
September 2017

FASB Accounting Standards Update:

Lease Accounting Changes: ASU 2016-02, Leases (Topic 842)



Lease Accounting Changes: ASU 2016-02, Leases (Topic 842) |  

Current Lease Guidance

The FASB’s current lease accounting guidance in 
Accounting Standards Codification (ASC) 840 – 
Leases, calls for both lessees and lessors to classify 
leases as either capital or operating in their financial 
statements, depending on certain criteria. Under ASC 
840, capital leases are carried on-balance sheet by 
lessees, while operating leases are off-balance sheet 
for lessees.

Background

The FASB and the IASB (the Boards) jointly undertook 
a lease accounting project with several objectives in 
mind, including: 

 ● Reducing complexity in lease accounting
 ● Eliminating arbitrary accounting differences 

for transactions that are economically similar
 ● Requiring lessees to recognize all leases 

on-balance sheet
 ● Developing converged lease accounting 

requirements

The Boards finalized their respective lease accounting 
standards in early 2016. While the objective of 
convergence was not fully met, since the FASB took a 
dual- model approach versus a single-model approach 
taken by the IASB, both of the Boards achieved the 
primary goal of requiring balance sheet recognition 
of assets and liabilities associated with leases.

Changes to Lease Guidance

In February 2016, the FASB issued Accounting 
Standards Update (ASU) 2016-02, Leases (Topic 842). 
A month earlier, the IASB issued IFRS 16, with the 
same title. The new guidance affects substantially all 
leases, except leases of inventory, intangible assets, 
biological assets, or non-regenerative resources (e.g., 
minerals, oil, and natural gas).

ASU 2016 -2 defines a “lease” as “a contract, or part 
of a contract, which 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.”
 
Under the new guidance, an entity will be required 
to determine, at the date of inception, whether a 
contract is or contains a lease that is similar to the 
current requirement in FASB ASC Topic 840. To 
make that determination, an entity would assess 
whether (1) the fulfillment of the contract depends 
on providing an identified asset or assets to an entity 
and (2) the contract conveys the right to control the 
use of an identified asset to an entity for an agreed 
period of time.

Lessee Accounting

Among the key provisions, ASU 2016-2 establishes 
a right-of-use (ROU) model to account for all leases 
within the scope of the guidance. Under this model, a 
lessee must recognize an asset for its right to use the 
leased asset for the lease term and a liability to make 
lease payments. 

The FASB’s guidance in ASU 2016-2 includes a dual 
approach for the lessee’s accounting for leases, 
requiring a lessee to determine if a lease is either a 
finance lease or an operating lease. In most cases, 
a lessee would account for existing capital leases as 
finance leases. Finance leases require the lessee to 
recognize front-loaded expenses made up of interest 
on the lease liability and amortization of the right-
of-use (ROU) assets. Current operating leases  under 
ASC 842 would generally be classified as operating 
leases and result in the lessee recording the lease 
expense on a straight-line basis over the lease term. 
Both finance and operating leases result in the lessee 
recording an ROU asset and a lease liability on the 
balance sheet.
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A lessee would do the following:

1. For all leases, recognize an ROU asset and a lease liability, initially measured at the present value of the  
      lease payments. An exception occurs if a lessee elects to apply the recognition exemption for short-term  
     leases, which are defined as those with a term of less than one year, including any renewal options.

2. For finance leases, the lease liability is classified as debt. The company must subsequently measure the
lease liability on an amortized cost basis and amortize the ROU asset on a systematic basis that reflects 
the pattern in which the lessee expects to consume the ROU asset‘s future economic benefits. The 
lessee would present the unwinding of the discount on the lease liability as interest separate from the 
amortization of the ROU asset.

3. For operating leases, the lease liability is classified as an operating liability. The company must
subsequently measure the lease liability on an amortized cost basis, and amortize the ROU asset in each 
period so that the lessee would recognize the total lease cost on a straight-line basis over the lease term. 
In each period, the lessee would present a single lease cost combining the unwinding of the discount on 
the lease liability with the amortization of the ROU asset.

4. A lessee would determine whether the ROU asset is impaired and recognize an impairment loss in 
accordance with ASC topic 360, Property, Plant and Equipment.



Lease Accounting Changes: ASU 2016-02, Leases (Topic 842) |  

Under a finance lease, the expense recognition is more front-loaded than an operating lease for which the 
straight-line method is used.

An example of the expense recognition and adjustments to the balance sheet under the different types of 
leases is shown below, assuming a three-year lease with payments of $15,000 in year one, $20,000 in year 
two, and $25,000 in year three, and a 5% discount rate:

As shown above, for both finance and operating leases, both a lease liability and an ROU asset are established 
upon inception of the lease. The recognition of the interest and amortization expenses under the finance 
lease results in the front-loaded expense pattern.

Lessor Accounting

While lessor accounting remains relatively 
unchanged, it has been updated to align with 
certain changes to the lessee model, including 
the treatment of initial direct costs and the new 
revenue recognition standard. Similar to current 
guidance, lessors will classify leases as operating, 
direct financing, or sales-type. 

The new guidance eliminates leveraged lease 
accounting, although existing arrangements may 
continue to follow that treatment.
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Sale-Leaseback Transactions

The new lease accounting guidance replaces existing 
sale-leaseback guidance for both lessees and lessors 
to align with the new revenue recognition standard. 
To qualify as a sale-leaseback, a sale must meet the 
following conditions:

1.  It qualifies as a sale in the new revenue    
     recognition standard.
2.  The leaseback is not a finance lease or a sales-
     type lease.
3.  If a repurchase option exists, it is priced at the 
     fair value of the asset at the exercise date, not      
     a pre-determined fixed price, and only if there   
     are readily available alternative assets.

 (Note that real estate is specifically identified as a 
unique asset and would therefore not qualify.)

Third-party involvement providing residual 
guarantees or insurance will no longer qualify the 
transaction as a sale. If the transaction does not meet 
these criteria, the buyer and seller will treat it as a 
financing transaction.

Short-term Leases

The FASB noted that it will continue with the 
recognition and measurement exemption for a 
lessee’s short-term leases. Short-term leases have 
no purchase options and have a maximum term, 
including renewal options, of 12 months or less.

Disclosure

The Boards’ objective for lease disclosure is to help 
readers of financial statements understand the 
amount, timing, and uncertainty of lease cash flows. 
The new guidance requires companies to identify the 
lease agreements under the new definition of a lease, 
as well as document the term and purchase options 
to determine whether the leases are of the finance 
or operating type, or if they qualify for the short-term 
lease exemption. The new guidance also requires that 
companies help measure the amount of assets and 
liabilities to be recorded in the financial statements. 
These lease assets and liabilities would generally 
be measured at the discounted present value of 
the fixed lease payments over the estimated lease 
term. Qualitative disclosures regarding significant 
assumptions used by management in estimating 
recorded assets and liabilities will also be required, 
as well as assumptions related to recording revenue 
and recognizing expenses.

Effective Date and Transition

For public business entities, the leasing standard will 
be effective for calendar year-ends beginning after 
December 15, 2018, including interim periods within 
those fiscal years, with early adoption permitted. For 
all other entities, the leasing standard will be effective 
for fiscal years beginning after December 15, 2019, 
and interim periods within fiscal years beginning after 
December 15, 2020. The IASB voted for an effective 
date of January 1, 2019, but unlike the FASB, the IASB 
placed conditions on early adoption.

Under the FASB’s new guidance, a modified 
retrospective transition by lessees is required for all 
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capital and operating leases existing at, or entered 
into after, the beginning of the earliest comparative 
period presented in the financial statements (the 
date of initial application). Therefore, the date of 
initial application for a public business entity may be 
as early as January 1, 2017.  There is no transition 
accounting needed for leases that expired prior to 
the date of initial application.

The FASB will permit lessees and lessors to elect 
certain specific reliefs, which must be elected as a 
package and applied to all of a lessee’s leases (not on 
a lease-by-lease basis). These reliefs include:

 ● A lessee need not reassess whether any 
expired or existing contracts are or contain 
leases.

 ● A lessee need not reassess the lease 
classification for any expired or existing 
leases.

 ● A lessee need not reassess initial direct costs, 
that would have qualified for capitalization 
under the new lease standard for any existing 
leases.

Key Differences between FASB and IASB 
Guidance

The IASB opted for a single-model approach, where 
lessees will account for all leases as finance leases, 
except for short-term ones. Additionally, the IASB has 
opted to give lessees an option to apply either a fully 
or a modified retrospective approach upon transition.

Potential Challenges in Adopting New 
Guidance

The lease accounting changes will have an impact 
across all industries. Companies that lease large 
dollar value equipment will see a significant increase 
in assets and liabilities, as nearly all leases will be 
brought on-balance sheet. Other entities that have 
a large number of small dollar value leases may find 
adoption of the new guidance to be time-consuming 
and costly as they identify all leases and related data 

needed to apply the new guidance. Though, Topic 
842’s Basis for Conclusions allows for the adoption of 
reasonable capitalization thresholds.

ASU 2016-2 specifies the accounting for an individual 
lease. However, as stated in the basis for conclusions, 
the new guidance may be applied to a portfolio 
of leases with similar characteristics if there is a 
reasonable expectation that the financial statements’ 
effects of applying the new guidance to the portfolio 
will not differ materially from applying the guidance 
to individual leases in the portfolio. With the majority 
of leases being recorded on-balance sheet under 
the new guidance, this will impact various financial 
metrics, including debt covenants. It will be important 
to determine whether the covenants are calculated 
based on frozen GAAP measures or newly adopted 
accounting standards.

The new guidance will require a new level of 
judgments and estimates be made to help identify, 
classify and measure leases. These will relate to the 
determination of a lease’s existence in an agreement, 
the lease classification tests, and the existence of 
renewal periods and purchase options. At each 
reporting period, these judgments and estimates will 
need to be reassessed.

Nonpublic Company Considerations

The FASB decided that no alternative recognition, 
measurement, disclosure, presentation, or transition 
guidance will be provided for nonpublic companies 
reporting under GAAP, with the exception of the 
practical expedient to allow the use of a risk-free rate 
to measure lease liabilities.
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Final Thoughts

For public companies with fiscal years ending December 31, 2017, the effective date of the new lease standard 
is rapidly approaching. Companies need to begin the implementation process now if they have not already 
started.  One of the keys to a successful implementation of the new lease standard is to ensure that the 
right data is in the right place. Companies will need to assess system and staffing requirements necessary to 
implement the new standard. Considering all that is required to implement ASC 842, and with the required 
adoption date looming, companies must begin the assessment and planning process now.

About SolomonEdwards

SolomonEdwards is a national professional services firm focused on strategy execution. Through custom 
solutions, we execute to solve clients’ critical business issues related to business transformation, accounting 
and finance, governance and regulatory compliance, and mergers and acquisitions. Our strength lies in our 
ability to recruit, deploy, and manage teams of specialized experts from our business consulting, professional 
search and interim resources divisions. For more information about our talent resources and rewarding 
opportunities, please visit www.SolomonEdwards.com.

The Transaction & Regulatory Advisory Services practice at SolomonEdwards works closely with corporate 
buyers and sellers, private equity firms, and portfolio company clients when executing mergers and acquisitions. 
We partner to meet their unique business objectives along the full cycle of a deal. Our experienced and 
knowledgeable consultants provide support with pre-deal evaluation, transaction reporting, post mergers 
and acquisitions (M&A) integration, and regulatory compliance to ensure that clients are prepared to meet 
and overcome any challenges that emerge throughout the transaction. Our services include:

 
For more information, please contact your local SolomonEdwards office:
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 ● SEC filing preparation & review
 ● Financial statement compilation
 ● Technical research & consultation
 ● US GAAP & IFRS conversions
 ● Audit readiness / IPO readiness
 ● Purchase accounting & reporting
 ● Operational / profit improvement

 ● Fresh-start accounting
 ● Technology assessment & implementation 
 ● Accounting operations & special projects
 ● Policy & procedure development
 ● Process documentation & integration
 ● Due diligence & quality of earnings
 ● Post-transaction integration & compliance
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