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Background on ASU 2016-02 (Topic 842)



Backgroundon ASU 2016-02

Lease guidance has had limited changes since FASB 13 issued in November 1976
Decade-long joint project between FASB & IASB

Issued February 2016

Codified into ASC 842 (superseding ASC 840)

Lessor accounting remained relatively unchanged

FASB voted in July 2019 to extend application for nonpublic organizations by one year

+ + + + + + +

FASB provided COVID-19 relief & provided an additional year to apply the standard if you have not yet applied
the standard (including NFP conduit bond obligors)
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FASB’s Reason forNew Standard

Increase comparability & transparency among entities

Significantly reduce off-balance-sheet risk

More reflective of true substance of leasing transactions
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Additional Perspectives

+ “... More faithful representation of an organization’s
leasing activities ...”

+ SEC - largest form of off-balance-sheet financing

+ 2005 SEC estimate - $1.25 trillion off-balance-sheet
operating lease commitments for SEC registrants

+ Amount increases when you consider all entities
impacted (public & nonpublic)
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Effective Dates = ASC 842

Prior to June 2020 ASU

Public Entities & NFP Conduit

Bond Obligors All Other

Annual reporting periods

beginning after
December 15,2020

Annual & interim reporting
periods beginning after December
15,2018

If elect deferral in June 2020 (ASU 2020-05)

Public NFPs & NFP Conduit Bond
Obligors

Private Companies & NFPs

Annual reporting periods
beginning after
December15,2021

Annual & interim reporting
periods beginning after December
15,2019

This is the last group
0 FORV/S



ASU 2018-11:Transition Options

FY 20X1

Lease Accounting (Comparative
Period)

Original transition method

provided in ASU 2016-02 s
Jerteds
Additional transition method 340

provided in ASU 2018-11

0 FORV/S

FY 20X2
(Year of Initial
Adoption)

842

842

Cumulative-effect
adj. 1/1/X2
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Leases (ASU 2016-02, Topic 842)

Right-of-Use Asset

Lease Payments

A lease contract conveys the right to use an asset (the underlying asset) for a period of time in exchange for
consideration

0 FORV/S
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Core Principle - Right-of-Use Model

A lessee should recognize the right-of-use (ROU) assets & liabilities that arise from leasing
arrangements. All leases create an asset & a liability for the lessee in accordance with FASB Concepts
Statement No. 6, £/lements of Financial Statements, &, therefore, recognition of those lease assets &

lease liabilities represents an improvement over previous GAAP, which did not require lease assets &
lease liabilities to be recognized for most leases

0 FORV/S
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Comparison of Lessee Accounting Models

Finance Lease

+
+
+

4=

4=

Balance sheet
Right-of-use (ROU) asset
Lease liability

Income statement
Interest expense (on lease liability)
Amortization expense (on ROU asset)

Cashflow

Cash paid for principal payments (financing activities)
Cash paid for interest payments & for variable lease
payments (operating activities)

0 FORV/S

Operating Lease

+
+
+

Balance sheet
Right-of-use (ROU) asset
Lease liability

Income statement
Lease/rent expense (straight-line)

Cashflow
Cash paid for lease payments (generally operating)
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Accounting for Leases & Calculation of
Values



Identifying a Lease

The New Primary Determinant for On-/Off-Balance Sheet Treatment)

Identified Asset

* Explicitly or implicitly
specified +

* Not able to substitute

0 FORV/S

Rightto Control

* Decision-making authority
e Substantially all the

economic benefits
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An Identified Asset

Explicitly, e.g., by a serial number

Implicitly, e.g., the only asset that would satisfy the lease
contract

Supplier does not have practical ability to substitute
alternative asset, e.g., customer can prevent substitution

Supplier would not benefit from substituting alternative
asset

0 FORV/S

A phiysically distinect portion. oralarger asser
colld represent a specified asser, e.£;, one

1loor-of . a.building: A capacity portion . ora
jarger asset generallyJs not a.speciiied.
dSSer, e.2,, Percentage.ora storage tank:
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Right to Control the Use of the Asset

A lease contract conveys the right to control the use of the identified asset for a specified period of time.

+ A customer controls an identified asset when the customer has both of the following
« Rightto directits use: The right to direct how & for what purpose the asset is used, including the right to

change how & for what purpose the asset is used
 Rightto obtain substantially all economic benefits from its use: By having exclusive use of the asset

throughout the period

0 FORV/S
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Short-Term Leases

+ Leases, at commencement date, have a term of 12
months or less & do not include option to purchase
underlying asset that the lessee is reasonably
certain to exercise

+ This policy election must be disclosed in the
financial statements

Warning The existence of lease extensions & the
likelihood of extending the arrangement must be
considered in determining the term

0 FORV/S

Entities can make a formal policy election to not

recognize short-term leases on the balance
sheet
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Related-Party Leases

Old Guidance - ASC 840

+ Used substance over form in evaluating the existence of a lease

New Guidance - ASC 842

+ Use the legally enforceable terms & conditions of the agreement

In the separate financial statements of the related parties, the classification & accounting for the leases should be
the same as for leases between unrelated parties

0 FORV/S
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Contracts with Multiple Components

Lease Component Nonlease Component Not a Separate Component

* A separate ROU for an asset * An activity that transfers a separate * Related to administrative tasks to

« Lessee can benefit from the ROU of good or service to the customer, e.g., initiate the lease & payment of lessor
the underlying asset either on its own supplies/disposables costs that do not transfer a separate
or together with other readily « Includes maintenance services good or service separate from the
available resources. The use iS ° A”ocated payments are non'ease ROU aSSEt
neither highly dependent on nor period expense * Includes payments for insurance or
interrelated with other assets property taxes

* Payments accounted foras a

» Payments are part of lease payment,
separate lease

not separately allocated

0 FORV/S
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Lease Classification

How to determine the accounting for your lease?

+ Lease will be classified as finance lease if it transfers substantially all risks & rewards of
ownership (meets one of the five criteria on the next page)

+ Bright-line tests are not required; can be used as a reasonable approach/policy

+ All other leases will be classified as operating leases

0 FORV/S
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Finance Lease Criteria (Similar to Capital Lease)

Ownership of asset transfers to lessee by end of lease
term

Lessee has purchase option that it is reasonably
certain to be exercised

Lease term is for major part of economic life of asset
(n/a for leases that commence “at or near the end” of
the underlying asset’s economic life, e.g, in the final
25 percent of an asset’s economic life)

0 FORV/S

PV of minimum lease payments amounts
to at least substantially all of fair value
of leased asset

NEW: 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
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Lessee Model - Initial Measurement

Lease liability (obligation to make the lease payments)
+ Measured at the present value of the future minimum lease payments

Right-of-use asset
+ Lease liability + initial direct cost + lease prepayments - lease incentives received

Discountrate
+ Use the rate charged by the lessor if known
+ The incremental borrowing rate

+ All private companies & NFPs may electto use the risk-free rate rather then its borrowing rate (& can use both by class of
underlying asset)

+ Canuse the rate as of the implementation date (no need to go back in time)

0 FORV/S
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Lessee Model - Subsequent Accounting

Annual expense recognition & subsequent amortization of ROU asset depends on lease classification

Finance lease

+ Unwind liability using the effective interest method

+ Front-loaded expense pattern similar to today’s capital leases with interest & amortization recognized
separately

+ Interest determined on the lease liability in each period during the lease term as the amount that produces a
constant periodic discount rate

+ ROU asset generally amortized on a straight-line basis

0 FORV/S
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Lessee Model - Subsequent Accounting

Operating lease
+ Unwind liability using the effective interest method
+ Straight-line expense over term

+ ROU asset: Reduced by the difference between the annual straight-line lease expense & the annual interest cost
on the lease liability, i.e., amortize the asset to achieve straight-line total lease expense

0 FORV/S
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Lease'Concessions & COVID-19 Relief

April 2020 FASB Staff Q&A

+ Discusses implications to lease arrangements as a result of the COVID-19 pandemic
» Accounting for the deferral of rent payments
» Accounting for lease concessions & consideration of lease modification accounting guidance

0 FORV/S
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Lessee Balance Sheet Presentation

0 FORV/S

The below table shows acceptable and unacceptable ways to present these balances on the
lessee’s balance sheet (note that for simplicity this is an unclassified balance sheet).

Separate Presentation
Acceptalbla

Balance Sheet
Period Ended Decamiser 31, 2001

ROU assets — operating 25,000
leases

ROU assefs — finance leases Q00
Property, plant and equipment

Operating lease liabilities
Fimances lease liabilfies
Oither liabilities

Presentation with Other
Assets and Liabilities and
Disclosed Separately

Accaptalble

Balance Shest
Period Ended Decembyer 31, 2001

ROU assets — operating 25,000
leases

Property, plant and eqguipment 2 000

Operating lease liabilities
Crther liahilities

Disclosure

For the period ended December 31,
20%1, nght-of-use assets from fimnance
leases of 3900 are included as part of
property, plant and eguipment.

For the perod ended December 31,
201, lease liabilities from finance
leases of 2850 are included as part of
cither liabilities.

Combined Presentation
Not Acceptable

Balance Sheet
Period Ended December 31, 20x1

ROU assets 25,900

Property, plant and equipment 1,100

Lease liabilities
Other liakilities

28



Disclosure Objective

Enable users of financial statements to assess amount, timing & uncertainty of cash flows arising from leases

* Policies & nature of leases
 Significant assumptions
* Quantitative disclosure examples

* Finance lease costs, operating lease costs, short-term lease costs, &
variable lease costs

 Weighted average remaining lease term, weighted average discount
rate, & supplemental noncash transaction information

 More info: Sublease income, sale-leaseback gains, & others

0 FORV/S
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Adoption Considerations & Lessons Learned



Tips for Adoption & Implementation

Identify a champion

Identify your inventory of leases

Determine which practical expedients you will use
Determine transition method

Determine discount rate

Review debt covenants

Review capitalization policy/threshold

Determine technology needs & tools to use for calculations

+ + + + + + + + +

Consideration of post-implementation process changes

0 FORV/S
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Optional Relief

Optional Relief

Transition Elections

Accounting Policy Elections

Expedient package - identification,
classification, initial direct costs

Separation of lease & nonlease components for both lessee
& lessor

Hindsight

Portfolio approach

Land easements

Short-term leases

Prior-period presentation

Materiality thresholds (capitalization policy)

Discount rate (non-PBEs only)

Presentation of taxes

0 FORV/S

32



ASU 2018-11: Lessor Practical Expedient*

Contract

Lease Component Nonlease Component

Sametiming &

Would be operating lease Would be underTopic 606 pattem of transfer

¥

Single Combined Component (Lease)
Operating lease under Topic 842

If nonlease component
is NOT predominant

If nonlease component
is predominant

Single Combined Component (Nonlease)
Single performance obligation under Topic 606

Use variable payment guidance in Topic 842 Use variable consideration guidance in Topic 606

Revenue recognized as “lease revenue”

A A ) )
‘L Fo RV/ S ‘A similar option exists for lessees, too )



Complexities & Common Terms

+ Renewal term options + Lease modifications

+ Lease incentives + Multiple components

+ Direct costs incurred + Inception date different than commencement date
+ Prepaid rent + Subleases

+ Escalating/variable payments + Free rent or rent holidays

+ Interest rate not included + Other

+ Other options

0 FORV/S
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Thank You

Paul Preziotti, CPA Richard Cole, CPA, CGMA
Partner | Johnson Lambert LLP Partner | FORVIS
ppreziotti@johnsonlambert.com richard.cole@forvis.com
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This presentation is provided solely for educational purposes to Johnson Lambert LLP’s intended audience.

This webinar is intended to provide general information and may reference information from reputable sources. Although our firm has made every reasonable effort to ensure that
the information provided is accurate, we make no warranties, expressed or implied, on the information provided. The information is updated as of the date of the webinar. It may
change as situations may continue to evolve and/or new and additional guidance are issued.

The content contained herein should not be relied upon as accounting or tax advice because it does not take into account any specific organization’s facts and circumstances.
The views expressed by the presenters are not necessarily those of Johnson Lambert LLP

This presentation is © 2022 Johnson Lambert LLP. All Rights Reserved.

Johnson Lambert LLP is a niche-focused CPA and consulting firm, dedicated to serving the nonprofit community, as well as employee benefit plans and insurance entities. The firm

provides audit, tax, and advisory services to a national and selectively international client base of 250+ nonprofit entities. Johnson Lambert is also an independent member of DFK
International/USA, a worldwide association of independent accounting and management consulting firms. Our membership in DFK enhances our worldwide reach, provides us with
additional resources, and expands the world of opportunity for our clients. For more information on our firm, please visit JohnsonLambert.com.

The information set forth in this presentation contains the analysis and conclusions of the author(s) based upon his/her/their research and analysis of industry information and legal
authorities. Such analysis and conclusions should not be deemed opinions or conclusions by FORVIS or the author(s) as to any individual situation as situations are fact specific. The
reader should perform its own analysis and form its own conclusions regarding any specific situation. Further, the author(s) conclusions may be revised without notice with or without
changes in industry information and legal authorities. FORVIS has been registered in the U.S. Patent and Trademark Office, which registration is pending.
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