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Overview 

Overhauled lease accounting guidance is the outcome of a collaborative effort between the Financial Accounting 

Standards Board (FASB) and the International Accounting Standards Board (IASB).  Spurred by a desire for 

increased transparency and enhanced representations of lease transactions in financial statements, the two 

boards endeavored to develop a converged lease accounting standard.  Although many elements of FASB and 

IASB guidance overlap, a unified standard ultimately was not achieved.  Topic 842 was issued by the FASB in 

February 2016 shortly after the IASB issued IFRS 16 in January 2016. 

 

Lessees will encounter the most significant changes under the new rules; lessor accounting for leases is largely 

unchanged from existing accounting principles generally accepted in the United States (GAAP).  The new standards 

are effective for fiscal periods beginning after December 15, 2018 for public companies and fiscal periods 

beginning after December 15, 2019 for private entities.  This means that calendar-year public companies will begin 

reporting under the new standards for 2019 financial statements whereas calendar-year private entities receive 

a one-year reprieve until 2020.  Early adoption is permitted. 

 

Incumbent GAAP classifies leases as either operating or capital, with only the capital lease requiring a leased asset 

and related liability to be reported on the balance sheet.  The popularity of off-balance-sheet financing permitted 

by the operating lease was a major criticism of current lease accounting.  New guidance addresses this concern 

by requiring that virtually all leases be reported on the balance sheet as a right-of-use asset with a related liability.  

Under the new standard, leases will be classified as either operating or finance leases.  While both operating and 

finance leases will be depicted on the balance sheet, the presentation on the income statement and statement of 

cash flows will differ between the two classifications.  Entities may take advantage of a limited election to 

recognize neither an asset nor a liability on the balance sheet for leases with terms of 12 months or less (including 

renewal periods). 

 

Finance Leases 
Because the convergence of U.S. and international accounting standards is marked by a migration from rules-

based to principles-based criteria, management will need to exercise significant judgments regarding 

classification.  A lessee generally will classify a lease as a finance lease if any of the following criteria is true.  

 

 Lease transfers ownership by the end of the lease term. 
 Lease grants a purchase option that the lessee is reasonably certain to exercise. 
 Lease term is for the major part of the remaining economic life of the underlying asset. 
 Present value of the sum of lease payments and any incremental residual value guaranteed by lessee 

equals or exceeds substantially all of the fair value of the underlying asset. 
 

A right-of-use asset and related liability will be included on the balance sheet.  The lease expense will be separately 

measured on the lessee’s income statement as interest expense and amortization of the right-of-use asset.  

Expense recognition will be higher in early years and lower in later years as the lease obligation declines over time.  

The statement of cash flows will depict interest payments in the operating section whereas the principal portion 

of payments will be included in the financing section.  Initial lease liability will be measured as the present value 

of lease payments due over the lease term.  The initial right-of-use asset will be the lease liability plus lease 

payments remitted prior to the commencement date, plus initial direct costs incurred, less lease incentives 

received. 

 

 

 



 

Operating Leases 
If a lease does not meet the criteria of a finance lease, the lessee will classify it as an operating lease.  The initial 

balance sheet treatment of the operating lease will mirror the finance lease.  However, the income statement will 

measure a single lease expense and all cash payments will be depicted in the operating section of the statement 

of cash flows. 

 

Classification 
Whereas existing GAAP requires management to assess whether a lease is capital or operating, the key decision 

under new GAAP will be the existence or non-existence of a lease.  If a contract contains a lease (or is a lease), it 

will be subject to lease accounting rules under Topic 842.  The transaction will fall under the purview of other 

areas of GAAP if a lease does not exist.  Under the new regime it is reasonable to expect that existing operating 

and capital leases will likely be classified as operating and finance leases, respectively.  However, management’s 

assessment of facts and circumstances will ultimately dictate the new fate of leases. 

 

To-Do List 
Although the 2018 and 2019 calendar-year effective dates may seem distant, prudent companies will begin 

preparing for the new era now.  Because a modified retrospective transition is required, companies will need to 

restate prior-period financials for any comparative periods presented alongside the effective year.  For example, 

a calendar-year public company with a three-year presentation would need to depict 2017, 2018 and 2019 using 

the new standards.  The following list highlights the most important action items that companies should begin to 

consider immediately. 

 

 Identify and summarize all existing leases. 
 Begin discussions with the company’s external auditor or accountant. 
 Initiate proactive communication with stakeholders. 
 Evaluate the potential impact on legal agreements, debt covenants, compensation structure and key 

financial metrics. 
 Assess processes, controls and data processing systems needed to track leases. 

 

We Can Help 
Hungerford Nichols is ready to guide companies into the new era of lease accounting.  We welcome the 

opportunity to assist with a transition plan that considers your company’s unique situation.   
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