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What energy company executives need 
to know about the proposed lease 
accounting standards



What the proposed changes mean—in brief
• The US Financial Accounting Standards Board and International Accounting Standards Board 

are overhauling the lease accounting guidance in ways that could have a signifi cant impact on 
energy companies.    

• Many fi nancial performance metrics would be affected, including earnings, liquidity ratios and 
certain non-GAAP measures commonly used by energy companies.  

• Virtually all leases would be on the balance sheet, except for those with a maximum term of one 
year or less.

• The defi nition of a “lease” would be expanded to potentially include certain arrangements such as 
drilling contracts that currently are not treated as leases.

• The timing of when lease expense is recognized would change. For some leases (primarily 
equipment and vehicles), expense would be higher during the early parts of the lease term, similar 
to a mortgage.  For other leases (primarily real estate), lease expense would typically be even over 
the lease term.

• Income statement geography also would change. Arrangements currently accounted for as 
operating leases would have one portion of rent expense refl ected as amortization and another 
portion as interest expense (that is, below the line). 

• Lease renewal periods and index based rents will need to be reassessed periodically with 
estimates trued up as facts and circumstances change, potentially creating earnings volatility.

• The proposal would apply to all leases. Pre-existing leases would not be grandfathered, and 
companies therefore will have to reassess their entire lease portfolios.



US and international accounting standards setters are getting closer 
to completing their overhaul of lease accounting. They are taking this 
action in response to long-standing criticism that today’s fi nancial 
statements do not adequately portray the economic substance of lease 
arrangements. Supporters of the proposed changes argue that it is 
often diffi cult to compare the fi nancial position of companies that 
purchase assets with those that lease them, and that the bright lines 
that exist currently result in leases with nearly identical economics 
being accounted for differently. Extreme examples sometimes cited 
include airlines without planes and shipping companies without ships 
on their balance sheets.  

What energy company executives need to know 
about the proposed lease accounting standards

However, the proposed reforms are 
not limited to just a few industries. 
Many energy companies will be 
impacted signifi cantly too. In this 
issue of The Bit, we summarize for 
energy executives the main elements 
of the proposal and how key fi nancial 
performance and reporting metrics 
would likely change.

Impact: A changing 
fi nancial picture

Leases currently are classifi ed as 
either capital or operating based on 
four bright line tests. The proposed 
standard would replace these criteria 
with a principles-based approach 
whose main elements include a new 
defi nition of a lease, a requirement 
that most leases be recognized on the 
balance sheet, and a dual approach for 
reporting lease expense that is based 
on whether the leased asset 
is “consumed” during the lease term.

Whether an arrangement is a lease 
under the proposal would depend on 
who controls the underlying asset. 
In this case, control means both 
the ability to make those decisions 
about how the asset is used that most 
signifi cantly affect its economics, and 
the right to substantially all of those 
economic benefi ts during the term 
of the arrangement. For example, an 
exploration and production company 
that contracts for the use of a drilling 
rig and is determined to control the 
committed drilling rig may have a lease 
under the proposed standard. 

Many energy companies currently 
disclose contractual obligations for 
drilling and transportation contracts. 
Under the proposed guidance, these 
drilling contracts would be refl ected 
directly on the balance sheet if they 
are determined to meet the defi nition 
of a lease. On the income statement, 
lease arrangements where the under-
lying asset is “consumed” during the 
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In a study of disclosures by energy 
companies included in the S&P 
500 as of June 30, 2013, we found 
that commitments associated 
with operating leases and drilling 
contracts, if recorded as leases on 
the balance sheet, would result in 
about a 7% average increase in 
liabilities. The real impact of the 
proposed guidance could be even 
greater because of other proposed 
changes in the way lease assets 
and obligations are measured.
. 



lease term (typically equipment and 
vehicles) will be treated much like 
a mortgage: higher interest expense 
during the early years of the lease, 
while the lease asset will be amortized 
evenly over the lease term. The longer 
the lease, the more the total expense 
would be front loaded. Other lease 
arrangements where the underlying 
asset is not consumed (typically real 
estate), while still on balance sheet, 
would result in a level expense over 
the term of the lease and be reported 
as a single operating expense, rather 
than as separate amortization and 
interest components. 

Bottom line: the proposed changes 
likely would result in higher asset and 
liability balances, impact earnings, shift 
income statement expense geography, 
as well as change non-GAAP measures 
and metrics used in covenants. 

Impact: Focus on 
common energy 
transactions

The energy industry is capital 
intensive and companies frequently 
use specialized equipment that 
is not always owned. Under the 
proposed standard, certain common 
arrangements in the energy sector will 
involve more judgment to determine if 
the arrangement is a lease. 

Drilling contracts could be considered 
leases if the rig is specifi ed in 
the contract with no substantive 
substitution rights and the potential 
lessee has “control” of the rig. The 
working relationship between the 
drilling company and the producer 
may complicate the determination of 
who controls the rig. Furthermore, 
when working interests are divided, 
determining control of the rig will 
require more analysis to determine 

The change in the income statement 
geography of lease expense may also 
have implications to a company’s 
fi nancial metrics. Rent expense related 
to most equipment and vehicle leases 
will be replaced with amortization and 
interest expense, therefore metrics 
such as gross margin could change.  

Non-GAAP metrics
PwC’s Stay informed: 2012 Financial 
Reporting Survey Energy industry 
current trends in SEC reporting 
examined non-GAAP metrics 
commonly disclosed by nearly 100 
energy companies. The majority of 
companies surveyed disclose EBITDA, 
Adjusted EBITDA, and/or distributable 
cash fl ows.

Each of these metrics, as generally 
defi ned by most companies, likely 
would improve under the proposed 
guidance since both lease asset 
amortization and lease obligation 
interest expense would be excluded 
from EBITDA, adjusted EBITDA and 
distributable cash fl ow calculations. 
The proposed guidance would 
not affect cash fl ows, but energy 
companies with signifi cant leasing 
activity may want to reevaluate how 
they defi ne their non-GAAP metrics or 
how they explain results under those 
metrics to stakeholders.

Comparability between 
operated and non-operated 
working interests may 
be impacted
The operator on a joint property 
would likely refl ect the entire lease 
asset and liability associated with 
a drilling contract on their balance 
sheet because the operator normally 
is the party that contracts with the rig 
owner. In contrast, the non-operator 
on a joint property is not ordinarily 
a party to the drilling contract, and 

if only the operator has control or if the 
non-operators also have control. 

Transportation and storage contracts 
could be considered leases if the 
customer contracts for substantially all 
of the capacity of a pipeline or storage 
facility. Storage arrangements that 
involve tank farms or oil depots and 
that are determined to be leases would 
need to be evaluated to determine 
whether these assets will be treated 
as property or equipment. This 
determination will impact whether the 
lease arrangement will have a straight 
line or front loaded expense profi le.

Impact: Metrics 
and reporting

Understanding and evaluating how the 
proposed standard affects key fi nancial 
metrics and contractual arrangements 
will be critical. The proposed guidance 
introduces a new responsibility to 
continually evaluate the portfolio of 
leases, which may result in greater 
earnings volatility and changes to 
fi nancial metrics. 

GAAP metrics
Net income and other earnings 
measures would be different and 
potentially more volatile under the 
proposed standard. Lease expense 
might be higher in some periods 
(compared to current guidance) due 
to the effects of new leases that were 
not previously recognized under the 
existing standards, and from the front 
loading of expense for so-called “non-
property” leases in the earlier years of 
an agreement. Higher lease amounts 
due to the impact of contingent rents 
and renewals may also contribute to 
lower earnings based measures, and 
the requirement to reassess contingent 
rents and renewals would introduce 
more volatility to earnings.
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so would recognize its proportionate 
share of drilling costs only as they are 
billed. Consequently, the proposed 
standard could make it diffi cult 
to compare operated versus non-
operated interests, both between 
companies and also within the same 
company. The proposed standard 
could also create challenges for 
operators that would have to overlay 
the lease accounting guidance with 
joint interest accounting.   

Debt covenants
New assets and liabilities can affect 
bank capital suffi ciency ratios. In 
energy company debt agreements, 
leverage ratios are common fi nancial 
covenants. Existing operating leverage 
will become more transparent and 
could affect compliance with covenants 
and credit ratings as well. 

Since most existing fi nancial covenants 
are based on the accounting principles 
in force at the inception of the agree-
ment, companies may also have to 
keep track of both approaches. The 
requirement may be very complex, 
warranting the renegotiation of terms 
to simplify the accounting. 

Many energy companies also have 
credit facilities which require a regular 
reassessment of the borrowing base. A 
change in the amount of debt refl ected 

New assets and liabilities can 
affect bank capital suffi ciency 
ratios. In energy company debt 
agreements, leverage ratios are 
common fi nancial covenants. 
Existing operating leverage would 
become more transparent, and 
also could affect compliance with 
covenants and credit ratings.

on the balance sheet and associated 
increase in interest expense may lead 
lenders to decrease the borrowing base. 

Focus: Lessor 
accounting changes

Lessor accounting would change too 
under the proposal to make it consistent 
with the proposed lessee accounting 
and to align it with other proposed 
guidance on revenue recognition. 
Lessors also would evaluate the lease 
based on the consumption principle 
to determine whether it gives the 
lessee the right to consume more than 
an insignifi cant portion of the asset 
(“non-property”) or not (“property”). 
Non-property classifi ed leases would 
be accounted for similar to the existing 
accounting for sales-type leases, with 
recognition of a receivable and residual 
asset. Property classifi ed leases would 
apply an approach similar to the 
existing accounting for operating leases. 
Complexities could arise, however, 
for non-property leases that were 
previously accounted for as operating 
leases by the lessor. For these leases, 
under the proposed guidance, lessors 
would need to record a receivable and 
residual asset as well as recognize gain 
on profi t for the receivable recorded at 
the beginning of the lease.  
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Feedback on 
the proposal 
and next steps

Applying the proposed principles-
based approach would require 
more judgment, and it is not yet 
clear whether there is consensus on 
certain key topics—most notably 
whether drilling contracts would 
meet the proposed defi nition of a 
lease. Moreover, standard setters have 
received feedback, including from 
many energy companies, expressing 
concerns over the proposal. In addition 
to whether drilling contracts should 
or would be considered leases, other 
areas of signifi cant concern include 
the costs and complexity of having 
two different expense timing patterns 
as well as challenges in reassessing 
the effect of renewal options and 
contingent rents on a recurring basis.

The period for providing comments 
on the proposed lease standard to the 
Boards ended on September 13, 2013. 
However, energy companies that did 
not provide comments may still want 

to consider providing feedback to the 
Boards before the redliberation process 
is complete. While the Boards analyze 
comments received through the 
redeliberation process, companies may 
want to take this time to delve deeper 
into their business to understand how 
they use leases, compile an inventory 
of leases and educate key employees 
on the proposal. Understanding the 
impact of the proposed standard to 
stakeholders of a company, for example 
lenders, regulators and investors, 
may also be warranted to assess any 
potential impacts to existing contracts 
and agreements and fi nancial metrics. 
Timing of when a fi nal standard 
could be issued varies, but could be as 
early as 2015 requiring retrospective 
application upon adoption. This would 
require companies to report on the 
standard for periods as early as 2013.  
Given the far-reaching implications 
of the proposal, it’s never too early to 
start preparing.  



Other relevant material on leases

Dataline: Leases – The Great Divide: The new leases landscape (No. 2013-13) 
and Supplement 

10Minutes on lease accounting

Energy Spotlight Lease Accounting – Transformational change 

2012 Financial Reporting Survey: Energy industry trends in SEC reporting 

Point of View – Lease accounting: Enhancing the fi nancial reorting model
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