non-recourse debt in a leveraged lease transaction is an important assumption in 
the leveraged lease model. If, as a result of refinancing non-recourse debt (in a lease that is currently 
classified as a leveraged lease), the lessor’s cash flow assumptions change, the revised cash flows under 
the refinanced debt should be reflected and a cumulative catch-up adjustment recorded as noted in 
section 10.3.4, Change in leveraged lease assumptions. 

If the lessor refinances the non-recourse debt subsequent to the inception of the lease and either 
borrowed an amount greater than the original non-recourse loan principal at the inception of the lease or 
greater than the existing non-recourse loan principal at the time of the refinancing, we believe it would be 
inappropriate to treat the borrowings in excess of the outstanding principal at the time of the refinancing 
as part of the leveraged lease. Instead, such additional borrowings should be recorded separately in the 
financial statements as opposed to being offset in the net investment in leveraged lease.  

10.3.4.6 Changes in terms and conditions of a leveraged lease 

As discussed in section 10.1, Introduction and grandfathering, a lessor and a lessee may enter into an 
amendment to modify the terms and conditions of an existing leveraged lease, or the lessee may exercise 
an option to extend a leveraged lease that it was not previously reasonably assured of exercising. As 
indicated in ASC 842-10-65-1(z), once an existing leveraged lease is modified on or after the effective 
date of ASC 842, the existing leveraged lease is accounted for as a new lease as of the effective date of 
the modification in accordance with the guidance in ASC 842-10 and ASC 842-30. As a result, the 
leveraged lease classification and accounting is no longer applicable to the modified lease.  

10.3.5 Impact of delayed equity investment on leveraged lease accounting  
Excerpt from Accounting Standards Codification 
Master Glossary 

Delayed Equity Investment 

In leveraged lease transactions that have been structured with terms such that the lessee's rent 
payments begin one to two years after lease inception, equity contributions the lessor agrees to make (in 
the lease agreement or a separate binding contract) that are used to service the nonrecourse debt during 
this brief period. The total amount of the lessor's contributions is specifically limited by the agreements. 

Leases — Leveraged Lease Arrangements 

Implementation Guidance and Illustrations 

842-50-55-2 
A delayed equity investment frequently obligates the lessor to make up the shortfall between rent 
and debt service in the first several years of the transaction. The type of recourse debt resulting from 
the delayed equity investment does not contradict the notion of nonrecourse and, therefore, does not 
preclude leveraged lease accounting as long as other requirements of leveraged lease accounting are 
met. The lessor’s related obligation should be recorded as a liability at present value at lease inception. 

842-50-55-3 
Recognition of the liability would increase the lessor’s net investment on which the lessor bases its 
pattern of income recognition. While the increase to the net investment results in an increase in 
income, it may be offset by the accrual of interest on the liability. 
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Leveraged lease transactions are sometimes structured with terms such that the lessee’s rent payments 
begin one to two years after inception of the lease. In these transactions, the lessor normally is required 
to make up the shortfall between rent and debt service in the first several years of the transaction by 
agreeing, in the lease agreement or a separate binding contract, to make equity contributions that are 
used to service the non-recourse debt during this brief period. This arrangement is commonly referred to 
as a delayed equity investment, which typically is limited to the amounts specified, and is measurable at 
the inception of the lease. The debt is non-recourse to the lessor; however, the creditor frequently has 
recourse to the lessor’s general credit for the debt service contributions. As discussed in section 10.1, 
Introduction and grandfathering, one of the required characteristics of a leveraged lease is that the 
financing provided by the long-term creditor must be non-recourse as to the general credit of the lessor. 

The type of recourse debt resulting from the delayed equity investment does not contradict the notion of 
non-recourse for purposes of qualifying for leveraged lease. As such, recourse debt resulting from the 
delayed equity investment does not preclude leveraged lease accounting as long as other requirements of 
leveraged lease accounting are met. The lessor’s obligation for the delayed equity investment should be 
recorded as a liability at present value at the inception of the lease. The lessor’s net investment on which 
the lessor bases its pattern of income recognition would reflect the delayed equity investment (i.e., the net 
investment would increase due to the recognition of the liability). While the increase to the net investment 
results in an increase in income, it tends to be offset by the accrual of interest on the liability. 

10.3.6 Leveraged lease — comprehensive illustration 
ASC 842-50-55-6 through 55-15 provides an illustration of accounting and financial statement 
presentation for leveraged leases. The illustration begins with a set of assumptions and uses them to 
prepare an analysis of cash flows by years. This analysis provides the basis for the calculation of the net 
investment in the leased property. Below is a summarized version of the illustration. 

Illustration 35 — Accounting for leveraged leases 

In the illustration, a $1,000,000 asset is financed by a $600,000 non-recourse borrowing and 
$400,000 of equity investment by the lessor (it is assumed there are no initial direct costs). The 
components of total income to be earned follows: 

Total rentals, including residual value  $ 1,550,000  $ 1,550,000 
Tax depreciation   (1,000,000)  
Loan interest   (516,530)   (516,530) 
Taxable income   33,470  
Assumed tax rate/tax effect  X 50.4%   (16,869) 
Loan principal    (600,000) 
Investment tax credit    100,000 
Initial investment     (400,000) 
Total lease income   $ 116,601 

The net investment at the beginning of the first year is $400,000, and the net investment and related 
deferred taxes at the end of the first year are calculated as follows: 

Net investment:  
Initial investment  $ 400,000 
Annual rental   (90,000) 
Loan interest and principal payment    74,435 
Investment tax credit realized   (100,000) 
Income realized (see below):  

Pretax lease income   9,929 
Investment tax credit   29,663 

  $ 324,027 
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Deferred taxes:   
First year tax loss:  

Annual rental  $ 90,000 
Tax depreciation   (142,857) 
Loan interest   (54,000) 

   (106,857) 
Assumed tax rate   X 50.4% 
  $ (53,856) 
Tax effect of pretax lease income recognized (see below)   (5,004) 
  $ (58,860) 

The net investment at the beginning of the second year for purposes of computing income is 
$265,167 ($324,027 net investment less $58,860, the deferred taxes). 

The rate that is applied to each year’s beginning net investment in calculating annual income is the 
sum of the net investment in positive years divided into the total income to be earned on the lease. In 
the illustration, the total income ($116,601) is divided by the sum of the positive net investment 
amounts ($1,348,477) to produce a rate of 8.647%. This rate is applied to the initial net investment of 
$400,000 and results in $34,588 as the amount of income to be recognized for the first year. The 
first year’s income is allocated to its components based on the relationship of the components of total 
income to be earned as follows: 

Component  Total income 
Percentage of 

total 
 First year income 
 Total Components 

Pretax lease income  $ 33,470   28.705% x  $ 34,588  $ 9,929 
Tax effect of pretax lease 
income   (16,869)   (14.467) x   34,588   (5,004) 
Investment tax credit   100,000   85.762 x   34,588   29,663 
  $ 116,601   100.000%    $ 34,588 
      

 

10.4 Disclosures 
Excerpt from Accounting Standards Codification 
Leases — Leveraged Lease Arrangements 

Disclosure 

842-50-50-1 
If 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 842-50-25-1 shall be disclosed in the notes to financial statements. 

842-50-50-2 
For guidance on disclosures about financing receivables, which include receivables relating to a 
lessor’s rights to payments from leveraged leases, see the guidance beginning in paragraphs 310-10-
50-5A, 310-10-50-27, and 310- 10-50-31. 
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Pending Content: 
Transition Date: (P) December 16, 2019; (N) December 16, 2020 | Transition Guidance: 326-10-65-1 

Editor’s note: The content of paragraph 842-50-50-2 will change upon the adoption of ASU 2016-13: 

For guidance on disclosures about financing receivables, which include receivables relating to a 
lessor’s rights to payments from leveraged leases, see the guidance beginning in Subtopic 326-20 
on financial instruments measured at amortized cost and paragraph 310-10-50-31. 

842-50-50-3 
If accounting for the effect on leveraged leases of the change in tax rates results in a significant variation 
from the customary relationship between income tax expense and pretax accounting income and the 
reason for that variation is not otherwise apparent, the lessor shall disclose the reason for that variation. 

840-30-S99-2 
The following is the text of SEC Observer Comment: Effect of a Change in Tax Law or Rates on 
Leveraged Leases. 

EY’s note: This SAB Topic has not been updated to reflect the content of ASU 2016-02 

Section 840-30-35 requires that all components of a leveraged lease be recalculated from inception of 
the lease based on the revised after-tax cash flows arising from the change in the tax law, including 
revised tax rates. The difference between the amounts originally recorded and the recalculated 
amounts would be included in income of the year in which the tax law is enacted. 

This accounting may have distortive effects on the ratio of earnings to fixed charges ("the ratio") as 
calculated. For example, a favorable after-tax effect might consist of an unfavorable adjustment to 
pretax income that is more than offset by a favorable adjustment to income tax expense. In those 
circumstances, despite the overall favorable effect, the ratio as calculated pursuant to the applicable 
instructions to Item 503(d) of Regulation S-K would be affected negatively because the "earnings" 
component of the ratio is based on pretax income. 

In filings with the Commission the SEC staff will expect the cumulative effect on pretax income and 
income tax expense, if material, to be reported as separate line items in the income statement. SEC 
staff will not object to exclusion of an unfavorable pretax adjustment from the "earnings" component 
of the ratio, in cases in which the after-tax effect is favorable, provided that (1) such exclusion is 
adequately identified and explained in connection with all disclosures and discussions relating to the 
ratio and (2) supplemental disclosure is made of the ratio as calculated in accordance with the 
applicable instructions. 
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11 Effective date and transition 

11.1 Effective date 
Excerpts from Accounting Standards Codification 
Master Glossary 

Not-for-Profit Entity 
An entity that possesses the following characteristics, in varying degrees, that distinguish it from 
a business entity: 

a. Contributions of significant amounts of resources from resource providers who do not expect 
commensurate or proportionate pecuniary return 

b. Operating purposes other than to provide goods or services at a profit 

c. Absence of ownership interests like those of business entities.  

Entities that clearly fall outside this definition include the following: 

a. All investor-owned entities 

b. Entities that provide dividends, lower costs, or other economic benefits directly and 
proportionately to their owners, members, or participants, such as mutual insurance entities, 
credit unions, farm and rural electric cooperatives, and employee benefit plans. 

Public Business Entity 
A public business entity is a business entity meeting any one of the criteria below. Neither a not-for-
profit entity nor an employee benefit plan is a business entity. 

a. It is required by the U.S. Securities and Exchange Commission (SEC) to file or furnish financial 
statements, or does file or furnish financial statements (including voluntary filers), with the SEC 
(including other entities whose financial statements or financial information are required to be or 
are included in a filing). 

b. It is required by the Securities Exchange Act of 1934 (the Act), as amended, or rules or 
regulations promulgated under the Act, to file or furnish financial statements with a regulatory 
agency other than the SEC. 

c. It is required to file or furnish financial statements with a foreign or domestic regulatory agency in 
preparation for the sale of or for purposes of issuing securities that are not subject to contractual 
restrictions on transfer. 

d. It has issued, or is a conduit bond obligor for, securities that are traded, listed, or quoted on an 
exchange or an over-the-counter market. 

e. It has one or more securities that are not subject to contractual restrictions on transfer, and it is 
required by law, contract, or regulation to prepare U.S. GAAP financial statements (including 
footnotes) and make them publicly available on a periodic basis (for example, interim or annual 
periods). An entity must meet both of these conditions to meet this criterion. 

An entity may meet the definition of a public business entity solely because its financial statements or 
financial information is included in another entity’s filing with the SEC. In that case, the entity is only a 
public business entity for purposes of financial statements that are filed or furnished with the SEC. 
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Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
The following represents the transition and effective date information related to Accounting Standards 
Update No. 2016-02, Leases (Topic 842): 

a.  A public business entity, a not-for-profit entity that has issued or is a conduit bond obligor for 
securities that are traded, listed, or quoted on an exchange or an over-the-counter market, and 
an employee benefit plan that files or furnishes financial statements with or to the U.S. Securities 
and Exchange Commission shall apply the pending content that links to this paragraph for 
financial statements issued for fiscal years beginning after December 15, 2018, and interim 
periods within those fiscal years. Earlier application is permitted. 

b.  All other entities shall apply the pending content that links to this paragraph for financial 
statements issued for fiscal years beginning after December 15, 2019, and interim periods within 
fiscal years beginning after December 15, 2020. Earlier application is permitted. 

ASU 2016-02 is effective for annual periods beginning after 15 December 2018 (i.e., 1 January 2019 
for a calendar-year entity), and interim periods within those years, for PBEs and both of the following: 

• Not-for-profit entities that have issued, or are conduit bond obligors for, securities that are traded, 
listed or quoted on an exchange or an over-the-counter market 

• Employee benefit plans that file or furnish financial statements with or to the SEC 

For all other entities, ASU 2016-02 is effective for annual periods beginning after 15 December 2019 
(i.e., 1 January 2020 for a calendar-year entity), and interim periods beginning after 15 December 2020 
(i.e., 1 January 2021 for a calendar-year entity). 

Interim adoption 

Early adoption is permitted for all entities. ASU 2016-02 neither specifically addresses nor prohibits 
early adoption in an interim period other than the first interim period. We believe an entity can early 
adopt the standard in an interim period other than the first interim period; however, the adoption would 
be reflected as of the beginning of the annual period in accordance with ASC 250. For example, if a 
calendar-year entity early adopts in the second quarter of 2017, it should reflect the adoption of 
ASU 2016-02 as if it had adopted the standard on 1 January 2017. The next time an entity presents its 
financial statements for the first quarter of 2017 (i.e., in the first quarter of 2018), it would adjust them 
to reflect the adoption of ASU 2016-02.  

11.1.1 Disclosure prior to adoption 
Entities subject to SEC reporting requirements should provide disclosures about the effects of ASU 2016-02 
in registration statements and periodic reports filed with the SEC. As noted in SEC Staff Accounting Bulletin 
(SAB) Topic 11.M, the SEC staff expects disclosure of the potential effects of new standards if they are 
known. These entities should make the following disclosures within MD&A and the financial statements: 

• A brief description of the new standard, the date that adoption is required and the date that the 
registrant plans to adopt, if earlier 

• A discussion of the method of adoption allowed, including whether the optional practical expedients 
will be applied (refer to section 11.2.2, Transition practical expedients) 
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• A discussion of the effect the standard is expected to have on the financial statements or, if the 
effect isn’t known or reasonably estimable, a statement to that effect 

• Disclosure of other significant matters that the entity believes might result from adopting the 
standard (e.g., planned or intended changes in business practices, effect on debt covenants, etc.) 

For example, a company may disclose the following: 

• In February 2016, the FASB issued guidance codified in ASC 842, Leases, which supersedes the 
guidance in ASC 840, Leases. ASC 842 will be effective for the Company on 1 January 2019, and the 
Company expects to apply the transition practical expedients allowed by the standard. Footnote XX 
provides details on the Company’s current lease arrangements. While the Company continues to 
evaluate the provisions of ASC 842 to determine how it will be affected, the primary effect of 
adopting the new standard will be to record assets and obligations for current operating leases. Upon 
adoption, based on leases in place as of 31 December 2016, the Company expects to recognize assets 
and liabilities of approximately $X million related to our operating leases. The adoption of ASC 842 is 
not expected to have a material impact on the Company’s results of operations or cash flows. 

Consistent with SAB Topic 11.M, at a September 2016 Emerging Issues Task Force Meeting, the SEC 
Observer said that if a registrant does not know or cannot reasonably estimate the effect that the 
adoption of a new standard will have on its financial statements, it should make a statement to that 
effect and consider providing qualitative disclosures to help the reader assess the significance of the 
effect on the registrant’s financial statements. These qualitative disclosures should include a description 
of the new standard’s effect on the registrant’s accounting policies and provide a comparison to the 
registrant’s current accounting policies. The SEC Observer also said that registrants should describe the 
status of their processes to implement the new standards and the significance of any implementation 
matters yet to be addressed in those processes. The SEC staff expects an entity’s disclosures to evolve in 
each reporting period as more information about the effects of a new standard becomes available. 
Members of the SEC staff have said that disclosure of the probable outcomes of applying new accounting 
standards, including ASC 842, will be a focus in reviews of registrants’ 10-K filings. 

11.1.2 Adoption of ASU 2016-02 before the adoption of the new revenue recognition 
standard 
Because early adoption is permitted, an entity may adopt ASU 2016-02 before it adopts the new revenue 
recognition standard (ASC 606). The FASB aligned several concepts in ASC 842 with concepts in 
ASC 606 (e.g., determining whether the transfer of an asset is a sale in a sale and leaseback transaction) 
and in some cases required lessors to apply specific guidance in ASC 606 to their leasing transactions 
(e.g., for a lessor’s allocation of the consideration in the contract). Therefore, an entity that adopts the 
new leasing guidance before it adopts the new revenue guidance may need to apply certain concepts in 
ASC 606 when accounting for leases.  
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11.2 Transition 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
c. In the financial statements in which an entity first applies the pending content that links to this 

paragraph, the entity shall recognize and measure leases within the scope of the pending content 
that links to this paragraph that exist at the beginning of the earliest comparative period 
presented, using the approach described in (i) through (ee). 

d. An entity shall adjust equity at the beginning of the earliest comparative period presented, and 
the other comparative amounts disclosed for each prior period presented in the financial 
statements, as if the pending content that links to this paragraph had always been applied, 
subject to the requirements in (h) through (ee). 

e. If a lessee elects not to apply the recognition and measurement requirements in the pending 
content that links to this paragraph to short-term leases, the lessee shall not apply the approach 
described in (k) through (t) to short-term leases. 

See Examples 28 through 29 (paragraphs 842-10-55-243 through 55-254) for illustrations of the 
transition requirements. 

ASU 2016-02’s transition provisions are applied as of the beginning of the earliest comparative period 
presented in the financial statements. As illustrated below, a calendar-year entity that adopts ASU 2016-02 
on 1 January 2019 and presents three-year comparative financial statements applies the transition 
provisions on 1 January 2017 (i.e., the beginning of the earliest comparative period presented).  

 

* Public entities include PBEs and certain not-for-profit entities and employee benefit plans. 
** Assumes two years of comparative financial statements are presented. 

Lessees that make an accounting policy election (by class of underlying asset to which the right of use 
relates) to apply the short-term lease exception do not apply the lessee transition provisions discussed in 
section 11.3, Lessee transition, to qualifying leases. Refer to section 4.1.1, Short-term leases, for a 
discussion of identifying a short-term lease. 

Lessees and lessors are required to adopt ASU 2016-02 using a modified retrospective approach for all 
leases that exist at or commence after the beginning of the earliest comparative period presented, and 
they have an option to use certain practical expedients (refer to section 11.2.2, Transition practical 
expedients). Lessees and lessors are prohibited from using a full retrospective transition approach. 

** 
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The FASB indicated in the Basis for Conclusions (BC 391) that applying a modified retrospective 
transition approach will not produce the same accounting result as a full retrospective approach, but the 
results will be similar, and the benefits of a more precise transition approach would not justify the costs. 

11.2.1 SEC reporting considerations 
At the 21 March 2016 SEC Regulations Committee Joint Meeting with SEC staff, the staff indicated that 
the selected financial data table (Item 301 of Regulation S-K) should follow the transition provisions of 
ASU 2016-02 (i.e., the new leasing standard will be applied as of the beginning of the earliest 
comparative period presented in the financial statements). For example, an SEC registrant’s Form 10-K 
for the year ending 31 December 2019 will include financial statements for each of the three years in the 
period ending 31 December 2019. In this example, 1 January 2017 would be the beginning of the 
earliest comparative period presented in the financial statements. The registrant will not be required to 
apply the new leasing standard in the selected financial data table for periods prior to 1 January 2017 
(i.e., 2016 and 2015). Consistent with Instruction 2 to S-K Item 301, the registrant should disclose the 
lack of comparability of the data presented in the financial data table (if material). 

The SEC staff in the Division of Corporation Finance also updated its Financial Reporting Manual to add 
its view that the date of initial application for purposes of the new leases standard would not change if a 
registrant is required to provide financial statements for earlier periods when issuing retrospectively 
revised financial statements for a registration statement filed in the year of adoption. For example, 
assume an entity adopts ASC 842 effective 1 January 2019, resulting in an initial application date of 
1 January 2017 and files its 10-Q for the first quarter in April 2019. The entity then files a registration 
statement in May 2019 that includes the financial statements for the years ended 31 December 2016, 
2017 and 2018. The SEC staff’s Financial Reporting Manual clarifies that the entity would not be 
required to adjust its date of initial application to 1 January 2016 as a result of reissuing its 2016 
financial statements in its registration statement following adoption of the new guidance. 

11.2.2 Transition practical expedients  
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
f. An entity may elect the following practical expedients, which must be elected as a package and 

applied consistently by an entity to all of its leases (including those for which the entity is a lessee 
or a lessor), when applying the pending content that links to this paragraph to leases that 
commenced before the effective date: 

1. An entity need not reassess whether any expired or existing contracts are or contain leases. 

2. An entity need not reassess the lease classification for any expired or existing leases (that is, 
all existing leases that were classified as operating leases in accordance with Topic 840 will 
be classified as operating leases, and all existing leases that were classified as capital leases 
in accordance with Topic 840 will be classified as finance leases). 

3. An entity need not reassess initial direct costs for any existing leases. 

g. An entity also may elect a practical expedient, which must be applied consistently by an entity to 
all of its leases (including those for which the entity is a lessee or a lessor) to use hindsight in 
determining the lease term (that is, when considering lessee options to extend or terminate the 
lease and to purchase the underlying asset) and in assessing impairment of the entity’s right-of-
use assets. This practical expedient may be elected separately or in conjunction with the practical 
expedients in (f). 

https://www.sec.gov/divisions/corpfin/cffinancialreportingmanual.pdf
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The package of practical expedients 

Lessees and lessors are permitted to make an election to apply a package of practical expedients that 
allow them not to reassess: 

1. Whether any expired or existing contracts are or contain leases. Because ASC 840’s accounting for 
operating leases and service contracts is similar, entities may not have always focused on 
determining whether an arrangement is a lease or a service contract. Some entities may need to 
revisit assessments made under ASC 840 because, under ASC 842, most operating leases are 
recognized on lessees’ balance sheets, and the effects of accounting for an arrangement as a service 
instead of a lease may be material. The FASB noted in the Basis for Conclusions (BC 393 (a)) that the 
practical expedient that permits entities not to reassess whether any expired or existing contracts 
contain leases does not grandfather incorrect assessments made under ASC 840 (i.e., the practical 
expedient applies only to arrangements that were appropriately assessed under ASC 840). 

2. Lease classification for any expired or existing leases. 

3. Initial direct costs for any expired or existing leases (i.e., whether those costs qualify for 
capitalization under ASC 842). 

These three practical expedients must be elected as a package and must be consistently applied to all leases. 
An entity cannot choose which of the individual practical expedients to apply or which leases to apply them 
to (i.e., an entity must apply all three of these practical expedients to all leases or apply none of them). 

The hindsight practical expedient 

Entities are also permitted to make an election to use hindsight when determining lease term 
(i.e., evaluating a lessee’s option to renew or terminate the lease or to purchase the underlying asset) 
and assessing impairment of right-of-use assets (lessees only). Entities would consider all facts and 
circumstances that have changed, through to the effective date, in applying hindsight. However, entities 
would not consider events that occurred after the effective date, but prior to the first time it issues its 
financial statements reflecting the adoption of ASC 842 (i.e., hindsight only extends to the effective 
date). The hindsight practical expedient may be elected separately or in conjunction with the package of 
practical expedients described above. An entity must apply this practical expedient to all leases or apply it 
to none of them. 

If the entity does not elect the package of practical expedients, the assessment of lease classification could 
be impacted by a change in lease term if the entity elects to apply the hindsight practical expedient. The use 
of the hindsight practical expedient only impacts lease classification if the package of practical expedients is 
not elected. 

11.2.3 Reassessment of lease classification 
An entity that does not elect to apply the package of practical expedients to all of its leases, as discussed 
in section 11.2.2, Transition practical expedients, reassesses lease classification at the later of the 
commencement date of the lease or the effective date of the most recent lease modification as if the entity 
had always applied ASC 842. However, an entity may separately elect to apply the hindsight practical 
expedient to all leases (also discussed in 11.2.2., Transition practical expedients). In that circumstance, 
an entity would use hindsight to reassess the lease term for both lease classification and measurement.  

If the entity does not elect the package of practical expedients, the assessment of lease classification could 
be impacted by a change in the lease term if the entity elects to apply the hindsight practical expedient. 
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11.2.4 Impairment of right-of-use assets prior to the effective date 
The guidance in ASC 842-10-65-1(g) and 842-20-35-3(b) requires a lessee to consider whether a right-
of-use asset was impaired prior to the effective date. Questions have been raised about whether the 
lessee should reevaluate the asset group that includes the operating lease or simply the newly 
recognized right-of-use asset as a single unit of account. Based on a 2016 FASB Technical Inquiry, the 
FASB staff believes that prior to the effective date, a lessee’s impairment analysis would consider the 
right-of-use asset as its own unit of account rather than part of an ASC 360 asset group. In contrast, 
after the effective date, the FASB staff confirmed that a right-of-use asset would be evaluated for 
impairment as part of an asset group, following the principles of ASC 360. Refer to our Financial 
reporting developments publication, Impairment or disposal of long-lived assets, for discussion of 
grouping assets when performing impairment evaluations.  

Given the unit of account, before the effective date, is the right-of-use asset, the FASB staff also believes 
that lessees should not reassess the measurement and allocation of impairment losses recognized prior 
to the effective date when a right-of-use asset is recognized upon adoption of ASC 842. That is, the 
amount of loss recognized within an asset group and the loss allocated to individual long-lived assets 
within the group would not change as a result of adopting ASC 842, even if the loss occurred after the 
beginning of the earliest comparative period presented. Any incremental impairment loss resulting from 
the recognition of the right-of-use asset (as a single unit of account) would not be allocated amongst any 
other assets in the asset group. The FASB staff noted that the Board intended to limit the need for dual 
record keeping during the transition period. 

11.2.5 Arrangements agreed to or committed to before the reporting period 
beginning after 28 May 2003 
Under EITF 01-8, Determining whether an arrangement contains a lease, arrangements that were agreed 
to or committed to before the beginning of the reporting period beginning after 28 May 2003 (and not 
subsequently modified or acquired in a business combination) were grandfathered from determining 
whether the arrangement contains a lease in the context of ASC 840. Although ASC 842 does not 
specifically retain this exception, we believe if an entity elects to apply the package of practical 
expedients to all leases as discussed in section 11.2.2, Transition practical expedients, the entity would 
not reassess whether those grandfathered arrangements are or contain leases. If an entity does not elect 
to apply the package of practical expedients, it is required to reassess all contracts using the provisions 
of ASC 842, including those grandfathered by EITF 01-8, to determine if they are or contain leases.  

11.3 Lessee transition 
A lessee that elects the package of practical expedients (discussed in section 11.2.2, Transition practical 
expedients) applies the transition guidance described in the following sections of this publication. 

Classification prior to adoption Classification subsequent to adoption  Section 
Capital lease Finance lease  11.3.1 
Operating lease  Operating lease  11.3.3 

A lessee that does not elect the package of practical expedients (discussed in section 11.2.2, Transition 
practical expedients) applies the transition guidance described in the following sections of this publication.  

Classification prior to adoption Classification subsequent to adoption Section 
Capital lease Finance lease  11.3.1 
Capital lease  Operating lease  11.3.2 
Operating lease  Finance lease  11.3.3 
Operating lease  Operating lease  11.3.3 

http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_BB1887_Impairment_1August2016/$FILE/FinancialReportingDevelopments_BB1887_Impairment_1August2016.pdf
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11.3.1 Leases previously classified as capital leases under ASC 840 that are 
classified as finance leases under ASC 842  
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
r. For each lease classified as a finance lease in accordance with this Topic, a lessee shall do all of 

the following: 

1. Recognize a right-of-use asset and a lease liability at the carrying amount of the lease asset 
and the capital lease obligation in accordance with Topic 840 at the later of the beginning of 
the earliest comparative period presented or the commencement date of the lease. 

2. Include any unamortized initial direct costs that meet the definition of initial direct costs in 
this Topic in the measurement of the right-of-use asset established in (r)(1). 

3. Write off, as an adjustment to equity, any unamortized initial direct costs at the later of the 
beginning of the earliest period presented in the financial statements or the commencement 
date of the lease that do not meet the definition of initial direct costs in this Topic and that 
are not included in the measurement of the capital lease asset under Topic 840 (unless the 
lessee elects the practical expedients described in (f)). 

4. Subsequently measure the right-of-use asset and the lease liability in accordance with Section 
840-20-35 before the effective date. 

5. Apply the subsequent measurement guidance in paragraphs 842-20-35-4 through 35-5 
and 842-20-35-8 after the effective date. However, when applying the pending content in 
paragraph 842-20-35-4, a lessee shall not remeasure the lease payments for amounts 
probable of being owed under residual value guarantees in accordance with paragraph 
842-10-35-4(c)(3). 

6. Classify the assets and liabilities held under capital leases as right-of-use assets and lease 
liabilities arising from finance leases for the purposes of presentation and disclosure. 

t. If a modification to the contractual terms and conditions occurs on or after the effective date, and 
the modification does not result in a separate contract in accordance with paragraph 842-10-25-8, 
or the lessee is required to remeasure the lease liability in accordance with paragraph 842-20-35-4, 
the lessee shall subsequently account for the lease in accordance with the requirements in this 
Topic beginning on the effective date of the modification or the remeasurement date. 

If an entity elects to apply the package of practical expedients, as described in section 11.2.2, Transition 
practical expedients, capital leases under ASC 840 become finance leases under ASC 842 (i.e., lease 
classification is not reassessed in transition). An entity that does not elect the package of practical 
expedients reassesses whether the arrangement is or contains a lease, lease classification and whether 
previously capitalized costs continue to qualify as initial direct costs. If lease classification changes from 
a capital lease to an operating lease, refer to section 11.3.2, Leases previously classified as capital leases 
under ASC 840 that are classified as operating leases under ASC 842.  

If the entity does not elect the package of practical expedients, the assessment of lease classification 
could be impacted by a change in lease term if the entity elects to apply the hindsight practical expedient 
to all leases (described in 11.2.2, Transition practical expedients). If lease classification changes from a 
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capital lease to an operating lease, refer to section 11.3.2, Leases previously classified as capital leases 
under ASC 840 that are classified as operating leases under ASC 842. The use of the hindsight practical 
expedient might impact lease classification only if the package of practical expedients is not elected. 

For a capital lease that exists at the beginning of the earliest comparative period presented or commences 
before the effective date and is classified as a finance lease under ASC 842: 

• The lessee initially recognizes a finance lease right-of-use asset and lease liability at the later of 
(1) the beginning of the earliest comparative period presented and (2) the commencement date of 
the lease, measured at the carrying amount of the capital lease asset and capital lease obligation 
under ASC 840. 

• The lessee recognizes, as part of the finance lease right-of-use asset, unamortized initial direct costs. 
If the entity has not elected to apply the package of practical expedients (refer to section 11.2.2, 
Transition practical expedients), any initial direct costs that do not qualify for capitalization under 
ASC 842 would be written off as an adjustment to equity.  

• During the periods prior to the effective date, the lessee accounts for the finance lease right-of-use 
asset and lease liability in accordance with the subsequent measurement guidance for capital leases 
in ASC 840. 

If the entity elects to apply the hindsight practical expedient (refer to section 11.2.2, Transition practical 
expedients) and concludes the lease term should change, we believe the entity would adjust the initial 
recognition of the carrying amount of the capital lease asset and capital lease obligation to reflect the 
amounts that would have been recorded under ASC 840 had the revised lease term always been assumed. 

Beginning on the effective date, a lessee accounts for the finance lease right-of-use asset and lease 
liability in accordance with the subsequent measurement guidance in ASC 842 (refer to section 4.3.2, 
Subsequent measurement), except that a lessee does not remeasure the finance lease right-of-use asset 
or lease liability for changes in the amount that it is probable it will owe under a residual value guarantee. 

If the lease is modified (i.e., the terms and conditions of the contract are changed in a way that results in 
a change in the scope of or the consideration for the lease) on or after the effective date and the 
modified lease is not accounted for as a separate contract, or if the lessee is required to remeasure the 
lease liability in accordance with ASC 842-20-35-4, the lessee applies the subsequent measurement 
guidance in ASC 842 from the date of modification or remeasurement. 

11.3.2  Leases previously classified as capital leases under ASC 840 that are 
classified as operating leases under ASC 842 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
s. For each lease classified as an operating lease in accordance with this Topic, a lessee shall do 

the following: 

1. Derecognize the carrying amount of any capital lease asset and capital lease obligation in 
accordance with Topic 840 at the later of the beginning of the earliest comparative period 
presented or the commencement date of the lease. Any difference between the carrying 
amount of the capital lease asset and the capital lease obligation shall be accounted for in 
the same manner as prepaid or accrued rent. 
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2. Recognize a right-of-use asset and a lease liability in accordance with paragraph 842-20-35-
3 if the lease commenced before the beginning of the earliest period presented in the 
financial statements. 

3. Recognize a right-of-use asset and a lease liability in accordance with paragraph 842-20-30-
1 at the commencement date of the lease if the lease commenced after the beginning of the 
earliest period presented in the financial statements. 

4. Account for the operating lease in accordance with the guidance in Subtopic 842-20 after 
initial recognition in accordance with (s)(2) or (s)(3). 

5. Write off, as an adjustment to equity, any unamortized initial direct costs at the later of the 
beginning of the earliest period presented in the financial statements or the commencement 
date of the lease that do not meet the definition of initial direct costs in this Topic. 

t. If a modification to the contractual terms and conditions occurs on or after the effective date, 
and the modification does not result in a separate contract in accordance with paragraph 
842-10-25-8, or the lessee is required to remeasure the lease liability in accordance with 
paragraph 842-20-35-4, the lessee shall subsequently account for the lease in accordance with 
the requirements in this Topic beginning on the effective date of the modification or the 
remeasurement date. 

If an entity elects to apply the package of practical expedients described in section 11.2.2, Transition 
practical expedients, leases classified as capital leases under ASC 840 become finance leases under 
ASC 842 (i.e., lease classification is not reassessed in transition), and the guidance in this section is 
not applicable. In that case, the guidance in section 11.3.1, Leases previously classified as capital leases 
under ASC 840 that are classified as finance leases under ASC 842, is applicable. 

If an entity does not elect to apply the package of practical expedients but does apply the hindsight 
practical expedient (refer to section 11.2.2, Transition practical expedients) and concludes the lease term 
should change, the effect of that change could impact both the classification and measurement of a lease 
existing in the comparative periods. If the lessee concludes the lease is now an operating lease, the change 
in lease term (and corresponding change in lease payments and assessment of previous impairments of 
the right-of-use asset) would affect the initial measurement of the operating lease right-of-use asset and 
lease liability recognized. If the lease becomes a finance lease, refer to section 11.3.1, Leases previously 
classified as capital leases under ASC 840 that are classified as finance leases under ASC 842.  

For a capital lease that exists at the beginning of the earliest comparative period presented or commences 
before the effective date that is classified as an operating lease under ASC 842, a lessee: 

• Derecognizes the carrying amount of the capital lease asset and capital lease obligation at the later 
of (1) beginning of the earliest comparative period presented or (2) the commencement date of the 
lease (prior to the effective date), and accounts for any difference between the carrying amount of 
the capital lease asset and the capital lease obligation as prepaid or accrued rent 

• Recognizes an operating lease right-of-use asset and lease liability in accordance with ASC 842’s 
subsequent measurement guidance if the lease commenced before the beginning of the earliest 
comparative period presented or in accordance with ASC 842’s initial measurement guidance if the 
lease commenced after the beginning of the earliest comparative period presented (refer to section 
4.2.1, Initial measurement, and 4.2.2, Subsequent measurement) 

• Writes off any unamortized initial direct costs that do not qualify for capitalization under ASC 842 as 
an adjustment to equity at the later of (1) the beginning of the earliest comparative period presented 
and (2) the commencement date of the lease 
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After initial recognition, a lessee accounts for the operating lease in accordance with ASC 842’s guidance 
on operating leases. 

11.3.3 Leases previously classified as operating leases under ASC 840 that are 
classified as operating or finance leases under ASC 842 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
k. A lessee should initially recognize a right-of-use asset and a lease liability at the later of the 

beginning of the earliest period presented in the financial statements and the commencement 
date of the lease. 

l. Unless, on or after the effective date, the lease is modified (and that modification is not accounted 
for as a separate contract in accordance with paragraph 842-10-25-8) or the lease liability is 
required to be remeasured in accordance with paragraph 842-20-35-4, a lessee shall measure the 
lease liability at the present value of the sum of the following, using a discount rate for the lease 
(which, for entities that are not public business entities, can be a risk-free rate determined in 
accordance with paragraph 842-20-30-3) established at the later of the beginning of the earliest 
period presented in the financial statements and the commencement date of the lease: 

1. The remaining minimum rental payments (as defined under Topic 840). 

2. Any amounts probable of being owed by the lessee under a residual value guarantee. 

m. For each lease classified as an operating lease in accordance with paragraphs 842-10-25-2 
through 25-3, a lessee shall initially measure the right-of-use asset at the initial measurement of 
the lease liability adjusted for both of the following: 

1. The items in paragraph 842-20-35-3(b), as applicable. 

2. The carrying amount of any liability recognized in accordance with Topic 420 on exit or 
disposal cost obligations for the lease. 

n. For each lease classified as an operating lease in accordance with paragraphs 842-10-25-2 
through 25-3, a lessee shall subsequently measure the right-of-use asset throughout the 
remaining lease term in accordance with paragraph 842-20-35-3(b). If the initial measurement of 
the right-of-use asset in (m) is adjusted for the carrying amount of a liability recognized in 
accordance with Topic 420 on exit or disposal cost obligations for the lease, the lessee shall apply 
the recognition and subsequent measurement guidance in Sections 842-20-25 and 842-20-35, 
respectively, when the right-of-use asset has been impaired. 

o. For each lease classified as a finance lease in accordance with paragraph 842-10-25-2, a lessee 
shall measure the right-of-use asset as the applicable proportion of the lease liability at the 
commencement date, which can be imputed from the lease liability determined in accordance 
with (l). The applicable proportion is the remaining lease term at the beginning of the earliest 
comparative period presented relative to the total lease term. A lessee shall adjust the right-of-
use asset recognized by the carrying amount of any prepaid or accrued lease payments and the 
carrying amount of any liability recognized in accordance with Topic 420 for the lease. 
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p. Any unamortized initial direct costs at the later of the beginning of the earliest period presented 
in the financial statements or the commencement date of the lease that do not meet the 
definition of initial direct costs in this Topic shall be written off as an adjustment to equity at the 
later of the beginning of the earliest period presented in the financial statements and the 
commencement date of the lease. 

q. If a modification to the contractual terms and conditions occurs on or after the effective date, and 
the modification does not result in a separate contract in accordance with paragraph 842-10-25-8, 
or the lessee is required to remeasure the lease liability for any reason (see paragraphs 842-20-35-4 
through 35-5), the lessee shall follow the requirements in this Topic from the effective date of 
the modification or the remeasurement date.  

If an entity elects to apply the package of practical expedients (refer to section 11.2.2, Transition 
practical expedients), operating leases under ASC 840 become operating leases under ASC 842 
(i.e., lease classification is not reassessed in transition). An entity that does not elect the package of 
practical expedients reassesses whether the arrangement is a lease, lease classification and whether 
previously capitalized lease costs continue to qualify as initial direct costs as discussed in section 11.2.3, 
Reassessment of lease classification. A change in lease classification will impact how the transition 
guidance described below is applied.  

If the entity does not elect to apply the package of practical expedients, the assessment of lease 
classification could also be impacted by a change in lease term if the entity elects to apply the hindsight 
practical expedient (refer to section 11.2.2, Transition practical expedients). The use of the hindsight 
practical expedient may impact lease classification only if the entity does not elect to apply the package 
of practical expedients. 

For an operating lease that exists at the beginning of the earliest comparative period presented or 
commences before the effective date, a lessee does the following: 

• Initially recognizes a right-of-use asset and lease liability at the later of (1) the beginning of the 
earliest comparative period presented or (2) the commencement date of the lease (prior to the 
effective date) 

• Initially and subsequently measures the lease liability at the present value of the sum of the following 
items using the discount rate for the lease (refer to section 2.5, Discount rates) established at the 
later of (1) the beginning of the earliest comparative period presented or (2) the commencement 
date of the lease: 

• The remaining minimum rental payments as described under ASC 840-10-25-6. The definition of 
minimum rental payments excludes amounts paid to the lessor for executory costs. The 
remaining original lease term determined under ASC 840 is used unless the lessee elects to use 
hindsight to determine the lease term (refer to section 11.2.2, Transition practical expedients). 

• Any amount it is probable a lessee will owe under a residual value guarantee. 

• Writes off, as an adjustment to equity, any unamortized initial direct costs that would not have 
qualified for capitalization under ASC 842, unless the entity elects to apply the package of practical 
expedients described in section 11.2.2, Transition practical expedients 

For an operating lease that continues to be classified as an operating lease under ASC 842 and has no 
associated liability recognized in accordance with ASC 420, Exit or Disposal Cost Obligations, a lessee 
initially and subsequently measures the right-of-use asset at an amount equal to the lease liability, 
adjusted for (1) cumulative prepaid or accrued lease payments, (2) the remaining balance of any lease 
incentives received, (3) any unamortized initial direct costs (the balance of which may depend on whether 
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the lessee elects to apply the package of practical expedients) and (4) impairments (which may be 
impacted by whether the entity elects to use the hindsight practical expedient for all leases, as discussed 
in section 11.2.2, Transition practical expedients, when evaluating the right-of-use asset for impairment).  

When an operating lease that continues to be classified as an operating lease under ASC 842 has an 
associated liability recognized in accordance with ASC 420, the lessee includes the carrying value of the 
ASC 420 liability in the initial measurement of the right-of-use asset, and subsequently measures the 
right-of-use asset as if it had been impaired (refer to section 4.2.5, Impairment of right-of-use assets 
after the effective date). As a result, the expense recognized following adoption of ASC 842 will include 
amortization of the right-of-use asset, generally on a straight-line basis, as well as accretion of the lease 
liability, similar to expense recognized for a finance lease. 

For an operating lease that is classified as a finance lease under ASC 842, a lessee does the following at 
the later of (1) the beginning of the earliest comparative period presented or (2) the commencement 
date of the lease: 

• Measures the right-of-use asset as the applicable proportion of the lease liability at the 
commencement date (which could precede the beginning of the earliest comparative period 
presented) that can be imputed (i.e., calculated) from the lease liability determined based on the 
guidance above  

• Adjusts the right-of-use asset by the amount of any previously recognized prepaid or accrued lease 
payments and the carrying amount of any liability recognized in accordance with ASC 420 for the lease 

We believe the applicable proportion of the lease liability is the amount that would have been recognized 
at commencement of the lease if ASC 842 had always been applied, multiplied by the proportion of the 
remaining lease term to the original lease term. For example, assume that a lease with an original term 
of 10 years has a remaining term of eight years at the beginning of the earliest comparative period 
presented. If the original lease liability would have been calculated as $100,000 at lease commencement 
(assuming the provisions of ASC 842 had always been applied), the right-of-use asset recognized would 
be $80,000 (calculated as $100,000 original lease liability divided by the 10-year lease term multiplied 
by eight years remaining at beginning of earliest comparative period presented). The right-of-use asset 
would then be adjusted for any prepaid or accrued rent. 

If an entity elects the hindsight practical expedient for all leases, as described in section 11.2.2, 
Transition practical expedients, and concludes the lease term should change, the calculation of the lease 
liability and the applicable portion of the lease liability used to measure the right-of-use asset would 
change accordingly.  

The lessee accounts for the lease in accordance with the subsequent measurement guidance in ASC 842 
when either:  

• The lease is modified (i.e., the terms and conditions of the contract are changed in a way that results 
in a change in the scope of or the consideration for the lease) on or after the effective date and the 
modified lease is not accounted for as a separate contract. 

• The lessee is required to remeasure the lease liability in accordance with ASC 842-20-35-4.  
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11.3.4 Lessee transition — examples 

11.3.4.1 Leases previously classified as capital leases under ASC 840 

ASC 842 includes the following example to illustrate the application of ASC 842’s lessee transition 
guidance for existing capital leases. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 28 — Lessee Transition — Existing Capital Lease 

842-10-55-244 
The effective date of the guidance in this Topic for Lessee is January 1, 20X4. Lessee enters into a 7-
year lease of an asset on January 1, 20X1, with annual lease payments of $25,000 payable at the end 
of each year. The lease includes a residual value guarantee by Lessee of $8,190. Lessee’s incremental 
borrowing rate on the date of commencement was 6 percent. Lessee accounts for the lease as a 
capital lease. At lease commencement, Lessee defers initial direct costs of $2,800, which will be 
amortized over the lease term. On January 1, 20X2 (and before transition adjustments), Lessee has a 
lease liability of $128,707, a lease asset of $124,434, and unamortized initial direct costs of $2,400. 

842-10-55-245 
January 1, 20X2 is the beginning of the earliest comparative period presented in the financial 
statements in which Lessee first applies the guidance in this Topic. Lessee has elected the package of 
practical expedients in paragraph 842-10-65-1(f). As such, Lessee accounts for the lease as a finance 
lease, without reassessing whether the contract contains a lease or whether classification of the lease 
would be different in accordance with this Topic. Lessee also does not reassess whether the 
unamortized initial direct costs on January 1, 20X2, would have met the definition of initial direct 
costs in this Topic at lease commencement. 

842-10-55-246 
On January 1, 20X2, Lessee recognizes a lease liability at the carrying amount of the capital lease 
obligation on December 31, 20X1, of $128,707 and a right-of-use asset at the carrying amount of the 
capital lease asset of $126,834 (which includes unamortized initial direct costs of $2,400 that were 
included in the capital lease asset). Lessee subsequently measures the lease liability and the right-of-
use asset in accordance with Subtopic 840-30 until the effective date. 

842-10-55-247 
Beginning on the effective date, Lessee applies the subsequent measurement guidance in Section 842-
20-35, including the reassessment requirements, except for the requirement to reassess amounts 
probable of being owed under residual value guarantees. Such amounts will only be reassessed if there 
is a remeasurement of the lease liability for another reason, including as a result of a lease 
modification (that is, not accounted for as a separate contract). 
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11.3.4.2 Leases previously classified as operating leases under ASC 840 

ASC 842 includes the following example to illustrate the application of ASC 842’s lessee transition 
guidance for existing operating leases. 

Excerpt from Accounting Standards Codification 
Leases — Overall 

Implementation Guidance and Illustrations 

Example 29 — Lessee Transition — Existing Operating Lease 

842-10-55-249 
The effective date of the guidance in this Topic for Lessee is January 1, 20X4. Lessee enters into a 
five-year lease of an asset on January 1, 20X1, with annual lease payments payable at the end of each 
year. Lessee accounts for the lease as an operating lease. At lease commencement, Lessee defers 
initial direct costs of $500, which will be amortized over the lease term. On January 1, 20X2 (and 
before transition adjustments), Lessee has an accrued rent liability of $1,200 for the lease, reflecting 
rent that was previously recognized as an expense but was not yet paid as of that date. Four lease 
payments (1 payment of $31,000 followed by 3 payments of $33,000) and unamortized initial direct 
costs of $400 remain. 

842-10-55-250 
January 1, 20X2 is the beginning of the earliest comparative period presented in the financial 
statements in which Lessee first applies the guidance in this Topic. On January 1, 20X2, Lessee’s 
incremental borrowing rate is 6 percent. Lessee has elected the package of practical expedients in 
paragraph 842-10-65-1(f). As such, Lessee accounts for the lease as an operating lease, without 
reassessing whether the contract contains a lease or whether classification of the lease would be 
different in accordance with this Topic. Lessee also does not reassess whether the unamortized initial 
direct costs on January 1, 20X2, would have met the definition of initial direct costs in this Topic at 
lease commencement. 

842-10-55-251 
On January 1, 20X2, Lessee measures the lease liability at $112,462, which is the present value of 
1 payment of $31,000 and 3 payments of $33,000 discounted using the rate of 6 percent. The right-
of-use asset is equal to the lease liability before adjustment for accrued rent and unamortized initial 
direct costs, which were not reassessed because Lessee elected the practical expedients in paragraph 
842-10-65-1(f). 

842-10-55-252 
On January 1, 20X2, Lessee recognizes a lease liability of $112,462 and a right-of-use asset of 
$111,662 ($112,462 — $1,200 + $400). 

842-10-55-253 
From the transition date (January 1, 20X2) on, Lessee will continue to measure and recognize the 
lease liability at the present value of the sum of the remaining minimum rental payments (as that term 
was applied under Topic 840) and the right-of-use asset in accordance with this Topic. 

842-10-55-254 
Beginning on the effective date of January 1, 20X4, Lessee applies the subsequent measurement 
guidance in Section 842-20-35, including the reassessment requirements.  
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11.3.5 Lessee involvement in asset construction (‘build-to-suit’ transactions) 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
u. A lessee shall apply a modified retrospective transition approach for leases accounted for as 

build-to-suit arrangements under Topic 840 that are existing at, or entered into after, the 
beginning of the earliest comparative period presented in the financial statements as follows: 

1. If an entity has recognized assets and liabilities solely as a result of a transaction’s build-to-
suit designation in accordance with Topic 840, the entity should derecognize those assets 
and liabilities at the later of the beginning of the earliest comparative period presented in the 
financial statements and the date that the lessee is determined to be the accounting owner 
of the asset in accordance with Topic 840. Any difference should be recorded as an 
adjustment to equity at that date. The lessee shall apply the lessee transition requirements 
in (k) through (t) to the lease. 

2. If the construction period of the build-to-suit lease concluded before the beginning of the 
earliest comparative period presented in the financial statements and the transaction 
qualified as a sale and leaseback transaction in accordance with Subtopic 840-40 before the 
date of initial application, the entity shall follow the general lessee transition requirements 
for the lease. 

ASC 842 significantly changes the guidance for lessee involvement in asset construction. The guidance in 
ASC 842 focuses on whether the lessee controls the asset being constructed rather than whether the 
lessee has substantially all of the risks during the construction period. Refer to section 7.7, Lessee 
involvement in asset construction (‘build-to-suit’ transactions), for further discussion of the evaluation and 
accounting for build-to-suit transactions under ASC 842. 

The accounting by entities that recognized assets and liabilities solely as a result of the build-to-suit 
guidance in ASC 840 will depend upon whether the construction project is complete as of the effective date. 

Construction is completed before the effective date 

If an entity recognized assets and liabilities solely as a result of the build-to-suit guidance in ASC 840 and 
the construction of the asset was completed prior to the effective date, the entity would derecognize the 
assets and liabilities at the later of (1) the beginning of the earliest period presented in the financial 
statements or (2) the date construction of the asset commenced. This approach would apply even if the 
entity would conclude it controls the asset being constructed applying the principles in ASC 842. This 
interpretation includes all transactions in which the lessee was the deemed owner of the asset following 
ASC 840’s build-to-suit guidance, even if the company achieved sale-leaseback accounting after the 
completion of construction. 

Following derecognition of the assets and liabilities, the entity will then recognize the lease in accordance 
with ASC 842 at the later of the beginning of the earliest comparative period presented or the 
completion of construction. 

The transition guidance does not address how an entity that derecognizes assets and liabilities previously 
recognized solely as a result of the build-to-suit guidance in ASC 840 would classify its lease during the 
transition period. We believe that for purposes of applying ASC 842’s transition provisions, an entity 
would first assess lease classification as if the entity had always applied ASC 840 and then apply 
ASC 842’s transition provisions based on that conclusion. 
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Construction is ongoing at the effective date 

If an entity previously determined it was the deemed owner of an asset during construction following the 
guidance in ASC 840 and the construction project is ongoing at the effective date, the entity would 
derecognize the assets and liabilities at the later of (1) the beginning of the earliest period presented in 
the financial statements or (2) the date construction of the assets commenced. At the effective date, the 
entity will evaluate ASC 842’s guidance for lessee involvement in asset construction to determine if it 
controls the underlying asset. If the entity concludes it controls the asset, it will again recognize the asset 
under construction with a related financing obligation. Refer to section 7.7, Lessee involvement in asset 
construction (‘build-to-suit’ transactions), for further discussion of determining whether a lessee controls 
an asset under construction and the accounting when the lessee is the deemed owner.  

In some circumstances, an entity may have determined that it was not the deemed owner of the asset 
during construction applying ASC 840 (i.e., the entity did not bear substantially all of the construction 
period risk); however, applying the guidance in ASC 842, the entity determines that it controls the asset 
under construction at the effective date. In those cases, we believe the lessee would recognize the asset 
and financing obligation as of the effective date. A lessee could also choose to recognize that asset and 
financing obligation as of the beginning of construction (i.e., in the applicable comparative periods) with 
an adjustment to equity for the difference between the asset and liability.  

11.4 Lessor transition 
A lessor that elects to apply the package of practical expedients (discussed in section 11.2.2, Transition 
practical expedients) applies the transition guidance described in the following sections of this 
publication. 

Classification prior to adoption Classification subsequent to adoption Section 
Sales-type  Sales-type  11.4.1 
Direct financing  Direct financing  11.4.1 
Operating  Operating 11.4.3 

A lessor that does not elect the package of practical expedients (discussed in section 11.2.2, Transition 
practical expedients) applies the transition guidance described in the following sections of this 
publication. 

Classification prior to adoption Classification subsequent to adoption  Section 
Sales-type  Sales-type  11.4.1 
Sales-type  Direct financing  11.4.1 
Sales-type  Operating 11.4.2 
Direct financing  Direct financing  11.4.1 
Direct financing  Sales-type  11.4.1 
Direct financing  Operating  11.4.2 
Operating  Operating  11.4.3 
Operating  Sales-type  11.4.4 
Operating  Direct financing  11.4.4 



11 Effective date and transition 

Financial reporting developments Lease accounting | 296 

11.4.1 Leases previously classified as sales-type or direct financing leases under 
ASC 840 that continue to be classified as sales-type or direct financing leases 
under ASC 842  
Excerpt from Accounting Standards Codification 
Leases — Overall 
Transition and Open Effective Date Information 
842-10-65-1 
x. For each lease classified as a direct financing lease or a sales-type lease in accordance with this 

Topic, do all of the following: 
1. Continue to recognize a net investment in the lease at the later of the beginning of the 

earliest comparative period presented in the financial statements and the commencement 
date of the lease, at the carrying amount of the net investment at that date. This would 
include any unamortized initial direct costs capitalized as part of the lessor’s net investment 
in the lease in accordance with Topic 840. 

2. Before the effective date, a lessor shall account for the lease in accordance with Topic 840. 
3. Beginning on the effective date, a lessor shall account for the lease in accordance with 

the recognition, subsequent measurement, presentation, and disclosure guidance in 
Subtopic 842-30. 

4. Beginning on the effective date, if a lessor modifies the lease (and the modification is not 
accounted for as a separate contract in accordance with paragraph 842-10-25-8), it shall 
account for the modified lease in accordance with paragraph 842-10-25-16 if the modified 
lease is classified as a direct financing lease after the modification or paragraph 842-10-25-17 
if the modified lease is classified as a sales-type lease after the modification. A lessor shall 
not remeasure the net investment in the lease on or after the effective date unless the lease 
is modified (and the modification is not accounted for as a separate contract in accordance 
with paragraph 842-10-25-8). 

If an entity elects to apply the package of practical expedients, as described in section 11.2.2, Transition 
practical expedients, sales-type leases and direct financing leases under ASC 840 remain sales-type 
leases and direct financing leases, respectively, under ASC 842 (i.e., lease classification is not reassessed 
in transition). An entity that does not elect to apply the practical expedients reassesses whether the 
arrangement is a lease, lease classification and whether previously deferred costs continue to qualify as 
initial direct costs applying the definition in ASC 842. If lease classification changes from a sales-type or 
direct financing lease to an operating lease, refer to section 11.4.2, Leases previously classified as sales-
type or direct financing under ASC 840 that are classified as operating leases under ASC 842.  

If the entity does not elect to apply the package of practical expedients, reassessment of lease classification 
could also be impacted by a change in lease term if the entity elects to apply the hindsight practical 
expedient (described in 11.2.2, Transition practical expedients). The use of the hindsight practical 
expedient may impact lease classification only if the package of practical expedients is not elected. 

For sales-type and direct financing leases that exist at the beginning of the earliest comparative period 
presented or commence after the beginning of the earliest comparative period presented but before the 
effective date that continue to be classified as sales-type leases or direct financing leases, a lessor: 

• Continues to recognize a net investment in the lease at the later of (1) the beginning of the earliest 
comparative period presented or (2) the commencement date of the lease, measured at the carrying 
amount of the net investment in the lease under ASC 840, including any unamortized initial direct 
costs capitalized as part of the lessor’s net investment in the lease under ASC 840 

• Subsequently accounts for the net investment in the lease under ASC 840 in the periods prior to the 
effective date 
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If the entity elects to apply the hindsight practical expedient, as discussed in section 11.2.2, Transition 
practical expedients, and does not elect to apply the package of practical expedients and concludes the 
lease term should change, we believe the entity would adjust the carrying amount of the initial 
measurement of the net investment in the lease measured under ASC 840 for the change in the lease 
term to reflect how the lease would have been recorded under ASC 840 had the revised lease term 
always been applied. As discussed above, use of the hindsight practical expedient can only impact lease 
classification if the package of practical expedients is not elected.  

Neither ASC 230 nor ASC 840 addresses the presentation of lease payments received from a direct 
financing or sales-type lease in the statement of cash flows. Some entities currently present principal 
payments received as an operating activity because the lease represents a revenue-generating activity. 
Other entities consider these types of leases to be a financing transaction and therefore present the 
principal payments received as an investing activity. Upon transition, it is unclear whether entities that 
currently present lease payments received as an investing activity should adjust comparative information in 
the statement of cash flows after the effective date. We believe that a lessor should apply the cash flow 
classification guidance in ASC 842-30, which requires a lessor to classify receipt of lease payments within 
operating activities to all comparative periods presented. Refer to sections 4.9, Disclosure, and 5.9, 
Disclosure, for further discussion of classification of lease payments by lessees and lessors, respectively. 

Beginning on the effective date (i.e., 1 January 2019 for calendar-year PBEs that do not adopt early), the 
lessor applies the guidance in ASC 842. Refer to chapter 5, Lessor accounting.  

If the lease is modified (i.e., the terms and conditions of the contract are changed in a way that results in 
a change in the scope of or the consideration for the lease) on or after the effective date, and the 
modified lease is not accounted for as a separate contract, the lessor accounts for the lease under 
ASC 842. That is, the lessor remeasures the net investment in the lease as of the effective date of the 
modification using the lessor modification guidance. Refer to section 5.6, Lease modifications. 

11.4.2  Leases previously classified as sales-type or direct financing leases under 
ASC 840 that are classified as operating leases under ASC 842 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
y. For each lease classified as an operating lease in accordance with this Topic, the objective is to 

account for the lease, beginning on the later of the beginning of the earliest comparative period 
presented in the financial statements and the commencement date of the lease, as if it had always 
been accounted for as an operating lease in accordance with this Topic. Consequently, a lessor shall 
do all of the following: 

1. Recognize the underlying asset at what the carrying amount would have been had the lease 
been classified as an operating lease under Topic 840. 

2. Derecognize the carrying amount of the net investment in the lease. 

3. Record any difference between the amounts in (y)(1) and (y)(2) as an adjustment to equity. 

4. Subsequently account for the operating lease in accordance with this Topic and the 
underlying asset in accordance with other Topics. 
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If an entity elects to apply the package of practical expedients described in section 11.2.2, Transition 
practical expedients, sales-type and direct financing leases under ASC 840 remain sales-type and direct 
financing leases, respectively, under ASC 842 (i.e., lease classification is not reassessed in transition), 
and the guidance in this section is not applicable. In that case, the guidance in section 11.4.1, Leases 
previously classified as sales-type or direct financing leases under ASC 840 that continue to be classified 
as sales-type or direct financing leases under ASC 842, is applicable. 

A lessor accounts for a sales-type lease or a direct financing lease that exists at the beginning of the earliest 
comparative period presented or commences after the beginning of the earliest comparative period 
presented but before the effective date that is classified as an operating lease under ASC 842 as if it had 
always been accounted for as an operating lease under ASC 842. That is, at the later of (1) the beginning 
of the earliest comparative period presented or (2) the commencement date of the lease, a lessor: 

• Derecognizes the carrying amount of the net investment in the lease 

• Recognizes the underlying asset at what the carrying amount would have been had the lease been 
classified as an operating lease under ASC 840 (which as discussed below could be impacted if the 
lessor elects to use the hindsight practical expedient as discussed in section 11.2.2, Transition 
practical expedients) 

Any difference between those two amounts is recorded as an adjustment to equity. 

A lessor subsequently accounts for the operating lease in accordance with ASC 842 (refer to section 5.4, 
Operating leases) and the underlying asset in accordance with ASC 360. Accordingly, we believe lease 
modifications occurring before the effective date should be evaluated using ASC 842’s lease modification 
guidance. Refer to section 5.6, Lease modifications. 

If the entity elects to apply the hindsight practical expedient, as discussed in section 11.2.2, Transition 
practical expedients, and concludes the lease term should change, the entity should use the revised lease 
term to initially subsequently account for the operating lease in accordance with ASC 842. The use of the 
hindsight practical expedient could also impact lease classification but only if the package of practical 
expedients is not elected. 

11.4.3 Leases previously classified as operating leases under ASC 840 that continue 
to be classified as operating leases under ASC 842  
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
v. For each lease classified as an operating lease in accordance with this Topic, a lessor shall do all 

of the following: 

1. Continue to recognize the carrying amount of the underlying asset and any lease assets or 
liabilities at the later of the date of initial application and the commencement date as the 
same amounts recognized by the lessor immediately before that date in accordance with 
Topic 840. 

2. Account for previously recognized securitized receivables as secured borrowings in 
accordance with other Topics. 

3. Write off, as an adjustment to equity, any unamortized initial direct costs at the later of the 
beginning of the earliest period presented in the financial statements or the commencement 
date of the lease that do not meet the definition of initial direct costs in this Topic (unless the 
lessor elects the practical expedients described in (f)). 
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If an entity elects to apply the package of practical expedients, as described in section 11.2.2, Transition 
practical expedients, operating leases under ASC 840 remain operating leases under ASC 842 (i.e., lease 
classification is not reassessed in transition). An entity that does not elect to apply the package of practical 
expedients reassesses whether the arrangement is a lease, lease classification and whether previously 
deferred costs continue to qualify as initial direct costs. If classification changes from an operating lease to 
a sales-type or direct financing, lease refer to section 11.4.4, Leases previously classified as operating 
leases under ASC 840 that are classified as sales-type or directing financing leases under ASC 842.  

If the entity does not elect to apply the package of practical expedients, the assessment of lease 
classification may change if the entity elects to apply the hindsight practical expedient (described in 11.2.2, 
Transition practical expedients). The use of the hindsight practical expedient impacts classification of the 
lease only if use of the package of practical expedients is not elected. 

For operating leases existing at the beginning of the earliest comparative period presented, or 
commencing after the beginning of the earliest comparative period presented but before the effective 
date, the carrying amounts of the underlying asset and any lease assets or liabilities (e.g., prepaid or 
accrued rent) are the same as those recognized under ASC 840, which are adjusted for the change in the 
lease term if the hindsight practical expedient is elected, as discussed in section 11.2.2, Transition 
practical expedients. A lessor writes off, as an adjustment to equity, any unamortized initial direct costs 
that would not have qualified for capitalization under ASC 842 at the later of (1) the beginning of the 
earliest comparative period presented or (2) the date the costs were incurred, but no later than the 
commencement date of the lease (prior to the effective date), unless the entity elects to apply the package 
of practical expedients described in section 11.2.2, Transition practical expedients. 

A lessor accounts for previously recognized securitized receivables as secured borrowings in accordance 
with other US GAAP. 

11.4.4 Leases previously classified as operating leases under ASC 840 that are 
classified as sales-type or directing financing leases under ASC 842 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
w. For each lease classified as a direct financing or a sales-type lease in accordance with this Topic, the 

objective is to account for the lease, beginning on the later of the beginning of the earliest 
comparative period presented in the financial statements and the commencement date of the lease, 
as if it had always been accounted for as a direct financing lease or a sales-type lease in accordance 
with this Topic. Consequently, a lessor shall do all of the following: 

1. Derecognize the carrying amount of the underlying asset at the later of the beginning of the 
earliest comparative period presented in the financial statements and the commencement 
date of the lease. 

2. Recognize a net investment in the lease at the later of the beginning of the earliest 
comparative period presented in the financial statements and the commencement date of 
the lease as if the lease had been accounted for as a direct financing lease or a sales-type 
lease in accordance with Subtopic 842-30 since lease commencement. 

3. Record any difference between the amounts in (w)(1) and (w)(2) as an adjustment to equity. 

4. Account for the lease in accordance with this Topic after the later of the beginning of the 
earliest comparative period presented in the financial statements and the commencement 
date of the lease. 
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If an entity elects to apply the package of practical expedients described in section 11.2.2, Transition 
practical expedients, operating leases under ASC 840 remain operating leases under ASC 842 (i.e., lease 
classification is not reassessed in transition), and the guidance in this section is not applicable. In that case, 
the guidance in section 11.4.3, Leases previously classified as operating leases under ASC 840 that 
continue to be classified as operating leases under ASC 842, is applicable. 

A lessor accounts for an operating lease that exists at the beginning of the earliest comparative period 
presented or commences after the beginning of the earliest comparative period presented but before the 
effective date that is classified as sales-type or direct financing lease under ASC 842 as if it had always 
been accounted for as a sales-type or direct financing lease under ASC 842. That is, at the later of (1) the 
beginning of the earliest comparative period presented or (2) the commencement date of the lease, a lessor: 

• Derecognizes the carrying amount of the underlying asset and any asset for accrued rent or liability 
for prepaid rent 

• Recognizes a net investment in the lease as if the sales-type or direct financing lease had always 
been accounted for under ASC 842, which is adjusted for the change in the lease term if the 
hindsight practical expedient, as discussed in section 11.2.2, Transition practical expedients, is elected 

Any difference between those two amounts is recorded as an adjustment to equity. 

A lessor subsequently accounts for the sales-type or direct financing lease in accordance with ASC 842. 
Refer to section 5.2, Sales-type leases, and section 5.3, Direct financing leases.  

11.4.5 Leases previously classified as leveraged leases under ASC 840 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
z. For leases that were classified as leveraged leases in accordance with Topic 840, and for which 

the commencement date is before the effective date, a lessor shall apply the requirements in 
Subtopic 842-50. If a leveraged lease is modified on or after the effective date, it shall be 
accounted for as a new lease as of the effective date of the modification in accordance with the 
guidance in Subtopics 842-10 and 842-30. 

1. A lessor shall apply the pending content that links to this paragraph to a leveraged lease that 
meets the criteria in (z) that is acquired in a business combination or an acquisition by a not-
for-profit entity on or after the effective date. 

ASU 2016-02 eliminates leveraged lease accounting for leases that commence on or after its effective 
date. However, leveraged leases that commenced prior to the effective date are grandfathered. As a 
result, ASC 842 retains ASC 840’s recognition, measurement, presentation and disclosure guidance for 
grandfathered leveraged leases. We believe lessors will also apply the leveraged lease accounting 
guidance to an unmodified leveraged lease acquired in a business combination or an acquisition by a not-
for-profit entity after the effective date. 

If a leveraged lease that commenced prior to the effective date is modified (i.e., a change to the terms and 
conditions of a contract that results in a change in the scope of or the consideration for a lease) prior to the 
effective date but after the beginning of the earliest comparative period presented, the lessor would apply 
the provisions of ASC 842-50 for the modification. Refer to chapter 10, Leveraged leases. While the 
transition guidance in ASC 842 does not generally address how to account for lease modifications that 
occur after the beginning of the earliest comparative period presented, but before the effective date, it is 
clear that modifications of leveraged leases are accounted for under the modification guidance in ASC 842. 
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If a leveraged lease that commenced prior to the effective date is modified on or after the effective date, it 
should be accounted for as a new lease as of the effective date of the modification in accordance with ASC 842’s 
recognition and measurement guidance for all other leases. Refer to section 5.7.5, Leveraged leases. 

Refer to chapter 10, Leveraged leases, for an in-depth discussion of the accounting for leveraged leases. 

11.5 Other considerations 

11.5.1 Sale and leaseback transition 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
aa. If a previous sale and leaseback transaction was accounted for as a sale and a leaseback in 

accordance with Topic 840, an entity shall not reassess the transaction to determine whether 
the transfer of the asset would have been a sale in accordance with paragraphs 842-40-25-1 
through 25-3. 

bb. If a previous sale and leaseback transaction was accounted for as a failed sale and leaseback 
transaction in accordance with Topic 840 and remains a failed sale at the effective date, the entity 
shall reassess whether a sale would have occurred at any point on or after the beginning of the 
earliest period presented in the financial statements in accordance with paragraphs 842-40-25-1 
through 25-3. The sale and leaseback transaction shall be accounted for on a modified retrospective 
basis from the date a sale is determined to have occurred, in accordance with the requirements in 
(cc) through (dd). 

cc. An entity shall account for the leaseback in accordance with the lessee and lessor transition 
requirements in (k) through (y). 

dd. If a previous sale and leaseback transaction was accounted for as a sale and capital leaseback in 
accordance with Topic 840, the transferor shall continue to recognize any deferred gain or loss 
that exists at the later of the beginning of the earliest comparative period presented in the 
financial statements or the date of the sale of the underlying asset as follows: 

1. If the underlying asset is land only, straight line over the remaining lease term. 

2. If the underlying asset is not land only and the leaseback is a finance lease, in proportion to 
the amortization of the right-of-use asset. 

3. If the underlying asset is not land only and the leaseback is an operating lease, in proportion 
to the recognition in profit or loss of the total lease cost. 

ee. If a previous sale and leaseback transaction was accounted for as a sale and operating leaseback 
in accordance with Topic 840, the transferor shall do the following: 

1. Recognize any deferred gain or loss not resulting from off-market terms (that is, where the 
consideration for the sale of the asset is not at fair value or the lease payments are not at 
market rates) as a cumulative-effect adjustment at the later of the date of initial application 
(to equity) or the date of sale (to earnings of the comparative period presented). 
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2. Recognize any deferred loss resulting from the consideration for the sale of the asset not 
being at fair value or the lease payments not being at market rates as an adjustment to the 
leaseback right-of-use asset at the date of initial application. 

3. Recognize any deferred gain resulting from the consideration for the sale of the asset not 
being at fair value or the lease payments not being at market rates as a financial liability at 
the date of initial application.  

Entities reassess whether there would have been a sale under ASC 842’s sale and leaseback guidance 
only if the existing sale and leaseback transaction is not being accounted for as a sale and leaseback 
under ASC 840 at the effective date. If assets and liabilities were recognized only as a result of 
ASC 840’s build-to-suit guidance are derecognized in transition (refer to section 11.3.5, Lessee 
involvement in asset construction (‘build-to-suit’ transactions)), the entity does not reassess whether 
there would have been a sale under ASC 842. That is, only failed sale and leaseback transactions 
(i.e., transactions that were subject to sale leaseback accounting for reasons other than the application 
of ASC 840’s build-to-suit guidance) are reassessed during transition. In those cases, entities reassess 
whether there would have been a sale by applying the relevant revenue recognition guidance in ASC 606 
and the additional concepts in ASC 842. Refer to section 7.2, Determining whether the transfer of an 
asset is a sale. Further when the transaction was a failed sale and leaseback under ASC 840 but would 
qualify as a sale under ASC 842’s sale and leaseback guidance during the comparative periods, the seller-
lessee is required to consider ASC 840 to apply the transition provisions in ASC 842-10-65-1(bb) 
through (ee). That is, to apply the transition provisions, the seller-lessee would determine the lease 
classification and what the deferred gain, if any, would have under ASC 840, assuming the transaction 
qualified as a sale and leaseback.  

A transaction previously accounted for as a sale and leaseback under ASC 840 is not reassessed as to 
whether the transfer of asset would have been a sale under ASC 842.  

A seller-lessee accounts for any deferred gain or loss on a transaction previously accounted for as a sale 
and leaseback as follows: 

• For leasebacks previously classified as capital leases under ASC 840, the seller-lessee continues to 
recognize any deferred gain or loss that exists at the later of (1) the beginning of the earliest comparative 
period presented or (2) the date of the sale of the underlying asset and amortizes it as follows: 

• If the underlying asset is land only, on a straight-line basis over the remaining lease term 

• If the underlying asset includes more than just land and the leaseback is a finance lease under 
ASC 842, in proportion to the amortization of the right-of-use asset 

• If the underlying asset includes more than just land and the leaseback is an operating lease under 
ASC 842, in proportion to the recognition in profit or loss of the total lease cost 

• For leasebacks previously classified as operating leases under ASC 840, the seller-lessee recognizes 
any deferred gain or loss not resulting from off-market terms at the later of the beginning of the 
earliest comparative period presented or the date of sale. This gain or loss is recognized as a 
cumulative-effect adjustment to equity at the beginning of the earliest comparative period presented 
or to earnings of the comparative period presented at the date of sale. Any deferred amount that is 
the result of off-market terms is recognized as an adjustment to the right-of-use asset if the amount 
is a loss or as a financial liability if it is a gain. 

A seller-lessee and a buyer-lessor accounts for the leaseback in accordance with the lessee and lessor 
transition requirements discussed in sections 11.3, Lessee transition, and 11.4, Lessor transition, respectively. 
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For transactions that previously qualified as a sale and leaseback using the guidance in ASC 840, entities 
are also permitted to apply the package of practical expedients and/or the hindsight practical expedient 
to classify (as applicable) and account for the leaseback transaction. Electing not to apply the package of 
practical expedients could impact the accounting in transition. For example, if a seller-lessee had a 
previous sale and leaseback transaction involving land and other assets (e.g., leasehold improvements) 
that was accounted for as a sale and capital leaseback in accordance with Topic 840, the amortization of 
any deferred gain would be impacted by the new lease classification (842-10-65-1(dd)). Conversely, the 
reassessment of lease classification for a sale and leaseback that was accounted for as a sale and 
operating leaseback in accordance with ASC 840 does not affect the subsequent amortization of any 
deferred gain (ASC 842-10-65-1(ee)).  

However, we believe the practical expedients are not applicable for a seller-lessee that reassessed a 
failed sale-leaseback under ASC 840 but after applying the relevant revenue recognition guidance in 
ASC 606 and the additional concepts in ASC 842 concludes the transaction qualifies as a sale. This is 
because the seller-lessee will be applying lease accounting for the first time at time the requirements for 
sale accounting are met. That is, there is not a preexisting lease to reassess using the practical 
expedients. Refer to 11.2.2, Transition practical expedients, for a further discussion on the use of 
practical expedients in transition. 

11.5.2 Amounts previously recognized in a business combination 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
h. If an entity has previously recognized an asset or a liability in accordance with Topic 805 on 

business combinations relating to favorable or unfavorable terms of an operating lease acquired as 
part of a business combination, the entity shall do all of the following: 

1. Derecognize that asset and liability (except for those arising from operating leases for which 
the entity is a lessor). 

2. Adjust the carrying amount of the right-of-use asset by a corresponding amount if the entity 
is a lessee. 

3. Make a corresponding adjustment to equity at the beginning of the earliest comparative 
period presented if assets or liabilities arise from leases classified as sales-type leases or 
direct financing leases in accordance with Topic 840 for which the entity is a lessor. 

If an entity has previously recognized an asset or a liability related to favorable or unfavorable (i.e., off-
market) terms of an operating lease acquired as part of a business combination, the entity will derecognize 
that asset and liability (unless they arose from operating leases in which the entity is a lessor) with a 
corresponding adjustment to the right-of-use asset if the entity is a lessee. 

The transition guidance in ASC 842-10-65-1(h) appears to address only the favorable or unfavorable off-
market terms recognized for operating leases. We believe that the in-place intangible asset recognized for 
an operating lease would be bifurcated and not derecognized. Further, we believe that no adjustment is 
required upon the adoption of ASC 842 for a sales-type or direct financing lease unless a separate asset or 
liability was previously recognized (other than the separate intangible asset for customer relationship and 
in-place intangible asset).  



11 Effective date and transition 

Financial reporting developments Lease accounting | 304 

11.6 Disclosures 
Excerpt from Accounting Standards Codification 
Leases — Overall 

Transition and Open Effective Date Information 

842-10-65-1 
i. An entity shall provide the transition disclosures required by Topic 250 on accounting changes and 

error corrections, except for the requirements in paragraph 250-10-50-1(b)(2). 

j. If an entity uses one or both of the practical expedients in (f) and (g), it shall disclose that fact. 

Lessees and lessors are required to provide transition disclosures in accordance with ASC 250, 
Accounting Changes and Error Corrections, except for the disclosure of the effect of the change on 
income from continuing operations, net income, any other affected financial statement line item and any 
affected per-share amounts for the current period and any prior periods that are adjusted. A lessee or a 
lessor that makes an election to apply the practical expedients discussed in section 11.2.2, Transition 
practical expedients, is required to disclose that fact. 
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A Abbreviations used in this publication 

Abbreviation  FASB Accounting Standards Codification 
ASC 230  FASB ASC Topic 230, Statement of Cash Flows 
ASC 250  FASB ASC Topic 250, Accounting Changes and Error Corrections 
ASC 310  FASB ASC Topic 310, Receivables 
ASC 326  FASB ASC Topic  326, Financial Instruments — Credit Losses 
ASC 330  FASB ASC Topic 330, Inventory 
ASC 350  FASB ASC Topic 350, Intangibles — Goodwill and Other 
ASC 360  FASB ASC Topic 360, Property, Plant, and Equipment 
ASC 405-20  FASB ASC Subtopic 405-20, Liabilities — Extinguishments of Liabilities 
ASC 410-20  FASB ASC Subtopic 410-20, Asset Retirement and Environmental Obligations — 

Asset Retirement Obligations 
ASC 420  FASB ASC Topic 420, Exit or Disposal Cost Obligations 
ASC 450  FASB ASC Topic 450, Contingencies 
ASC 460  FASB ASC Topic 460, Guarantees 
ASC 470  FASB ASC Topic 470, Debt 
ASC 605  FASB ASC Topic 605, Revenue Recognition 
ASC 605-25  FASB ASC Subtopic 605-25, Revenue Recognition — Multiple-Element Arrangements 
ASC 606  FASB ASC Topic 606, Revenue from Contracts with Customers 
ASC 610-20  FASB ASC Subtopic 610-20, Other Income — Gains and Losses from the 

Derecognition of Nonfinancial Assets 
ASC 720-15  FASB ASC Subtopic 720-15, Other Expenses — Start-Up Costs 
ASC 740  FASB ASC Topic 740, Income Taxes 
ASC 805  FASB ASC Topic 805, Business Combinations 
ASC 810  FASB ASC Topic 810, Consolidation 
ASC 815  FASB ASC Topic 815, Derivatives and Hedging 
ASC 815-15  FASB ASC Subtopic 815-15, Derivatives and Hedging — Embedded Derivatives 
ASC 820  FASB ASC Topic 820, Fair Value Measurement 
ASC 830  FASB ASC Topic 830, Foreign Currency Matters 
ASC 835-20  FASB ASC Subtopic 835-20, Interest — Capitalization of Interest 
ASC 840  FASB ASC Topic 840, Leases 
ASC 842  FASB ASC Topic 842, Leases 
ASC 845  FASB ASC Topic 845, Nonmonetary Transactions 
ASC 853  FASB ASC Topic 853, Service Concession Arrangements 
ASC 860  FASB ASC Topic 860, Transfers and Servicing 
ASC 970-360  FASB ASC Subtopic 970-360, Real Estate — General — Property, Plant, and Equipment 
ASC 980  FASB ASC Topic 980, Regulated Operations 
ASU 2016-02  FASB Accounting Standards Update 2016-02, Leases (Topic 842) 
ASU 2016-13  FASB Accounting Standards Update 2016-13, Financial Instruments — Credit 

Losses (Topic 326): Measurement of Credit Losses on Financial Instruments 
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Abbreviation  Other Authoritative Standards 
GASB 13  Governmental Accounting Standards Board Statement No. 13, Accounting for 

Operating Leases with Scheduled Rent Increases 
NCGA 5  National Council on Governmental Accounting Statement No. 5, Accounting and 

Financial Reporting Principles for Lease Agreements of State and Local 
Governments 

SAB Topic 11.M  SEC Staff Accounting Bulletin Topic 11.M, Miscellaneous Disclosure — Disclosure Of 
The Impact That Recently Issued Accounting Standards Will Have On The Financial 
Statements Of The Registrant When Adopted In A Future Period  

 
Abbreviation  Non-authoritative Standards 
EITF 01-8  EITF Issue No. 01-8, Determining Whether an Arrangement Contains a Lease 
FASB Statement 13   FASB Statement No. 13, Accounting for Leases 
Statement 109   FASB Statement No. 109, Accounting for Income Taxes 
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B Index of ASC references in this 
publication 

ASC paragraph  Section  
270-10-50-6A   5.9 Disclosure 
360-10-25-2   1.7 Acquisition of lease residual values 
360-10-25-3   1.7 Acquisition of lease residual values 
360-10-25-4   1.7 Acquisition of lease residual values 
360-10-30-3   1.7 Acquisition of lease residual values 
360-10-30-4   1.7 Acquisition of lease residual values 
360-10-35-13   1.7 Acquisition of lease residual values 
360-10-35-14   1.7 Acquisition of lease residual values 
410-20-15-3   2.4.8  Lessee's obligations for asset retirement obligations (AROs) 
460-10-25-1   2.10.6  Third-party guarantee of lease payments or residual value 
606-10-25-1 
through 25-8 

 7.2 Determining whether the transfer of an asset is a sale 

606-10-25-27  7.7.2 Determining whether the lessee controls the underlying asset being 
constructed 

606-10-25-30  5.7.7 Sales of equipment with guaranteed minimum resale amount 
606-10-25-30  7.2 Determining whether the transfer of an asset is a sale 
606-10-25-30  7.2.3 Seller-lessee guarantee of the residual value 
606-10-25-30  7.9 Transfer of tax benefits 
606-10-32-2 
through 32-27 

 7.3 Transactions in which the transfer of an asset is a sale 

606-10-32-5 
through 32-9 

  7.3.2.1 Variable lease payments 

606-10-32-28    1.4.4.3  Allocating variable payments — lessors 
606-10-32-28 
through 32-41  

  1.4.4.2  Allocating the consideration in the contract — lessors 

606-10-32-42 
through 32-45  

  1.4.4.5  Reassessment — determining and allocating the consideration in the 
contract 

606-10-55-30 
through 55-35  

  1.4.2.2 Guarantees of performance of underlying asset 

606-10-55-66 
through 55-78 

 5.7.7 Sales of equipment with guaranteed minimum resale amount 

805-20-25-10   8.2 Recognition and measurement of acquired leases  
805-20-25-10A   8.2 Recognition and measurement of acquired leases  
805-20-25-11   8.2 Recognition and measurement of acquired leases  
805-20-25-12   8.2 Recognition and measurement of acquired leases  
805-20-25-28A   8.2 Recognition and measurement of acquired leases  
805-20-25-28B   8.2 Recognition and measurement of acquired leases  
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ASC paragraph  Section  
805-20-30-24   8.2.1 Acquiree in a business combination is a lessee in a finance or 

operating lease 
805-20-30-25   8.2.2 Acquiree in a business combination is a lessor in a sales-type or 

direct financing lease 
805-20-35-6    4.7.3.2  Leasehold improvements acquired in business combinations 
805-20-35-6   8.2.1 Acquiree in a business combination is a lessee in a finance or 

operating lease 
815-10-15-80   2.10.1  Residual value guarantees as derivatives 
815-10-15-81   2.10.1  Residual value guarantees as derivatives 
815-15-15-5    2.9.4 Embedded foreign currency derivatives 
815-15-15-10   2.9.4 Embedded foreign currency derivatives 
840-30-S99-2   10.4 Disclosures 
842-10-15-1   1.1 Scope and scope exceptions 
842-10-15-2   1.2 Determining whether an arrangement contains a lease 
842-10-15-2   2.1 Inception of a contract 
842-10-15-3   1.2 Determining whether an arrangement contains a lease 
842-10-15-4   1.2 Determining whether an arrangement contains a lease 
842-10-15-5   1.2 Determining whether an arrangement contains a lease 
842-10-15-6   1.3 Reassessment of the contract 
842-10-15-6   4.6.3 Lessee accounting for a modification that is not accounted for as a 

separate contract 
842-10-15-7   1.2 Determining whether an arrangement contains a lease 
842-10-15-9   1.2.1  Identified asset 
842-10-15-10   1.2.1.1 Substantive substitution rights 
842-10-15-11   1.2.1.1 Substantive substitution rights 
842-10-15-12   1.2.1.1 Substantive substitution rights 
842-10-15-13   1.2.1.1 Substantive substitution rights 
842-10-15-14   1.2.1.1 Substantive substitution rights 
842-10-15-15   1.2.1.1 Substantive substitution rights 
842-10-15-16   1.2.1  Identified asset 
842-10-15-17   1.2.2.1  Right to obtain substantially all of the economic benefits from the 

use of the identified asset 
842-10-15-18   1.2.2.1  Right to obtain substantially all of the economic benefits from the 

use of the identified asset 
842-10-15-19   1.2.2.1  Right to obtain substantially all of the economic benefits from the 

use of the identified asset 
842-10-15-20   1.2.2.2  Right to direct the use of the identified asset 
842-10-15-21   1.2.2.2  Right to direct the use of the identified asset 
842-10-15-22   1.2.2.2  Right to direct the use of the identified asset 
842-10-15-23   1.2.2.3 Protective rights 
842-10-15-24   1.2.2.2  Right to direct the use of the identified asset 
842-10-15-25   1.2.2.2  Right to direct the use of the identified asset 
842-10-15-26   1.2.2.2  Right to direct the use of the identified asset 
842-10-15-28   1.4.1  Identifying and separating lease components of a contract 
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842-10-15-29   1.4.1  Identifying and separating lease components of a contract 
842-10-15-30   1.4.2 Identifying and separating lease from non-lease components of a 

contract 
842-10-15-31   1.4.2 Identifying and separating lease from non-lease components of a 

contract 
842-10-15-33   1.4.3.2 Allocating the consideration in the contract — lessees 
842-10-15-34   1.4.3.2 Allocating the consideration in the contract — lessees 
842-10-15-35   1.4.3.1 Determining the consideration in the contract 
842-10-15-36   1.4.3.3  Reassessment — determining and allocating the consideration in the 

contract 
842-10-15-37   1.4.2.3 Practical expedient — lessees 
842-10-15-38   1.4.4  Determining, allocating and reassessing the consideration in the 

contract — lessors 
842-10-15-39   1.4.4  Determining, allocating and reassessing the consideration in the 

contract — lessors 
842-10-15-40   1.4.4  Determining, allocating and reassessing the consideration in the 

contract — lessors 
842-10-15-41   1.4.4.5  Reassessment — determining and allocating the consideration in the 

contract 
842-10-15-42   1.4.4.5  Reassessment — determining and allocating the consideration in the 

contract 
842-10-15-43   2.10.1  Residual value guarantees as derivatives 
842-10-25-1   3.5 Reassessment of lease classification 
842-10-25-2   3 Lease classification 
842-10-25-3   3 Lease classification 
842-10-25-4   2.5 Discount rates 
842-10-25-4   3 Lease classification 
842-10-25-5   3.4.4  Lease component that contains the right to use more than one 

underlying asset 
842-10-25-6   3.4.10  Classification of subleases 
842-10-25-6   6.3 Sublessor accounting 
842-10-25-8   4.6.2  Determining whether a lease modification is accounted for as a 

separate contract 
842-10-25-8   5.6.2 Determining whether a lease modification is accounted for as a 

separate contract 
842-10-25-9   4.6.3 Lessee accounting for a modification that is not accounted for as a 

separate contract 
842-10-25-9   5.6.3 Lessor accounting for a modification that is not accounted for as a 

separate contract 
842-10-25-10   2.6.1  Initial direct costs in a lease modification 
842-10-25-10   4.6.3 Lessee accounting for a modification that is not accounted for as a 

separate contract 
842-10-25-10   5.6.3 Lessor accounting for a modification that is not accounted for as a 

separate contract 
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842-10-25-11   4.6.3 Lessee accounting for a modification that is not accounted for as a 

separate contract 
842-10-25-12   4.6.3 Lessee accounting for a modification that is not accounted for as a 

separate contract 
842-10-25-13   4.6.3 Lessee accounting for a modification that is not accounted for as a 

separate contract 
842-10-25-14   4.6.3 Lessee accounting for a modification that is not accounted for as a 

separate contract 
842-10-25-15   5.6.3.1 Modification to an operating lease that is not accounted for as a 

separate contract 
842-10-25-16   5.6.3.2 Modification to a direct financing lease that is not accounted for as a 

separate contract 
842-10-25-17   5.6.3.3 Modification to a sales-type lease that is not accounted for as a 

separate contract 
842-10-25-19   1.5 Contract combinations 
842-10-30-1   2.3.1 Lease term 
842-10-30-2   2.3.1 Lease term 
842-10-30-3   2.3.2 Purchase options 
842-10-30-5   2.4 Lease payments 
842-10-30-6    2.4 Lease payments 
842-10-30-6   2.4.10  Amounts not included in lease payments 
842-10-30-7   2.4.8  Lessee's obligations for asset retirement obligations (AROs) 
842-10-30-9   2.6 Initial direct costs 
842-10-30-10   2.6 Initial direct costs 
842-10-35-1   2.3.6.1  Lessees 
842-10-35-3   2.3.6.2  Lessors 
842-10-35-3   3.5 Reassessment of lease classification 
842-10-35-3   5.2.4 Remeasurement of the net investment in the lease 
842-10-35-3   5.3.4 Remeasurement of the net investment in the lease 
842-10-35-4   2.4.11.1  Lessees 
842-10-35-4   4.5 Remeasurement of lease liabilities and right-of-use assets — 

operating and finance leases 
842-10-35-5   2.4.11.1  Lessees 
842-10-35-5   4.5 Remeasurement of lease liabilities and right-of-use assets — 

operating and finance leases 
842-10-35-6   2.4.11.2  Lessors 
842-10-55-2  3.4.3  Evaluating 'major part,' 'substantially all' and 'at or near the end' 
842-10-55-3  3.4.6  Fair value of the underlying asset 
842-10-55-4 
through 55-6 

  3.4.1  Transfer of ownership 

842-10-55-7   3.4.7  Alternative use criterion 
842-10-55-8   3.4.6.1  Effect of investment tax credits 
842-10-55-9 
through 55-10   

  2.10.4 Residual value guarantee of a group of assets — lessors 
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842-10-55-11   8.1 Classification of acquired leases 
842-10-55-12   9.1 Related party leasing transactions 
842-10-55-13 
through 55-14 

  3.4.9 Leases of government-owned facilities 

842-10-55-15   3.4.8  Lessee indemnifications for environmental contamination 
842-10-55-16   4.6.4  Lease modifications in connection with the refunding of tax-exempt debt 
842-10-55-17  2.2.1 Lease commencement date for master lease agreements 
842-10-55-17 
through 55-18 

 4.4 Master lease agreements 

842-10-55-17 
through 55-18 

 5.1.5 Master lease agreements 

842-10-55-19 
through 55-20 

  2.2 Commencement date of the lease 

842-10-55-19 
through 55-21 

  4.8.6  Rent capitalization 

842-10-55-22     2.2.1  Lease commencement date for master lease agreements 
842-10-55-23 
through 55-24 

  2.3.3  Cancellable leases 

842-10-55-25 
through 55-26 

  2.3.1 Lease term 

842-10-55-27   2.3.5.4 Fiscal funding clause 
842-10-55-28 
through 55-29 

  2.3.6.1  Lessees 

842-10-55-30   2.4.1.2 Lease incentives 
842-10-55-30   4.7 Lease incentives 
842-10-55-31   2.4.1.1  In-substance fixed lease payments 
842-10-55-33   1.4.2.2 Guarantees of performance of underlying asset 
842-10-55-34    2.10.2  Residual value guarantee of deficiency that is attributable to 

damage, extraordinary wear and tear or excessive usage 
842-10-55-35   2.4.6.2  Requirement for lessee to purchase the underlying asset 
842-10-55-36   2.4.6.1 Third-party insurance that guarantees the asset's residual value 
842-10-55-37    2.4.8  Lessee's obligations for asset retirement obligations (AROs) 
842-10-55-38 
through 55-40 

  2.4.9 Tax indemnifications in lease agreements 

842-10-55-42 
through 55-51 

 C1 Example 1 — Rail cars 

842-10-55-52 
through 55-54 

 C2 Example 2 — Concession space 

842-10-55-55 
through 55-62 

 C3 Example 3 — Fiber-optic cable 

842-10-55-63 
through 55-71 

 C4 Example 4 — Retail unit 

842-10-55-72 
through 55-78 

 C5 Example 5 — Truck rental 
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842-10-55-79 
through 55-91 

 C6 Example 6 — Ship 

842-10-55-92 
through 55-99 

 C7 Example 7 — Aircraft 

842-10-55-100 
through 55-107 

 C8 Example 8 — Contract for shirts 

842-10-55-108 
through 55-123 

  1.2.2.2  Right to direct the use of the identified asset 

842-10-55-124 
through 55-130 

 C9 Example 9 — Contract for network services 

842-10-55-132 
through 55-137 

  1.4.5  Examples — identifying and separating components of a contract and 
determining and allocating the consideration in the contract 

842-10-55-138 
through 55-140 

  1.4.5  Examples — identifying and separating components of a contract and 
determining and allocating the consideration in the contract 

842-10-55-141  
through 55-145 

  1.4.2.1 Executory costs 

842-10-55-146 
through 55-149 

  1.4.1  Identifying and separating lease components of a contract 

842-10-55-150 
through 55-152 

  1.4.5  Examples — identifying and separating components of a contract and 
determining and allocating the consideration in the contract 

842-10-55-153 
through 55-156 

  1.4.5  Examples — identifying and separating components of a contract and 
determining and allocating the consideration in the contract 

842-10-55-157 
through 55-158 

  1.4.5  Examples — identifying and separating components of a contract and 
determining and allocating the consideration in the contract 

842-10-55-160 
through 55-161 

  4.6.5.1  Modification is accounted for as a separate contract 

842-10-55-162 
through 55-165 

  4.6.5.2  Modification increases the lease term 

842-10-55-166 
through 55-167 

  4.6.5.2  Modification increases the lease term 

842-10-55-168 
through 55-176 

  4.6.5.3  Modification grants an additional right of use — not a separate 
contract 

842-10-55-177 
through 55-185 

  4.6.5.4  Modification partially terminates a lease 

842-10-55-186 
through 55-189 

  4.6.5.5  Modification only changes lease payments 

842-10-55-190 
through 55-193 

  5.6.3.1 Modification to an operating lease that is not accounted for as a 
separate contract 

842-10-55-194 
through 55-197 

  5.6.3.1 Modification to an operating lease that is not accounted for as a 
separate contract 

842-10-55-198 
through 55-200 

  5.6.3.1 Modification to an operating lease that is not accounted for as a 
separate contract 

842-10-55-201 
through 55-205 

  5.6.3.2 Modification to a direct financing lease that is not accounted for as a 
separate contract 

842-10-55-206 
through 55-207 

  5.6.3.2 Modification to a direct financing lease that is not accounted for as a 
separate contract 
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842-10-55-208 
through 55-209 

  5.6.3.2 Modification to a direct financing lease that is not accounted for as a 
separate contract 

842-10-55-240 
through 55-242 

  2.6 Initial direct costs 

842-10-55-244 
through 55-247 

  11.3.4.1 Leases previously classified as capital leases under ASC 840 

842-10-55-249 
through 55-254 

  11.3.4.2 Leases previously classified as operating leases under ASC 840 

842-10-65-1(a) 
through 65-1(b) 

  11.1 Effective date 

842-10-65-1(c) 
through 65-1(e) 

  11.2 Transition 

842-10-65-1(f) 
through 65-1(g) 

 11.2.2 Transition practical expedients 

842-10-65-1(h)   11.5.2 Amounts previously recognized in a business combination 
842-10-65-1(i) 
through 65-1(j) 

  11.6 Disclosures 

842-10-65-1(k) 
through 65-1(q) 

  11.3.3 Leases previously classified as operating leases under ASC 840 that 
are classified as operating or finance leases under ASC 842 

842-10-65-1(r)   11.3.1 Leases previously classified as capital leases under ASC 840 that are 
classified as finance leases under ASC 842 

842-10-65-1(s) 
through 65-1(t) 

  11.3.2  Leases previously classified as capital leases under ASC 840 that are 
classified as operating leases under ASC 842 

842-10-65-1(t)   11.3.1 Leases previously classified as capital leases under ASC 840 that are 
classified as finance leases under ASC 842 

842-10-65-1(u)   11.3.5 Lessee involvement in asset construction ('build-to-suit' transactions) 
842-10-65-1(v)   11.4.3 Leases previously classified as operating leases under ASC 840 that 

continue to be classified as operating leases under ASC 842 
842-10-65-1(w)   11.4.4 Leases previously classified as operating leases under ASC 840 that 

are classified as sales-type or directing financing leases under ASC 
842 

842-10-65-1(x)   11.4.1 Leases previously classified as sales-type or direct financing leases 
under ASC 840 that continue to be classified as sales-type or direct 
financing leases under ASC 842 

842-10-65-1(y)   11.4.2  Leases previously classified as sales-type or direct financing leases 
under ASC 840 that are classified as operating leases under ASC 842 

842-10-65-1(z)   5.7.5 Leveraged leases 
842-10-65-1(z)   10.1 Introduction and grandfathering 
842-10-65-1(z)   11.4.5 Leases previously classified as leveraged leases under ASC 840 
842-10-65-1(aa) 
through 65-1(ee) 

  11.5.1 Sale and leaseback transition 

842-20-25-1   4.1 Initial recognition 
842-20-25-2   4.1 Initial recognition 
842-20-25-3   4.1 Initial recognition 
842-20-25-5   4.3.2  Subsequent measurement 
842-20-25-6   4.2.2  Subsequent measurement 
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842-20-25-7   4.2.5 Impairment of right-of-use assets after the effective date 
842-20-25-8   4.2.2  Subsequent measurement 
842-20-30-1   4.2.1  Initial measurement 
842-20-30-2   2.5 Discount rates 
842-20-30-3   2.5 Discount rates 
842-20-30-3   2.5.2  Lessees 
842-20-30-5   4.2.1  Initial measurement 
842-20-35-1   4.3.2  Subsequent measurement 
842-20-35-2   4.3.2  Subsequent measurement 
842-20-35-3   4.2.2  Subsequent measurement 
842-20-35-4   4.2.2  Subsequent measurement 
842-20-35-4   4.5 Remeasurement of lease liabilities and right-of-use assets — 

operating and finance leases 
842-20-35-5   4.5 Remeasurement of lease liabilities and right-of-use assets — 

operating and finance leases 
842-20-35-7   4.3.2  Subsequent measurement 
842-20-35-8   4.3.2  Subsequent measurement 
842-20-35-9   4.2.5 Impairment of right-of-use assets after the effective date 
842-20-35-10   4.2.5 Impairment of right-of-use assets after the effective date 
842-20-35-12   4.7.3 Amortization of leasehold improvements 
842-20-35-13    4.7.3.2  Leasehold improvements acquired in business combinations 
842-20-35-14   6.3 Sublessor accounting 
842-20-35-15   6.3 Sublessor accounting 
842-20-40-1   4.8.1  Lease termination 
842-20-40-2   4.8.2 Purchase of a leased asset during the lease term 
842-20-40-3   6.1.1 The original lessee is relieved of the primary obligation — not a sublease 
842-20-45-1   4.9 Presentation 
842-20-45-2   4.9 Presentation 
842-20-45-3   4.9 Presentation 
842-20-45-4   4.9 Presentation 
842-20-45-5   4.9 Presentation 
842-20-50-1   4.10 Disclosure 
842-20-50-2   4.10 Disclosure 
842-20-50-3   4.10 Disclosure 
842-20-50-4   4.10 Disclosure 
842-20-50-6   4.10 Disclosure 
842-20-50-7    4.10 Disclosure 
842-20-50-7   9.1 Related party leasing transactions 
842-20-50-8   4.10 Disclosure 
842-20-50-9   4.10 Disclosure 
842-20-55-1 
through 55-2 

  2.9.1 Lessee accounting for variable lease payments 

842-20-55-1 
through 55-2 

  4.2.3  Expense recognition 
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842-20-55-1 
through 55-2 

  4.3.2  Subsequent measurement 

842-20-55-3   4.2.3  Expense recognition 
842-20-55-4 
through 55-9  

  4.8.7  Lessee accounting for maintenance deposits 

842-20-55-10   4.8.3  Leases denominated in a foreign currency 
842-20-55-18 
through 55-20 

  4.8.4  Portfolio approach 

842-20-55-22 
through 55-39 

  4.11 Lessee illustrations 

842-20-55-48 
through 55-51 

  4.2.5 Impairment of right-of-use assets after the effective date 

842-20-55-53   4.10 Disclosure 
842-30-25-1   5.2.1 Initial recognition and measurement 
842-30-25-2   2.9.2 Lessor accounting for variable lease payments 
842-30-25-2   5.2.2 Subsequent measurement 
842-30-25-3   5.2.1 Initial recognition and measurement 
842-30-25-4   5.2.1 Initial recognition and measurement 
842-30-25-5   5.2.1 Initial recognition and measurement 
842-30-25-6   5.2.1 Initial recognition and measurement 
842-30-25-6   5.3.1 Initial recognition and measurement 
842-30-25-7   5.3.1 Initial recognition and measurement 
842-30-25-8   5.3.1 Initial recognition and measurement 
842-30-25-9   2.9.2 Lessor accounting for variable lease payments 
842-30-25-9   5.3.2 Subsequent measurement 
842-30-25-10   5.4 Operating leases 
842-30-25-11   2.9.2 Lessor accounting for variable lease payments 
842-30-25-11   5.4 Operating leases 
842-30-25-12   5.4 Operating leases 
842-30-25-13   5.4 Operating leases 
842-30-30-1   5.2.1 Initial recognition and measurement 
842-30-30-1   5.3.1 Initial recognition and measurement 
842-30-30-2   5.3.1 Initial recognition and measurement 
842-30-30-4   5.4 Operating leases 
842-30-35-1   5.2.2 Subsequent measurement 
842-30-35-1   5.3.2 Subsequent measurement 
842-30-35-2   5.2.4 Remeasurement of the net investment in the lease 
842-30-35-2   5.3.4 Remeasurement of the net investment in the lease 
842-30-35-3   5.2.3 Impairment of the net investment in the lease 
842-30-35-4   5.7.1 Sale of lease receivables 
842-30-35-5   5.7.2 Accounting for the underlying asset at the end of a lease 
842-30-35-6   5.4 Operating leases 
842-30-35-7   6.2 Original lessor accounting 
842-30-40-1   5.2.1 Initial recognition and measurement 
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842-30-40-1   5.3.1 Initial recognition and measurement 
842-30-40-2   5.7.3 Lease termination 
842-30-40-3   6.2 Original lessor accounting 
842-30-40-4   1.7 Acquisition of lease residual values 
842-30-45-1   5.8 Presentation 
842-30-45-2   5.8 Presentation 
842-30-45-3   5.8 Presentation 
842-30-45-4   5.8 Presentation 
842-30-45-5   5.8 Presentation 
842-30-45-6   5.8 Presentation 
842-30-45-7   5.8 Presentation 
842-30-50-3   5.9 Disclosure 
842-30-50-4   5.9 Disclosure 
842-30-50-4   9.1 Related party leasing transactions 
842-30-50-5   5.9 Disclosure 
842-30-50-6   5.9 Disclosure 
842-30-50-7   5.9 Disclosure 
842-30-50-8   5.9 Disclosure 
842-30-50-9   5.9 Disclosure 
842-30-50-10   5.9 Disclosure 
842-30-50-11   5.9 Disclosure 
842-30-50-12   5.9 Disclosure 
842-30-50-13   5.9 Disclosure 
842-30-55-1 
through 55-15 

  5.7.7 Sales of equipment with guaranteed minimum resale amount 

842-30-55-16   2.4.9 Tax indemnifications in lease agreements 
842-30-55-17   5.4 Operating leases 
842-30-55-19 
through 55-24 

  5.5 Examples — lessor accounting 

842-30-55-25 
through 55-30 

  5.5 Examples — lessor accounting 

842-30-55-31 
through 55-39 

  5.5 Examples — lessor accounting 

842-30-55-40 
through 55-43 

  5.5 Examples — lessor accounting 

842-40-15-2   7.1 Overview 
842-40-25-1   7.2 Determining whether the transfer of an asset is a sale 
842-40-25-2   7.2 Determining whether the transfer of an asset is a sale 
842-40-25-3   7.2 Determining whether the transfer of an asset is a sale 
842-40-25-4   7.3 Transactions in which the transfer of an asset is a sale 
842-40-25-5   7.4 Transactions in which the transfer of an asset is not a sale 
842-40-30-1   7.3 Transactions in which the transfer of an asset is a sale 
842-40-30-2   7.3 Transactions in which the transfer of an asset is a sale 
842-40-30-3   7.3 Transactions in which the transfer of an asset is a sale 
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842-40-30-4   7.3 Transactions in which the transfer of an asset is a sale 
842-40-30-6   7.4 Transactions in which the transfer of an asset is not a sale 
842-40-50-1   7.8 Disclosure 
842-40-50-2   7.8 Disclosure 
842-40-55-1 
through 55-2 

  7.1 Overview 

842-40-55-3 
through 55-5 

  7.7 Lessee involvement in asset construction ('build-to-suit' transactions) 

842-40-55-7   7.7.1 Lessee indemnification of environmental contamination 
842-40-55-8 
through 55-10 

  7.1.5 Sale subject to a preexisting lease 

842-40-55-11 
through 55-17 

  7.9 Transfer of tax benefits 

842-40-55-18 
through 55-19 

  7.1.6 Sale-leaseback-sublease transactions 

842-40-55-20 
through 55-21 

  7.2.3 Seller-lessee guarantee of the residual value 

842-40-55-23 
through 55-30 

  7.3.3 Example 

842-40-55-31 
through 55-38 

  7.4.2 Example 

842-40-55-40 
through 55-44 

  7.7.2 Determining whether the lessee controls the underlying asset being 
constructed 

842-50-15-1   5.7.5 Leveraged leases 
842-50-15-1   10.1 Introduction and grandfathering 
842-50-25-1   10.2 Definition of a leveraged lease 
842-50-25-2   8.5 Leveraged lease acquired in a business combination or by a not-for-

profit entity 
842-50-30-1   10.3 Accounting for leveraged leases 
842-50-30-2   8.5 Leveraged lease acquired in a business combination or by a not-for-

profit entity 
842-50-35-1   8.5 Leveraged lease acquired in a business combination or by a not-for-

profit entity 
842-50-35-2   10.3 Accounting for leveraged leases 
842-50-35-3   10.3 Accounting for leveraged leases 
842-50-35-4   10.3 Accounting for leveraged leases 
842-50-35-5   10.3 Accounting for leveraged leases 
842-50-35-6   10.3.4 Change in leveraged lease assumptions 
842-50-35-7   10.3.4 Change in leveraged lease assumptions 
842-50-35-8   10.3.4 Change in leveraged lease assumptions 
842-50-35-9   10.3.4 Change in leveraged lease assumptions 
842-50-35-10   10.3.4 Change in leveraged lease assumptions 
842-50-35-11   10.3.4 Change in leveraged lease assumptions 
842-50-35-12   10.3.4 Change in leveraged lease assumptions 
842-50-35-13   10.3.4 Change in leveraged lease assumptions 
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842-50-35-14   10.3.4 Change in leveraged lease assumptions 
842-50-35-15   10.3.4 Change in leveraged lease assumptions 
842-50-35-16   10.3.4.2 Impact of AMT on leveraged lease accounting 
842-50-35-17   10.3.4.2 Impact of AMT on leveraged lease accounting 
842-50-35-18   10.3.4.2 Impact of AMT on leveraged lease accounting 
842-50-35-19   10.3.4.2 Impact of AMT on leveraged lease accounting 
842-50-35-20   10.3.4.2 Impact of AMT on leveraged lease accounting 
842-50-45-1   10.3.3 Accounting for income taxes related to leveraged leases 
842-50-45-2   10.3.3 Accounting for income taxes related to leveraged leases 
842-50-45-3   10.3.3 Accounting for income taxes related to leveraged leases 
842-50-50-1   10.4 Disclosures 
842-50-50-2   10.4 Disclosures 
842-50-50-3   10.4 Disclosures 
842-50-55-1   10.2.1 Leveraged lease involving an existing asset of a regulated entity 
842-50-55-2 
through 55-3 
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C Illustrations from ASC 842 on the 
application of the definition of a lease 

ASC 842 includes the following examples on the application of the definition of a lease. Refer to section 
1.2, Determining whether a contract contains a lease. 

C1 Example 1 — Rail cars  
Excerpt from Accounting Standards Codification 
Example 1 — Rail Cars 

Case A — Contract Contains a Lease 

842-10-55-42 
A contract between Customer and a freight carrier (Supplier) provides Customer with the use of 10 rail 
cars of a particular type for 5 years. The contract specifies the rail cars; the cars are owned by 
Supplier. Customer determines when, where, and which goods are to be transported using the cars. 
When the cars are not in use, they are kept at Customer’s premises. Customer can use the cars for 
another purpose (for example, storage) if it so chooses. However, the contract specifies that Customer 
cannot transport particular types of cargo (for example, explosives). If a particular car needs to be 
serviced or repaired, Supplier is required to substitute a car of the same type. Otherwise, and other 
than on default by Customer, Supplier cannot retrieve the cars during the five-year period. 

842-10-55-43 
The contract also requires Supplier to provide an engine and a driver when requested by Customer. 
Supplier keeps the engines at its premises and provides instructions to the driver detailing Customer’s 
requests to transport goods. Supplier can choose to use any one of a number of engines to fulfill each 
of Customer’s requests, and one engine could be used to transport not only Customer’s goods, but 
also the goods of other customers (for example, if other customers require the transport of goods to 
destinations close to the destination requested by Customer and within a similar timeframe, Supplier 
can choose to attach up to 100 rail cars to the engine). 

842-10-55-44 
The contract contains leases of rail cars. Customer has the right to use 10 rail cars for 5 years. 

842-10-55-45 
There are 10 identified cars. The cars are explicitly specified in the contract. Once delivered to 
Customer, the cars can be substituted only when they need to be serviced or repaired. The engine 
used to transport the rail cars is not an identified asset because it is neither explicitly specified nor 
implicitly specified in the contract. 

842-10-55-46 
Customer has the right to control the use of the 10 rail cars throughout the 5-year period of use 
because: 

a.  Customer has the right to obtain substantially all of the economic benefits from use of the cars 
over the five-year period of use. Customer has exclusive use of the cars throughout the period of 
use, including when they are not being used to transport Customer’s goods. 
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b.  Customer has the right to direct the use of the cars. The contractual restrictions on the cargo that 
can be transported by the cars are protective rights of Supplier and define the scope of 
Customer’s right to use the cars. Within the scope of its right of use defined in the contract, 
Customer makes the relevant decisions about how and for what purpose the cars are used by 
being able to decide when and where the rail cars will be used and which goods are transported 
using the cars. Customer also determines whether and how the cars will be used when not being 
used to transport its goods (for example, whether and when they will be used for storage). 
Customer has the right to change these decisions during the five-year period of use. 

842-10-55-47 
Although having an engine and driver (controlled by Supplier) to transport the rail cars is essential to 
the efficient use of the cars, Supplier’s decisions in this regard do not give it the right to direct how and 
for what purpose the rail cars are used. Consequently, Supplier does not control the use of the cars 
during the period of use. 

Case B — Contract Does Not Contain a Lease 

842-10-55-48 
The contract between Customer and Supplier requires Supplier to transport a specified quantity of 
goods by using a specified type of rail car in accordance with a stated timetable for a period of five 
years. The timetable and quantity of goods specified are equivalent to Customer having the use of 
10 rail cars for 5 years. Supplier provides the rail cars, driver, and engine as part of the contract. The 
contract states the nature and quantity of the goods to be transported (and the type of rail car to be 
used to transport the goods). Supplier has a large pool of similar cars that can be used to fulfill the 
requirements of the contract. Similarly, Supplier can choose to use any one of a number of engines to 
fulfill each of Customer’s requests, and one engine could be used to transport not only Customer’s 
goods, but also the goods of other customers. The cars and engines are stored at Supplier’s premises 
when not being used to transport goods. 

842-10-55-49 
The contract does not contain a lease of rail cars or of an engine. 

842-10-55-50 
The rail cars and the engines used to transport Customer’s goods are not identified assets. Supplier 
has the substantive right to substitute the rail cars and engine because: 

a.  Supplier has the practical ability to substitute each car and the engine throughout the period of 
use. Alternative cars and engines are readily available to Supplier, and Supplier can substitute 
each car and the engine without Customer’s approval. 

b.  Supplier would benefit economically from substituting each car and the engine. There would be 
minimal, if any, cost associated with substituting each car or the engine because the cars and 
engines are stored at Supplier’s premises and Supplier has a large pool of similar cars and 
engines. Supplier benefits from substituting each car or the engine in contracts of this nature 
because substitution allows Supplier to, for example, (1) use cars or an engine to fulfill a task for 
which the cars or engine are already positioned to perform (for example, a task at a rail yard close 
to the point of origin) or (2) use cars or an engine that would otherwise be sitting idle because 
they are not being used by a customer. 

842-10-55-51 
Accordingly, Customer does not direct the use and does not have the right to obtain substantially all of 
the economic benefits from use of an identified car or an engine. Supplier directs the use of the rail 
cars and engine by selecting which cars and engine are used for each particular delivery and obtains 
substantially all of the economic benefits from use of the rail cars and engine. Supplier is only providing 
freight capacity. 
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C2 Example 2 — Concession space 
Excerpt from Accounting Standards Codification 
Example 2 — Concession Space 

842-10-55-52 
A coffee company (Customer) enters into a contract with an airport operator (Supplier) to use a space 
in the airport to sell its goods for a three-year period. The contract states the amount of space and 
that the space may be located at any one of several boarding areas within the airport. Supplier has the 
right to change the location of the space allocated to Customer at any time during the period of use. 
There are minimal costs to Supplier associated with changing the space for the Customer: Customer 
uses a kiosk (that it owns) that can be moved easily to sell its goods. There are many areas in the 
airport that are available and that would meet the specifications for the space in the contract. 

842-10-55-53 
The contract does not contain a lease. 

842-10-55-54 
Although the amount of space Customer uses is specified in the contract, there is no identified asset. 
Customer controls its owned kiosk. However, the contract is for space in the airport, and this space 
can change at the discretion of Supplier. Supplier has the substantive right to substitute the space 
Customer uses because: 

a.  Supplier has the practical ability to change the space used by Customer throughout the period of 
use. There are many areas in the airport that meet the specifications for the space in the contract, 
and Supplier has the right to change the location of the space to other space that meets the 
specifications at any time without Customer’s approval. 

b.  Supplier would benefit economically from substituting the space. There would be minimal cost 
associated with changing the space used by Customer because the kiosk can be moved easily. 
Supplier benefits from substituting the space in the airport because substitution allows Supplier 
to make the most effective use of the space at boarding areas in the airport to meet changing 
circumstances.  

C3 Example 3 — Fiber-optic cable 
Excerpt from Accounting Standards Codification 
Example 3 — Fiber-Optic Cable 

Case A — Contract Contains a Lease 

842-10-55-55 
Customer enters into a 15-year contract with a utilities company (Supplier) for the right to use 3 
specified, physically distinct dark fibers within a larger cable connecting Hong Kong to Tokyo. 
Customer makes the decisions about the use of the fibers by connecting each end of the fibers to its 
electronic equipment (for example, Customer “lights” the fibers and decides what data and how much 
data those fibers will transport). If the fibers are damaged, Supplier is responsible for the repairs and 
maintenance. Supplier owns extra fibers but can substitute those for Customer’s fibers only for 
reasons of repairs, maintenance, or malfunction (and is obliged to substitute the fibers in these cases). 

842-10-55-56 
The contract contains a lease of dark fibers. Customer has the right to use the 3 dark fibers for 15 years. 
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842-10-55-57 
There are three identified fibers. The fibers are explicitly specified in the contract and are physically 
distinct from other fibers within the cable. Supplier cannot substitute the fibers other than for reasons 
of repairs, maintenance, or malfunction. 

842-10-55-58 
Customer has the right to control the use of the fibers throughout the 15-year period of use because: 

a.  Customer has the right to obtain substantially all of the economic benefits from use of the fibers 
over the 15-year period of use. Customer has exclusive use of the fibers throughout the period 
of use. 

b.  Customer has the right to direct the use of the fibers. Customer makes the relevant decisions 
about how and for what purpose the fibers are used by deciding when and whether to light the 
fibers and when and how much output the fibers will produce (that is, what data and how much 
data those fibers will transport). Customer has the right to change these decisions during the 15-
year period of use. 

842-10-55-59 
Although Supplier’s decisions about repairing and maintaining the fibers are essential to their efficient 
use, those decisions do not give Supplier the right to direct how and for what purpose the fibers are 
used. Consequently, Supplier does not control the use of the fibers during the period of use. 

Case B — Contract Does Not Contain a Lease 

842-10-55-60 
Customer enters into a 15-year contract with Supplier for the right to use a specified amount of 
capacity within a cable connecting Hong Kong to Tokyo. The specified amount is equivalent to 
Customer having the use of the full capacity of 3 strands within the cable (the cable contains 15 fibers 
with similar capacities). Supplier makes decisions about the transmission of data (that is, Supplier 
lights the fibers and makes decisions about which fibers are used to transmit Customer’s traffic and 
about the electronic equipment that Supplier owns and connects to the fibers). 

842-10-55-61 
The contract does not contain a lease. 

842-10-55-62 
Supplier makes all decisions about the transmission of its customers’ data, which requires the use of 
only a portion of the capacity of the cable for each customer. The capacity portion that will be provided 
to Customer is not physically distinct from the remaining capacity of the cable and does not represent 
substantially all of the capacity of the cable. Consequently, Customer does not have the right to use an 
identified asset. 

C4 Example 4 — Retail unit 
Excerpt from Accounting Standards Codification 
Example 4 — Retail Unit 

842-10-55-63 
Customer enters into a contract with property owner (Supplier) to use Retail Unit A for a five-year 
period. Retail Unit A is part of a larger retail space with many retail units. 
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842-10-55-64 
Customer is granted the right to use Retail Unit A. Supplier can require Customer to relocate to 
another retail unit. In that case, Supplier is required to provide Customer with a retail unit of similar 
quality and specifications to Retail Unit A and to pay for Customer’s relocation costs. Supplier would 
benefit economically from relocating Customer only if a major new tenant were to decide to occupy a 
large amount of retail space at a rate sufficiently favorable to cover the costs of relocating Customer 
and other tenants in the retail space that the new tenant will occupy. However, although it is possible 
that those circumstances will arise, at inception of the contract, it is not likely that those circumstances 
will arise. For example, whether a major new tenant will decide to lease a large amount of retail space 
at a rate that would be sufficiently favorable to cover the costs of relocating Customer is highly 
susceptible to factors outside Supplier’s influence. 

842-10-55-65 
The contract requires Customer to use Retail Unit A to operate its well-known store brand to sell its 
goods during the hours that the larger retail space is open. Customer makes all of the decisions about 
the use of the retail unit during the period of use. For example, Customer decides on the mix of goods 
sold from the unit, the pricing of the goods sold, and the quantities of inventory held. Customer also 
controls physical access to the unit throughout the five-year period of use. 

842-10-55-66 
The contract requires Customer to make fixed payments to Supplier as well as variable payments that 
are a percentage of sales from Retail Unit A. 

842-10-55-67 
Supplier provides cleaning and security services as well as advertising services as part of the contract. 

842-10-55-68 
The contract contains a lease of retail space. Customer has the right to use Retail Unit A for five years. 

842-10-55-69 
Retail Unit A is an identified asset. It is explicitly specified in the contract. Supplier has the practical 
ability to substitute the retail unit, but could benefit economically from substitution only in specific 
circumstances. Supplier’s substitution right is not substantive because, at inception of the contract, 
those circumstances are not considered likely to arise. 

842-10-55-70 
Customer has the right to control the use of Retail Unit A throughout the five-year period of use because: 

a.  Customer has the right to obtain substantially all of the economic benefits from use of Retail Unit 
A over the five-year period of use. Customer has exclusive use of Retail Unit A throughout the 
period of use. Although a portion of the cash flows derived from sales from Retail Unit A will flow 
from Customer to Supplier, this represents consideration that Customer pays Supplier for the 
right to use the retail unit. It does not prevent Customer from having the right to obtain 
substantially all of the economic benefits from use of Retail Unit A. 

b.  Customer has the right to direct the use of Retail Unit A. The contractual restrictions on the 
goods that can be sold from Retail Unit A and when Retail Unit A is open define the scope of 
Customer’s right to use Retail Unit A. Within the scope of its right of use defined in the contract, 
Customer makes the relevant decisions about how and for what purpose Retail Unit A is used by 
being able to decide, for example, the mix of products that will be sold in the retail unit and the 
sale price for those products. Customer has the right to change these decisions during the five-
year period of use. 
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842-10-55-71 
Although cleaning, security, and advertising services are essential to the efficient use of Retail Unit A, 
Supplier’s decisions in this regard do not give it the right to direct how and for what purpose Retail Unit 
A is used. Consequently, Supplier does not control the use of Retail Unit A during the period of use, 
and Supplier’s decisions do not affect Customer’s control of the use of Retail Unit A. 

C5 Example 5 — Truck rental 
Excerpt from Accounting Standards Codification 
Example 5 — Truck Rental 

842-10-55-72 
Customer enters into a contract with Supplier for the use of a truck for one week to transport cargo 
from New York to San Francisco. Supplier does not have substitution rights. Only cargo specified in the 
contract is permitted to be transported on this truck for the period of the contract. The contract 
specifies a maximum distance that the truck can be driven. Customer is able to choose the details of 
the journey (speed, route, rest stops, and so forth) within the parameters of the contract. Customer 
does not have the right to continue using the truck after the specified trip is complete. 

842-10-55-73 
The cargo to be transported and the timing and location of pickup in New York and delivery in San 
Francisco are specified in the contract. 

842-10-55-74 
Customer is responsible for driving the truck from New York to San Francisco. 

842-10-55-75 
The contract contains a lease of a truck. Customer has the right to use the truck for the duration of the 
specified trip. 

842-10-55-76 
There is an identified asset. The truck is explicitly specified in the contract, and Supplier does not have 
the right to substitute the truck. 

842-10-55-77 
Customer has the right to control the use of the truck throughout the period of use because: 

a.  Customer has the right to obtain substantially all of the economic benefits from the use of the 
truck over the period of use. Customer has exclusive use of the truck throughout the period of 
use. 

b.  Customer has the right to direct the use of the truck. How and for what purpose the truck will be 
used (that is, the transport of specified cargo from New York to San Francisco within a specified 
time frame) are predetermined in the contract. Customer directs the use of the truck because it 
has the right to operate the truck (for example, speed, route, and rest stops) throughout the 
period of use. Customer makes all of the decisions about the use of the truck that can be made 
during the period of use through its control of the operations of the truck. 

842-10-55-78 
Because the duration of the contract is one week, this lease meets the definition of a short-term lease.  
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C6 Example 6 — Ship 
Excerpt from Accounting Standards Codification 
Example 6 — Ship 

Case A — Contract Does Not Contain a Lease 

842-10-55-79 
Customer enters into a contract with a ship owner (Supplier) for the transport of cargo from 
Rotterdam to Sydney on a specified ship. The ship is explicitly specified in the contract, and Supplier 
does not have substitution rights. The cargo will occupy substantially all of the capacity of the ship. 
The contract specifies the cargo to be transported on the ship and the dates of pickup and delivery. 

842-10-55-80 
Supplier operates and maintains the ship and is responsible for the safe passage of the cargo onboard 
the ship. Customer is prohibited from hiring another operator for the ship or operating the ship itself 
during the term of the contract. 

842-10-55-81 
The contract does not contain a lease. 

842-10-55-82 
There is an identified asset. The ship is explicitly specified in the contract, and Supplier does not have 
the right to substitute that specified ship. 

842-10-55-83 
Customer has the right to obtain substantially all of the economic benefits from use of the ship over 
the period of use. Its cargo will occupy substantially all of the capacity of the ship, thereby preventing 
other parties from obtaining economic benefits from use of the ship. 

842-10-55-84 
However, Customer does not have the right to control the use of the ship because it does not have the 
right to direct its use. Customer does not have the right to direct how and for what purpose the ship is 
used. How and for what purpose the ship will be used (that is, the transport of specified cargo from 
Rotterdam to Sydney within a specified time frame) are predetermined in the contract. Customer has 
no right to change how and for what purpose the ship is used during the period of use. Customer has 
no other decision-making rights about the use of the ship during the period of use (for example, it does 
not have the right to operate the ship) and did not design the ship. Customer has the same rights 
regarding the use of the ship as if it were one of multiple customers transporting cargo on the ship. 

Case B — Contract Contains a Lease 

842-10-55-85 
Customer enters into a contract with Supplier for the use of a specified ship for a five-year period. The 
ship is explicitly specified in the contract, and Supplier does not have substitution rights. 

842-10-55-86 
Customer decides what cargo will be transported and whether, when, and to which ports the ship will 
sail, throughout the five-year period of use, subject to restrictions specified in the contract. Those 
restrictions prevent Customer from sailing the ship into waters at a high risk of piracy or carrying 
hazardous materials as cargo. 
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842-10-55-87 
Supplier operates and maintains the ship and is responsible for the safe passage of the cargo onboard 
the ship. Customer is prohibited from hiring another operator for the ship or operating the ship itself 
during the term of the contract. 

842-10-55-88 
The contract contains a lease. Customer has the right to use the ship for five years. 

842-10-55-89 
There is an identified asset. The ship is explicitly specified in the contract, and Supplier does not have 
the right to substitute that specified ship. 

842-10-55-90 
Customer has the right to control the use of the ship throughout the five-year period of use because: 

a.  Customer has the right to obtain substantially all of the economic benefits from use of the ship 
over the five-year period of use. Customer has exclusive use of the ship throughout the period 
of use. 

b.  Customer has the right to direct the use of the ship. The contractual restrictions about where the 
ship can sail and the cargo to be transported by the ship define the scope of Customer’s right to 
use the ship. They are protective rights that protect Supplier’s investment in the ship and 
Supplier’s personnel. Within the scope of its right of use, Customer makes the relevant decisions 
about how and for what purpose the ship is used throughout the five-year period of use because it 
decides whether, where, and when the ship sails, as well as the cargo it will transport. Customer 
has the right to change these decisions throughout the five-year period of use. 

842-10-55-91 
Although the operation and maintenance of the ship are essential to its efficient use, Supplier’s 
decisions in this regard do not give it the right to direct how and for what purpose the ship is used. 
Instead, Supplier’s decisions are dependent on Customer’s decisions about how and for what purpose 
the ship is used.  

C7 Example 7 — Aircraft 
Excerpt from Accounting Standards Codification 
Example 7 — Aircraft 

842-10-55-92 
Customer enters into a contract with an aircraft owner (Supplier) for the use of an explicitly specified 
aircraft for a two-year period. The contract details the interior and exterior specifications for the 
aircraft. 

842-10-55-93 
There are contractual and legal restrictions in the contract on where the aircraft can fly. Subject to 
those restrictions, Customer determines where and when the aircraft will fly and which passengers and 
cargo will be transported on the aircraft. 

842-10-55-94 
Supplier is responsible for operating the aircraft, using its own crew. Customer is prohibited from 
hiring another operator for the aircraft or operating the aircraft itself during the term of the contract. 
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842-10-55-95 
Supplier is permitted to substitute the aircraft at any time during the two-year period and must 
substitute the aircraft if it is not working. Any substitute aircraft must meet the interior and exterior 
specifications in the contract. There are significant costs involved in outfitting an aircraft in Supplier’s 
fleet to meet Customer’s specifications. 

842-10-55-96 
The contract contains a lease. Customer has the right to use the aircraft for two years. 

842-10-55-97 
There is an identified asset. The aircraft is explicitly specified in the contract, and although Supplier 
can substitute the aircraft, its substitution right is not substantive. Supplier’s substitution right is not 
substantive because of the significant costs involved in outfitting another aircraft to meet the 
specifications required by the contract such that Supplier is not expected to benefit economically from 
substituting the aircraft. 

842-10-55-98 
Customer has the right to control the use of the aircraft throughout the two-year period of use 
because: 

a.  Customer has the right to obtain substantially all of the economic benefits from use of the aircraft 
over the two-year period of use. Customer has exclusive use of the aircraft throughout the period 
of use. 

b.  Customer has the right to direct the use of the aircraft. The restrictions on where the aircraft can 
fly define the scope of Customer’s right to use the aircraft. Within the scope of its right of use, 
Customer makes the relevant decisions about how and for what purpose the aircraft is used 
throughout the two-year period of use because it decides whether, where, and when the aircraft 
travels as well as the passengers and cargo it will transport. Customer has the right to change 
these decisions throughout the two-year period of use. 

842-10-55-99 
Although the operation of the aircraft is essential to its efficient use, Supplier’s decisions in this regard 
do not give it the right to direct how and for what purpose the aircraft is used. Consequently, Supplier 
does not control the use of the aircraft during the period of use, and Supplier’s decisions do not affect 
Customer’s control of the use of the aircraft.  

C8 Example 8 — Contract for shirts  
Excerpt from Accounting Standards Codification 
Example 8 — Contract for Shirts 

842-10-55-100 
Customer enters into a contract with a manufacturer (Supplier) to purchase a particular type, quality, 
and quantity of shirts for a three-year period. The type, quality, and quantity of shirts are specified in 
the contract. 

842-10-55-101 
Supplier has only one factory that can meet the needs of Customer. Supplier is unable to supply the 
shirts from another factory or source the shirts from a third-party supplier. The capacity of the factory 
exceeds the output for which Customer has contracted (that is, Customer has not contracted for 
substantially all of the capacity of the factory). 
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842-10-55-102 
Supplier makes all decisions about the operations of the factory, including the production level at 
which to run the factory and which customer contracts to fulfill with the output of the factory that is 
not used to fulfill Customer’s contract. 

842-10-55-103 
The contract does not contain a lease. 

842-10-55-104 
The factory is an identified asset. The factory is implicitly specified because Supplier can fulfill the 
contract only through the use of this asset. 

842-10-55-105 
However, Customer does not control the use of the factory because it does not have the right to obtain 
substantially all of the economic benefits from use of the factory. This is because Supplier could decide 
to use the factory to fulfill other customer contracts during the period of use. 

842-10-55-106 
Customer also does not control the use of the factory because it does not have the right to direct the 
use of the factory. Customer does not have the right to direct how and for what purpose the factory is 
used during the three-year period of use. Customer’s rights are limited to specifying output from the 
factory in the contract with Supplier. Customer has the same rights regarding the use of the factory as 
other customers purchasing shirts from the factory. Supplier has the right to direct the use of the 
factory because Supplier can decide how and for what purpose the factory is used (that is, Supplier has 
the right to decide the production level at which to run the factory and which customer contracts to 
fulfill with the output produced). 

842-10-55-107 
Either the fact that Customer does not have the right to obtain substantially all of the economic 
benefits from use of the factory or the fact that Customer does not have the right to direct the use of 
the factory would be sufficient in isolation to conclude that Customer does not control the use of the 
factory.  

C9 Example 9 — Contract for network services 
Excerpt from Accounting Standards Codification 
Example 10 — Contract for Network Services 

Case A — Contract Does Not Contain a Lease 

842-10-55-124 
Customer enters into a contract with a telecommunications company (Supplier) for network services 
for two years. The contract requires Supplier to supply network services that meet a specified quality 
level. To provide the services, Supplier installs and configures servers at Customer’s premises; 
Supplier determines the speed and quality of data transportation in the network using the servers. 
Supplier can reconfigure or replace the servers when needed to continuously provide the quality of 
network services defined in the contract. Customer does not operate the servers or make any 
significant decisions about their use. 
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842-10-55-125 
The contract does not contain a lease. Instead, the contract is a service contract in which Supplier uses 
the equipment to meet the level of network services determined by Customer. 

842-10-55-126 
Customer does not control the use of the servers because Customer’s only decision-making rights 
relate to deciding on the level of network services (the output of the servers) before the period of 
use — the level of network services cannot be changed during the period of use without modifying the 
contract. For example, even though Customer produces the data to be transported, that activity does 
not directly affect the configuration of the network services and, thus, it does not affect how and for 
what purpose the servers are used. Supplier is the only party that can make decisions about the use of 
the servers during the period of use. Supplier has the right to decide how data are transported using 
the servers, whether to reconfigure the servers, and whether to use the servers for another purpose. 
Accordingly, Supplier controls the use of the servers in providing network services to Customer. There 
is no need to assess whether the servers are identified assets because Customer does not have the 
right to control the use of the servers. 

Case B — Contract Contains a Lease 

842-10-55-127 
Customer enters into a contract with an information technology company (Supplier) for the use of an 
identified server for three years. Supplier delivers and installs the server at Customer’s premises in 
accordance with Customer’s instructions and provides repair and maintenance services for the server, 
as needed, throughout the period of use. Supplier substitutes the server only in the case of 
malfunction. Customer decides which data to store on the server and how to integrate the server 
within its operations. Customer can change its decisions in this regard throughout the period of use. 

842-10-55-128 
The contract contains a lease. Customer has the right to use the server for three years. 

842-10-55-129 
There is an identified asset. The server is explicitly specified in the contract. Supplier can substitute 
the server only if it is malfunctioning. 

842-10-55-130 
Customer has the right to control the use of the server throughout the three-year period of use because: 

a.  Customer has the right to obtain substantially all of the economic benefits from use of the server 
over the three-year period of use. Customer has exclusive use of the server throughout the 
period of use. 

b.  Customer has the right to direct the use of the server. Customer makes the relevant decisions 
about how and for what purpose the server is used because it has the right to decide which aspect 
of its operations the server is used to support and which data it stores on the server. Customer is 
the only party that can make decisions about the use of the server during the period of use. 

 



 

 

 

EY | Assurance | Tax | Transactions | Advisory 

About EY 
EY is a global leader in assurance, tax, transaction and advisory services. 
The insights and quality services we deliver help build trust and confidence 
in the capital markets and in economies the world over. We develop 
outstanding leaders who team to deliver on our promises to all of our 
stakeholders. In so doing, we play a critical role in building a better working 
world for our people, for our clients and for our communities.  

EY refers to the global organization, and may refer to one or more, of the 
member firms of Ernst & Young Global Limited, each of which is a separate 
legal entity. Ernst & Young Global Limited, a UK company limited by 
guarantee, does not provide services to clients. For more information about 
our organization, please visit ey.com.  

Ernst & Young LLP is a client-serving member firm of Ernst & Young Global 
Limited operating in the US. 

© 2017 Ernst & Young LLP. 
All Rights Reserved. 

SCORE no. 00195-171US 

This and many of the publications produced by our US Professional Practice 
Group, are available free on AccountingLink at www.ey.com/us/accountinglink. 

This material has been prepared for general informational purposes only and is not intended to be 
relied upon as accounting, tax, or other professional advice. Please refer to your advisors for 
specific advice. 

http://www.ey.com/
http://www.ey.com/Content/vwAcctglink/UL-en-Services-Accountinglink---home


 

 

What you need to know 
• The FASB has issued final guidance that requires lessees to recognize most leases on 

their balance sheets. 

• Lessees and lessors will classify most leases using a principle that is generally 
consistent with current US GAAP but without the bright lines. Lease classification 
determines how lease-related expense and revenue is recognized as well as what 
lessors record on the balance sheet. 

• The guidance eliminates today’s real estate-specific provisions and changes what 
qualifies as initial direct costs. 

• For calendar-year public business entities, the guidance is effective in 2019, and 
interim periods within that year. For other calendar-year entities, it is effective in 
2020, and interim periods in 2021. Early adoption is permitted for all entities. 

Overview 
Real estate entities will need to change certain lease accounting practices when implementing 
the new leases standard, Accounting Standards Codification (ASC) 842, Leases, issued by the 
Financial Accounting Standards Board (FASB or Board). ASC 842 significantly changes the 
accounting for lessees that are real estate tenants, requiring them to recognize most leases 
on their balance sheets as lease liabilities with corresponding right-of-use assets. 
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For lessors, ASC 842 does not make fundamental changes to today’s lessor accounting 
model. However, it modifies what qualifies as a sales-type and direct financing lease as well as 
the related accounting. ASC 842 also eliminates today’s real estate-specific provisions that 
apply to all entities and changes which costs qualify as initial direct costs. 

Like ASC 840, ASC 842 requires lessees to classify most leases as either finance leases 
(generally capital leases under ASC 840) or operating leases. Lessors are required to classify 
all leases as either sales-type, direct financing or operating leases. 

Leases are classified using a principle that is generally consistent with ASC 840 but without 
today’s bright lines (i.e., the “75% of economic life” and “90% of fair value” tests). Lease 
classification determines how and when a lessee and a lessor recognize lease expense and 
income, respectively, and what assets a lessor records. 

For lessees, the income statement recognition pattern for finance leases and operating leases 
is similar to that of today’s capital leases and operating leases, respectively. That is, finance 
leases generally have a front-loaded expense recognition pattern, and operating lease 
expense is generally recognized on a straight-line basis. 

Entities will need to adjust their accounting policies, processes and internal controls to 
implement the new standard. 

ASC 842 is effective for public business entities (PBE) for annual periods beginning after 15 
December 2018, and interim periods within those years. For all other entities, it is effective 
for annual periods beginning after 15 December 2019, and interim periods the following year. 
Early adoption is permitted for all entities. Entities are required to use a modified 
retrospective approach for leases that exist or are entered into after the beginning of the 
earliest comparative period presented in the financial statements. For example, for a 
calendar-year PBE that presents three years of financial statements, the effective date will be 
1 January 2019 and the transition provisions must be applied beginning 1 January 2017. Full 
retrospective application is prohibited. 

This publication summarizes the new standard and describes some industry-specific issues 
you may want to start working on. Like all other entities, you’ll also need to apply the new 
standard to leases of office space, office equipment and all other leased assets. 

This publication is intended to complement our Financial reporting developments (FRD) 
publication, Lease accounting — Accounting Standards Codification 842, Leases 
(SCORE No. 00195-171US), which provides an in-depth discussion of ASC 842. We refer to 
that publication as our Leases FRD. Engineering & construction entities should refer to our 
Technical Line, How the FASB’s new leases standard will affect the engineering and 
construction entities (SCORE No. 00525-161US). 

The views we express in this publication are preliminary as of April 14, 2016. We may identify 
additional issues as we analyze ASC 842 and entities begin to interpret it, and our views may 
evolve during that process. 

Key considerations 
Scope and scope exceptions 
Consistent with ASC 840, the scope of ASC 842 is limited to leases of property, plant and 
equipment (i.e., land and depreciable assets), including subleases of those assets. ASC 842 
does not apply to any of the following: 

• Leases of intangible assets 

http://www.ey.com/UL/en/AccountingLink/Accounting-Link-Home
http://www.ey.com/Publication/vwLUAssetsAL/FinancialReportingDevelopments_00195-171US_LeaseAccounting_16January2017/$FILE/FinancialReportingDevelopments_00195-171US_LeaseAccounting_16January2017.pdf


EY AccountingLink | ey.com/us/accountinglink 

3 | Technical Line How the FASB’s new leases standard will affect real estate entities 14 April 2016 

• Leases to explore for or use minerals, oil, natural gas and similar non-regenerative 
resources, including the intangible rights to explore for those natural resources and rights 
to use the land in which those natural resources are contained 

• Leases of biological assets, including timber 

• Leases of inventory 

• Leases of assets under construction 

Definition of a lease 
A lease is a contract (i.e., an agreement between two or more parties that creates 
enforceable rights and obligations), or part of a contract, that conveys the right to control the 
use of identified property, plant or equipment (i.e., an identified asset) for a period of time in 
exchange for consideration. 

The concept of an identified asset is generally consistent with the “specified asset” concept in 
ASC 840. Under ASC 842, an identified asset could be either implicitly or explicitly specified in 
a contract and can be a physically distinct portion of a larger asset (e.g., a floor of a building). 
Even if an asset is specified, a customer does not have the right to use an identified asset if, at 
inception of the contract, a supplier has the substantive right to substitute the asset 
throughout the period of use. A substitution right is substantive if the supplier has the 
practical ability to substitute alternative assets throughout the period of use and the supplier 
would benefit economically from the exercise of its right to substitute the asset. 

A contract conveys the right to control the use of an identified asset for a period of time if, 
throughout the period of use, the customer has both of the following: 

• The right to obtain substantially all of the economic benefits from the use of the identified 
asset 

• The right to direct the use of the identified asset 

A customer can obtain economic benefits either directly or indirectly (e.g., by using, holding 
or subleasing the asset). Economic benefits include the asset’s primary outputs (i.e., goods or 
services) and any byproducts (e.g., renewable energy credits that are generated through use of 
the asset), including potential cash flows derived from these items. Economic benefits also 
include benefits from using the asset that could be realized from a commercial transaction 
with a third party. However, economic benefits arising from ownership of the identified asset 
(e.g., tax benefits related to excess tax depreciation and investment tax credits) are not 
considered economic benefits derived from the use of the asset. 

A customer has the right to direct the use of an identified asset throughout the period of use 
when either: 

• The customer has the right to direct how and for what purpose the asset is used 
throughout the period of use. 

• The relevant decisions about how and for what purpose the asset is used are 
predetermined and the customer either (1) has the right to operate the asset, or direct 
others to operate the asset in a manner it determines, throughout the period of use 
without the supplier having the right to change the operating instructions or (2) designed 
the asset, or specific aspects of the asset, in a way that predetermines how and for what 
purpose the asset will be used throughout the period of use. 

While the lessor 
accounting model 
isn’t changing as 
much as the lessee 
model, real estate 
entities still need to 
modify aspects of 
their accounting. 
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When evaluating whether a customer has the right to direct how and for what purpose the 
asset is used throughout the period of use, the focus should be on whether the customer has 
the decision-making rights that will most affect the economic benefits that will be derived 
from the use of the asset. The decision-making rights that are most relevant are likely to 
depend on the nature of the asset and the terms and conditions of the contract. The standard 
also says that if the customer has the right to control the use of an identified asset for only a 
portion of the term of the contract, the contract contains a lease for that portion of the term. 

For most real estate contracts, the landlord does not have a substantive substitution right. 
Further, the tenant generally has exclusive use of the leased property and therefore has the 
right to substantially all of the economic benefits from its use. The tenant also generally has 
the right to direct the use of the underlying property because the tenant decides how and for 
what purpose the property will be used. For example, in a lease of a retail unit, the tenant 
generally decides the mix of products that will be sold and the sales price for those products, 
and has the sole discretion to change such decisions. 

Property leases often contain clauses requiring the tenant to maintain the property and/or 
allowing the landlord to inspect the condition of the property. Such clauses are designed to 
protect the landlord’s interest in the property and are examples of protective rights, which do 
not, by themselves, prevent the tenant from having the right to direct the use of the property. 

How we see it 
We believe that the assessment of whether a real estate contract is or contains a lease will 
be straightforward in most arrangements and real estate entities will generally reach 
conclusions that are similar to those they reach today. 

Identifying and separating components of a contract and allocating 
contract consideration 
Identifying and separating lease components 
For contracts that contain the rights to use multiple assets but not land (e.g., a building and 
equipment, multiple buildings), the right to use each asset is considered a separate lease 
component if both of these conditions are met: (1) the lessee can benefit from the right of use 
either on its own or together with other resources that are readily available to the lessee and 
(2) the right of use is neither dependent on, nor highly interrelated with, the other right(s) to 
use the underlying assets in the contract. However, for contracts that involve the right to use 
land and other assets (e.g., land and a building), ASC 842 requires an entity to classify and 
account for the right to use land as a separate lease component, even if the criteria above for 
separating lease components are not met, unless the accounting effect of not separately 
accounting for land is insignificant. 

Identifying and separating non-lease components of a contract 
Many contracts contain a lease coupled with an agreement to purchase or sell other goods or 
services (non-lease components). For these contracts, the non-lease components are 
identified and accounted for separately from the lease component, in accordance with other 
US GAAP. For example, the non-lease components may be accounted for as executory 
arrangements by lessees (customers) or as contracts subject to ASC 606, Revenue from 
Contracts with Customers, by lessors (suppliers). ASC 842 provides a practical expedient that 
permits lessees to make an accounting policy election (by class of underlying asset) to 
account for each separate lease component of a contract and its associated non-lease 
components as a single lease component. 

If a lease involves 
land and other 
assets, the right 
to use land is 
accounted for 
as a separate 
component unless 
the effect of doing 
so is insignificant. 

http://www.ey.com/UL/en/AccountingLink/Accounting-Link-Home


EY AccountingLink | ey.com/us/accountinglink 

5 | Technical Line How the FASB’s new leases standard will affect real estate entities 14 April 2016 

Lessees that do not make an accounting policy election to use this practical expedient are 
required to allocate the consideration in the contract to the lease and non-lease components 
on a relative standalone price basis. Lessees are required to use observable standalone prices 
(i.e., prices at which a customer would purchase a component of a contract separately) when 
readily available. If observable standalone prices are not readily available, lessees estimate 
standalone prices, maximizing the use of observable information. A residual estimation approach 
may be appropriate when the standalone price for a component is highly variable or uncertain. 

Lessors are generally required to apply ASC 606 to allocate the consideration in a contract 
between the lease and non-lease components on a relative standalone selling price basis. The 
standalone selling price is the price at which an entity would sell a promised good or service 
separately to a customer. When standalone selling prices are not directly observable, the 
lessor must estimate the standalone selling price. The guidance in ASC 606 also provides 
suitable methods for estimating the standalone selling price. 

A lessor allocates any variable payment amounts specifically related to the lessor’s efforts to 
transfer goods or services that are not a lease component entirely to the non-lease 
component(s) to which the variable payment specifically relates if doing so would be 
consistent with the transaction price allocation objective in ASC 606-10-32-28.1 If any part of 
the variable payment amounts relate to the lease component, even partially, a lessor treats 
the entire variable payment as a variable lease payment. A lessor recognizes the variable 
lease payments as income in the period when the changes in facts and circumstances on 
which the variable payment is based occur. 

Considerations for real estate lessors — tenant reimbursements 
Under ASC 840, lease-related executory costs (e.g., insurance, maintenance, taxes) are 
considered part of the lease component (or lease element) when lease and non-lease 
elements are separated. Under ASC 842, payments for maintenance activities, including 
common area maintenance (CAM) (e.g., cleaning the lobby of a building, removing snow from 
a parking lot for employees and customers) and other goods or services transferred to the 
lessee (e.g., providing utilities or trash removal) are considered non-lease components. As a 
result, real estate lessors will be required to apply ASC 606 to allocate and recognize 
consideration related to reimbursements for CAM, maintenance activities and other goods or 
services provided to the lessee if doing so is consistent with the transaction price allocation 
objective in ASC 606, unless the consideration received is variable and relates, at least 
partially, to the lease component. 

Lessors will evaluate the criteria in ASC 606 to determine whether the distinct services 
provided to the lessee are a single (or multiple) performance obligation(s). If the services 
meet the criteria to be considered a series of services that are “substantially the same and 
have the same pattern of transfer” to the lessee, they are accounted for as a single 
performance obligation. Any variable consideration received for performing these services 
may be eligible for the variable consideration “allocation exception” in ASC 606. That is, 
variable consideration (e.g., pro-rata reimbursement) is allocated to a specific part of the 
contract (e.g., a distinct month of services) and recognized, if both: 

• The terms of a variable payment relate specifically to the entity’s efforts to satisfy the 
performance obligation or transfer the distinct service. 

• Allocating the variable amount of consideration entirely to the performance obligation or 
the distinct service is consistent with the overall allocation objective of ASC 606. 

This allocation exception is only used to recognize variable consideration. 
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Fixed reimbursements for services provided are accounted for using the standard model in 
ASC 606. That is, lessors will allocate the consideration in the contract between the lease and 
non-lease components using the principles in ASC 606 and recognize the consideration 
allocated to the non-lease component(s) (i.e., the transaction price under ASC 606) as it 
transfers control2 of the services (i.e., as it provides the services) to the lessee over the term 
of the contract. 

How we see it 
ASC 842 requires that lessors account for consideration related solely to services 
provided using the guidance in ASC 606. If the variable consideration allocation exception 
criteria in ASC 606 are met, the resulting pattern of revenue recognition for many 
arrangements may be consistent with how entities recognize such operating lease and 
lease related revenue today. 

In some leases, a lessee also may reimburse (or make certain payments on behalf of) the lessor 
that relate to the leased asset (e.g., insurance premiums and real estate taxes associated with 
the lessor’s asset). Under ASC 842, insurance that protects the lessor’s interest in the 
underlying asset and taxes related to the asset are not separate components of the contract 
because they do not represent payments for goods or services (i.e., the payments are for the 
use of the leased asset and are attributable to the lease component). Entities should evaluate 
whether lease payments made for insurance that protects the lessor’s interest in the 
underlying asset and taxes relating to such asset are fixed (or in-substance fixed) lease 
payments or variable lease payments. See “Variable lease payments” section below for further 
discussion of the accounting for variable lease payments. 

Considerations for real estate lessors — lease structures 
As described above, real estate lease arrangements most often require that the tenant (1) 
provide consideration (e.g., monthly payment) to the lessor for use of the leased space and 
(2) separately reimburse the lessor for its share of operating costs (e.g., CAM, real estate 
taxes, insurance associated with the lessor’s asset). However, other types of real estate 
structures also exist. 

Certain real estate lease arrangements require the lessee to remit a single monthly payment 
that compensates the lessor for use of the property, including the related ownership costs of 
the building (e.g., taxes, insurance) and other services. Today, many lessors recognize the 
single payments received from these “gross lease” arrangements as lease revenue on a 
straight-line basis. In contrast, ASC 842 requires that entities determine whether such an 
arrangement contains non-lease components (e.g., maintenance or other CAM services) and 
allocate consideration to those components based on their standalone selling prices. 

How we see it 
Identifying non-lease components of contracts (e.g., CAM) may change practice for some 
lessors in the real estate industry. Today, entities may not focus on identifying lease and 
non-lease components because their accounting treatment (e.g., the accounting for 
variable payments from an operating lease and an executory contract) is often the same. 

Lessors may 
allocate variable 
consideration they 
receive for services 
to the period in 
which they perform 
those services, 
if certain criteria 
are met. 
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Lease classification 
At lease commencement, a lessee classifies a lease as a finance lease and a lessor classifies a 
lease as a sales-type lease if the lease meets any of the following criteria: 

• The lease transfers ownership of the underlying asset to the lessee by the end of the 
lease term. 

• The lease grants the lessee an option to purchase the underlying asset that the lessee is 
reasonably certain to exercise. 

• The lease term is for a major part of the remaining economic life of the underlying asset. 
This criterion is not applicable for leases that commence at or near the end of the 
underlying asset’s economic life. 

• The present value of the sum of the lease payments and any residual value guaranteed by 
the lessee that is not already included in the lease payments equals or exceeds 
substantially all of the fair value of the underlying asset. 

• The underlying asset is of such a specialized nature that it is expected to have no 
alternative use to the lessor at the end of the lease term. 

A lessee classifies a lease as an operating lease when it does not meet any of the criteria above. 

A lessor classifies a lease as a direct financing lease when none of the criteria above are met but 
the lease meets both of the following criteria: 

• The present value of the sum of lease payments and any residual value guaranteed by the 
lessee and any other third party unrelated to the lessor equals or exceeds substantially 
all of the fair value of the underlying asset. 

• It is probable that the lessor will collect the lease payments plus any amount necessary to 
satisfy a residual value guarantee. 

A key difference between the sales-type lease and direct financing lease classification tests is 
the treatment of residual value guarantees provided by unrelated third parties other than the 
lessee. Those third-party guarantees are excluded from the evaluation of the “substantially all” 
criterion in the sales-type lease test. However, they are included in the evaluation in the direct 
financing lease test. In addition, the evaluation of the collectibility of lease payments and residual 
value guarantees affects direct financing lease classification, whereas it does not affect 
sales-type lease classification. However, the evaluation of collectiblity does affect sales-type 
lease recognition and measurement. 

For lessors, all leases not classified as sales-type leases or direct financing leases are 
classified as operating leases. 

Lessees and lessors are required to reassess lease classification upon a modification (i.e., a 
change to the terms and conditions of the contract that results in a change in the scope of or 
the consideration for the lease) that does not result in a separate contract. Lessees also are 
required to reassess lease classification when there is a change in their assessment of either 
the lease term or whether they are reasonably certain to exercise an option to purchase the 
underlying asset. 

http://www.ey.com/UL/en/AccountingLink/Accounting-Link-Home
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ASC 842 also makes the following changes to today’s classification guidance that will affect 
real estate entities: 

• ASC 842 eliminates the real estate-specific classification criteria in ASC 840. For 
example, under ASC 840, only the “transfer of ownership” and “bargain purchase” 
criteria are considered when evaluating the classification of land leases. As a result, the 
classification of some land lease arrangements could change under ASC 842. 

• Under today’s guidance, if a lease involves land and a building, an entity must separately 
evaluate the classification of the land and building if the fair value of the land is 25% or 
more of the total fair value of the property. ASC 842 eliminates this requirement. 
However, as discussed above, an entity is still required to assess classification of separate 
lease components if a lease involves land and other assets unless the accounting effect of 
doing so would be insignificant. 

• ASC 842 eliminates today’s requirement that, in order for a lease of real estate to be 
classified as a sales-type lease, the lessor must transfer title to the lessee prior to the end 
of the lease term. 

• ASC 842 eliminates today’s requirement for lessors to classify leases of part of a building 
as operating leases when the cost and fair value of the leased portion is not objectively 
determinable. Under ASC 842, entities do not have to apply the “lease payments” 
criterion if the fair value of the underlying asset cannot be practicably determined 
(i.e., without undue cost or effort) but do have to apply the other classification criteria. As 
a result, a lease of part of a building could be a sales-type or direct financing lease if any 
other criteria are met. 

How we see it 
An entity that leases an entire building (i.e., 100% of the building) is inherently leasing the 
land underneath the building and would potentially account for the land and the building as 
separate lease components. However, this would not necessarily be the case when an 
entity only leases part of the building (e.g., one floor of a multi-story building). 

Lessor accounting 
Operating leases 
ASC 842 requires lessors to account for operating leases in a manner similar to how they 
account for operating leases under ASC 840. That is, lessors continue to recognize the 
underlying asset, and lease payments for which collectibility is probable at lease commencement 
are recognized over the lease term on a straight-line basis unless another systematic and rational 
basis better represents the pattern in which benefit is expected to be derived from the use of 
the underlying asset. However, when collectibility of lease payments is not probable at the 
commencement date for an operating lease (including a lease that would otherwise have 
qualified as a direct financing lease if it had met the related collectibility requirements), lease 
income is limited to the lesser of (1) the straight-line amount and (2) the lease payments, 
including any variable lease payments, that have been collected from the lessee. 

The FASB said in the Basis for Conclusions for operating leases (BC 326–327) that 
“recognizing rental income on a straight-line basis often will reflect the pattern in which 
income is earned from the underlying asset.” However, the FASB said “that will not always be 
the case” and decided that a lessor can recognize rental income on another systematic and 
rational basis if it is more representative of the pattern in which benefit is expected to be 
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derived from the use of the underlying asset. The FASB further said that ”a lessor is expected 
to recognize uneven fixed lease payments on a straight-line basis when the payments are 
uneven for reasons other than to reflect or compensate for market rentals or market 
conditions (for example, when there is significant front loading or back loading of payments or 
when rent-free periods exist in a lease).” 

How we see it 
Determining that lease payments in an operating lease should be recognized on a basis 
other than straight line will likely require judgment. There might not be a clear distinction 
between increases in scheduled lease payments that reflect the pattern in which lease 
income is earned (e.g., ”stepped” increases to compensate the lessor for changes in the 
market rentals) and other scheduled increases that do not. 

Sales-type leases 
Under ASC 842, lessors account for sales-type leases using an approach that is similar to ASC 
840’s sales-type lease accounting. That is, lessors derecognize the carrying amount of the 
underlying asset, recognize the net investment in the lease and recognize any selling profit or 
selling loss3 in net income. However, if collection of lease payments and any residual value 
guarantee provided by the lessee is not probable at lease commencement, a lessor does not 
derecognize the underlying asset and does not recognize its net investment in the lease. 
Instead, a lessor continues to account for the underlying asset using other GAAP and 
recognizes lease payments received, including variable lease payments that do not depend on 
an index or rate, as a deposit liability until the earlier of either of the following: 

• Collection of lease payments, plus any amounts necessary to satisfy a residual value 
guarantee provided by the lessee, becomes probable. 

• Either (1) the contract is terminated, and the lease payments received from the lessor are 
nonrefundable, or (2) the lessor repossesses the underlying asset and has no further 
obligation to the lessee under the contract and the lease payments received from the 
lessee are nonrefundable. 

Direct financing leases 
Lessors account for direct financing leases using an approach that is similar to the accounting 
for sales-type leases for which collectibility is probable. However, for a direct financing lease, 
any selling profit is deferred at lease commencement and included in the initial measurement 
of the net investment in the lease. The lessor recognizes interest income over the lease term 
in an amount that produces a constant periodic discount on the remaining balance of the net 
investment in the lease. 

Lessee accounting 
At the commencement date of a lease, a lessee recognizes a liability to make lease payments 
(i.e., the lease liability) and an asset representing the right to use the underlying asset during 
the lease term (i.e., the right-of-use asset). 

The initial recognition of the right-of-use asset and the lease liability is the same for finance 
leases and operating leases, as is the subsequent measurement of the lease liability. However, 
the subsequent measurement of the right-of-use asset for finance leases and operating leases 
differs under ASC 842. For finance leases, lessees are required to separately recognize the 
interest expense on the lease liability and the amortization expense on the right-of-use asset. 
This generally results in a front-loaded expense recognition pattern, which is consistent with 

ASC 842 
eliminates today’s 
real estate-specific 
classification criteria. 
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the subsequent measurement of capital leases under ASC 840. The periodic lease expense for 
operating leases is generally recognized on a straight-line basis, similar to the accounting for 
operating leases under ASC 840. 

Real estate entities that are lessees (e.g., a lessee in a ground lease arrangement) need to 
consider the effect of ASC 842 on their financial statements. In some circumstances, the 
lease liabilities and right-of-use assets recognized under ASC 842 could be significant. 

How we see it 
The requirement in ASC 842 that lessees recognize assets and liabilities for most leases 
could affect the leasing strategies of tenants of real estate entities. For example, certain 
tenants that today enter into net leases of single-tenant properties may make different 
decisions about whether to lease or buy. In addition, some tenants may seek to negotiate 
shorter lease terms than they currently have in order to reduce the amounts of the assets 
and liabilities they will need to record. Many factors will influence a tenant’s decisions, 
including the nature of its business, its access to capital and its real estate strategy. 

Refer to the appendix for examples of lessee accounting for a finance lease and an operating 
lease. 

Short-term leases recognition and measurement exemption 
Lessees can make an accounting policy election (by class of underlying asset to which the 
right of use relates) to apply accounting similar to ASC 840’s operating lease accounting to 
leases that, at the commencement date, have a lease term of 12 months or less and do not 
include an option to purchase the underlying asset that the lessee is reasonably certain to 
exercise (short-term leases). If an entity applies this exception, short-term leases are not 
recognized on the balance sheet and the related lease expense is recognized on a straight-line 
basis over the lease term. 

Other considerations 
Initial direct costs 
Under ASC 842, initial direct costs are incremental costs that would not have been incurred if 
the lease had not been obtained (e.g., commissions, payments made to an existing tenant to 
incentivize that tenant to terminate its lease). Lessees and lessors apply the same definition 
of initial direct costs. ASC 842’s guidance on initial direct costs is consistent with the concept 
of incremental costs of obtaining a contract in the new revenue recognition standard. 

ASC 842 requires lessors to recognize initial direct costs for operating leases as expenses 
over the lease term on the same basis as lease income. Lessors include initial direct costs in 
the initial measurement of their net investments in direct financing leases and sales-type 
leases with no selling profit or loss. However, initial direct costs related to sales-type leases 
with selling profit or loss are expensed at lease commencement. 

How we see it 
The new standard’s requirement that only costs that wouldn’t be incurred if a lease hadn’t 
been obtained qualify as initial direct costs will change practice for many real estate 
lessors. Lessors will no longer be able to include allocated costs (e.g., salaries) and costs 
that are incurred regardless of whether the lease is obtained (e.g., certain legal advice) in 
initial direct costs. 

Initial direct costs 
only include costs 
that would not 
have been incurred 
if a lease had not 
been obtained 
(e.g., commissions). 
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Sale and leaseback transactions 
Because lessees are required to recognize most leases on the balance sheet (i.e., all leases 
except for short-term leases if the lessee makes an accounting policy election to use this 
exemption), sale and leaseback transactions no longer provide lessees with a source of 
off-balance sheet financing. 

ASC 842 requires seller-lessees and buyer-lessors to consider the new revenue recognition 
standard and other criteria in ASC 842 (e.g., a sale with a finance leaseback would not qualify 
as a sale) to determine whether a sale has occurred. If control of an underlying asset passes 
to the buyer-lessor, the transaction is accounted for as a sale (or purchase) and a lease by 
both parties. If not, the transaction is accounted for as a financing by both parties. 

ASC 842 also eliminates today’s real estate-specific guidance for sale and leaseback transactions 
involving real estate, including ASC 840’s requirement that the seller-lessee evaluate whether 
the sale of real estate satisfies the criteria of ASC 360-20, Real Estate Sales. Under ASC 840, 
even when these criteria are met, up-front gain recognition is generally prohibited (i.e., deferral 
and amortization of the gain are required) if substantially all of the property sold is leased back. 

How we see it 
The elimination of today’s real estate-specific guidance, including the restrictions for sale 
and leaseback transactions, is a significant change. We generally expect more sale and 
leaseback transactions involving real estate to be accounted for as sales and subsequent 
leasebacks under the new standard than under today’s guidance. Requiring the 
buyer-lessor to consider the revenue recognition guidance to determine whether it has 
obtained control the underlying property also would be a change in practice. 

Lease modifications 
ASC 842 defines a lease modification as a change to the terms and conditions of a contract 
that results in a change in the scope of or the consideration for a lease. 

In a change from today’s guidance, lessees and lessors account for a lease modification as a 
separate contract (i.e., separate from the original contract) when both of the following 
conditions are met: 

• The modification grants the lessee an additional right of use not included in the original 
lease (e.g., a right to use an additional underlying asset). 

• The lease payments increase commensurate with the standalone price for the additional 
right-of-use, adjusted for the circumstances of the particular contract. 

If both of these conditions are met, the lease modification results in two separate contracts, 
the unmodified original contract and a separate contract. 

Refer to our Leases FRD for more details on accounting for lease modifications, including the 
accounting for a lease when the modification does not result in a separate new contract. 

Variable lease payments 
Variable lease payments that depend on an index or a rate are included in the lease payments 
and are measured using the prevailing index or rate at the measurement date (e.g., lease 
commencement date for initial measurement). Variable lease payments that do not depend 
on an index or rate, such as those based on performance (e.g., a percentage of sales) or 
usage of the underlying asset, are not included as lease payments. 

ASC 842 requires 
lease modifications 
that meet certain 
criteria to be 
accounted for as a 
separate contract. 
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Variable payments that are not based on an index or rate and are not in substance fixed are 
recognized in a manner similar to today’s accounting. Lessees recognize expense in the 
period in which the obligation for those payments is incurred.4 Lessors recognize income in 
the period when the changes in facts and circumstances on which the variable lease payments 
are based occur. 

Under ASC 842, lessees are required to reassess variable lease payments that depend on an 
index or rate only when the lease liability is remeasured for other reasons (e.g., due to a 
change in the lease term). Otherwise, lessees will recognize changes to index- and rate-based 
variable lease payments in profit or loss in the period of the change (i.e., similar to other 
variable lease payments). Lessors are required to account for changes in variable lease 
payments that depend on an index or rate when they occur. 

Next steps 
• Entities should perform a preliminary assessment as soon as possible to determine how 

their lease accounting will be affected. Two critical first steps include (1) identifying the 
sources and locations of an entity’s lease data and (2) accumulating that data in a way 
that will facilitate the application of ASC 842. For entities with decentralized operations 
(e.g., an entity that is geographically dispersed), this could be a complex process, given 
the possibility of differences in operational, economic and legal environments. Entities 
will also need to make sure they have processes (including internal controls) and systems 
in place to collect the necessary information to implement ASC 842. 

• Entities also may want to monitor the discussions of the Board and others including 
the Securities and Exchange Commission (SEC) staff as they consider interpretations 
and the application of ASC 842 to common transactions. 

• Real estate entities should begin to educate personnel in their leasing and tenant 
coordination departments about ASC 842. An entity may want these departments to 
evaluate its current portfolio of leases and/or prospective targets to identify tenants 
that may seek to alter their leasing strategies as a result of the new guidance. 

Endnotes: 
 _______________________  
1  The objective when allocating the transaction price is for an entity to allocate the transaction price to each 

performance obligation (or distinct good or service) in an amount that depicts the amount of consideration to which 
the entity expects to be entitled in exchange for transferring the promised goods or services to the customer. 

2  ASC 606 includes three criteria for evaluating whether control of a good or service is transferred over time. 
Contracts to provide services (e.g., CAM) will generally meet the criteria that “the customer simultaneously 
receives and consumes the benefits provided by the entity’s performance as the entity performs,” but an entity will 
need to evaluate each arrangement to reach this conclusion. Consideration from arrangements that do not meet 
the criteria for over time recognition is recognized at a point in time. 

3  At the commencement date, selling profit and loss is calculated as the difference between the fair value of the 
underlying asset or the lease receivable, if lower, and the carrying amount of the underlying asset net of any 
unguaranteed residual asset. 

4  A lessee should recognize cost from variable lease payments before the achievement of the specified target 
provided the achievement of the target is probable. 
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Appendix: Lessee accounting examples 
The following examples illustrate a lessee’s recognition and presentation of operating and 
finance leases under ASC 842. We are not providing examples of lessor accounting under ASC 
842 because the guidance won’t significantly change a lessor’s recognition or presentation 
for most operating leases. However, lessors should understand how they will be affected by 
changes ASC 842 makes to other aspects of the lessor model (e.g., classification, initial direct 
costs, sale and leaseback transactions, accounting for sales-type and direct financing leases). 
See our Leases FRD for lessor accounting examples. 

Illustration 1 — Lessee accounting for an operating lease  

Apartment Company V (Lessee) enters into a three-year lease of office space for a satellite 
field office and concludes that the agreement is an operating lease. Apartment Company V 
agrees to pay the following annual payments at the end of each year: $10,000 in year one, 
$12,000 in year two and $14,000 in year three. For simplicity, there are no purchase 
options, payments to the lessor before the lease commencement date, lease incentives 
from the lessor or initial direct costs. The initial measurement of the right-of-use asset 
and lease liability is $33,000 using a discount rate of approximately 4.235%. Apartment 
Company V uses its incremental borrowing rate because the rate implicit in the lease cannot 
be readily determined. Apartment Company V calculates that the annual straight-line lease 
expense is $12,000 per year [($10,000 + $12,000 + $14,000) ÷ 3]. 

Analysis: At lease commencement Apartment Company V would recognize the right-of-use 
asset and lease liability that it wouldn’t recognize today: 

Right-of-use asset  $ 33,000   

Lease liability     $ 33,000 

To initially recognize the lease-related asset and liability 

• The following journal entries would be recorded in the first year: 

Lease expense   $ 12,000   

Right-of-use asset   $  2,000 

Cash   $  10,000  

Lease liability  $ 8,602  

Right-of-use asset    $  8,602 

• To record lease expense and adjust the right-of-use asset for the difference between cash 
paid and straight-line lease expense (i.e., accrued rent). To adjust the lease liability to the 
present value of the remaining lease payments with an offset to the right-of-use asset. 
The adjustment of $8,602 is calculated as the initially recognized lease liability ($33,000) 
less the present value of remaining lease payments ($24,398) at the end of year one. 
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• A summary of the lease contract’s accounting (assuming no changes due to 
reassessment) is as follows: 

 Initial Year 1 Year 2 Year 3 
Cash lease payments:   $ 10,000  $ 12,000  $ 14,000 
Income statement:     
Periodic lease expense (straight-line)    12,000   12,000   12,000 
Prepaid (accrued) rent for period   $ (2,000)  $ —  $ 2,000 
Balance sheet:     

Lease liability   $ (33,000)  $ (24,398)  $ (13,431)  $ — 

Right-of-use asset     
Lease liability  $ 33,000  $ 24,398  $ 13,431  $ — 
Adjust: prepaid/(accrued) 

rent (cumulative)   —   (2,000)   (2,000)   — 
Right-of-use asset  $ 33,000  $ 22,398  $ 11,431  $ — 

• Immaterial differences may arise in the re-computation of amounts in the example 
above due to rounding. 

 

Illustration 2 — Lessee accounting for a finance lease  

Office Owner D (Lessee) enters into a three-year ground lease for a parking lot adjacent to 
an office building it owns and concludes that the agreement is a finance lease because it 
contains a purchase option that the lessee is reasonably certain to exercise. Office Owner D 
agrees to make the following annual payments at the end of each year: $10,000 in year one, 
$12,000 in year two and $14,000 in year three. For simplicity, there are no purchase 
options, payments to the lessor before the lease commencement date, lease incentives from 
the lessor or initial direct costs. The initial measurement of the right-of-use asset and lease 
liability is $33,000 (present value of lease payments using a discount rate of 4.235%). Office 
Owner D uses its incremental borrowing rate because the rate implicit in the lease cannot be 
readily determined. Office Owner D amortizes the right-of-use asset on a straight-line basis 
over the lease term. 

Analysis: At lease commencement, Office Owner D would recognize the right-of-use asset 
and lease liability in a manner similar to what it would do today:  

Right-of-use asset  $ 33,000   
Lease liability     $ 33,000 

To initially recognize the lease-related asset and liability 

• The following journal entries would be recorded in the first year: 

Interest expense   $ 1,398   
Lease liability     $ 1,398 

To record interest expense and accrete the lease liability using the interest method 
($33,000 x 4.235%) 

Amortization expense  $ 11,000   
Right-of-use asset    $ 11,000 

To record amortization expense on the right-of-use asset ($33,000 ÷ 3 years) 
 

Lease liability   $ 10,000   
Cash     $ 10,000 

To record lease payment 
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A summary of the lease contract’s accounting (assuming no changes due to reassessment) 
is as follows: 

 Initial Year 1 Year 2 Year 3 
Cash lease payments   $ 10,000  $ 12,000  $ 14,000 

Lease expense recognized     

Interest expense   $ 1,398  $ 1,033  $ 569 

Amortization expense    11,000   11,000   11,000 

Total periodic expense   $ 12,398  $ 12,033  $ 11,569 

Balance sheet     

Right-of-use asset  $ 33,000  $ 22,000  $ 11,000  $ — 

Lease liability   $ (33,000)  $ (24,398)  $ (13,431)  $ — 

Immaterial differences may arise in the re-computation of amounts in the example above 
due to rounding. 

 
 

 

Illustration 3 — Comparing the two types of leases for lessees  

This table illustrates the similarities and differences in accounting for the finance lease (see 
illustration 2) and the operating lease (see illustration 1): 

Finance lease: 

Time Lease liability  
Right-of-use 
(ROU) asset  

Interest 
expense  

Amortization 
expense  Total expense 

Initial  $ 33,000   $ 33,000   

 Year 1  $ 24,398   $ 22,000  $ 1,398  $ 11,000  $ 12,398 

Year 2  $ 13,431   $ 11,000   1,033   11,000   12,033 

Year 3  $ —   $ —   569   11,000   11,569 

  

   $ 3,000  $ 33,000  $ 36,000 
 

Operating lease: 

Time Lease liability 

Cumulative 
prepaid 

(accrued) rent1 ROU asset 

  

Lease expense 

Initial   $ 33,000  $ —  $ 33,000    

Year 1  $ 24,398  $ (2,000)  $ 22,398    $ 12,000 

Year 2  $ 13,431  $ (2,000)  $ 11,431     12,000 

Year 3  $ —  $ —  $  —     12,000 

       $ 36,000 

1  Prepaid and accrued rent amounts would not be presented separately on the balance sheet. Instead, the ROU 
asset would be presented on the balance sheet net of cumulative prepaid or accrued amounts (if any). 

The initial measurement of the right-of-use asset and the lease liability is the same for 
finance and operating leases. Also, the same total lease expense is recognized over the life 
of the arrangement but with different income statement classification and timing of 
recognition. However, a lessee generally recognizes higher periodic lease expense in the 
earlier periods of a finance lease than it does for an operating lease. 
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JD Edwards Lease Accounting 

2017 Statement of Direction
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Safe Harbor Statement

The following is intended to outline our general product direction. It is intended for 
information purposes only, and may not be incorporated into any contract. It is not a 
commitment to deliver any material, code, or functionality, and should not be relied upon 
in making purchasing decisions. The development, release, and timing of any features or 
functionality described for Oracle’s products remains at the sole discretion of Oracle.
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Lease Accounting

• What’s Happening

– Standards changing effective 2019 – Carry Leases on the Balance Sheet

– Property and non-property leases

• Who Does this Impact
–Most all Companies
• Do you rent/lease printers, laptops, Trucks, heavy equipment, buildings, office space?

– Lessor’s and Lessee’s
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JD Edwards Lease Accounting Plans
High Level Solution

• Support For lessors and lessees

• For property and non-property leases

• For single and multi-asset leases

• Integrated with Fixed Assets

• Integrated with AP for automatic lease 
payments and balance sheet updates

• Support for Revenue recognition for 
lessors
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Statement of 
Direction

Roadmap subject to change without notice. The above is intended for information purposes and may not be incorporated into a contract.
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JD Edwards Lease Accounting
Considerations

• Customers are asking questions now 
….yes, JDE will support them

• Think 9.2 by 2019  

• Benefits
– Increase productivity with auto-generated balance sheet 

entries for leased assets

– Minimize time and cost of audits through a central source 
to manage leases and leased assets

– Reduce financial close process with integrated lease 
management, fixed asset, and lease payments solution

– Accurately recognize revenue through configured rules for 
lessors
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In the loop 
March 2016 

Are leases embedded in your contracts? 

 

Does your company outsource its manufacturing? Do your supply 
arrangements bundle services and a device? Does your company rely on 

suppliers for products? Do you have data center arrangements?  

 

The FASB recently issued its new lease accounting standard. Under the new 
guidance, lessees will recognize an asset and liability for nearly all of their 
leases. This requirement also applies to any leases embedded in other 
arrangements, like supply contracts, data center agreements, and 
outsourcing agreements.  

While current leasing guidance requires that embedded leases be identified 
and accounted for separately, most lessees were not always diligent in doing 
so because typically, they were offbalancesheet and did not have a material 
impact on the income statement. But under the new guidance, balance sheet 
amounts will be misstated if embedded leases are not identified and 
accounted for appropriately. 

 
 
 



Identifying an embedded lease 

There is judgment involved in assessing if an arrangement contains an 
embedded lease. The general rule under the new model is that an arrangement 
contains a lease if (1) there is an explicit or implicit asset in the contract, and 
(2) the customer controls use of the asset. 

There is an embedded lease  what’s next? 

Once you identify an embedded lease, the contract needs to be separated into 
its lease and nonlease components. A component is an item or activity that 
transfers goods or services to the lessee. Under the new guidance, items such as 
property taxes and insurance that the lessee pays to the owner are not separate 
components because the lessee does not obtain a separate good or service for 
them. Instead, they are considered as part of the lease payment.  

The next step is to allocate the contract consideration among the identified 
components based on their relative, observable standalone prices. The 
standalone prices for the lease versus nonlease components might not be 
readily apparent, and you may have to get the information from the lessor, or 
make an estimate if the lessor is not willing to share such information. Finally, 
each embedded lease component needs to be classified as an operating or 
finance lease. The classification will determine the specific balance sheet 
presentation and the expense recognition model (straightline rent expense for 
an operating lease and frontloaded expense for a finance lease).  

Reassessment 

The new guidance adds more circumstances that require reassessment, and if 
necessary, reallocation and reclassification. The reassessment requirements in 
the new standard  which go well beyond actual modifications  are a significant 
change from today. Lessees will need new processes to monitor changes in 
circumstances that require revisions to lease accounting. 

What lessees should consider 

How an arrangement is structured can impact whether it contains an 
embedded lease. For example, contracts that specify particular assets may be 
accounted for differently than those in which the supplier can substitute the 
assets. Similarly, different provisions may influence the conclusion regarding 
whether the lessee controls the use of the asset. 

Join our webcast and take our lease accounting survey 

Webcasts on March 3 (replay available) and March 17  

Survey: How will the new standards impact you? 

  

In the loop 

Executivelevel insight into 
today’s top financial reporting 
and regulatory issues 

How PwC can help 

To have a deeper discussion about 
embedded leases, please contact: 

Beth Paul 
9732367270 
elizabeth.paul@pwc.com 

Ashima Jain 
4088175008 
ashima.jain@pwc.com 

Maria Constantinou 
9732364957 
maria.constantinou@pwc.com 

You may also want to see 

In brief: Lease accounting: The 
longawaited FASB standard has arrived 

In depth: The leasing standard  A 
comprehensive look at the new model and 
its impact 

In the loop: Lessor accounting: how the 
new lease and revenue standards interact 

For more accounting and financial 
reporting developments, visit 
www.cfodirect.com. 
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The overhaul of lease accounting: Catalyst for change in corporate real estate

The newly-released lease accounting standard effects all leased assets, from airplanes to copiers, and 
changes the reporting characteristics of such obligations. For companies that are heavy users of real 
estate, the rules related to the new standard may be an incentive to reconsider their real estate strategy. 
Implementation of the new rules may have a significant impact on the company’s financial statements and 
require substantial changes to processes and systems. 

Many companies, especially those that utilize significant real estate as part of their operations, are already 
reconsidering their real estate strategies. In many cases, this reconsideration is part of an effort to unlock 
shareholder value in existing assets or to provide growth capital for the continued expansion of capital-
intensive industries. Increasingly, activist investors are driving these pressures, who are not likely to go 
away any time soon. The new lease accounting standard may serve to further increase the focus on real 
estate in general, and leasehold interests in particular. 

Management at companies of all sizes and in all industries needs to be prepared to provide shareholders 
and investors with a well-articulated real estate strategy that is supported by a proactive assessment of the 
company’s existing property portfolio, including both owned and leased assets. By telling a clear story and 
openly communicating with shareholders and investors, companies both minimize the risk of becoming an 
activist target and help to build shareholder value. 

When you are evaluating your real estate strategy, for whatever reason, PwC can help. We can help you 
understand the new standards and the implications to your business, as well as help you consider the 
implications to your broader real estate strategy. Through our specialists’ global presence and extensive 
knowledge of capital markets, PwC can also provide you with the insight you need to achieve increased 
organizational transparency for investors and shareholders. PwC offers a powerful combination of personal 
service, specialized experience, and global reach that sets us apart and helps you achieve your goals.

Byron Carlock, Jr. 
US Real Estate Leader 
byron.carlock.jr@pwc.com 
214.754.7580

Tom Wilkin 
US REIT and Real Estate 
Lifecycles Leader 
tom.wilkin@pwc.com  
646.471.7090

Dear friends, 
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Executive summary 1 

In preparation for the new GAAP leases 
requirements, or to be more nimble in 
the current economic climate, senior 
management at many companies are 
targeting their corporate real estate 
strategy and operations for major 
renovation and update. The existing 
corporate real estate function may have 
originally been designed to support a 
very different operational structure 
compared to what exists today, or may 
even have been originally motivated by 
financing or tax considerations that are 
no longer applicable. The changes to 
lease accounting may provide a catalyst 
for change to these operations that 
goes beyond adapting to the technical 
requirements of the accounting, and 
may include reconsideration of strategy 
and the potential engagement in real 
estate monetization transactions. 

The coming changes 

The FASB and IASB have both recently 
issued new accounting standards that 
radically transform lease accounting. 
Unfortunately, while the boards 
worked together on the project and 
were previously largely aligned, they 
reached very different conclusions 
in certain areas, most significantly 
relating to the income statement 

treatment of many leases. This 
divergence will cause complications 
for multi-national companies dealing 
with the different models in different 
jurisdictions. This publication deals 
predominately with the application of 
the FASB model and its implications on 
US reporting entities. 

The changes in the new standard will 
affect almost every company. Under 
the new model, a lessee’s rights and 
obligations under all leases (except 
short-term leases)— existing and 
new—will be recognized on its balance 
sheet. The income statement treatment 
will be based on the classification of the 
lease as either an operating lease or a 
finance lease, which are differentiated 
using rules largely similar to those 
applied today for classifying capital 
leases.

The effective date for calendar year end 
public business entities is 2019, with 
some relief on transition under several 
practical expedients. Upon adoption, 
prior comparative periods will need to 
be recast. For public business entities, 
this means 2017 and 2018 will need 
to be recast to reflect the impact of the 
new standard–which is right around 
the corner. 

Executive summary
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Overview of the new leases standard

• The biggest changes were made to lessee accounting. Generally, pre-existing leases will not be grandfathered. Lessor 
accounting is substantially the same under the new standard compared to today’s accounting. 

• Essentially all assets leased under operating leases (except short term leases that are less than 12 months at lease 
commencement) will be brought on balance sheet. The lease liability will be equal to the present value of lease 
payments. A corresponding right-of-use asset will be based on the liability, subject to certain adjustments, such as for 
initial direct costs. 

• For income statement purposes, the FASB retained a dual model, requiring leases to be classified as either operating 
or finance. Operating leases will result in straight-line expense (similar to current operating leases), while finance 
leases will result in a front-loaded expense pattern (similar to current capital leases). Classification is based on 
criteria that are largely similar to those applied in current lease accounting, but without explicit “bright lines.” While 
bright lines no longer exist, we believe that a reasonable approach may be to consider the previous percentages when 
determining lease classification (i.e., 75% of the economic life of the underlying asset and 90% or more of the fair 
value of the underlying asset).

• Lease accounting will continue to require significant judgment, including estimates related to the lease term, lease 
payments, and the discount rate. Similar to today, the term of the lease will include the noncancellable lease term 
plus renewal periods that are reasonably certain of exercise by the lessee or within the control of the lessor and 
periods covered by an option to terminate the lease that the lessee is reasonably certain not to exercise.

• Variable rent payments are generally excluded when assessing classification and when measuring the lease liability, 
except those based on an index or rate, which are included based on the index or rate at lease commencement. 
Subsequent changes to the index or rate (e.g., changes in CPI) and other variable payments will be treated similar to 
contingent rent today. A lessee will only reassess variable lease payments that depend on an index or rate when the 
lease liability is remeasured for another reason independent of a change in a reference index or rate. Lease incentives 
should be included in lease payments when classifying the lease and measuring the lease liability. 

• When calculating present value, the applicable discount rate will be determined similar to existing leasing literature, 
except that lessors will be required to include deferred initial direct costs in their calculation of the rate implicit in 
the lease. 

• Lessees will need to monitor for the occurrence of certain triggering events on an ongoing basis. For example, upon 
certain events under the lessee’s control or an option that is exercised or not exercised as planned, the lessee must 
reassess the lease term. A change to the lease term may lead to reclassification of the lease and remeasurement of the 
right-of-use asset and lease liability. In such cases, assumptions related to variable rents based on an index or rate and 
the discount rate will be updated as of the remeasurement date. 

• A lease modification may be accounted for as a modification to the original lease or as the creation of a separate lease. 
A lessor should not reassess the lease term or a lessee option to purchase the asset unless the lease is modified and 
that modification is not accounted for as a separate lease. 

• Existing sale and leaseback guidance, including guidance applicable to real estate, is replaced with a new model 
applicable to both lessees and lessors. Existing sale and leasebacks will need to be addressed in transition – which 
may include recognizing previously deferred gains as an adjustment through opening equity as of the earliest period 
presented upon adoption. 

• Financial performance ratios may be impacted and other new operating metrics may evolve as a result of the 
adoption of the new standard.

• For some companies, the new standard will require significant system and process changes prior to the adoption 
date.

• Companies with international operations many need to consider the impact of the new lease standard under IFRS. 
There are significant differences between the US GAAP and IFRS standards in that IFRS requires a single model in 
which all leases are treated as financing transactions.



Executive summary 3 

At a minimum, compliance with the 
new standard may drive companies 
to consider significant upgrades, 
replacements, or overhauls of their 
legacy accounting systems, processes, 
and controls. Importantly, the new 
standard may also have a significant 
impact on a company’s operating 
results, financial ratios, and debt 
covenants. The scope of areas impacted 
by adoption goes well beyond just 
financial accounting. Many companies 
are already starting to plan for 
the coming changes, which may 
have operational, legal, tax, and IT 
implications. 

For some companies, the new lease 
accounting standard will represent just 
another compliance exercise, but one 
that is likely to entail significant cost 
and complexity. The cost of adoption is 
likely to include the education of all key 
stakeholders, robust systems upgrades, 
new processes, and implementation of 
new controls. 

For others, the compliance exercise 
will serve as a much-needed catalyst 
for change in their overall corporate 
real estate strategies. Because the new 
model will eliminate the off-balance 
sheet accounting for existing 
operating leases, it may also eliminate 
some of the perceived accounting 
advantages of leasing. Thus, the 
new standard may be an impetus for 
many to overhaul their real estate 
strategies. Changes to strategy may 
include re-evaluating lease versus 

buy decisions and considering the 
accounting ramifications of alternate 
lease structures. Such alternative 
structures could be different lease 
terms, variable rent (e.g., net lease 
structures over gross/modified gross 
leases for CAM/insurance/real 
estate taxes, leases based on CPI) or 
considering contingent rent over leases 
with increasing fixed rent payments.

For significant users of real estate 
(e.g., retail, healthcare, and hospitality 
companies), it will be critical to 
manage stakeholder relations during 
the transition to the new standard. 
Board members, analysts, and 
shareholders will have many questions 
about the potential financial reporting 
impact and necessary investments in 
new systems, processes, and controls. 
In addition, the significant changes 
to the financial statements, and the 
related changes in financial metrics, 
will require thoughtful investor/analyst 
communication and possible changes 
to compensation arrangements and 
debt covenants.

But it’s not just the new leases standard 
that has management reconsidering 
their real estate strategies. The real 
estate industry has recently seen a 
variety of economic, tax, and business 
issues. In addition, activist investors 
are becoming much more aggressive in 
their advocacy for dramatic operational 
changes and alternate means of 
monetizing real estate assets. 

Regardless of whether narrow changes 
are made to real estate strategies 
purely as a result of the new standard 
or more pervasive changes are made to 
be responsive to other macroeconomic 
and governance developments, 
management needs to begin the 
process now. Decisions made now, 
including leases being negotiated 
today, can have long-term implications. 
It’s important for management to 
take decisive action after careful 
consideration and analysis. 

Aside from the direct impact on 
financial statement presentation, the 
following section details some of the 
more pervasive ancillary business 
implications that may result from 
adoption of the new leases standard.
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Significant impacts

• Stakeholder education. Lessees will recognize a lease liability measured at the present value of future lease 
payments. This amount may differ from how analysts and credit agencies previously adjusted leverage ratios for the 
“debt-like” operating lease obligations disclosed in the footnotes.

• Potential impact on financial metrics or indirect financial impacts. While the dual model may often limit 
the impact on income-based performance metrics, it may impact other financial metrics that utilize balance sheet 
elements, for example, debt-to-equity ratios or return on assets metrics. Further, there may be indirect impacts 
caused by these changes. For example, recording significant additional assets may affect state tax payments, while 
changes to key metrics may alter incentive compensation payments or earn-outs and perhaps even impact legal or 
regulatory capital. 

• Decision points and data needs. Except for short term leases, all leases will be on the balance sheet. Decisions 
about a lease’s structure will impact the amount of the right-of-use asset and lease liability as opposed to impacting 
whether it will be recorded on the balance sheet. Data needs for ongoing reporting and disclosure will change 
significantly.

• Lease versus buy decisions. Previously, some lease versus buy decisions may have been influenced by whether a 
transaction qualified for off-balance treatment. Given that virtually all leases will be reported on the balance sheet, 
companies may want to revisit their lease-versus-buy decision criteria.

• Transition. While not effective until 2019, prior comparative periods presented will need to be restated using a 
modified retrospective transition method, which requires the recognition of a right-of-use asset and lease liability 
at the beginning of the earliest comparative period presented in the year of adoption. Leasing software and systems 
may require upgrades and enhancements, which may require a significant runway to adequately prepare for 
transition.

• State tax liabilities. Changes to the reported asset balance may impact income apportionment among states, 
potentially attracting additional income to higher tax jurisdictions. State capital and net worth taxes may increase as 
a result of the changes in the balance sheet. 

The last several years have seen a host 
of changes facing corporate real estate 
organizations. From cost management 
to outsourcing to systems changes 
to designing the workplace of the 
future, the role of the corporate real 
estate department has never been 
more complex. Nevertheless, the role 
of corporate real estate as a strategic 
function within an organization has 
often been overlooked or has not kept 
pace with the changes in the rest of 
the organization or market conditions. 

Simply put, many senior executives and 
boards of directors have not viewed 
their corporate real estate departments 
as a significant element in driving the 
success of an organization. Recent 
focus on real estate monetization has 
begun to change those views. The 
advent of the new lease accounting 
standard may further spur changes in 
this mind-set. 

Opportunity
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Reconsidering corporate real 
estate strategy

Some fundamental 
questions

As discussed above, this is a 
dynamic time for those in the real 
estate industry or with significant 
investments in real estate. On top 
of the need to adopt the new leases 
standard, economic, business, and tax 
changes, have all combined to make 
it an ideal time to reconsider whether 
your organization has the appropriate 
real estate strategy. As you assess your 
current corporate real estate strategy, 
there are a number of fundamental 
questions that should be asked, such as:

• Do you have a strategy for your 
real estate assets that supports the 
business’ wider strategic objectives? 

• How do you hold your real estate 
assets as part of your capital 
structure (e.g., do you use 
intercompany leasing)?

• What are the drivers of your lease 
versus buy decisions?

• Do you have detailed information 
about all of your lease obligations?

• What are current market 
opportunities (e.g., lease rates/
purchase prices) and how would 
they affect your real estate strategy?

• How do federal, state, and local 
taxes factor into your corporate real 
estate decisions?

• How does your company manage 
occupancy costs?

• What is the potential impact of the 
new lease model on your company?

• Do your company’s existing systems 
have the capabilities necessary 
to capture and aggregate the 
information necessary to satisfy 
the reporting and disclosure 
requirements of the new lease 
standard? Are system, process, 
control and personnel changes 
necessary?

Functional 
participation

Corporate real estate activity affects 
a number of key functional areas and 
any reconsideration of your approach 
should include, at a minimum, 
members of each of the following key 
constituencies:

• Accounting/reporting

• Treasury

• Legal/regulatory

• Operations

• Tax planning and reporting

• Information systems

• Human resources (e.g., impact on 
compensation agreements)

• Investor relations 
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Each of these functional areas may 
be impacted by the new accounting 
standard. Accordingly, many 
companies that are significant users 
of real estate are considering creating 
a “steering committee” comprised 
of individuals from each of these 
constituencies to help them consider 
the implications. A collaborative 
approach from the inception of the 
planning stage is vital to ensure that 
unexpected implementation issues are 
identified early in the process. 

Many companies quickly identify 
some of the more significant transition 
impacts, such as the significant change 
in financial reporting or the potential 
impact on debt covenants and other 
metrics. However, other less obvious 
impacts also exist for particular 
companies or industries. In addition to 
the business implications detailed in 
the prior section, many companies will 
need to allow for incremental time and 
effort associated with executing leases 
as both lessors and lessees negotiate to 
achieve the most desirable accounting 
impact under changing dynamics. 
Accordingly, it is essential for 
companies to seek broad participation 
in the process of identifying and 
addressing the potential implications of 
the new lease accounting standard.

 

Factors that impact 
corporate real estate 
strategy

The new standard will be the catalyst 
for companies to take a fresh look at 
factors that influence their corporate 
real estate strategy, which is influenced 
by a variety of factors, as represented 
below. 

The impact to corporate 
real estate strategy

• Reassess “lease-buy” decision 
criteria where buying is feasible

• Consider negotiation strategy 
around lease term - controlling 
space/economics versus 
accounting effect

• Consider pricing implications 
of option periods versus longer 
terms 

• Consider common contractual 
terms and modify where 
appropriate - what is the “new 
normal”? (e.g., should you 
increase or eliminate certain 
contingent rent provisions) 

• Evaluate the economic impact 
on more than just financial 
reporting, including regulatory 
capital, cost plus contracts, etc.

• Evaluate the tax impact, 
including federal, state, local 
and foreign taxes

Economic 
conditions

Effective 
management  

Government
budgetary

Financing 
issues

Operational 
issues

Tax
considerations

Regulatory 
issues

Corporate 
real estate 
strategy 

Workforce

Technology
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Many companies are looking for a 
simple answer to the question, “how 
should we change our real estate 
strategy?” Unfortunately, the answer 
is, “it depends.” As we will discuss 
further, the decisions around when 
and how to lease are affected by a 
large number of factors, including 
the need to control particular assets, 
operational flexibility, availability 
of alternatives, common industry 
practices, tax and regulatory impacts 
and expectations of management. 
Careful consideration of the impact and 
the company’s specific circumstances 
will be required. It is not a “one size 
fits all” evaluation for all companies 
or for different types of transactions. 
Rather, management should be armed 
with an understanding of the impacts 
of the new model so they can create 
various strategies for major classes of 
transactions and then be able to apply 
those to specific situations as they 
arise. 

Operational issues 

A company’s need for corporate 
real estate is driven in large part 
by both its current and planned 
physical requirements. Space needs 
can change dramatically over 
time—driven by a variety of factors, 
including growth/contraction 
plans, potential acquisitions, 
productivity improvements, and 
physical obsolescence. Further, local 
demographics may change needs for 
particular locations. These issues will 
vary significantly from company to 
company and by property type. The 
following examples help illustrate the 

There are also many operational 
reasons why companies rent rather 
than own that may be unrelated to the 
accounting or even to the economics. 
One such reason frequently cited is 
that leasing allows tenants to avail 
themselves of professional property 
management. Does a bank, for 
example, want to maintain a staff 
of engineers, maintenance, or other 
personnel necessary to address 
the day-to-day issues surrounding 
management of real estate? In these 
circumstances, we may begin to see an 
expansion of service options that may 
be included in property management 
contracts. 

Overriding operational considerations 
is often the impact of market practice 
or practical availability of property for 
purchase. Certain types of properties 
(e.g., retail store locations) may be 
unique and not generally available for 
purchase, whereas commercial office 
space may be more fungible and, in 
some cases, also more available for 
purchase. 

With the loss of off-balance sheet 
accounting under the new standard, 
companies that presently lease may 
instead opt to own. Companies with 
low leverage and high credit ratings 
may have a substantially lower cost 
of capital than traditional real estate 
lessors, which may create a capital 
arbitrage benefit for owning rather 
than leasing in certain cases. Although 
counter-intuitive, under the new 
standard, companies with a better 
credit profile and lower borrowing 
costs will record a larger lease liability 
as a result of discounting the associated 

diversity of potential issues based on a 
company’s operations:

Example 1—Retail company

A retail company typically requires 
several different types of property 
for its operations, including (i) store 
locations (ii) warehouse locations, 
and (iii) key corporate offices in 
central business districts.

Example 2—Bank

Banks normally maintain a variety 
of property locations for their 
operations, including (i) bank 
branches (ii) processing operations 
(often in fungible office space in 
suburban markets), and (iii) key 
corporate offices in central business 
districts.

Generally, a company is more likely 
to lease real estate when its long-
term property needs are unclear; 
operational flexibility is highly 
desirable and expected access to 
acceptable alternatives is good. Leasing 
has also historically carried the added 
advantage of providing companies with 
a form of off-balance sheet financing, 
which will generally not exist under 
the new standard. 

Conversely, a company is more likely 
to buy when the company’s long-term 
property needs are clear, the need for 
specific properties are expected to be 
stable and long-term, specific assets are 
needed and/or there are concerns with 
respect to the availability of acceptable 
alternatives. Expectations regarding 
capital appreciation of real estate assets 
may also drive decisions. 
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lease payments based on a lower 
incremental borrower rate when 
compared to a company with a lesser 
credit and higher borrowing costs, 
relative to the same lease. 

We have already begun to hear 
of increasing potential purchase 
transactions involving single-tenant 
office buildings. It is possible that we 
will see an increase in certain property 
types converting portions of property 
to condominium interests as a result of 
the new standard. 

However, this trend will be affected 
by the underlying reason companies 
are leasing, as discussed previously. 
It is also likely to vary significantly 
by property type. For example, 
converting portions of properties to 
condominium interests is more likely 
to occur for longer-dated leases in 
more physically static situations such 
as individual floors or blocks of floors 
in large office buildings or with single-
tenant retail sites, both of which may 
be functionally independent. It is less 
likely to occur in relatively short or 
moderate duration leases with partial 
floors or in malls/strip centers, which 
are not functionally independent and 
may frequently require reconfiguration 
to accommodate a different tenant mix.

It is also interesting to note that this 
potential push towards more real 
estate ownership as a result of the new 
lease standard is, in fact, counter to 
the recent real estate monetization 
trends, which are having the effect 
of driving real estate assets off 
corporate real estate user’s balance 
sheets. While the jury is still out, many 
market participants believe that the 
monetization trends will be the bigger 

influence and the ownership trend 
driven by the accounting ramifications 
will be secondary. 

Today, in many cases, companies 
outsource their corporate real 
estate lease administration because 
commercial real estate service 
providers offer this service relatively 
inexpensively (in order to gain 
access to more lucrative transaction 
activity, such as leasing commissions). 
Outsourcing may be more cost effective 
than doing such administration 
in-house. However, in some cases, 
the additional information needed 
to account for leases under the new 
lease model may be sensitive to the 
company’s lease negotiating position. 
Companies may be hesitant to allow 
such interested parties to have the 
necessary access to the information 
in order to prepare the required 
accounting documentation.

Economic issues 

While the real estate market has 
generally improved over the past 
several years, not all of the impact 
from the financial crises in 2008 has 
been reversed. Vacancy rates for some 
property types and in some markets are 
stabilizing, but not uniformly across 
all property type or markets. Further, 
many property owners continue to 
struggle with declining cash flow from 
operations, liquidity issues, high fit-out 
costs, and to a lesser extent, near-term 
debt maturities. As a consequence, 
landlords may be interested in 
discussing asset sales and lease 
modifications—perhaps by trading 
a lower rent in exchange for a longer 
lease (i.e., so called “blend and extend” 
transactions).

Accordingly, the current environment 
presents both challenges and 
opportunities for users of corporate 
real estate. In certain cases, 
opportunities to buy assets at favorable 
prices may still exist, while in other 
cases, negotiating rent concessions 
currently or through “blend and 
extend” type transactions may yield 
lower “all-in” occupancy costs. 
Although these market issues exist 
irrespective of the potential impact of 
the new lease accounting model, the 
new standard focuses a spotlight on 
the issues as companies consider the 
implications of the new accounting 
rule. 

Financing issues

For many industries and individual 
companies, alternative financing 
options to leasing may be limited or 
too expensive. As a result, leasing, 
historically, may have been the only 
option available, or, it may have been 
cheaper than other sources of financing 
available to the company. In many 
cases, this will not change irrespective 
of the accounting ramifications. 

However, depending upon the credit 
quality of the company, corporate real 
estate departments may now want 
to reconsider purchasing assets that 
were previously subject to a lease. 
When underwriting the amount and 
terms of a commercial mortgage to a 
property owner, lenders will consider 
factors such as debt yields, coverage 
ratios, loan-to-value, the length of 
lease terms, likelihood of renewal, and 
credit quality of the tenants occupying 
the property. In some cases, the 
property owner cannot effectively fund 
property improvements necessary for 
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the current operation of the property. 
A corporate real estate user/tenant 
(lessee) may have a better credit profile 
and lower cost of capital as compared 
to a particular property owner/
landlord (lessor) or to the “average” 
credit in a pool of tenants at a site. If 
the tenant is committed to a longer 
term use of the property, such tenant 
may benefit from obtaining financing 
using its own credit rating versus the 
landlord’s, which may be lower as a 
result of current market difficulties. 

Many of these issues are also the 
drivers of the recent monetization 
trends. Companies may, in fact, want 
to sell a property subject to a long-term 
lease back at a high valuation and 
effectively monetize an asset using 
its own credit to drive the valuation. 
Under the new model, this will involve 
an evaluation under the new sale and 
leaseback rules and a new lease-related 
asset and liability will come on the 
books, even if it’s a qualified sale and 
leaseback. 

Tax considerations

Federal and state tax considerations 
often played a significant role in 
many corporate real estate strategic 
decisions. A clear understanding of the 
tax motivations and implications for 
both counterparties in a transaction 
is critical, as these factors may 
significantly affect the pricing as 
well as the range of transactions the 
parties may be willing to consider. In 
addition, the economic issues affecting 
either side of a transaction may have 
radically changed since the decisions 
were first made. A company with net 
operating losses may be more willing 

expense and applied a multiple when 
calculating property factor values. In 
such instances, the change in lease 
accounting may affect the calculation 
of the property factor, as companies 
may instead utilize the right-of-use 
asset to determine these values. 
Further, the compromise to allow for 
straight-line expense recognition for 
certain types of leases, including many 
property leases, actually slows down 
the amortization of the right-of-use 
asset and, as a result, may exacerbate 
the state tax issue. 

Depending on the facts and 
circumstances of the company’s 
specific portfolio, the impact could be 
an increase in state taxes if the relative 
allocation moves income from lower 
tax jurisdictions to higher ones. Of 
course, the reverse could also be true 
if the relative allocation moves from 
higher tax jurisdictions to lower ones. 
Unfortunately, however, the states 
with higher rental rates (and therefore 
higher rental assets under the new 
model) are also generally the states 
with higher taxes - thereby creating an 
expectation that in many cases, a state 
tax increase will result from the change 
in apportionment. Accordingly, a 
detailed analysis to consider these state 
tax impacts using the company’s fact 
pattern may be necessary in order to 
devise a plan to minimize the impact. 

State franchise/net worth taxes may 
also be impacted by the new standard. 
Certain states, such as Illinois, 
determine the value of a company 
for franchise tax purposes using US 
GAAP. In addition, this value may 
be apportioned to the state by use 
of a property factor, which is also 
calculated under GAAP principles. As a 

to undertake substantial restructuring 
to accelerate tax benefits or utilize the 
losses before they expire. A company 
with expiring capital loss carryovers 
may be seeking opportunities 
to generate gains. Tax sensitive 
transactions by entities with significant 
owned real estate are generating more 
interest once again—including sale and 
leasebacks, joint ventures, spin-offs, 
and real estate investment trust (REIT) 
conversion transactions.

In most cases, federal taxes will remain 
unchanged; however, significant 
federal deferred tax adjustments may 
need to be tracked as the related book 
amounts change.

For state income tax purposes, business 
income of a company is apportioned 
among the states by means of an 
apportionment formula. For states 
that utilize a property factor in the 
apportionment formula, the new lease 
standard may affect the amount of 
business income apportioned to a state. 
In general, a property factor includes 
all real and tangible personal property 
owned or leased by the company 
and used during the tax period in 
the regular course of business. In 
most states, property owned by a 
taxpayer is valued at its original cost 
and property leased by the taxpayer 
is valued typically at eight times its 
net annual rental rate. Certain states’ 
tax codes provide that federal income 
tax rules apply when determining 
the property factor. Others, such as 
New Jersey, do not follow the federal 
income tax treatment and determine 
property factor values based on book 
value. Companies doing business in 
these states may have historically 
taken financial statement rent 
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have provided limited relief for the 
impact of such accounting changes. 
While the lessor operations of many 
banks will not be significantly affected, 
those with significant lessee activity 
(e.g., bank branches, headquarter 
buildings, processing centers, and ATM 
locations) may be impacted. Based 
on initial discussions with regulators, 
there may be an adverse impact of 
adoption of the new standard on risk-
based capital requirements. However, 
the specifics remain unclear as of now. 

Intercompany issues 

Many heavy corporate real estate users 
utilize a central real estate holding 
entity for owned and leased property, 
and then provide for intercompany 
charges to the consolidated subsidiaries 
using such assets. In some cases, the 
structures have been created (i) to 
take advantage of beneficial pricing 
(allowing companies to aggregate 
subsidiary needs to take bigger spaces), 
(ii) to obtain operating synergies 
and negotiate better terms, and 
(iii) for operational ease (allowing 
corporations with multiple subsidiaries 
to be flexible in allocating space 
between these units). It also may be 
driven by tax considerations (e.g., 
private REITs with beneficial state tax 
impacts). In some cases, companies 
execute intercompany leases, but, in 
others, no formal arrangement exists 
and costs are allocated through an 
intercompany expense charge. Under 
the new standard, these intercompany 
transactions will need to be reflected 
on each consolidated subsidiary’s 
books, which may affect them from a 
regulatory standpoint (e.g., subsidiary 
broker dealers may be inadequately 

Regulatory issues

In some cases, the decision to lease 
was driven by regulatory issues 
particular to certain industries. For 
example, reimbursement rates paid 
on some government contracts are 
based on GAAP reporting. Today, for 
some contracts, the government will 
reimburse 100% of the cost of rent 
but will not reimburse for capital 
related items, such as interest and 
amortization/depreciation of owned 
real estate. With the elimination of 
the current operating lease model 
(where “rent” expense is replaced by 
amortization and interest – presented 
as a single line “lease expense”), 
government contracts and/or 
reimbursement rules may need to be 
modified to ensure that the intended 
economics of the arrangement 
continue. While regulators may 
ultimately view rent and lease expense 
the same, it is unclear at this point 
whether or how actual government 
regulations will be modified. 

While the standard was still in a 
proposal phase, regulators were 
unwilling to provide an opinion on 
the potential regulatory implications 
until the standard was final and 
its effects were better understood. 
What is uncertain at this point is how 
regulatory agencies will react to the 
impacts this change will have on 
risk-based capital requirements and 
other key regulatory metrics. The 
effect of the change could be very 
significant to banks/broker dealers 
(see also “Intercompany Issues”) and 
other regulated entities whose capital 
ratios and/or other metrics are closely 
monitored and that would be adversely 
affected if computed under the new 
model. Historically, banking regulators 

result, net worth taxes in certain states 
may increase due to the increased value 
of property reflected on the balance 
sheet.

Items that may be impacted include the 
applicable depreciation rules, specific 
rules limiting the tax deductibility 
of interest (for example, thin 
capitalization rules and percentage of 
EBITDA rules), existing transfer pricing 
agreements, sales/indirect taxes, 
and existing leasing tax structures 
(in territory and cross-border). A 
reassessment of existing and proposed 
leasing structures should be performed 
to ensure continued tax benefits and 
management of tax risks.

Internationally, the new lease 
accounting model may have other 
impacts on the tax treatment of leasing 
transactions. In many jurisdictions 
outside the United States, tax 
accounting for leasing is often based 
on accounting used for book purposes, 
which may be under the IASB’s new 
standard. Refer to the “International 
divergence” section below. Given that 
there is no uniform leasing concept 
for tax purposes, the effect of the 
new standard will vary significantly, 
depending on the jurisdiction.

When tax does not follow the 
accounting model prescribed by the 
new standard, management may see an 
increase in the challenges of managing 
and accounting for newly-originated 
temporary differences, which will 
generate new deferred taxes in the 
financial statements.

Timely assessment and management 
of the potential tax impact will help 
optimize the tax position by enabling 
entities to seek possible opportunities 
and/or reduce tax exposures. 
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capitalized). The documentation of 
the arrangement will be much more 
important since it will drive the value 
of assets and associated liabilities for 
entities reporting on a stand-alone 
basis.

Governance, budgetary 
issues, and investment 
alternative issues

Some historical decisions to lease 
versus buy may have been driven by 
approval protocols and budgetary 
factors. For example, when a company 
is growing rapidly, it might have been 
faster and more efficient to execute 
a lease of real estate or equipment 
rather than going through the process 
to approve the purchase of a capital 
asset. In addition, internal budgeting 
may have led to a leasing bias since the 
upfront cash outlay is much lower than 
a purchase. If the approval rules follow 
the new lease model, an operating 
lease may now need the same level of 
approval as an outright purchase.

In addition, some decisions to lease 
may have been driven by a company’s 
prior alternative investment options 
for available cash. Today, many 
companies are holding significant cash 
balances that are earning only nominal 
returns. In the near term, using some 
of this cash to buy certain types of 
assets—especially ones expected to 
be utilized for a substantial portion of 
their lives—instead of paying much 
higher implicit rates in leases would be 
accretive to earnings in the long term. 
However, because existing leasing 
activity under today’s operating leases 

this environment to a more centralized 
one may require significant cultural 
changes that may not be easy to 
accomplish. 

In some cases, corporate real 
estate departments may have the 
responsibility for tracking real estate, 
but not enough resources and focus 
to (1) identify and manage excess 
capacity, (2) identify and seek 
reimbursement for overcharges for 
lease operating costs (e.g., common 
area maintenance and bill back 
overcharges), and/or (3) minimize 
other cash real estate occupancy 
costs. Finally, for many companies, 
existing tracking systems are informal, 
incomplete, or inaccurate. These 
“tracking systems” might be nothing 
more than a drawer for storing copies 
of leases, a notebook containing 
lease abstracts, spreadsheets, and 
non-integrated or out-of-date software 
applications.

Few companies today track property, 
plant, and equipment in a manual 
fashion. Yet, many companies are still 
accounting for their leases of corporate 
real estate using spreadsheets and 
accounts payable systems with no 
formal corporate real estate asset 
management system for these 
leased properties. Even for the more 
sophisticated corporate real estate 
groups that have asset management 
systems, these systems are often 
freestanding and utilized more for 
lease administration purposes, with 
no integration with the company’s 
accounting systems. 

may not be visible to corporate treasury 
departments, this alternative use of 
cash may not be in focus and these 
opportunities may be missed. 

Managing corporate 
real estate

In many organizations today, the 
corporate real estate department is 
viewed as more of an administrative 
function or “cost center” rather than 
a part of a strategic function or a 
competitive advantage. Further, 
corporate real estate departments may 
not have the infrastructure or systems 
to effectively track and manage the 
information necessary to make the 
various decisions, estimates, and 
periodic remeasurements required by 
the new standard. In some cases, they 
may not previously have been notified 
of changes, such as with regard to the 
expectations of renewals, on a timely 
basis. 

Many companies that operate as a 
group of decentralized subsidiaries or 
ones that have grown larger through 
acquisition with significant legacy 
systems, may be challenged to capture, 
understand, and manage the necessary 
information related to real estate 
leases on a company-wide or even 
country-wide basis. Such systems may 
not be fully integrated into the larger 
enterprise-wide systems, including 
accounting and reporting. In addition, 
because of the length of a typical real 
estate lease, current management 
may not be aware of the original 
rationale for specific decisions, some 
of which may no longer exist due to 
changing circumstances. Changing 
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requirements will help reduce 
reporting risks. This includes ensuring 
adequate processes addressing the 
accounting in the related areas of 
tenant improvements, impairment 
evaluation, and tax accounting.

International 
divergence 

As previously indicated, the IASB 
issued its new lease accounting 
standard on January 13, 2016 with a 
similar adoption date. While current 
lease accounting by lessees was largely 
aligned under current rules, the IASB’s 
new standard creates some significant 
points of additional divergence from 
US GAAP. Most notably, while both 
standards put leases on balance sheet, 
the IASB adopted a single finance 
model for income statement purposes. 
Accordingly, US multi-national 
companies may need to track both 
models if they have to report on IFRS 
or other international standards for 
statutory purposes and then report on 
US GAAP for consolidated purposes, 
or vice versa. This will also add 
complexity to tax accounting. 

IT and lease accounting 
systems 

IT and lease accounting systems in 
the marketplace are based on the 
existing risks and rewards concept. 
They will need to be modified to 
the new right-of-use concept. While 
software developers have been 
working on designing systems to fully 
meet the needs of this new standard, 
these systems are not up and running 

Internal controls and 
processes

Many entities may not have robust 
processes and controls for leases, 
other than those related to initial 
classification and disclosures. In 
addition, the existing lease accounting 
model (absent a modification or 
exercise of an extension) did not 
require leases to be periodically 
revisited. The new standard requires 
leases to be remeasured for certain 
changes in estimates (for example, for 
certain changes in the expected lease 
term). Processes and controls will need 
to designed or redesigned to ensure 
proper management and accounting of 
all lease agreements. Such processes 
and controls need to address the 
accounting and reporting at inception 
and over the lease term, as well as 
provide for the monitoring of events 
both in and outside of the lessee’s 
control that may trigger incremental 
accounting or remeasurement.

Initial recording on balance sheet, 
subsequent recognition of expense 
in the income statement, and the 
potential for remeasurement, 
reallocation, and reclassification of 
the lease and lease-related assets and 
liabilities will likely require complex 
changes to existing processes and 
internal controls, including support for 
significant management assumptions. 
Monitoring and evaluating the 
estimates and updating the balances 
may also require more personnel than 
currently available. 

The timely assessment and 
management of the impact of adoption 
on processes, controls, and resource 

Some companies may be able to adapt 
to the new information needs without 
significant upgrades or integration, but 
to do so would miss an opportunity to 
automate a previously labor-intensive 
activity and free up employees for 
other more productive uses. For 
example, under certain circumstances, 
the new standard will require the 
remeasurement and reallocation of 
consideration (e.g., between lease and 
non-lease components), creating the 
need to track additional new lease 
information. Given the additional 
complexities associated with the 
detailed tracking required for both the 
balance sheet and income statement 
accounts, efficiencies can be gained 
from enhancing system support and 
automation.

From a long-term sustainability 
perspective (for companies with 
substantial leasing activities), 
spreadsheet-based accounting may not 
be practical because of the significant 
maintenance required and resultant 
susceptibility to error. High-volume 
corporate real estate users will likely 
need new systems/processes to create 
a documentation trail of the initial 
judgments and track subsequent 
changes in estimates or assumptions. 
The system will also need to be largely 
automated to calculate any resulting 
computational adjustments. Full 
integration into the company’s control 
structure and accounting systems 
will be necessary, as will the ability 
to generate the extensive quantitative 
information for the mandated 
disclosures. 
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yet – although some systems may 
capture some or all of the underlying 
data that may be needed to do the 
necessary computations. Development 
and implementation of suitable new 
modules or systems is likely to require 
significant lead-time. Lessees will 
have to account for and manage lease 
agreements differently (including 
existing operating lease agreements). 
They may need to implement contract 
management systems for lease 
agreements and integrate these with 
existing accounting systems. The IT 
and accounting solutions will need to 
be sufficient to meet both their current 
and future needs. In addition, if a 
company also has significant subleases, 
additional complexities will arise, as 
the company will be applying both 
lessor and lessee accounting.

Lessees may expect lessors to provide 
them with the necessary information to 
comply with the new leasing standard. 
However, lessors may not have, or 
may be unwilling to provide, the data 
requested by lessees. Consequently, 
lessees will need to capture such 
information themselves and may need 
to modify their systems accordingly.

Timely assessment and management of 
the impact on IT and lease accounting 
systems will help reduce business and 
reporting risks. We understand that 
some of the ERP systems providers 
are in the process of evaluating and 
developing upgrades and solutions 
that will allow for the accounting and 
reporting requirements of the new 
standard and related controls.

of deferred gains on qualified sale 
and leasebacks, which will now be 
recognized upon sale in a qualified sale 
and leaseback under the new standard. 

Timely assessment of the new 
standard’s impact on covenants and 
financing agreements will enable 
management to start discussions 
with banks, rating agencies, financial 
analysts and other users of the entity’s 
financial data. Entities anticipating 
capital market transactions should 
consider the effects on their leverage 
ratios. Companies in the process of 
negotiating new or existing agreements 
should seek provisions in the 
agreements that specify how changes 
in GAAP impact financial covenants 
(i.e., whether covenant calculations are 
always based on then-current GAAP or 
on GAAP that was in effect when the 
agreements were signed).

Next steps

Prior to adoption, management will 
need to catalogue existing leases 
and gather data about lease term, 
renewal options, and payments in 
order to measure the amounts to be 
included on balance sheet. Gathering 
and analyzing the information could 
take considerable time and effort, 
depending on the number of leases, the 
inception dates, and the availability of 
records. In many cases, original records 
may be difficult to find or may not be 
available. Other factors, like embedded 
leases, which had not been a focus 
before, will need to be identified and 
separately recorded. 

Financial reporting and 
impact on ratios 

The financial statements will 
require restatement for the effect 
of the changes. The effects of the 
new standard should be clearly 
communicated to analysts and other 
stakeholders in advance. Transition 
disclosure requirements as to the 
potential implications of the new 
standard are already required. While 
initially most companies will say they 
are considering the impact of the new 
standard, as the date of the adoption 
gets closer, the disclosure of the 
potential implications is expected to be 
more granular and explicit. 

Ongoing accounting for leases may 
require incremental effort and 
resources as a result of an increase 
in the volume of leases recognized 
on balance sheet; there is also a need 
to monitor events that may trigger 
reassessment of the lease term, variable 
rents based on an index or rate, 
residual value guarantees, and the 
impact of purchase options.

The impact of the new standard will 
not be limited to external financial 
reporting. Internal reporting 
information, including financial 
budgets and forecasts, will also be 
affected.

In many cases, the total expense 
for operating leases under the new 
standard may be the same as under 
today’s operating lease accounting. 
However, that may not always be the 
case. For example, prior rent expense 
may have included amortization 
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in a more holistic fashion, which may 
assist in identifying how the corporate 
real estate role can become a strategic 
driver of operational success, thereby 
providing the “Catalyst for Change 
in Corporate Real Estate.” Beginning 
the process early will help ensure that 
implementation of the new standard 
is orderly and well controlled and that 
data from existing and new leases 
executed before implementation is 
captured from the outset. In addition, 
getting an early start may allow entities 
to consider potential adoption and 
negotiation strategy changes for new 
leases and the potential renegotiation 
of existing agreements in order to 
reduce the impact at adoption.

Assuming adoption in 2019, the 
chart that follows depicts a potential 
transition plan with respect to 
evaluating the effects of the new lease 
model. Incremental corporate real 
estate strategy and systems changes 
would be performed concurrently with 
this plan. 

The new standard will impact nearly 
every organization to some extent. As 
discussed in this document, the new 
standard will necessitate changes in 
the technical accounting, operational 
processes, and systems of many 
companies. We also believe that they 
may cause many to reconsider their 
overall corporate real estate strategy 

Given all of the above, these changes 
will necessitate potentially significant 
cultural changes as well as significant 
operational ones. While adoption 
of the new standard is not required 
for public business entities until 
2019, organizations are well advised 
to begin considering the impact of 
these changes now, and to put into 
motion the steps needed to prepare 
the organization for the change. 
Under the modified retrospective 
transition approach, the 2019 financial 
statements will need to reflect adoption 
of the new standard as of January 1, 
2017. In many cases, capturing data in 
real time may be more efficient than 
waiting until 2019. 

Timeline

US 
GAAP 
today…

Project management, communication, knowledge transfer, & preparation

Phase I

• Training & awareness

• Preliminary assessment
• Strategic planning for the future

Assess impact and 
determine strategy

Phase III

• Go live & business as usual
• Reporting updates
• Disclosure modifications
• Ongoing monitoring

Embed the new standard

On-going
application

(2019)

Phase II

• Issues resolution
• Business strategy changes
• Systems changes & upgrades
• Portfolio execution
• Adoption planning

Establish policies and 
prepare financial results

Implementation
efforts

(now – 2018)

Strategic
planning
(now)

US
GAAP
tomorrow
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Preparing for the change

q	 Educate affected individuals in all cross-functional areas about the new standard 

q	 Create a cross functional "steering committee" to address the new standard and related transition

q	 Perform an inventory of your lease portfolio - understand what types of assets are leased and where the  
data resides

q	 Identify contracts likely to include embedded leases

q	 Consider modelling the transition impact on certain significant leases (or sample from a variety of lease types)

q	 Summarize existing systems and future needs

q	 Evaluate sufficiency of existing control processes and potential gaps

q	 Analyze potential income and other tax considerations (including federal, state, and foreign taxes)

q	 Identify contracts affected by the change in accounting (e.g., financial covenants, compensation agreements, 
earn-outs), the potential implications, and how terms should be modified in the future

q	 Identify regulatory issues affected by the change in accounting (e.g., regulatory capital implications and cost 
plus government contracts), the potential implications, and how terms should be modified in the future 

q	 Consider potential changes in real estate leasing strategy (e.g., lease/buy, shorter vs. longer leases, modify 
common terms)	

• Don’t wait: In our discussions with 
clients, many expect adoption to 
take between 12 to 24 months – 
which doesn’t give a lot of time to 
spare for a 2019 adoption. While 
the adoption timetable will vary by 
company, most believe adoption will 
be complex and time consuming. 
Targeted and measured steps 
today will help you understand 
the complexity and duration of 
the transition effort and more 
importantly, what steps you can take 
today to modify existing or planned 
leases to minimize the effort of 
complying with the new standard.

• Manage market reaction: For 
many significant users of real estate 
(e.g., retail companies), managing 
investor and other user expectation 
during the transition will be critical. 
Analysts and shareholders may soon 
raise questions about the potential 
impact. Longer term, the changes 
to presentation and the potential 
impact on financial metrics, will 
require thoughtful communication.

• Be strategic: Planning your 
transition will go much more 
smoothly if you have concrete data. 
Modeling selected leases will give 
you relevant data to share with 
internal constituents. It will also 
help you understand what data you 
have, what data you need, and how 
your leasing strategy may need to 
change to minimize any potentially 
adverse accounting implications 
resulting from the new standard.

Key takeaways on transition
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PwC’s strengths – Our 
integrated approach

Our industry specialists have extensive 
technical accounting and financial 
reporting, valuation, tax, operational, 
regulatory, strategy, and industry 
expertise. By bringing together these 
professionals, PwC can offer something 
that most firms do not: an integrated 
advice model.

We regularly advise members of the 
private and public sectors, owners, 
users, and investors in real estate. We 
serve organizations throughout the real 
estate industry, including corporate 
owners/users, developers, hospitality 
organizations, real estate investors  
and REITs. 

PwC provides audit, tax, or advisory 
services to over half of the 50 largest 
private equity firms in the world and to 
over 40% of the REITs listed in the S&P 
500 index. In addition to our presence 
throughout the United State, globally, 
PwC has established dedicated 
practices in leading non-US real estate 
markets, including Berlin, Hong Kong, 
London, Mumbai, Paris, San Paulo,  
and Tokyo.

In addition to serving the real estate 
investor/operators, we have provided 
real estate focused services to many 
of the largest retail, healthcare, 
hospitality, and other real estate users. 
These services include accounting, 
advisory, tax, systems, and strategy to 

entities reconsidering their real estate 
usage and strategy as well as potential 
monetization strategies.

PwC has a global team of 
multidisciplinary professionals 
providing real estate services through 
all phases of the real estate lifecycle. 
We can help you understand not only 
the potential implications of the new 
lease standard, but also help you 
reconsider your overall real estate 
strategy.

PwC has a global team of multidisciplinary professionals providing 
real estate services…

How PwC can help

Accounting/
Advisory

Operations 
and 

systems

Tax & regulatory

Strategy
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Considerations Are your real estate 
resources (time, talent, 
and money) properly 
allocated to generate 
value?

Do you have a road 
map guiding your 
organization going 
forward and describing 
how it will get there?

Are you prepared to 
navigate the obstacles 
and risks posed 
by organizational, 
financial, political, and 
stakeholder groups?

Have you validated the 
original assumptions of 
scope, risk, cost and 
approach in your real 
estate business case?

Will you adjust these 
assumptions and the 
associated allocations?

Does your internal team 
have capacity to deal 
with all phases of the 
due diligence process?

Have you fully vetted 
the financial structure of 
a deal, including capital 
markets alternatives?

Are the needs of all 
stakeholders being met 
without compromising 
commercially attractive 
and tax–efficient 
arrangements?

Do you have the 
appropriate materials 
for each stakeholder 
group?

Do you have a proven 
methodology in place for 
effectively and efficiently 
executing complex 
business plans? 

Are you managing assets 
across the portfolio to 
improve utilization and 
performance, reduce 
capital costs, reduce 
asset–related operating 
costs, extend asset life 
and improve your return 
on assets?

When divesting 
assets or businesses, 
have you planned for 
capital markets and 
fair value guidance 
to realize optimal 
return on assets for 
greater reinvestment 
potential?

Representative 
services

• Training, planning 
and implementation 
assistance with 
regard to new 
standard

• Analysis of, or 
assistance with, 
evaluating financial 
and strategic impact 
of new standard

• Market assessment 
/ economic impact 
studies

• Business case 
analysis

• Equity market/story 
analysis

• Sustainability 
strategy

• Dispute avoidance 
strategy

• IT and data strategy

• Cybersecurity

• Corporate real estate 
advisory

• Merger or business 
acquisition 
considerations

• REIT conversions

• Lease abstracting

• Global fund, REIT, 
and investment tax 
structuring

• Entity and corporate 
level financial due 
diligence

• Cash flow modeling 
(ARGUS, DYNA, 
Excel) and model 
testing

• Financial and tax 
entity-level due 
diligence

• Cost segregation

• Valuation for the 
purposes of business 
combinations

• Capital markets 
advisory

• Entity incorporations

• Separation/stand-
along cost analysis

• HR/change 
management

• Property due 
diligence services

• Lease economic 
analysis and transfer 
pricing

• Deal structuring

• Tax implications 
and structuring 
with respect to new 
standard

• Sale-leaseback 
transactions 

• Loan underwriting/ 
origination services

• Investor level tax 
considerations

• IPO readiness 
assessments

• Performance 
measurement 
services/Track record 
verification

• Tax considerations 
relating to General 
Partner compensation

• IPO Advisory

• Debt offering advisory

• Global fund, REIT, 
and investment tax 
structuring

• Valuation consulting

• Financial modeling/
model validation

• Complex accounting

• Federal, state and 
international tax 
reporting/compliance

• REIT testing/verification

• Reorganization & 
insolvency services

• Asset monitoring & 
asset management

• Litigation & arbitration

• Risk & regulatory work

• IT and data architecture 
and integration

• Process/control 
change consulting and 
implementation planning 
with respect to new 
standard

• Operations outsourcing

• Finance transformation

• Capital markets services

• Corporate secretarial

• Evaluation/development 
of human capital and 
benefit programs

• Evaluation/development 
of risk management 
programs

• Buy/sell side due 
diligence

• Valuation

• Disposition strategy

• Accounting 
& financial 
management

• Tax deferred 
exchanges

• Compliance, 
reporting and tax

• Complex 
accounting

• Building 
sustainability 
performance 
measurement

• Merger integration

• Global fund, REIT, 
and investment tax 
structuring

Benefits A better vision of your 
organization and its 
resources provides 
you with clearer 
expectations of your 
capabilities and overall 
business case.

What you don’t know is 
always the most costly. 
By developing a careful 
understanding of the 
information at hand you 
are better positioned to 
negotiate and execute 
your transactions.

Having knowledge 
of and access to the 
capital markets before 
going to market allows 
you to accelerate 
the financing and 
deliver the best value 
for money to all your 
stakeholders. 

Assistance with use or 
optimization of returns for 
real estate can proactively 
address risks before they 
occur.

Operational, financial, 
and risk management 
is critical throughout 
the real estate life 
cycle including exit. 

…through all phases of the real estate lifecycle…

Strategic 
planning

Deals Capital 
formation

Business plan 
execution

Exit
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Our industry thought leadership publications provide up-to-
date thinking about the regulatory landscape, evaluate 
emerging trends, and share ideas impacting the global real 
estate industry.
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Transactions: An emerging trend
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and considerations that REIT 
transactions face.

October 2014

www.pwc.com/us/realestate

Non-traditional 
REIT transactions
An emerging trend 

Unlocking shareholder value
Real estate monetization 
strategies
This paper contains an overview of 
real estate monetization strategies, 
their perceived risks and benefits, 
and how PwC can help companies 
evaluate factors associated with 
this approach.

Unlocking 
shareholder value 
Real estate monetization 
strategies

January 2016

www.pwc.com/us/realestate

Roadmap for a REIT IPO or 
conversion for traditional and 
non-traditional real estate 
companies
These PwC guides are prepared to 
help both traditional and non-
traditional real estate companies 
address the IPO and REIT 
conversion process.

www.pwc.com 

Roadmap for a REIT 
IPO or conversion
Your guide to going public 
or converting to a REIT 

Third edition

Third

Real Estate 2020: Building the 
future
As confidence returns to real 
estate, the industry faces a number 
of fundamental shifts that will 
shape its future. PwC has looked 
into the likely changes in the 
real estate landscape over the 
coming years and identified the 
key trends which, we believe, 
will have profound implications 
for real estate investment and 
development.

Real Estate 2020 
Building the future 

As confidence returns to real estate, the industry faces a number of 
fundamental shifts that will shape its future.

We have looked into the likely changes in the real estate landscape over 
the coming years and identified the key trends which, we believe, will have 
profound implications for real estate investment and development.

www.pwc.com/realestate

Emerging Trends in Real Estate
Based on personal interviews with 
and surveys from more than 1,000 
of the most influential leaders in 
the real estate industry, this annual 
forecast will give you a heads-
up on where to invest, which 
sectors and markets offer the best 
prospects, and trends in the capital 
markets that will affect real estate.
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information: 

If you would like further information 
on the new lease standard or assistance 
in determining how it might affect your 
business, please speak to your PwC 
engagement partner or representative. 
Alternatively, a list of PwC contacts has 
been provided on the last page of this 
publication. 

Also, refer to:

• CFOdirect, which includes 
technical guidance on the new lease 
accounting standards 

• Adopting the new lease accounting 
standards, for continually updated 
resources including updates on new 
developments to help you transition 
to the new leasing standards

 

PwC Hospitality Directions US
This quarterly publication is a near-
term outlook for the US lodging 
sector, commonly used by industry 
decision-makers and stakeholders 
to better understand the impact 
of policy and other macro-
environmental factors on the 
sector’s operating performance.

Hospitality Directions US
Our updated lodging outlook
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As the economy rebounded from a first quarter 
slump, driven by the absence of transitory factors, 
performance of the US lodging sector in the second 
quarter generally met expectations, with a year-over-
year RevPAR increase of 6.5%. During the second 
quarter, ADR growth drove RevPAR increases to a 
larger degree than prior quarters. Lodging demand 
trends in the US remain robust – both transient 
and group demand have continued to show strong 
momentum, with increases of 1.4% and 1.5% in 
transient and group occupancy levels, respectively, 
during the first-half of the year, compared to year-
ago levels. Indeed, occupancy levels in the first-half 
were at the highest level since 1987, giving operators 
the confidence to test targeted price increases 
in many markets. Overall, our outlook for 2015 
remains consistent, with a RevPAR increase of 6.9%, 
driven primarily by contribution from ADR growth. 
Combination of strong demand trends and low supply 
growth is expected to drive peak occupancy levels, with 
US lodging occupancy expected to reach 65.6%, the 
highest level since 1981. As industry occupancy peaks, 
average daily rate growth is expected to become more 
meaningful, as the effects of the rise in the value of the 
US Dollar wane, giving operators more pricing power, 
especially in certain gateway markets.

In 2016, our outlook anticipates a stabilization in 
occupancy, albeit at peak levels, as lodging demand 
and the supply dynamic change. Supply growth is 
expected to accelerate to 2.0% in 2016, with the 
increase in available hotel rooms slightly exceeding 
the long-term average for the first time since 2009. 
As a result, while occupancy levels are expected to 
stabilize, these peak levels, coupled with the absence 
of this year’s drag on the US Dollar, are expected to 
give hotel operators more confidence to increase room 
rates, resulting in an average daily rate-driven RevPAR 
increase of 5.9%. 

Our outlook for 2015 anticipates:

Our outlook for 2016 anticipates:

Peak occupancy levels 
driving RevPAR increase of 

6.9%, driven primarily  
by average daily rate. 

Steady growth expectations, as increases in average daily rate start to 
become more meaningful

Supply growth, at 

2.0%, exceeding 
long-term average of 

1.9% for the first 
time since 

2009.

As occupancy levels 
begin to stabilize, 
average daily rate 
growth drives 
RevPAR increase  
of 5.9%.
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About this survey

What will be the impacts from the sweeping changes to lease accounting finalized by the Financial 
Accounting Standards Board (FASB) and International Accounting Standards Board (IASB)? How are 
companies preparing for the coming changes?

To find out, PwC and CBRE surveyed executives from organizations’ accounting, finance and real 
estate functions about actions they are considering to prepare for the new standards. Key findings from 
the survey, summarized here, reveal the challenges ahead and steps companies are taking now.

Responses were collected through an open, online survey between March and April of 2016. More than 
500 executives responsible for lease accounting or lease management from across a wide range of 
industries participated in the survey. 

Top findings and interactive tools online

Visit our 2016 Lease accounting survey – top findings page online for access to:

• Interactive data explorer

• Video interviews with PwC leasing specialists 

pwc.com/us/leasingsurvey

2
June 2016

http://www.pwc.com/us/leasingsurvey
http://www.pwc.com/us/leasingsurvey
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What best describes your job title?

4
June 2016

6%

15%

2%

48%

29%
Real estate staff

Accounting/Finance staff

Real estate director/Manager

Accounting/Finance director/Manager

CFO/Controller

Real Estate Staff

Accounting/Finance Staff

Real Estate Director/Manager

Accounting/Finance Director/Manager
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Which of the following best describes your 
company’s primary industry?

5
June 2016

12%

3%

10%

11%

6%

2%

4%
14%

1%

8%

15%

4%

8% Other

Transportation

Technology

Retail & Consumer

Real Estate

Professional Services

Pharma/life Science

Manufacturing

Hospitality/Leisure

Healthcare

Financial Services

Entertainment/Media/Communications

Energy/Utilities
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Please indicate which basis of accounting your company is 
required to report under (select all that apply):

6
June 2016

93%

16%

12%

3%

US GAAP

IFRS

Local country GAAP

Other

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

(Respondents were allowed to choose multiple answers so results do not total 100%.)
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How familiar are you with the new lease accounting 
standards and their requirements?

7
June 2016

6%

73%

21%
Not at all familiar
Some familiarity
Very familierVery familiar
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How many real estate assets are leased?

8
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2%
2%

7%

30%

59%

10,000 or more
5,000 - 9,999
1,000 - 4,999
100 - 999
< 100
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How many non-real estate assets are leased?

9
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6%

4%

11%

25%

54%

10,000 or more
5,000 - 9,999
1,000 - 4,999
100 - 999
< 100
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What is the approximate size (square feet) of your 
combined real estate portfolio, both owned and leased?

10
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27%

6%

5%

26%

36%

Not sure
> 25M sq. ft.
10M-25M sq. ft
1M-9,999,999 sq. ft…

< 1M sq. ft.
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Approximately what percentage of your real estate 
portfolio is owned (based on square footage)?

11
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18%

4%

23%

32%

23%

Not sure
100%
51 - 99%
< 50%
0
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Do you have the following types of lease 
arrangements?

12
June 2016

2%

2%

6%

16%

18%

26%

28%

30%

0% 10% 20% 30% 40%

Private REITs

Synthetic leases

Leveraged leases

Embedded lease contracts within supply or other
executory arrangements

Operating company/ property company
("OpCo/PropCo") transactions

Related party lease transactions

Build-to-suit arrangements

Sale-leaseback arrangements

(Respondents were allowed to choose multiple answers so results do not total 100%.)
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What percentage of your leases are based in 
the US?

13
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6%

69%

6%

8%

11% Not sure
> 75%
51 - 75%
26 - 50%
< 25%



PwC  |  CBRE

As a result of the new standards, do you expect your 
company’s lease vs. buy strategy to change?

14
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50%

68%

34%

24%

16%

8%

0% 10% 20% 30% 40% 50% 60% 70%

Non-real estate

Real estate

Yes Unsure No
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What drives your company’s decision to lease vs. 
buy assets? 

15
June 2016

(Respondents were allowed to choose multiple answers so results do not total 100%.)

16%

5%

11%

12%

27%

40%

56%

0% 10% 20% 30% 40% 50% 60%

Not sure

Other

Tax purposes

Off-balance sheet treatment

It is not feasible to own the asset

Allows flexibility in using the asset

Better use of capital
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Do you expect your organization to reduce the square 
footage leased and/or the average lease term as a result of 
the new lease accounting?

16
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38%

2%

10%

50%

0% 10% 20% 30% 40% 50% 60%

Not sure

Square footage of new leases

Average lease term of new leases

No
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Does your organization have all its lease agreements and 
related accounting centralized or geographically dispersed?

17
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3%

39%

58%

Not sure
Decentralized
Centralized
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Which of the following best describes the primary 
system used for tracking leases and lease accounting?

18
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4%

68%

6%

22%
Other
Spreadsheets
ERP
Lease management system
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How do you currently abstract the key terms from 
your lease agreements?

19
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3%
8%

5%

84%

Other
Thrid party
Abstracting technology
Manually
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Have you selected a software solution to 
accommodate the new leasing requirements?

20
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10%

14%

66%

10%
Not sure
Evaluating vendors
No
Yes
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How do you expect the process and/or level of approvals 
necessary for leases considered material to change as a
result of the new standards?

21
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30%

1%

26%

43%

0% 5% 10% 15% 20% 25% 30% 35% 40% 45% 50%

Not sure

Shorter approval process

Lengthier approval process

No change expected



PwC  |  CBRE

When does your company expect to begin implementation of 
the new standard and the related requirements?

22
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11%

2%

3%

14%

41%

29%

Not sure
2019
2018
2017
Later in 2016
Already started
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For each of the following implementation considerations, 
please rate the potential difficulty level for:

23
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6%

18%

4%

10%

25%

3%

19%

55%

53%

41%

51%

50%

41%

54%

32%

22%

34%

35%

19%

53%

25%

7%

7%

21%

4%

6%

3%

2%

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Disclosures

Resources

Tax impacts

Controls

Systems

Accounting ploicy

Data collection

Accounting policy

Very difficult Somewhat difficult Not
Difficult

Unsure
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FASB rules provide companies with certain specified reliefs upon transition that 
must be elected as a package and applied to all of a lessee's leases. Do you expect 
your company will take advantage of the specified reliefs upon adopting the new 
leasing standard? 

24
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2%

52%

9%

37%

Not applicable (IFRS.only)
Not sure
No
Yes
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Contacts

25
June 2016

Henri Leveque

Capital Markets & Accounting 
Advisory Services Leader, PwC's 
Deals Practice

Tel: +1 (678) 419 3100

h.a.leveque@us.pwc.com

pwc.com/us/leasing

Chad Kokenge

Partner, Deals, Accounting 
Advisory Services Leader

Tel: +1 (646) 471 4684

chad.a.kokenge@pwc.com

Sheri Wyatt

Managing Director, Deals, 
Accounting Advisory Services

Tel: +1 (312) 298 2425

sheri.wyatt@us.pwc.com

To have a deeper conversation about how the new lease accounting standards impact your 
organization, please contact your PwC representative or one of our lease accounting specialists: 
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In the loop 
March 2016 

Lessor accounting: how the new lease 
and revenue standards interact 

 

Key changes to lessor accounting guidance 

  Current GAAP  New guidance 

Variable 
payments 
(consideration) 

The leasing and revenue recognition 
guidance are generally aligned with 
respect to usagebased payments. 
Under either standard, lessors recognize 
variable payments as revenue in the 
period earned.   

Leases guidance: Variable 
payments based on usage are not 
included in the lease receivable 
or lease income until earned. 

Revenue guidance: Variable 
payments may be recognized as 
revenue upfront, provided certain 
conditions are met. 

Sale and 
leaseback 
transactions 

Specific saleleaseback guidance applies 
to sellerlessees of real estate. 

For saleleasebacks of equipment, 
sellerlessees follow revenue recognition 
guidance applicable to sales of 
equipment and leasing guidance for the 
leaseback and recognition of any profit 
or loss on sale. 

Buyerlessors follow guidance for 
purchases of property, plant, and 
equipment for all assets purchased and 
leasing guidance for the leaseback of the 
purchased asset to the sellerlessee. 

Specific sale and leaseback 
guidance applies to both lessees 
and lessors, with the same model 
applied to transactions related to 
all assets. The transfer of the 
asset to the buyer must qualify as 
a sale under the new revenue 
recognition guidance.  

 

The changes to lease accounting and their outcomes  

The FASB recently issued its new guidance on lease accounting. While the 
changes are primarily targeted at lessee accounting, the lessor model was 
updated to align with certain changes made to the lessee model and the 
FASB’s new revenue recognition standard. This alignment will result in the 
following implications.  

 
 
 



● Whether a transaction with variable payments is subject to the revenue
or leasing guidance may determine when revenue is recognized by the
supplier.

● More transactions may fail to qualify for sale and leaseback accounting. A
failed sale and leaseback transaction is considered a financing, and the
buyerlessor records a loan receivable, rather than the physical asset.

Contracts with variable payments 

Consider a supply contract in which a manufacturer supplies equipment to a 
customer. Control of the equipment transfers at contract inception and the 
transaction qualifies as a sale under the new revenue guidance. During the 
following 12 months, at each monthend, the customer is required to pay the 
supplier (1) a fixed amount plus (2) a variable amount based on a percentage 
of sales from the use of the equipment during the month. The new revenue 
recognition model requires companies to estimate variable consideration and 
recognize revenue when control transfers. In this case, that is at inception. 

In contrast, suppose a transaction with similar payment terms is subject to 
the lease guidance and classified as a salestype lease. As such, the 
manufacturer (the lessor) would exclude the variable payments from 
contract consideration. Lease income would not be recognized for the 
variable payments at lease commencement; rather, it would be recognized 
when and if earned.  

As the example demonstrates, whether the revenue or lease guidance governs 
the transaction impacts the timing of the lessor’s revenue recognition. 

What lessors should consider 

Lessors and lessees in salestype leases may have different preferences as to 
whether rent payments are fixed or variable. Lessors may prefer fixed 
payments, which are recognized as revenue at lease commencement. 
However, lessees may prefer variable payments based on usage, which are 
likely to reduce the lease liabilities on their balance sheets. Both parties need 
to consider which payment structure achieves their objectives. 

Sale and leaseback transactions 

In a sale and leaseback transaction, a sellerlessee sells an asset to a 
buyerlessor and simultaneously leases it back.  

The new leases standard introduces criteria for sale and leaseback accounting 
that apply to both lessees and lessors. This is a significant change for 
buyerlessors. Previously, only lessees of real estate were subject to stringent 
conditions to qualify for sale and leaseback accounting. A buyerlessor’s 
purchase of an asset from and subsequent lease to a sellerlessee were 
accounted for as a separate purchase and lease.  

To achieve sale and leaseback accounting under the new leases guidance, the 
transfer of the asset from the sellerlessee to the buyerlessor must qualify as 
a sale under the new revenue recognition guidance. To do so, the buyerlessor 
needs to obtain control of the asset, considering the indicators in the revenue 
recognition standard. 

The existence of a leaseback that the sellerlessee classifies as a finance lease 
or the buyerlessor classifies as a salestype lease precludes the asset transfer 
being considered a sale as the sellerlessee effectively retains control of the 
underlying asset.  



Also, certain types of repurchase options may preclude the transfer of an 
asset from being considered a sale. Those that are exercisable (1) at other 
than the asset’s fair value at the time of exercise or (2) for assets without 
available, substantially similar alternatives would prevent the transfer of the 
asset from qualifying as a sale.  

Repurchase options in equipment leases are typically at a fixed price, which is 
sometimes preferred as it avoids the uncertainty of a price based on fair 
value. A fixedprice repurchase option would prevent the transaction from 
qualifying as a sale.  

Repurchase options related to real estate may also be problematic. Real 
estate is considered unique in that no two parcels have the same location. 
Due to the absence of a similar, alternative asset, the presence of a 
repurchase option in a sale and leaseback of real estate would prevent the 
transfer of the asset from qualifying as a sale. 

In each of the above examples, because the transfer of the asset does not 
qualify as a sale, sale and leaseback accounting would be precluded. 

What lessors should consider 

In some cases, the provisions that prevent sale treatment may be subject to 
negotiation. For example, changes to contract terms can impact the control 
conclusion and repurchase options can be modified or removed. Given that 
the new guidance applies to both buyerlessors and sellerlessees, both 
parties have the same objective and may be more open to negotiations to 
achieve a common goal.  

Join our webcast and take our lease accounting survey 

Webcasts on March 3 (replay available) and March 17  

Survey: How will the new standards impact you?  

 

 

 

 

In the loop 

Executivelevel insight into today’s 
top financial reporting and 
regulatory issues 

How PwC can help 

To have a deeper discussion about lessor 
issues, please contact: 

Beth Paul 
9732367270 
elizabeth.paul@pwc.com 

Ashima Jain 
4088175008 
ashima.jain@pwc.com 

Maria Constantinou 
9732364957 
maria.constantinou@pwc.com 

You may also want to see 

In brief: Lease accounting: The 
longawaited FASB standard has 
arrived 

In depth: The leasing standard  A 
comprehensive look at the new model 
and its impact 

In the loop: Are leases embedded in your 
contracts? 

For more accounting and financial 
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In brief 
In an effort to improve transparency and provide more meaningful information to users of financial 
statements, the FASB issued an Accounting Standards Update on Topic 842, Leases, on February 25, 
2016.  This new guidance will significantly impact the U.S. GAAP financial statement accounting for 
leases by lessees, eliminating the traditional concept of an operating lease.  Under the new guidance, 
virtually all leases will be included on the balance sheet for lessees.  The new lease accounting guidance 
will be effective for public companies for fiscal years, and interim periods within those fiscal years, 
beginning after December 15, 2018 (one year later for annual periods for entities not meeting the FASB’s 
definition of a public business entity).  Early adoption is permitted.  The new standard must be adopted 
using a modified retrospective transition.  Transition will require application of the new guidance at the 
beginning of the earliest comparative period presented.   

The changes in accounting guidance will not impact how leases are treated for U.S. federal income tax 
purposes; however, as companies transition to the new leasing standard for financial reporting, changes 
to lease accounting policies, lease terms and conditions, and processes and systems used to track and 
account for leases may impact several areas within the tax function, including U.S. tax accounting 
methods, deferred tax accounting, state taxes, transfer pricing, and tax processes and systems.   

 
In detail 
Background of the new lease 
accounting model  
Leasing transactions are 
commonly used by many 
organizations to secure the use 
of property or equipment with 
payments typically made over 
time. Certain leasing 
transactions, such as sale-
leaseback, also allow lessees to 
monetize the fair value of the 
property while continuing to use 
it.   

The FASB and IASB issued new 
standards earlier this year to 
address concerns about the 

current accounting lease model, 
which included allowing lessees 
to achieve off-balance sheet 
financing.   

The following provides an 
overview of the new standard, 
Leases (ASC 842), from the 
perspective of both, a lessee and 
a lessor.   

Lessee accounting model 

Under the new accounting 
model under ASC 842, lessees 
will need to recognize a right-of-
use asset and a lease liability on 
the balance sheet for virtually all 
of their leases (other than leases 

that meet the definition of a 
short-term lease).  The liability 
will be equal to the present 
value of the future lease 
payments.  The asset will be 
based on the liability, subject to 
adjustment, such as for initial 
direct costs.   

For income statement purposes, 
the FASB retained a dual model, 
requiring leases to be classified 
as either operating or finance.  
Operating leases will result in 
straight-line expense (similar to 
current operating leases), while 
finance leases will result in a 
front-loaded expense pattern  
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(similar to current capital leases).   

Classification will be based on criteria 
that are largely similar to those 
applied under current lease 
accounting, but without explicit bright 
lines.   

Lessor accounting model 

The model for lessor accounting in 
ASC 842 will be similar to the current 
model, but updated to align with 
certain changes to the lessee model 
(e.g., certain definitions, such as 
initial direct costs, have been updated) 
and the new revenue recognition 
standard.  Similar to historical 
guidance, lessors will classify leases as 
operating, direct financing, or sales-
type. 

Lease accounting will continue to 
require significant judgments, 
including when making estimates 
related to the lease term, lease 
payments, and discount rate.  Similar 
to today, the term of the lease will 
include the non-cancellable lease term 
plus renewal periods that are 
reasonably certain of exercise by the 
lessee or within the control of the 
lessor.   

Leveraged leases 

Leveraged lease accounting has been 
eliminated, although it has been 
grandfathered for existing 
arrangements. 

PwC lease accounting resources 

Included below are links to PwC lease 
accounting resources that provide a 
more expansive summary of the new 
lease accounting model: 

• In brief: Lease accounting: The 
long-awaited FASB standard has 
arrived 

• In depth: The leasing standard - A 
comprehensive look at the new 
model and its impact 

• 10Minutes on the new US lease 
standard: How the new rules will 
bring changes to your financial 
statements 

• Lessee accounting under the new 
leasing standard 

• Lessor accounting under the new 
leasing standard 

• PwC's comprehensive guide to the 
new US GAAP leases guidance 

Tax considerations  
The changes in accounting guidance 
will not impact how leases are treated 
for federal income tax purposes; 
however, as companies transition to 
the new leasing standard, changes to 
lease accounting policies, lease terms 
and conditions, and processes and 
systems used to track and account for 
leases may impact several areas within 
the tax function, including U.S. tax 
accounting methods, deferred tax 
accounting, state taxes, transfer 
pricing, and tax processes and 
systems.   

Included below is a summary of 
several potential tax considerations 
when transitioning to the new leasing 
standard.   

U.S. tax accounting methods 

As part of companies’ efforts in 
transitioning towards the adoption of 
the new leasing standard, additional 
leasing information may become 
available to tax departments. During 
this process, tax departments may 
identify necessary changes, or more 
optimal methods, related to their 
historical tax treatment of leases and 
related items.  Specifically, tax 
departments may need to review the 
following U.S. tax accounting method 
items in conjunction with the 
adoption of the new leasing standard: 
characterization of leases (i.e., sale, 
lease, or financing); timing of income 
or expense under IRC Section 467; 
treatment of tenant improvement 
allowances; and treatment of lease 

acquisition costs.  A tax change in 
method of accounting may be 
available to provide more appropriate 
or beneficial tax reporting 
prospectively for leases.   

Deferred tax accounting 

The measurement of book basis 
amounts associated with lease assets 
and liabilities may change upon 
adopting the new accounting 
guidance.  For example, for lessees 
with leases classified as operating 
leases under the current accounting 
model, a right-of-use asset and lease 
liability will now be recorded under 
the new standard.  However, the tax 
basis amounts may not change as the 
U.S. federal tax law is not changing, 
thus creating a change to deferred 
taxes.  Tax departments will need to 
understand and assess any changes to 
the book basis of the lease assets and 
liabilities to ensure book and tax basis 
amounts are appropriately reconciled 
and deferred taxes are accurately 
recorded.  In addition, if lease terms 
and conditions or policies change as a 
result of the adoption of the new 
standard, the tax basis and method 
may be impacted, and deferred tax 
considerations will need to be 
assessed.  

From an income statement 
perspective, similar to the treatment 
today, book expense may be reversed 
for tax purposes.  To the extent any 
impairment for a right-of-use asset is 
recorded for book purposes under 
Topic ASC 360, Property, Plant, and 
Equipment, it will also be reversed for 
tax purposes.  The tax deduction for 
lease expense will be based on current 
tax methods (for example, in 
accordance with IRC Sec. 467 accrual 
path).  Such differences between book 
and tax accounting would impact 
deferred tax computations.   
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State taxes 

Certain states levy franchise taxes for 
companies doing business within a 
particular jurisdiction.  Franchise 
taxes are generally based upon the net 
worth (stockholder’s equity) of a 
corporation; however, various 
adjustments may be required (e.g., 
treasury stock, liabilities, reserves, 
etc.) to arrive at the taxable base. 
Implementation of the new leasing 
standard may impact the computation 
of a company’s franchise tax base due 
to the requirement to record 
essentially all leasing transactions on 
the balance sheet for financial 
accounting purposes.  Moreover, the 
property factor utilized in the 
computation of many state 
apportionment factors (for both 
income and franchise tax purposes) is 
determined through the use of an 
average owned property (generally, 
valued at its original cost) and eight 
times the net annual rent.  After the 
adoption of new guidance, companies 
may need to change their process to 
gather the information for property 
factor computations, particularly if 
the right-of-use asset is recorded in 
the same balance sheet account or line 
item as other owned property.     

Other non-income based taxes 

Companies should consider whether 
the adoption of the new lease 
accounting standard will impact any 
other non-income based taxes.  For 
example, a company should consider 
whether its property tax liability (if 
based on its financial accounting 
balance sheet) will change as a result 
of the proposed standard.  

Companies should also consider if 
there will be any sale and use tax 
impact resulting from the adoption of 
the new lease accounting standard.  
For example, companies should assess 
whether a state would consider a lease 
transaction as a purchase, since 
companies will have lease transactions 

on the balance sheet after adopting 
the new standard.    

International tax and transfer 
pricing 

For companies with a global lease 
portfolio, consideration should be 
given to any local jurisdictional tax 
impacts resulting from a company’s 
policy changes when adopting the new 
standard.   

Similar to the considerations 
discussed above with respect to U.S. 
tax, companies will need to consider 
tax accounting method and tax 
impacts of the leasing standard in 
each foreign jurisdiction around the 
globe in which they operate upon 
transition.  Depending on the number 
of jurisdictions and differences in 
rules across those jurisdictions, 
companies may require resources and 
changes to existing processes.   

Companies should also consider 
differences between US GAAP and 
IFRS.  Under the new IFRS leasing 
rules, lessees will no longer be able to 
recognize straight-line expense for 
virtually all leases.  Instead, under the 
new IFRS rules, lease expense will be 
replaced by interest expense on the 
lease liability and depreciation 
expense due to depreciation of the 
right-of-use asset for virtually all 
leases.   

The new leasing standard may also 
impact transfer pricing arrangements.  
Many profit level indicators and 
financial ratios are used to evaluate 
the consistency of intercompany 
pricing with the arm's length 
standard.  For example, it may be 
appropriate to use the profit level 
indicator of return on operating assets 
("ROA") to test the results of certain 
intercompany arrangements.  
Typically, these calculations have been 
based on balance sheet data prepared 
pursuant to U.S. GAAP.  To the extent 
that the total assets of a legal entity 
will be increased due to the new 

standards, the computation of this 
ratio may be affected when compared 
to periods prior to adoption of the new 
standard.  Multinational companies 
with intercompany arrangements 
should carefully evaluate how the 
financial ratios and profit level 
indicators utilized to assess the 
validity of the transfer pricing 
arrangements could be impacted as a 
result of the new lease guidance.   

Tax data, process, and system 
considerations 

Lease data is generally collected for 
different purposes including finance, 
accounting, procurement, IT, and tax.  
These various data collections often 
use unique processes and 
mechanisms, creating a significant 
variation in the quality, integrity, and 
relevance of the data across multiple 
information sources.  Upon adopting 
the new lease accounting standard, 
opportunities and challenges may 
arise in regards to the associated 
processes and systems used to track 
lease data.   

As processes and systems are 
evaluated for the new lease accounting 
standard, tax departments should 
actively participate to determine the 
impact to any lease data used for tax 
reporting purposes and ensure key 
lease data used for tax purposes 
continues to be available to the tax 
department.  Opportunities may arise 
as part of this evaluation to attain 
lease data for tax reporting purposes 
that was previously not available.  
Lease data management and 
collection process improvements 
ranging from enhanced spreadsheet-
based models and home-grown 
software solutions to ERP 
customization and end-to-end lease 
management module add-ons could 
significantly improve the 
organization’s (including the tax 
department’s) ability to access lease 
data and the global leasing processes.  
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Effective dates and transition  
The new accounting guidance will be 
effective for public companies for 
fiscal years, and interim periods 
within those fiscal years, beginning 
after December 15, 2018.  For entities 
not meeting the FASB’s definition of a 
public business entity, the new 
accounting guidance will be effective 
for fiscal years beginning after 
December 15, 2019, and interim 
periods within fiscal years beginning 
after December 15, 2020.  Early 
adoption is permitted.  The new 
standard must be adopted using a 
modified retrospective transition.  
Transition will require application of 
the new guidance at the beginning of 

the earliest comparative period 
presented.   

The takeaway 
As companies prepare to adopt the 
new lease accounting standard, tax 
implications and opportunities should 
be considered at each step of the 
implementation process.  

For tax departments, during the 
adoption of the new accounting model 
it is important to review the data 
repository of the organization’s entire 
lease portfolio, inclusive of renewal 
options, lease terms, payment 
schedules, etc. from both a financial 
accounting and income tax 

perspective.  This will enable 
companies to effectively (i) identify 
differences between the current 
standard and new standard, (ii) 
inventory all existing leases and 
deferred income tax items associated 
with the leases, (iii) assist in the 
computation and reconciliation of 
book/tax differences, (iv) assess 
federal, state, and international tax 
impacts, and (v) implement a process 
to properly characterize a lease 
transaction under the new standard 
on a go forward basis, while at the 
same time assessing the tax treatment 
of each lease transaction.   

 

 
 

 

© 2016 PricewaterhouseCoopers LLP, a Delaware limited liability partnership. All rights reserved. PwC refers to the United States member firm, and may sometimes refer to 
the PwC network. Each member firm is a separate legal entity. Please see www.pwc.com/structure for further details. 

SOLICITATION 

This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 

At PwC, our purpose is to build trust in society and solve important problems. PwC is a network of firms in 157 countries with more than 223,000 people who are committed to 
delivering quality in assurance, advisory and tax services. Find out more and tell us what matters to you by visiting us at www.pwc.com/US. 

Let’s talk   

For a deeper discussion of tax implication of changes to lease accounting standard, please contact your PwC engagement 
team or individuals listed here: 
 
Rick Levin 
US Tax Accounting Services 
Leader 
+1 (312) 298 3539 
richard.c.levin@pwc.com 

 
Luke Cherveny 
US Tax Accounting Services 
Partner 
+1 (616) 356 6919 
luke.cherveny@pwc.com 

 
Umang Patel 
US Tax Accounting Services 
Director 
+1 (713) 356 5346 
umang.k.patel@pwc.com 

 
Jennifer Spang 
National Professional Services  
Partner 
+1 (973) 236 4757 
jennifer.a.spang@pwc.com 

 
Steve Schaefer 
National Professional Services  
Partner 
+1 (973) 236 7064 
steven.schaefer@pwc.com 

 
Annette Smith 
Washington National Tax Services 
Partner 
+1 (202) 414 1048 
annette.smith@pwc.com  

 
Joseph Barnes 
Tax 
Partner 
+1 (203) 539 5614 
joseph.barnes@pwc.com  

 
Edward Tarka 
Tax 
Partner 
+1 (267) 330 2370 
edward.a.tarka@pwc.com  

 
Robert Ozmun 
State and Local Tax 
Partner 
+1 (617) 530-4745 
robert.c.ozmun@pwc.com  

 Stay current and connected.  Our timely news insights, periodicals, thought leadership, and webcasts help you 
anticipate and adapt in today's evolving business environment. Subscribe or manage your subscriptions at:  

pwc.com/us/subscriptions 
  

4 pwc 

mailto:andrew.wiggins@uk.pwc.com
mailto:ekaterina.umanskaya@pwc.com
mailto:umang.k.patel@pwc.com
mailto:jennifer.a.spang@pwc.com
mailto:steven.schaefer@pwc.com
mailto:annette.smith@pwc.com
mailto:joseph.barnes@pwc.com
mailto:edward.a.tarka@pwc.com
mailto:robert.c.ozmun@pwc.com
http://www.pwc.com/us/subscriptions


www.pwc.com/us/leasing  

 

Impacts of the new 
leasing standard –  
beyond accounting 

Consider these top  
systems, data and process 
challenges – and  
potential solutions 

November 2016 

http://www.pwc.com/us/leasing


 

PwC | Impacts of the new leasing standard – beyond accounting 2 

Consider these top systems, 
data, and process challenges – 
and potential solutions 

When the Financial Accounting 
Standards Board (FASB) and the 
International Accounting Standards 
Board (IASB) issued their new lease-
accounting standard in early 2016, 
the clock started ticking on a 
sweeping set of changes that 
companies are going to have to 
implement in the next two years. But 
the adjustments will be needed 
beyond the accounting department 
because the new rules will impact 
any department that deals with 
leases—including procurement and 
corporate real estate—and virtually 
all of the systems and processes that 
companies use in managing their 
lease data. 

At this still-early stage, companies’ 
main concern does not lie principally 
in understanding the new rules, 
which, from a technical accounting 
perspective, are straightforward

enough. In fact, in a June 2016 
survey by PwC and CBRE, less than 
half of all companies said they 
thought the accounting policy itself 
would be hard to implement.1 More 
companies said they expected the 
difficulties to come from the systems 
they’ll have to put in place to meet 
the new requirement and from their 
resource constraints. 

There are also uncertainties about 
the data collection that will be 
required for complying with the new 
standard. According to PwC’s survey, 
39% of companies currently manage 
their lease agreements and related 
accounting in a decentralized 
manner, which means they’re going 
to have to gather information from 
dozens, perhaps hundreds, of 
separate sources. And even at 
companies that have centralized 
their lease data, the information may 
be in different kinds of spreadsheets 
or in original paper agreements or 
in scanned pdf files that contain 
inconsistent characterizations of 
lease terms and other fields. To put it 
another way, the term centralized 
doesn’t necessarily mean usable. 

Some of the most daunting 
challenges the new leasing standard 
will pose for companies are only 
tangentially related to accounting. 
What are the key hurdles companies 
must overcome as they transition to 
the time that the liabilities leases 
represent will be reported on their 
balance sheets? This is our view of 
what companies should be thinking 
about now so they are not playing 
catch-up when the rule goes  
into effect. 

1http://www.pwc.com/us/leasingsurvey 

 

The new leasing standard in  

a nutshell 

 Virtually all leases must be reflected on 

the balance sheet 

 Rules are in effect for all fiscal years 

starting after December 15, 2018 

 Retrospective requirement will oblige 

companies to spend time evaluating the 

financials of existing leases—in order to 

show them as comparisons starting  

in 2018 
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http://www.pwc.com/us/en/audit-assurance-services/accounting-advisory/leasing-survey.html
http://www.pwc.com/us/en/audit-assurance-services/accounting-advisory/leasing-survey.html
http://www.pwc.com/us/en/audit-assurance-services/accounting-advisory/assets/pwc-lease-accounting-transition-tools.pdf
http://www.pwc.com/us/leasingsurvey
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Challenge 1: Reorganize your lease data 
 

Companies are right to be concerned 
about their lease data. In addition to 
the lack of centralized lease 
information, many companies may 
have no information at all about 
small leases they hold—including, 
say, leases for office equipment—or 
about leases held at subsidiaries. 
Inadequate controls over lease data 
and missing information about who 
entered into or uploaded a lease 
agreement in the first place can 
cause additional problems. 

As a consequence of those 
issues, many companies don’t 
have complete and accurate 
information about their lease 
portfolios. Moreover, there is no 
single action they can take to remedy 
the situation – some leases exist in 
paper form only and have to be 
digitized. Already-digital leases may 
have to be scrubbed and cleansed. 
There has to be an audit trail that 
tracks any changes made to leases 
along the way. Some leases include 
data gaps that will have to be filled 
in. And then there’s the problem of 
inconsistencies between leases—an 
inevitable result of the differences 
in templates used by lessors. Those 
inconsistencies have to be reconciled. 

 

Fortunately, advances in 
unstructured data analytics are 
helping companies handle some 
of these challenges. Notably, 
improvements in optical character 
recognition and natural language 
processing have accelerated and 
enhanced the conversion of paper 
documents into consistent, machine-
legible formats. In addition, 
machine-learning technology—
by which computers learn from 
experience in their analysis of large 
data sets—can make the extraction 
and organization of key lease terms 
even more efficient. Over time, a 
system can come to recognize 
different types of documents, thereby 
enabling companies to classify leases 
into different categories; and it can 
automatically abstract key lease 
terms to reduce the amount of 
manual work required to channel 
critical lease information into  
a database. 

 

 

The numbers and types of data 
problems that exist will determine 
how much time a company should 
allot for its initial data assessment 
and data-gathering activities. 
However, there is no question that 
for many companies, the task 
represents a big undertaking. 

https://www.youtube.com/watch?v=6ZRECIcE-Sw
https://www.youtube.com/watch?v=6ZRECIcE-Sw
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Challenge 2: Get the right systems in place 
 

Once the new leasing standards have 
gone into effect, companies will need 
sustainable systems to handle their 
lease administration and accounting. 
Our survey found that for more than 
two-thirds of companies today, the 
default approach is to manage and 
account for leases by using 
spreadsheets. Under the new rules, 
spreadsheet use will become 
extremely difficult and time-
consuming. With the high number 
of manual touch points required to 
track lease activity and maintain 
the accuracy of lease data within 
spreadsheet-based leasing 
inventories, spreadsheets present 
too high a risk of errors. Companies 
generally won’t be able to rely on 
them when lease data moves to the 
balance sheet. 

Most companies are planning to 
migrate to software solutions that are 
built specifically for the purpose—
meaning that they are designed to 
perform the lease calculations 
required by the new standard. 
Many software companies that 
sell into the corporate accounting 
function are already developing 
modules that can handle the new 
lease accounting rules while offering 
operational benefits for the end-to-
end lease management lifecycle. 
Implementing the right software can 
provide financial managers with the 
confidence they need for compliance 
and reporting.

 

For the 90% of companies that, 
according to our survey, haven’t yet 
selected a software solution for this 
purpose, a period of self-assessment 
is in order. During this period, some 
companies (particularly those that 
rely heavily on spreadsheets, or those 
with complex operations) may want 
to consider developing an interim 
lease management solution that 
takes advantage of the data 
integration, visualization, and 
analytics tools currently on the 
market, many of which these 
companies may already use for  
other purposes. 

Implementing a provisional solution 
can offer companies the time they 
need to take a proper inventory of 
the leasing systems they currently 
have in place, if any. If they have 
multiple systems, they should 
consider consolidating into a single 
system. A company with both 
equipment leases and real estate 
leases should decide whether it can 
manage both of those lease types 
with a single system. This is also the 

 

time to determine major features a 
next-generation lease accounting 
system should have—for instance, 
integration with accounts payable 
or procurement, and any special 
reporting or analytics capabilities. 
As they decide on those issues, 
companies will effectively be creating 
the set of core requirements they’ll 
need in the vendor-selection process; 
and those requirements can also be 
used in an evaluation of software 
vendors’ product roadmaps. 

  

 

https://www.youtube.com/watch?v=8y1Adp7Dg28
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Challenge 3: Improve your lease-accounting processes 
 

Because of the absence of a uniform 
way of processing leases—and 
because of the historical lack of 
dedicated accounting or software 
systems for maintaining leasing 
activity—most companies haven’t 
followed consistent processes for 
requisitioning or monitoring leased 
property or equipment. 

With leases moving onto the balance 
sheet, those inconsistencies will have 
to change. At most companies, leases 
will become part of financial 
statements, which will require a 
different level of scrutiny—not only 
scrutiny of the tracking of accounting 
treatment but also scrutiny of the 
processes surrounding lease 
management and lease lifecycles. 

 

As a result of the increased attention 
expected to be paid to processes 
surrounding lease management, 
many companies will have the 
opportunity to rethink the ways they 
handle lease terminations, lease 
bookings, and lease negotiations. 
The new processes have to be 
documented so they can become 
standard operating procedures 
throughout the company. And as 
with any information that ends up in 
a company’s financial statements and 
that is subject to Sarbanes-Oxley 
rules, strong internal controls have to 
be in place and adhered to. 
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The silver lining: A chance to improve the business model 
 

In issuing the new guidelines, the 
FASB and the IASB focused on filling 
in a conspicuously empty portion of 
companies’ balance sheets. Public 
US-based corporations with 
investors have no choice: they will 
have to comply with the new rules. 
But many of them should be looking  
to go beyond meeting the minimum 
requirements of compliance. They 
may be able to use the upcoming  
change as a springboard to making 
business-model improvements. 

For instance, some companies may 
want to more directly involve their 
procurement departments in their 
leasing activities, allowing 
procurement to negotiate lease terms 
on an enterprise-wide basis. Other 
companies, having centralized their 
leasing data, may want to analyze the 
terms and conditions offered by their 
lessors—and thus do a better overall 
job of managing lessors and applying 
consistency or standards related to 
acceptable terms by asset. And all 
companies should seek to reduce or 
eliminate the cost leakage that 

results from not taking timely action 
on leases whose terms are expiring. 

Companies may also want to 
standardize their leasing processes 
by incorporating necessary controls 
and establishing the circumstances 
when the lease-versus-buy model 
gets used. The stronger lease-versus-
buy models incorporate additional 
factors into the discounted cash flow 
analysis that typically pertain to a 

company’s leasing strategy, such as 
equipment-obsolescence risk or 
alternative-minimum-tax 
considerations. Finally, companies 
may want to consider performing 
periodic lease portfolio trend 
analyses to evaluate both positive- 
and negative-impact decisions so 
they can make timely leasing-
strategy and leasing-process 
improvements.

 

 

Making better leasing decisions through portfolio analysis 

Portfolio analysis reports can help companies identify trends in their leasing behavior they may wish to continue, adjust, 
or terminate. A few such reports include: 
 Lessor concentration. This report shows the concentration of the portfolio by lessor and can drill down into asset 

type, year, region, and other attributes. The value of this type of analysis is that it can highlight potentially excessive 
concentration among a small group of lessors, or it can show where it makes sense to increase concentration 
among certain lessors. 

 Rate analysis by lessor. This report compares rates for similar types of assets among lessors to see if they are 
comparable or not, and it may identify opportunities for better rate-shopping. 

 Expired leases. This report shows leases that are past their original or renewal end date and require action. A 
similar report can show how long leases were held past their original or renewal end dates before action was taken. 
This type of analysis may reveal particular areas where this type of extended lease-holding is more prevalent than 
others (e.g. certain types of assets, certain business units, etc.). 

 

https://www.youtube.com/watch?v=se7aaoHdUOE
https://www.youtube.com/watch?v=se7aaoHdUOE
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Getting started 
 

Adjusting to the new lease 
accounting rules is no small matter, 
and a lot of companies are unsure 
where to begin. Our suggestion 
would be to assemble a project team 
consisting of senior accounting staff, 
the chief financial officer, the 
controller, the main professionals 
responsible for real estate, and  
the main technology and  
system contacts. 

An initial meeting can begin by 
asking what everyone knows and 
what everyone thinks of the 
company’s existing lease processes. 
Such a meeting will likely provide the 
project team with a sense of how the 
company approaches leasing, of its 
relevant policies and procedures, and 
of where and how it maintains its 
lease records. After that, the 
company can dive more deeply into 
the structure of the leases it holds 
and the nature of its lease 
agreements. Some companies may 
have special circumstances that merit 
attention. For instance, the inclusion 
of lease obligations on the balance 
sheet could affect some companies’ 
bond covenants depending on how 
the covenants are defined. Other 
companies may have to account for 
so-called embedded leases that 
involve equipment they are 
effectively renting as part of a larger 
outsourcing or service relationship. 

 

Companies can begin to meet the 
data, systems, and process challenges 
related to implementing the new 
lease accounting standard by taking 
five steps: 

 

 

In taking these steps, companies will get on the road to accomplishing what 
they must by 2018. 

Form a 
project 
team

Develop a baseline 
understanding of how 
leases are accounted 
for currently

1

2

3

4

5

Create a plan for 
assessing the impact 
and collecting all 
relevant lease data.

Explore the pros 
and cons of 
different software 
vendors, and move 
to design and 
implementation

Define the core accounting and business 
requirements needed in a software system 
for managing and accounting for leases on 
a go-forward basis.

5 steps to consider now:
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