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New Lease Accounting Is Here, With Near-Universal Capitalization  

 

 

I.  BACKGROUND AND INTRODUCTION 

The proper accounting for lease arrangements, both by lessees and by lessors, has been one 

of the more contentious areas of financial reporting theory for the past six decades.  A 

disproportionate fraction of extant accounting guidance, both in the U.S. and also in many other 

jurisdictions, has been devoted to this topic, while standard-setters were slowly moving toward 

more universal capitalization of the property usage rights inherent in all leases, without 

previously actually having reached that seemingly obvious ultimate destination.  With the 

recent issuance of Accounting Standards Update (ASU) 2016-2 by the FASB (and the similar, but 

not identical, IFRS 16 by the FASB’s international standard-setting brother, IASB), this long-

running debate comes to a definitive conclusion.1 

Simply put, the issue has always been whether leases (with the possible exception of very 

short-term rentals) give rise to property rights – that is, actually create assets – along with 

financial obligations that are to be presented in the financial statements of the lessee, as opposed 

to merely recognizing the periodic lease payments made as rental expense.  A parallel issue 

pertained to the accounting by lessors, in particular whether leased assets were to be removed 

from the lessor’s financial statements, to be replaced by financial receivables, after first perhaps 

recognizing a gain (or loss) from the quasi-“sale” of the asset being leased. 

Conceptually, it has long been clear that most leases are equivalent to installment purchases 

of actual property, or at least to the acquisition of long-term rights to use the property, coupled, 

of course, with concomitant short- and long-term payment obligations.  If, as GAAP asserts, 

financial statements are to faithfully represent the economic position and results of operations 

of the reporting entity, logic demands that these assets and liabilities, and the consequential 

effects on income and expense, be accurately portrayed.   

Complicating recognition of this rather simple observation, however, has been the fact that 

the incredible growth in popularity of leasing has been predicated, in significant part, on the 

“off the balance sheet” financing that it provided for lessees, which for many years resulted in 
                                                           
1  On the effective date of ASU 2016-2, it will supersede ASC Topic 840, Leases and replace it with new 
ASC Topic 842 carrying the same title. 
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companies being portrayed as being less leveraged, and thus more financially secure, than was 

true in a real economic sense.  Historically this created a substantial constituency lobbying for 

continuation of conceptually improper accounting for leases.  Objections raised about this result 

have given rise to a decades-long series of “baby steps,” marginally improving transparency but 

not imposing a fundamental requirement for the capitalization of all assets and liabilities arising 

from lease arrangements. 

Over time, the limitations of this approach became manifest.  Lenders and investors grew 

more alert to the necessity for making adjustments to reporting entity-produced financial 

statements in order to give explicit recognition to excluded debt items, to more accurately gauge 

leverage-based risk.  At the same time, accounting practice, driven in part by concerns over 

growing litigation, became more committed to transparency and “substance over form” 

representations in the financial statements.  Ultimately, the previously-imposed, fragmentary 

solutions were understood to be unsatisfactory, and, as one of the FASB’s and IASB’s major 

“convergence” projects, a unified effort was commenced in 2006 to replace their respective 

extant standards, which although similar contained certain important differences.   

After a decade of deliberations and development, the two boards were still unable to fully 

agree on a unified solution, and thus we now have two new standards – similar but 

frustratingly not identical – each issued in early 2016.  Each new pronouncement has an 

effective date set several years hence, in order to provide adequate time for transition and, 

importantly, for the education of financial statement users, particularly lenders, who might 

become disconcerted over the suddenly-increased apparent leverage being reported by many 

lessees.  Inasmuch as the transition will require, to an extent, retrospective application of the 

new standards, financial statement preparers will doubtless need time to re-analyze all extant 

leases and apply the new classification and accounting requirements. 

II.  REVISED U.S. ACCOUNTING FOR LEASES UNDER STANDARDS UPDATE 2016-2 

The new U.S. GAAP standard continues to differentiate between what have historically been 

referred to as “capital” or “finance” leases, on the one hand, and operating leases, on the other.  

That distinction was always rather fanciful, inasmuch as essentially all leases (with the plausible 

exception of short-term rentals such as those of automobiles at airports and hotel rooms) are 

financing arrangements, permitting use of property without incurring the burdens of actual 
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ownership, and the corollary need to arrange traditional borrowings.  Although leasing was 

long touted for its flexibility, in fact much or most leasing activity was sold on the benefit of 

“off-balance sheet” financing, and – for a time, at least – that was a useful strategy, as many 

traditional lenders, employing venerable balance sheet-based measures of borrower riskiness, 

under-appreciated the financial risks associated with leasing.  Those days, however, ended long 

ago – and thus began the lengthy and tortuous path to the well-intended and somewhat radical 

revision of the lease accounting rules. 

Despite the near-universal recognition of the fact that leasing constitutes a form of financing, 

and thus that reporting entities obtained real assets (or, in the more recent formulation, the 

rights to use those assets) and incurred real obligations, powerful forces were aligned against 

formal balance sheet recognition of those items.  In something of a surprise conclusion to this 

long-running story, the FASB seems to have ended up where it began in the mid-1970s, with a 

new standard that preserves the widely-derided “cookbook recipe” approach of determining 

which leases qualify as “finance” leases and accordingly require full recognition in both the 

balance sheet and the income statement as property acquisitions financed by long-term debt.  

The most notable achievement of the new standard pertains to the balance sheet, which now 

will display all the leased assets and related liabilities, although income statement recognition 

will not completely conform, providing a somewhat hybridized solution.   

As is well understood, U.S. GAAP sets forth the principles underlying financial reporting, 

including matters of recognition, measurement, presentation and disclosure.  Under provisions 

of the new standard, the recognition aspect of GAAP for lease arrangements will now be 

coherently dealt with.  For operating leases, however, the measurement component will be 

somewhat compromised, as will also be, to some degree, the matter of presentation.  Extensive 

new disclosure requirements apply to both finance leases and operating leases, for lessees, and 

for direct financing, sales-type, and operating leases, for lessors. 

In brief, unlike under current GAAP, even operating leases (other than those under twelve 

months’ original duration, if an available exception is elected by the reporting entity) will 

receive full balance sheet recognition as assets and liabilities.  The differential impacts of finance 

and operating leases will be restricted to the income statement and the statement of cash flows.  

Interestingly, the corresponding international standard makes no such distinction, and the 
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effect that all leases, apart from very short-term rentals, will be henceforth accounted for as 

finance leases under IFRS 16.   

It may be recalled that it was the “cookbook recipe” nature of current U.S. GAAP – such as 

the lease criterion establishing a threshold for capitalization where the present value of future 

minimum lease payments equaled or exceeded 90% of the fair value of the leased property – 

that had been blamed for the contrivances created to retain operating lease treatment, such as 

the infamous cases of “89% leases” crafted by financial engineers.  A goal was to eliminate the 

opportunity for such shenanigans under a less rules-based regime.  The just-announced 

standard sets the threshold at “substantially all of the fair value of the underlying asset,” and 

time will tell whether this modification, and those to the other criteria, will avert similar 

criticisms. 

Interestingly, the implementation guidance for the application of the ostensibly more 

principles-based “substantially all of fair value” criterion suggests applying a quantitative 

measure, such as “90% of fair value,” as an operationalizable measurement strategy.  Indeed, in 

the very same way, the guidance for the former “75% of useful life” criterion, which will now be 

defined as a “major part of the remaining economic life,” likewise offers as an operationalizable 

device the use of a quantitative measure such as “75% of useful life.”  Thus, one can properly 

invoke the famous expression coined by mid-19th Century French author Jean-Baptiste Karr, to 

the effect that “plus ça change, plus c’est la meme chose” (the more things change, the more 

they remain the same).   

Quite possibly, the inclusion of this guidance by FASB can be seen to suggest the limitations 

of principles-based accounting in a world of commerce in which auditors must regularly deal 

with challenging sets of rules-enforcement circumstances with their clients.  In these all-too-

common situations, purely principles-based rules lacking “bright lines” commonly result in 

tests of wills between management and outside accountants.  It is probably therefore inevitable 

that there need to be rules as well as principles, even if the rules are buried among the 

supporting materials found behind the principles. 

What is a lease?  The new standard defines leases as arrangements that involve contractual 

rights to control the use of assets (the “identified assets”) for a period of time, in exchange for 

consideration.  This definition is essentially as had been previewed in the 2013 draft.  Control 
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over the use of the identified asset means that the lessee (referred to as the “customer” in the 

Update) has both (1) the right to obtain substantially all of the economic benefits from the use of 

the asset and (2) the right to direct the use of the asset. 

Regarding the ability to direct use of the asset, the lessee must have the right to make 

decisions regarding the asset’s use that will most significantly affect the benefits to be derived 

from such use over the term of the lease.  These decisions may actually precede the 

commencement date (e.g., by designing the configuration of the assets or terms of the lease 

contract), and will control the use over the lease term.  However, incorporation of protective 

rights for the lessor (e.g., setting the maximum number of operating hours per month) that 

secure residual value for the lessor will not necessarily preclude the lessee’s ability to control 

use of the leased asset.  Conversely, the right to specify output from the asset does not 

necessarily imply the lessee’s ability to control use of the asset.  Accordingly, careful 

consideration of the substantive terms of each agreement will be needed if proper classification 

as a lease is to be achieved. 

Concerning the power to derive benefits from the asset’s use, the lessee should be able to 

obtain essentially all the benefits from the use of the asset over the lease term, which can be 

derived in various direct and indirect ways, such as by using, consuming or holding the asset, 

or by engaging in a commercial transaction involving the asset’s output with a third party.  The 

ability to derive benefits will be found to not exist, however, if the lessee can obtain the benefits 

only if the asset is used in conjunction with additional goods or services to be provided by the 

lessor and not otherwise separately available from other suppliers, and the asset is incidental to 

the delivery of services because the asset is designed to function only with the additional goods 

or services provided by the putative lessor. 

For example, if a nominal lease involves a multi-year contract to utilize a proprietary 

financial markets information system, and includes provision of a system-specific set of 

computer terminals useful only to access the information system, this is not a lease of 

equipment, but rather is a long-term service contract, because the hardware is incidental to the 

information system subscription.  Accounting for this service contract would be prescribed 

under other GAAP, and there would be recognition of neither a right to use asset nor a long 

term lease obligation. 
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Fulfillment of lease contracts has to depend on the use of identified assets, and thus if the 

lessor has a substantive right to substitute the asset throughout the term of the contract, this 

criterion will not be met.  A substantive right to substitute will be indicated if the supplier can 

replace the initially provided asset with one or more alternative assets without obtaining the 

lessee’s consent, and if there are no economic or other barriers that would prevent such 

substitution during the term of the contract.  However, even if a specific asset is not identified in 

the contract, absence of right to substitute may imply that there was an identification of an asset 

sufficient enough to satisfy the requirement for non-substitutability.  A physically distinct part 

of an asset (e.g., a floor of a building) can serve as an identified asset, but a capacity portion 

(e.g., 30% of the floor space of the building, without designation of unique areas) generally 

would not qualify.   

Finance and operating leases are to be distinguished.  FASB’s 2013 proposal would have 

required bifurcation of leases into those dealing with what the draft called property (in that 

instance, meaning real property) and those dealing with what involve, in effect, items of 

personal property.  The thinking at the time – probably influenced by the leasing industry – was 

that the accounting for most real property leases should provide for ratable (i.e., straight-line) 

rent expense recognition, because, with rare exceptions, real estate leases (e.g., for office space) 

do not imply an actual or intended purchase of the associated property.  To the contrary, leases 

of personal property (vehicles, equipment) were to be presumed as installment purchases of the 

underlying assets, and the income statement effects were, accordingly, to include interest at a 

constant rate on the declining loan balance, as well as amortization of the capitalized asset. 

The just-promulgated standard has abandoned this proposed classification scheme and 

largely reverted to that which had been in place for almost 40 years, albeit with some tinkering 

with the criteria for mandatory finance lease treatment.  More specifically, a lease – that is, a 

contractual arrangement conveying the right to control the use of an asset – will be deemed a 

finance lease if any one of these five criteria is met: 

a.  The lease transfers ownership of the underlying asset to the lessee by the end of the lease 

term. 

b.  The lease grants the lessee an option to purchase the underlying asset that the lessee is 

reasonably certain to exercise. 
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c.  The lease term is for the major part of the remaining economic life of the underlying 

asset.  However, if the commencement date falls at or near the end of the economic life 

of the underlying asset, this criterion shall not be used for purposes of classifying the 

lease. 

d.  The present value of the sum of the lease payments and any residual value guaranteed 

by the lessee that is not already reflected in the lease payments equals or exceeds 

substantially all of the fair value of the underlying asset. 

e.  The 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. 

Criteria (a) and (b) replicate those in SFAS 13.  Criterion (c) substitutes a more ambiguous 

“major part of the remaining economic life” standard for the “75% of remaining economic life” 

benchmark under extant GAAP.  Criterion (d) substitutes a similarly abstruse “equals or 

exceeds substantially all of fair value” threshold for the former, more precise but still imperfect 

“90% of fair value” yardstick.  The final criterion, (e), was not present in ASC 840, but is 

nonetheless eminently reasonable, since special-use assets are almost never constructed by 

lessors absent so-called “full payout” lease arrangements.  As noted above, the practical 

guidance for criteria (c) and (d) revert to the older, quantitative thresholds. 

For leases meeting any of these criteria, regardless of the physical character of the actual 

property to be employed, a “right of use” asset will be recognized, to be amortized, generally on 

a straight-line basis, and the related debt obligation will be subjected to “mortgage-type” 

amortization, with interest charges declining from one period to the next as the obligation is 

paid down. 

Leases not meeting any of the five criteria will be deemed operating in nature.  However, 

unlike under current GAAP, which eschews balance sheet recognition of assets and obligations 

for such leases, under the new standard operating leases receive the same balance sheet 

treatment as given to finance leases.  However, in terms of income statement effects, the 

accounting mirrors current practice; namely, rent expense, rather than interest and asset 

amortization expense, will be reported, and the usual outcome will be straight-line expensing 

over the lease term.  This dichotomy shares some similarity with what had been earlier 

proposed by FASB, but, as noted, this is not driven by the character of the underlying assets 
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(real versus personal property), but rather is determined by the finance versus operating lease 

classification.  Display in the cash flow statements for finance leases and for operating leases 

will differ also, driven by the disparities in income statement presentations. 

Because the finance classification depends on five criteria that differ in some regards from 

the four criteria under ASC 840, some leases that would have received capital lease treatment 

previously (say, because the 75% of economic life criterion was satisfied) might be found to be 

operating leases (if failing to meet the “major part” threshold as interpreted under a facts and 

circumstances analysis).  Conversely, the new, fifth criterion, absent previously, might result in 

former operating leases being deemed finance leases.  In short, the new standard may produce 

results at variance with those encountered before, and careful analysis is therefore required, 

avoiding taking excessive comfort from superficial resemblance with prior rules. 

Measuring the right-of-use asset.  Lessees engaging in both finance and operating leases 

covering periods over one year (and also for shorter-term leases, if optionally choosing this 

method of accounting) will need to address measurement issues both at inception and, 

depending on circumstances, at later points in the lease term.  Initial recognition is determined 

by computing the present value of future lease payments, discounted at the rate implicit in the 

contract or, if unknown, the lessee’s incremental borrowing rate for obligations with a similar 

time horizon.  In this regard, the new standard mimics ASC 840.  Lease payments are net of any 

incentives provided by the lessor, such as rent holidays, and include any contractually-driven 

rent increases scheduled for later periods.  If the contract includes provisions for lease term 

extensions or opt-out early terminations, those must be taken into account in the measurement 

of the asset and its related obligation, based on likelihood of exercise.   

The right-of-use asset and corresponding liability, as well as the lease receivable for the 

lessor in the case of finance leases, will be computed with reference to the lease’s non-cancelable 

period, together with periods covered by an option to extend the lease, if the lessee has a 

“significant economic incentive” to exercise the option, and also periods covered by an option to 

terminate the lease, if the lessee has a “significant economic incentive” to choose not to exercise 

the option.  For example, if the lessee deems it probable that early termination will be elected, 

the lease term is the shortened expected lease period, with concomitant consideration of the 

early termination penalty to be paid, if any. 
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The right-of-use asset and corresponding liability must furthermore take into account both 

the fixed lease payments and those variable payments that are based on an index or rate (such 

as market interest rates or an inflation index), but would of necessity have to exclude any other 

variable payments unless in substance those are fixed.  If variable lease payments are included 

in the initial determination of right-of-use or lease receivable assets, these would be based on 

the index or rate effective on the lease commencement date. 

The lessee will be required to reassess the lease obligation if there are changes in either one of 

the relevant factors (affecting either the incentive to extend or the incentive to terminate, as for 

example the costs of negotiating a new lease or locating a suitable replacement right-of-use), 

thus causing a change in the lease term or in the index or rate used to determine variable lease 

payments.  In addition, the carrying value of the right of use asset will be subject to the usual 

impairment testing considerations set forth under GAAP for tangible, long-lived assets (ASC 

360-10-35). 

Contracts that are, or contain, leases are to be separated into component leases if both the 

lessee can benefit from the use of the component asset either separately or in conjunction with 

other resources readily available from other sources, and the underlying asset is neither 

dependent on, nor highly interrelated with, the other underlying component assets in the lease 

contract.  Lessee accounting for separate components will depend upon whether there are 

observable stand-alone prices for each component, where prices mean either similar lease terms 

offered by other lessors or terms offered for the good or service being sold on a stand-alone 

basis by vendors.  If there are prices for each component, the relative stand-alone prices are 

used to allocate consideration among them.  If there are stand-alone prices for some 

components, these are used to allocate consideration among them, with the residual assigned to 

the component not having a stand-alone price.  If several components lack prices, these are 

combined into one reportable lease component.  If no components have stand-alone prices, 

these are all treated as part of a single lease.  The land portion of a lease must normally be given 

separate treatment. 

Other matters addressed by the new standard include amortization term (as before, the 

lesser of useful life or lease term), re-measurement of the lease obligation (if triggered by a 

change in an index or rate that is attributable to the current period, this would be reflected 

immediately in income, and not by an adjustment to the carrying value of the right-of-use 
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asset), and changes in the discount rate (caused by a change in the lease term, in factors 

indicating that the economic incentive to exercise a purchase option has dissipated, or in a 

reference interest rate, if relevant to the variable lease payments to be made). 

The standard also usefully details the actual bookkeeping procedures for both lessees and 

lessors, and provides copious examples employing a variety of fact scenarios.   

Not addressed by the accounting standard, of course, are the procedures that auditors will 

need to adopt in order to verify the assorted assumptions being made by financial statement 

preparers.  For example, assuming that preparers continue to prize operating lease 

classification, albeit without retaining the off-balance sheet attribute that no longer will be 

available, there may be some room for manipulation of the third and fourth of the above-cited 

five criteria in order to avoid finance lease treatment.  If past experience is any guide, there may 

be a learning curve for preparers, users and auditors to ascend, with a heightened risk of error 

and even deliberate misapplication during the transition phase.  Early attention thus should be 

paid to this forthcoming, fundamental change in financial reporting. 

Limited impact for lessors.  Coming as somewhat of a surprise after what the two exposure 

drafts had proposed, the new accounting requirements for lessors found in ASU 2016-2, and 

also in IFRS 16, essentially is only a mild update of the rules extant under ASC 840.  During the 

long development of the new standard, a variety of approaches to lessor accounting had been 

contemplated, with the principal goal of synchronizing the new accounting to be employed by 

both lessees and lessors.  However, the proposed lessor version of the right of use model was 

not warmly received, in part because it would have required a dual approach, with some leased 

property remaining on the lessor’s balance sheet (the “performance obligation” mode of 

accounting introduced in ASU 2014-09, Revenue from Contracts with Customers), but not other 

property (employing the “derecognition” method).  Opposition to the lessor accounting aspects 

of the 2010 draft led to a substantially revised 2013 draft, which also met with significant 

disapproval, with the responses overwhelmingly favoring retention of the longstanding model 

prescribed under ASC 840.  And indeed ASU 2016-2 has almost wholly retained that approach, 

thus preserving and in some ways widening the asymmetry between lessee and lessor 

accounting. 
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Under the new standard, lessors will continue to recognize leased assets in full on their 

balance sheets, if the lease is deemed an operating lease, and lease income will be recognized 

straight-line, in almost all instances, just as before.  No gain can be recognized in such 

circumstances upon the inception of the lease (although if the asset had become impaired, but 

due to oversight this fact had not yet been recognized, an impairment adjustment would be 

required). 

On the other hand, if there is a transfer of control over the asset, this will be recognized 

consistent with current standards dealing with revenue recognition, as recently promulgated by 

both FASB (ASU 2014-09) and IASB (IFRS 15).  Previously employed distinctions between sales-

type leases and direct financing leases are preserved in the new standard, with gain at the 

inception of the lease term recognized for sales-type leases, but not for direct financing leases.  

Also, as before, the rate implicit in the lease is used by the lessor to compute the lease receivable 

and related obligation for finance leases.  The lease receivable includes any residual benefits 

that are anticipated to be captured by the lessor upon lease termination, and these are not given 

separate categorization in the lessor’s balance sheet, as had once been proposed. 

An example of the disconnect between lessee and lessor accounting under the new standard 

is given by a lease that fails to meet any of the lessee criteria for finance lease treatment, and 

which thus must be accounted for by the lessee as an operating lease.  From the lessor’s 

perspective, however, such a lease may be either a direct financing lease or an operating lease.  

If the latter, the underlying property asset or its right-to-use equivalent would appear in both 

the lessee’s and the lessor’s balance sheets during the term of the lease.  Such a lease situation 

would arise if neither  

The present value of the sum of the lease payments and any residual value guaranteed by 

the lessee that is not already reflected in the lease payments, and/or by any other third 

party unrelated to the lessor, equals or exceeds substantially all of the fair value of the 

underlying asset;  

nor  

Is it probable that the lessor will collect the lease payments plus any amount necessary to 

satisfy a residual value guarantee. 

In such circumstances, the lessor retains the leased asset in its balance sheet, and the lessee 

reports a right-to-use asset representing the same asset. 
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Effect of adopting the new standard.  Whenever a major, fundamental change in accounting 

principles is prescribed by standard-setters, a key issue pertains to how the transition is to 

occur.  This is a particularly acute concern when long-lived assets or liabilities are involved, as 

is this case with finance leases, since a failure to adopt some sort of retrospective application 

would potentially leave financial statements displaying disparate treatment for identical 

transactions and economic phenomena for decades, making comparisons across years and 

among entities difficult or impossible.  On the other hand, retrospective application usually 

involves an enormous effort by preparers (and also by auditors), and is thus strenuously 

opposed by those commenting on proposals that include such a requirement. 

FASB has responded to these conflicting concerns with something of a compromise 

approach.  As expected, retrospective application is basically required, because the alternative 

would have resulted in a decades-long phase-in, which would have been seen as intolerable by 

many financial statement users.  However, in transitioning to the newly promulgated lease 

standard, lessees and lessors will be asked to recognize and measure leases at the beginning of 

the earliest period presented, using what is termed a modified retrospective approach.   

The modified retrospective approach provides for a number of optional practical expedients that 

entities may elect to apply, which relate to the identification and classification of leases that 

commenced before the effective date of the new rules, initial direct costs for leases that 

commenced before that date, and the ability to use hindsight in evaluating lessee options to 

extend or terminate a lease or to purchase the underlying asset.  If the practical expedients are 

employed, the reporting entity will, in effect, continue to account for leases that commenced 

before the effective date in accordance with previous GAAP, unless the lease is modified, except 

that lessees are required to recognize a right-of-use asset and a lease liability for all operating 

leases at each reporting date based on the present value of the remaining minimum rental 

payments that were tracked and disclosed under previous GAAP.  Put another way, balance 

sheet capitalization for operating leases, consistent with the new rules, will be required even for 

pre-existing operating leases, so that financial statements will fully embrace the new 

“recognition” philosophy for virtually all leases.  Remeasurement, however, is not to be 

required. 

More specifically, the practical expedients, which must be elected as a package and applied 

consistently by an entity to all of its leases (including those for which the entity is either a lessee 
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or a lessor) when transitioning to the new standard’s provisions to leases that commenced 

before the effective date, are as follow: 

1.  The reporting entity need not reassess whether any expired or existing contracts are or 

contain leases. 

2.  The entity need not reassess the lease classification for any expired or existing leases (that 

is, all existing leases that were classified as operating leases in accordance with former 

GAAP will be classified as operating leases, and all existing leases that were classified as 

capital leases in accordance with former GAAP will be classified as finance leases). 

3.  The reporting entity need not reassess initial direct costs for any existing leases. 

Separately, an entity also may elect another practical expedient, which must be applied 

consistently by an entity to all of its leases (including those for which the entity is a lessee or a 

lessor), to use hindsight in determining the lease term (that is, when considering lessee options 

to extend or terminate the lease and to purchase the underlying asset) and in assessing 

impairment of the entity’s right-of-use assets.  This practical expedient may be elected 

separately or in conjunction with the practical expedients cited above. 

Adjustments necessary to effect adoption of ASU 2016-2 will require detailed analyses.  For 

lessees, some leases that previously were accounted for as operating leases will be capitalized as 

right-of-use assets and associated debt obligations.  It will be necessary to determine the 

“amortized” amounts of leased assets and obligations that are mid-cycle at the date of adopting 

the new rules.  For lessors, some leases previously classed as operating would be accounted for 

as direct financing or sales-type leases, with removal of the underlying assets and substitution 

of a single lease receivable financial asset in its stead (not, as had been proposed, recognition of 

two distinct assets: a lease receivable and a residual asset).  In comparative income statement 

presentations, both lessees and lessors will need to adjust amortization expense and interest 

expense (lessees) and lease income, as impacted by the accreting value of the residual (lessors).   

Management calculations (sometimes attested to by outside auditors), such as those 

affirming loan covenant compliance, would also need to be re-performed, using the revised 

amounts.  Since the rights-of-use will be deemed intangible assets, there may be a need to seek 

clarifications or amendments to certain critical measures commonly stipulated, such as tangible 

net worth.  Independent accountants can usefully provide early assistance to clients in 
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explaining the impact of these and other changes – ideally before bankers, following a simplistic 

“box check” approach, conclude that borrowers are in default, with predictably unpleasant 

consequences. 

III.  TRANSITIONING TO NEW ACCOUNTING FOR LEASES  

The changes to accounting for leases set forth by ASU 2016-2 are effective for fiscal years 

beginning after December 15, 2018, including interim periods within those fiscal years, for (a) 

public business entities (i.e., issuers); a not-for-profit entity that has issued, or is a conduit bond 

obligor for, securities that are traded, listed, or quoted on an exchange or an over-the-counter 

market; and an employee benefit plan that files financial statements with the U.S. Securities and 

Exchange Commission (SEC). 

For all other entities, the new requirements are effective for fiscal years beginning after 

December 15, 2019, and interim periods within fiscal years beginning after December 15, 2020. 

Early application of the new requirements is permitted for all entities. 

IV.  LEASE ACCOUNTING UNDER NEW APPROACH IN GREATER DETAIL 

Accounting for finance leases.  A right-of-use asset and a lease liability will be recognized in 

the statement of financial position (which continues to be commonly called the balance sheet), 

initially measured at the present value of future lease payments.  The present value is computed 

using the rate charged by the lessor, if that can be determined; otherwise, the lessee’s 

incremental borrowing rate is used.  A practical expedient that allows the present value to be 

computing using a risk-free rate may be elected by entities that are not public business entities.  

The right-of-use asset is initially measured by reference to the initial measurement of the lease 

liability, plus any lease payments made at or before the commencement date, less any incentives 

provided by the lessor, and any initial direct costs incurred by the lessee (defined as marginal 

costs that would not have otherwise been incurred, such as commissions, fees, payments to 

existing tenants, and other incremental costs). 

The lease liability consists of all the following elements, to the extent relevant:  fixed 

payments, net of any incentives receivable from the lessor; variable lease payments that are 

governed by indexes or rates, initially computed using the indexes or rates in effect at the 

commencement date of the lease; any variable payments that are in-substance fixed payments; 
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amounts expected to be due under a residual value guarantee; the exercise price of a purchase 

option if the lease offers significant economic incentive for its exercise; and lease termination 

penalty payments, if the term was defined to include early termination.  As was the case under 

ASC 840, executory costs (e.g., insurance, maintenance, and taxes in connection with the leased 

property) are excluded from lease payments for the purposes of computing the lease liability. 

The unwinding (i.e., amortization) of the discount on the lease liability will be recognized 

separately from the amortization of the right-of-use asset.  The unwinding of the discount 

(interest expense) will be computed as a constant rate on a declining loan balance, as with 

normal mortgage-type amortization (i.e., using the effective interest rate method).  Since the 

interest component of expense will consequently be front-end loaded, total expense associated 

with the lease (that is, asset amortization plus interest expense) will be heavier in early years, 

lesser in later years, even if the right-of-use asset were being amortized straight-line, as will 

normally be appropriate.  

Amortization of the right-of-use asset is to be effected by a systematic process consistent with 

the pattern by which the lessee expects to consume the asset’s future economic benefits.  This 

mirrors the logic and general requirements regarding amortization of other long-lived assets 

under GAAP.  Straight-line amortization will appear to be the expected norm, but accelerated 

amortization could also be rationalized, if the pattern of actual use or consumption of value so 

warrants.  If owned assets of the same character as the leased assets are depreciated using some 

other pattern over time, the same accelerated method would be used for the leased assets. 

The right-of-use asset would be amortized over the shorter of the lease term or the expected 

useful economic life of the asset, unless the lessee has a significant economic incentive to 

exercise the purchase option.  If the lessee has a significant incentive to exercise the purchase 

option, amortization over the right-of-use asset’s useful life is prescribed. 

Any impairment of the right-of-use asset will be recognized as required, consistent with the 

accounting for tangible long-lived assets under GAAP.  Once impaired, recoveries in value may 

not be given recognition, as has long been the norm under U.S. financial reporting standards. 

The lease liability will be adjusted if and when the lease term, factors pertaining to the 

incentives to exercise a purchase option, amounts due under residual value guarantees, or the 

index or rate used to determine variable lease payments change.  In general, changes recorded 
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for the lease liability would also be reflected in changes to the right-of-use asset.  However, re-

measurement triggered by a change in an index or rate that is attributable to the current period 

is to be reflected immediately in income, as opposed to by means of an adjustment to the 

carrying value of the right-of-use asset.  If adjustments to the lease obligation and the 

concomitant adjustments to the right-of-use asset result in the carrying value of the asset being 

reduced to zero, any further adjustments would be reported in current income (i.e., the carrying 

value of the asset cannot be reduced below zero). 

The discount rate is to be reassessed if there is a change in the lease term, in factors 

indicating that the economic incentive to exercise a purchase option has dissipated, or in a 

reference interest rate if relevant to the variable lease payments to be made.  If the interest rate 

is reassessed, it is to be the rate the lessor would charge the lessee as of the date of the 

reassessment, if known, or the then-extant lessee’s incremental borrowing rate, if not known.  

As previously discussed, those reporting entities that are not public business entities are 

permitted to elect to use a risk-free rate as the discount rate. 

Accounting for operating leases by lessees.   A right-of-use asset and a lease liability would 

be recognized, initially measured at the present value of future lease payments (see foregoing 

discussion).  This is the same process as for finance leases, and this uniform accounting 

treatment for leased assets is the major departure from prior GAAP wrought by the new 

standard. 

However, regarding the income statement effects, the accounting for operating leases will 

not conform to that for finance leases.  Instead, a single periodic lease cost is to be recognized, 

combining the unwinding of the discount with the amortization of the right-of-use asset, on an 

aggregate straight-line basis.  Thus, the impact on the income statement will be straight-line 

expense recognition over the entire lease term, as is currently the case for operating leases that 

are not given balance sheet recognition.  If the unwinding of the discount on the lease obligation 

were computed (as would seem logical) by employing the effective interest rate method, this 

will necessitate that the amortization of the right-of-use asset be calculated by an increasing-

charge method, in order to make the sum of these constituent elements be uniform each period.  

Indeed, “backing into” the amortization of the right of use asset appears to be the only practical 

approach to be employed. 
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Accounting for finance leases by lessors.  As noted above, FASB has decided to retain 

current practice regarding accounting for sales-type and direct financing leases, abandoning 

two proposed efforts (set forth in the 2010 and 2013 exposure drafts) to make lessor accounting 

more of a mirror of lessee accounting for leases.  (It may additionally be noted that lessor 

accounting under U.S. GAAP will continue to depart, in certain regards, from that under IFRS.) 

If the lease is a finance lease of either variety, the underlying leased asset will be 

derecognized as if it had been sold.  If a sales-type lease, a gain on the sale will be recognized.  

In its stead, a singular new financial asset will be recognized, comprised of both the lease 

receivable (i.e., the present value of the future lease payments to be received) and a residual 

asset, if appropriate (the economic value of the asset to be recovered by the lessor at the 

termination of the lease).  An earlier proposed requirement that these were to be displayed as 

separate categories of assets in the lessor’s balance sheet has been scrapped, in favor of having a 

single lease asset. 

The lease receivable will be measured by the present value of future fixed lease payments, 

discounted using the implicit lease interest rate, plus any initial direct costs, inclusive of: 

(a) fixed payments, net of any incentive payments to be made to the lessee;  

(b) variable lease payments that depend on an index or a rate;  

(c) variable lease payments that are in-substance fixed payments;  

(d) lease payments structured as residual value guarantees;  

(e) the exercise price of any purchase option, if the lessee has a significant economic 

incentive to exercise it;  

(f) termination penalty payments, if the defined lease term is predicated upon the 

termination option being exercised; as well as  

(g) the residual value of the leased asset. 

The residual value of the leased asset represents rights to the underlying asset that the lessor 

retains, including expected variable rental payments, with the residual asset being measured 

with reference to the present value of the amount expected to be derived from the underlying 

asset after the lease term ends, plus the present value of variable lease payments (if not included 

in the lease receivable), less any earned profit.  The amounts representing both the guaranteed 



  

© Dr. Barry Jay Epstein, CPA, CFF   19            http://www.epsteinnach.com 

and the unguaranteed residual values, if any, and the amounts representing future lease 

payments to be received, are reported at present values, and all are increased (accreted) by the 

rate implicit in the lease each period. 

The lessor under a finance lease will need to re-measure the lease receivable and/or the 

residual asset under certain circumstances.  If there is a change in lease term, or in the 

assessment of whether the lessee has a significant economic incentive to exercise the purchase 

option, the carrying amount of the residual asset is to be adjusted, with gain or loss recognized 

in income.  If there is a change in lease term, or in the factors affecting the incentive to exercise 

the purchase option, the lease receivable will need to be revised.  If there is a change in the 

index or rate used to drive the variable payments, the lease receivable also will be revised.  

Finally, the discount rate used to determine the present value of lease payments will be revised 

if there are changes in the lease term, changes in factors affecting the incentive to exercise the 

purchase option, or changes to the reference interest rate, if variable payments will be affected 

by such changes. 

The carrying amount of the residual asset value portion of the lease receivable is to be 

accreted using the implicit rate in the lease. 

If variable payments were included in the initial amount of the residual asset value part of 

the receivable, the periodic amounts earned will be removed from the residual asset value and 

recognized in expense, using a cumulative, inception-to-date computation at each reporting 

date. 

If the lease receivable, whether the financial asset or the residual asset component, is 

determined to have become impaired, the impairment is to be recognized currently, consistent 

with the accounting for other financial and non-financial assets under GAAP.  The value of any 

collateral held by the lessor would be given consideration in computing the value of the lease 

receivable (exclusive of cash flows pertaining to the value of the residual asset). 

At the end of the lease term, the residual asset would be reclassified to the appropriate 

category of long-lived asset, valued at the carrying amount of the residual asset at that date.  It 

is presumed that any impairment would have already been recognized, and therefore there 

should be no additional impairment charge arising from the lease expiration. 
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In the event of an early termination, the lessor under a finance lease would have to test the 

lease receivable for impairment under GAAP and recognize any impairment; reclassify the lease 

receivable and residual asset to appropriate asset categories, using the carrying values at that 

date; and account for the underlying asset as required under appropriate provisions of GAAP. 

Accounting for operating leases by lessors.  The underlying property asset will continue to 

be recognized on the lessor’s balance sheet.  Lease income would be recognized over the lease 

term, probably on a straight-line basis, together with any initial direct costs deferred.  Variable 

payments, if any, would be recognized in income as earned.  The lessor thus reports the 

underlying (tangible, usually) asset on its balance sheet, and the lessee simultaneously reports 

the right-of-use asset regarding that same item on its balance sheet.  Having essentially the 

same asset on two entities’ balance sheets simultaneously will strike some as being wrong, but 

upon closer consideration it is clear that the physical asset only appears on the lessor’s balance 

sheet, while the intangible right to use that asset, which is a different type of asset, appears on 

the lessee’s balance sheet.  This is the case even in those circumstances where the lessee needs to 

apply finance lease accounting even as the lessor employs operating lease accounting. 

If contract terms are later modified, with substantive change to the existing lease, the 

modified lease is to be accounted for as a new lease as of the date the modifications become 

effective.  Any differences between the then-carrying amounts of pertinent assets and liabilities 

from the predecessor lease and the corresponding amounts for the new lease are to be 

recognized in income immediately.  Such changes could involve the lease term, or the amounts 

of contractual payments required under the lease, for example. 

New presentation requirements for lessees regarding leases previously classed as 

operating.  The new lease accounting rules, not surprisingly, include expanded disclosure 

requirements.  In addition to special transition disclosures when the new standard’s provisions 

are first adopted, which vary based on whether one or more of the available expedients are 

elected, the disclosures are driven by what effects on prior classifications are called for under 

the situation-specific circumstances.   

Leases previously categorized as operating leases under prior GAAP might continue as such, 

or might need to be recategorized as finance leases, with capitalization on the balance sheet 

being required in either case (apart, optionally, from certain short-term leases).  In other words, 
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one major change is that operating leases, formerly not given balance sheet recognition, will 

now be reported on the balance sheet in the same manner as capital leases have long been 

reported. 

Holding aside the matter of lease modifications or any other need for remeasurement, the 

lessee will have to measure the lease liability at the present value, using a discount rate for the 

lease (which, for entities that are not public business entities, can be a risk-free rate determined 

under provisions of the standard) established at the later of the beginning of the earliest period 

presented in the financial statements or the commencement date of the lease, of the sum of 

remaining minimum rental payments and any amounts probable of being owed by the lessee 

under a residual value guarantee. 

If the lease qualifies for operating lease treatment under the new standard, the lessee is to 

initially measure the right-of-use asset at the initial measurement of the lease liability adjusted 

for both the required subsequent-date measurement protocol set forth in the standard dealing 

with lease incentives, unamortized direct costs and related matters, and the carrying amount of 

any liability recognized in connection with exit or disposal cost obligations for the lease.  

Subsequently, the right of use asset is to be measured throughout the remaining lease term in 

accordance with the provisions of the new standard, including, if appropriate, required 

adjustments for changes in anticipated exit or disposal cost obligations for the lease. 

For each former operating lease newly classified as a finance lease, a lessee will be required 

to measure the right-of-use asset as the applicable proportion of the lease liability at the 

commencement date, which can be imputed from the lease liability determined in accordance 

with instructions for identifying the relevant discount rate.  The applicable proportion is the 

remaining lease term at the beginning of the earliest comparative period presented relative to 

the total lease term.  A lessee is to adjust the right-of-use asset recognized by the carrying 

amount of any prepaid or accrued lease payments and the carrying amount of any liability 

recognized for the lease. 

Any unamortized initial direct costs at the later of (a) the beginning of the earliest period 

presented in the financial statements or (b) the commencement date of the lease that do not 

meet the definition of initial direct costs in the new standard is to be written off as an 
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adjustment to equity at the later of (a) the beginning of the earliest period presented in the 

financial statements or (b) the commencement date of the lease. 

Finally, if a modification to the contractual terms and conditions occurs on or after the 

effective date of the new rules, and the modification does not result in a separate contract, or the 

lessee is required to remeasure the lease liability for any reason, the lessee is directed to follow 

the requirements in the standard from the effective date of the modification or the 

remeasurement date. 

New presentation requirements for lessees regarding leases previously classed as finance 

(capital).  If a lease was already classed as a capital lease, and under the new standard it 

qualifies for finance lease treatment, the lessee must recognize a right-of-use asset and a lease 

liability at the carrying amount of the lease asset and the capital lease obligation as of the later 

of:  

(a) the beginning of the earliest comparative period being presented, or  

(b) the commencement date of the lease.   

Any unamortized initial direct costs that meet the definition of such in the new standard are 

to be included in the measurement of the right-of-use asset.   

On the other hand, any unamortized initial direct costs that do not meet the new definition 

are to be written off as an adjustment to equity, at the later of:  

(a) the beginning of the earliest period presented in the financial statements, or  

(b) the commencement date of the lease. 

In subsequent periods, the right-of-use asset and the lease liability will continue to be 

measured under prior GAAP prior to the effective date (or elected early adoption date) of the 

new standard.   After the effective date, the new guidance is to be followed, with certain 

exceptions pertaining to lease payments for amounts deemed probable of being owed under 

residual value guarantees.  The assets and liabilities held under capital leases as right-of-use 

assets and lease liabilities arising from finance leases may have to be reclassified for the 

purposes of presentation and disclosure. 

If a lease was previously classed as a capital lease, and under the new standard it qualifies 

for operating lease treatment, the reporting entity must first derecognize the carrying amount of 
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any capital lease asset and capital lease obligation accounted for under prior GAAP, at the later 

of:  

(a) the beginning of the earliest comparative period presented, or  

(b) the commencement date of the lease.  Any difference between the carrying amount of 

the capital lease asset and the capital lease obligation is to be accounted for in the same 

manner as prepaid or accrued rent. 

Following that accounting adjustment, the lessee then will recognize a right-of-use asset and 

a lease liability in accordance with the new requirements.  This will vary, as set forth in the 

standard, between those leases that commenced before the beginning of the earliest period 

presented in the financial statements, and those that commenced after the beginning of the 

earliest period presented in the financial statements.  Prospectively, the operating lease will be 

accounted for in accordance with the guidance in the new standard (i.e., computing straight-line 

rental expense comprised of amortization of the right-to-use asset and interest applying a 

mortgage-type constant rate on the declining balance of the rent obligation methodology). 

If needed, any unamortized initial direct costs that do not meet the definition of initial direct 

costs in the new standard are to be written off, as an adjustment to equity, at the later of:  

(a) the beginning of the earliest period presented in the financial statements, or  

(b) the commencement date of the lease. 

If a modification to the contractual terms and conditions occurs on or after the effective date 

of the standard, and the modification does not result in a separate contract as explained in the 

new rules, or the lessee is required to remeasure the lease liability under provisions of the new 

standard, then the lessee will have to subsequently account for the lease in accordance with the 

new requirements beginning on the effective date of the modification or the remeasurement 

date. 

Additional, special rules will apply if the lease is classified as a finance lease under the fifth 

(specialized or build to suit asset) criterion. 

New presentation requirements for lessors regarding leases previously classed as 

operating.  A lessor is to continue to recognize the carrying amount of the underlying asset and 

any lease assets or liabilities at the later of: 
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(a) the date of initial application, and  

(b) the commencement date as the same amounts recognized by the lessor immediately 

before that date under prior GAAP.   

It will account for previously recognized securitized receivables as secured borrowings in 

accordance with relevant rules under GAAP.   

Furthermore, it will write off, as an adjustment to equity, any unamortized initial direct costs 

that do not meet the definition of initial direct costs in the new standard, at the later of:  

(a) the beginning of the earliest period presented in the financial statements, or  

(b) the commencement date of the lease, unless certain practical expedients were elected. 

For each lease classified as a direct financing or a sales-type lease under the new standard, 

the objective is to account for the lease, as if it had always been accounted for as a direct 

financing lease or a sales-type lease in accordance with new rules, beginning on the later of:  

(a) the beginning of the earliest comparative period presented in the financial statements, 

and  

(b) the commencement date of the lease.   

To achieve this, the lessor must derecognize the carrying amount of the underlying asset at 

the later of:  

(a) the beginning of the earliest comparative period presented in the financial statements, 

or:  

(b) the commencement date of the lease. 

The lessor must also recognize a net investment in the lease at the later of:  

(a) the beginning of the earliest comparative period presented in the financial statements, 

or  

(b) the commencement date of the lease, as if the lease had been accounted for as a direct 

financing lease or a sales-type lease in accordance with the new guidance since lease 

commencement. 
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The lessor will then record any difference between the foregoing amounts as an adjustment 

to equity; and account for the lease in accordance with the new standard after the later of: 

(a) the beginning of the earliest comparative period presented in the financial statements, 

and  

(b) the commencement date of the lease. 

New presentation requirements for lessors regarding leases previously classed as direct 

financing or sales-type.  If under the new standard a lease qualifies as a direct financing lease 

or a sales-type lease, the lessor will continue to recognize a net investment in the lease, at the 

later of:  

(a) the beginning of the earliest comparative period presented in the financial statements, 

and  

(b) the commencement date of the lease,  

at the carrying amount of the net investment at that date, which amount would include any 

unamortized initial direct costs capitalized as part of the lessor’s net investment in the lease in 

accordance under prior GAAP.  Prior to the effective date of the new standard, a lessor will 

continue to account for the lease in accordance with prior GAAP; beginning on the effective 

date, a lessor will account for the lease in accordance with the recognition, subsequent 

measurement, presentation, and disclosure guidance in the new standard. 

Beginning on the effective date, if a lessor modifies the lease and the modification is not 

accounted for as a separate contract, the lessor will have to account for the modified lease in 

accordance with specific provisions of the new standard if the modified lease is classified as a 

direct financing lease after the modification, and will have to comply with other specific 

provisions of the new standard if the modified lease is classified as a sales-type lease after the 

modification.  A lessor will not remeasure the net investment in the lease on or after the 

effective date of the new standard unless the lease is modified and the modification is not 

accounted for as a separate contract. 

For each lease classified as an operating lease in accordance with the new standard, the 

objective is to account for the lease, beginning on the later of:  
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(a) the beginning of the earliest comparative period presented in the financial statements, 

and  

(b) the commencement date of the lease, as if it had always been accounted for as an 

operating lease under the new rules.   

To accomplish this, the lessor will need to recognize the underlying asset at what the 

carrying amount would have been had the lease been classified as an operating lease under 

prior GAAP; derecognize the carrying amount of the net investment in the lease; record any 

difference between the foregoing as an adjustment to equity; and subsequently account for the 

operating lease in accordance with the new guidance, and account for the underlying asset in 

accordance with other relevant GAAP. 

Other new guidance is provided for those leases previously accounted for as leveraged 

leases by the lessor.  The new standard rescinds the leveraged lease rules that were set forth in 

ASC 840 with respect to leases that commence after the effective date of the ASU. The previous 

leveraged lease model will continue to be applied for leases that commenced prior to the 

effective date of the ASU.  Separate guidance is provided for sale and leaseback arrangements. 

Short term leases.  As noted, leases with terms of less than one year (including so-called 

“month-to-month” arrangements) may optionally be excluded from the new capitalization 

accounting requirements.  A lessee may elect, as an accounting policy, not to apply the 

requirements of the new standard to short-term leases, but may instead recognize the lease 

payments in profit or loss on a straight-line basis over the lease term, with variable payments, if 

any, recognized in the period incurred.  A lessor may elect, as an accounting policy, not to apply 

the requirements of the proposed standard to short-term leases, but may instead recognize the 

lease payments in profit or loss over the lease term on either a straight-line basis or another 

systematic basis, if that basis is more representative of the pattern in which income is earned 

from the underlying asset.  The accounting policy election for short-term leases will have to be 

made by class of underlying asset to which the right of use relates.  If an entity accounts for 

short-term leases in accordance with these elective options, it must disclose that fact. 

IV.  LEASE ACCOUNTING AND THE RISK OF FINANCIAL REPORTING FRAUD 

Historically, lease accounting, although somewhat complicated, has not been a major 

mechanism for financial reporting fraud, although there have been some notable instances, such 
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as Xerox Corp.’s aggressive treatment of lessor accounting rules in the late 1990s, which 

resulted in its paying a then-record $10 million civil fine and ultimately restating (i.e., allocating 

to different periods) over $6 billion in revenues.  That company’s infractions involved the way 

in which it allocated revenues associated with “bundled” machine leases, service contracts, and 

supplies, thereby inappropriately front-loading revenues.  The new lease accounting 

requirements will not change the risk that future lessors might misallocate bundled revenue 

streams, and this will remain a matter of concern for auditors (this being a rather specialized 

aspect of revenue recognition, which is, in general, the most commonly-cited area of abuse in 

financial reporting frauds). 

Under previous lease accounting rules (FASB Statement 13 and its scores of amendments and 

other forms of interpretive guidance that were codified as ASC 840), the major concern 

regarding financial reporting by lessees was that they were able to collaborate with the lessor to 

cleverly craft lease terms in order to avoid capitalization, by having the present value of lease 

commitments fall slightly below the 90%-of-fair-value threshold and/or having the term fall 

slightly under the 75%-of-economic-life threshold, thus preserving operating lease treatment.  

This was seen as being highly desirable because it kept the leased asset, and, more importantly, 

the related long-term debt obligation, off the balance sheet, creating, it was thought, the image 

of a less financially leveraged enterprise.  Sophisticated lenders and many other interested 

parties, including securities analysts, became rather adept at recasting those balance sheets, 

using supplementary information found in the financial statement footnote data, so as to gain a 

more accurate picture of the entity’s true economic performance and financial condition, 

thereby making any misperceptions increasingly less likely to be maintained.  The new 

standard forces capitalization of virtually all leases (those under one year in duration at 

inception may optionally be excluded, but these are of trivial significance), thus foreclosing the 

opportunity to window dress the balance sheet in that manner. 

A range of somewhat prosaic financial reporting fraud opportunities involving leases will 

nonetheless still exist.  Some of these are analogous to fraudulent accounting devices that have 

been observed in non-lease circumstances, such as manipulating the economic lives of the 

enterprise’s assets in order to impact the amortization expense being recognized in a given year.  

This tactic works equally well whether the assets are owned and accounted for as property and 

equipment, or leased and, under the new standard, treated as the intangible, right-of-use asset.  
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(In one well-known fraud, for example, Waste Management, Inc. capriciously extended the 

purported depreciable lives of its landfills in order to boost earnings via lower depreciation 

charges.)  For lessees, the right-of-use assets will need to be amortized over the lesser of useful 

lives or lease terms, and there may be a temptation for some to use the lease term, if longer, in 

order to ameliorate the earnings impact of the more rapid amortization dictated by the leased 

asset’s useful life.  Auditors will continue to be alert to such schemes. 

Another possible area of abusive accounting would involve imputing a too-high interest rate 

on the lease obligation, which would understate the initial debt amount, thereby understating 

the extent of the reporting entity’s financial leverage, although the corollary to this would be an 

exaggeration of the amounts of interest expense to be recognize over the term of the lease, 

which would have to be front-loaded using the constant return on a declining balance method 

required under GAAP. 

For lessees willing to engage in blatant fraud, concealing the existence of the long-term lease 

would, in theory, allow recognition of rental expense without capitalization of either asset or 

obligation, thereby obscuring the extent of financial leverage undertaken.  If there are properly 

designed controls in place (e.g., allowing execution of lease agreements by only authorized 

parties, triggering the necessary accounting), and if the independent auditors are appropriately 

alert, any would-be short-term rental expenditures will be closely examined to guard against 

overlooked rights-of-use and corresponding obligations that needed to have been booked. 

Once a weakness or an absence of internal controls is admitted as a possible condition, of 

course, the range of possible frauds that can befall a company is great, including collusive 

frauds involving equipment that is – or in some cases is not – leased to it.  Equipment can be 

overvalued, and entirely bogus rental invoices can be presented for payment by a corrupt 

confederate, as is also true for a variety of commonplace vendor fraud schemes.  The company 

may also fall victim to duplicate payment schemes and other means of extracting excessive 

disbursements for otherwise legitimate expenditures.  Good internal control is the main means 

of preventing these and similar abuses from occurring. 

For lessors, there are also the usual range of fraud risks, such as the unauthorized sale of 

assets and theft of proceeds, under-billing of lessees by a corrupt lessor agent in exchange for 

kickbacks of a portion of the lessee’s savings, outright theft of rental payments received, and 
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substitution of lower-quality assets for those originally acquired for leasing purposes, with theft 

of the excess value paid for. 

In general, the new requirements are not anticipated to increase risk of accounting fraud 

beyond what already exists, once the rules have been understood and fully implemented.  

During the learning curve phase, risk of both error and fraud will be increased.  On the other 

hand, the risk of accounting fraud is always a concern, and auditors continue to struggle with 

public perceptions regarding their obligations to detect such occurrences.  The new lease 

standard will just add to the need to continually refine and improve auditing techniques. 
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