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Accounting Standards Codification (ASC) 842, Leases, is 
effective for private companies and other not-for-profit entities that 
have not issued (or made available for issuance) financial statements 
that reflect the new standard as of June 3, 2020, are required to adopt 
the new leases standard for annual periods beginning after Dec. 15 and 
interim periods in annual periods beginning after Dec. 15, 2022. Early 
adoption is permitted for all entities. 

This is expected to have a significant impact on most entities’ 
balance sheets, considering how prevalent and routine leasing is to 
most businesses.

The FASB issued the new standard to increase transparency and 
comparability among entities by recognizing leases on the balance 
sheet and providing more information about leasing arrangements so 
that users can assess the amount, timing and uncertainty of cash flows 
from leases.

ASC 842 allows for two transition methods upon adoption:
• Modified retrospective transition approach: ASC 842 is 

applied to any leases existing at the beginning of the earliest 
comparative period presented in the financial statements, as well 
those commencing after that date, but prior to the effective date, 
with prior periods being restated; or 

• Prospective transition approach: ASC 842 is applied only in the 
year of adoption, whereby the company would not need to apply 
the new guidance to its leases in the prior comparative periods.
Public companies have already adopted the new standard 

and, based on the feedback and discussions in the past two years, 
it’s understood that adopting the new lease standard can be quite 
complex and time consuming, with many important nuances that can 
impact the amounts initially recorded.

What follows are updates on a variety of topics from CalCPA’s Accounting Principles 
and Assurance Services Committee. For more information on the committee, visit 
calcpa.org/apascommittee.
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Definitions
The new standard defines a lease as “A contract, or part of a contract, 
that conveys the right to control the use of identified property, plant 
or equipment (an identified asset) for a period of time in exchange for 
consideration.” The keys are whether there is an identified asset and 
whether the arrangement conveys control of the identified asset.

ASC 842-10-15-9 defines 
identified asset as “An asset 
typically is identified by being 
explicitly specified in a contract. 
However, an asset also can be 
identified by being implicitly 
specified at the time that the asset 
is made available for use by the customer.”

ASC 842-10-15-16 also states: “A capacity portion of an asset is 
an identified asset if it is physically distinct (for example, a floor of a 

building or a segment of a pipeline that connects a single customer to 
the larger pipeline). A capacity or other portion of an asset that is not 
physically distinct (for example, a capacity portion of a fiber optic cable) 
is not an identified asset, unless it represents substantially all of the 
capacity of the asset and thereby provides the customer with the right to 
obtain substantially all of the economic benefits from use of the asset.”

Lease Identification
It’s more important to determine 
whether a contract is a lease or 
contains a lease under the new leases 
standard than it was under ASC 840, 
as an incomplete population of leases 

(as discussed later in this article) could materially misstate financial 
results. Under ASC 842, lessees must recognize a right-of-use asset 
(ROU) and lease liability on their balance sheets for most leases.

In early 2020, the AICPA, in conjunction with the 
Accounting and Review Services Committee (ARSC), 
issued Statement on Standards for Accounting 
and Review Services (SSARS) No. 25, Materiality 
in a Review of Financial Statements and Adverse 
Conclusions. SSARS 25 primarily amends AR-C Sec. 
90, which relates to review services. 

The issuance of SSARS 25 aligns with an 
overarching goal of minimizing differences 
with the International Standard for Review 
Engagements (ISRE) 2400, which has been part of 
a decades-long convergence project. In addition, 
SSARS 25 aligns some review practices with audit 
principles to provide consistency in areas that 
should apply equally regardless of the level of 
assurance provided.

What follows are the three significant changes 
to review services in SSARS 25.

Determining Materiality
For a long time, the review report has included  
a statement in the conclusion paragraph “not 
aware of any material modifications”; however,  
the accountant performing the review had no 
explicit requirement to calculate a threshold 
of materiality. To support the statement in the 
review report, many practitioners did calculate 
the threshold in a manner similar to that used 
for auditing financial standards. Now, such a 
calculation will be required and aid in providing 

evidence to support the review conclusion. 
Further, the accountant needs to apply 

materiality to design the procedures and to 
evaluate the results of those procedures. The 
accountant is required to design and perform 
analytical procedures and inquiries of all material 
items on the financial statements, including the 
disclosures. During the review, the accountant will 
need to assess the need to recalculate materiality 
if the accountant becomes aware of information 
obtained during the review process that would 
have changed the initial calculation had such 
information been known.

Independence
The desire for the accountant performing a review 
engagement to be independent was reaffirmed 
with SSARS 21. While the requirement to use the 
word “independent” in the report title remains, 
effective with SSARS 25, within the Accountant’s 
Responsibility section, the accountant needs to 
include a statement of independence from the 
entity and that other ethical requirements relative 
to the review have been met. 

Adverse Review Conclusion
Prior to SSARS 25, the accountant could issue 
a modified review report in somewhat limited 
circumstances, such as a framework departure 
that was material, but not pervasive. SSARS 

25 expands the use of modified reports. The 
accountant should alter the Accountant’s 
Conclusion paragraph heading with either the 
words “qualified” or “adverse” and include a 
reference to the immediately preceding  
paragraph headed “Basis for Qualified (or  
Adverse) Conclusion.” 

The Basis paragraph will contain the 
description of the matter(s) giving rise to the 
modification. A Qualified conclusion indicates that 
the modification is material, but not pervasive, 
to the financial statements, while an Adverse 
conclusion is both material and pervasive to the 
financial statements. 

For further information or to see the 
illustrative review reports, see SSARS 25 at  
tinyurl.com/AICPASSARS25 or see  
AR-C 90 at tinyurl.com/AICPAARC90.

These amendments within SSARS 25 
are effective for engagements performed in 
accordance with SSARS on financial statements 
for periods ending on or after Dec. 15, with early 
implementation permitted.

Gail H. Anikouchine, CPA is the owner of 
Anikouchine & Associates and a member of the 
CalCPA Accounting Principles and Assurance 
Services Committee. You can reach her at  
gail@CPAGHA.com.
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ASC 842 provides several practical 
expedients and policy elections to make it 

easier to apply the new guidance. 
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Entities will need to apply judgment to 
determine whether the contract includes an 
identified asset and whether the customer has 
the right to control the identified asset for a 
period in exchange for consideration. When 
determining whether an arrangement is or 
contains a lease, entities evaluate, among other 
things, whether the customer has the right to 
control the use of the identified asset.

Once an arrangement is determined  
to be a lease or a contract containing a  
lease, you will need to determine the 
commencement date, lease term, lease 
payments and the discount rate, as you will 
need this information to determine lease 
classification and calculate the amounts initially 
recognized on the balance sheet.

Lease Classification
Lease classification is important because the 
pattern of expense recognition is different for 
finance vs. operating leases. The lessee will 
follow the same process for classifying the lease 
as under the existing standard ASC-840. 

While the criteria to determine whether a 
lease is a finance lease are similar to those for 
capital leases under ASC 840, there are two 
changes lessees need to be aware of: 
1. The addition of a fifth criterion related to 

the specialized nature of the underlying 
asset; and 

2. The removal of ASC 840’s bright lines 
and the introduction of judgment when 
determining whether a lease meets the 
economic life (the 75 percent test under 
ASC 840) or fair value (the 90 percent test 
under ASC 840) criterion. The FASB stated 
that “one reasonable approach” would be 
to conclude that “ninety percent or more 
of the fair value of the underlying asset 
amounts to substantially all the fair value 
of the underlying asset, and that 75 percent 
of remaining useful life is still an acceptable 
benchmark.”

Initial Recognition & Measurement
Lessees initially recognize a lease liability  
for the obligation to make lease payments  
and a ROU asset for the right to use the 
underlying asset for the lease term. The  
lease liability is measured at the present value 
of the lease payments over the lease term. The 
ROU asset is measured at the lease liability 
amount, adjusted for lease prepayments, lease 
incentives received and the lessee’s initial direct 
costs (e.g., commissions). 

ASC 842 provides several practical 
expedients and policy elections to make it easier 
to apply the new guidance. Listed in Figure 1 
are various policy elections available to entities 
on adoption and related considerations.

Note 1: As of the writing of this article, the 
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Much like passing the baton during the 
100-meter relay race, the rules for handing off 
audit clients are complicated—and changing 
fast. One of the issues that successor auditor’s 
face is the required communications with 
the predecessor audit: how this needs to be 
authorized, what to ask and what to do when 
there are barriers to open communication 
between predecessor and successor auditor. 

No one wants to drop the baton,  
especially when it comes to the required 
inquiries about noncompliance with laws and 
regulations (NOCLAR).

To help clarify our responsibilities and 
align the U.S. GAAS rules with the international 
auditing standards, the AICPA’s Auditing 
Standards Board (ASB) exposed for public 
comment the Statement on Auditing Standards 
(SAS), Communication with Predecessor Auditor 
Regarding Fraud and Noncompliance with Laws 
and Regulations. The overall objective of the 
proposed standard is to help auditors properly 
understand potential issues in determining 
whether to accept an engagement. 

This exposure draft has its roots in the 
International Ethics Standards Board for 
Accountants (IESBA). The IESBA code requires 
a predecessor auditor to “provide all relevant 
facts and other information concerning the 
identified or suspected non-compliance 
(with laws and regulations) to the proposed 
accountant. The predecessor accountant  
shall do so even … where the client fails or 
refuses to grant the predecessor accountant 
permission to discuss the client’s affairs with 
the proposed accountant, unless prohibited by 
law or regulation.” 

The Professional Ethics Executive 
Committee  believes that certain differences 
are necessary to make them relevant to 
CPAs in the United States. Most notably, the 
IESBA provisions permitting disclosure to an 
outside authority under certain conditions 
were not included in the AICPA proposals, as 
they would be incompatible with most state 
laws and regulations on client and employer 
confidentiality.

The proposed revision to AU-C Sec. 210 
would “require a prospective successor auditor, 
once management authorizes the predecessor 
auditor to respond to inquiries from the auditor, 

to inquire of the predecessor auditor regarding 
identified or suspected fraud or NOCLAR.” 

Furthermore, the absence or limitation of 
authorization by management for an auditor 
to make inquiries of a predecessor auditor 
should alert the successor auditor to carefully 
consider engagement acceptance. 

The successor auditor will need to 
document the reasons for a client’s limitation 
or refusal to authorize the predecessor auditor 
to respond fully to the auditor’s inquiries and 
to consider the implications of that refusal or 
limitation in deciding whether to accept the 
engagement. A limitation or refusal to  
consent by the client would be a significant  
red flag that the successor would need to 
consider in determining whether to accept  
the engagement.

Finally, the predecessor auditor may limit or 
refuse to respond to inquiries due to impending, 
threatened or potential litigation; disciplinary 
proceedings; or other unusual circumstances. 
Under the proposed standards, the predecessor 
auditor should clearly state their responses are 
limited. Thereafter, the successor auditor should 
evaluate the predecessor’s limited responses in 
determining whether to accept the engagement.

The flowchart available in the Exposure 
Draft at tinyurl.com/AICPANOCLAR illustrates 
the proposed revision to existing auditing 
standards.

If issued as final, the proposed amendment 
to AU-C Sec. 210 will be effective for audits of 
financial statements for periods ending on or 
after Dec. 15, 2022. Early implementation would 
be permitted.

CalCPA’s Accounting Principles and 
Assurance Services Committee submitted 
a comment letter (calcpa.org/members/
committees-sections/apas-committee-
information/2015-apas-committee-comment-
letters) to the AICPA in support of these revisions 
to AU-C Sec. 210. The ASB will review all 
comment letters at their September meeting. 

We hope this will be a smooth hand-off.

Gary Krausz, CPA/CFF is a partner at  
Gursey | Schneider LLP and a member of the 
CalCPA Accounting Principles and Assurance 
Services Committee. You can reach him at 
garyk@gursey.com.

m a n a g i n g  t h e  h a n d o f f :  n o c l a r
By Gary Krausz, CPA
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FASB is working on Exposure Draft 2021-003, Leases—Discount Rates for 
Lessees that Are not Public Business Entities. This draft intends to clarify 
use of risk-free rate, by asset class and if implicit rate not available for 
lease accounting.

Subsequent Measurement
For operating leases, lessees measure the lease liability at the present 

value of the remaining lease payments, which results in the same 
subsequent measurement as the liability for a finance lease. They 
subsequently measure the ROU asset at the amount of the remeasured 
lease liability, adjusted for cumulative prepaid or accrued rent if the 
lease payments are uneven throughout the lease term, unamortized 
lease incentives, unamortized initial direct costs and any impairment of 
the ROU asset. 

FIGURE 1

(Source: EY publication- The Private Angle- Navigating the new lease standard- August 2020)

Package of practical 
expedients (lessee  
and lessor)

Allows a private company not to reassess: 
• Whether any expired or existing contracts are or contain leases 
• Lease classification for any expired or existing leases 
• Initial direct costs for any expired or existing leases 

This expedient is available for transition only. Entities must apply all 
the expedients in the package to all leases. 

Most private companies are expected to elect this package of expedients 
because doing so reduces the cost and complexity of transitioning to 
ASC 842. It is important to keep in mind that this election does not 
grandfather incorrect conclusions under ASC 840. 

Hindsight practical 
expedient (lessee  
and lessor)

Permits private companies to revisit the determination of the lease 
term for existing leases by considering the effect of changes in facts 
and circumstances through the effective date. 

This expedient is available for transition only, must be applied to 
all leases, and may be elected separately or in conjunction with the 
package of practical expedients described above. 

Lessees are more likely to elect this expedient if the facts and 
circumstances indicate that lease terms may be shorter than originally 
anticipated and, therefore, the ROU asset and lease liability would be 
lower. Electing this practical expedient is generally expected to make 
implementation more complex. 

Short-term lease policy 
election (by class of 
underlying asset to 
which the right of use 
relates—lessee only)

Permits lessees to not recognize an ROU asset and a lease liability 
for leases with a term of 12 months or less at lease commencement 
and to recognize expense related to lease payments on a straight-line 
basis over the lease term like an operating lease under ASC 840.

A qualifying lease cannot include an option to purchase the 
underlying asset that the lessee is reasonably certain to exercise. 

This expedient is expected to reduce the cost of applying ASC 842. However, 
private companies still need to appropriately evaluate the lease term, 
including the likelihood that they will exercise extension and/or termination 
options, and provide certain disclosures. 

Lessee practical 
expedient to not separate 
lease and non-lease 
components (by class of 
underlying asset)

Permits lessees to account for each separate lease component of a 
contract and its associated non-lease components as a single lease 
component, i.e., all of the contract consideration is allocated to the 
lease component. Multiple lease components cannot be combined 
into a single lease component. 

Using this expedient will reduce the cost and complexity of applying ASC 
842, but it will increase the likelihood that a lease will be classified as a 
finance lease (i.e., it ’s more likely that the lease would meet the fair value 
criterion because all consideration is allocated to the lease component) 
and it will increase the initial measurement of it. 

Risk-free-rate policy 
election

Permits private company lessees to use a risk-free rate as the 
discount rate for classifying and measuring leases. Private company 
lessees will need to obtain the rate for risk-free borrowings for a term 
comparable to each lease. The risk-free rate cannot be less than zero. 

If this election is made, it must be applied to all existing leases as of 
the effective date and to new or modified leases after the effective 
date. (Also refer Note 1)

Using a risk-free rate will reduce complexity, but it will increase the 
likelihood that a lease will be classified as a finance lease, and it will 
increase the initial measurement of the lease liability and ROU asset. 

Also, private companies that are considering going public may not want 
to make this election because they will have to retrospectively apply the 
public entity accounting and reporting requirements to all prior periods 
presented if they go public. 

Easements practical 
expedient (lessee only)

Permits lessees to continue applying their current policy for 
accounting for land easements that existed as of, or expired before, 
the effective date. 

This expedient is available for transition only. 

Lessees will still need to evaluate whether land easements they enter into 
or modify on or after the effective date meet the definition of a lease under 
ASC 842. 

 ELECTION DESCRIPTION CONSIDERATIONS
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Lessees recognize lease expense for these leases on a straight-line 
basis, which is similar to what is done under ASC 840. ROU assets 
for both lease types are subject to impairment testing under ASC 360, 
Property, Plant, and Equipment.

For finance leases, lessees increase the lease liability to reflect 
interest and reduce the liability for lease payments made. The 
related ROU asset is amortized on a straight-line basis unless 
another systematic basis is more 
representative of the pattern 
in which the lessee expects 
to consume the asset’s future 
economic benefits.

Effects on Balance Sheet  
& Income Statement
Under ASC 842, the entity 
recognizes all leases, including 
operating leases, on the balance 
sheet. Both financing leases and 
operating leases create an ROU asset and a lease liability, initially 
measured at the present value of the future lease payments, to be 
reflected on the balance sheet.

For operating leases, the entity recognizes a single total lease 
expense and a gross up on the balance sheet related to the ROU 
asset and lease liability. For financing leases, the entity recognizes 
amortization expense of the ROU asset separately from interest 
expense on the lease liability.

Disclosures
ASC 842 expands the disclosure requirements for both lessees  
and lessors. ASC 842-20-50-1 (lessee disclosure) states, “The  
objective of these expanded disclosures is to enable financial statement 
users to assess the amount, timing and uncertainty of cash flows arising 
from leases.”

ASC 842 requires both lessees and lessors to disclose quantitative 
and qualitative information 
about their leases, the 
significant judgments  
and assumptions made in 
applying ASC 842 and the 
amounts recognized in the 
financial statements related to 
those leases.

ASC 842 Implementation 
Practical Tips & Steps  
to Consider

Based on my prior experience, entities that have adopted the new 
leases standard required more effort than initially anticipated by the 
management. Entities experienced difficulty in determining whether 
their lease population is complete, and collecting the data needed to 
account for and disclose information about their leases under the new 
standard. 

Therefore, it’s important for entities to start planning now, even 
though the FASB has deferred the effective date to next year.

For operating leases, lessees measure 
the lease liability at the present value of the 
remaining lease payments, which results in 
the same subsequent measurement as the 

liability for a finance lease. 

Know Your
standards
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As entities prepare for adoption of the standard and related year-
end reporting, they may want to consider the following steps related to 
ASC 842 implementation.

Project plan (including need for resources): The first step is 
understanding the requirements of ASC 842, establishing a project 
team and preparing a project plan. Entities also might need to engage 
consultants/advisers to help in both the project planning, accounting 
and monitoring the project progress for accurate implementation of 
ASC 842. Also, entities will need to plan for this additional cost of 
consultants/advisors in their annual budgeting process.

Existing process and controls: One of the key challenges that 

many public companies faced was ensuring that their population 
of lease contracts was complete. The identification of a complete 
population of leases may require more coordination between finance/
accounting personnel, real estate, procurement, operations and 
corporate development. Entities will need to consider their existing 
processes and controls for identifying new leases or contracts that 
contain leases. 

Service contracts or embedded leases: During review of the 
contracts, entities also need to consider the fact that a contract being 
labeled a “service contract” or a lease does not mean the arrangement 
is or is not a lease. While companies have often accounted for many 

Example: Lessee Accounting for an Operating Lease

Entity L (lessee) makes a payment of $5,000 to an existing tenant to obtain a lease and enters into a three-year lease 
of the same office space that it concludes is an operating lease. The lease commences at the beginning of Year 1. 
Entity L agrees to make the following annual payments at the end of each year: $10,000 in Year 1, $12,000 in Year 2 and 
$14,000 in Year 3. Entity L concludes that the $5,000 payment to the former tenant qualifies as an initial direct cost (IDC). 
For simplicity, there are no purchase options, payments to the lessor before the lease commencement date, variable 
payments based on an index or rate, or lease incentives from the lessor. The initial measurement of the right-of-use asset 
and lease liability is $33,000 using a discount rate of 4.235%. Entity L uses its incremental borrowing rate because the rate 
implicit in the lease cannot be readily determined. Entity L calculates that the annual straight-line lease expense is $12,000 
per year [($10,000 + $12,000 + $14,000) ÷ 3]. 

Analysis: At lease commencement, Entity L would recognize the right-of-use asset and lease liability: 
Right-of-use asset  $ 38,000 
Lease liability $ 33,000 
Cash 5,000 
To initially recognize the right-of-use asset, lease liability and the payment that qualifies as an IDC. 

The following journal entries would be recorded in Year 1: 
Lease expense $ 12,000 
Right-of-use asset (accrued rent) $ 2,000 
Cash 10,000 
To record lease expense and adjust the right-of-use asset for the difference between cash paid and straight-line lease expense (i.e., accrued rent).
 
Lease expense (amortization of IDC) $ 1,667 
Right-of-use asset (amortization of IDC) $ 1,667 
To record amortization of the IDC ($5,000 ÷ 3 years = $1,667). 

Lease liability $ 8,602 
Right-of-use asset $ 8,602 
To adjust the lease liability to the present value of the remaining lease payments with an offset to the right-of-use asset. The adjustment of $8,602 is 
calculated as the initially recognized lease liability ($33,000) less the present value of remaining lease payments ($24,398) at the end of Year 1. 

A summary of the lease contract’s accounting (assuming no changes due to reassessment, lease modification or 
impairment) is as follows: 

Immaterial differences may arise in the recompilation of amounts in the example above due to rounding.

Source: EY publication- Financial Reporting Development- Lease Accounting- December 2020
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arrangements as service agreements with no balance sheet liability, 
companies now must assess and identify those arrangements that meet 
the criteria for a “lease.”

System implementation or implement a checklist: Another 
challenging step in lease implementation is to ensure that that lease 
assets and liabilities are accurately calculated and reported in the 
financial statements after adoption of the new standard. Today, many 
entities use Excel spreadsheets for their lease tracking, calculation and 
accounting. As such, entities may consider developing new or updated 
systems and controls to identify any embedded leases at the execution 
of all new contracts or arrangements. 

Alternatively, entities not using any software solutions may 
consider a checklist of key areas to be addressed for adoption of  
ASC 842.

If entities decide to implement a new IT system, it should be done 
with an approach that is right for them. A few of those key decisions 
include determining whether the system:
• Should be centralized or decentralized,
• Should be developed in-house or outsourced to a third party; and
• Can be interfaced with the company’s current enterprise resource 

planning system.
Develop new accounting policies: As per transition provisions 

of ASC 842, you can choose to apply the transition provisions at 
the beginning of the earliest comparative period presented in your 
financial statements or these provisions can be applied at the date of 
adoption (i.e., the effective date). The latter option effectively allows 
entities to continue to apply the guidance in ASC 840, including its 

disclosure requirements, in the comparative periods. This will make 
the transition accounting easier to apply, because you would not need 
to recast numbers for periods before adoption.

Debt covenants: Needed to consider impact of ASC 
842 adoption on its EBITDA sensitive amounts, and to have 
discussions with lending institutions about the pro forma effect on 
debt covenants. As there may be a need to modify existing debt 
arrangements or proactively address the new covenants required post-
ASC 842 adoption.

Auditor involvement: Consider reading additional guidance 
from the large independent accounting firms and discussing the 
timing of the auditing of the ASC 842 adoption process with 
your independent auditors to ensure that there is time for timely 
remediation or consideration of timely feedback, if needed.

ASC 842 COVID Considerations
Entities that receive or provide lease-related concessions to mitigate 
the economic effects of COVID-19 on lessees need to consider 
whether to elect to not evaluate whether certain concessions provided 
by a lessor related to the effects of COVID-19 are a modification of 
the lease. 

Refer to the Question and Answer document issued by staff of 
FASB posted on FASB website, tinyurl.com/leaseconcessionsFAQ.

Ravi Malhotra, CPA is a member of the CalCPA Accounting  
Principles and Assurance Services Committee. You can reach him at 
rmalhotra1981@gmail.com.
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