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FASB’s new lease accounting standard is having a significant effect on a broad range of 

balance sheets for all types of entities, with some companies reporting financial obligations 

of billions of dollars.In addition to requiring large sums to be placed on balance sheets, the new standard is 

causing difficulties for preparers as they struggle to locate and extract data from their many 

lease contracts so they can comply with the new rules. But this is not the only difficulty 

preparers are facing.Under the new standard as codified in FASB ASC Topic 842, Leases, contracts that are not 

clearly identified or labeled as leases may be “arrangements that contain a lease.” For 

example, a lease may exist when equipment is provided by a vendor in connection with the 

purchase of consumables or the delivery of a service. Discovery and deeper evaluation of 

these arrangements where leases may be hidden in plain sight has been a significant 

challenge for many preparers.FASB’s previous lease accounting standard, Topic 840, also required evaluation of these 

arrangements, although some may say that this analysis was not considered as thoroughly 

as it is now that the lease liability belongs on the balance sheet under Topic 842. Often 

under Topic 840, the many “service contracts” that met the “arrangements that contain a 

lease” criteria were classified as some type of operating expense other than rent expense.

The correction of this accounting is probably a classification issue in the income and 

expense statement. However, embedded lease commitment obligations missing from the 

lease commitment footnotes of GAAP financial statements are perhaps more significant.

Topic 842 is now very clear about the identification and criteria for an embedded lease. A 

contract contains a lease if it conveys the right to control the use of an identified asset for a 

period of time in exchange for consideration. This includes the right to obtain substantially 

all of the economic benefits from the asset.
How should you deal with this challenge in your enterprise?

First, there should be a good presentation of the rules and application of Topic 842 to all 

stakeholders. This includes not just the finance and accounting departments but also supply 

chain, purchasing, operations, and information technology.

Second, create an environment of prescreening and evaluation of embedded leases 

identified with the contracting personnel in your enterprise and develop a quality-control 

program with your finance/accounting people who are Topic 842-savvy. 

Third, recognize that the quantifying of embedded leases is not as simple as for real estate 

leases. The valuation exercise can be challenging. Some of the more significant 

considerations for the valuation of these leases are:
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Image by solidcolours/iStockPublic companies' required implementation of FASB's new lease accounting standard in 2019 means that

financial statement auditors need to be prepared to make new judgments.

Although the private company implementation date for the standard hasn't yet arrived, auditors of both public

companies and private companies that prepare financial statements in accordance with GAAP will

eventually need to determine whether adequate work has been performed to ensure a reasonable opening

entry upon implementation. As part of understanding the entity's processes and controls, auditors also will
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US-based businesses with subsidiaries in China need to prepare financial statements that are consistent with US Generally Accepted Accounting
Principles (GAAP (http://www.china-briefing.com/news/2017/05/31/china-gaap-vs-u-s-gaap-and-ifrs.html)) and the new Financial Accounting Standards
Board (FASB) lease accounting standards.

While Chinese subsidiaries need to file financial statements consistent with China GAAP (http://www.china-briefing.com/news/2015/07/03/understanding-
chinas-current-accounting-practice-chinese-gaap-vs-chinas-tax-system.html), often these financial statements need to be translated to US GAAP.
Recent International Accounting Standards Board (IASB) standards have also changed the way leases are recorded in the financial statements in line with the
new US GAAP standards.

The new lease accounting guidance 
In February 2016, the FASB issued new lease accounting guidance [ASU No. 2016-02, Leases (Topic 842)]. This new guidance was initiated as a joint project
with the IASB to simplify lease accounting and improve the quality of and comparability of financial information for users. The IASB also issued guidance in
IFRS 16 during January 2016.

This new guidance eliminates the historical concept of off-balance sheet treatment for “operating leases” for lessees for the vast majority of lease contracts.

Under ASU No. 2016-02 (Topic 842) and IFRS 16, at inception, a lessee must classify all leases with a term of over one year as either finance or operating
leases, with both classifications resulting in the recognition of a defined “right of-use” asset and a lease liability on the balance sheet.

However, recognition on the income statement will differ depending on the lease classification: finance leases recognize the amortization of the right-of-use
asset separate from interest expense for the lease liability while operating leases recognize a single total lease expense.
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Standards: Chinese GAAP vs. US GAAP and IFRS (http://www.china-briefing.com/news/2017/05/31/china-gaap-vs-u-s-gaap-and-ifrs.html)

Lessor accounting will be substantially unchanged from the previous lessor requirements under U.S. GAAP and IFRS. These new standards will take effect for
nonpublic companies in fiscal years beginning after December 15, 2019.

Public companies’ compliance is required for fiscal years beginning after December 15, 2018. Early adoption is permitted.  For leases existing at, or entered
into after, the beginning of the earliest comparative period presented in the financial statements; lessees and lessors must apply a modified retrospective
transition approach.

The new lease model 
What is a lease?
A contract that conveys the “right to use” for an underlying asset for a period of time in exchange for consideration. You need to assess whether:

Fulfillment depends on the use of the identified asset;

The lease contract conveys the right to control the use of the identified asset.

What does the new model look like?
Lessees will recognize a “right-of-use asset” and a “lease liability” on their balance sheet for virtually all of their leases.

The liability will be equal to the present value of lease payments. The obligation will be accounted for similar to debt and amortized using the effective
interest rate method.

The asset will be based on the liability, plus any prepayments, initial direct costs, less incentives received, etc.

For income statement purposes:

Operating leases will result in straight line expense (similar to current operating leases);

Finance leases will result in a front-loaded expense (similar to current capital leases).
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