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Hidden in Plain Sight: Accounting for Embedded Leases

By Stephen G. Austin, CPA, MBA; Joel C. Colbourn, CPA, MBA; and Kristen Gibbons 

September 19, 2019FASB’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:

• Evaluation of all significant service contracts that may contain an identified asset.

• Determination of the portion of purchase commitments or service fees that would apply to the lease lability.

• Assessment of the financial consequences if required purchase levels for consumables are not attained.

• One of the more interesting aspects of these types of leases is the inclusion of nonlease components such as 

maintenance and taxes.
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Lease Accounting Standard Requires New Auditor JudgmentsNew processes and controls will be evaluated by internal and external auditors.By Stephen G. Austin, CPA, MBA; Joel C. Colbourn, CPA, MBA; Phillip Doolittle; and Doug Renner 
March 1, 2020

Public 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 have to assess whether their clients or companies (in the case of internal 

auditors) have adequate go-forward processes in place to ensure that upon execution of a contract, a determination is made 

as to whether that contract is, or contains, a lease.
The new standard (FASB ASC Topic 842, Leases) calls for recognition of lease liabilities and right-of-use assets for lease 

arrangements previously identified as operating leases and capital leases (which are now called finance leases). This means 

that on the first day of a new fiscal year, the entity will have to prepare accounting entries to record this recognition. The 

auditor needs to understand how the client determined the entry balances recorded through this opening entry.Most companies will adopt the package of three practical expedients by which the leases identified and recorded in the prior 

year will carry forward as the foundation for the opening entry. This assumes the previous accounting was handled correctly 

— perhaps a precarious assumption. The new accounting standard does not grandfather in accounting errors. Rather, they 

need to have been corrected under the old guidance before moving forward.There are a couple of other key policy decisions with potentially significant consequences. First, there is the accounting 

policy election to not apply the lease liability and right-of-use asset recognition requirements to leases with initial 

terms of 12 months or less.

The second key accounting policy election is whether to separate lease and nonlease components, which is done by 

designating applicability of the election to specific asset types. For many asset types this election can eliminate what might 

otherwise be an administrative nightmare. For example, it may not be meaningful to financial statement readers if the service 

component of a copier lease was separated as a nonlease component and excluded from the calculation of the lease liability 

and right-of-use asset. On the other hand, a large security guard service contract that includes a low-dollar-value golf cart 

could result in a larger-than-expected lease liability and right-of-use asset balance if this election was applied. Materiality 

might indicate that it is not appropriate to apply this policy election to asset types where it just does not make sense.While leasing arrangements generally address a continuing business need, business seldom actually happens as 

envisioned. The entity needs to be aware of the developments because the entity is responsible for the reassessment, 

remeasurement, or impairment adjustments. The auditor needs to understand the entity's process for identifying 

developments, and the auditor needs to obtain evidence about the adjustments.IDENTIFICATION CHALLENGES
One of the biggest challenges of implementing Topic 842 is ensuring the identification of all contracts where there is an 

identified asset being provided. This is significant not only for the preparation of the opening lease accounting entry, but also 

to ensure accurate recording of new or updated lease arrangements throughout the year. This is a critical "completeness 

test" that auditors need to perform.
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In addition to causing enormous disruption to health, safety, and the economy across the globe, the coronavirus pandemic 

has significantly altered the landscape for CPAs related to the lease accounting standard.

The changes include a potential effective date delay of FASB’s new lease accounting standard for certain entities, including 

private companies; a monumental increase in the number of lease modifications requested by lessees and granted by 

lessors; and the need for disclosures related to a company’s lease accounting decisions in the new environment.

Here’s a closer look at lease accounting amid the coronavirus pandemic.

FASB’S DELAY PROPOSAL

In recognition of the business disruptions caused by the new standard, FASB has voted to issue a proposal that would delay 

by one year the effective dates of its lease accounting standard for certain entities. If approved, the delay to FASB ASC Topic 

842, Leases, would apply to private companies, not-for-profits, and not-for-profit entities that FASB calls public not-for-profits, 

which 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 that have not yet issued financial statements.

The soon-to-be-proposed delay for private companies and private not-for-profits would make the standard effective for 

private companies and private not-for-profits for fiscal years starting after Dec. 15, 2021. The effective date for public  

not-for-profits would be fiscal years starting after Dec. 15, 2019.

LEASE CONCESSIONS

Shelter-in-place, stay-at-home, social distancing, self-quarantine, and other directives have caused significant disruptions to 

business operations, with many businesses and industries being effectively shut down. This has resulted in record levels of 

layoffs and unemployment claims, with a potential record number of bankruptcy filings expected over the next few months.

The federal government has taken several actions to provide relief from the devastating economic impact, including 

enacting the Coronavirus Aid, Relief, and Economic Security (CARES) Act, P.L. 116-136, which provides assistance to small 

businesses (under 500 employees) through U.S. Small Business Administration loans primarily to support payroll costs for 

affected businesses. While these loans are for a limited period (up to eight weeks), some or all of the loan may be forgiven.

Despite this government aid, it is anticipated that a significant number of lessees will be looking to negotiate short- or 

long-term lease concessions or other relief from lessors. On April 10, the FASB staff issued a Q&A on Topic 842 and Topic 

840 accounting for lease concessions related to the effects of the COVID-19 pandemic.

One topic addressed by the FASB staff is the existing guidance requiring an analysis of whether changed lease agreements 

provide enforceable rights and obligations for lease concessions. An absence of enforceable rights and obligations can result 

in lease modification accounting, where the right-of-use asset and lease liability are remeasured using an updated discount 

rate and the lease classification as either a finance or an operating lease is reassessed.

The FASB staff concedes that existing guidance did not contemplate the speed and volume of modifications resulting 

from a major global public health crisis. The FASB staff also acknowledged that absent further interpretative guidance, 

appropriately analyzing lease modification requirements on the large volume of leases impacted could be costly and 

complex for both lessees and lessors.

Pandemic Alters Lease Accounting Landscape
By Stephen G. Austin, CPA, MBA; Joel C. Colbourn, CPA, MBA; Ane Ohm, CPA; and Don Mitchell 

April 16, 2020
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In early 2020, the COVID-19 pandemic added another element of business disruption for organizations to manage while the 

effective dates to comply for FASB’s new lease accounting standards were quickly approaching.

Following a pandemic-related delay, the new standard takes effect for entities within the “all other entities” category for fiscal 

years starting after Dec. 15, 2021, and for interim periods within fiscal years beginning after Dec. 15, 2022. The ramifications 

of the COVID-19 pandemic have affected organizations in ways we are yet to fully understand, and the impact on lease 

accounting processes continues to evolve in response to changes that have occurred in the business environment.

For public companies, FASB Accounting Standards Codification (ASC) Topic 842, Leases, took effect for fiscal years and 

interim periods within those fiscal years, beginning after Dec. 15, 2018. There is an exception for public not-for-profit entities, 

whose effective date is for fiscal years beginning after Dec. 15, 2019, including interim periods within those fiscal years.

Meanwhile, GASB delayed by one year the required implementation of GASB Statement No. 87, Leases, which is now 

applicable for fiscal years beginning after June 15, 2021.

PANDEMIC EFFECTS

COVID-19 arrived in early 2020 and spread rapidly and now has extended worldwide with the delta variant in 2021. By 

mid-March 2020, state and local governments began issuing restrictions shutting down many businesses other than health 

care and providers of “essential services.” Overall, business activity dropped significantly, resulting in one of the largest 

year-over-year GDP decreases ever recorded.

With the restrictions in place, many businesses essentially just shut down and were unable to pay the rent or their 

employees. Many landlords began offering rent deferrals and abatements whereby the lease remains in place but payment 

of rent for a certain period is deferred or reduced until an agreed-upon time when the business restrictions would be lifted. 

FASB’s staff issued Q&A guidance last year that is intended to help with the accounting for such rent deferral arrangements 

and other pandemic-related lease concessions.

Many public companies that had previously implemented the new lease accounting standard took the opportunity to assess 

whether the potential ancillary benefits are being realized. These benefits often include digital migration of accounting 

records and processes and moving toward a paperless accounting environment, centralization of lease management 

activities, better administrative management over leasing activities including renewals/extensions and returns at lease 

expiration, and the opportunity to combine and negotiate larger transactions at more attractive pricing.

An area of continuing focus for public companies is to ensure that the lease accounting software solutions are fully integrated 

with their ERP accounting systems and with automated uploading of accounting entries. About half of Topic 842 adopter 

companies had not fully integrated their lease accounting processes with existing ERP systems earlier this year, according to 

a survey published by LeaseAccelerator and EY in March.

IMPLEMENTATION LESSONS

As private and government organizations work toward adopting the applicable new lease accounting standard, there are 

some important implementation lessons learned from public companies, including:

• Implementation of the standard is more complicated than it first appears. Leases and lease contracts often are scattered 
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By Joel C. Colbourn, CPA, MBA; Stephen G. Austin, CPA, MBA; and Jim LoPresti, MBA

September 9, 2021
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