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Accounting Standards Codification Topic 842 is the new lease accounting standard

published by the Financial Accounting Standard Board (FASB), replacing the previous

US GAAP leasing standard, ASC 840. This new accounting standard seeks to improve

transparency, comparability, and financial reporting, however achieving compliance will

require significant effort.
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Public companies began to implement the standard starting after December 15, 2018 and
private companies will follow a year later on December 15, 2019, consequently the

compliance countdown is on.

One of the first activities to be performed is to identify and create an accurate inventory of
all leases. As defined by ASC 842-10-15-3, a contract is or contains a lease if the contract
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.

To determine if the contract conveys the right of use, the customer needs to have both of the
following:

a) the right to obtain substantially all of the economic benefits from use of the identified
asset.
b) the right to direct the use of the identified asset.

To determine whether there is an identified asset it should be considered the following:

a) is the asset explicitly or implicitly specified in the contract?
b) is the asset physically distinct?
c) does the supplier have substantive substitution rights?

A contract may involve payments for lease components, non-lease components and items
that are not considered contract components. Identification of these elements is important
because consideration in the contract is allocated to the lease and non-lease component.
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As an accounting policy, the lessees may opt to not separate lease and non-lease
components for a specific class of underlying asset and may account for both as a single
component. Lessors have a similar option, but it is limited to circumstances where the non-
lease component(s) would be accounted for under the revenue recognition guidance (ASC
606) and both (1) the timing and pattern of transfer are the same for the non-lease
component(s] and associated lease component and (2) the lease component, if accounted
for separately, would be classified as an operating lease.

Lessees are the most significantly affected by the new leasing standard. ASC 842 retains
the two-model approach of classifying leases as operating or finance, however most leases
will now be recorded on the balance sheet. When a lease is recorded, a liability must be
recognized based on the present value of future lease payments, with an offsetting entry to
recognize a right-of-use payment. While both operating and finance leases will be recorded
on the balance sheet, the expense recognition pattern differs. Operating leases require lease
expense to be recognized on a straight-line basis over the lease term, while finance leases
require the lessee to recognize interest expense and amortization expense.

Lessors will also see an effect on their financial statements and disclosures. The profit
recognition requirements under lessor model match those under the new revenue recognition
requirements, issued by the FASB. The lessor is required to classify a lease as a sales-type
lease, direct financing lease, or operating lease based on ASC 842 new classification criteria.
Upon adoption of the lease standard it is required to apply a modified retrospective
transition approach. The lessors and lessees can choose to:

e adjust comparative periods, which requires to apply the lease standard to each lease
that existed at the beginning of the earliest comparative period presented in the
financial statements, as well as leases entered into after that date or

e do not adjust comparative periods, which requires to apply the lease standard to
each lease that had commenced as of the beginning of the reporting period in which the
entity first applies the lease standard with a cumulative effect adjustment as of that
date (prior comparative periods would not be adjusted under this method).

ASC 842 provides various optional transition practical expedients that must be elected as a
package and applied consistently by an entity to all its leases that commenced before the
effective date. An entity need not reassess:

a) whether any expired or existing contracts are or contain leases.
b) the lease classification for any expired or existing leases.
c) initial direct costs for any existing leases.

Another practical expedient consists in the election to use hindsight during the transition
period. This election allows an entity to use its current knowledge or current expectations as
of the effective date, instead of its knowledge and expectations as of the latest assessment
date under legacy GAAP, when determining the lease term and assessing whether
impairment of the right-of-use asset exists during the transition period.
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The Board issued an update to ASC 842 whereby there is an optional transition practical
expedient to not evaluate under ASC 842 existing or expired land easements that were not
previously accounted for as leases under ASC 840.

Implementing the new lease standard will require a new perspective on Company’s current
accounting lease contracts and processes. A seamless transition and implementation of the
ASC 842 accounting guidance will require deep technical accounting skills, the use of
updated technology and a comprehensive understanding of the potential impacts to the
financial statements.

We are committed to keep you updated of all developments
that may affect the way you do business in Puerto Rico. Please
contact us for further assistance in relation to this or any other

matter.
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DISCLAIMER: This update and its content do not constitute advice. Clients should not act solely on the basis

of the material contained in this publication. Itis intended for information purposes only and should not be
- 1 G ra nt Th O rnto n regarded as specific advice. In addition, advice from proper consultant should be obtained prior to taking

action on any issue dealt with this update.
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