lease accounting standard 842

lease accounting standard 842 represents a significant update in the way
companies recognize, measure, and report lease transactions under U.S.
Generally Accepted Accounting Principles (GAAP). This standard, issued by the
Financial Accounting Standards Board (FASB), aims to increase transparency
and comparability in financial statements by requiring lessees to recognize
most leases on their balance sheets. The implementation of lease accounting
standard 842 affects various industries and accounting practices, influencing
financial ratios, tax treatments, and internal controls. This article
provides a comprehensive overview of the key components of lease accounting
standard 842, including its scope, recognition criteria, measurement
principles, and disclosure requirements. Additionally, it examines the
differences between operating and finance leases under this standard and
explores the challenges and best practices for compliance. Understanding
lease accounting standard 842 is essential for accountants, financial
analysts, and business managers to ensure accurate financial reporting and
strategic decision-making. The following sections will delve into the main
aspects of the standard, facilitating a clear and structured approach to
lease accounting.
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Overview of Lease Accounting Standard 842

Lease accounting standard 842 replaces the previous lease accounting guidance
under ASC 840, bringing substantial changes to lessee accounting. The primary
goal of this standard is to improve the transparency of lease obligations by
requiring lessees to recognize a right-of-use (ROU) asset and a corresponding
lease liability on the balance sheet for most leases. This change reduces
off-balance-sheet financing and provides stakeholders with a clearer picture
of an entity’'s leasing activities. The standard applies to both public and
private companies, with some differences in effective dates and transition



methods. It enhances comparability between companies that lease assets and
those that purchase them outright, reflecting the economic realities of lease
transactions more accurately.

Scope and Definitions

Lease accounting standard 842 defines a lease as 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. The scope of the standard encompasses leases of tangible
assets but excludes certain arrangements such as leases of intangible assets,
biological assets, inventory, and assets under construction.

Key Definitions under Lease Accounting Standard 842

Understanding the terminology is crucial for applying the standard correctly.
Some of the essential definitions include:

Lessee: The party that obtains the right to use an asset under a lease.
e Lessor: The party that conveys the right to use the asset to the lessee.

e Right-of-Use (ROU) Asset: An asset that represents the lessee’s right to
use the leased asset during the lease term.

e Lease Liability: The lessee’s obligation to make lease payments arising
from a lease.

e Lease Term: The noncancellable period for which a lessee has the right
to use an underlying asset, including optional periods if it is
reasonably certain they will be exercised.

Recognition and Measurement of Leases

Under lease accounting standard 842, lessees must recognize a lease liability
and a corresponding ROU asset on the balance sheet at the commencement date
of the lease. The lease liability is measured as the present value of lease
payments not yet paid, discounted using the lease’s implicit rate or the
lessee’s incremental borrowing rate if the implicit rate is not readily
determinable.



Calculation of Lease Liability

The lease liability includes fixed payments, variable lease payments that
depend on an index or rate, amounts expected to be payable under residual
value guarantees, and the exercise price of purchase options if the lessee is
reasonably certain to exercise them. Payments related to non-lease components
are excluded from the lease liability but may be accounted for separately
depending on the lessee’s policy.

Measurement of Right-of-Use Asset

The ROU asset is initially measured at the amount of the lease liability,
adjusted for any lease payments made at or before the commencement date, any
initial direct costs incurred by the lessee, and any lease incentives
received. Subsequently, the ROU asset is amortized over the lease term or the
useful life of the asset if ownership transfers to the lessee or a purchase
option is exercised.

Classification of Leases: Operating vs. Finance

Lease accounting standard 842 classifies leases into two categories for
lessees: operating leases and finance leases. This classification affects the
pattern of expense recognition in the income statement and the presentation
of lease-related assets and liabilities.

Criteria for Finance Lease Classification

A lease is classified as a finance lease if it meets any of the following
criteria:

1. Transfer of ownership of the underlying asset to the lessee by the end
of the lease term.

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

3. The lease term covers the major part of the remaining economic life of
the underlying asset.

4. The present value of lease payments amounts to substantially all of the
fair value of the underlying asset.

5. The underlying asset is specialized and has no alternative use to the
lessor at the end of the lease term.



Operating Lease Characteristics

Leases that do not meet the finance lease criteria are classified as
operating leases. Although both operating and finance leases require
recognition of an ROU asset and lease liability, the expense recognition
patterns differ. Finance leases result in separate interest and amortization
expenses, while operating leases recognize a single lease expense on a
straight-line basis over the lease term.

Disclosure Requirements

Lease accounting standard 842 mandates extensive disclosure requirements to
provide financial statement users with meaningful information about leasing
arrangements. Disclosures aim to enhance transparency regarding the nature,
amount, timing, and uncertainty of cash flows arising from leases.

Lessee Disclosure Requirements

Lessees are required to disclose qualitative and quantitative information,
including:

Nature of leasing arrangements.

Lease terms and discount rates used.

Maturity analysis of lease liabilities showing undiscounted lease
payments by years.

Amounts recognized in the financial statements related to lease assets
and liabilities.

Lease expense, including separate presentation of interest on lease
liabilities and amortization of ROU assets for finance leases.

Information about variable lease payments, options to extend or
terminate leases, and residual value guarantees.

Lessor Disclosure Requirements

Lessors must also provide disclosures about their leasing activities,
including the nature of leases, lease income recognized, and the carrying
amount of lease assets. Lessors classify leases as operating or sales-
type/direct financing leases for disclosure purposes.



Impact on Financial Statements

Lease accounting standard 842 significantly impacts the presentation and
analysis of financial statements. By bringing most leases onto the balance
sheet, entities report higher assets and liabilities, affecting key financial
ratios and metrics.

Balance Sheet Effects

The recognition of ROU assets and lease liabilities increases total assets
and liabilities, potentially influencing debt-to-equity ratios, return on
assets, and other leverage and liquidity measures. This change improves the
completeness and comparability of financial information but may require
companies to reevaluate debt covenants and credit agreements.

Income Statement Effects

Finance leases result in front-loaded expenses due to the combination of
interest expense and amortization, while operating leases produce a straight-
line lease expense. This difference affects net income and EBITDA
calculations differently depending on the lease classification.

Implementation Challenges and Best Practices

Implementing lease accounting standard 842 poses challenges related to data
collection, system capabilities, and ongoing compliance. Organizations must
identify all lease contracts, extract relevant data, and apply appropriate
accounting policies consistently.

Common Challenges

Identifying embedded leases within service contracts.

Determining the lease term considering renewal and termination options.

Estimating discount rates when implicit rates are unavailable.

Separating lease and non-lease components.

Ensuring accurate and timely disclosure in financial statements.



Best Practices for Compliance
To address these challenges, companies should consider the following best

practices:

e Implement centralized lease management systems to track lease contracts
and terms.

e Engage cross-functional teams, including accounting, legal, and
procurement, for lease identification and analysis.

e Develop clear policies and procedures aligned with lease accounting
standard 842.

e Train accounting personnel on the new standard and its implications.

e Perform regular reviews and reconciliations to ensure ongoing
compliance.

Frequently Asked Questions

What is Lease Accounting Standard 8427

Lease Accounting Standard 842 is a regulation issued by the Financial
Accounting Standards Board (FASB) that requires companies to recognize lease
assets and liabilities on their balance sheets for most leases, enhancing
transparency and comparability.

When did Lease Accounting Standard 842 become
effective?

ASC 842 became effective for public companies for fiscal years beginning
after December 15, 2018, and for private companies and other entities for
fiscal years beginning after December 15, 2019.

How does ASC 842 differ from the previous lease
accounting standard ASC 8407

Unlike ASC 840, which allowed operating leases to be off-balance-sheet, ASC
842 requires lessees to recognize right-of-use assets and lease liabilities
on the balance sheet for most leases, improving financial reporting accuracy.

What types of leases are covered under ASC 8427

ASC 842 covers operating leases, finance leases (previously capital leases),



and excludes leases for intangible assets, biological assets, and leases of
assets under construction or certain short-term leases.

How are lease liabilities measured under ASC 8427

Lease liabilities are measured at the present value of lease payments not yet
paid, discounted using the lease’s implicit rate or the lessee’s incremental
borrowing rate if the implicit rate is not readily determinable.

What impact does ASC 842 have on financial
statements?

ASC 842 increases transparency by requiring lessees to report lease assets
and liabilities on the balance sheet, affects key financial ratios, and may
impact debt covenants, lease classification, and income statement
presentation.

What challenges do companies face when implementing
ASC 8427

Challenges include identifying all lease contracts, determining lease terms
and discount rates, gathering necessary data from multiple departments,
updating systems and processes, and training staff on new accounting
requirements.

Additional Resources

1. Lease Accounting Under ASC 842: A Practical Guide

This book provides a comprehensive overview of the new lease accounting
standard ASC 842. It covers key principles, implementation challenges, and
practical examples to help accounting professionals transition smoothly from
ASC 840. The guide is ideal for accountants, auditors, and financial analysts
seeking to understand the impact of lease capitalization and disclosure
requirements.

2. Mastering ASC 842: Lease Accounting and Financial Reporting

Focused on the technical aspects of ASC 842, this book offers detailed
explanations of lease classification, measurement, and recognition. It
includes case studies and sample journal entries to facilitate real-world
application. The author also discusses the effects of the standard on
financial statements and compliance considerations.

3. Implementing ASC 842: Strategies for Compliance and Control

Designed for corporate accounting teams, this book outlines step-by-step
strategies to implement ASC 842 effectively. It emphasizes internal controls,
system integration, and process redesign to ensure accurate lease data
management. Readers will find checklists and templates to assist with
compliance efforts.



4. Lease Accounting and Reporting: ASC 842 Explained

This book breaks down the complexities of ASC 842 into easy-to-understand
language suitable for both accounting professionals and business managers. It
highlights key differences between ASC 840 and ASC 842 and discusses the
impact on lease negotiations and contract management. Practical insights help
organizations adapt their reporting practices.

5. ASC 842 for Real Estate Professionals: Navigating Lease Accounting Changes
Tailored for real estate and property management professionals, this book
addresses the unique challenges posed by ASC 842 in the real estate sector.
It explains how to account for various lease types, including embedded
leases, and discusses disclosure requirements specific to property leases.
The text includes industry-specific examples and compliance tips.

6. Financial Reporting and Lease Accounting: Applying ASC 842

This resource focuses on the integration of ASC 842 into overall financial
reporting frameworks. It covers the effects of lease accounting changes on
earnings, balance sheets, and cash flow statements. The book also discusses
audit implications and provides guidance on effective communication with
stakeholders.

7. ASC 842 Lease Accounting: A CFO’s Guide to Transition and Impact

Written for senior financial executives, this book explores the strategic
implications of ASC 842 adoption. It offers advice on managing the transition
process, assessing financial impacts, and leveraging lease data for better
decision-making. The guide also addresses investor relations and regulatory
considerations.

8. Lease Accounting Technology Solutions for ASC 842 Compliance

This book examines the role of technology in managing lease accounting under
ASC 842. It reviews software options, automation techniques, and data
integration challenges that organizations face. Readers will learn how to
select and implement technology solutions that streamline compliance and
reporting.

9. ASC 842 Workbook: Exercises and Case Studies for Lease Accounting

Ideal for students and professionals preparing for ASC 842 implementation,
this workbook includes practical exercises, quizzes, and case studies. It
reinforces understanding through hands-on application of lease
classification, measurement, and disclosure requirements. The workbook is a
valuable tool for training and skill development in lease accounting.
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