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• ASC 840 Overview

• Financial Reporting and 
Disclosures

• Bank Compliance Case Study

Agenda
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Objectives

• General understanding of ASC 842

• Understand the implementation changes on 
o Financial Reporting and Disclosures
o Banking compliance
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Lease Accounting



The current lease accounting model has been the same for over 30 years. 
In 2016, the Financial Accounting Standards Board issued new guidance 
for leases that will have a significant impact on the lease accounting model 
and will affect nearly all companies. 

• ASC 842 – Leases was effective for public companies for years 
beginning after December 15, 2018 and thus has already been 
implemented across the public spectrum.

• This guidance was originally set to be effective for private companies 
for years beginning after December 15, 2019. However, this has since 
been deferred on two separate occasions for an additional year in each 
instance.

• As a result, ASC 842 – Leases is now required to be implemented by 
private companies for fiscal years beginning after December 15, 
2021 (calendar year 2022 for most entities).

ASC 842 Leases
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ASC 842 Leases – Current Dates
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• The “end game” is to get all leases with service lengths greater 
than 12 months onto the balance sheet.

• Leases 12 months or less in length are excluded from the 
guidance and are expensed pro-rata over the contract with no 
balance sheet impact.

• Operating/capital terminology replaced with operating/finance 
leases.

• Finance lease requirements remained relatively unchanged 
outside of the following:

• Bargain purchase option reworded to purchase option 
reasonably certain to be exercised

• New 5th category – specialized nature asset that only the 
lessee can use (i.e. no alternative use to the lessor 
without significant modification)

ASC 842 Crash Course
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ASC 842 vs 840

ASC 842

 Lease classification determined 
at lease commencement

 Fixed payments and “in 
substance” fixed payments are 
identified as payments

 Executory costs (i.e. insurance, 
taxes, maintenance) considered

 Added a 5th criterion to 
determination of Finance/Capital 
Lease

 Asset is recorded at the amount 
calculated using a discount rate

 Only expected amounts owed at 
the end of the lease term should 
be included as lease payments

ASC 840

 Lease classification determined 
at execution

 Capital lease classification 
resulted in a liability

 Operating lease footnote 
disclosures only

 Executory costs (i.e. insurance, 
taxes, maintenance) excluded

 4 Criterion tests for Capital vs 
Operating Lease

 Lease < Fair Value

 Residual value guarantees were 
included in the minimum lease 
payments
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Consider setting up separate accounts:

o Fixed rent account ( ASC 842)

o Short-term rent account

o Variable rent account

Financial Reporting and Disclosures
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Fact Pattern

• 3 year lease from 1/1/2022 – 12/31/2024

• $300,000 present value of future lease payments

• Payment stream – Year 1 $100,000, Year 2 $110,000, Year 3 
$125,000

• 5.51% interest rate implied in the lease

• No renewals periods 

• No initial direct costs

ASC 842 – Operating & Finance Lease Example
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LEASE COMMENCEMENT
Debit Credit

ROU Asset 300,000$        
Lease Liability 300,000$        

YEAR ONE ENTRY

Interest Expense 16,535$          
Amortization Expense 100,000$        
Lease Liability 83,465$          
ROU Asset 100,000$        
Cash 100,000$        

YEAR TWO ENTRY

Interest Expense 11,935$          
Amortization Expense 100,000$        
Lease Liability 98,065$          
ROU Asset 100,000$        
Cash 110,000$        

YEAR THREE ENTRY

Interest Expense 6,530$            
Amortization Expense 100,000$        
Lease Liability 118,470$        
ROU Asset 100,000$        
Cash 125,000$        

Finance Lease Under ASC 842

Fact Pattern

Term: 1/1/2022 - 12/31/2024
$300k PV of future payments at 1/1/2022

Payments:
Year 1 - $100k
Year 2 - $110k
Year 3 - $125k

5.51% implied interest rate
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LEASE COMMENCEMENT
Debit Credit

ROU Asset 300,000$        
Lease Liability 300,000$        

YEAR ONE ENTRY

Lease Expense 111,667$        
Lease Liability 83,465$          
ROU Asset 95,132$          
Cash 100,000$        

YEAR TWO ENTRY

Lease Expense 111,667$        
Lease Liability 98,065$          
ROU Asset 99,732$          
Cash 110,000$        

YEAR THREE ENTRY

Lease Expense 111,667$        
Lease Liability 118,470$        
ROU Asset 105,137$        
Cash 125,000$        

Operating Lease Under ASC 842

Fact Pattern

Term: 1/1/2022 - 12/31/2024
$300k PV of future payments at 1/1/2022

Payments:
Year 1 - $100k
Year 2 - $110k
Year 3 - $125k

5.51% implied interest rate
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FINANCE LEASE
Year One Year Two Year Three Total

Interest Expense 16,535$          11,935$          6,530$               35,000$          
Amortization Expense 100,000$        100,000$        100,000$          300,000$       
Total Expense 116,535$        111,935$        106,530$          335,000$       
Operating Cash Flow 16,535$          11,935$          6,530$               35,000$          
Financing Cash Flow 83,465$          98,065$          118,470$          300,000$       
Total Cash Flows 100,000$        110,000$        125,000$          335,000$       

Comparison

OPERATING LEASE
Year One Year Two Year Three Total

Interest component 16,535$          11,935$          6,530$               35,000$          
Amortization component 95,132$          99,732$          105,137$          300,000$       
Total Rental Expense 111,667$        111,667$        111,667$          335,000$       
Operating Cash Flow 100,000$        110,000$        125,000$          335,000$       
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• Recognition patterns for capital/finance leases are relatively 
unchanged from ASC 840 to ASC 842. The biggest changes for 
these leases is enhanced disclosures.

• The primary difference in recognition pattern between operating 
and finance leases is how the ROU asset is amortized.  

o ROU asset for financing leases is amortized over the 
shorter of their estimated useful lives or the terms of 
the respective leases, including periods covered by 
renewal options that the Company is reasonably assured 
of exercising.

o ROU asset for operating leases is amortized based on 
total rental expense compared to the amount 
representing interest

• Additionally, operating leases result in greater operating cash 
outflows when compared to finance leases whose cash outflows 
are considered akin to debt.

Some Takeaways
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The disclosure examples on the following tabs were taken from Wendy’s 10-K

Below is the old way

Disclosure Examples – ASC 840
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Disclosure Examples – ASC 842
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Disclosure Examples – ASC 842
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Disclosure Examples – ASC 842
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Disclosure Examples – ASC 842
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Disclosure Examples – ASC 842
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• Practical expedients package (must be adopted on an “all or nothing” 
approach)

• No reassessment of lease classification.
• No reevaluation of existing/expired contracts for embedded 

leases
• No reassessment of previously recorded initial direct costs.

• Hindsight expedient (lease terms, options, etc.) 

• Combination of lease and non-lease components
• Would just require the PV of fixed consideration to be calculated 

(i.e. fixed lease payments excluding executory costs such as 
CAM, insurance, etc.). Can be elected based on asset class.

• Private company discount rates 
• The risk-free interest rate can be utilized if there is no discount 

rate implicit in a lease contract.
• Will result in larger lease liabilities on the balance sheet.

• Land easement expedient – historical treatment applies.

Implementation Practical Expedients
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Banking Compliance Case Study

• Discuss impact on debt covenants with your banker

• EBITDA / EBITDAR
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• Options
o Leveraging software
o Excel spreadsheet

• Considerations
o Number of leases to be tracked
o Complexity of payment terms
o Frequency of changes to lease agreements

• Software capabilities
o Automate lease payment process
o Direct interface with GL system
o Central depository
o Lease abstract creation
o Critical date monitoring (e.g., renewal dates)
o Real estate market analysis

• Software configuration
o Testing
o Training

Lease Tracking Solution
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• The new lease standard has introduced a tremendous amount of 
work for your business. GBQ has partnered with LeaseCrunch®, 
a cloud-based lease accounting software for CPA firms, to help 
make the implementation process as seamless as possible. 

LeaseCrunch Powered by GBQ
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• As a reminder, many lending arrangements include financial covenants 
based on the risk portfolio/metrics at the lender. If failed, these could 
result in numerous financial statement considerations by your auditor 
including:

• Debt classification (i.e. current vs. long-term)
• Requirement of covenant waivers
• Going concern considerations

• Given the significance of financial statement presentation changes 
previously discussed, key compliance ratios will most likely change, which 
include the following (this list is NOT all inclusive):

• Current ratio
• Debt Service Coverage
• Funded debt to EBITDA
• Debt to net worth ratio

ASC 842 Leases – Lender Compliance
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• Appropriate communication should be taking place with your lender(s) to 
ensure compliance with any covenant requirements. 

• We recommend that you work ahead with your lender(s) to determine 
appropriate updates to current covenant requirements, which could 
include adjustment to required thresholds or GAAP exceptions for ASC 842 
within the covenant calculations. 

• Additionally, businesses in certain industries already have rental expense 
added in to their calculations (EBITDAR, rent expense x a multiple, etc.). 
The changes might not be as significant in these instances, but should still 
be considered and appropriate conversations had.

ASC 842 Leases – Lender Compliance
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• To illustrate the changes that the adoption of ASC 842 can have on your 
covenant compliance, we will walk through a before and after example 
showing the significance that this adoption can have in various scenarios.

Lender Compliance Example (Before and After)
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Key Financial Metrics ASC 840 vs. ASC 842
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ASSETS ASC 840 ASC 842

Current Assets 8,000,000$        8,000,000$        

Long-Term Assets
Property and Equipment 5,000,000       5,000,000       
ROU Asset -                     2,000,000       

Total long-term assets 5,000,000       7,000,000       

TOTAL ASSETS 13,000,000$      15,000,000$      

LIABILITIES AND EQUITY ASC 840 ASC 842
Current Liabilities

Current liabilities 5,000,000$        5,000,000$        
Current portion of long-term debt 1,000,000       1,000,000       
Current portion of lease liability -                     200,000          

Total current liabilities 6,000,000       6,200,000       

Long-Term Liabilities
Notes payable 5,000,000       5,000,000       
Lease liability -                     1,800,000       

Total long-term liabilities 5,000,000       6,800,000       

Equity 2,000,000       2,000,000       

TOTAL LIABILITIES AND EQUITY 13,000,000$      15,000,000$      

Supplemental Information ASC 840 ASC 842
Net Income 1,000,000$        1,000,000$        
Interest 300,000          300,000          
Income Taxes 100,000          100,000          
Depreciation and Amotization 200,000          200,000          
Rent expense (assume 100% operating leases) 180,000          180,000          



Current Ratio & Debt to Net Worth – Before 
and After

ASC 840 ASC 842

Debt 6,000,000$       8,000,000$       
Net Worth 2,000,000        2,000,000        

Debt to Net Worth Ratio 3.00                 4.00                 

Required 3.50                 3.50                 
In compliance? Yes No

• Current Ratio = Current assets / Current liabilities

• Debt to Net Worth Ratio = Total debt / Total equity / Net worth
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ASC 840 ASC 842

Current Assets 8,000,000$       8,000,000$       
Current Liabilities 6,000,000        6,200,000        

Current Ratio 1.33                 1.29                 

Required 1.30                 1.30                 
In compliance? Yes No



Funded Debt to EBITDA – Before and After

• Funded Debt to EBITDA = Total Debt / EBITDA

• EBITDA stands for earnings before interest, taxes, depreciation and 
amortization and is a metric used to evaluate free cash flow

ASC 840 ASC 842

Net Income 1,000,000$        1,000,000$        
Interest 300,000            300,000            
Income Taxes 100,000          100,000          
Depreciation and Amotization 200,000          200,000          

EBITDA 1,600,000       1,600,000       

Funded Debt 6,000,000       8,000,000       

Funded Debt to EBITDA Ratio 3.75                  5.00                  

Required 4.00                  4.00                  
In compliance? Yes No
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Funded Debt to EBITDAR – Lease Adjusted

• Funded Debt to EBITDAR = Total debt / EBITDAR

• EBITDAR is EBITDA plus rent expense and factors in the rental component 
to operations. Often times if this covenant is utilized, lease expense 
adjusted by a multiple will be added to funded (total) debt utilized in the 
calculation.

ASC 840 ASC 842

EBITDA 1,600,000$        1,600,000$        
Rent Expense 180,000          180,000          
EBITDAR 1,780,000       1,780,000       

Funded Debt 6,000,000       6,000,000       
Plus 6x Rent 1,080,000       1,080,000       

Total Funded Debt 7,080,000       7,080,000       

Funded Debt to EBITDAR Ratio 3.98                  3.98                  

Required 4.00                  4.00                  
In compliance? Yes Yes
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Debt Service Coverage – Before and After

• Debt Service Coverage = EBITDA / (Debt Principal + Interest)
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ASC 840 ASC 842

Net Income 1,000,000$        1,000,000$        
Interest 300,000            300,000            
Income Taxes 100,000          100,000          
Depreciation and Amotization 200,000          200,000          

EBITDA 1,600,000       1,600,000       

Interest and Principal:
   Current portion of debt and lease liabilities 1,000,000       1,200,000       
   Interest 300,000          300,000          

Total Interest and Principal 1,300,000       1,500,000       

Debt Service Coverage Ratio 1.23                  1.07                  

Required 1.10                  1.10                  
In compliance? Yes No



Debt Service Coverage – Lease Adjusted

• Lease Adjusted Debt Service Coverage = EBITDAR / (Debt Principal + 
Interest + Rent Expense)
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ASC 840 ASC 842

Net Income 1,000,000$        1,000,000$        
Interest 300,000            300,000            
Income Taxes 100,000          100,000          
Depreciation and Amotization 200,000          200,000          
Rent Expense 180,000          180,000          

EBITDAR 1,780,000       1,780,000       

Interest, Principal and Rent:
   Current portion of debt 1,000,000       1,000,000       
   Interest 300,000          300,000          
   Rent expense 180,000          180,000          
Total Interest, Principal and Rent 1,480,000       1,480,000       

Debt Service Coverage Ratio 1.20                  1.20                  

Required 1.10                  1.10                  
In compliance? Yes Yes



• The changes in financial reporting presentation will result in necessary 
updates to internal control process design to ensure the appropriate 
capture of pertinent data and data integrity. 

• Below are a few process considerations/updates we are commonly seeing 
as it relates to the changes associated with ASC 842; however, this list is 
not all inclusive and will need to be tailored to your organization’s 
complexity and lease situation.

• Updates to financial reporting process
• Additional management review controls
• System user access rights (are third party software vendors being 

utilized?)
• Additional collaboration with lease negotiation team and other 

applicable operational personnel
• New leases, changes to renewal terms/obligations of 

existing portfolio, embedded leases, etc.

Internal Control Process Updates
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Questions
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