asc 606 lease accounting

ASC 606 lease accounting represents a significant shift in the way organizations recognize revenue
and manage lease obligations. Implemented by the Financial Accounting Standards Board (FASB)
and the International Accounting Standards Board (IASB), this standard aims to enhance the
transparency and comparability of financial statements. It is essential for businesses to understand
its implications, especially as it relates to lease agreements, which have long-term impacts on
financial health and reporting.

Understanding ASC 606

ASC 606, titled "Revenue from Contracts with Customers," is a comprehensive framework that
outlines how companies should recognize revenue. While it primarily focuses on revenue
recognition, it also bears relevance to lease accounting through the intersecting standard, ASC 842,
which covers leases.

Key Objectives of ASC 606

The main objectives of ASC 606 include:

1. Improved Transparency: Ensure that financial statements are clearer and more useful for
stakeholders.

2. Comparability: Facilitate easier comparison of financial performance across different companies
and industries.

3. Consistency: Standardize revenue recognition practices to reduce inconsistencies in financial
reporting.

Leases under ASC 842

While ASC 606 is primarily concerned with revenue, ASC 842 specifically addresses lease
accounting. Understanding how these two standards interact is crucial for companies involved in
leasing transactions.

Classification of Leases

Under ASC 842, leases are classified as either:

- Operating Leases: These do not transfer ownership of the underlying asset and typically involve
rental payments.

- Finance Leases: These effectively transfer ownership and include conditions such as a purchase
option or a bargain purchase price.



The distinction is critical since it affects how leases are recorded on the balance sheet.

Lessee Accounting Requirements

For lessees, ASC 842 requires the recognition of a right-of-use (ROU) asset and a lease liability on
the balance sheet for all leases, except for short-term leases (12 months or less).

- Right-of-Use Asset: Represents the lessee's right to use the leased asset for the lease term.
- Lease Liability: Represents the obligation to make lease payments.

Measuring Lease Liabilities and ROU Assets

To measure lease liabilities, lessees must:

1. Determine the Lease Term: This includes the non-cancellable period and options to extend or
terminate the lease that are reasonably certain to be exercised.

2. Calculate the Present Value of Lease Payments: This is done using the implicit interest rate of the
lease or the lessee's incremental borrowing rate if the implicit rate is not readily determinable.

The ROU asset is initially measured at the amount of the lease liability plus any initial direct costs
incurred by the lessee.

Lessors’ Accounting Requirements

Lessors also face new requirements under ASC 842, which includes classifying leases into operating
or finance leases based on similar criteria as lessees.

Operating Lease Accounting for Lessors

In an operating lease, the lessor retains most of the risks and rewards associated with ownership.
The accounting treatment includes:

- Recognizing Lease Income: Lease income is recognized on a straight-line basis over the lease term.

- Asset Remains on Balance Sheet: The leased asset remains on the balance sheet and is depreciated
over its useful life.

Finance Lease Accounting for Lessors

In finance leases, the lessor derecognizes the leased asset and recognizes a receivable. The
accounting treatment involves:



- Recognizing Interest Income: The lessor recognizes interest income on the lease receivable.
- Initial Measurement: The initial measurement of the lease receivable is equal to the net investment
in the lease.

Transitioning to ASC 606 and ASC 842

Transitioning to the new lease accounting standards can be complex and may require significant
adjustments to financial reporting processes.

Steps for Transition

1. Identify Leases: Companies must identify all lease agreements and assess their terms.

2. Gather Data: Collect necessary data to measure lease liabilities and ROU assets.

3. Evaluate Accounting Policies: Review current accounting policies to ensure compliance with ASC
606 and ASC 842.

4. Implement Systems: Update accounting systems to accommodate new reporting requirements.
5. Train Staff: Provide training to finance and accounting personnel on the new standards.

Challenges in Transition

Some challenges companies may face during the transition include:

- Data Management: Accumulating and managing extensive lease data can be daunting.

- Systems Integration: Existing financial systems may not be equipped to handle the new
requirements, necessitating upgrades or replacements.

- Staff Training: Ensuring that accounting staff understands the new standards requires time and
resources.

Impact on Financial Statements

The introduction of ASC 606 and ASC 842 significantly affects financial statements, particularly the
balance sheet and income statement.

Balance Sheet Implications

- Increased Assets and Liabilities: The recognition of ROU assets and lease liabilities will inflate total
assets and liabilities, affecting key financial ratios such as the debt-equity ratio and return on assets.
- Impact on Working Capital: Short-term lease liabilities will impact current liabilities and potentially
working capital ratios.



Income Statement Implications

- Lease Expense Recognition: The pattern of lease expense recognition will differ depending on the
lease classification, affecting operating income.

- Interest Expense: For finance leases, interest expense will be recognized, which may influence net
income.

Conclusion

ASC 606 lease accounting and its associated standards represent a monumental change in the
landscape of financial reporting. By requiring that leases be recognized on the balance sheet,
companies must adapt their accounting practices and systems, which can be both challenging and
beneficial in the long run. Understanding the implications of these standards not only enhances
transparency but also provides stakeholders with a clearer view of an organization's financial
obligations. As companies continue to navigate these standards, it is crucial to stay informed and
proactive in managing compliance and reporting requirements.

Frequently Asked Questions

What is ASC 606 and how does it relate to lease accounting?

ASC 606 is the Accounting Standards Codification Topic 606 that outlines the principles for revenue
recognition, but it does not directly address lease accounting. Lease accounting is primarily
governed by ASC 842, which updates how leases are recognized on financial statements.

How does ASC 606 impact revenue recognition for leases?

While ASC 606 does not govern leases directly, it can affect the timing and amount of revenue
recognized from lease contracts, especially when lease agreements include variable considerations
or service components.

What are the key differences between ASC 606 and ASC 842?

ASC 606 focuses on revenue recognition from contracts with customers, while ASC 842 provides
guidance on lease accounting, requiring lessees to recognize lease liabilities and right-of-use assets
on their balance sheets.

Are there any specific disclosures required under ASC 606 for
leases?

Yes, under ASC 606, entities must provide disclosures related to the nature of their leases,
significant judgments made in applying the standard, and how lease contracts affect revenue
recognition.



How should companies approach the transition to ASC 606 for
leases?

Companies should conduct a thorough review of their existing lease agreements, assess the impact
on their financial statements, and ensure that they have appropriate systems and processes in place
to comply with the new disclosure requirements.

What challenges do companies face when implementing ASC
606 in relation to leases?

Challenges include understanding the interplay between ASC 606 and ASC 842, ensuring accurate
data collection for lease contracts, and making necessary adjustments to financial reporting systems
to accommodate new disclosure requirements.

How does ASC 606 affect the assessment of lease performance
obligations?

Under ASC 606, companies must evaluate their leases to determine if they contain performance
obligations and how those obligations affect the timing and amount of revenue to be recognized.

What resources are available for companies to help with ASC
606 lease accounting compliance?

Companies can access guidance from the Financial Accounting Standards Board (FASB), industry-
specific resources, accounting firms, and professional organizations that provide tools, templates,
and training on ASC 606 compliance.
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