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Summary and Questions for Respondents

Why Is the FASB Issuing This Proposed Accounting
Standards Update (Update)?

Leasing is an important activity for many entities. It is a means of gaining access
to assets, of obtaining finance, and of reducing an entity’s exposure to the risks
of asset ownership. The prevalence of leasing, therefore, means that it is
important that users of financial statements have a complete and understandable
picture of an entity’s leasing activities. The existing accounting models for leases
require lessees and lessors to classify their leases as either capital leases or
operating leases and account for those leases differently. Those models have
been criticized for failing to meet the needs of users of financial statements
because they do not always provide a faithful representation of leasing
transactions. In particular, they do not require lessees to recognize assets and
liabilities arising from operating leases. As a result, there has been a
longstanding request from many users of financial statements and others to
change the accounting requirements so that lessees would be required to
recognize those assets and liabilities.

Accordingly, the International Accounting Standards Board (IASB) and the
Financial Accounting Standards Board (FASB) initiated a joint project to develop
a new approach to lease accounting that would require assets and liabilities
arising from leases to be recognized in the statement of financial position.

To meet that objective, the IASB and the FASB have jointly developed a revised
draft standard on leases. The Boards developed the proposals in this revised
Exposure Draft after considering responses to their Discussion Paper, Leases:
Preliminary Views, which was issued in March 2009, and the IASB'’s initial
Exposure Draft, Leases, and the proposed FASB Accounting Standards Update,
Leases (Topic 840), which were issued in August 2010.

Although many of the problems associated with existing leases requirements
relate to the accounting for operating leases in the financial statements of
lessees, retaining the existing lease accounting models for lessors would be
inconsistent with the proposed approach to lessee accounting and would result in
additional complexity in financial reporting. In addition, the Boards decided that it
would be beneficial to consider lessor accounting at the same time they are
developing proposals on revenue recognition. Consequently, this Exposure Draft
proposes changes to both lessee accounting and lessor accounting.



Who Would Be Affected by the Amendments in This
Proposed Update?

The proposed requirements would affect any entity that enters into a lease, with
some specified scope exemptions. The proposed requirements would supersede
IAS 17, Leases (and related Interpretations), in International Financial Reporting
Standards (IFRSs) and the requirements in Topic 840, Leases (and related
Subtopics), of the FASB Accounting Standards Codification®.

How Would the Main Provisions Differ from Current U.S.
Generally Accepted Accounting Principles (GAAP) and
Why Would They Be an Improvement?

The core principle of the proposed requirements is that an entity should
recognize assets and liabilities arising from a lease. This represents an
improvement over existing leases requirements, which do not require lease
assets and lease liabilities to be recognized by many lessees.

In accordance with that principle, a lessee would recognize assets and liabilities
for leases with a maximum possible term of more than 12 months. A lessee
would recognize a liability to make lease payments (the lease liability) and a
right-of-use asset representing its right to use the leased asset (the underlying
asset) for the lease term.

The recognition, measurement, and presentation of expenses and cash flows
arising from a lease by a lessee would depend on whether the lessee is expected
to consume more than an insignificant portion of the economic benefits
embedded in the underlying asset. For practical purposes, this assessment
would often depend on the nature of the underlying asset.

For most leases of assets other than property (for example, equipment, aircraft,
cars, trucks), a lessee would classify the lease as a Type A lease and would do
the following:

1. Recognize a right-of-use asset and a lease liability, initially measured at
the present value of lease payments

2. Recognize the unwinding of the discount on the lease liability as interest
separately from the amortization of the right-of-use asset.

For most leases of property (that is, land and/or a building or part of a building), a
lessee would classify the lease as a Type B lease and would do the following:

1. Recognize a right-of-use asset and a lease liability, initially measured at
the present value of lease payments



2. Recognize a single lease cost, combining the unwinding of the discount
on the lease liability with the amortization of the right-of-use asset, on a
straight-line basis.

Similarly, the accounting applied by a lessor would depend on whether the
lessee is expected to consume more than an insignificant portion of the
economic benefits embedded in the underlying asset. For practical purposes, this
assessment often would depend on the nature of the underlying asset.

For most leases of assets other than property, a lessor would classify the lease
as a Type A lease and would do the following:

1. Derecognize the underlying asset and recognize a right to receive lease
payments (the lease receivable) and a residual asset (representing the
rights the lessor retains relating to the underlying asset)

2. Recognize the unwinding of the discount on both the lease receivable
and the residual asset as interest income over the lease term

3. Recognize any profit relating to the lease at the commencement date.

For most leases of property, a lessor would classify the lease as a Type B lease
and would apply an approach similar to existing operating lease accounting in
which the lessor would do the following:

1. Continue to recognize the underlying asset
2. Recognize lease income over the lease term typically on a straight-line
basis.

When measuring assets and liabilities arising from a lease, a lessee and a lessor
would exclude most variable lease payments. In addition, a lessee and a lessor
would include payments to be made in optional periods only if the lessee has a
significant economic incentive to exercise an option to extend the lease or not to
exercise an option to terminate the lease.

The existing accounting model for leveraged leases would not be retained, and
the proposals described above for lessors would be applied to all leases currently
accounted for as leveraged leases.

For leases with a maximum possible term (including any options to extend) of 12
months or less, a lessee and a lessor would be permitted to make an accounting
policy election, by class of underlying asset, to apply simplified requirements that
would be similar to existing operating lease accounting.

An entity would provide disclosures to meet the objective of enabling users of
financial statements to understand the amount, timing, and uncertainty of cash
flows arising from leases.

On transition, a lessee and a lessor would recognize and measure leases at the
beginning of the earliest period presented using either a modified retrospective
approach or a full retrospective approach.



When Would the Amendments Be Effective?

The Boards will set the effective date for the proposed requirements when they
consider interested parties’ feedback on this revised Exposure Draft. The Boards
are aware that the proposals affect almost every reporting entity. Some of those
entities have many leases, and the proposed changes to accounting for leases
are significant. The Boards will consider these and other relevant factors when
setting the effective date.

How Do the Proposed Provisions Compare with
International Financial Reporting Standards (IFRS)?

The leases project is a joint project with the IASB, and the requirements in this
revised Exposure Draft are nearly identical to the requirements proposed by the
IASB.

The following are the primary differences between the FASB’s and the IASB’s
proposed requirements on leases:

1. Revaluations
a. IFRS allows revaluation of the right-of-use asset (and related
disclosure requirements).
2. Statement of cash flows
a. U.S. GAAP requires interest to be classified as operating leases.
b. IFRS allows interest to be classified as operating, investing, or
financing leases.
3. Disclosure
a. U.S. GAAP requires disclosure of a maturity analysis of nonlease
components.
b. U.S. GAAP does not require disclosure of a reconciliation of the
opening and closing balances of the right-of-use asset.
4. Nonpublic entities
a. U.S. GAAP permits a policy election to use a risk-free rate to
discount the liability.
b. U.S. GAAP permits an exemption from the liability balance
reconciliation disclosure.
c. The IASB will consider whether and, if so, how to incorporate this
requirement into its IFRS for Small and Medium-sized Entities at a
later date.



5. Existing differences in other areas of U.S. GAAP and IFRS that affect
the accounting for leases:

a. The key areas of difference are the existing requirements for
impairment and the accounting for investment properties. There are
also some minor differences in the accounting for foreign
exchange, embedded derivatives, disclosure of transition, business
combinations, and transfer/transition of secured lease receivables.

Questions for Respondents

The Boards invite individuals and organizations to comment on the proposals in
this revised Exposure Draft and, in particular, on the questions below.
Respondents need not comment on all of the questions.

Comments are requested from those who agree and those who disagree with the
proposals. Comments are most helpful if they identify and clearly explain the
issue or question to which they relate. Those who disagree with a proposal are
asked to describe their suggested alternative(s), supported by specific reasoning
and examples, if possible.

Respondents should submit one comment letter to either the IASB or the FASB.
The Boards will jointly consider all comment letters received.

Scope
Question 1: Identifying a Lease

This revised Exposure Draft defines a lease as “a contract that conveys the right
to use an asset (the underlying asset) for a period of time in exchange for
consideration.” An entity would determine whether a contract contains a lease by
assessing whether:

1. Fulfillment of the contract depends on the use of an identified asset.
2. The contract conveys the right to control the use of the identified asset
for a period of time in exchange for consideration.

A contract conveys the right to control the use of an asset if the customer has the
ability to direct the use and receive the benefits from use of the identified asset.

Do you agree with the definition of a lease and the proposed requirements in
paragraphs 842-10-15-2 through 15-16 for how an entity would determine
whether a contract contains a lease? Why or why not? If not, how would you
define a lease? Please supply specific fact patterns, if any, to which you think the
proposed definition of a lease is difficult to apply or leads to a conclusion that
does not reflect the economics of the transaction.



The Accounting Model

This revised Exposure Draft would require an entity to recognize assets and
liabilities arising from a lease.

When assessing how to account for a lease, a lessee and a lessor would classify
a lease on the basis of whether a lessee is expected to consume more than an
insignificant portion of the economic benefits embedded in the underlying asset.

This revised Exposure Draft would require an entity to apply that consumption
principle by presuming that leases of property are Type B leases and leases of
assets other than property are Type A leases, unless specified classification
criteria are met. Those classification criteria are different for leases of property
and leases of assets other than property to reflect the different natures of
property (which often embeds a land element) and assets other than property.

The Boards acknowledge that, for some leases, the application of the
classification criteria might result in different outcomes than if the consumption
principle were to be applied without additional requirements. Nonetheless, this
revised Exposure Draft would require an entity to classify leases by applying the
classification criteria in paragraphs 842-10-25-5 through 25-8 to simplify the
proposals.

Lessee Accounting

A lessee would do the following:

1. For all leases, recognize a right-of-use asset and a lease liability, initially
measured at the present value of lease payments (except if a lessee
elects to apply the recognition exemption for short-term leases).

2. For Type A leases, subsequently measure the lease liability on an
amortized cost basis and amortize the right-of-use asset on a
systematic basis that reflects the pattern in which the lessee expects to
consume the right-of-use asset’s future economic benefits. The lessee
would present the unwinding of the discount on the lease liability as
interest separately from the amortization of the right-of-use asset.

3. For Type B leases, subsequently measure the lease liability on an
amortized cost basis and amortize the right-of-use asset in each period
so that the lessee would recognize the total lease cost on a straight-line
basis over the lease term. In each period, the lessee would present a
single lease cost combining the unwinding of the discount on the lease
liability with the amortization of the right of use asset.



Lessor Accounting

A lessor would do the following:

1. For Type A leases, derecognize the underlying asset and recognize a
lease receivable and a residual asset. The lessor would recognize both
of the following:

a. The unwinding of the discount on both the lease receivable and the
residual asset as interest income over the lease term

b. Any profit relating to the lease (as described in paragraph 842-30-
30-7) at the commencement date.

2. For Type B leases (and any short-term leases if the lessor elects to
apply the exemption for short-term leases), continue to recognize the
underlying asset and recognize lease income over the lease term,
typically on a straight-line basis.

Question 2: Lessee Accounting

Do you agree that the recognition, measurement, and presentation of expenses
and cash flows arising from a lease should differ for different leases, depending
on whether the lessee is expected to consume more than an insignificant portion
of the economic benefits embedded in the underlying asset? Why or why not? If
not, what alternative approach would you propose and why?

Question 3: Lessor Accounting

Do you agree that a lessor should apply a different accounting approach to
different leases, depending on whether the lessee is expected to consume more
than an insignificant portion of the economic benefits embedded in the underlying
asset? Why or why not? If not, what alternative approach would you propose and
why?

Question 4: Classification of Leases

Do you agree that the principle on the lessee’s expected consumption of the
economic benefits embedded in the underlying asset should be applied using the
requirements set out in paragraphs 842-10-25-5 through 25-8, which differ
depending on whether the underlying asset is property? Why or why not? If not,
what alternative approach would you propose and why?



Measurement

This revised Exposure Draft would require that a lessee and a lessor measure
assets and liabilities arising from a lease on a basis that:

1. Reflects a lease term determined as the noncancellable period, together
with both of the following:

a. Periods covered by an option to extend the lease if the lessee has
a significant economic incentive to exercise that option

b. Periods covered by an option to terminate the lease if the lessee
has a significant economic incentive not to exercise that option.

2. Includes fixed lease payments and variable lease payments that depend
on an index or a rate (such as the Consumer Price Index or a market
interest rate) but excludes other variable lease payments unless those
payments are in-substance fixed payments. The lessee and lessor
would measure variable lease payments that depend on an index or a
rate using the index or rate at the commencement date.

A lessee would reassess the measurement of the lease liability, and a lessor
would reassess the measurement of the lease receivable, if either of the
following occurs:

1. There is a change in relevant factors that would result in a change in the
lease term (as described in paragraph 842-10-55-5).

2. There is a change in an index or a rate used to determine lease
payments.

Question 5: Lease Term

Do you agree with the proposals on lease term, including the reassessment of
the lease term if there is a change in relevant factors? Why or why not? If not,
how do you propose that a lessee and a lessor should determine the lease term
and why?

Question 6: Variable Lease Payments

Do you agree with the proposals on the measurement of variable lease
payments, including reassessment if there is a change in an index or a rate used
to determine lease payments? Why or why not? If not, how do you propose that a
lessee and a lessor should account for variable lease payments and why?



Question 7: Transition

Subparagraphs 842-10-65-1(b) through (h) and (k) through (y) state that a lessee
and a lessor would recognize and measure leases at the beginning of the earliest
period presented using either a modified retrospective approach or a full
retrospective approach. Do you agree with those proposals? Why or why not? If
not, what transition requirements do you propose and why?

Are there any additional transition issues the Boards should consider? If yes,
what are they and why?

Question 8: Disclosure

Paragraphs 842-10-50-1, 842-20-50-1 through 50-10, and 842-30-50-1 through
50-13 set out the disclosure requirements for a lessee and a lessor. Those
proposals include maturity analyses of undiscounted lease payments,
reconciliations of amounts recognized in the statement of financial position, and
narrative disclosures about leases (including information about variable lease
payments and options). Do you agree with those proposals? Why or why not? If
not, what changes do you propose and why?

Question 9: Nonpublic Entities (FASB Only)

To strive for a reasonable balance between the costs and benefits of information,
the FASB decided to provide the following specified reliefs for nonpublic entities:

1. To permit a nonpublic entity to make an accounting policy election to
use a risk-free discount rate to measure the lease liability. If an entity
elects to use a risk-free discount rate, that fact should be disclosed.

2. To exempt a nonpublic entity from the requirement to provide a
reconciliation of the opening and closing balance of the lease liability.

Will these specified reliefs for nonpublic entities help reduce the cost of
implementing the new lease accounting requirements without unduly sacrificing
information necessary for users of their financial statements? If not, what
changes do you propose and why?

Related Party Leases (FASB Only)

The FASB decided that the recognition and measurement requirements for all
leases should be applied by lessees and lessors that are related parties based
on the legally enforceable terms and conditions of the lease, acknowledging that
some related party transactions are not documented and/or the terms and
conditions are not at arm’s length. In addition, lessees and lessors would be
required to apply the disclosure requirements for related party transactions in



Topic 850, Related Party Disclosures. Under existing U.S. GAAP, entities are
required to account for leases with related parties on the basis of their economic
substance, which may be difficult when there are no legally enforceable terms
and conditions of the agreement.

Question 10: (FASB Only)

Do you agree that it is not necessary to provide different recognition and
measurement requirements for related party leases (for example, to require the
lease to be accounted for based on the economic substance of the lease rather
than the legally enforceable terms and conditions)? If not, what different
recognition and measurement requirements do you propose and why?

Question 11: (FASB Only)

Do you agree that it is not necessary to provide additional disclosures (beyond
those required by Topic 850) for related party leases? If not, what additional
disclosure requirements would you propose and why?

Question 12: Consequential Amendments to IAS 40 (IASB
Only)

The IASB is proposing amendments to other IFRSs as a result of the proposals
in this revised Exposure Draft, including amendments to IAS 40, Investment
Property. The amendments to IAS 40 propose that a right-of-use asset arising
from a lease of property would be within the scope of IAS 40 if the leased
property meets the definition of investment property. This would represent a
change from the current scope of IAS 40, which permits, but does not require,
property held under an operating lease to be accounted for as investment
property using the fair value model in IAS 40 if it meets the definition of
investment property.

Do you agree that a right-of-use asset should be within the scope of IAS 40 if the
leased property meets the definition of investment property? If not, what
alternative would you propose and why?

10



Amendments to the
FASB Accounting Standards Codification®

[Note: These proposed amendments are based on the Accounting
Standards Codification as of the date of this proposal and do not include,
for example, potential amendments from the proposed FASB Accounting
Standards Update, Revenue Recognition (Topic 605): Revenue from
Contracts with Customers. These proposed amendments do not replace or
affect guidance issued by the SEC or its staff for public companies in their
filings with the SEC.]

Summary of Proposed Amendments to the Accounting
Standards Codification

1. This proposed Accounting Standards Update describes a lease model
applicable to a wide range of industries and transactions. Consequently, the
Board proposes to supersede or amend various Subtopics of the Accounting
Standards Codification. Those proposed amendments are summarized below.

2. The following Topic would be superseded:
e 840 Leases
3.  The following Subtopics would be superseded:
958-840 Not-for-Profit Entities—Leases
974-840 Real Estate—Real Estate Investment Trusts—Leases

978-840 Real Estate—Time-Sharing Activities—Leases
980-840 Regulated Operations—Leases

4.  The following Topic would be added:

e 842 Leases

11



The following Subtopics would be amended as described.

Codification
Subtopic

Description of Proposed Amendments

205-20 Presentation
of Financial
Statements—
Discontinued
Operations

Amended to include cross-reference to Subtopic
842-10 to determine whether a lease exists.

210-20 Balance
Sheet—Offsetting

Removed cross-references to Topic 840 for
guidance on leveraged lease offsetting.

230-10 Statement of
Cash Flows—Overall

Amended examples of noncash investing and
financing activities to include exchanging a right-of-
use asset for a lease liability.

Amended illustration of the statement of cash flows
to include a Type A lease.

255-10 Changing
Prices—Overall

Amended implementation guidance to determine
whether lease assets and liabilities are monetary or
nonmonetary.

270-10 Interim
Reporting—Overall

Added interim disclosure requirements for lessors
about lease-related income.

274-10 Personal
Financial
Statements—Overall

Removed example of an operating lease as a
noncancellable commitment.

310-10 Removed receivables guidance related to leveraged
Receivables— leases, direct financing leases, and sales-type
Overall leases.

Amended receivables guidance for Type A leases.
310-20 Amended to include cross-reference to Topic 842 to
Receivables— determine initial direct costs.

Nonrefundable Fees
and Other Costs
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Codification
Subtopic

Description of Proposed Amendments

310-30,
Receivables—Loans
and Debt Securities
Acquired with
Deteriorated Credit

Quality

Amended to include cross-reference to Topic 842 to
determine whether a lease exists.

310-40
Receivables—
Troubled Debt
Restructurings by
Creditors

Amended to include cross-reference to Topic 842 to
determine whether a change in a lease
arrangement creates a scope exception.

323-740
Investments—Equity
Method and Joint
Ventures—Income
Taxes

Removed cross-references to delayed equity
contributions guidance in Topic 840.

350-40 Intangibles—
Goodwill and Other—
Internal-Use
Software

Removed analogy to Subtopic 840-10 to determine
the asset acquired in a software licensing
arrangement.

360-10 Property,
Plant, and
Equipment—Overall

Amended to include the list of assets within the
scope of Subtopic 360-10 for impairment and
disposal of long-lived assets.

Amended to include cross-references to Topic 842
to measure assets acquired under a lease.

Amended to include cross-references to Topic 605
for sales guidance and Topic 842 for sale and
leaseback transaction guidance.

Removed cross-reference to Topic 840 and
amended example of sale and leaseback
transaction.

360-20 Property,
Plant, and
Equipment—Real

Removed real estate sales derecognition guidance
and illustrations for interdependent sales of property
improvements and leases of underlying land.
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Codification
Subtopic

Description of Proposed Amendments

Estate Sales

Amended to include cross-reference to Topic 842 to
account for sale and leaseback transactions.

Removed cross-reference to Topic 840 to
determine if lease meets transfer of ownership
criteria.

410-20 Asset
Retirement and
Environmental
Obligations—Asset
Retirement
Obligations

Removed cross-reference to Topic 840 that
required lease classification test to incorporate the
requirements of Subtopic 410-20 to the extent
applicable.

Amended to include cross-references for terms
defined in Topic 842.

Amended to include cross-reference to Topic 842 to
determine whether lease exists.

420-10 Exit or
Disposal Cost
Obligations—Overall

Amended to include cross-references to Topic 842
to determine lease termination costs.

Removed operating lease termination measurement
guidance and illustrations.

440-10 Amended to include cross-references to Topic 842

Commitments— to determine whether unconditional purchase option

Overall arising from a lease is outside the scope of the
leases guidance.

450-10 Amended to include cross-reference to Topic 842,

Contingencies— which defines variable lease payments.

Overall

450-20 Amended to include cross-reference to Topic 842,

Contingencies—Loss
Contingencies

which defines variable lease payments.

Removed reference to Topic 840 to determine
classification effects of a provision in a lease that
requires lessee indemnifications for environmental
contamination caused by the lessee during its use
of the property.
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Codification
Subtopic

Description of Proposed Amendments

450-30
Contingencies—Gain
Contingencies

Amended to include cross-reference to Topic 842,
which defines variable lease payments.

460-10
Guarantees—Overall

Amended to include cross-reference to Topic 842,
which defines lease term.

Amended to include cross-reference to Topic 842,
which defines variable lease payments.

Removed cross-reference to Topic 840, which
describes accounting for lease guarantees.

Removed operating lease guarantee from examples
of guarantees that have an initial measurement
objective of fair value.

Amended to include cross-reference to Topic 842
for relationships with proposed leases standard.

470-10 Debt— Amended to include cross-reference to Topic 842 to
Overall determine classification of obligations under leases.
470-60 Debt— Amended to include cross-reference to Topic 842 to

Troubled Debt
Restructurings by
Debtors

determine impact of a change in a lease
arrangement.

605-10 Revenue
Recognition—Overall

Removed references to operating lease from sale
and repurchase guidance and expanded scope to
include all leases.

605-15 Revenue
Recognition—
Products

Removed references to operating lease from sale
and repurchase guidance and expanded scope to
include all leases.

605-25 Revenue
Recognition—
Multiple-Element
Arrangements

Amended to include cross-reference to Topic 842 to
determine if component of multiple-element
arrangement is within the scope of leases guidance.

Removed example of multiple deliverables in an
arrangement that includes leased equipment.
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Codification
Subtopic

Description of Proposed Amendments

605-30 Revenue
Recognition—Rights
to Use

Amended to include cross-reference to Topic 842 to
determine whether a lease exists.

605-50 Revenue
Recognition—
Customer Payments
and Incentives

Removed cross-reference to Topic 840 for
examples on the effect on revenue recognition of a
manufacturer selling equipment.

740-10 Income
Taxes—Overall

Removed cross-references to leveraged leases
guidance.

Removed direct financing and sales-type lease
examples.

Removed sale and leaseback transaction income
tax example.

740-270 Income
Taxes—Interim
Reporting

Removed cross-reference to Topic 840 income tax
interim reporting guidance for leveraged leases.

805-10 Business
Combinations—
Overall

Amended fair value disclosure example of a capital
lease receivable to reflect a Type A lease.

805-20 Business
Combinations—
Identifiable Assets
and Liabilities, and
Any Noncontrolling
Interest

Amended exception for the date to classify
identifiable assets acquired and liabilities assumed
in a business combination for leases.

Added recognition exception for leases that, at the
acquisition date, have a remaining maximum
possible term under the contract of 12 months or
less.

Amended recognition and measurement guidance
for assets and liabilities arising from leases
acquired in a business combination.

Amended disclosure requirements to specify which
lease receivables are not subject to the
requirements of Subtopic 310-30.

Removed example of lease from list of contract-
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Codification
Subtopic

Description of Proposed Amendments

based intangibles.

805-740 Business
Combinations—
Income Taxes

Removed cross-references to Topic 842 leveraged
lease income tax guidance.

810-10
Consolidation—
Overall

Removed cross-references to lease classification.

Removed cross-references to other Topic 840
guidance.

815-10 Derivatives
and Hedging—
Overall

Removed example of operating lease that is outside
the scope of Topic 815.

Amended to include cross-references to Topic 842
to determine whether a lease exists.

Amended to include cross-reference to Topic 842 to
determine whether guarantee is in or outside the
scope.

815-15 Derivatives
and Hedging—
Embedded
Derivatives

Amended to include cross-references to Topic 842,
which defines variable lease payments.

Removed example of operating lease that is similar
to an insurance contract.

815-20 Derivatives
and Hedging—
Hedging—General

Amended list of assets of a lessor that are a specific
portion of an asset or liability (or of a portfolio of
similar assets or a portfolio of similar liabilities) of a
hedged item.

Removed firm commitment example of a
noncancellable operating lease.

820-10 Fair Value
Measurement—
Overall

Amended to include cross-references to Topic 842
for accounting principles related to lease
classification and measurement.

825-10 Financial
Instruments—Overall

Amended to include cross-references to Topic 842
to determine assets and liabilities arising from
leases.
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Codification
Subtopic

Description of Proposed Amendments

845-10 Nonmonetary
Transactions—
Overall

Removed guidance for transfers of operating lease
for barter credits.

860-10 Transfers and
Servicing—Overall

Amended example of leases that are commonly
securitized.

Amended to include cross-reference to Subtopic
842-40 for sale and leaseback transaction
guidance.

Removed cross-reference to Topic 840 for
leveraged leases, money-over-money leases, and
wrap leases.

Amended implementation guidance to include lease
payments as financial assets.

860-20 Transfers and
Servicing—Sales of
Financial Assets

Amended implementation guidance to cross-
reference guidance that indicates Type A lease
payments are financial assets.

Removed example of a transfer of lease financial
receivables with residual values.

908-360 Airlines—
Property, Plant, and
Equipment

Amended purchase incentive measurement
guidance for assets and liabilities arising from
leases.

942-230 Financial
Services—
Depository and
Lending—Statement
of Cash Flows

Removed leveraged lease facts and financial
statements illustrated.

Amended facts and financial statements to illustrate
a Type A lease.

954-470 Health Care
Entities—Debt

Amended guidance to clarify the types of leases
that create liabilities.

Moved link to the definition of advanced refunding
to Subtopic 954-470.

958-805 Not-for-
Profit Entities—

Amended to include cross-reference to Topic 842 to
determine when a revised lease agreement is
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Codification
Subtopic

Description of Proposed Amendments

Business
Combinations

considered a new agreement.

958-810 Not-for-
Profit Entities—
Consolidation

Removed cross-references to Subtopic 958-840 for
industry-specific accounting of interest-only
payments of special-purpose-entity lessors.

Removed cross-references to Topic 840, but
guidance retained to determine when the fees paid
by the lessee to the owners of the special-purpose
entity are considered a return of the owners’ initial
equity capital investment.

Removed link to the definition of lease inception but
retained guidance for leases of assets under
construction.

970-10 Real Estate—
General—Overall

Amended to include cross-reference to Topic 842 to
determine initial direct costs.

970-340 Real
Estate—General—
Other Assets and
Deferred Costs

Amended to retain guidance for the capitalization of
real estate rental costs other than initial direct costs.

Amended to include cross-reference to Topic 842 to
account for initial direct costs.

978-330 Real
Estate—Time-
Sharing Activities—
Inventory

Amended to include cross-reference to Topic 842 to
determine how to account for leases of real estate.

978-605 Real
Estate—Time-
Sharing Activities—
Revenue Recognition

Removed cross-reference to Topic 840 that
required title be transferred to recognize a sale of
real estate, but guidance retained.

980-250 Regulated
Operations—
Accounting Changes
and Error Corrections

Removed cross-reference to industry-specific
example in Subtopic 980-840 of capitalization of
leases with no income statement effect.
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Codification

Subtopic Description of Proposed Amendments
980-340 Regulated Removed industry-specific sale and leaseback
Operations—Other transaction examples.

Assets and Deferred
Costs

980-605 Regulated Amended to include cross-reference to Topic 842 to
Operations— determine whether a lease exists.
Revenue Recognition

985-605 Software— Moved link to the definition of fiscal funding clause
Revenue Recognition | to Subtopic 985-605.

Removed cross-reference to Topic 840 but retained
fiscal funding clause guidance.

Introduction

6. The Accounting Standards Codification is amended as described in
paragraphs 7-116. In some cases, to put the change in context, not only are the
amended paragraphs shown but also the preceding and following paragraphs.
Terms from the Master Glossary are in bold type. Added text is underlined, and
deleted text is struek-out.

Amendments to Master Glossary

7. Supersede the following Master Glossary terms, with a link to transition
paragraph 842-10-65-1, as follows:

Active Use of the Property

Bargain Purchase Option

Bargain Renewal Option

Capital Lease

Construction Period Lease Payments
Contingent Rentals

Delayed Equity Investment

Direct Financing Lease

Estimated Residual Value

Fair Value of Leased Property

Heat Supply (or Burn-Up) Contracts
Lease Incentive
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Lease Inception

Leveraged Lease

Minimum Lease Payments
Minor

Money-Over-Money Lease
Noncancelable Lease Term
Normal Leaseback
Operating Lease

Original Lessee

Penalty

Profit or Loss on Sale
Sale-Leaseback Accounting
Sales-Type Lease
Substantially All

Wrap Lease Transaction.

8.  Add the following Master Glossary term to Subtopic 954-10 as follows:

Advance Refunding

A transaction involving the issuance of new debt to replace existing debt with the
proceeds from the new debt placed in trust or otherwise restricted to retire the
existing debt at a determinable future date or dates.

9.  Add the following Master Glossary term to Subtopic 985-10 as follows:

Fiscal Funding Clause

A provision by which the lease is cancelable if the legislature or other funding
authority does not appropriate the funds necessary for the governmental unit to
fulfill its obligations under the lease agreement.

10. Add the following new terms to the Master Glossary, with a link to transition
paragraph 842-10-65-1, as follows:

Commencement Date of the Lease (Commencement Date)

The date on which a lessor makes an underlying asset available for use by a
lessee.

Contract

An agreement between two or more parties that creates enforceable rights and
obligations.
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Gross Residual Asset

The amount a lessor expects to derive from an underlying asset following the
end of the lease term, measured on a discounted basis.

Initial Direct Costs

Costs that are directly attributable to negotiating and arranging a lease and
would not have been incurred without entering into the lease.

Lease Liability

A lessee’s obligation to make lease payments arising from a lease, measured on
a discounted basis.

Lease Payments

Payments made by a lessee to a lessor relating to the right to use an
underlying asset during the lease term, consisting of the following:

a. Fixed payments, less any lease incentives received or receivable from
the lessor

b. Variable lease payments that depend on an index or a rate or are in-
substance fixed payments

c. _The exercise price of a purchase option if the lessee has a significant
economic incentive to exercise that option

d. Payments for penalties for terminating the lease, if the lease term
reflects the lessee exercising an option to terminate the lease.

For the lessee, lease payments also include amounts expected to be payable by
the lessee under residual value guarantees. Lease payments do not include
payments allocated to nonlease components of a contract except when the
lessee is required to combine nonlease and lease components and account for
them as a single lease component.

For the lessor, lease payments also include lease payments structured as
residual value guarantees. Lease payments do not include payments allocated to
nonlease components.

Lease Receivable

A lessor’s right to receive lease payments arising from a lease, measured on a
discounted basis.

Lessee

An_entity that enters into a contract to obtain the right to use an underlying
asset for a period of time in exchange for consideration.
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Lessor

An entity that enters into a contract to provide the right to use an underlying
asset for a period of time in exchange for consideration.

Property
Land or a building, or part of a building, or both.

Rate the Lessor Charges the Lessee

A discount rate that takes into account the nature of the transaction as well as
the terms and conditions of the lease. The rate the lessor charges the lessee
could be, for example, the rate implicit in the lease or the property yield.

Residual Asset

An _asset representing the rights to an underlying asset retained by a lessor
during a lease.

Residual Value Guarantee

A guarantee made to a lessor that the value of an underlying asset returned to
the lessor at the end of a lease will be at least a specified amount.

Right-of-Use Asset

An_asset that represents a lessee’s right to use an underlying asset for_the
lease term.

Short-Term Lease

A lease that, at the commencement date, has a maximum possible term under
the contract, including any options to extend, of 12 months or less. Any lease
that contains a purchase option is not a short-term lease.

Standalone Price

The price_at which a lessee would purchase a component of a contract
separately.

Underlying Asset

An _asset that is the subject of a lease for which a right to use that asset has
been conveyed to a lessee. The underlying asset could be a physically distinct
portion of a single asset.

Variable Lease Payments

Payments made by a lessee to a lessor for the right to use an underlying asset
that vary because of changes in facts or circumstances occurring after the
commencement date, other than the passage of time.
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11. Amend the following Master Glossary terms, with a link to transition
paragraph 842-10-65-1, as follows:

Estimated-Economic Life
TFhe-estimated-remaining-Either the period-during-which-the-property over which

an asset is expected to be economically usable by one or more users or the
number of production or similar units expected to be obtained from an asset by

one or more users. useps—w;th—ne#nal—mpm—and—mamtenanee—fepthe—pumese

Interest Cost

Interest cost includes interest recognized on obligations having explicit interest
rates, interest imputed on certain types of payables in accordance with Subtopic
835-30, and interest related to a eapitalType A {add glossary link}lease{add
glossary link} determined in accordance with Topic 842.Subtepie-840-30- With
respect to obligations having explicit interest rates, interest cost includes
amounts resulting from periodic amortization of discount or premium and issue
costs on debt.

Lease

An-agreement-conveying-A contract that conveys the rlght to use an asset (th

underlying asset)
usually-for a stated-period of tlme |n exchanqe for conS|derat|0n

Lease Term

The fixed—noncancellable period for which a lessee has the right to use an
underlying asset, toqether W|th both of the foIIowmq neneaneetabJre—lease

a. Periods covered by an option to extend the lease if the lessee has a
significant economic incentive to exercise that option-All-perieds—if-any:
covered-by bargainrenewaloptions-

b. Periods covered by an option to terminate the lease if the lessee has a
significant economlc incentive not to exerC|se that option.Al-periods—if
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Lessee’s Incremental Borrowing Rate

The rate of interest that that—at lease—inception—thea {add glossary
link}lessee{add glossary link} would have ireurred—to pay to borrow over a

similar termterm, and with a similar security, the funds necessary to purchase
obtain an asset of a similar value to the rlqht of-use asset in a S|m|Iar economic

interest-Rate Implicit in the Lease

The discount-rate of interest that, at a given date, that-causes the sum of the
aggregate-present value of payments made by a lessee for the right to use an
underlying asset and the present value of the amount a lessor expects to derive
from the underlying asset foIIowmq the end of the Iease term at—the—begmnmg—e#

ms@uaLvalue—aeewng—te#w—bet%ef—the%sser—te—beto equal te»the fair value
of the underlvlnq asset leased—p%epeﬁgl—te—ﬂwlessepat—lease—nwepuen—mnus

Sublease
A transaction in which an underlying asset a-leased-property-is re-leased by the

original {add glossary link}lessee{add glossary link} (or intermediate lessor) to
a third party, and the lease (or head lease) lease-agreement between the original
lessor and lessee two-original-parties-remains in effect.

Addition of Topic 842
[Note: For ease of readability, the new Topic is not underlined.]

12. Add Subtopic 842-10, with a link to transition paragraph 842-10-65-1, as
follows:
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Leases—Overall
Overview and Background

General
842-10-05-1 The Leases Topic includes the following Subtopics:

a. Overall
b. Lessee
c. Lessor

d. Sale and Leaseback Transactions.

842-10-05-2 Those Subtopics establish requirements of financial accounting and
reporting for lessees and lessors.

842-10-05-3 Paragraphs presented in bold type in this Topic state the main
principles. All paragraphs have equal authority.

Obijectives

General

842-10-10-1 This Topic specifies the accounting for {add glossary
link}leases{add glossary link}. The core principle of this Topic is that an
entity should recognize assets and liabilities arising from a lease.

842-10-10-2 An entity should consider the terms and conditions of the contract
and all related facts and circumstances when applying this Topic. An entity
should apply this Topic consistently to leases with similar characteristics and in
similar circumstances.

842-10-10-3 The objective of this Topic is to establish the principles that lessees
and lessors should apply to report useful information to users of financial
statements about the amount, timing, and uncertainty of cash flows arising from a
lease.

Scope and Scope Exceptions

General

842-10-15-1 An entity shall apply this Topic to all leases as defined in the
following paragraph, including leases of right-of-use assets in a sublease,
except for the following:

a. Leases of intangible assets (see Topic 350)
b. Leases to explore for or use minerals, oil, natural gas, and similar
nonregenerative resources (see Topics 930 and 932)
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c. Leases of biological assets, including timber (see Topic 905).
> |dentifying a Lease

842-10-15-2 A lease is a contract that conveys the right to use an asset (the
underlying asset) for a period of time in exchange for consideration.

842-10-15-3 At inception of a contract, an entity shall determine whether
that contract is or contains a lease by assessing both of the following:

a. Whether fulfillment of the contract depends on the use of an
identified asset (as described in paragraphs 842-10-15-5 through
15-8)

b. Whether the contract conveys the right to control the use of the
identified asset for a period of time in exchange for consideration
(as described in paragraphs 842-10-15-9 through 15-16).

842-10-15-4 See Examples 1 through 5 (paragraphs 842-10-55-6 through 55-41)
for illustrations of the requirements.

> > Fulfillment of the Contract Depends on the Use of an Identified Asset

842-10-15-5 An asset would typically be identified by being explicitly specified in
a contract. However, even if an asset is explicitly specified, fulfilment of a
contract does not depend on the use of an identified asset if the supplier (that is,
the entity that provides the good or service under the contract) has the
substantive right to substitute the asset throughout the term of the contract. In
contrast, even if an asset is not explicitly specified in a contract, fulfillment of the
contract can depend on the use of an identified asset if the supplier does not
have a substantive right to substitute the asset.

842-10-15-6 A supplier’s right to substitute an asset is substantive if both of the
following conditions are met:

a. The supplier can substitute alternative assets in place of the asset
without requiring the consent of the customer (that is, the entity that
receives the good or service under the contract).

b. There are no barriers (economic or otherwise) that would prevent the
supplier from substituting alternative assets in place of the asset during
the term of the contract. Examples of such barriers include, but are not
limited to, the following:

1. Costs associated with substituting the asset that are so high that
they create an economic disincentive to substituting alternative
assets during the term of the contract

2. Operational barriers that would prevent or deter the supplier from
substituting the asset (for example, alternative assets are neither
readily available to the supplier nor could they be sourced by the
supplier within a reasonable time period or without incurring
significant costs).
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842-10-15-7 Fulfillment of a contract can depend on the use of an identified asset
even if a supplier has the right or obligation to substitute other assets in place of
the underlying asset if the asset is not operating properly or a technical upgrade
becomes available. In addition, fulfillment of a contract can depend on the use of
an identified asset even if a supplier has the right or obligation to substitute other
assets for any reason only on or after a particular date. In this case, fulfillment of
the contract can depend on the use of an identified asset until the date that the
right or obligation to substitute becomes effective.

842-10-15-8 A physically distinct portion of an asset (for example, a floor of a
building) can be an identified asset. However, a capacity portion of an asset (for
example, a capacity portion of a fiber-optic cable that is less than substantially all
of the capacity of the cable) cannot be an identified asset because it is not
physically distinct from the remaining capacity of the asset.

> > Contract Conveys the Right to Control the Use of an Identified Asset

842-10-15-9 A contract conveys the right to control the use of an identified asset
if, throughout the term of the contract, the customer has the ability to do both of
the following:

a. Direct the use of the identified asset (as described in paragraphs 842-
10-15-10 through 15-14)

b. Derive the benefits from use of the identified asset (as described in
paragraphs 842-10-15-15 through 15-16).

> > > Ability to Direct the Use

842-10-15-10 A customer has the ability to direct the use of an asset when the
contract conveys rights that give the customer the ability to make decisions about
the use of the asset that most significantly affect the economic benefits to be
derived from use of the asset throughout the term of the contract.

842-10-15-11 Examples of decisions that could most significantly affect the
economic benefits to be derived from use of an asset include, but are not limited
to, determining or being able to change any of the following:

a. How and for what purpose the asset is employed during the term of the
contract

b. How the asset is operated during the term of the contract

c. The operator of the asset.

842-10-15-12 In some contracts for which there are few, if any, substantive
decisions to be made about the use of an asset after the commencement date,
a customer’s ability to direct the use of the asset may be obtained at or before
that date. For example, a customer may be involved in designing the asset for its
use or in determining the terms and conditions of the contract, so that the
decisions about the use of the asset that most significantly affect the economic
benefits to be derived from use are predetermined. In those cases, the customer
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has the ability to direct the use of the asset throughout the term of the contract as
a result of the decisions that it made at or before the commencement of the
contract.

842-10-15-13 A contract may include clauses that restrict a customer’s use of an
asset; for example, a contract may specify the maximum amount of use of an
asset to protect the supplier’s interest in the asset. Such protective rights that
restrict a customer’s use of an asset would not, in isolation, prevent the customer
from having the ability to direct the use of the asset.

842-10-15-14 Rights that give a customer the ability to specify the output of an
asset (for example, the quantity and description of goods or services produced
by the asset) would not, in isolation, mean that a customer has the ability to
direct the use of that asset. The ability to specify the output, without any other
decision-making rights relating to the use of the asset, gives a customer the
same rights as any customer that purchases services.

> > > Ability to Derive the Benefits from Use

842-10-15-15 A customer’s ability to derive the benefits from use of an asset
refers to its right to obtain substantially all of the potential economic benefits from
use of the asset throughout the term of the contract. A customer can obtain
economic benefits from use of an asset directly or indirectly in many ways, such
as by using, consuming, holding, or subleasing the asset. The economic benefits
from use of an asset include its primary output and by-products in the form of
products and services. Those economic benefits also include other economic
benefits from use of the asset that could be realized from a commercial
transaction with a third party.

842-10-15-16 A customer does not have the ability to derive the benefits from
use of an asset if both of the following occur:

a. The customer can obtain the benefits from use of the asset only in
conjunction with additional goods or services that are provided by the
supplier and not sold separately by the supplier or other suppliers.

b. The asset is incidental to the delivery of services because the asset has
been designed to function only with the additional goods or services
provided by the supplier. In such cases, the customer receives a bundle
of goods or services that combine to deliver an overall service for which
the customer has contracted.

> Separating Components of a Contract

842-10-15-17 After determining that a contract contains a lease in accordance
with paragraphs 842-10-15-2 through 15-16, an entity shall identify each
separate lease component within the contract. An entity shall consider the right to
use an asset to be a separate lease component if both of the following criteria
are met:
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a. The lessee can benefit from use of the asset either on its own or
together with other resources that are readily available to the lessee.
Readily available resources are goods or services that are sold or
leased separately (by the lessor or other suppliers) or resources that
the lessee has already obtained (from the lessor or from other
transactions or events).

b. The underlying asset is neither dependent on nor highly interrelated with
the other underlying assets in the contract.

842-10-15-18 An entity shall account for each lease component as a separate
lease, separately from nonlease components of a contract, except as described
in paragraph 842-10-15-20(b)(2) through (c). An entity shall allocate the
consideration in the contract to each separate lease component that has been
identified in accordance with paragraphs 842-10-15-20 through 15-22.

842-10-15-19 See Examples 6 through 10 (paragraphs 842-10-55-42 through 55-
60) for an illustration of the requirements.

> > Lessee

842-10-15-20 After identifying the lease components in a contract in accordance
with paragraph 842-10-15-17, a lessee shall allocate the consideration in the
contract as follows:

a. If there are observable standalone prices for each component of the
contract, a lessee shall allocate the consideration to each component on
the basis of the relative standalone price of each component.

b. If there are observable standalone prices for one or more, but not all, of
the components of the contract, a lessee shall allocate both of the
following:

1. The standalone price of each component to the components of the
contract with observable prices

2. The remaining consideration in the contract to the components of
the contract without observable prices. If one or more of the
components without observable prices is a lease component, the
lessee shall combine those components and account for them as a
single lease component.

c. If there are no observable standalone prices for any components of the
contract, a lessee shall combine the components and account for them
as a single lease component.

842-10-15-21 A price is observable if it is the price that either the lessor or similar
suppliers charge for similar lease, good, or service components on a standalone
basis.
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> > Lessor

842-10-15-22 After identifying the lease components in a contract in accordance
with paragraph 842-10-15-17, a lessor shall allocate the consideration in the
contract using the requirements in paragraphs 70-76 of proposed Accounting
Standards Update, Revenue Recognition (Topic 605): Revenue from Contracts
with Customers.

Glossary
Commencement Date of the Lease (Commencement Date)

The date on which a lessor makes an underlying asset available for use by a
lessee.

Contract

An agreement between two or more parties that creates enforceable rights and
obligations.

Economic Life

Either the period over which an asset is expected to be economically usable by
one or more users or the number of production or similar units expected to be
obtained from an asset by one or more users.

Gross Residual Asset

The amount a lessor expects to derive from an underlying asset following the
end of the lease term, measured on a discounted basis.

Initial Direct Costs

Costs that are directly attributable to negotiating and arranging a lease and
would not have been incurred without entering into the lease.

Lease

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

Lease Liability

A lessee’s obligation to make lease payments arising from a lease, measured on
a discounted basis.

Lease Payments

Payments made by a lessee to a lessor relating to the right to use an
underlying asset during the lease term, consisting of the following:

a. Fixed payments, less any lease incentives received or receivable from
the lessor
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b. Variable lease payments that depend on an index or a rate or are in-
substance fixed payments

c. The exercise price of a purchase option if the lessee has a significant
economic incentive to exercise that option

d. Payments for penalties for terminating the lease, if the lease term
reflects the lessee exercising an option to terminate the lease.

For the lessee, lease payments also include amounts expected to be payable by
the lessee under residual value guarantees. Lease payments do not include
payments allocated to nonlease components of a contract except when the
lessee is required to combine nonlease and lease components and account for
them as a single lease component.

For the lessor, lease payments also include lease payments structured as
residual value guarantees. Lease payments do not include payments allocated to
nonlease components.

Lease Receivable

A lessor’s right to receive lease payments arising from a lease, measured on a
discounted basis.

Lease Term

The noncancellable period for which a lessee has the right to use an underlying
asset, together with both of the following:

a. Periods covered by an option to extend the lease if the lessee has a
significant economic incentive to exercise that option

b. Periods covered by an option to terminate the lease if the lessee has a
significant economic incentive not to exercise that option.

Lessee

An entity that enters into a contract to obtain the right to use an underlying
asset for a period of time in exchange for consideration.

Lessee’s Incremental Borrowing Rate

The rate of interest that a lessee would have to pay to borrow over a similar
term, and with a similar security, the funds necessary to obtain an asset of a
similar value to the right-of-use asset in a similar economic environment.

Lessor

An entity that enters into a contract to provide the right to use an underlying
asset for a period of time in exchange for consideration.

Property

Land or a building, or part of a building, or both.
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Rate Implicit in the Lease

The rate of interest that, at a given date, causes the sum of the present value of
payments made by a lessee for the right to use an underlying asset and the
present value of the amount a lessor expects to derive from the underlying asset
following the end of the lease term to equal the fair value of the underlying asset.

Rate the Lessor Charges the Lessee

A discount rate that takes into account the nature of the transaction as well as
the terms and conditions of the lease. The rate the lessor charges the lessee
could be, for example, the rate implicit in the lease, or the property yield.

Residual Asset

An asset representing the rights to an underlying asset retained by a lessor
during a lease.

Residual Value Guarantee

A guarantee made to a lessor that the value of an underlying asset returned to
the lessor at the end of a lease will be at least a specified amount.

Right-of-Use Asset

An asset that represents a lessee’s right to use an underlying asset for the
lease term.

Short-Term Lease

A lease that, at the commencement date, has a maximum possible term under
the contract, including any options to extend, of 12 months or less. Any lease
that contains a purchase option is not a short-term lease.

Standalone Price

The price at which a lessee would purchase a component of a contract
separately.

Sublease

A transaction in which an underlying asset is re-leased by the original lessee
(or intermediate lessor) to a third party, and the lease (or head lease) between
the original lessor and lessee remains in effect.

Underlying Asset

An asset that is the subject of a lease for which a right to use that asset has
been conveyed to a lessee. The underlying asset could be a physically distinct
portion of a single asset.
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Useful Life

The period over which an asset is expected to contribute directly or indirectly to
future cash flows.

Variable Lease Payments

Payments made by a lessee to a lessor for the right to use an underlying asset
that vary because of changes in facts or circumstances occurring after the
commencement date, other than the passage of time.

Recognition
General
> |Lease Term

842-10-25-1 An entity shall determine the lease term as the noncancellable
period of the lease, together with both of the following:

a. Periods covered by an option to extend the lease if the lessee has a
significant economic incentive to exercise that option

b. Periods covered by an option to terminate the lease if the lessee has a
significant economic incentive not to exercise that option.

842-10-25-2 At the commencement date, an entity shall consider contract-
based, asset-based, entity-based, and market-based factors when assessing
whether a lessee has a significant economic incentive either to exercise an
option to extend a lease or not to exercise an option to terminate a lease, as
described in paragraph 842-10-55-4. Those factors shall be considered together,
and the existence of any one factor does not necessarily signify that a lessee has
a significant economic incentive to exercise, or not to exercise, the option.

842-10-25-3 An entity shall reassess the lease term only if either of the following
occurs:

a. There is a change in relevant factors, as described in paragraph 842-
10-55-5, that would result in the lessee having or no longer having a
significant economic incentive either to exercise an option to extend the
lease or not to exercise an option to terminate the lease. A change in
market-based factors (such as market rates to lease a comparable
asset) shall not, in isolation, trigger reassessment of the lease term.

b. The lessee does either of the following:

1. Elects to exercise an option even though the entity had previously
determined that the lessee did not have a significant economic
incentive to do so
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2. Does not elect to exercise an option even though the entity had
previously determined that the lessee had a significant economic
incentive to do so.

842-10-25-4 See paragraphs 842-10-55-1 through 55-5 for implementation
guidance on lease term and significant economic incentive.

> Classification of Leases

842-10-25-5 At the commencement date, an entity shall classify a lease as
either a Type A lease or a Type B lease. An entity shall not reassess the
classification after the commencement date.

842-10-25-6 If the underlying asset is not property, an entity shall classify a
lease as a Type A lease unless one of the following two criteria is met:

a. The lease term is for an insignificant part of the total economic life of
the underlying asset.

b. The present value of the lease payments is insignificant relative to the
fair value of the underlying asset at the commencement date.

If either criterion above is met, the lease is classified as a Type B lease.

842-10-25-7 If the underlying asset is property, an entity shall classify a lease as
a Type B lease unless one of the following two criteria is met:

a. The lease term is for the major part of the remaining economic life of the
underlying asset.

b. The present value of the lease payments accounts for substantially all of
the fair value of the underlying asset at the commencement date.

If either criterion above is met, the lease is classified as a Type A lease.

842-10-25-8 Notwithstanding the requirements in paragraphs 842-10-25-6
through 25-7, a lease is classified as a Type A lease if a lessee has a significant
economic incentive to exercise an option to purchase the underlying asset.

842-10-25-9 If a lease component contains the right to use more than one asset,
an entity shall determine the nature of the underlying asset on the basis of the
nature of the primary asset within the lease component. An entity shall regard the
economic life of the primary asset to be the economic life of the underlying asset
when applying the classification criteria in paragraphs 842-10-25-6 through 25-7.

842-10-25-10 Notwithstanding the requirements in the preceding paragraph, if a
lease component contains both land and a building, an entity shall regard the
economic life of the building to be the economic life of the underlying asset when
applying the classification criteria in paragraph 842-10-25-7.

842-10-25-11 When classifying a sublease, an entity shall evaluate the sublease
with reference to the underlying asset (for example, the item of property, plant, or
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equipment that is the subject of the lease), rather than with reference to the
right-of-use asset.

842-10-25-12 See Examples 11 and 12 (paragraphs 842-10-55-61 through 55-
65) for illustrations of the requirements.

> > Contract Modifications

842-10-25-13 If the contractual terms and conditions of a lease are modified,
resulting in a substantive change to the existing lease, an entity shall account for
the modified contract as a new contract at the date that the modifications
become effective. An entity shall recognize any difference between the carrying
amounts of the assets and liabilities arising from the previous lease and those
arising from any new lease in profit or loss. Examples of a substantive change
arising from a contract modification include changes to the contractual lease term
or to the amount of contractual lease payments that were not part of the original
terms and conditions of the lease.

> Short-Term Leases

842-10-25-14 A lessee may elect, as an accounting policy, not to apply the
requirements in Subtopic 842-20 to short-term leases. Instead, a lessee may
recognize the lease payments in profit or loss on a straight-line basis over the
lease term. The accounting policy election for short-term leases shall be made by
class of underlying asset to which the right of use relates.

842-10-25-15 A lessor may elect, as an accounting policy, not to apply the
requirements in Subtopic 842-30, except for the requirements in paragraph 842-
30-50-5(d), to short-term leases. Instead, a lessor may 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 shall be made by class of underlying asset to which the
right of use relates.

842-10-25-16 See Example 13 (paragraphs 842-10-55-66 through 55-69) for an
illustration of the requirements.

Disclosure

General

> Short-Term Leases

842-10-50-1 An entity that accounts for short-term leases in accordance with
paragraph 842-10-25-14 or 842-10-25-15 shall disclose that fact.
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Implementation Guidance and lllustrations

General

> Implementation Guidance
> > Application of Lease Term

842-10-55-1 An entity should determine the noncancellable period of a lease
when determining the lease term. When assessing the length of the
noncancellable period of a lease, an entity should apply the definition of a
contract and determine the period for which the contract is enforceable. A lease
is no longer enforceable when both the lessee and the lessor each have the
right to terminate the lease without permission from the other party with no more
than an insignificant penalty.

842-10-55-2 If only a lessee has the right to terminate a lease, that right is
considered to be an option to terminate the lease available to the lessee that an
entity considers when determining the lease term, as described in paragraph
842-10-25-1.

842-10-55-3 The lease term begins at the commencement date and includes
any rent-free periods provided to the lessee by the lessor.

> > Application of Significant Economic Incentive

842-10-55-4 At the commencement date, an entity assesses whether the lessee
has a significant economic incentive to exercise, or not to exercise, an option by
considering all factors relevant to that assessment—contract-based, asset-
based, market-based, and entity-based factors. An entity’s assessment will often
require the consideration of a combination of those factors because they are
interrelated. Examples of factors to consider include, but are not limited to, any of
the following:

a. Contractual terms and conditions for the optional periods compared with
current market rates, such as:
1. The amount of lease payments in any optional period
2. The amount of any variable lease payments or other contingent
payments, such as payments under termination penalties and
residual value guarantees
3. The terms and conditions of any options that are exercisable after
initial optional periods (for example, the terms and conditions of a
purchase option that is exercisable at the end of an extension
period at a rate that is currently below market rates).
b. Significant leasehold improvements that are expected to have
significant economic value for the lessee when the option to extend or
terminate the lease or to purchase the asset becomes exercisable.
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c. Costs relating to the termination of the lease and the signing of a new
lease, such as negotiation costs, relocation costs, costs of identifying
another underlying asset suitable for the lessee’s operations, or costs
associated with returning the underlying asset in a contractually
specified condition or to a contractually specified location.

d. The importance of that underlying asset to the lessee’s operations,
considering, for example, whether the underlying asset is a specialized
asset and the location of the underlying asset.

842-10-55-5 An entity should reassess whether the lessee has, or does not have,
a significant economic incentive to exercise, or not to exercise, an option if there
is a change in relevant factors as described in the preceding paragraph.
However, a change in market-based factors (such as market rates to lease a
comparable asset) should not, in isolation, trigger reassessment.

> lllustrations
> > |llustrations of Identifying a Lease

842-10-55-6 The following Examples illustrate how an entity determines whether
a contract is, or contains, a lease.

> > > Example 1—Contract for Rail Cars
> > > > Example 1A: Contract for Rail Cars—Part A

842-10-55-7 A contract between Customer and a freight carrier (Carrier) provides
Customer with the use of 10 rail cars of a particular specification owned by
Carrier for 5 years. The contract specifies the type of car. Customer determines
when, where, and which goods are to be transported using the cars. When the
cars are not in use, they are kept at Customer’s premises. Customer can use the
cars for another purpose (for example, storage) if it so chooses. If a particular car
needs to be serviced or repaired, Carrier is required to substitute an equivalent
car of the same type. Otherwise, and other than on default by Customer, Carrier
cannot retrieve the cars during the five-year period.

842-10-55-8 The contract also requires Carrier to provide an engine and a driver
when requested by Customer and stipulates that, if Carrier is unable to do so,
Customer has the right to hire an engine and a driver from other suppliers.
Carrier keeps the engines at its premises and provides instructions to the driver
detailing Customer’s requests to transport goods. Carrier can choose to use any
one of a number of engines to fulfill each of Customer’s requests, and one
engine could be used to transport not only Customer’s goods but also the goods
of other customers (that is, if other customers require the transportation of goods
to destinations close to the destination requested by Customer and within a
similar time frame, Carrier can choose to attach up to 100 rail cars to the engine).

38



842-10-55-9 The contract contains a lease of rail cars. Customer has the right to
use 10 rail cars for 5 years.

842-10-55-10 Fulfillment of the contract depends on the use of 10 identified cars.
Once delivered to Customer, Carrier can substitute the cars only when they are
not operating properly.

842-10-55-11 Customer has the right to control the use of the cars because of
both of the following:

a. Customer has the ability to direct the use of the cars. Customer
determines how, when, and for what purpose the cars are used, not
only when they are being used to transport Customer’s goods but
throughout the term of the contract.

b. Customer has the ability to derive the benefits from use of the cars. The
cars are available for Customer’s use throughout the term of the
contract, including when they are not being used to transport
Customer’s goods.

842-10-55-12 The contract also contains a nonlease (service) component that
relates to the use of an engine and a driver. The contract does not convey the
right to use an identified engine (see analysis in Example 1B).

> > > > Example 1B: Contract for Rail Cars—Part B

842-10-55-13 The contract between Customer and Carrier requires Carrier to
transport a specified quantity of goods in accordance with a stated timetable for a
period of five years. The timetable and quantity of goods specified is equivalent
to Customer having the use of 10 rail cars for 5 years. Carrier provides the rail
cars, driver, and engine as part of the contract. The contract states the nature
and quantity of the goods to be transported but does not include specific details
about the cars or engine to be used to transport Customer’s goods. Although
transporting the goods identified in the contract requires cars similar to those
identified in Example 1A, Carrier has a large pool of similar cars that can be used
to transport Customer’s goods. Similarly, Carrier can choose to use any one of a
number of engines to fulfill each of Customer’s requests, and one engine could
be used to transport not only Customer’s goods, but also the goods of other
customers. The cars and engines are stored in Carrier's premises when not
being used to transport goods.

842-10-55-14 The contract does not contain a lease.

842-10-55-15 Fulfillment of the contract does not depend on the use of 10
identified rail cars or an identified engine because Carrier has substantive
substitution rights. Carrier can choose the cars and engine without Customer’s
consent. There also are no economic barriers that prevent Carrier from using any
car within the pool of cars of a particular specification, and any one of a number
of engines, for each delivery of Customer’s goods.
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> > > > Example 1C: Contract for Rail Cars—Part C

842-10-55-16 Assume the same facts as in Example 1B except that Carrier has
only 10 rail cars of the specification required to transport Customer’s goods.
Carrier also can use those cars to fulfill other contracts if those cars are not being
used to transport Customer’s goods, and Carrier could decide to expand its fleet
of cars during the term of the contract. Cars of the specification required to
transport Customer’s goods can be purchased from rail car suppliers and are
readily available to Carrier.

842-10-55-17 The contract does not contain a lease.

842-10-55-18 Although the 10 rail cars owned by Carrier are identified at the
commencement of the contract, Customer does not have the right to control their
use throughout the term of the contract. Carrier controls the use of the rail cars.
Carrier makes the substantive decisions about how the rail cars are used to
deliver goods including, for example, whether to use the rail cars to fulfill other
contracts. Carrier could fulfill the contract with Customer using rail cars other
than those owned at the commencement of the contract if, for example, Carrier
were to decide to expand its fleet of rail cars during the term of the contract.

842-10-55-19 Specifying the quantity of goods to be transported and the
timetable for delivery, means, in effect, that Customer specifies the output from
the use of rail cars but it does not give Customer the right to use the 10 rail cars
for 5 years.

> > > Example 2—Contract for Coffee Services

842-10-55-20 Customer enters into a contract for coffee services for two years.
Supplier puts 25 coffee machines in Customer’s premises that are tailored for
use with coffee consumables provided by Supplier. The coffee machines function
only with the consumables provided by Supplier and have no use to Customer
other than when they are used in conjunction with those consumables. Supplier
is responsible for repairs and maintenance of the coffee machines. Customer’s
staff operate the machines (that is, they select the coffee they wish to drink, and
the machines deliver the coffee).

842-10-55-21 The contract does not contain a lease.

842-10-55-22 Although fulfillment of the contract may depend on the use of the
machines, the contract does not give Customer the right to control the use of
those machines. That is because Customer does not have the ability to derive
the benefits from use of the machines on their own; the machines function only
with the consumables that are supplied by Supplier. Accordingly, the machines
have no use or value to Customer without the consumables. The machines are
incidental to the delivery of the coffee services. The machines and the
consumables combine to deliver coffee services to Customer over the two-year
term of the contract.
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> > > Example 3—Contract for Medical Equipment

842-10-55-23 Customer enters into a contract for medical equipment for three
years. Supplier puts 10 items of patient-monitoring equipment in Customer’s
premises that require the use of disposable consumables that connect the
monitoring equipment to the patient. Although the contract requires Customer to
purchase the consumables from Supplier, consumables that function with the
monitoring equipment are readily available from other suppliers. Supplier carries
out repairs and maintenance of the monitoring equipment when needed and can
replace the equipment without the consent of Customer (although, because of
the costs associated with replacing the equipment, Supplier would replace the
equipment only if it is not operating properly). Customer determines how and
when the equipment is used and operates the equipment to monitor patients.

842-10-55-24 The contract contains a lease of the patient-monitoring equipment.

842-10-55-25 Although the terms of the contract require Customer to use
Supplier's consumables, consumables that function with the patient-monitoring
equipment are readily available from other suppliers. Accordingly, Customer
would be able to derive the benefits from use of the monitoring equipment on its
own without Supplier's consumables. In addition, although the terms of the
contract require Customer to use Supplier for repairs and maintenance, this is a
nonlease (service) component of the contract that does not change the
conclusion that Customer has the right to use the equipment. Consequently, the
contract has three separate components: the right to use the equipment, the
supply of consumables, and the maintenance of the equipment.

842-10-55-26 The contract conveys the right to use the patient-monitoring
equipment to Customer for the following reasons:

a. Fulfilment of the contract depends on the use of the equipment.
Supplier’s substitution rights are not substantive because the costs of
replacing the equipment create an economic barrier that prevents
Supplier from replacing the equipment other than when it is not
operating properly.

b. Customer has the right to control the use of the equipment because of
the following:

1. Customer has the ability to direct the use of the equipment.
Customer determines how and when the equipment is used and it
operates the equipment. Accordingly, Customer makes decisions
about the use of the equipment that most significantly affect the
economic benefits derived from use throughout the term of the
contract.

2. Customer has the ability to derive the benefits from use of the
equipment. The equipment is available solely for Customer’s use
throughout the three-year term of the contract.
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> > > Example 4—Contract for Fiber-Optic Cable
> > > > Example 4A: Contract for Fiber-Optic Cable—Part A

842-10-55-27 Customer enters into a 15-year contract for the right to use 3
specified, physically distinct dark fibers within a larger cable connecting Hong
Kong to Tokyo. Customer makes all of the decisions about the use of the fibers
by connecting each end of the fibers to its electronics equipment (that is,
Customer “lights” the fibers). If the fibers are damaged, Supplier is responsible
for the repairs and maintenance.

842-10-55-28 The contract contains a lease. Customer has the right to use the 3
dark fibers for 15 years.

842-10-55-29 Fulfillment of the contract depends on the use of the fibers. The
fibers are explicitly specified in the contract and are physically distinct from other
fibers within the cable.

842-10-55-30 Customer has the right to control the use of the dark fibers
because of the following:

a. Customer has the ability to direct the use of the dark fibers. Customer
determines how, when, and for what purpose the fibers are used.
Accordingly, Customer makes decisions about the use of the fibers that
most significantly affect the economic benefits derived from use
throughout the term of the contract.

b. Customer has the ability to derive the benefits from use of the dark
fibers. The fibers are available for Customer’s use throughout the 15-
year term of the contract; they cannot be used by any other party unless
Customer agrees to such use.

842-10-55-31 The contract also contains a nonlease (service) component for
repairs and maintenance of the fibers.

> > > > Example 4B: Contract for Fiber-Optic Cable—Part B

842-10-55-32 Customer enters into a 15-year contract for the right to use a
specified amount of capacity within a cable connecting Hong Kong to Tokyo. The
specified amount is equivalent to Customer having the use of the full capacity of
3 fiber strands within the cable (the cable contains 15 fibers with similar
capacities). Supplier makes decisions about the transmission of data (that is,
Supplier lights the fibers and makes decisions about which fibers are used to
transmit Customer’s traffic).

842-10-55-33 The contract does not contain a lease.

842-10-55-34 Supplier makes all decisions about the transmission of Customer’s
data, which requires the use of only a portion of the capacity of the cable. That
capacity portion is not physically distinct from the remaining capacity of the cable.
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Customer has contracted for the right to capacity within a cable. It does not have
the right to use an identified asset.

> > > Example 5—Contract for Energy/Power
> > > > Example 5A: Contract for Energy/Power—Part A

842-10-55-35 Customer enters into a contract to purchase substantially all of the
energy produced by a new power plant for 20 years. The power plant is owned
by Supplier and the energy cannot be provided from another plant. Supplier and
Customer were both involved in designing the plant before it was constructed.
Customer has the right to either operate and maintain the plant itself or appoint
another party to operate and maintain the plant, in accordance with industry-
approved operating practices.

842-10-55-36 The contract contains a lease. Customer has the right to use the
power plant for 20 years.

842-10-55-37 Fulfillment of the contract depends on the use of the power plant.
The energy cannot be supplied from another plant.

842-10-55-38 Customer has the right to control the use of the power plant
because of the following:

a. Customer has the ability to direct the use of the power plant. Customer
has determined how the plant will be operated by both being involved in
designing the plant and appointing the party that operates and
maintains the plant. Customer’s decision-making rights about the design
and maintenance of the plant have given it the ability to make decisions
about the use of the plant that most significantly affect the economic
benefits derived from use throughout the term of the contract. Although
another party might operate the plant on a daily basis, that party would
be implementing decisions made by Customer about the use of the
plant.

b. Customer has the ability to derive the benefits from use of the plant.
Customer has the right to obtain substantially all of the energy produced
by the plant throughout the 20-year term of the contract.

> > > > Example 5B: Contract for Energy/Power—Part B

842-10-55-39 An electricity provider (Customer) enters into a contract to
purchase substantially all of the power produced by a power plant for three
years. The power plant is owned and operated by a utility company (Supplier).
Supplier cannot provide power from another plant. Supplier designed the power
plant when it was constructed some years before entering into the contract with
Customer. Customer had no involvement in that design. Customer issues
dispatch instructions to Supplier. Those instructions detail the quantity and timing
of delivery of power to Customer. Supplier operates and maintains the plant on a
daily basis in accordance with industry-approved operating practices. Customer
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and Supplier agree to the plant’'s maintenance plan at the start of the contract.
Customer’s only decision-making authority relates to the dispatch instructions.
Supplier is able to sell the power not taken by Customer to other customers.

842-10-55-40 The contract does not contain a lease.

842-10-55-41 Although fulfillment of the contract depends on the use of the
power plant, Customer does not have the right to control its use because it does
not have the ability to direct the use of the plant. Supplier has that ability.
Supplier has made (and will make) all decisions about how the plant operates.
Customer’s ability to determine when power is produced, in effect, gives it the
ability to specify the output from the plant. However, without any other decision-
making authority, Customer has no ability to direct the use of the plant that is
used to make the power.

> > |llustration of Allocating Consideration to Components of a Contract

842-10-55-42 The following Example illustrates the allocation of consideration in
a contract to lease and nonlease components by a lessee.

> > > Example 6—Lessee Allocation of Consideration to Lease and
Nonlease Components of a Contract

842-10-55-43 Customer enters into a 5-year contract with Supplier for a total
consideration of CU200,000, payable annually in 5 amounts of CU40,000. The
contract has two components:

a. Component 1—lease of equipment for five years
b. Component 2—maintenance of the equipment by Supplier for five
years.

842-10-55-44 The contract does not specify prices for the individual components.

842-10-55-45 The manufacturer of the equipment requires that all lessors of the
equipment include maintenance services as part of the contract with the lessee.
Accordingly, Supplier cannot lease the equipment without also requiring the
lessee to purchase maintenance services that relate to the equipment. The
contract is priced as a package, and Customer is unable to obtain an observable
standalone price for the lease component.

842-10-55-46 Customer, however, is able to obtain an observable standalone
price for the service component on the basis of information that is available from
other suppliers. Several other suppliers provide maintenance services that relate
to similar equipment over a 5-year period at a standalone price of CU10,000 per
year.

842-10-55-47 Because Customer has an observable standalone price for one
component, but not both, it first allocates consideration to the component with an
observable price and then allocates the remaining consideration to the
component without an observable price. Customer concludes that the
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consideration for the lease component is CU30,000 per year (CU40,000 per year
— CU10,000 per year allocated to the service component of the contract).

> > |llustrations of Lease Components and ldentifying the Primary Asset

842-10-55-48 The following Examples illustrate how an entity would identify
separate lease components in a contract and the primary asset within one lease
component that conveys the right to use more than one asset to the lessee.

> > > Example 7—Lease of Retail Space

842-10-55-49 A lessee enters into a lease of retail space together with the
surrounding land that is used for parking and deliveries. Because of the location
of the retail space, a retailer would not lease the building without the surrounding
land. The lessee is a retailer that intends to use the building for its retail
operations.

842-10-55-50 The contract contains one lease component. The retail space is
dependent on the land for parking and deliveries. The lessee would be unable to
access the benefits from use of the retail space without the surrounding land for
parking and deliveries. Accordingly, the lessee cannot benefit from use of the
retail space without also using the surrounding land that is part of the contract.

842-10-55-51 The primary asset is the retail building because it is the
predominant asset for which the lessee has contracted for the right to use. The
main purpose of the surrounding land for parking and deliveries is to facilitate the
lessee obtaining benefits from use of the retail space.

> > > Example 8—Lease of Retail Space plus an Additional Plot of Land

842-10-55-52 Assume the same facts as Example 7, except that the contract
also conveys the right to use an additional plot of land that is located adjacent to
the retail space. The additional plot of land could, for example, be redeveloped
independently of the retail space.

842-10-55-53 The contract contains two lease components—a lease of the retail
space (together with the surrounding land for parking and deliveries) and a lease
of a plot of land.

842-10-55-54 The plot of land is neither dependent on, nor highly interrelated
with, the retail space and vice versa. Accordingly, the lessee can benefit from
use of the plot of land on its own and, as described in Example 7, the lessee can
benefit from use of the retail space (together with the surrounding land for
parking and deliveries) on its own.

> > > Example 9—Lease of a Manufacturing Plant

842-10-55-55 A lessee leases a manufacturing plant together with a large item of
equipment that is installed within the plant. The lessor does not lease or sell the
equipment separately, but other suppliers do. The plant is not tailored for use
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only with that item of equipment, and the equipment could be used for a different
manufacturing process within another plant.

842-10-55-56 The contract contains two lease components—a lease of the
manufacturing building (together with the land on which the building is situated)
and a lease of an item of manufacturing equipment.

842-10-55-57 The item of equipment is neither dependent on, nor highly
interrelated with, the plant and vice versa; that is, both the plant and the
equipment could be used for other purposes together with other assets.
Accordingly, the lessee can benefit from use of the plant together with other
resources that are readily available to it. The lessee also can benefit from use of
the equipment together with other resources that are readily available to it.

> > > Example 10—Lease of a Turbine Plant

842-10-55-58 A lessee leases a turbine plant, which consists of a large turbine
housed within a building, together with the land on which the turbine is situated.
The building was designed specifically to house the turbine, and the life of the
building is directly linked to the life of the turbine (that is, when the turbine can no
longer be used and is dismantled, the building will be demolished or substantially
rebuilt).

842-10-55-59 The contract contains one lease component. The building and the
land on which the turbine is situated are highly interrelated with the turbine.
Accordingly, the lessee cannot benefit from use of the building or the land without
also using the turbine. Similarly, the lessee could not benefit from use of the
turbine if it were not housed within the building.

842-10-55-60 The primary asset is the turbine because it is the predominant
asset for which the lessee has contracted for the right to use. The main purpose
of the building (and the land on which the turbine is situated) is to facilitate the
lessee obtaining benefits from use of the turbine. The land and building would
have little, if any, use or value to the lessee without the turbine.

> > |llustrations of Lease Classification
842-10-55-61 The following Examples illustrate lease classification.
> > > Example 11—Equipment Lease Classification

842-10-55-62 A lessee enters into a 2-year lease of an item of equipment, which
has a total economic life of 12 years. The lease payments are CU9,000 per
year, the present value of which is CU16,700, calculated using the rate the
lessor charges the lessee. The fair value of the equipment at the
commencement date is CU60,000.

842-10-55-63 The lessee determines that the lease is a Type A lease because of
the following:
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a. The underlying asset is not property.

b. The lease term is for more than an insignificant part of the total
economic life of the equipment.

c. The present value of the lease payments is more than insignificant
relative to the fair value of the equipment at the commencement date.

> > > Example 12—Commercial Property Lease Classification

842-10-55-64 A lessee enters into a 15-year lease of an office building, which
has a remaining economic life of 40 years at the commencement date. The lease
payments are CU30,000 per year, the present value of which is CU300,000,
calculated using the lessee’s incremental borrowing rate (that is, the rate the
lessor charges the lessee is not readily determinable to the lessee). The fair
value of the property at the commencement date is CU400,000.

842-10-55-65 The lessee determines that the lease is a Type B lease because of
the following:

a. The underlying asset is property.

b. The lease term is not for a major part of the remaining economic life of
the property.

c. The present value of the lease payments does not account for
substantially all of the fair value of the property.

> > |llustration of a Short-Term Lease

842-10-55-66 The following Example illustrates the assessment of whether a
lease is a short-term lease.

> > > Example 13—Short-Term Lease

842-10-55-67 A lessee has made an accounting policy election not to recognize
a right-of-use asset and a lease liability that arise from short-term leases for
any class of underlying asset.

842-10-55-68 The lessee enters into a 12-month lease of a vehicle, with an
option to extend for another 12 months. The lessee does not have a significant
economic incentive to exercise the option to extend.

842-10-55-69 The lease does not meet the definition of a short-term lease
because the maximum possible term under the contract is longer than 12 months
(that is, the maximum possible term under the contract is 2 years). Consequently,
the lessee recognizes a right-of-use asset and a lease liability. Because there is
no significant economic incentive to exercise the option to extend, the lessee
determines the lease term to be 12 months and measures the right-of-use asset
and the lease liability accordingly.

> > |llustrations of Transition

> > > |llustration of Lessee Transition—Operating Lease to Type A Lease
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842-10-55-70 The following Example illustrates how a lessee would account for
the transition of existing operating leases to Type A leases when applying the
permitted alternative to a full retrospective transition approach.

> > > > Example 14—Lessee Transition—Operating Lease to Type A Lease

842-10-55-71 A lessee enters into a five-year lease of a vehicle on January 1,
20X1, with annual lease payments payable at the end of each year. The lessee
originally accounts for the lease as an operating lease. On January 1, 20X2 (and
before transition adjustments), the lessee has an accrued rent liability of
CU1,200 for the lease, reflecting rent that was previously recognized as an
expense but was not paid at that date. Four lease payments remain: 1 payment
of CU31,000 followed by 3 payments of CU33,000.

842-10-55-72 January 1, 20X2, is the beginning of the earliest comparative
period presented in the financial statements in which the lessee first applies the
requirements in this Subtopic. At the effective date, the lessee’s incremental
borrowing rate is 6 percent. The lessee classifies the lease of the vehicle as a
Type A lease.

842-10-55-73 On January 1, 20X2, the lessee measures the lease liability at
CU112,462, the present value of 1 payment of CU31,000 and 3 payments of
CU33,000, discounted at 6 percent.

842-10-55-74 The lessee determines the carrying amount of the right-of-use
asset at the date of initial application in two steps: the lessee estimates the
commencement-date lease liability and it calculates the right-of-use asset (before
adjustment for accrued rent) on the basis of the proportion of the
commencement-date lease liability that relates to the remaining lease term. The
lessee elects not to include initial direct costs in determining the right-of-use
asset as permitted by paragraph 842-10-65-1(g)(1).

842-10-55-75 The lessee estimates the commencement-date lease liability on
the basis of the average remaining lease payments. The average lease payment
for the remaining 4 years of the lease is CU32,500. The lessee estimates the
commencement-date lease liability at CU136,902 (the present value of a
CU32,500 annuity for the 5-year total term of the lease). Thus, the lessee
measures the right-of-use asset before adjustment for accrued rent at
CU109,522 (CU136,902 x 4 remaining years + 5-year lease term).

842-10-55-76 The difference between the right-of-use asset and the lease liability
on January 1, 20X2, is an adjustment to opening retained earnings at that date.

842-10-55-77 In summary, on January 1, 20X2, the lessee recognizes the
following to reflect the transition of the operating lease to a Type A lease.
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Right-of-use asset CU109,522
Retained earnings CuU2,940
Lease liability CuU112,462

842-10-55-78 The lessee also makes an adjustment to the right-of-use asset for
the amount of the previously recognized accrued rent.

Accrued rent CU1,200
Right-of-use asset CU1,200

> > > |llustration of Lessee Transition—Operating Lease to Type B Lease

842-10-55-79 The following Example illustrates lessee accounting for the
transition of existing operating leases to Type B leases when applying the
permitted alternative to a full retrospective transition approach.

> > > > Example 15—Lessee Transition—Operating Lease to Type B Lease

842-10-55-80 A lessee enters into a five-year lease of land on January 1, 20X1,
with annual lease payments payable at the end of each year. The lessee
originally accounts for the lease as an operating lease. On January 1, 20X2 (and
before transition adjustments), the lessee has an accrued rent liability of
CU1,200 for the lease, reflecting rent that was previously recognized as an
expense but was not paid at that date. Four lease payments remain: 1 payment
of CU31,000 followed by 3 payments of CU33,000.

842-10-55-81 January 1, 20X2, is the beginning of the earliest comparative
period presented in the financial statements in which the lessee first applies the
requirements in this Subtopic. At the effective date, the lessee’s incremental
borrowing rate is 6 percent. The lessee classifies the lease of land as a Type B
lease.

842-10-55-82 On January 1, 20X2, the lessee measures the lease liability at
CU112,462, the present value of 1 payment of CU31,000 and 3 payments of
CU33,000, discounted using the rate of 6 percent.

842-10-55-83 The right-of-use asset is equal to the lease liability before
adjustment for accrued rent. The lessee does not include initial direct costs in
determining the right-of-use asset as permitted by paragraph 842-10-65-1(g)(1).

842-10-55-84 In summary, on January 1, 20X2, the lessee recognizes the
following to reflect the transition of the operating lease to a Type B lease.

Right-of-use asset CU112,462
Lease liability CU112,462

842-10-55-85 The lessee also makes an adjustment to the right-of-use asset for
the amount of the previously recognized accrued rent.
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Accrued rent CU1,200
Right-of-use asset CU1,200

> > > |llustration of Lessor Transition—Operating Lease to Type A Lease

842-10-55-86 The following Example illustrates lessor accounting for the
transition of existing operating leases to Type A leases when applying the
permitted alternative to a full retrospective transition approach.

> > > > Example 16—Lessor Transition—Operating Lease to Type A Lease

842-10-55-87 A lessor leases a vehicle for five years on January 1, 20X1, with
annual lease payments receivable at the end of each year. The lessor originally
accounts for the lease as an operating lease. On January 1, 20X2 (and before
transition adjustments), the lessor has a rent accrual of CU1,200 for the lease,
reflecting rent that was previously recognized as income but was not received at
that date. Four lease payments remain: 1 payment of CU31,000 followed by 3
payments of CU33,000.

842-10-55-88 January 1, 20X2, is the beginning of the earliest comparative
period presented in the financial statements in which the lessor first applies the
requirements in this Subtopic. On January 1, 20X2, the lessor classifies the lease
of the vehicle as a Type A lease. Immediately before January 1, 20X2, the
vehicle was recognized in the lessor’s financial statements at CU176,000
(historical cost of CU200,000 — depreciation of CU24,000). The lessor also has
an asset for accrued rent of CU1,200.

842-10-55-89 The rate implicit in the lease at the commencement date is 5.27
percent. The fair value of the vehicle on January 1, 20X2, is CU180,000, and the
expected value of the vehicle at the end of the lease term is CU80,000. The
present value of 1 payment of CU31,000 plus 3 payments of CU33,000,
discounted using the rate of 5.27 percent, is CU114,390. The present value of
the expected value of the vehicle at the end of the lease term, discounted using
the rate of 5.27 percent, is CU65,147.

842-10-55-90 The lessor determines the residual asset on the basis of
information available on January 1, 20X2. The lessor determines that profit of
CU1,779 relates to the lease (CU180,000 fair value of the vehicle — CU177,200
carrying amount of the vehicle immediately before January 1, 20X2, after
adjustment for accrued rent) x (CU114,390 [the lease receivable] + CU180,000
[the fair value of the vehicle]). The lessor determines the unearned profit relating
to the residual asset as CU1,021 at January 1, 20X2 (CU180,000 fair value of the
vehicle — CU177,200 carrying value of the vehicle after adjustment for accrued
rent — CU1,779 profit relating to the lease). The net residual asset of CU64,126
comprises the gross residual asset of CU65,147 and the unearned profit on the
residual asset of CU1,021.
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842-10-55-91 The difference between the assets previously recognized (vehicle
of CU176,000 and accrued rent of CU1,200) and the assets recognized at
January 1, 20X2 (lease receivable of CU114,390 and net residual asset of
CU64,126), is a transition adjustment to opening retained earnings at January 1,
20X2, of CU1,316.

842-10-55-92 In summary, at January 1, 20X2, the lessor recognizes the
following to reflect the transition of the operating lease to a Type A lease.

Lease receivable CU114,390

Gross residual asset @ Cue65,147

Accumulated depreciation CuU24,000
Vehicle CU200,000
Unearned profit on the residual asset @ CuU1,021
Accrued rent CU1,200
Retained earnings CU1,316

(a) Not required to be presented or disclosed as two amounts but only required to be
presented on a net basis.

Transition and Open Effective Date Information
General

> Transition Related to Accounting Standards Update No. 201X-XX, Leases
(Topic 842)

842-10-65-1 The following represents the transition and effective date
information related to Accounting Standards Update No. 201X-XX, Leases (Topic
842):

a. The pending content that links to this paragraph shall be applied for
annual reporting periods beginning on or after [date to be inserted after
exposure].

b. In the financial statements in which an entity first applies the pending
content that links to this paragraph, the entity shall recognize and
measure leases within the scope of the pending content that links to
this paragraph that exist at the beginning of the earliest comparative
period presented, using the approach described in (g) through (h) and
(k) through (y).

c. An entity shall adjust equity at the beginning of the earliest comparative
period presented, and the other comparative amounts disclosed for
each prior period presented, as if the pending content that links to this
paragraph had always been applied, subject to the requirements in (g)
through (h) and (k) through (y).
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d.

If a lessee elects not to apply the recognition and measurement
requirements in the pending content that links to this paragraph to
short-term leases, the lessee need not apply the approach described
in (k) through (o) to short-term leases. If a lessor elects not to apply the
recognition and measurement requirements in the pending content that
links to this paragraph to short-term leases, the lessor shall apply the
requirements in (q).

Notwithstanding the requirements in (b), an entity may apply all of the
requirements in the pending content that links to this paragraph
retrospectively in accordance with Topic 250 on accounting changes,
taking into consideration the requirements in (r).

See Examples 14 through 16 (paragraphs 842-10-55-70 through 55-92)
for illustrations of the transition requirements.

Specified reliefs

g.

An entity may use one or both of the following specified reliefs when
applying the pending content that links to this paragraph to leases that
commenced before the effective date:

1. An entity need not include initial direct costs in the measurement
of the right-of-use asset (if the entity is a lessee) or the lease
receivable (if the entity is a lessor).

2. An entity may use hindsight, such as in determining whether a
contract contains a lease, in classifying a lease or in determining
the lease term if the contract contains options to extend or
terminate the lease.

Amounts previously recognized in respect of business combinations

h. If an entity has previously recognized an asset or a liability in
accordance with Topic 805 on business combinations relating to
favorable or unfavorable terms of an operating lease acquired as part of
a business combination, the entity shall do all of the following:

1. Derecognize that asset and liability (except for those arising from
Type B leases for which the entity is a lessor)

2. Adjust the carrying amount of the right-of-use asset by a
corresponding amount if the entity is a lessee

3. Make a corresponding adjustment to equity at the beginning of the
earliest comparative period presented if assets or liabilities arise
from Type A leases for which the entity is a lessor.

Disclosure
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An entity shall provide the transition disclosures required by Topic 250,
except for the requirements in paragraph 250-10-50-1(b)(2).

If an entity uses one or both of the specified reliefs in (g), it shall
disclose that fact.



Lessees

Leases previously classified as operating leases

k.

Unless the requirements in (m) apply, at the beginning of the earliest
comparative period presented, a lessee shall recognize all of the
following:

1. A lease liability, measured at the present value of the remaining
lease payments, discounted using the lessee’s incremental
borrowing rate at the effective date (see (l)).

i.  Nonpublic entities are permitted to use a risk-free discount rate
determined using a period comparable to that of the remaining
lease term as an accounting policy election for all leases.

2. For each Type A lease, a right-of-use asset measured as the
applicable proportion of the lease liability at the commencement
date, which can be imputed from the lease liability determined in
accordance with (k)(1). 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 shall adjust the
right-of-use asset recognized by the amount of any previously
recognized prepaid or accrued lease payments.

3. For each Type B lease, a right-of-use asset measured at an
amount that equals the lease liability. A lessee shall adjust the
right-of-use asset recognized by the amount of any previously
recognized prepaid or accrued lease payments.

A lessee can apply a single discount rate to a portfolio of leases with

reasonably similar characteristics (for example, a similar remaining

lease term for a similar class of underlying asset in a similar economic
environment). The lessee shall consider its total financial liabilities when
calculating the discount rate for each portfolio of leases.

Leases previously classified as capital leases

m.

For leases that were classified as capital leases in accordance with

Topic 840, the carrying amount of the right-of-use asset and the lease

liability at the beginning of the earliest comparative period presented

shall be the carrying amount of the lease asset and lease liability

immediately before that date in accordance with Topic 840.

For those leases, a lessee shall do all of the following:

1. Subsequently measure the right-of-use asset and the lease liability
in accordance with paragraphs 842-20-35-1 through 35-2, 842-20-
35-8 through 35-9, and 842-20-35-11.

2. Not apply the reassessment requirements in paragraphs 842-20-
35-4 through 35-7.
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Lessors

3. Classify the assets and liabilities held under capital leases as right-
of-use assets and lease liabilities arising from Type A leases for the
purposes of presentation and disclosure.

If a modification to the contractual terms and conditions of any of those

leases results in a substantive change to the lease as described in

paragraph 842-10-25-13, a lessee shall account for the lease as a new
lease in accordance with the requirements of the pending content that
links to this paragraph.

Leases previously classified as operating leases

p.

Unless the requirements in (s) apply, at the beginning of the earliest
comparative period presented for each Type A lease, a lessor shall do
all of the following:

1. Derecognize the underlying asset. A lessor shall adjust the carrying
amount of the underlying asset derecognized by the amount of any
previously recognized prepaid or accrued lease payments.

2. Recognize a lease receivable measured at the present value of the
remaining lease payments, discounted using the rate the lessor
charges the lessee determined at the commencement date,
subject to any adjustments required to reflect impairment.

3. Recognize a residual asset according to the initial measurement
requirements in paragraph 842-30-30-4, using information available
at the beginning of the earliest comparative period presented.

For Type B leases, the carrying amount of the underlying asset and any
lease assets or liabilities at the beginning of the earliest comparative
period presented shall be the same as the amounts recognized by the
lessor immediately before that date in accordance with Topic 840.

If a lessor had previously securitized receivables arising from leases
that were classified as operating leases in accordance with Topic 840,
the lessor shall account for those transactions as secured borrowings in
accordance with other Topics, regardless of whether the lessor chooses
to apply the pending content that links to this paragraph retrospectively.

Leases previously classified as direct finance or sale-type leases
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For leases that were classified as direct finance or sales-type leases in
accordance with Topic 840, the carrying amount of the lease receivable
at the beginning of the earliest comparative period presented shall be
the carrying amount of the net investment in the lease immediately
before that date in accordance with Topic 840.

For those leases, a lessor shall do all of the following:



1. Subsequently measure the lease receivable in accordance with
paragraphs 842-30-35-1(a), 2(a), and 2(c), 842-30-35-10, and 842-
30-35-13.

2. Not apply the requirements in paragraphs 842-30-35-1(b) and 2(b),
842-30-35-3 through 35-8, and 842-30-35-11 through 35-12.

3. Classify the net investment arising from direct finance or sales-type
leases as lease receivables arising from Type A leases for the
purposes of presentation and disclosure.

If a modification to the contractual terms and conditions of any of those

leases results in a substantive change to the lease as described in

paragraph 842-10-25-13, a lessor shall account for the lease as a new
lease in accordance with the requirements of the pending content that
links to this paragraph.

Leveraged leases

V.

For leases that were classified as leveraged leases in accordance with
Topic 840, a lessor shall apply the requirements in the pending content
that links to this paragraph as of the commencement date (that is, a
retrospective application).

Sale and leaseback transactions before the beginning of the earliest
comparative period presented

W.

If a previous sale and leaseback transaction was accounted for as a

sale and a direct finance or sales-type lease in accordance with Topic

840, an entity shall do all of the following:

1. Not reassess the transaction to determine whether it is a sale and
leaseback transaction

2. Not remeasure lease assets and lease liabilities at the beginning of
the earliest comparative period presented

3. Continue to amortize any deferred gain or loss in respect of the
transaction.

An entity shall reassess the transaction to determine whether the

transferee obtains control of the underlying asset in accordance with the

requirements for determining when a performance obligation is satisfied

in the proposed Accounting Standards Update on revenue recognition if

either of the following applies:

1. A previous sale and leaseback transaction was accounted for as a
sale and an operating lease in accordance with Topic 840

2. A previous transaction was assessed to determine whether it was a
sale and leaseback transaction in accordance with Topic 840, but it
did not qualify for sale and leaseback accounting.
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y. If a transferee obtains control of the underlying asset in accordance with
the requirements for determining when a performance obligation is
satisfied in the proposed Accounting Standards Update on revenue
recognition, a lessee shall use the requirements in (k) through () to
measure lease assets and lease liabilities and shall derecognize any
deferred gain or loss at the beginning of the earliest comparative period
presented.

13. Add Subtopic 842-20, with a link to transition paragraph 842-10-65-1, as
follows:

Leases—Lessee
Overview and Background

General

842-20-05-1 This Subtopic addresses accounting by lessees for leases that
have been classified as Type A or Type B leases in accordance with the
requirements in Subtopic 842-10. Lessees should follow the requirements in this
Subtopic as well as in Subtopic 842-10.

842-20-05-2 See Examples 1 through 5 (paragraphs 842-20-55-9 through 55-66)
for illustrations of the requirements in this Subtopic.

842-20-05-3 Paragraphs presented in bold type in this Topic state the main
principles. All paragraphs have equal authority.

Scope and Scope Exceptions

General

842-20-15-1 This Subtopic follows the same Scope and Scope Exceptions as
outlined in the Overall Subtopic.

Recognition

General

842-20-25-1 At the {add glossary link}Jcommencement date{add glossary
link}, a {add glossary link}lessee{add glossary link} shall recognize a {add
glossary link}right-of-use asset{add glossary link} and a {add glossary
link}lease liability{add glossary link}.
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Initial Measurement

General

842-20-30-1 At the {add glossary link}jcommencement date{add glossary
link}, a {add glossary link}lessee{add glossary link} shall measure both of
the following:

a.

The {add glossary link}lease liability{add glossary link} at the
present value of the {add glossary link}lease payments{add
glossary link} discounted using the {add glossary link}rate the
lessor charges the lessee{add glossary link}. If that rate cannot be
readily determined, the lessee shall use its {add glossary
link}incremental borrowing rate{add glossary link} (as described in
paragraphs 842-20-55-1 through 55-4).

1. Nonpublic entities are permitted to use a risk-free discount
rate, determined using a period comparable to that of the {add
glossary link}lease term{add glossary link}, as an accounting
policy election for all {add glossary link}leases{add glossary
link}.

The {add glossary link}right-of-use asset{add glossary link} as

described in paragraph 842-20-30-4.

842-20-30-2 See paragraphs 842-20-55-1 through 55-4 for implementation
guidance on the discount rate.

> |nitial Measurement of the Lease Payments Included in the Lease Liability

842-20-30-3 At the commencement date, the lease payments included in the
lease liability shall consist of the following payments relating to the use of the
underlying asset during the lease term (as described in paragraph 842-10-25-1)
that are not yet paid:

a.
b.

Fixed payments, less any lease incentives receivable from the lessor
Variable lease payments that depend on an index or a rate (such as
the Consumer Price Index or a market interest rate), initially measured
using the index or rate at the commencement date

Variable lease payments that are in-substance fixed payments (see
paragraphs 842-20-55-45 through 55-52)

Amounts expected to be payable by the lessee under residual value
guarantees

The exercise price of a purchase option if the lessee has a significant
economic incentive to exercise that option (assessed considering the
factors described in paragraph 842-10-55-4)
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f.  Payments for penalties for terminating the lease, if the lease term (as
determined in accordance with paragraph 842-10-25-1) reflects the
lessee exercising an option to terminate the lease.

> |nitial Measurement of the Right-of-Use Asset

842-20-30-4 At the commencement date, the cost of the right-of-use asset shall
consist of all of the following:

a. The amount of the initial measurement of the lease liability

b. Any lease payments made to the lessor at or before the commencement
date, less any lease incentives received from the lessor

c. Any initial direct costs incurred by the lessee (as described in
paragraphs 842-20-55-5 through 55-6).

842-20-30-5 See paragraphs 842-20-55-5 through 55-6 for implementation
guidance on initial direct costs.

Subsequent Measurement

General

842-20-35-1 After the {add glossary link}commencement date{add glossary
link}, a {add glossary link}lessee{add glossary link} shall measure both of
the following:

a. The {add glossary link}lease liability{add glossary link} by
increasing the carrying amount to reflect the unwinding of the
discount on the lease liability and reducing the carrying amount to
reflect the {add glossary link}lease payments{add glossary link}
made during the period. The lessee shall determine the unwinding
of the discount on the lease liability in each period during the {add
glossary link}lease term{add glossary link} as the amount that
produces a constant periodic discount rate on the remaining
balance of the liability, taking into consideration the reassessment
requirements in paragraph 842-20-35-4.

b. The {add glossary link}right-of-use asset{add glossary link} at cost
less any accumulated amortization and any accumulated
impairment losses, taking into consideration the reassessment
requirements in paragraph 842-20-35-4.

842-20-35-2 After the commencement date, a lessee shall recognize in profit or
loss, unless the costs are included in the carrying amount of another asset in
accordance with other Topics, all of the following:
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For Type A leases, the unwinding of the discount on the lease liability
as interest and the amortization of the right-of-use asset.

For Type B leases, a single lease cost, combining the unwinding of the
discount on the lease liability with the amortization of the right-of-use
asset, calculated so that the remaining cost of the lease (as described in
paragraphs 842-20-55-7 through 55-8) is allocated over the remaining
lease term on a straight-line basis. However, the periodic lease cost
shall not be less than the periodic unwinding of the discount on the
lease liability.

Variable lease payments not included in the lease liability in the period
in which the obligation for those payments is incurred.

842-20-35-3 See paragraphs 842-20-55-7 through 55-8 for implementation
guidance on the total cost of a Type B lease for a lessee.

> Reassessment of the Lease Liability

842-20-35-4 After the commencement date, a lessee shall remeasure the lease
liability to reflect changes to the lease payments as described in paragraph 842-
20-35-5 and changes to the discount rate as described in paragraphs 842-20-35-
6 through 35-7. A lessee shall recognize the amount of the remeasurement of the
lease liability as an adjustment to the right-of-use asset, except as follows:

a.

A lessee shall identify the amount of the remeasurement arising from a
change in an index or a rate (as described in paragraph 842-20-35-5(d))
that is attributable to the current period and shall recognize that amount
in profit or loss.

If the carrying amount of the right-of-use asset is reduced to zero, a
lessee shall recognize any remaining amount of the remeasurement in
profit or loss.

842-20-35-5 A lessee shall reassess the lease payments if there is a change in
any of the following:

a.

The lease term, as described in paragraph 842-10-25-3. A lessee shall
determine the revised lease payments on the basis of the revised lease
term.

Relevant factors that result in the lessee having or no longer having a
significant economic incentive to exercise an option to purchase the
underlying asset, assessed in accordance with paragraph 842-10-55-
5. A lessee shall determine the revised lease payments to reflect the
change in amounts payable under the purchase option.

The amounts expected to be payable under residual value
guarantees. A lessee shall determine the revised lease payments to
reflect the change in amounts expected to be payable under residual
value guarantees.
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d. An index or a rate used to determine lease payments during the
reporting period. A lessee shall determine the revised lease payments
using the index or rate at the end of the reporting period.

842-20-35-6 A lessee shall reassess the discount rate if there is a change in any
of the following, unless the possibility of change was reflected in determining the
discount rate at the commencement date:

a. Thelease term

b. Relevant factors that result in the lessee having or no longer having a
significant economic incentive to exercise an option to purchase the
underlying asset

c. A reference interest rate, if variable lease payments are determined
using that rate.

842-20-35-7 A lessee shall determine the revised discount rate at the date of
reassessment as the rate the lessor would charge the lessee at that date (or, if
that rate is not readily determinable, the lessee’s incremental borrowing rate
at that date, or the risk-free rate at that date for a nonpublic entity that elected to
use the risk-free rate) on the basis of the remaining lease term.

> Amortization of the Right-of-Use Asset
>> Type A Leases

842-20-35-8 For Type A leases, a lessee shall amortize the right-of-use asset on
a straight-line basis, unless another systematic basis is more representative of
the pattern in which the lessee expects to consume the right-of-use asset'’s future
economic benefits.

842-20-35-9 A lessee shall amortize the right-of-use asset from the
commencement date to the earlier of the end of the useful life of the right-of-use
asset or the end of the lease term. However, if the lessee has a significant
economic incentive to exercise a purchase option, the lessee shall amortize the
right-of-use asset to the end of the useful life of the underlying asset.

> > Type B Leases

842-20-35-10 For Type B leases, a lessee shall determine the amortization of the
right-of-use asset for the period as the difference between the following:

a. The periodic lease cost, determined in accordance with paragraph 842-
20-35-2(b)

b. The periodic unwinding of the discount on the lease liability, determined
in accordance with paragraph 842-20-35-1(a).
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> Impairment of the Right-of-Use Asset

842-20-35-11 A lessee shall determine whether the right-of-use asset is impaired
and shall recognize any impairment loss in accordance with Topic 360 on
property, plant, and equipment.

Other Presentation Matters

General
> Statement of Financial Position

842-20-45-1 A lessee shall either present in the statement of financial position or
disclose in the notes all of the following:

a. Right-of-use assets separately from other assets

b. Lease liabilities separately from other liabilities

c. Right-of-use assets arising from Type A leases separately from right-of-
use assets arising from Type B leases

d. Lease liabilities arising from Type A leases separately from lease
liabilities arising from Type B leases.

842-20-45-2 If a lessee does not present right-of-use assets and lease liabilities
separately in the statement of financial position, the lessee shall do both of the
following:

a. Present right-of-use assets within the same line item as the
corresponding underlying assets would be presented if they were
owned

b. Disclose which line items in the statement of financial position include
right-of-use assets and lease liabilities.

> Statement of Comprehensive Income

842-20-45-3 In the statement of comprehensive income, a lessee shall present
both of the following:

a. For Type A leases, the unwinding of the discount on the lease liability
separately from the amortization of the right-of-use asset

b. For Type B leases, the unwinding of the discount on the lease liability
together with the amortization of the right-of-use asset.

> Statement of Cash Flows
842-20-45-4 In the statement of cash flows, a lessee shall classify the following:

a. Repayments of the principal portion of the lease liability arising from
Type A leases within financing activities
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b. The unwinding of the discount on the lease liability arising from Type A
leases in accordance with the requirements relating to interest paid in
Topic 230 on cash flows

c. Payments arising from Type B leases within operating activities

d. Variable lease payments and short-term lease payments not included
in the lease liability within operating activities.

Disclosure

General

842-20-50-1 The objective of the disclosure requirements is to enable users
of financial statements to understand the amount, timing, and uncertainty
of cash flows arising from {add glossary link}leases{add glossary link}. To
achieve that objective, a {add glossary link}lessee{add glossary link} shall
disclose qualitative and quantitative information about all of the following:

a. lIts leases (as described in paragraphs 842-20-50-3(a) through (b)
and 842-20-50-10)

b. The significant judgments made in applying the requirements in
this Topic to those leases (as described in paragraph 842-20-50-
3(c))

c. The amounts recognized in the financial statements relating to
those leases (as described in paragraphs 842-20-50-4 through 50-
9).

842-20-50-2 A lessee shall consider the level of detail necessary to satisfy the
disclosure objective and how much emphasis to place on each of the various
requirements. A lessee shall aggregate or disaggregate disclosures so that
useful information is not obscured by including a large amount of insignificant
detail or by aggregating items that have different characteristics.

842-20-50-3 A lessee shall disclose the following:

a. Information about the nature of its leases, including:

1. A general description of those leases.

2. The basis, and terms and conditions, on which variable lease
payments are determined.

3. The existence, and terms and conditions, of options to extend or
terminate the lease. A lessee should provide narrative disclosure
about the options that are recognized as part of the right-of-use
asset and lease liability and those that are not.

4. The existence, and terms and conditions, of residual value
guarantees provided by the lessee.

5. The restrictions or covenants imposed by leases, for example,
those relating to dividends or incurring additional financial
obligations.
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A lessee should identify the information relating to subleases included
in the disclosures provided in (1) through (5).

b. Information about leases that have not yet commenced but that create
significant rights and obligations for the lessee.

c. Information about significant assumptions and judgments made in
applying the requirements of this Topic, which may include the
following:

1. The determination of whether a contract contains a lease (as
described in paragraphs 842-10-15-2 through 15-16)

2. The allocation of the consideration in a contract between lease and
nonlease components (as described in paragraphs 842-10-15-20
through 15-21)

3. The determination of the discount rate (as described in paragraphs
842-20-55-1 through 55-4).

842-20-50-4 A lessee shall disclose a reconciliation of opening and closing
balances of the lease liability separately for Type A leases and Type B leases.
Those reconciliations should include the periodic unwinding of the discount on
the lease liability and other items that are useful in understanding the change in
the carrying amount of the lease liability, for example, the following:

a. Liabilities created due to leases commencing or being extended

b. Liabilities extinguished due to leases being terminated

c. Remeasurements relating to a change in an index or a rate used to
determine lease payments

d. Cash paid

e. Foreign currency transaction gains and losses

f.  Effects of business combinations.

842-20-50-5 A nonpublic entity may elect not to provide the disclosure required
by the preceding paragraph.

842-20-50-6 A lessee shall disclose costs that are recognized in the period
relating to variable lease payments not included in the lease liability.

842-20-50-7 A lessee shall disclose information about the acquisition of right-of-
use assets in exchange for lease liabilities, arising from both Type A leases and
Type B leases, as a supplemental noncash transaction disclosure (see Topic 230
on cash flows).

842-20-50-8 A lessee shall disclose a maturity analysis of the lease liability,
showing the undiscounted cash flows on an annual basis for a minimum of each
of the first five years and a total of the amounts for the remaining years. A lessee
shall reconcile the undiscounted cash flows to the lease liability recognized in the
statement of financial position.

842-20-50-9 A lessee shall disclose a maturity analysis of commitments for
nonlease components related to a lease, showing the undiscounted cash flows
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on an annual basis for a minimum of each of the first five years and a total of the
amounts for the remaining years.

842-20-50-10 A lessee shall disclose lease transactions between related parties
(see Topic 850 on related party disclosures).

Implementation Guidance and lllustrations

General
> Implementation Guidance
> > Application of Discount Rate

842-20-55-1 The discount rate initially used to determine the present value of the
lease payments for a lessee is calculated on the basis of information available
at the commencement date.

842-20-55-2 The discount rate used to determine the present value of the lease
payments for a lessor is the rate the lessor charges the lessee. The rate the
lessor charges the lessee could be, for example, the rate implicit in the lease or
the property yield. An entity should use the rate implicit in the lease as the rate
the lessor charges the lessee whenever that rate is available.

842-20-55-3 Both the lessee’s incremental borrowing rate and the rate the
lessor charges the lessee reflect the nature of the transaction and the terms and
conditions of the lease; for example, the lease payments, the lease term, the
security attached to the lease, the nature of the underlying asset, and the
economic environment.

842-20-55-4 Nonpublic entities are permitted to use a risk-free discount rate
determined using a period comparable to that of the lease term, as an accounting
policy election for all leases.

> > Application of Initial Direct Costs

842-20-55-5 Initial direct costs for a lessee or a lessor may include, for
example, any of the following:

a. Commissions

b. Legal fees

c. Evaluating the prospective lessee’s financial condition

d. Evaluating and recording guarantees, collateral, and other security
contracts

e. Negotiating lease terms and conditions

f.  Preparing and processing lease documents

g. Payments made to existing tenants to obtain the lease.

842-20-55-6 Both of the following items are examples of costs that are not initial
direct costs:
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a. General overheads, including for example, depreciation, occupancy and
equipment costs, unsuccessful origination efforts, and idle time

b. Costs related to activities performed by the lessor for advertising,
soliciting potential lessees, servicing existing leases, or other ancillary
activities.

> > Application of Cost of a Type B Lease for the Lessee

842-20-55-7 For Type B leases, paragraph 842-20-35-2(b) requires a lessee to
recognize a lease cost in each period calculated as the greater of the remaining
cost of the lease (calculated at the beginning of each period) allocated over the
remaining lease term on a straight-line basis or the periodic unwinding of the
discount on the lease liability.

842-20-55-8 Throughout the lease term, the remaining cost of a lease consists of
the following:

a. Lease payments (determined at the commencement date); plus

b. Initial direct costs (determined at the commencement date); minus

c. The periodic lease cost recognized in prior periods; minus

d. Any impairment of the right-of-use asset recognized in prior periods;
plus or minus

e. Any adjustments to reflect changes made to the lease liability that arise
from remeasuring the liability in accordance with paragraphs 842-20-35-
4 through 35-7. The adjustment to the remaining cost of a lease would
equal the total change in future lease payments less any amounts
recognized in profit or loss at the date of remeasurement of the lease
liability.

> |llustrations

> > |llustrations of Lessee Measurement and Reassessment of the Lease
Term

842-20-55-9 The following Examples illustrate how a lessee would initially and
subsequently measure lease assets and lease liabilities. They also illustrate how
a lessee would account for a change in the assessment of the lease term.
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> > > Example 1—Initial and Subsequent Measurement by a Lessee and
Accounting for a Change in the Lease Term

> > > > Part 1—Initial and Subsequent Measurement of the Right-of-Use
Asset and the Lease Liability

842-20-55-10 A lessee enters into a 10-year lease of an asset, with an option to
extend for 5 years. Lease payments are CU50,000 per year during the initial term
and CU55,000 per year during the optional period, all payable at the beginning of
each year. The lessee incurs initial direct costs of CU15,000.

842-20-55-11 At the commencement date, the lessee concludes that it does not
have a significant economic incentive to exercise the option to extend and
therefore determines the lease term to be 10 years.

842-20-55-12 The rate that the lessor charges the lessee is not readily
determinable. The lessee’s incremental borrowing rate is 5.87 percent, which
reflects the fixed rate at which the lessee could borrow a similar amount in the
same currency, for the same term, and with similar collateral as in the lease.

842-20-55-13 At the commencement date, the lessee makes the lease payment
for the first year, incurs initial direct costs, and measures the lease liability at the
present value of the remaining 9 payments of CU50,000, discounted at the rate
of 5.87 percent, which is CU342,017.

842-20-55-14 The lessee recognizes lease assets and liabilities as follows.

Right-of-use asset CU407,017 (CU342,017 + CU50,000 + CU15,000)
Lease liability CuU342,017
Cash (lease payment for first
year) CU50,000
Cash (initial direct costs) CU15,000

842-20-55-15 During the first year of the lease, the lessee recognizes lease
expenses as follows, depending on how the lease is classified.

>>>>>|f the Lease Is Classified as a Type A Lease

842-20-55-16 The lessee expects to consume the right-of-use asset’s future
economic benefits evenly over the lease term and, thus, amortizes the right-of-
use asset on a straight-line basis.

Interest expense CU20,076 (5.87% x CU342,017)

Lease liability CU20,076
Amortization expense CU40,702 (CU407,017 + 10)

Right-of-use asset CU40,702
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842-20-55-17 At the end of the first year of the lease, the carrying amount of the
lessee’s right-of-use asset is CU366,315 (CU407,017 — CU40,702).

>>>>>|f the Lease Is Classified as a Type B Lease

842-20-55-18 The lessee determines the cost of the lease to be the sum of
CU500,000 (sum of the lease payments for the lease term) and CU15,000 (initial
direct costs incurred by the lessee). The annual lease expense to be recognized
is therefore CU51,500 (CU515,000 + 10 years).

Lease expense CU51,500
Lease liability CU20,076 (5.87% x CU342,017)
Right-of-use asset CU31,424 (CU51,500 — CU20,076)

842-20-55-19 At the end of the first year of the lease, the carrying amount of the
lessee’s right-of-use asset is CU375,593 (CU407,017 — CU31,424).

842-20-55-20 At the end of the first year of the lease, the lessee’s lease liability is
CU362,093 (CU342,017 + CU20,076), regardless of how the lease is classified.

842-20-55-21 At the beginning of the second year of the lease, the lessee makes
the payment for that year, recognized as follows.

Lease liability CU50,000
Cash CU50,000

> > > > Part 2—Accounting for a Change in the Lease Term

842-20-55-22 In the sixth year of the lease, the lessee makes significant
leasehold improvements. Those improvements are expected to have significant
economic value for the lessee at the end of the original noncancellable period of
10 years. That is because the improvements result in the underlying asset having
greater utility to the lessee than alternative assets that could be leased for a
similar amount. Consequently, at the end of Year 6, the lessee concludes that it
has a significant economic incentive to exercise the option to extend the lease.
The lessee’s incremental borrowing rate at the end of Year 6, taking into
consideration the extended remaining lease term, is 7.83 percent. Although the
lease term changes, the lessee does not reassess the lease classification.

842-20-55-23 At the end of the sixth year, before accounting for the change in
the lease term, the lease liability is CU183,972 (present value of 4 remaining
payments of CU50,000, discounted at the rate of 5.87 percent). The lessee’s
right-of-use asset is CU162,806 if the lease is classified as a Type A lease or
CU189,971 if the lease is classified as a Type B lease.

842-20-55-24 The lessee remeasures the lease liability, which is now equal to
the present value of 4 payments of CU50,000 followed by 5 payments of
CU55,000, all discounted at the rate of 7.83 percent, which is CU355,189. The
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lessee increases the lease liability by CU171,217 representing the difference
between the remeasured liability of CU355,189 and its current carrying amount of
CU183,972. The corresponding adjustment is made to the right-of-use asset to
reflect the cost of the additional rights, recognized as follows.

Right-of-use asset Cu171,217
Lease liability CuU171,217

842-20-55-25 Following the adjustment, the carrying amount of the lessee’s right-
of-use asset is CU334,023 if the lease is a Type A lease (that is, CU162,806 +
CU171,217) or CU361,188 if the lease is a Type B lease (that is, CU189,971 +
CU171,217).

842-20-55-26 The lessee then makes the lease payment for Year 7, recognized
as follows.
Lease liability CU50,000

Cash CU50,000

842-20-55-27 Following this payment, the lessee’s lease liability is CU305,189
(CU355,189 — CU50,000), regardless of how the lease is classified.

842-20-55-28 The lessee recognizes lease expense in Year 7 as follows,
depending on how the lease had been classified at the commencement date.

>>>>>|f the Lease Is Classified as a Type A Lease at the Commencement
Date

842-20-55-29 The lessee expects to consume the right-of-use asset’s future
economic benefits evenly over the remaining lease term and amortizes the right-
of-use asset on a straight-line basis.

Interest expense CU23,896 (7.83% x CU305,189)

Lease liability CU23,896
Amortization expense CU37,114 (CU334,023 + 9)

Right-of-use asset CU37,114

>>>>>|f the Lease Is Classified as a Type B Lease at the Commencement
Date

842-20-55-30 The lessee determines the remaining cost of the lease as follows:

a. The sum of CU500,000 (10 payments of CU50,000 during the initial
lease term) and CU275,000 (5 payments of CU55,000 during lease
extension) and CU15,000 (initial direct costs incurred by lessee), that is,
CU790,000; less
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b. The cost of the lease already recognized as an expense of CU309,000
(annual lease expense of CU51,500 recognized during the first 6 years
of the lease).

842-20-55-31 The amount of the remaining cost of the lease is therefore
CuU481,000 (CU790,000 — CU309,000). Consequently, the lessee determines
that the annual expense to be recognized is CU53,444 (CU481,000 + remaining
lease term of 9 years).

Lease expense CU53,444
Lease liability CU23,896 (7.83% x CU305,189)
Right-of-use asset CU29,548 (CU53,444 — CU23,896)

> > > Example 2—Termination Penalties

842-20-55-32 A lessee enters into a 10-year lease of an asset, which it can
terminate at the end of each year once the lease enters its sixth year. Lease
payments are CU50,000 per year during the 10-year term, payable at the
beginning of each year. If the lessee terminates the lease at the end of Year 6,
the lessee must pay a penalty to the lessor of CU20,000. The termination penalty
decreases by CU5,000 in each successive year.

842-20-55-33 At the commencement date, the lessee concludes that it does not
have a significant economic incentive not to exercise the termination option in
Year 6 (that is, the lessee does not have a significant economic incentive to
continue to use the underlying asset after Year 6), having considered all factors
including the termination penalties and the lease payments during the remaining
years of the lease. Accordingly, the lessee determines that the lease term is six
years.

842-20-55-34 At the commencement date, the lessee measures the lease liability
on the basis of lease payments of CU50,000 for 6 years plus the penalty of
CU20,000 payable at the end of Year 6.

> > |llustration of Lessee Accounting for Purchase Options

842-20-55-35 The following Example illustrates how a lessee accounts for a
lease when the lessee has a significant economic incentive to exercise an option
to purchase the underlying asset.

> > > Example 3—Purchase Option

842-20-55-36 A lessee enters into a 5-year lease of equipment with annual lease
payments of CU59,000, payable at the end of each year. This Example ignores
any initial direct costs. At the end of Year 5, the lessee has an option to purchase
the equipment for CU5,000. The residual value of the equipment in 5 years is
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CU75,000. Consequently, the lessee concludes that it has a significant economic
incentive to exercise the purchase option. The fair value of the equipment at the
commencement date is CU250,000, and its useful life is 7 years.

842-20-55-37 The rate that the lessor charges the lessee in this Example is the
rate implicit in the lease, which is 6.33 percent. That is the rate that causes the
present value of lease payments, including the exercise price of the purchase
option, to equal the fair value of the equipment at the commencement date.

842-20-55-38 The lessee classifies the lease as a Type A lease.

842-20-55-39 The lessee measures the lease liability at the commencement date
at CU250,000 (the present value of 5 payments of CU59,000 plus the present
value of the purchase option payment of CU5,000).

842-20-55-40 At the commencement date, the lessee recognizes lease assets
and liabilities as follows.

Right-of-use asset CU250,000
Lease liability CU250,000

842-20-55-41 The lessee amortizes the right-of-use asset over the useful life of
the equipment of seven years, and not over the lease term of five years, because
the lessee has a significant economic incentive to exercise the purchase option.
The lessee expects to consume the asset’s future economic benefits evenly over
the seven years and, thus, amortizes the asset on a straight-line basis.

842-20-55-42 During the first year of the lease, the lessee recognizes interest on
the lease liability and amortization of the right-of-use asset as follows.

Interest expense CU15,825 (6.33% x CU250,000)

Lease liability CU15,825
Amortization expense CU35,714 (CU250,000 + 7)

Right-of-use asset CuU35,714

842-20-55-43 At the end of Year 1, the right-of-use asset is CU214,286
(CU250,000 — CU35,714) and the lease liability is CU206,825 (CU250,000 +
CU15,825 — CU59,000).

842-20-55-44 At the end of Year 5, the lessee has amortized the right-of-use
asset to CU71,430 (CU250,000 — CU35,714 x 5) and has a liability of CU5,000
relating to the purchase option. The lessee exercises the option to purchase the
equipment and settles the remaining liability. The lessee then reclassifies the
right-of-use asset and recognizes the item of equipment as follows.
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Lease liability CU5,000
Cash CU5,000
Property, plant, and equipment CuU71,430

Right-of-use asset @ CU71,430

(@) The lessee could choose to present the right-of-use asset as part of
property, plant, and equipment during the 5-year term of the lease;
alternatively, the lessee could choose to present the right-of-use
asset separately from property, plant, and equipment.

> > |llustrations of Lessee Accounting for Variable Lease Payments

842-20-55-45 The following Example illustrates variable lease payments that are
in-substance fixed lease payments.

> > > Example 4—Variable Lease Payments Linked to Performance

> > > > Example 4A—Variable Lease Payments That Are In-Substance Fixed
Lease Payments

842-20-55-46 A lessee enters into a 5-year lease of property, with annual
payments determined as 2 percent of the lessee’s sales generated from the
leased property. The annual lease payment must be at least CU100,000 in each
year of the lease.

842-20-55-47 At the commencement date, the lessee measures the lease liability
on the basis of annual fixed payments of CU100,000. The lessee is required to
make payments of at least CU100,000 in each year, regardless of the level of
sales from the property. Accordingly, those payments are in-substance fixed
lease payments.

> > > > Example 4B—Variable Lease Payments That Are In-Substance Fixed
Lease Payments

842-20-55-48 A lessee enters into a 5-year lease of property, with an initial
annual payment of CU100,000. The contract includes an escalation clause
specifying that the lease payment for each year (excluding the first year of the
lease) will increase by the higher of the annual increase in the Consumer Price
Index for the preceding 12 months, or 2 percent.

842-20-55-49 At the commencement date, the lessee measures the lease liability
on the basis of fixed lease payments of CU100,000 in Year 1, CU102,000 in Year
2, CU104,040 in Year 3, CU106,121 in Year 4, and CU108,243 in Year 5. The
lessee is required to make payments of at least those amounts in each year
during the lease term, regardless of the movement in the Consumer Price Index.
Accordingly, those payments are in-substance fixed lease payments.
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> > > > Example 4C—Variable Lease Payments That Are In-Substance Fixed
Lease Payments

842-20-55-50 A lessee enters into a 10-year lease of property, with annual fixed
lease payments of CUL100,000 and variable lease payments that are
determined as 3 percent of the lessee’s sales from the property. At the end of the
10-year period, if sales from the property are at least CU1,000,000 in each of the
10 years, the lessee has the option to purchase the property for CU375,000 (at
the commencement date, the lessee determines that it does not have a
significant economic incentive to exercise the purchase option). However, if sales
from the property are less than CU1,000,000 in any of the 10 years of the lease,
the lessee is required to purchase the property for CU375,000 at the end of the
10-year period.

842-20-55-51 At the commencement date, the lessee measures the lease liability
at the present value of either of the following:

a. Yearly payments of CU130,000 (the CU100,000 annual fixed payment
plus CU30,000 variable payment assuming sales are CU1,000,000)

b. Fixed annual payments of CU100,000 plus the CU375,000 purchase
price payable at the end of Year 10.

842-20-55-52 The exercise price of the purchase option of CU375,000, or the
annual payments of CU30,000 for 10 years, are considered to be in-substance
fixed payments because the lessee is required to pay at least the lower of those
2 amounts, regardless of the level of sales during the 10-year lease term.

> > |llustrations of Lessee Accounting for Variable Lease Payments
Dependent on an Index or a Rate

842-20-55-53 The following Example illustrates how a lessee would account for
variable lease payments that depend on an index or a rate and variable lease
payments that are linked to performance.

> > > Example 5—Variable Lease Payments Dependent on an Index and
Variable Lease Payments Linked to Performance

> > > > Example 5A—Variable Lease Payments Dependent on an Index and
Variable Lease Payments Linked to Performance

842-20-55-54 A lessee enters into a 10-year lease of property with annual lease
payments of CU100,000, payable at the beginning of each year. The contract
specifies that lease payments for each year will increase on the basis of the
increase in the Consumer Price Index for the preceding 12 months. The
Consumer Price Index at the commencement date is 125. This Example ignores
any initial direct costs. The lease is classified as a Type B lease.

842-20-55-55 The rate the lessor charges the lessee is not readily determinable.
The lessee’s incremental borrowing rate is 8 percent, which reflects the rate at
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which the lessee could borrow a similar amount in the same currency, for the
same term, and with similar collateral as in the lease.

842-20-55-56 At the commencement date, the lessee makes the lease payment
for the first year and measures the lease liability at CU624,689 (the present value
of 9 payments of CU100,000 discounted at the rate of 8 percent).

842-20-55-57 The lessee recognizes lease assets and liabilities as follows.
Right-of-use asset CU724,689 (CU624,689 + CU100,000)
Lease liability CU624,689

Cash (lease payment
for first year) CU100,000

842-20-55-58 The lessee determines the cost of the lease to be CU1,000,000
(the lease payments for the lease term). The annual lease expense to be
recognized is CU100,000 (CU1,000,000 + 10 years).

Lease expense CU100,000
Lease liability CU49,975 (8% x CU624,689)
Right-of-use asset CU50,025 (CU100,000 — CU49,975)

842-20-55-59 At the end of the first year of the lease, the Consumer Price Index
is 128. The lessee calculates the payment for the second year, adjusted to the
Consumer Price Index, to be CU102,400 (CU100,000 x 128 + 125).

842-20-55-60 Because the lease payments are variable payments that depend
on an index, the lessee adjusts the lease liability to reflect the Consumer Price
Index rate at the end of the reporting period; that is, the lease liability now reflects
annual lease payments of CU102,400. The lessee does not reassess the
discount rate because a change in variable lease payments that depend on an
index does not require the discount rate to be reassessed.

842-20-55-61 The lessee’s adjustment to the lease liability is the difference
between the present value of the revised and the original lease payments,
discounted using the rate determined at the commencement date, that is, the
present value of 9 payments of CU2,400 payable at the beginning of the period,
discounted at the rate of 8 percent, which equals CU16,192. The lessee
determines that all of the remeasurement relates to future periods and adjusts
the carrying amount of the right-of-use asset as follows.

Right-of-use asset CU16,192
Lease liability CU16,192

842-20-55-62 At the beginning of the second year of the lease, the lessee makes
the lease payment for the year and recognizes the following.
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Lease liability CuU102,400
Cash CuU102,400

> > > Example 5B—Variable Lease Payments Dependent on an Index and
Variable Lease Payments Linked to Performance

842-20-55-63 Assume the same facts as Example 5A except that the lessee also
is required to make variable lease payments for each year of the lease, which are
determined as 2 percent of the lessee’s sales generated from the leased
property.

842-20-55-64 At the commencement date, the lessee measures the lease assets
and liabilities recognized at the same amounts as in Example 5A because the
variable lease payments are linked to performance (that is, those payments are
variable lease payments that neither depend on an index or a rate nor are in-
substance fixed payments). Accordingly, the lessee does not include the variable
lease payments determined as a percentage of sales in the measurement of the
lease liability or right-of-use asset.

Right-of-use asset CU724,689 (CU624,689 + CU100,000)
Lease liability CU624,689

Cash (lease payment
for first year) CU100,000

842-20-55-65 The lessee prepares financial statements on an annual basis. The
lessee determines the cost of the lease to be CU1,000,000 (the lease payments
for the lease term). The annual lease expense to be recognized is therefore
CU100,000 (CU1,000,000 + 10 years). During the first year of the lease, the
lessee generates sales of CU1,200,000 from the leased property, incurring an
additional lease expense of CU24,000 (2% x CU1,200,000).

Lease expense CU124,000 (CU100,000 + CU24,000)
Lease liability CU49,975 (8% x CU624,689)
Right-of-use asset CU50,025 (CU100,000 — CU49,975)
Accrued variable lease
payments/cash CU24,000

842-20-55-66 At the end of the first year of the lease, the lessee would
remeasure the lease liability consistent with Example 5A. Consequently, the
lessee calculates the payment for the second year, adjusted to the Consumer
Price Index, to be CU102,400 and adjusts the lease liability and right-of-use
asset by CU16,192.

14. Add Subtopic 842-30, with a link to transition paragraph 842-10-65-1, as
follows:
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Leases—Lessor
Overview and Background

General

842-30-05-1 This Subtopic addresses accounting by lessors for leases that
have been classified as Type A or Type B leases in accordance with the
requirements in Subtopic 842-10. Lessors should follow the requirements in this
Subtopic as well as in Subtopic 842-10.

842-30-05-2 See Examples 1 through 4 (paragraphs 842-30-55-6 through 55-47)
for illustrations of the requirements.

842-30-05-3 Paragraphs presented in bold type in this Topic state the main
principles. All paragraphs have equal authority.

Scope and Scope Exceptions

General
842-30-15-1 This Subtopic follows the same Scope and Scope Exceptions as
outlined in the Overall Subtopic; see Section 842-10-15.

Recoghnition

General
> Type A Leases

842-30-25-1 At the {add glossary link}commencement date{add glossary
link}, a {add glossary link}lessor{add glossary link} shall recognize each of
the following (and derecognize the underlying asset in accordance with
paragraph 842-30-40-1):

a. A {add glossary link}lease receivable{add glossary link}

b. A{add glossary link}residual asset{add glossary link}

c. Any resulting profit or loss on the {add glossary link}lease{add
glossary link} in profit or loss (as described in paragraph 842-30-
30-7).

> Type B Leases

842-30-25-2 A lessor shall recognize {add glossary link}lease
payments{add glossary link} as lease income in profit or loss over the {add
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glossary link}lease term{add glossary link} 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 {add glossary link}underlying
asset{add glossary link}.

842-30-25-3 A lessor shall recognize initial direct costs as an expense over the
lease term on the same basis as lease income (as described in the preceding
paragraph).

842-30-25-4 A lessor shall recognize variable lease payments in profit or loss in
the period in which that income is earned.

Initial Measurement

General
> Type A Leases

842-30-30-1 At the {add glossary link}commencement date{add glossary
link}, a {add glossary link}lessor{add glossary link} shall measure both of
the following:

a. The {add glossary link}lease receivable{add glossary link} at the
present value of the {add glossary link}lease payments{add
glossary link}, discounted using the {add glossary link}rate the
lessor charges the lessee{add glossary link} (as described in
paragraphs 842-20-55-2 through 55-3), plus any {add glossary
link}initial direct costs{add glossary link} (as described in
paragraphs 842-20-55-5 through 55-6)

b. The {add glossary link}residual asset{add glossary link} as
described in paragraph 842-30-30-4.

> > |nitial Measurement of the Lease Payments Included in the Lease
Receivable

842-30-30-2 At the commencement date, the lease pa