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FASB Draws a Bright Line 
Through Operating Leases 
Proposed ASU Revamps Lease 
Accounting
by Scott Cerutti, Jeff Nickell, and Beth Young, Deloitte & Touche LLP

Lease accounting, the poster child for bright lines and rules-based accounting, is about 
to undergo a fundamental overhaul. On August 17, 2010, the FASB and IASB issued 
an exposure draft (ED), Leases. The ED, released by the FASB as a proposed Accounting 
Standards Update (ASU), creates a new accounting model for both lessees and lessors 
and eliminates the concept of operating leases. The proposed ASU, if finalized, would 
converge the FASB’s and IASB’s accounting for lease contracts in most significant areas. 
(The few remaining differences pertain mostly to discrepancies with other existing 
standards.) Essentially, all outstanding leases as of the date of initial application would 
be subject to the new lease accounting model — there would be no grandfathering 
of existing leases. In addition, the transition requirements would require adjustment of 
comparative periods.

Comments on the proposed ASU are due by December 15, 2010, and the boards expect 
to issue a final standard in June 2011.

Background
The boards have been debating lease accounting since 2006, when they added it to their 
Memorandum of Understanding. Many believed that lease accounting relied too heavily 
on bright lines and that it offered entities the opportunity to structure arrangements to 
get a desired accounting effect. This often resulted in economically similar transactions 
being accounted for differently. In March 2009, the boards published a discussion paper 
that focused on the lessee’s accounting. However, the boards made the decision to also 
address lessor accounting in the ED. 

Effective Date
The proposed ASU does not specify an effective date. The boards plan to consider the 
effective date after reviewing the comments they receive on the ED and after taking into 
account all other joint projects expected to be finalized in the coming year.
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In a Nutshell
The table below highlights the most significant provisions of the proposed lease accounting model. A more detailed discussion of 
various aspects of the model follows the table.

Lessees

•	 Lessees	will	recognize	a	right-of-use	asset	and	a	liability	for	their	obligation	to	make	lease	payments	for	all	leases.	“Off-balance-sheet”	leases	and	the	
concept	of	“lease	classification”	in	the	current	accounting	model	will	no	longer	exist	for	lessees.

•	 For	leases	previously	classified	as	operating	leases,	rent	expense	will	be	replaced	with	amortization	expense	and	interest	expense.	Amortization	of	
the right-of-use asset will generally be on a straight-line basis; however, interest expense will be front-end loaded (i.e., like interest on an amortizing 
mortgage).

•	 Under	an	expected-outcome	approach,	the	lessee	recognizes	contingent	rentals	and	residual	value	guarantees	as	part	of	the	lease	liability.	The	lessee	
bases its inclusion of rentals for renewal periods in the lease liability on the longest possible term that is more likely than not to occur.

•	 Unlike	the	current	lease	accounting	model,	the	new	model	requires	an	assessment	of	whether	there	are	new	facts	and	circumstances	that	would	
significantly change the lessee’s estimate of contingent rents and renewal periods as of each reporting period. 

•	 The	identification	of	nonlease	components	(e.g.,	maintenance	costs	in	certain	arrangements)	will	become	more	important	under	the	new	model.

•	 Total	lease-related	expense	will	be	front-end	loaded,	unlike	current	operating	lease	treatment.	Rising	asset	prices,	or	a	lessee	entering	into	an	
increased number of new leases, could result in net income remaining lower than the amount that would be achieved under current operating lease 
accounting — even as old leases expire.

•	 Because	rental	expense	is	not	recorded	under	the	new	model,	EBITDA	will	be	higher	than	it	is	under	current	operating	lease	accounting.

•	 Lease	payments	will	be	treated	as	financing	cash	outflows	in	the	statement	of	cash	flows.	Under	current	U.S.	GAAP,	operating	lease	rent	payments	
are	treated	as	an	operating	cash	flow.	

Lessors

•	 The	proposed	ASU	includes	two	accounting	models	for	lessors.	A	lessor	that	retains	exposure	to	significant	risks	or	benefits	associated	with	the	
underlying asset would apply the performance obligation approach; otherwise, the lessor would apply the derecognition approach.

•	 Under	the	performance	obligation	approach,	the	leased	asset	remains	on	the	lessor’s	books.	The	lessor	records	(1)	a	receivable	for	the	expected	lease	
payments and (2) a corresponding performance obligation liability (essentially, deferred revenue). 

•	 Under	the	derecognition	approach,	a	portion	of	the	leased	asset	is	removed	from	the	lessor’s	books.	The	lessor	records	(1)	a	receivable	(and	income)	
for the expected lease payments and (2) a residual asset representing the right to the underlying asset at the end of the lease term. Expense would be 
recognized for the portion of the leased asset that is removed from the lessor’s books. Income and expense may be presented net depending on the 
lessor’s business model.

•	 The	FASB	has	a	separate	project	to	consider	whether	owners	of	investment	properties	(e.g.,	certain	lessors	of	real	estate)	should	be	required	to	record	
those properties at fair value.

Business Consequences

•	 An	increase	in	assets	and	liabilities	could	result	in	lower	asset	turnover	ratios,	lower	return	on	capital,	and	an	increase	in	debt-to-equity	ratios.	This	
could affect borrowing capacity or compliance with loan covenants.

•	 The	elimination	of	“off-balance-sheet”	financing	eliminates	one	of	the	advantages	of	leasing	for	lessees.	This	could	result	in	a	push	toward	shorter	
term leases or buying an asset rather than leasing it. Lessees would need to balance this consideration with potentially higher rents for shorter-term 
leases as well as reduced amortization periods for leasehold improvements (which would generally result from a shorter lease term). In addition, the 
other	benefits	of	leasing	—	flexibility	to	change	locations	or	equipment,	reduced	property	management	responsibilities,	potential	for	financing	100	
percent	of	the	asset	cost,	improved	cash	flows,	etc.	—	remain	unchanged.

•	 Accounting	systems	will	most	likely	need	to	be	enhanced	or	updated	to	address	the	new	standard	—	lease	contract	management	systems	will	need	
to be more closely integrated with lease accounting systems.

•	 The	new	model	will	result	in	additional	temporary	differences	for	income	tax	accounting	purposes.	In	addition,	state	and	local	taxes	will	be	affected	
when	the	computation	(or	impact)	of	taxes	is	based	on	U.S.	GAAP	amounts.
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Scope
The scope of the ED is similar to that of existing lease accounting standards; therefore, 
most contracts currently accounted for as leases would be subject to the new guidance 
as well. In addition, the ED includes conditions for use in determining whether an 
arrangement contains a lease (e.g., power purchase agreements, supply contracts, 
take-or-pay contracts). The conditions are similar to those currently in ASC 8401 (and 
previously included in EITF Issue 01-82). Some contracts specifically identified as not being 
within the scope of the ED are:

•	 Leases	of	intangible	assets.

•	 Leases	to	explore	for	or	use	minerals,	oil,	natural	gas,	and	similar	
nonregenerative resources.

•	 Leases	of	biological	assets.

Contracts that represent the purchase or sale of the underlying asset would also be 
excluded	from	the	scope	of	the	ED	and	accounted	for	under	other	U.S.	GAAP.	The	ED	
states that a contract is a purchase or a sale if at the end of the contract the contract 
transfers both of the following:

•	 Control	of	the	underlying	asset.

•	 All	but	a	trivial	amount	of	the	risks	and	benefits	associated	with	the	underlying	
asset.

The ED indicates that a contract normally would meet both of these criteria when the 
contract automatically transfers title to the underlying asset at the end of the contract 
or includes a bargain purchase option in which it is reasonably certain, at the inception 
of the lease, that the lessee will exercise the option. However, an entity would consider 
all relevant facts and circumstances and not base its conclusion solely on how the 
transaction is described in the contract. The determination of whether a contract is a 
purchase or sale is made at inception and is not subsequently reassessed.

Editor’s Note: Transfer of the title of the underlying asset, in and of itself, would 
not be sufficient for an entity to conclude that the transaction should be considered 
a purchase or sale. All but a trivial amount of the risks and benefits must also 
be transferred to the lessee. Although the ED provides no specific guidance for 
determining	what	constitutes	“trivial,”	such	a	low	threshold	suggests	that	if	a	lessor	
provides a warranty or guarantee to the lessee, or shares in future profits on the sale 
of the asset, the transaction could be considered a lease rather than a purchase or sale 
(regardless of whether title is transferred).

Also, a lessor that leases investment property to others would not apply the proposals if 
the lessor elects to measure the property at fair value in accordance with IAS 40.3

Under	current	U.S.	GAAP,	there	is	no	option	to	measure	investment	properties	at	fair	
value. However, the FASB will expose as a proposed ASU a revised version of IAS 40 that 
would generally be consistent with the guidance in IAS 40, except that it would require 
that investment properties be measured at fair value through earnings rather than 
providing an option, as IAS 40 currently does. Under IAS 40:

Investment property is property (land or a building — or part of a building — or both) 
held (by the owner or by the lessee under a finance lease) to earn rentals or for capital 
appreciation or both, rather than for: (a) use in the production or supply of goods or 
services or for administrative purposes; or (b) sale in the ordinary course of business. 

The scope of the ED 
is similar to that of 
existing lease 
accounting standards; 
therefore, most 
contracts currently 
accounted for as leases 
would be subject to 
the new guidance as 
well.

1 FASB Accounting Standards Codification Topic 840, Leases.
2	 EITF	Issue	No.	01-8,	“Determining	Whether	an	Arrangement	Contains	a	Lease.”
3 IAS 40, Investment Property. 
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Editor’s Note: Although a scope exception for noncore assets (i.e., leases of 
assets not essential to an entity’s operations) was discussed as part of the FASB’s 
deliberations, the ED does not include one. However, the boards did provide some 
relief	in	connection	with	short-term	leases	(defined	in	the	ED	as	a	“lease	that,	at	the	
date of commencement of the lease, has a maximum possible lease term, including 
options	to	renew	or	extend,	of	12	months	or	less”).	A	lessee	that	has	a	short-term	
lease will still need to record a right-of-use asset and a corresponding liability; however, 
the lessee can elect on a lease-by-lease basis to record the liability at the undiscounted 
amount of the lease payments and the right-of-use asset at the undiscounted amount 
of lease payments plus recoverable initial direct costs. The lessee would recognize lease 
payments in the income statement over the lease term. A lessor that has a short-term 
lease can elect on a lease-by-lease basis to not recognize a lease receivable or a liability 
but would continue to recognize the underlying asset and recognize lease payments in 
the income statement over the lease term.

Contracts That Contain Both Service and Lease Components
The proposed ASU requires that lease payments be allocated between the lease 
component (which would be accounted for under the lease standard) and the service 
component	(which	would	be	accounted	for	in	accordance	with	other	U.S.	GAAP)	when	
the	service	component	is	“distinct.”	The	proposed	ASU	states	that	the	service	component	
is distinct if the entity or another entity sells an identical or similar service separately 
or if the entity could sell the underlying service separately because it has a distinct 
function and a distinct profit margin. If the service component is distinct from the lease 
component, the entity will allocate payments between the service and lease components 
in accordance with the principles in the joint project on revenue recognition, Revenue	
From	Contracts	With	Customers. However, if the lessee or lessor is unable to allocate the 
payments, the entire contract is accounted for as a lease. If the service component is not 
distinct from the lease component, the entire contract is accounted for as a lease. 

Editor’s Note: For lessors applying the derecognition approach, the IASB reached a 
different decision than the FASB regarding contracts that contain a service component 
but in which there is no distinct service component. The FASB would not require 
services to be bifurcated from the lease component in such a contract (rather, the 
entire contract would be accounted for as a lease). However, the IASB decided that 
under the derecognition approach, the lessor must bifurcate services from the lease 
components (including situations in which the contract does not contain a distinct 
service component) and that the services would be accounted for in accordance with 
the principles in the joint revenue recognition project.

Lessee Accounting

Overall Model
The proposed lessee accounting model is based on a right-of-use approach. In a lease 
contract, the lessee obtains a right to use an asset for a specified period. Under the 
proposed model, the lessee will recognize an asset and a liability for all lease contracts. 
The asset represents the lessee’s right to use the leased asset for the lease term and 
the liability represents its obligation to make lease payments. The asset and liability 
are recognized as of the date of commencement of the lease.4 The proposed model is 
different from the current lease accounting model, in which a lessee accounts for its right 
to use the leased asset either as an asset and liability (i.e., capital/finance lease) or as an 
executory contract (i.e., operating lease), depending on the terms of the lease.

The proposed lessee 
accounting model is 
based on a right-
of-use approach.

4	 The	ED	defines	“the	date	of	commencement	of	the	lease”	as	the	“date	on	which	the	lessor	makes	the	underlying	asset	
available	for	use	by	the	lessee.”
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Initial Measurement 
As noted above, the proposed model requires the lessee to record a right-of-use asset 
and a liability for its obligation to make lease payments as of the date of commencement 
of a lease. The asset and liability are initially measured as of the date of inception of the 
lease.5 For leases that are other than short term, the present value of the lease payments 
is used in the initial measurement of the obligation to make lease payments, discounted 
by using the lessee’s incremental borrowing rate or the rate the lessor charges the lessee, 
if it can readily be determined. The right-of-use asset is initially measured at the same 
amount as the obligation to make lease payments plus any recoverable initial direct costs 
— for example, commissions and legal fees. The two main components that a lessee 
must take into account when initially measuring the right-of-use asset and the lease 
liability are (1) the lease term and (2) the lease payments. Both are discussed in more 
detail below. 

Editor’s Note: The ED does not address the impact of lease incentives (i.e., payments 
a lessor makes to a lessee as an incentive for the lessee to enter into the lease) on 
the initial measurement of the right-of-use asset and lease liability. Lease incentives 
include funding allowances provided by a lessor to a lessee for tenant improvements 
— these arrangements are common in the retail industry as well as in leases of general 
office space. In addition, the ED does not specifically address situations in which 
the underlying asset to be leased has not yet been constructed (e.g., in build-to-suit 
leases).	We	expect	that	the	FASB’s	constituents	will	request	additional	guidance	on	
these topics during the comment period.

Lease Term
The	ED	states	that	the	lease	term	is	the	“longest	possible	term	that	is	more	likely	than	not	
to	occur.”	Therefore,	if	the	lease	contract	includes	renewal	options	or	early	termination	
options, determining the lease term will require the lessee to estimate the probability of 
occurrence for each possible term. The ED lists considerations for a lessee in assessing the 
probability of each possible term, including, but not limited to:

•	 Contractual	factors	such	as	termination	penalties	or	level	of	lease	payments	(e.g.,	
bargain renewal rates).

•	 Noncontractual	factors	such	as	the	existence	of	significant	leasehold	
improvements.

•	 Whether	the	underlying	asset	is	specialized	or	is	crucial	to	the	lessee’s	
operations.

•	 Past	experience	of	the	entity	or	the	entity’s	intentions.

Although purchase options are considered as part of the analysis in the determination 
of whether a lease contract represents the purchase or sale of the underlying asset (see 
the Scope section above), under the proposed model if a contract is determined to be 
within the scope of the lease accounting guidance, the purchase option would only be 
accounted for when it is exercised. The exercise price would not be considered a lease 
payment but part of the cost of acquiring the underlying asset.

The ED states that 
the lease term is the 
“longest possible term 
that is more likely 
than not to occur.”

5	 The	ED	defines	“date	of	inception	of	the	lease”	as	“the	earlier	of	the	date	of	the	lease	agreement	and	the	date	of	
commitment	by	the	parties	to	the	lease	agreement.”
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Editor’s Note: The current lease accounting model requires renewal options 
to	be	included	in	the	accounting	lease	term	if	they	are	“reasonably	assured”	of	
being exercised by the lessee because of a contractual or noncontractual penalty 
for nonrenewal. Under the ED, most of the factors the lessee would consider are 
consistent	with	those	used	to	evaluate	the	lease	term	under	current	U.S.	GAAP,	with	
the	exception	of	a	lessee’s	past	practice	and	intentions.	In	addition,	“reasonably	
assured”	has	been	interpreted	as	a	high	threshold	under	current	practice.	As	a	result,	
it is likely that the accounting lease term under the new model will be longer than, or 
at	least	as	long	as,	the	accounting	lease	term	under	current	U.S.	GAAP.	In	addition,	
lessees	will	need	to	carefully	consider	all	renewal	options,	including	“month-to-month”	
renewals in which a lessee has the unilateral right to continue using the leased asset on 
a month-to-month basis at the end of the contractual lease term.

Lessee Accounting — Example 1
The following example, adapted from paragraph B17 of the proposed ASU, illustrates 
how a lessee would determine the lease term under the proposed model.  

A lessee enters into a noncancelable 10-year lease with two 5-year options to renew. On 
the basis of past history and other contractual and noncontractual factors specific to the 
leased asset, the entity has assigned the following probabilities to each of the potential 
terms:

•	 A	40	percent	probability	of	a	10-year	term.

•	 A	30	percent	probability	of	a	15-year	term.

•	 A	30	percent	probability	of	a	20-year	term.

Analysis
There is a 30 percent probability of a 20-year term, a 60 percent probability of at least 
a 15-year term, and a 100 percent probability that the term will be at least 10 years. 
Therefore, the longest possible term more likely than not to occur is 15 years.

Lease Payments — Including Contingent Rentals and Residual Value 
Guarantees
The proposed ASU requires a lessee to use an expected-outcome approach to determine 
the lease payments required during the term of the lease. The expected outcome 
approach	is	described	in	the	proposed	ASU	as	“the	present	value	of	the	probability-
weighted	average	of	the	cash	flows	for	a	reasonable	number	of	outcomes.”	The	proposal	
does state that not every possible outcome has to be considered (in other words, the 
lessee	only	needs	to	consider	the	outcomes	that	it	believes	are	“reasonable”).		

The ED specifically states that when determining the present value of the lease payments, 
the	lessee	must	include	contingent	rents,	residual	value	guarantees	(RVG),	and	expected	
payments under termination penalties between the lessee and lessor. This is a significant 
change from the current lease accounting model, in which contingent rents are generally 
excluded from the calculation of minimum lease payments regardless of their probability 
of occurring. Under the proposed ASU, contingent rents are now required to be 
estimated and recorded at the commencement of the lease.  

The ED does include an exception for contingent rentals that depend on an index or 
rate. The ED states that the lessee would use forward rates or indices to determine the 
expected lease payments if such rates or indices are readily available. If forward rates or 
indices are not readily available, the lessee would use the prevailing rates or indices. In 
other words, the ED would not require a lessee to estimate future consumer price indices 
or prime rates (if the lease payments change in response to those rates).

Editor’s Note:	When	evaluating	what	amounts	to	include	in	their	estimate	of	
contingent rents, lessees will need to consider all contingent lease payments to the 
lessor — including, but not limited to, payments that are contingent on the lessee’s 
sales, payments under co-tenancy provisions, and usage-based changes.

The proposed ASU 
requires a lessee to use 
an expected-outcome 
approach to determine 
the lease payments 
required during the 
term of the lease.
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Subsequent Measurement and Reassessment
After the commencement of the lease, the lessee will record amortization expense by 
amortizing the right-of-use asset on a systematic basis to the end of the lease term 
or over the useful life of the underlying asset if shorter. The lessee will record interest 
expense on the outstanding obligation by using the interest method to recognize the 
obligation at amortized cost. The lessee uses ASC 3506 (IAS 367	under	IFRSs)	to	evaluate	
the right-of-use asset for impairment.  

The ED requires a lessee to reassess the carrying amount of the obligation each reporting 
period	“if	facts	or	circumstances	indicate	that	there	would	be	a	significant	change	in	
the	liability	since	the	previous	reporting	period.”	If	there	is	a	change	to	the	lease	term	as	
a result of this reassessment, the lessee would recognize it by adjusting the obligation 
to make rental payments and the right-of-use asset. Changes to the contingent rents, 
termination	penalties,	and	RVG	would	be	recorded	in	the	income	statement	if	the	
change arises from current or prior periods. All other changes would be recorded as an 
adjustment to the right-of-use asset and the obligation to make rental payments.  

A lessee would not amend the discount rate for changes in the expected lease term or 
when	estimates	of	contingent	rentals	or	RVGs	change	unless	the	contingent	rentals	are	
contingent on variable reference interest rates, in which case the lessee would need to 
revise the discount rate for changes in the reference interest rates and recognize those 
changes in the income statement.

Editor’s Note: The requirement for the lessee to regularly evaluate whether there are 
new facts and circumstances related to its lease term assumptions will be particularly 
challenging to meet, and it represents a significant change from the current lease 
accounting model. Although lease accounting is performed on a lease-by-lease basis, 
companies may need to develop robust accounting policies that not only comply 
with the reassessment requirements but also allow for a practical application of those 
requirements (e.g., typical indicators that would trigger a change in the accounting 
lease term for a particular type of leased asset).

Lessee Accounting — Example 2
Company A enters into an arrangement to lease a retail outlet in an office building. 
The lease term is noncancelable for 10 years, with two 5-year renewal options. The 
agreement is for annual lease payments of $2 million per year plus an additional 
contingent rent of 2 percent of gross revenue per year. Company A’s incremental 
borrowing rate is 8 percent. The agreement does not include a purchase option or a 
residual value guarantee.

Lease Term
In the measurement of the right-of-use asset, the first step is to determine the lease term. 
Company A developed the probabilities on the basis of contractual factors, the existence 
of leasehold improvements, and its past history of renewals. The lease term selected is 
15 years because this is the longest possible term that is more likely than not to occur 
(illustrated as follows):

Two 5-year 
renewals 

One 5-year 
renewal No renewal

Lease term 20 years 15 years 10 years

Probability 45% 35% 20%

Cumulative probability 45% 80% 100%

The next step is to estimate the lease payments over the 15-year lease term to determine 
the expected lease payments over the expected lease term. The scenarios below are 
based on A’s forecasts and revenue projections for reasonably possible outcomes over the 
next 15 years.

The requirement for 
the lessee to regularly 
evaluate whether 
there are new facts 
and circumstances 
related to its lease 
term assumptions will 
be particularly 
challenging to meet, 
and it represents a 
significant change 
from the current lease 
accounting model. 

6 FASB Accounting Standards Codification Topic 350, Intangibles	—	Goodwill	and	Other.
7 IAS 36, Impairment of Assets.
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Expected Contingent Rentals

Outcome 1 
 Constant 
Revenue

Outcome 2 
Revenue 
Growth 
5%/Year

Outcome 3 
Revenue 
Growth 
8%/Year

Outcome 4 
Revenue 
Decline 
2%/Year Total 

Sales over 15  
    years, assuming  
    $10M in year 1  $ 150,000,000  $  215,785,636  $ 271,521,139  $ 130,715,449

Total contingent  
    rent   3,000,000   4,315,713   5,430,423   2,614,309

Present value   1,711,896   2,297,568   2,777,778   1,534,344

Probability   40%   25%   25%   10%

 $ 684,758  $ 574,391  $ 694,444  $ 153,434  $ 2,107,027

The following is the total right-of-use asset and performance obligation that will be 
recorded on day 1. The amount is based on the lease term and contingent rentals 
(calculated above) and the annual lease payments. 

Right-of-Use Asset/Obligation

Contingent rentals  $ 2,107,027

Annual	lease	payments	(PV	of	$2M/year	for	15	years)   17,118,957

Total right-of-use asset/obligation  $ 19,225,984

At the date of commencement of the lease, A will recognize a right-of-use asset and an 
obligation of $19.2M. 

Journal Entry at the End of Year 1
At the end of year 1, actual revenue was $11,000,000 (i.e., $1,000,000 above the 
lessee’s estimate of year 1 revenue). If A makes its lease payment on December 31, A will 
record the following entry (interim effects are ignored):

Lease obligation (interest method)  $ 661,921 

Interest expense (interest method)   1,538,079 

Amortization expense (straight-line)   1,281,732

Additional expense1 (1,000,000 × 2%)   20,000

      Cash  $ 2,220,000

						Right-of-use	asset   1,281,732
1 The	ED	does	not	specify	whether	the	additional	expense	associated	with	the	current	period	“true-up”	of	contingent	rent	

would be classified as additional interest expense or additional amortization expense.

Since the actual revenue is higher than initially estimated, A would record the additional 
contingent rent payment in connection with the current year directly to the income 
statement. It would also need to reconsider its future estimates of revenue. If the estimate 
of future revenue and future contingent rentals are adjusted, the right-of-use asset and 
the obligation would be adjusted.

The following table compares the income statement impact in the first year of this lease 
agreement under (1) the proposed right-of-use approach and (2) current operating lease 
accounting. Under the proposed approach, the expense is front-end loaded; therefore, 
the expense recognized in the early years of the lease will be higher than it would be 
under current operating lease accounting.

Under the proposed 
approach, the expense 
is front-end loaded; 
therefore, the expense 
recognized in the 
early years of the lease 
will be higher than it 
would be under 
current operating 
lease accounting.
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Income Statement Comparison: Year 1

Proposed 
Accounting

Current 
Accounting 

Amortization expense  $ 1,281,732 

Interest expense   1,538,079 

Contingent rentals1   20,000  $ 220,000

Rent	payment	—	expense     2,000,000

Total  $ 2,839,811  $ 2,220,000
1 The	ED	does	not	specify	whether	the	additional	expense	associated	with	the	current	period	“true-up”	of	contingent	rent	

would be classified as additional interest expense or additional amortization expense. 

Lessor Accounting

Overall Model
The proposed ASU describes two accounting models for lessors. A lessor determines 
which model to apply to a particular lease contract by determining whether the lessor 
retains exposure to significant risks or benefits associated with the underlying asset. The 
exposure to significant risks or benefits could occur either during the expected term 
of the lease contract (e.g., because of significant contingent rentals during the lease 
term, options to extend the lease, options to terminate, or material nondistinct services 
provided under the lease contract) or after the term of the lease contract (e.g., when 
the lease term is not significant relative to the remaining useful life of the asset or a 
significant change in the value of the underlying asset at the end of the lease term is 
expected). A lessor that retains exposure to significant risks or benefits associated with the 
underlying asset would apply the performance obligation approach; otherwise, the lessor 
would apply the derecognition approach. The determination of the application of the 
appropriate model to apply would be made at lease inception and not reassessed. The 
credit risk of the lessee would not be considered in the analysis of whether the lessor is 
exposed to significant risks or benefits associated with the underlying leased asset during 
the expected term of the current lease. 

In general, the two models are intended to accommodate an entity’s business model. An 
entity in the business of leasing an asset to multiple tenants over its economic life would 
typically follow a performance obligation approach. Manufacturers and dealers of assets 
that use leasing as a mechanism to sell the asset, or banks that use leasing as a means to 
earn financing income, would typically apply the derecognition approach. 

The lessor accounting model is based on the initial determination of whether the lessor is 
exposed to significant risks or benefits associated with the underlying asset.

Is the lessor exposed to significant 
risks or benefits associated with the 

underlying asset?

Performance Obligation 
Approach

Derecognition 
Approach

NoYes

Under the performance obligation approach, the underlying asset will remain on the 
lessor’s books and the lessor will recognize (1) an asset for the right to receive lease 
payments plus any recoverable initial direct costs incurred by the lessor and (2) a lease 
liability at the present value of the lease payments. The lessor would recognize (1) lease 
income as the performance obligation is reduced over the lease term and (2) interest 
income on the receivable.

The proposed ASU 
describes two 
accounting models for 
lessors.
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Under the derecognition approach, a portion of the leased asset is removed from the 
lessor’s books. The lessor records (1) a receivable (and lease income) for the expected 
rental payments and (2) a residual asset representing the right to the underlying asset 
at the end of the lease term. Lease expense would be recognized for the portion of the 
leased asset that is removed from the lessor’s books. Lease income and lease expense 
may be presented net depending on the lessor’s business model. A lessor would classify 
lease	income	as	revenue	and	lease	expense	as	cost	of	sales	“if	that	income	and	expense	
arise	in	the	course	of	a	lessor’s	ongoing,	major	or	central	activities.”

Editor’s Note: The ED does not include detailed guidance on subleasing, other than 
noting that an intermediate lessor in a sublease would account for its assets and 
liabilities arising from a head lease in accordance with the lessee model and would 
account for its assets and liabilities arising from the sublease in accordance with the 
lessor model. The ED also states that an intermediate lessor presents separately in the 
statement of financial position its obligation to make lease payments and the net total 
of all other assets and liabilities arising from sublease contracts.

Details of both lessor accounting approaches are described below.

Performance Obligation Approach

Measurement
Under the performance obligation approach, the lessor will recognize, as of the date of 
commencement of a lease, (1) an asset for the right to receive lease payments plus any 
recoverable initial direct costs incurred by the lessor and (2) a lease liability at the present 
value of the lease payments. The lease liability represents the lessor’s obligation to permit 
the lessee to use the underlying asset over the lease term.  

The initial measurement of the asset for the right to receive lease payments and the 
performance obligation is based on the longest possible lease term that is more likely 
than not to occur. The ED states that the lessor determines the lease payments required 
during the term of the lease by using an expected outcome approach (similar to the 
approach used by the lessee). The rate the lessor charges the lessee is used to discount 
expected payments to their present value. Contingent rentals, residual value guarantees, 
and expected payments under termination penalties are included in the measurement 
(in the same manner as the lessee, the lessor would determine contingent rentals that 
depend on an index or rate by using forward rates if they are readily available; otherwise, 
the lessor would use the prevailing rate). However, the recognition threshold is higher for 
lessors because they can only include amounts related to contingent rentals and residual 
value	guarantees	if	they	can	be	“reliably	measured.”	The	initial	measurement	of	the	asset	
for the right to receive lease payments would also include any recoverable initial direct 
costs incurred by the lessor. All amounts are initially measured as of the date of inception 
of the lease.

Editor’s Note: Although the criteria used to determine the lease term are the same 
for the lessee and the lessor, in practice it may be difficult for the lessor to consider 
all the same factors as the lessee, in particular the lessee’s intent; therefore, the lease 
terms of the lessee and lessor may not be symmetrical for a particular lease.

Subsequent Measurement
The ED requires that the asset representing the right to receive lease payments be 
amortized and that the lessor use the interest method to recognize interest income. To 
amortize the performance obligation to lease income, the lessor must use a systematic 
and rational approach, for example, hours of use or units produced. If there is not a 
reliable method based on pattern of use, straight-line amortization should be used. The 
lessor would apply ASC 3108 (IAS 399	under	IFRSs)	as	of	each	reporting	date	to	determine	
whether its right to receive lease payments is impaired.  

Under the 
performance 
obligation approach, 
the lessor will 
recognize, as of the 
date of 
commencement of a 
lease, (1) an asset for 
the right to receive 
lease payments and  
(2) a lease liability at 
the present value of 
the lease payments. 

8 FASB Accounting Standards Codification Topic 310, Receivables.
9 IAS 39, Financial	Instruments:	Recognition	and	Measurement.
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Reassessment 
The lessor is required to reassess the expected lease payments (including the lease 
term, contingent rentals, termination options, and residual value guarantees) each 
reporting period if any new facts or circumstances indicate a significant change in the 
right to receive rental payments. If there is a change to the lease term as a result of this 
reassessment, the lessor would recognize it by adjusting the lease liability and the right to 
receive	lease	payments.	Changes	to	the	contingent	rents,	termination	penalties,	and	RVG	
would be recorded in the income statement to the extent that the lessor has satisfied the 
related lease liability, or as an adjustment to the lease liability to the extent that the lessor 
has not satisfied the related lease liability. However, the lessor shall recognize any changes 
that would reduce the liability below zero in net income.

Under the proposed model, the lessor would not change its discount rate as a result of 
changes in the lease term, or when amounts payable under contingent rentals vary, unless 
the rentals are contingent on variable reference interest rates, in which case the lessor 
would revise the discount rate for changes in the reference interest rates and recognize 
those changes in the income statement.

Derecognition Approach
The derecognition approach will result in the lessor’s removing a portion of the carrying 
amount of the underlying asset from its books and recognizing income and expense upon 
lease commencement. The lessor will recognize an asset for the right to receive lease 
payments and a residual asset for the portion of the carrying amount of the underlying 
asset that represents the lessor’s rights in the underlying asset that it did not transfer. 
Although the lessor recognizes income and expense upon lease commencement, the 
amount of up-front profit recognized may be different than that recognized under a sales-
type	lease	under	current	U.S.	GAAP.	This	is	due	to	the	ED’s	guidance	related	to	contingent	
rentals, residual value guarantees, and other elements of lease contracts (including the 
calculation of the residual asset), which differ from current lease accounting guidance.

Measurement
The lessor measures the asset for the right to receive lease payments (and a 
corresponding amount of revenue) the same way it performs its measurement under 
the performance obligation approach. The residual asset will be measured at an 
allocated amount of the carrying amount of the underlying asset, determined as of the 
date of inception of the lease. The portion of the underlying asset derecognized (and 
corresponding amount of expense) would be calculated as of the date of inception of the 
lease as follows:

Fair value of the right to receive lease payments
×

Carrying amount of the  
underlying assetFair value of the underlying asset

The remaining portion of the underlying asset that is not derecognized would represent 
the residual asset. All amounts are initially measured as of the date of inception of the 
lease. 

Subsequent Measurement
The lessor will use the interest method to amortize the receivable and recognize interest 
income. The residual asset would not be remeasured unless there is a change in lease 
term or the asset is impaired. The lessor would apply ASC 310 (IAS 39) as of each 
reporting date to determine whether its right to receive lease payments is impaired, and it 
would apply ASC 350 (IAS 36) to determine whether the residual asset was impaired.

Reassessment
The lessor is required to reassess the expected lease payment (including the lease 
term, termination options, contingent rentals, and residual value guarantees) each 
reporting period if any new facts or circumstances indicate a significant change in the 
right to receive lease payments. If reassessment of the lease term results in a change 
in the residual asset, the ED requires the lessor to allocate such change to the rights 

The derecognition 
approach will result 
in the lessor’s 
removing a portion of 
the carrying amount 
of the underlying 
asset from its books 
and recognizing 
income and expense 
upon lease 
commencement. 
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derecognized and to the residual asset and to adjust the carrying amount of the residual 
asset	accordingly.	Changes	related	to	termination	options,	contingent	rentals,	and	RVGs	
that can be reliably measured would be recognized in the income statement.

As under the performance obligation approach, the lessor would not change its discount 
rate because of changes in lease term, or when amounts payable under contingent 
rentals vary, unless the rentals are contingent on variable reference interest rates, in which 
case the lessor would revise the discount rate for changes in the reference interest rates 
and recognize those changes in the income statement.

Lessor Accounting — Example
The following example is meant to compare the income statement effect under the 
performance obligation approach and current operating lease guidance. The example also 
illustrates the accounting entries under (1) the performance obligation approach,  
(2) the derecognition approach, and (3) current operating lease guidance. The example is 
not meant to illustrate how to distinguish whether a lessor should use the derecogniton 
approach or the performance obligation approach.  

An equipment manufacturer offers a lease option to its customers. The lease term is 
noncancelable for five years and has no renewal options or residual value guarantees. The 
annual rental payment is $7,800. The equipment’s normal price is $35,000, and it costs 
$25,000. The estimated value at the end of the lease term is $5,667. The discount rate 
the lessor is charging the lessee is 8 percent.   

A comparison of the annual impact on the lessor’s income statement under the 
performance obligation approach and current operating lease guidance is as follows:

Income Statement Effect on Lessor

Performance 
Obligation

Existing Operating 
Lease Accounting

Date of commencement  
   of the lease     —     —

Year 1   4,853   3,933

Year 2   4,429   3,933

Year 3   3,970   3,933

Year 4   3,474   3,933

Year 5   2,939   3,933

Total   19,665   19,665

An illustration of the accounting entries under (1) the performance obligation approach, 
(2) the derecognition approach, and (3) current operating lease guidance is as follows:

Derecognition
Performance 
Obligation

Existing 
Operating Lease 

Accounting

Journal Entry at the Date of  
   Commencement of the Lease:

Lease receivable   31,143 1    31,143 

Cost of sales   22,245 2

     Underlying asset   (22,245)

					Revenue   (31,143)

     Lease liability     (31,143)
1	 Lease	receivable	is	the	PV	of	annual	lease	payments	($7,800)	discounted	at	8	percent.
2 Cost of sales is equal to the asset derecognized, which is an allocation of the carrying amount of the underlying asset 

measured as the fair value of receivables ÷ fair value of the underlying asset × carrying amount of the underlying asset) 
([31,143 ÷ 35,000] × 25,000). 

As under the 
performance 
obligation approach, 
the lessor would not 
change its discount 
rate because of 
changes in lease term, 
or when amounts 
payable under 
contingent rentals 
vary, unless the 
rentals are contingent 
on variable reference 
interest rates, in 
which case the lessor 
would revise the 
discount rate for 
changes in the 
reference interest rates 
and recognize those 
changes in the income 
statement.
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Derecognition
Performance 
Obligation

Existing 
Operating Lease 

Accounting

Effect on Account Balances (Debit/(Credit)):

Year 1

Cash   7,800   7,800    7,800

Lease liability     6,229 3

Depreciation expense     3,867 4   3,867

    Accumulated depreciation   (3,867)   (3,867)

     Interest revenue   (2,491) 5   (2,491)

     Lease receivable   (5,309)   (5,309)

     Amortization of lease 
       liability   (6,229)

     Lease revenue   (7,800)

Year 2

Cash   7,800   7,800    7,800

Lease liability     6,229 

Depreciation expense     3,867   3,867

    Accumulated depreciation   (3,867)   (3,867)

     Interest revenue   (2,067)   (2,067)

     Lease receivable   (5,733)   (5,733)

     Amortization of lease 
       liability   (6,229)

     Lease revenue   (7,800 )

Year 3

Cash   7,800   7,800    7,800

Lease liability     6,229 

Depreciation expense     3,867   3,867

    Accumulated depreciation   (3,867)   (3,867)

     Interest revenue   (1,608)   (1,608)

     Lease receivable   (6,192)   (6,192)

     Amortization of lease 
       liability   (6,229)

     Lease revenue   (7,800)

Year 4

Cash   7,800   7,800    7,800

Lease liability     6,229 

Depreciation expense     3,867   3,867

    Accumulated depreciation   (3,867)   (3,867)

     Interest revenue   (1,113)   (1,113)

     Lease receivable   (6,687)   (6,687)

     Amortization of lease 
       liability   (6,229)

     Lease revenue   (7,800)
3 The lease liability is amortized on a straight-line basis over five years (31,143 ÷ 5 = 6,229).
4 The underlying asset is depreciated so that at the end of five years the value is consistent with the expected residual value 

at the end of the lease term. Note that this amount will not necessarily equal the residual asset calculated under the 
derecognition approach.

5 The interest income is calculated by using the interest method at 8 percent.
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Derecognition
Performance 
Obligation

Existing 
Operating Lease 

Accounting

Year 5

Cash   7,800   7,800    7,800

Lease liability     6,229 

Depreciation expense     3,867   3,867

    Accumulated depreciation   (3,867)   (3,867)

     Interest revenue   (578)   (578)

     Lease receivable   (7,222)   (7,222)

     Amortization of lease 
       liability   (6,229)

     Lease revenue   (7,800)

Presentation and Disclosures

Lessee 
The ED requires the lessee to present the right-of-use assets as if the assets were tangible 
assets within property, plant, and equipment, but the lessee would present them 
separately from other assets that the lessee does not lease. The obligation to make lease 
payments will be presented separately from other financial liabilities. The interest expense 
and amortization expense will be presented separately from other amortization and 
interest expense, either in the income statement or disclosed in the notes. The principal 
and interest cash payments will be a financing activity that is separately presented in the 
statement	of	cash	flows.

Lessor — Derecognition Approach
Under the proposed model, the lessor will present the lease receivable separately from 
other financial assets. The residual assets should be presented separately within property, 
plant, and equipment. Lease receivables and residual assets that arise under subleases 
should be distinguished from other lease receivables and residual assets. The presentation 
in the income statement will either be gross or net, depending on the lessor’s business 
model. The ED indicates that if the lessor’s business model is to use leasing arrangements 
for financing, the lessor would use a net presentation. However, manufacturers and 
dealers that use leasing as an alternative way to sell their products would present income 
and expenses gross. The ED requires a lessor to present interest income on its leased 
assets separately from other interest income in the income statement.

Under	the	proposed	model,	the	lessor	will	present	cash	flows	received	from	lease	
payments	as	an	operating	cash	flow	separately	from	changes	in	other	operating	
receivables	in	the	statement	of	cash	flows.	

Lessor — Performance Obligation Approach
Under the proposed model, the lessor will present the underlying leased asset, its 
receivable for the right to receive lease payments, and its lease liability gross in the 
statement of financial position, totaling to a net lease asset or lease liability. In the income 
statement, the lessor will present the interest income, lease income, and depreciation 
expense separately and then total the balances to a net lease income or expense. (Under 
IFRSs,	the	presentation	is	kept	separate;	a	net	amount	is	not	presented.)	The	ED	requires	
cash receipts from lease payments to be classified as operating activities separately in the 
statement	of	cash	flows.

Editor’s Note: The ED does not include specialized accounting, presentation, or 
transition guidance on leveraged leases. Leases previously reported as leveraged leases 
under	U.S.	GAAP	would	be	subject	to	the	same	guidance	as	other	leases	under	the	ED.

Under the proposed 
model, the lessor will 
present the underlying 
leased asset, its 
receivable for the right 
to receive lease 
payments, and its 
lease liability gross in 
the statement of 
financial position, 
totaling to a net lease 
asset or lease liability.
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Sale and Leaseback Transactions
The ED states that if a sale and leaseback transaction meets the conditions for a sale, 
the seller-lessee would account for (1) the transaction as a sale in accordance with other 
applicable	U.S.	GAAP	and	(2)	the	right-of-use	asset	and	obligation	to	make	lease	payments	
in accordance with the guidance for lessees. If the transaction does not meet the 
conditions for a sale, the seller-lessee would account for the contract as a financing.

Editor’s Note: The ED states that a contract would be accounted for as a sale if, at 
the end of the contract, a seller-lessee transfers control of the underlying asset and 
all but a trivial amount of the risks and benefits associated with the underlying asset. 
The ED provides factors to use in the determination of whether a sale has occurred, 
including some of the same factors used in the current lease accounting model in the 
evaluation of sale leasebacks of real estate (e.g., whether the seller-lessee has a fixed-
price option to repurchase the property or guarantees the buyer-lessor’s investment). 
The requirement that these factors be applied to all sale leasebacks (as opposed to only 
sale	leasebacks	involving	real	estate	or	integral	equipment	under	current	U.S.	GAAP)	
represents a change from the current lease accounting model. A fair value purchase 
option (or obligation to purchase at fair value) is not included in the list of conditions 
that would normally preclude sale accounting under the ED. In addition, paragraph 
BC164 of the ED’s Basis for Conclusions notes the boards considered, but rejected, 
deferring gains and losses that arise from a sale-leaseback transaction.

Deferred Tax Considerations
The changes proposed in the ED will most likely give rise to new temporary differences 
for	many	entities	involved	in	leasing	transactions.	Generally,	entities	will	record	assets	
and liabilities for financial accounting purposes that they will not record for tax purposes, 
which will create basis differences. For example, in some tax jurisdictions, an entity may 
have had operating leases for both book and tax, in which case there would be no existing 
temporary difference for those leases. Because the proposal affects all outstanding leases 
as of the date of initial application, entities will need to be mindful of the significant 
temporary differences that may arise upon initial application of the final ASU.

Because	the	ED	proposes	to	require	the	lessee	to	establish	assets	(for	“right-of-use”)	and	
liabilities (for future payment obligation), which are initially measured as the same amount 
(other than initial direct costs capitalized by the lessee), an entity may conclude that no 
deferred tax is required (i.e., because the asset and liability are recorded for the same 
amount, the entity may have incorrectly concluded that no deferred tax was necessary). 
However, as noted in ASC 74010-10-25-29, an entity must recognize a deferred tax asset or 
liability for all temporary differences on a gross basis, regardless of whether there may be 
corresponding (i.e., related to the same transaction) temporary items that net to zero. In 
addition, because lease accounting for tax and book has been similar in many jurisdictions, 
it will be important for entities not to confuse the proposed change in the accounting 
rules when they prepare their income tax returns and supporting schedules. For entities 
that have traditionally not recorded a book/tax difference related to leases, it is possible, 
for	example,	that	the	“right-of-use”	asset	could	inadvertently	be	added	to	the	tax	basis	of	
fixed assets and depreciated (in situations in which book- and tax-fixed asset additions are 
typically the same) even though there is no tax basis in this asset. If this were to occur, the 
entity could understate its income tax liability and may also record a deferred tax benefit 
for a tax basis in fixed assets that does not exist.

State and Local Tax Implications
For state or local income tax purposes, taxable income is normally apportioned to state or 
local jurisdictions on the basis of a formula (commonly referred to as an apportionment 
formula). In many jurisdictions, the apportionment formula is based partially on the 
relative	location	of	an	entity’s	property	(the	“property	factor”)	and	often	includes	a	
calculated amount for leased property. In jurisdictions in which the property factor is 
based on financial statement values, the proposed ASU may affect the calculation of the 

The changes proposed 
in the ED will most 
likely give rise to new 
temporary differences 
for many entities 
involved in leasing 
transactions.

10 FASB Accounting Standards Codification Topic 740, Income Taxes.
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Essentially all 
outstanding leases as 
of the date of initial 
application will be 
subject to the 
proposed lease 
accounting. 

apportionment formula and may therefore affect an entity’s state or local income tax 
liability. In addition, the apportionment formula would typically be used to calculate 
an entity’s effective tax rate in state or local jurisdictions; therefore, any change in the 
formula resulting from the ASU would affect the deferred tax accounting for temporary 
items in affected jurisdictions.

Disclosures
The proposed ASU would significantly increase the disclosures related to lease 
arrangements. An entity would be required to disclose quantitative and qualitative 
information that would enable users to understand the amount and timing of expected 
cash	flows.	Such	information	will	include	disclosure	of	terms	of	contingent	rentals,	
renewal options, and residual value guarantees as well as information about changes 
in assumptions and judgments related to options, contingent rentals, residual value 
guarantees, and discount rates. Disclosures would need to be disaggregated to a level so 
that information provided is useful to the users of the financial statements. The ED would 
also require both lessees and lessors to provide a reconciliation between opening and 
closing balances for assets and liabilities related to the lease arrangement.  

Transition
Essentially all outstanding leases as of the date of initial application will be subject to 
the	proposed	lease	accounting.	The	ED	defines	the	date	of	initial	application	as	“the	
beginning of the first comparative period presented in the first financial statements in 
which	the	entity	applies	this	guidance”	and	requires	the	lessee	and	lessor	to	apply	the	
provisions of the new model by using a simplified retrospective approach as of that date. 

The lessee will recognize an obligation and a right-of-use asset for each outstanding 
lease	as	of	the	date	of	initial	application	“measured	at	the	present	value	of	the	remaining	
lease payments, discounted using the lessee’s incremental borrowing rate on the date of 
initial	application.”	The	right-of-use	asset	would	need	to	be	adjusted	to	reflect	recognized	
prepaid or accrued lease payments when lease payments are uneven over the lease term. 
No adjustment would be necessary for leases classified as capital leases under ASC 840 
that do not have options, contingent rentals, or residual value guarantees. Short-term 
leases would be recognized on the basis of the ED’s requirements discussed above.

For lease contracts under the performance obligation approach, the lessor would 
recognize	a	right	to	receive	lease	payments	and	a	performance	obligation	“measured	at	
the present value of the remaining lease payments, discounted using the rate charged 
in	the	lease	determined	at	the	date	of	inception	of	the	lease.”	The	lessor	would	also	
reinstate any previously derecognized underlying asset at depreciated cost, determined as 
if the asset had never been derecognized. 

For lease contracts under the derecognition approach, the lessor would recognize an 
asset	for	the	right	to	receive	lease	payments	“measured	at	the	present	value	of	remaining	
lease payments, discounted using the rate charged in the lease determined at the date of 
inception	of	the	lease.”	The	lessor	would	also	recognize	a	residual	asset	measured	at	fair	
value as of the date of initial application. 

Editor’s Note: Although paragraph BC189 of the ED’s Basis for Conclusions states 
that	“entities	would	not	be	required	to	determine	how	assets	and	liabilities	would	have	
been	measured	from	previous	periods,”	paragraph	88	of	the	ED	defines	the	date	of	
initial	application	as	“the	beginning	of	the	first	comparative	period	presented	in	the	
first	financial	statements	in	which	the	entity	applies	this	guidance.”	In	addition,	the	
ED’s transition provisions do not specifically address how sale-leaseback transactions 
from prior periods (and any deferred gains associated with such transactions) would be 
evaluated as of the date of initial application.
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