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FASB Topic 842 Provides New Standards for  
Operating Leases 
Operating lease information will soon be moving from 
the footnotes of your financial statements right onto your 
balance sheets.

In February of 2016, the Financial Accounting Standards 
Board (FASB) issued an updated lease accounting 
standard. The new ASC Topic 842 requires that companies 
and organizations that lease assets such as real estate, 
airplanes, and equipment include these operating leases 
on their balance sheet. (Previously, they were only listed 
under operating expenses.)

The standard was introduced in response to requests 
from investors and other users of financial statements 
for more transparent, comparable information about 
lease obligations and a more faithful representation of an 
organization’s leasing activities and future commitments.

ASC 842 takes effect for public companies in fiscal 
years beginning after December 15, 2018, and fiscal 
years beginning after December 15, 2019 for all other 

organizations. (Note: As of July 2019, FASB has voted 
to propose a delay on these new standards for private 
companies and nonprofit organizations by a year.)

In this whitepaper, we’ll discuss the specifics of ASC 842, 
those most significantly affected, and what you can do to 
prepare yourself for implementation.

A Lease Is a Lease… or Is It? 
Buildings, copiers, large manufacturing equipment, 
vehicles… these are just a few of the assets organizations 
need to continue and grow their operations. However, 
purchasing these big-ticket items is often not the most 
cost-effective way to get them. Not only are they expensive 
to buy, but an entity’s progress and level of success will 
dictate how long these items are needed. Leasing is an 
easier and more scalable way for them to obtain and use 
these assets.

However, contract terms can get complex to the point 
where it’s not always easy to see whether it even contains 
a lease in the first place. The flowchart from FASB included 
in the following page helps clarify such a situation. 
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START

Is there an identi�ed asset? 

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

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

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?

Did the customer design the asset (or speci�c 
aspects of the asset) in a way that predeter-
mines how and for what purpose the asset will 
be used throughout the period of use?

The contract contains a lease. The contract does not contain a lease.

No

No

No

No

Yes

Yes

Yes

Yes

SupplierCustomer

Neither; how and for what
purpose the asset will be used
is predetermined.

Identifying a Lease

Chart courtesy of the FASB Accounting Standards Update No. 2016-02, Leases (Topc 842) 
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For the purposes of financial records, leases can be 
classified as one of two types. An operating lease is the 
more traditional model in which ownership of the asset 
being leased—and therefore all of the risks and rewards of 
ownership—remains with the lessor. There is no option to 
buy the asset and the lessee is generally not responsible 
for aspects of ownership such as repair or maintenance. 
Operating lease payments are currently considered an 
operating expense and the asset is not listed on the 
lessee’s balance sheet.

A finance lease, previously known as a capital lease, is set 
up so that ownership rights (and the risks and rewards) are 
transferred to the lessee during the term of the contract. 
It can also provide a purchasing option at the end of the 
lease term; in essence, it’s treated like a loan. Therefore, 
both the right to use the leased asset and the future lease 
payments liability are listed on the lessee’s balance sheet. 

Operating leases are best for an entity that needs more 
flexibility and does not want or have the resources to 
handle ultimate responsibility for the leased asset (or if 

the asset is needed for a shorter term than the expected 
lifespan of the asset). Finance leases are best for use 
of assets whose lifespan or economic value will be 
significantly reduced upon the end of the lease period.

However, the use of operating leases has become much 
more prevalent in situations in which companies are 
leasing significant amounts of valuable assets (such 
as airlines leasing aircraft) with no financial statement 
representation of the long-term commitment those leases 
entail. With this new standard requiring both an asset and 
liability on the balance sheet for all types of leases, some 
of these operating leases that are more conducive to a 
finance leasing situation may be renegotiated. 

So What Exactly Are the Changes?
The main change, as stated earlier, is ALL leases must now 
be included in the balance sheet. Operating leases are now 
accounted for in the same manner as finance leases, with 
the total future rent payable under liabilities and the value 
of the right of use for the asset leased listed under assets.
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There are also changes to the criteria of a finance lease. 
The new criteria for a finance lease are as follows:

1. The lease transfers ownership of the underlying 
asset at the end of the lease term.

2. The lease grants the lessee an option to purchase 
the underlying asset and the lessee is reasonably 
certain to exercise that option.

3. The lease term is for the major part of the 
remaining economic life of the underlying asset. 
This criterion shall not be used for classification 
purposes if the commencement date falls at or 
near the end of the asset’s economic life. (The 
previous guidance specified “75%” instead of “the 
major part” in this item.)

4. The present value of the sum of the lease 
payments and any residual value guaranteed 
by the lessee equals or exceeds substantially all 
of the fair value of the underlying asset. (The 
previous guidance specified “90%” instead of 
“substantially” in this item.)

5. 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. 
(This is a new item.)

The changes to this list might seem minor, but they have 
major ramifications. Specific figures gave some lease 
participants the ability to find loopholes and classify their 
contracts as operating leases. By removing these figures, 
FASB is introducing judgment that has to be supported.

Lessees with operating leases face the biggest change 
with the adoption of ASC 842. Including a lease on your 
balance sheet will show more assets and liabilities for your 
company or organization. Since the right of use assets will 
usually decrease at a faster rate than the lease liabilities, 
these values will change disproportionally—ultimately 
leading to having more liabilities than assets (if not already 
the case).

This, in turn, can affect how banks and other creditors 
view your financial situation. For example, they could see 
your organization as out of compliance with your debt 
covenants, which means that you’re technically in default 
of your loan. 

Lessors, on the other hand, are not terribly affected by 
ASC 842. The main difference is that, as the provider 
of the lease contract, they should work with lessees to 
review terms and renewal options and make sure the lease 
follows the new lease and revenue recognition standards.
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Transition Method and Practical Expedients
In July 2018, FASB issued an update to provide entities 
with an optional new transition method related to all 
leases existing at the adoption date. The FASB provided 
this additional transition method to reduce costs 
and complexity of implementation associated with 
implementation of ASC 842. 

Entities electing to follow this transition method will follow 
old lease guidance (ASC 840) for periods presented prior to 
adoption and will recognize a cumulative effect adjustment 
to retained earnings or net assets at the beginning of the 
year of adoption. This means that in comparative financial 
statements, all prior periods presented will remain under 
old lease guidance. 

For example, if an entity adopts the new standard on 
January 1, 2020, the entity will recognize on the balance 
sheet all existing leases at January 1, 2020 and adjust 
retained earnings/net assets at January 1, 2020 for any 
effects of adoption. Comparative periods prior to January 
1, 2020 will not be affected since they will remain under 
ASC 840 (i.e., operating leases are not recognized on the 
balance sheet.) Additionally, the entity will provide ASC 
842 disclosures for the year ended December 31, 2020, 
and will provide ASC 840 disclosures for the comparative 
periods.

Entities that do not elect to follow this transition guidance 
will have to follow what ASC 842 initially required using 
a modified retrospective approach. Under that method, 
a lessee has to apply new accounting treatment to the 
financial statements and disclosures for all periods 
presented, including prior periods for all existing operating 
leases (including leases that expired before the adoption 
date). The effect of adopting ASC 842 without electing the 
new transition method will be recognized as a cumulative 
effect adjustment to retained earnings or net assets at the 
beginning of the earliest period presented. 

If the new transition method is elected, there are three 
practical expedients that must be applied (all must be 
applied):

1. Not reassessing lease classification for existing or 
expired leases;

2. Not reassessing whether existing or expired 
contracts* contain leases; and,

3. Not reassessing initial direct costs for existing 
leases.

*Note that electing the transition practical expedients 
does not allow all for errors to carry forward. The most 
common area where an error could occur is when an 
entity did not consider a contract as a lease when it should 
have been treated as a lease under ASC 840. Correction of 
errors should be made before election of these transition 
practical expedients.

Because there are significant benefits associated with 
electing the transition practical expedients, we anticipate 
that most entities will elect it. 

Land Easements Practical Expedient

In January 2018, the FASB issued an update because 
diversity in practice currently exists related to accounting 
for land easements. For example, entities may account for 
their land easements as intangible assets under ASC 350, 
as prepaid land easement under ASC 360, or as a lease for 
the right to use the land under ASC 840. 

When adopting ASC 842, entities will not be required to 
assess all existing and expired land easements if the entity 
did not previously account for their land easements under 
ASC 840. Once ASC 842 is adopted, all new land easements 
must be accounted for under the new leases guidance. 
Entities that accounted for land easements as leases under 
ASC 840 cannot elect this practical expedient. However, 
election of the new transition method and practical 
expedients will arrive at the same accounting.
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What Steps Should You Take?
ASC 842 does not take effect for a couple of years, and 
although early implementation is permitted, it is not 
recommended. The intervening time should be used 
to take stock of existing leases and debt agreements 
and assess the effects of the new standard, including 
determining present value and other calculations needed 
for accounting under the new standard, working with 
banks or other creditors to ensure the new reporting will 
not adversely affect debt terms, and ensuring any new 
or renegotiated lease agreements have terms that are 
satisfactory to management and ownership.  

You can take the following measures to ensure you’re 
prepared for this new standard:

For existing leases:
1. Look at ongoing leases that will still be in effect 

when standards are implemented. If you elect the 
new transition method and practical expedients, 
you’ll need to show the effects on your current year 
financial statements:

a. Figure out if your beginning retained 
earnings/net assets would change if the 
standard were in effect in previous years.

b. Update the current year beginning retained 
earnings/net assets on your financial 
statements to reflect the new standard.

2. Determine when your lease(s) will expire. For leases 
ending before implementation, decide if you’ll 
renew and, if so, how you want the terms to read.

a. Will you set it up as a finance lease or 
operating lease?

b. What will the new lease term be?

c. What is the present value of such a renewal? 
(If you are reasonably certain that renewal 
terms will be exercised, you MUST consider 
the renewal as part of the lease term.)

4. If a lease will be ongoing at the time of 
implementation, get started on the math.

a. Determine whether any renewal options will 
be exercised.

b. Determine the present value of the 
remaining payments over the lease term, 
including renewal periods.

c. Determine a tracking system for your leases 
to make sure the right of use assets and 
lease liabilities are going to be decreased 
by the appropriate amounts over the lease 

term. The amounts differ by lease type 
and based on the payment terms, so start 
calculations early.

For new/upcoming leases:
1. Make sure lease terms account for the new 

standard’s changes. (You might decide to not 
include renewal terms in new leases to avoid 
additional calculations.)

2. Choose the type of lease (operating or finance). 
Hint: A company can make an election so leases 
with a lease term of less than a year do not require 
implementation of this accounting standard. 
The lease would be considered an operating 
agreement and the rent paid would be listed under 
operating expenses.

For all leases and other contracts:
1. Implement a tracking mechanism for each lease 

that documents your annual rent payments 
and includes per-fiscal year information such 
as expenses, liabilities, right of use (ROU) asset 
values, cash payments and more. This gives you 
a way to make sure your year-end numbers are 
correct during the lifetime of your lease. 

2. Check your organization’s debt agreements and 
their debt covenants. Then discuss with your bank 
or creditor to see if any modifications can and 
should be made to protect your standing with 
them.

3. Review your other contracts to determine whether 
they contain leases. If a contract has an identified 
asset and grants the customer to have both (a) 
the right to direct the use of the identified asset 
and (b) the right to obtain substantially all of the 
economic benefits from the asset’s use, then the 
contract contains a lease. The transition practical 
expedients do not consider errors. So, if you 
erroneously did not account for these contracts 
under ASC 840, the practical expedient will require 
you to evaluate those contracts under ASC 840 first 
before you’re able to benefit from election of the 
practical expedients

Understanding the finer points of lease types is no easy 
task. But it’s an essential part of managing your financial 
situation if you engage in any kind of leasing contract. 
Taking these steps is the prudent move to keep your 
leases in compliance with ASC 842 and ensure that your 
organization is protected.

Tax implications regarding ASC 842 will be addressed in a 
future article. 


