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Why the Change?
• Increase comparability and
transparency among entities
• Decade-long joint project between
FASB & IASB
• Eliminate off-balance sheet risk
and improve comparability
• More reflective of true substance of
leasing transactions
• Lessor accounting remained
relatively unchanged

Lease guidance has had limited
changes since FASB 13 issued
in November 1976

Impacts
• Bond or loan covenants (definitions of lease)
• Financial statement ratios
• Borrowing capacity
• Rating agency impacts (S&P, Fitch, Moody’s…)
• Implementation time and resources
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Effective Date
Effective for years beginning AFTER December 15, 2018:
• Public business entity
• NFP that has issued, or is a
conduit debt obligor for, securities
traded, listed or quoted on
exchange or an over-the-counter
market
• An employee benefit plan that files
financial statements with the U.S.
SEC

December 31, 2019

March 31, 2020

June 30, 2020

September 30, 2020
For all other entities, will be effective one year later.

Transition - Practical Expedients
• Modified retrospective transition approach
• Practical expedients (All three or none)
• Lessee need not reassess whether any expired
or existing contracts are or contain a lease
• Lessee need not reassess lease classification
for any expired or existing leases
• Lessee need not reassess initial direct costs
for any existing lease

• Practical expedient – hindsight in
evaluating lessee options to extend or
terminate a lease or to purchase
underlying asset
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When Do I Start?

When Do I Start?
• Almost one-fourth (23%) of companies
surveyed in May 2017 by PwC and CBRE have
not started adoption efforts
• Only 31.4% of more than 2,150 executives
polled by Deloitte in May 2017 said their
organizations were unprepared to comply with
the new standard
Source: Journal of Accountancy – January 2018, Lease accounting laggards face serious risks
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Where Do We Start?

Where Do We Start?
1. Identify & educate the TEAM
2. Develop timeline & key milestones
3. Identify and collect ALL leases and relevant data
4. Analyze data – key elements
5. Implementation – accounting & reporting
6. Ongoing accounting – centralization, new
leases, modifications, monitoring…and much
more
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Team Building
Finance

Procurement
&
Contracting

Others?

External
Assistance?

Legal

Building &
Engineering

Educate

What is a lease?

12 Month Policy

What is excluded?

Right to control
use of an asset

Inconsequential?

Transitional guidance
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What is a lease?

• A “lease” is 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.

What is excluded?
• The following are considered outside the
scope of ASU2016-02 Leases (Topic 842)
• Leases of intangible assets, inventory, biological
assets, assets under construction
• Leases to explore for the use of minerals, oil,
natural gas and similar resources
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12-month policy
• For a lease with a term of 12 months or less, a
lessee is permitted to make an accounting policy
election not to recognize lease assets and lease
liabilities.
• If a lessee makes this election, it should recognize
lease expense for such leases generally on a
straight-line basis over the lease term.
• Consideration of renewal options…
• Does require some disclosure

Inconsequential?
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Right to control the use of asset
• The right to substantially control or benefit from all the
economic benefits from use of the asset
• The right to direct the use of the identified asset
• Lessee has right to direct how and for what purpose the
identified asset is used, OR
• Relevant decisions about how and for what purpose are
predetermined, AND
• Lessee has right to operate without supplier changing
instructions, OR
• Lessee designed the asset in a way that predetermines
how and for what purpose the asset will be used

Example - Right to control
• Entered a 15-year contract for
fiber-optic cable
• Right to use three specified,
physically distinct dark fibers
• Hospital decides how to use the
fibers
• What equipment to connect to
• What data and how much data fiber
will transport

• Utility is responsible for repairs
and maintenance of fiber
• Do we have a lease?
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Example - Right to control
• Entered a 15-year contract for fiber-optic cable
• Right for specified amount of capacity (equivalent
to 3 strands of 15 strand fiber optics)
• Supplier makes decisions about transmission of
data
• Utility is responsible for repairs and maintenance
of fiber
• Do we have a lease?

Transitional guidance
• If Practical expedient elected
ASU 840 (Old GAAP)

ASU 842 (New GAAP)

Capital Lease

Finance Lease

Operating Lease

Operating Lease

Contract

No reassessment
needed

• Use of hindsight in evaluating lessee options
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Timelines & Milestones
Years

Months

Days

1

11

23

Date?

Identify ALL Leases

Date?

Analyze

12/31/18

Accounting
&
Reporting

Lease Inventory
• Identify and collect ALL leases
• Centralized or decentralized retention of contracts?
• Do we have a materially complete listing of ALL leases?
• Analyze from expense side?
• Consistent monthly payment?
• Review common vendors (GE Capital, Olympus, BOA)
• Leases with free rent (lab analyzers, drug dispensers)
• Leases per use (radiology, others)
• Related party leases

• What are we going to do now?
• Manually track
• Excel file or something more substantial
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Analyze Key Elements
• Key elements needed for ALL lease/contract:
•
•
•
•

Counter-party
Identifiable asset
Lease commencement date
Lease term and renewal
options
• Interest rate
• Lease payment
• Fixed
• Incentives paid by lessee
• Variable (CPI, market
interest rate or other)
• Frequency

• Exercise price of purchase
option
• Penalties for termination, if
any
• Residual value guarantees
• Initial direct costs
• Non-lease components

Identifiable asset
A leased asset must be specifically
identifiable:
• Explicitly - by a serial number or
• Implicitly - only asset which would satisfy
lease contract
• Supplier does not have substantive
substitution rights
• Supplier does not have practical ability to substitute
alternative asset (e.g., customer can prevent
substitution)
• Supplier would not benefit from substituting
alternative asset

12

1/11/2018

Lease Term
• Defined as the non-cancellable period for which a
lessee has the right to use an underlying asset,
including:
• Periods covered by an option to extend that the lessee
is reasonably certain to exercise
• Periods covered by an option to terminate if lessee is
reasonably certain not to exercise
• Periods to extend or terminate in which the option is
controlled by the lessor

• “Reasonably Certain” is similar to “Reasonably
Assured” (a high threshold)

Lease Term – Example
• Lease of 5,000 square feet of
clinic building space for 10 years
• Three – 5 year renewal options
• Do you include renewals as
“reasonably certain”?

Considerations:
• Any investment in significant leasehold improvements?
• Significant costs for termination (relocation costs, penalties, etc.)
• Below market rent
• Specialized asset
• Purchase option (reasonably assured to exercise)
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Lease Payments
• Determine at the commencement date and include
(initial measurement):
• Fixed payments, including in substance payments, less any
lease incentives
• Variable lease payments that depend on an index or rate
• Exercise price of an option to purchase the underlying asset
• Payments for penalties for terminating the lease
• Fees paid by lessee to entity for structuring the transaction.
(Such fees are not included in the fair value of the underlying
asset.)
• Residual value guarantees – amounts probable of being owed
by lessee

Lease Payment - Example
Key Factors of Lease
• 10-year lease of building
• Annual lease payments of
$100,000
• Lease payments increase
each year by CPI
• CPI is 125 at
commencement date
• 0% (for ease of example)
• Year 2 – CPI to 128

Solution
• Fixed payments $1M
• ROU Asset/Lease Liability
$1M
• Year 2 payment - $102,400
• No adjustment to ROU
Asset/Lease liability for
CPI*
• $2,400 – variable lease
cost

*unless lease modification occurs
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Non-Lease Components
• Identifying separate components of lease
• Lessee can benefit on its own or together
• The ROU is neither highly dependent NOR highly
interrelated
• If single lease payment – allocate to each component

• Optional practical expedient – policy election by
class, choose not to separate non-lease
components from lease components.
• Would require disclosure of policy election.

Direct costs
• Initial direct costs should be capitalized and
allocated to components of lease.
• Included: Costs incurred that would not have been
incurred had lease not been executed.
• Example – Commissions

• Excluded: Costs to negotiate or arrange a lease
incurred regardless of entering into lease.
• Examples – General overhead, depreciation, equipment
costs, tax or legal advice, negotiating terms, etc.
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Lease classification
• Finance Lease, if the lease meets any of the following:
(a) Transfer of ownership of asset at end of lease term
(b) Option to purchase asset that is reasonably certain to be
exercised
(c) Lease term is the major part of the economic life*
(d) PV of sum of lease payments and residual guarantee
amount to at least substantially all of the fair value
(e) Underlying asset is of specialized nature, with no
alternative value to lessor at end of lease term.

• If none of the above criteria are met, it’s a Operating
Lease
* If lease entered into with less than 25% remaining economic
life – It’s a financing lease.

Accounting Treatment Summary
Finance Lease
Balance Sheet

Operating Lease
Balance Sheet

Right of Use (ROU) Asset

Right of Use (ROU) Asset

Lease Liability

Lease Liability

Income Statement
Interest expense
(on lease liability)

Income Statement
Lease/Rent expense (straight-line)

Amortization expense
(on ROU Asset)

Cash Flow Statement
Operating Activities
– interest payments

Cash Flow Statement
Operating Activities
– cash paid for lease payments

Financing Activities – Cash
paid for principal payments
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Accounting – Initial Measurement
• ROU asset & lease liability
• Same process for operating or
finance lease

• Lease liability = PV of future
lease payments
• Discounted rate in lease OR
• Incremental borrowing rate

• ROU assets = Lease liability
+ Initial direct costs
+ Payments made at or before
lease commencement

Initial Measurement - Example
Annual
Payment

Key Factors of Lease
Years

• 5-year lease of MRI
• Annual lease
payments of $100,000
• 3.5% discount rate
• Initial direct costs of
$15,000

Year 1
Year 2
Year 3
Year 4
Year 5

$

100,000
100,000
100,000
100,000
100,000

$

500,000

NPV at 3.5%
$

$451,505 Lease liability
15,000 Initial direct costs
466,505 ROU asset
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Implementation – Financing Lease
Financing leases
• Each payment has two components (interest and principal).
• Part I –
• Lease liability

$XXX

• Interest expense

XXX

• Cash

XXX

• Amortization of the right-to-use asset (similar to how depreciation
on a capital lease is currently reported)*
• Part II –
• Amortization of ROU

$XXX

• ROU asset

XXX

• Variable lease payments not in lease liability recorded as
expense when incurred
*Short of useful life or lease term, unless ownership transfers or reasonably certain
to exercise purchase option – requires useful life of underlying asset.

Implementation – Financing Lease
Assumption - Right to use MRI asset transfers at the end of the lease term –
Financing lease
Annual Lease Liability
Payments NPV @ 3.5%
Year 1
Year 2
Year 3
Year 4
Year 5
Year 6
Year 7

100,000
100,000
100,000
100,000
100,000
500,000

451,505
367,308
280,164
189,969
96,618
-

Cash

Interest Lease
Expense Liability

ROU
Asset

Amortization
of ROU
Asset

(100,000) 15,803
(100,000) 12,856
(100,000) 9,806
(100,000) 6,649
(100,000) 3,381
-

84,197
87,144
90,194
93,351
96,619
-

(66,644)
(66,644)
(66,644)
(66,644)
(66,644)
(66,644)
(66,641)

66,644
66,644
66,644
66,644
66,644
66,644
66,641

(500,000) 48,495

451,505

(466,505)

466,505
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Implementation – Operating Lease
Operating leases
• Single lease expense is recognized that runs through operating
expenses for the current year3
• Part I • Amortization of ROU Asset

$XXX

• Cash

XXX

• Part II • Lease liability

XXX

• ROU asset

XXX

• Overall cost of the lease is allocated over the lease term on a
straight-line basis.*
• Variable lease payments not in lease liability recorded as expense
when incurred
*Escalating rent may cause deferred rent

Implementation – Operating Lease
Assumption – No purchase option or transfer of rights at the end of the lease
term – Operating lease
Annual Lease Liability
Payments NPV @ 3.5%
Year 1
Year 2
Year 3
Year 4
Year 5

100,000
100,000
100,000
100,000
100,000
500,000

$451,505
$367,308
$280,164
$189,969
$96,618

Cash

Lease
Expense

ROU
Asset

(100,000)
(100,000)
(100,000)
(100,000)
(100,000)

100,000
100,000
100,000
100,000
100,000

(84,197)
(87,144)
(90,195)
(93,351)
(96,618)

(500,000) 500,000

Lease
Liability
84,197
87,144
90,195
93,351
96,618

(451,505) 451,505
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“Display Approach”
• Operating leases –
• May utilize “Display Approach”
• Record topside entry at end of the reporting period
by PV lease liabilities
• ROU asset

$XXX

• Lease liability

XXX

• Additional Resources – FASB Video
http://players.brightcove.net/2205030511001/default_default/index.html?videoId=5032242452001

“Display Approach” Example
Lease
Office Space
Clinic A Space

Disc Rate

Lease
Term

6%
7%

10
15

2001
1,000
1,200

2002
1,000
1,200

2003

Lease
Liability

1,000
1,200

$1,833
2,170
$

4,003

Right of Use Asset $4,003
Lease Liability
4,003
To record the ROU asset and lease liability for operating leases at the end of the
reporting period.
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Reporting & Disclosures
• Operating and financing leases
• Right-to-use asset and lease liabilities should be presented
separate from one another and from other assets and liabilities.
• No netting of assets and liabilities
• Split between current and long-term
• Separate maturity analysis of undiscounted cash flows

• Short-term lease costs, policy disclosure, and if significant
short-term lease commitments.
• Variable lease costs, not included in lease liabilities
• Lease transactions with related parties

Reporting & Disclosure
Year Ending
12/31/XX 12/31/XX
Lease cost
Finance lease cost
Amortization of ROU assets
Interest on lease liabilities
Operating lease cost
Short-term lease cost
Variable lease cost

$XXX
XXX
XXX
XXX
XXX
XXX

$XXX
XXX
XXX
XXX
XXX
XXX

Total lease cost

$XXX

$XXX
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Reporting & Disclosure
Year Ending
12/31/XX 12/31/XX
Other information
Cash paid for amounts included in the
measurement of lease liabilities
Operating cash flows from financing leases
Operating cash flows from operating leases
Financing cash flows from finance leases
Right-of-use asset obtained in exchange for new finance lease liabilities
Right-of-use asset obtained in exchange for new operating lease liabilities

$XXX
XXX
XXX
XXX
XXX
XXX

$XXX
XXX
XXX
XXX
XXX
XXX

Weighted-average remaining lease term-financing 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%

Ongoing Accounting
• Ongoing accounting considerations –
• Lease inventory – centralized/decentralized
• New leases/embedded leases in contracts
• Lease modification
• Required lease language, terms, key elements
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New Leases/Contracts
• All new leases will need to be:
• Captured as executed
• Added to lease inventory
• Key elements identified and analyzed
• Classified – Operating/financing

• New contracts analyzed for embedded lease
• Right to control the use of an identifiable asset

Right to control the use of asset
• The right to substantially control or benefit from all the
economic benefits from use of the asset
• The right to direct the use of the identified asset
• Lessee has right to direct how and for what purpose the
identified asset is used, OR
• Relevant decisions about how and for what purpose are
predetermined, AND
• Lessee has right to operate without supplier changing
instructions, OR
• Lessee designed the asset in a way that predetermines
how and for what purpose the asset will be used
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Right of Control - Example
• Two year contract for network
services
• Must meet specified quality level
• Supplier installs and configures
servers at Hospital
• Supplier determines speed and
quality of data through servers
• Supplier can reconfigure and
replace servers when needed

• NOT a lease – service contract.

Right of Control - Example
• Two year contract with IT company for
identified servers for three years
• IT Company installs and configures per
Hospital instructions
• IT Company provides repair and
maintenance
• IT Company may substitute server in
case of malfunction
• Hospital determines data to store and
how to integrate server with operations

Lease – Hospital has identified asset (server) for use of three years
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Lease Modification
• Re-measurement if:
• Lease is modified and modification is not accounted for
as a separate contract
• A contingency resolved such that some or all variable
lease payments become fixed
• A change in any of the following:
• Lease term
• Assessment of whether lessee is reasonably certain to
exercise options (or not)
• Amounts probable of being owed under residual value
guarantees

Lease Modification - Example
• 10-year lease for
10,000 square feet of
office space
• Beginning in year 6,
modify lease to include
additional 10,000
square feet of space

• New separate contract
• Grants additional right
of use
• Standalone price

• Rate for new space is
at market
• Separate Lease or
Modification?
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Lease Modification - Example
• 10-year lease for
10,000 square feet of
office space
• Beginning in year 6,
modify lease to 15
years
• Increase in rate for
next 10 years
• Separate Lease or
Modification?

• Modification
• Does not grant
additional right of use
• Re-measure the lease
liability
• Using current
borrowing rate

Keys
1. Identify & educate the TEAM
2. Develop timeline & key milestones
3. Identify and collect ALL leases and relevant data
4. Analyze data – key elements
5. Implementation – accounting & reporting
6. Ongoing accounting – centralization, new
leases, modifications…and much more
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Thank you!

Andy Williams, CPA
Health Care Partner
190 E. Capitol Street, Suite 500
Jackson, MS 39201
601.948.6700

Jaye Waynick, CPA
Accounting & Assurance Partner
400 W. Capitol Avenue, Suite 2500
Little Rock, Arkansas 72203
501.372.1040
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