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Overview
• Under Accounting Standards Codification (ASC) 842, Leases, lessees recognize assets and liabilities for most
leases (including operating leases) but recognize expenses in a manner similar to ASC 840, Leases.
• For lessors, the new guidance modifies the lease classification criteria and leverages certain guidance in ASC
606, Revenue from Contracts with Customers.
• The new leases guidance eliminates ASC 840’s real estate-specific provisions, changes sale and leaseback
accounting and eliminates leveraged lease accounting prospectively.
• The effect on financial statements, business processes and internal controls will be significant for some entities.
• Effective date
• For public business entities (PBEs) and certain not-for-profit entities (NFPs) and employee benefit plans
(EBPs), the standard was effective for annual periods beginning after 15 December 2018 and interim periods
within those years.
• For NFPs 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 that had not issued (or made available for issuance) financial
statements that reflect the new standard as of 3 June 2020, the standard was effective for annual periods
beginning after 15 December 2019 and interim periods within those annual periods.
• ASC 842 is effective for all other entities for annual periods beginning after 15 December 2021 and interim
periods within annual periods beginning after 15 December 2022.
• Early adoption is permitted for all entities.

Overview (cont.)
• The new guidance could have broad implications for entities’ finances and operations.
• The International Accounting Standards Board issued a similar standard, but there are
significant differences (e.g., under IFRS, lessees don’t classify leases and can elect to account
for leases of low-value assets under a model similar to operating leases under ASC 840).
• For public entities that have not yet adopted (e.g., emerging growth companies), the SEC Staff
Accounting Bulletin (SAB) Topic 11.M requires registrants to disclose the effect the standard is
expected to have on their financial statements.
• If a registrant does not know or cannot reasonably estimate the effect, it should make a
statement to that effect and consider providing qualitative disclosures.
• The SEC staff expects a registrant’s disclosures to evolve as the effective date of a standard
approaches.
• Refer to our Financial reporting developments (FRD) publication, Lease accounting: Accounting
Standards Codification 842, Leases, for additional guidance.
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Scope and scope exceptions
The guidance applies to:
• Leases of property, plant and equipment
The guidance does not apply to:
• Leases of inventory, intangible assets, assets under construction and
biological assets, including timber
• Leases to explore for or use minerals, oil, natural gas and similar nonregenerative resources
• Leases of equipment used to explore for natural resources are not part of
this scope exception (i.e., they are in the scope of ASC 842).
• Arrangements in the scope of ASC 853 Service Concession Arrangements,
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.

Determining whether an arrangement contains a lease
▪ An identified asset can be:
▪ Implicitly or explicitly specified in a contract
▪ A physically distinct portion of a larger asset (e.g., a floor of a building)
▪ A capacity portion of a larger asset that represents substantially all the capacity of that asset
▪ There is no identified asset if the supplier has a substantive substitution right.
▪ 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.
▪ The supplier would benefit economically from the exercise of its right to substitute the asset.
▪ An entity evaluates whether a supplier’s substitution right is substantive based on the facts
and circumstances at inception of the contract.
▪ An entity should not consider future events that are not likely to occur.
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Determining whether an arrangement contains a lease (cont.)
No

Is there an identified asset?
Yes
Does the customer have the right to obtain substantially all of the
economic benefits from the use of the asset
throughout the period of use?

No

Yes
Customer Does the customer or supplier have the right to direct how and for what purpose Supplier
the identified asset is used throughout the period of use?
Neither; how and for what purpose the
asset will be used is predetermined
Yes

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?
No

Yes

Did the customer design the asset (or specific aspects of the asset)
No
in a way that predetermines how and for what purpose
the asset will be used throughout the period of use?

The contract contains a lease

No

The contract does not
contain a lease

Contract contains a lease – ASC 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.
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Contract does not contain a lease – ASC 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 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.

Identifying and separating lease and non-lease components
▪ Some contracts contain the right to use multiple underlying assets
(e.g., 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:
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.

2

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

▪ If one of these criteria is not met, the right to use multiple assets is considered a single
lease component.
▪ The right to use land is a separate lease component from the right to use another asset
(e.g., a building), even if the criteria above are not met, unless the effect of not
separately accounting for the land is insignificant.
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Identifying and separating lease and non-lease components (cont.)
▪ Many contracts contain a lease coupled with an agreement to purchase or sell
other goods or services (non-lease components).
▪ Non-lease components (e.g., maintenance activities, including common area
maintenance) are identified and accounted for separately from the lease
component in accordance with other
US GAAP.
▪ 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, payments for insurance that protects the lessor’s asset, taxes
related to the lessor’s asset).
▪ These items should not be considered separate components.
▪ Lessees and lessors do not allocate consideration in the contract to these items.
▪ Lessees can make an accounting policy election (by class of underlying asset) to
account for each separate lease component of a contract and its associated nonlease components as a single lease component.

Identifying and separating lease and non-lease components
(cont.)

An entity may account for separate lease components as a single lease
component using a portfolio approach if:
• The leases commence at the same date.
• The leases are co-terminous.
• The accounting for separate lease components as a single lease component
does not materially differ from accounting for the separate lease
components as multiple lease components.
• In some circumstances, an entity may need to account for the separate lease
components as multiple lease components when:
• Accounting for certain lease modifications
• Accounting for asset abandonments

•
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Example — Lease of a Turbine Plant ASC 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.

Lease term and purchase options

Lease term

Any noncancelable periods
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

▪ The FASB said that “reasonably certain” has the same meaning as
“reasonably assured” in ASC 840.
▪ Reasonably certain is generally interpreted as a high threshold.
▪ Purchase options should be assessed in the same way as options to
extend the lease term or terminate the lease.
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Lease payments
▪ Lease payments should be consistent with the lease term.
Lease payments
Fixed (including
in-substance
fixed) payments,
less any lease
incentives paid or
payable to the
lessee

Variable
payments based
on an index
or rate

Exercise price of a
purchase option*

Payments for
penalties for
terminating
the lease**

Amounts it is
probable that the
lessee will owe
under residual
value guarantees
(lessees only)

* Include only if reasonably certain of exercise
** Include only if the lease term reflects the lessee exercising an option to terminate the lease

• Lease payments also include fees paid by the lessee to the owners of
a special-purpose entity for structuring a transaction.
• However, such fees are excluded from the fair value of the
underlying asset for purposes of the leases classification test.

Discount rates
▪ The discount rate for the lease is the “rate implicit in the lease.”
▪ When the rate implicit in the lease cannot be readily determined, lessees use their incremental borrowing rate (i.e.,
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).
▪ For purposes of determining a lessee’s incremental borrowing rate, a collateralized borrowing should also assume
the lender can seek recourse through other assets of the lessee borrower.
▪ A lessee should start with the general credit of the company and then adjust the rate to reflect the impact on
collateral to the incremental borrowing rate.
▪ However, the borrowing generally should not be over collateralized.
▪ In some cases, this rate may be the parent’s incremental borrowing rate.
▪ After the adoption of ASU 2021-09, lessees that are not PBEs are permitted to make an accounting policy election to
use a risk-free rate, by class of underlying asset, determined using a period comparable with the lease term for initial
and subsequent measurement of lease liabilities.
▪ Prior to the adoption of ASU 2021-09, non-PBE lessees were permitted to make an accounting policy election to
use a risk-free rate but that risk-free rate would have been applied to all leases.
▪ ASU 2021-09 also clarified that a lessee is required to use the rate implicit in the lease for any individual lease for
which it is readily determinable, even if it has made the risk-free rate election for the associated class of
underlying asset.
▪ A lessee that makes this election is required to disclose the class or classes of underlying assets to which it
applied the risk-free rate.
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Criteria for lease classification — lessees
At the commencement date, a lease is a finance lease if it meets any one of the criteria
below; otherwise the lease is an operating lease.
• 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 the major part of the remaining economic life of the underlying
asset.*
• 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 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.
* Not applicable for leases that commence at or near the end of the underlying asset’s economic life

Lessee accounting

Recognition and measurement — calculating the initial lease liability

Present value
using the
discount rate
determined
on the
commencement
date

1

Lease
payments
over the
lease term1

Lease
liability

Lease incentives that are payable to the lessee at lease commencement are deducted from lease payments (i.e., they reduce the lease liability).
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Lessee accounting

Recognition and measurement — calculating the initial ROU asset

Lease liability

Lease prepayments

Initial direct costs

Lease incentives
received

ROU asset

Lessee accounting

Recognition and measurement
Operating leases

Finance leases
1

Initial recognition and
measurement

Initially measure the ROU asset and lease liability at the present value of the lease payments to be
made over the lease term

Subsequent measurement
— lease liability

Measure the lease liability at the present value
of remaining lease payments using the
discount rate determined at lease
commencement2

Accrete the lease liability based on the interest method
using the discount rate determined at lease
commencement2 and reduce the lease liability by the
payments made

Subsequent measurement
— ROU asset

Measure the ROU asset at the amount of the
remeasured lease liability, adjusted for the
remaining balance of any lease incentives
received, any cumulative prepaid or accrued
rents (i.e., uneven rent payments), any
unamortized IDCs and any impairment of the
ROU asset

Amortize the ROU asset, generally on a straight-line
basis, over the shorter of the lease term or the useful
life of the ROU asset, and record any impairment of the
ROU asset

Income statement effect

Generally straight-line expense

Generally “front-loaded” expense

1

Initial measurement of the ROU asset also includes the lessee’s IDCs and prepayments made to the lessor at or before the commencement date, less
lease incentives received from the lessor.
2 As long as the discount rate has not been updated as a result of a reassessment event.
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Lessee accounting

Impairment considerations

▪ A lessee’s right-of-use asset is subject to the impairment guidance in ASC 360, Property, Plant, and
Equipment.
▪ ASC 360 requires three steps to identify, recognize and measure the impairment of a long-lived asset
(asset group) to be held and used:
▪ Indicators of impairment (Step 1) — Consider whether impairment indicators are present.
(i.e., whether there are any events or changes in circumstances that indicate that the carrying amount
of the long-lived asset (asset group) might not be recoverable).
▪ Test for recoverability (Step 2) — If indicators of impairment are present, perform a recoverability test
by comparing the sum of the estimated undiscounted future cash flows attributable to the long-lived
asset (asset group) in question to the carrying amount of the long-lived asset (asset group).
▪ Measure an impairment (Step 3) — If the undiscounted cash flows used in the test for recoverability
are less than the carrying amount of the long-lived asset (asset group), determine the fair value of the
long-lived asset (asset group) and recognize an impairment loss if the carrying amount of the longlived asset (asset group) exceeds its fair value.
▪ Assets generally should be grouped when they are used together (i.e., when they are part of the same
group of assets and are used together to generate joint cash flows).
▪ A lessee that decides to cease using a leased asset, either immediately or at a future date (e.g., in 12
months), needs to assess whether the corresponding right-of-use asset is or will be abandoned.

Lessee accounting
Short-term leases

▪ Lessees can make an accounting policy election, by class of underlying asset to which the right of use
relates, to use the short-term lease election.
▪ Applies to leases with a lease term of 12 months or less that do not include an option to purchase the
underlying asset that the lessee is reasonably certain to exercise
▪ Election can only be made at the commencement date
▪ Lessees do not recognize an ROU asset or lease liability for qualifying leases and recognize lease
payments as an expense on a straight-line basis
▪ Election is not available for lessors
▪ Example: noncancelable lease term of nine months with a four-month renewal option (assume no
purchase option)
1: Exercise of option is reasonably certain = not a short-term lease
Nine months

Four months

2: Exercise of option is not reasonably certain = short-term lease
Nine months
Noncancelable lease term

Four months
Optional renewal period
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Lessee accounting

Presentation — balance sheet

Balance sheet
ROU asset

Lease liability

• Present either separately or together
with other assets (e.g., owned assets)
• If presented together with other
assets, disclose line items that include
ROU assets
• Finance lease ROU assets must be
presented separately from operating
lease ROU assets

• Present either separately or together
with other liabilities
• If presented together with other
liabilities, disclose the line items that
include lease liabilities and their
amounts
• Finance lease liabilities must be
presented separately from operating
lease liabilities
• Subject to current and noncurrent
classification, similar to other financial
liabilities

Lessee accounting

Presentation — income statement and statement of cash flows

Income
statement

Finance leases

• Present lease-related amortization and lease-related interest expense in a manner
consistent with how the entity presents depreciation or amortization of similar
assets and other interest expense*

Operating leases

• Include lease expense in income from continuing operations

Finance leases

• Present principal payments within financing activities
• Present interest payments in accordance with ASC 230, Statement of Cash Flows

Statement of Operating leases
cash flows

All lease types

• Present all payments within operating activities, except for payments that
represent costs to bring another asset to the condition and location necessary
for its intended use (investing activities)
• We believe changes in the lease liability and changes in the ROU asset should
be separately presented as adjustments to net income within operating
activities. A lessee should present such amounts gross in the statement of cash
flows or provide proper disclosure, if presented net.
• Present lease payments for short-term leases and variable lease payments (not
included in the lease liability) within operating activities
• Make supplemental noncash disclosures

* We believe variable lease costs are most appropriately presented as interest expense (when not otherwise capitalized in the cost
of another asset, such as ASC 330, Inventory).
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Effective date and transition
SEC SAB Topic 11.M disclosures
2016

2017

2018

Leases standard issued
and early adoption
permitted
Prior periods presented1

1

2
3

►
►

Effective
2019
Modified
retrospective
application
(calendar-year
public entities)2

2020

2021

Prior periods
presented1

2022
Modified
retrospective
application
(all other
calendar-year
entities)3

An entity that applies the transition provisions at the beginning of the period of adoption does not retrospectively adjust the prior periods presented. That is, it
continues to apply ASC 840 in those periods.
Public entities includes PBEs and certain NFPs and EBPs.
Assumes two years of comparative financial statements are presented. For not-for-profit entities that have issued or are conduit bond obligors for securities traded, listed or
quoted on an exchange or over-the-counter market and that had not issued (or made available for issuance) financial statements that reflect the new standard as of 3 June 2020,
the standard was effective for annual periods beginning after 15 December 2019 and interim periods within those annual periods. The standard is effective for all other entities
for annual periods beginning after 15 December 2021 and interim periods within annual periods beginning after 15 December 2022.

Full retrospective adoption is prohibited.
An entity applies the standard’s transition provisions at one of the following application dates:
► The later of (1) the beginning of the earliest comparative period presented in the financial statements and
(2) the commencement date of the lease
► The beginning of the period of adoption (i.e., on the effective date)

Types of property involved
Airplanes, locomotives, freight cars and barges
Work equipment
Office equipment (copiers, postage machines, etc.)
Motor vehicles
Real estate
▪ Leased storefronts
▪ Portions of real estate
▪ Right to use real estate
Purchase power agreements (PPAs)
Interconnect agreements
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Property tax implications
▪ Risk of double assessment
▪ Valuation
▪ Reporting/Disclosure

Risk of double assessment
Fractional assets
▪ Shared assets (e.g., airplane or a floor in a larger office
building)
▪ Storefronts
▪ Towers
▪ Stadium boxes
Exempt property
▪ Highway vehicles
Possessory interests
Intangible properties (e.g., PPAs)
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Valuation issues
Key — lease does not represent FMV
▪ The answer cannot be found on the balance sheet
There will be impact on the indicators of value
▪ Cost
▪ Income
▪ Market
Watch for the inclusion of service/warranty components

Valuation methods
Cost approach
▪ Present value or sum of lease commitments likely will not represent
market value of asset
▪ It is not a net book value either
▪ Measuring “original” cost
▪ Vintage (if using some type of percent good tables)
▪ Agreement date or in-service date
▪ Depreciation
▪ Useful life
▪ Accumulated depreciation
▪ Obsolescence
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Valuation methods (cont.)
Income approach
▪ Impact on cost of capital
▪ Capital structure
▪ Not treated as debt
▪ Lease addback
▪ Is an adjustment necessary at all?
Market approach
▪ If included as debt, there will be a risk of double assessment

Reporting/disclosure
▪ Regulatory reporting is evolving
▪ Obviously, compliance with states’ requirements is paramount
▪ Current reporting requirements may be place to start
▪ Supplement current reporting
▪ Focus on information that reduces risk of double assessment
▪ Be proactive in discussing matters with your appraiser
▪ Work with internal people to develop information sources
▪ Many companies have installed a system to track operating leases
▪ Internal accounting staff will have experience with leasing systems and data
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Railroad example

Railroad example (cont.)
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Railroad example (cont.)

Railroad example
(cont.)
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Airline example #1

Airline example #2
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Airline example #3

Telecom example #1

Company has operating and finance leases for certain facilities and equipment used in operations.
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Telecom example #2

Telecom example #2 (cont.)

Company leases network equipment including towers, distributed antenna systems, small
cells, real estate, connectivity mediums which include dark fiber, equipment, and other
various types of assets for use in operations under both operating and finance leases.
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Electric utility example #1

• Company has operating and finance leases primarily related to purchased power agreements,
land use agreements that convey exclusive use of the land during the arrangement for certain of
its renewable energy projects and substations, buildings and equipment.
• Operating lease expense is included in fuel, purchased power and interchange or O&M expenses,
interest and amortization expenses associated with finance leases is included in interest expense
and depreciation and amortization expense, respectively

Electric utility example #1
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Electric utility example #2

Note 5 – Leases: As part of its operations, Company leases certain aircraft,
space on communication towers, industrial equipment, fleet vehicles, fuel
transportation (barges and railcars), land and office space under various terms
and expiration dates. Additionally, Companies have finance leases related to
firm natural gas pipeline transportation capacity. Companies have entered into
certain PPAs, which are classified as finance and operating leases.

Electric utility example #2 (cont.)
▪ Footnote data: (a) property under
capital Leases includes both net
capital leases of $626,724,604 and
net operating leases of
$388,677,601.
▪ FERC Pages 200-201
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Electric utility example #3

Operating Leases - Right-of-use assets for operating leases are included in utility plant on Company’s balance sheet.
Lease liabilities for operating leases are included in obligations under capital leases. Lease payments and other
supplemental information for operating leases as of December 31, 2021, are detailed in the following table. (above)

Electric utility example #3 (cont.)
Leases (Note 14)
▪ Company leases office buildings, computer equipment, vehicles, rail cars and other property
and equipment, including rail cars to serve jointly-owned generating units where Company is
the managing partner and is reimbursed by other joint-owners for the other owners’
proportionate share of the costs.
▪ Leases may be classified as either operating leases or capital leases. The lease classification is
based on assumptions of the lease term and discount rate, as discussed above, and the fair
market value and economic life of the leased asset. Operating leases recognize a consistent
expense each period over the lease term. Capital leases are treated as operating leases for
rate-making purposes and as such, Company defers to a regulatory asset or liability any
material differences between expense recognition and the timing of payments in order to
match what is being recovered in customer rates. Expense incurred from both capital and
operating lease agreements are recorded to rent expense, fuel expense, construction work in
progress or other appropriate account.
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Electric utility example #3 (cont.)

Questions and Wrap-Up

▪ Questions
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Thank You

▪ Consider adding names and phones numbers; mention
to audience that they should feel free to call with
questions
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