
PRESENTED BY TRONCONI SEGARRA & ASSOCIATES LLP TRONCONI SEGARRA & ASSOCIATES LLP 2021 ANNUAL FIRMWIDE MEETING

SOLUTIONS BEYOND

THE OBVIOUS

Accounting Standards Codification 

(“ASC”) 842: Lease Accounting

Presented by: Chuck Pezzino

Jeremy Blecha



PRESENTED BY TRONCONI SEGARRA & ASSOCIATES LLP TRONCONI SEGARRA & ASSOCIATES LLP 2021 ANNUAL FIRMWIDE MEETING
CPE Presentation: ASC 606 and ASC 842

Welcome to our Partners at:



PRESENTED BY TRONCONI SEGARRA & ASSOCIATES LLP TRONCONI SEGARRA & ASSOCIATES LLP 2021 ANNUAL FIRMWIDE MEETING

Contact Information

CPE Presentation: ASC 606 and ASC 842

Charles P. Pezzino, CPA
Partner

cpezzino@tsacpa.com

Jeremy D. Blecha, CPA
Partner

jblecha@tsacpa.com

8321 Main Street, Williamsville, New York, 14221
Phone: 716.633.1383    Fax: 716.633.1099

www.tsacpa.com

© 2022 Tronconi Segarra & Associates LLP

mailto:cpezzino@tsacpa.com
mailto:jblecha@tsacpa.com
http://www.tsacpa.com/


PRESENTED BY TRONCONI SEGARRA & ASSOCIATES LLP TRONCONI SEGARRA & ASSOCIATES LLP 2021 ANNUAL FIRMWIDE MEETING

Learning Objectives

• Provide background and describe the scope of the lease 

standard.

• Discuss the main steps in applying the lease model.

• Explain the accounting under the lease standard.

• Describe the presentation, disclosure and transition 

provisions of the lease standard.

• Discuss potential implications of implementing the lease 

standard.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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ASC 842 - Leases

History and background:

• A movement towards “Principles-Based” accounting 

standards.

• Convergence with International Financial Accounting 

Standards.

CPE Presentation: ASC 606 and ASC 842
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Effective Dates

• ASC 842 became effective for public entities for fiscal years 

beginning after December 15, 2018 (and for interim periods 

therein) and for non-public companies for fiscal years 

beginning after December 15, 2021.

• Early adoption is permitted for all entities as of February 2016.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Definition and Scope

• A contract is, or contains, a lease if the contract conveys the right to control 

the use of identified property, plant or equipment (the underlying asset) for a 

period of time (or unity produced/utilized) in exchange for consideration.

• Applicable to all leases and subleases within the scope. Applies to all entities, 

both lessees and lessors, which includes public and private entities and not-for-

profit organizations.

• Excludes leases of:

• Intangible assets.

• Exploration for, or use of, minerals, oil, natural gas and similar resources.

• Biological assets (including timber).

• Inventory.

• Assets under construction.

• Service concession arrangements within ASC 853.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Identifying a Lease

• Determine whether a contract is or contains a lease at inception 

date (date contract is signed) of the contract.

• Embedded leases

• Commencement date: lessee gets control of the asset and is the date that 

the ROU asset and liability are measured

• At inception of an arrangement, the parties should determine whether 

the contract contains a lease by assessing both of the following:

1. Is there an identified asset (explicitly or implicitly)?

2. Whether the contract conveys the right to control the use of (and obtain 

substantially all of the economic benefit/capacity from) the identified 

asset in exchange for consideration for a period of time.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lease Term

• The non-cancelable period in which the lessee has the right to use an 

underlying asset together with optional periods for which it is reasonably 

certain that the lessee will exercise the renewal option or not exercise the 

termination option or in which the exercise of those options is controlled by 

the lessor.

• Reasonably certain – generally 75-80% and above (if lessee is economically incentivized to 

renew, then you’re reasonably certain they will renew). 

• Reassessment – required after inception if: 

• There is a significant event or change that is directly attributable to the actions of the 

lessee.

• Contract term obliges the lessee to exercise (or not exercise) an option.

• Lessee elects to exercise (or not exercise) an option that it previously was not 

reasonable certain to do so.

• Lessor would only reassess if the lease is modified and the modified lease is a separate 

contract.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lease Term

• ASC 842 does not require lessees to apply the guidance 

to lease agreements with a term of 12 months or less.

• Entities can make an accounting policy election to treat all short-term 

leases as such so as not to have to record ROU assets and lease liabilities. 

• A short-term lease is a lease that is 12 months or less and does not include 

a purchase option that the lessee is reasonably certain to exercise.

• Recognize lease payments in net income on a straight-line basis over the 

lease term.

• Variable lease payments should be recorded in the period in which the 

obligation for payment is incurred.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lease Payments
• Fixed Lease Payments – payments required under the lease that can be paid in fixed 

amounts over the term or can change over time based on increases (fixed payments of 

$2,000 per month at commencement that increase by $250 annually).

• Exercise price to purchase asset should also be included at commencement if exercise is 

probable.

• Lease incentives provided for by the lessor should be a reduction to fixed payments (upfront cash 

payment, reimbursement for leasehold improvements).

• Leasehold improvements – if required to be made by the lessor, then generally should be included 

in fixed lease payments; if not required, generally recorded as leasehold improvements and 

depreciated by lessee.

• Variable Lease Payments – contingent payments that vary based on changes in facts or 

circumstances occurring after the commencement date, other than passage of time.

• Price change due to change in external market rate or index (include at commencement based on 

current rate/index if rate or index is specified and fixed).

• Performance-based payment such as percentage of sales (record when incurred).

• Usage of the asset such as miles driven, units produces (record when incurred).

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lease Payments
• In-Substance Fixed Payments – variable lease payments that are considered in-

substance fixed payments should be included in the calculation of lease payments for 

classification and measurement as they appear to be variable but are unavoidable.

• If arrangement contains a guaranteed minimum or penalty, then that minimum would 

be included at lease commencement (lease payment floor).

Example: Lessee enters into a 5-year lease for office space with Lessor. The initial base 

rent is $10,000 per month. Rents increase by the greater of 1% of Lessee Corp’s 

generated sales or 3% of the previous rental rate on each anniversary of the lease 

commencement date.

What are the lease payments for purposes of classifying the lease?

The lease payments for purposes of classifying the lease are the fixed monthly payments 

of $10,000 plus the minimum annual increase of 3%. Lessee Corp is required to pay no 

less than a 3% increase regardless of the level of sales activity; therefore, this minimum 

level of increase is an in substance fixed lease payment.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lease Classification
• Lease classification is governed by five criteria (substantially similar to prior guidance):

1. Does the lease transfer ownership of the underlying asset by the end of the lease term?

2. Does the lease grant lessee option to purchase the asset that is likely to be exercised?

3. Is the lease term for major part of the remaining economic life of the underlying asset?

4. Is the PV of sum of lease payments and any residual value guaranteed by the lessee, that 

are not otherwise included in the lease payments, substantially all of the FV of the asset?

5. Is asset of such specialized nature that no alternative use is expected at end of term?

If any of these apply, then lessee has a finance lease and lessor has a sales-type lease.

*If none apply to lessee, then you have an operating lease.

• Additional consideration for lessor’s classification (Sales-type vs. Direct-financing):

• Is the PV of sum of lease payments and any residual value guaranteed by both the lessee 

and any third party, that is not otherwise included in the lease payments, substantially all 

of the FV of the asset?

• AND….is it probable that the lessor will collect the lease payments plus any amounts 

necessary to satisfy a residual value guarantee?

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lease Classification
• Lessee:

• Finance Lease – control of the asset is essentially transferred to the lessee.

• Under the financing model, the right-of-use asset is amortized on a straight-line 

basis over the shorter of the useful life of the asset or the lease term and interest 

expense is recorded in connection with the lease liability based on the financing 

terms. This treatment is similar to that of capital leases under ASC 840.

• Operating Lease – if the lease doesn’t qualify as a finance lease, then it is an 

operating lease.

• Operating lease expense is recorded in a single financial statement line item on 

a straight-line basis over the lease term by totaling the initial amount of the lease 

liability plus any lease payments made at or before the lease commencement 

date, any initial direct costs incurred by the lessee, less any lease incentives 

received and dividing that total over the lease term. This is accomplished by 

increasing the amortization of the right-of-use asset as interest expense on the 

liability declines over the lease term.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lessee Lease Classification

Accounting Standards Codification (“ASC”) 842: Lease Accounting

Finance Lease

Balance Sheet: Record a right-of-use 
asset and lease liability

Income Statement:

1)  Interest Expense is recorded using 
effective interest method

2) Amortization is straight-lined on the asset

3) Expense at beginning of lease term will be 
generally greater than the cash payments

4) Interest and amortization presented 
separately on income statement

5) Right of use asset is tested for impairment 
i/a/w ASC 360

Operating Lease

Balance Sheet: Record a right-of-use 
asset and lease liability 

Income Statement:

1) Lease expense is recorded on a straight-line 
basis over the lease term by adding interest 
expense to amortization of the asset

2) Amortization of the asset is calculated as 
the difference between the straight-line 
expense and the interest expense on the 
lease liability

3) Lease expense in presented as a single line 
item on the income statement

4) Right of use asset is tested for impairment 
i/a/w ASC 360
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Lease Classification
• Lessor:

• The accounting for lessors under ASC 842 is largely unchanged from ASC 840.

• The five criteria for classification are similar to that for lessees. 

• Sales-type Lease – when the terms effectively transfer control of the asset.

• To recognize upfront revenue and profit, the lessee will need to obtain 

control over the leased asset.

• Lessor removes asset from balance sheet and recognizes lease receivable 

equal to PV of lease payments using the rate implicit in the lease. 

• Direct Financing Lease – if control is not transferred but lessor obtains a residual 

value guarantee for the value of the asset from a third party.

• Operating Lease – if not sales-type/direct financing lease, then it is an operating 

lease.

• Recognition of lease income on a straight-line basis, underlying asset 

remains on balance sheet and continues to depreciate.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lessor Lease Classification

Accounting Standards Codification (“ASC”) 842: Lease Accounting

Sales-type

Balance Sheet: 

1) Derecognize leased asset and 
record net investment in 
lease as receivable (PV plus 
residual value)

2) Net investment is increased 
by interest income and 
decreased by payments 
collected

Income Statement:

1) Selling profit or loss is 
recorded at lease 
commencement

2) Interest income is recorded 
based on effective rate of 
interest in the lease

Direct Financing

Balance Sheet: Same as Sales-
Type except the selling profit is 
deferred and recognized over 
lease term

Income Statement:

1) Selling profit is deferred and 
selling loss is recorded at lease 
commencement

2) Interest income is recorded 
based on effective rate of 
interest in the lease

Operating Lease

Balance Sheet: 

1) Leased asset stays on balance 
sheet and is depreciated over its 
useful life

Income Statement:

1) Lease revenue and depreciation 
expense are recorded on the 
gross basis
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Lessee Accounting

• Record a ROU asset and lease liability at lease commencement:

1. Lease Liability = PV of remaining future lease payments over the lease term 

by adding all fixed and qualified variable lease payments net of future lease 

incentives due plus the exercise price of an option to purchase the 

underlying asset if purchase is reasonably certain and amounts probable of 

being owed by the lessee under residual value guarantee. 

2. ROU asset = lease liability + initial direct costs (commissions to agents, 

legal fees to execute the lease, payments to third party to guarantee 

residual value) + prepayments - accrued rent - lease incentives.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lessee Accounting Example

To illustrate the initial measurement, here is an example 

derived from ASC-842:

• Assume an entity enters into a lease of office space for a period of five years with 

annual lease payments of $100,000 payable at the beginning of the year. The interest 

rate implicit in the lease is not readily determinable, so the entity uses its incremental 

borrowing rate, which is 8 percent, to discount the cash flows.

• The entity makes the initial payment of $100,000, and then records a lease liability of 

$331,213 (which is the present value of four payments of $100,000 discounted at 

8 percent). 

• The entity records a corresponding right-of-use asset of $431,213, which is the 

present value of the future lease payments plus the initial upfront payment of 

$100,000.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lessee Accounting Example (Con’ t . )

• Let’s take the above assumptions and add some additional factors.

• In order to convince the entity to enter into the lease, the lessor provides an incentive of $35,000 

to the entity. In addition, the entity used a broker to locate the property and paid the broker a 

commission of $10,000. With these facts, the right-of-use asset now would be the sum of the 

$431,213 above, less $35,000 (lease incentive), plus $10,000 (initial direct costs), or $406,213.

• Let’s continue the analysis to reflect the accounting as the property is used. At inception, the 

opening entry is as follows:

Debit: ROU Asset $406,213 (lease liability + net cash payment)

Credit: Cash $75,000 (1st payment + commission – lease incentive)

Credit: Lease Liability $331,213 (PV 8%, 4 payments, $100,000)

The lease has been categorized as an operating lease, and the entity has determined that its total 

fixed rent to be $475,000 ($500,000-35,000+10,000). Therefore, on an annual basis, it will 

recognize $95,000 of fixed rent expense.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lessee Accounting Example (Con’ t . )

• At the end of each year, the entity must accrete the interest at 8 percent on the lease liability, 

record the rent expense, amortize the right-of-use asset, and disburse the cash for year-two rent.

End of year one entry:

Debit:        Rent Expense                                       $95,000 ($475,000 / 5 years)

Credit:       Lease Liability (accrete interest)             $26,497 ($331,213 * 8%)

Credit:       ROU Asset                                              $68,503 ($95,000 - $26,497)

End of year-one balances:

ROU Asset:                                   $337,710 ($406,213 - $68,503)

Lease Liability: $357,710 ($331,213 + $26,497)

Beginning of year-two entry:

Debit:        Lease Liability                                        $100,000

Credit: Cash                                              $100,000

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Lessee Accounting Example (Con’ t . )

• At the end of each year, the entity must accrete the interest at 8 percent on the lease liability, 

record the rent expense, amortize the right-of-use asset, and disburse the cash for year-two rent. 

Beginning of year two balances:

ROU Asset                                                          $337,710 (from above)

Lease Liability $257,710 ($357,710 less $100,000 payment)

End of year-two entry:

Debit: Rent Expense $95,000 ($475,000 / 5 years)

Credit: Lease Liability (accrete interest) $20,617 ($257,710 * 8%)

Credit: ROU Asset $74,383 ($95,000 - $20,617)

If this were considered a finance lease, the biggest difference is that the ROU asset is 

amortized on the straight-line basis over the lease term and interest expense would be 

accreted the same way, therefore, rent expense is higher in the beginning of the lease and 

declines as the lease liability declines, due to lower interest expense.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Balance Sheet Impact

Accounting Standards Codification (“ASC”) 842: Lease Accounting

Operating Lease Finance Lease

Asset

ROU asset for 

operating leases 

generally higher since 

amortization expense 

is lower earlier in lease 

life

ROU asset is 

amortized over 

straight-line

Liability

Same amount as that 

for finance leases but 

classified as operating 

liability

Financial liability 

similar to debt
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Income Statement Impact

Accounting Standards Codification (“ASC”) 842: Lease Accounting

Operating Lease Finance Lease

EBITDAR
Unaffected by lease 

classification

Unaffected by lease 

classification

EBITDA
Entire expense is above 

EBIT; EBIT is lower

Interest & amortization is 

below EBITDA; EBITDA is 

higher

EBIT
Entire expense is above 

EBIT; EBIT is lower

Amortization is above EBIT 

but interest is below; EBIT is 

higher than for operating 

leases

EBT

Total expense is straight-

line, which makes EBT 

higher in earlier life 

compared to finance 

lease

Interest expense is front-

loaded, which hurts EBT and 

makes it lower in earlier life 

compared to operating 

lease
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Cash Flow Statement Impact

Accounting Standards Codification (“ASC”) 842: Lease Accounting

Operating Lease Finance Lease

Operating
Entire payment is 

operating

Imputed interest portion is 

operating

Investing None

Significant non-cash event: no 

Capex or financing inflow at 

commencement

Financing None
Imputed principal repayment 

portion is financing
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Transition
• ASC 842 is required to be applied to leases in existence as of the 

date of adoption using a modified retrospective approach.

• Effective date option does not require prior period financials to be restated.

• After adoption, entities are required to follow the reassessment and modification 

requirements for all leases.

• SEC filers are not required to apply the modified retrospective method going 

back five years.

• Practical Expedients are included to reduce the burden.

• Classifications of existing leases and whether an arrangement contains a lease 

do not need to be reassessed.

• Provisions can only be adopted as a package.

• Lessees may apply hindsight with respect to judgments around renewal and 

purchase options.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Practical Expedients

• Package 1 – Reassessment of existing leases (must adopt all 3 together):

1. No need to reassess the existence of a lease for expired or existing contracts at adoption date.

2. No need to reassess lease classification for any expired or existing contracts at adoption date.

3. No need to reassess initial direct costs.

• Package 2* - Use of Hindsight (must adopt both together):

1. Lease term – can use data regarding expected renewals, terminations and exercise of 

purchase options as of adoption date instead of historical data applicable to lease.

2. Impairment of lessee’s ROU asset – use data known and expected at adoption date instead of 

using historical data.

* This package is not necessary unless an entity elects to restate prior-year financial statements

• Package 3 – Land Easements:

1. Even if an entity does not adopt the first package, it can elect not to question if existing land 

easements are leases. (Under ASC 842, new land easements are not leases as they are 
intangibles.)

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Accounting Policy Elections
• Lease vs. Non-Lease Components.

• Lessees can elect to combine all lease and non-lease components together 

and account for them as lease payments (higher ROU asset and lease 

liability).

• Lessors must meet certain requirements in order to combine lease and non-

lease components:

• If the non-lease components would otherwise be accounted for under ASC 606, the lessor 

can combine if both of the following are met:

1. The timing and pattern of transfer of the non-lease component(s) and associated lease components 

are the same.

2. The lease component, if accounted for separately, would be classified as an operating lease.

• If the non-lease component or components associated with the lease component are the 

predominant component of the combined component, an entity is required to account for the 

combined component i/a/w ASC 606. Otherwise, the entity must account for the combined 

component as an operating lease i/a/w ASC 842.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Accounting Policy Elections

• Short-term leases as discussed above.

• Non-public companies can use a risk-free discount rate.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Disclosures - Lessees
• Intended to enable users of financial statements to understand the 

amounts, timing and judgments related to a reporting entity’s 

accounting for leases and the related cash flows.

• Potential level of disaggregation can be by (no specific rules):

• Class of asset – office equipment versus production equipment.

• Lease term – 2 to 5 year, 6 – 10 years, etc.

• Lease payments – fixed vs. variable.

• Geographical region in which the lease was entered into / utilized.

• ASC 842-20-45-1 requires (on balance sheet or notes):

• ROU asset (and accumulated amortization) for operating leases (non-current asset NOT in PP&E).

• ROU asset (and accumulated amortization) for finance leases (non-current asset).

• Lease liability for operating leases (current and non-current).

• Lease liability for finance leases (current and non-current).

• Combination of operating lease and finance lease liabilities on the balance sheet is prohibited.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Disclosures - Lessees
• Income statement – component of lease cost.

• Finance lease – ROU asset amortization cost and lease liability interest cost.

• Operating lease – single line of lease expense.

• Short-term lease cost, variable lease cost and sublease income.

• Cash flows – operating cash flows.

• All payments and receipts related to operating leases.

• Interest payments on finance lease.

• Variable lease payments (for operating and finance leases).

• Cash flows – investing cash flows.

• Leasehold improvements (Capex).

• Cash flows – financing cash flows.

• Principal payments on finance leases.

• Exercise of purchase option baked into finance lease liability.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Disclosures – Lessees
• Disclosure of Policy Elections – short-term lease, discount rate, 

lease/non-lease components, thresholds use for lease classification.

• Significant non-cash items – increase in ROU assets/liabilities at 

commencement date, reassessment date, modification date.

• Maturity schedule, weighted-average lease term, and discount rate.

• Leases with related parties (per ASC 850).

• Other qualitative disclosures including information about leases that 

have not yet commenced but that create significant rights and 

obligations for the lessee, including the nature of any involvement with 

the construction or design of the underlying asset.

Note: Lessee disclosures under Topic 842 are more extensive than those under Topic 840.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Steps in Accounting by Lessee

At inception:

1. Determine if asset is under scope of ASC 842.

2. Determine if contract/part of contract contains a lease.

3. Separate contract into lease and non-lease components.

4. Record any payments received/made before 

commencement as prepaid asset/deferred liability until 

commencement date.

5. If inception date is in a different reporting period than the 

commencement date, then consider disclosure of lease 

details.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Steps in Accounting by Lessee

At commencement:

6. Measure the consideration in the contract and allocate to lease/non-lease 

components (including any amounts paid/received prior to 

commencement).

7. Determine lease term and if short-term lease exception applies.

8. Determine initial direct costs and lease payments (fixed/variable).

9. Determine discount rate.

10. Classify the lease.

11. Calculate the amount to be recognized as ROU asset and lease liability.

12. Amortize the ROU asset and lease liability.

13. Test for impairment and impair ROU asset if necessary.

14. Account for reassessment and modifications and any book/tax differences.

15. Follow disclosure requirements.

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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Questions?

Accounting Standards Codification (“ASC”) 842: Lease Accounting
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