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In brief

The Financial Accounting Standards Board (FASB) in 2016 issued Accounting Standards Update on
Topic 842, Leases (ASC 842). The new lease accounting guidance is effective for public companies for
fiscal years, and interim periods within those fiscal years, beginning after December 15, 2018 (one year
later for entities not meeting the FASB’s definition of a public business entity).

ASC 842 significantly impacts the financial accounting for lessees, eliminating the traditional concept of
an operating lease and requiring virtually all leases to be presented on the balance sheet. ASC 842
should not significantly impact the financial accounting for lessors.

Companies transitioning to the new leasing standard for financial reporting may change lease accounting
policies, lease terms and conditions, or processes and systems used to track and account for leases.
ASC 842 does not impact how leases are treated for federal income tax purposes. Accordingly,
differences in the treatment of leases for book and tax purposes remain. In some instances, the
increased scrutiny on lease accounting may highlight improper tax methods.

In detalil

ASC 842

Many lessees use leasing transactions to finance the use of necessary assets, simplify the disposal of
used property, and reduce exposure to the risks inherent in asset ownership. Certain leasing
transactions, such as sale-leaseback, also allow lessees to monetize the fair market value of the property
while continuing to use it.

Lessees

ASC 842 requires lessees to recognize a right-of-use (ROU) asset and a lease liability on the balance
sheet for virtually all their leases (other than short-term leases). The liability is equal to the present value
of the future lease payments. The value of the asset equals the lease liability with certain transition
adjustments, including:

e Cumulative prepaid or accrued lease payments (i.e., straight-line rent adjustment),
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e Remaining balance of any lease incentives (e.g., tenant improvement allowances),
e Unamortized initial direct costs that qualify for capitalization,
¢ Impairment of the ROU asset, and

e Carrying amount of a liability related to the lease recognized in accordance with ASC 420, Exit or Disposal Cost
Obligations.

ASC 842 retains a dual model for income statements, requiring leases to be classified as either operating or finance,
generally based on whether the arrangement is effectively a purchase of the underlying asset. Leases that transfer
control of the underlying asset to a lessee generally are classified as finance leases. All other leases generally are
classified as operating leases. Operating leases result in straight-line expense of total lease payments (similar to current
operating leases). Finance leases result in expenses recognized by amortizing the leased asset and recognizing interest
expense on the lease obligation (similar to current capital leases).

Lessors

Under ASC 842, lessors classify leases as operating, direct financing, or sales-type, generally based on whether the
arrangement transfers control of the underlying asset to the lessee. When the terms of a lease effectively transfer control
of the underlying asset, the lease is in substance a financed sale of an asset and the lessor classifies the lease as a
sales-type lease. When a lease does not transfer control, but the lessor obtains a guarantee from a third party for the
value of the asset, the lessor would classify the lease as a direct financing lease. All other leases are classified as
operating leases.

Although ASC 842 is a principles-based standard based on whether control of the asset has transferred, most lessors
continue to apply the bright-line rules in previous guidance to determine lease classification. As a result, an arrangement
generally is treated as a sale if, for example, the present value of the minimum lease payments is greater than or equal to
90% of the fair market value of the asset, the lease term is greater than or equal to 75% of the economic useful life of the
asset, or the lease contains a bargain purchase option.

In an operating lease, the underlying leased asset remains on the lessor’s balance sheet and continues to be depreciated,
and the lessor recognizes lease income on a straight-line basis over the lease term. In a sale or direct financing lease,
the underlying asset is derecognized and the net investment in the lease (the sum of the present value of the future lease
payments and unguaranteed residual value) is recorded. In a sales-type lease, the lessor recognizes (1) selling profit and
sales revenue upon lease commencement (which would be deferred in a direct financing lease), and (2) interest income
as payments are received.

Tax accounting methods for leases

ASC 842 does not change the rules for income tax accounting methods for leases. Thus, book-tax differences remain.
When or after implementing ASC 842, tax departments may want to review certain income tax accounting methods for
compliance with tax rules, including (1) characterization of leases (i.e., sale, lease, or financing), (2) timing of income or
expense, (3) treatment of tenant improvement allowances, and (4) treatment of lease acquisition costs. A change in
method of accounting may be available to provide more appropriate or beneficial tax reporting prospectively for leases.

Tax characterization of leases

ASC 842 may result in a change in the financial accounting characterization of leases but does not impact how leases are
characterized for federal income tax purposes. Taxpayers should continue to perform a separate lease characterization
analysis for tax purposes.

In general, the tax characterization of a leasing arrangement is based on all the facts and circumstances, including the
terms of the agreement. Whether a lease is a sale/financing arrangement or a true lease depends on whether sufficient
benefits and burdens of ownership have passed to the purported purchaser or lessee. Although all facts must be
considered, the lease is likely to be treated as a sale or financing arrangement if the lease term is equal to or greater than
the economic useful life of the leased asset. In contrast, if the useful life of the leased property significantly exceeds the
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lease term, and the property reverts to the lessor at the end of the term, it is likely the arrangement will be treated as a
true lease.

In a sale/financing arrangement, the lessee is the tax owner of the leased property and depreciates the property under
Sections 167 and 168. Payments under the lease agreement are treated as the repayment of a loan (i.e., part principal
and part interest). The lessor is treated as selling the property and recognizes gain equal to the present value of the lease
payments less its basis in the leased property and recognizes interest income as payments are received.

In a true lease, the lessee does not have an ownership interest in the leased property and treats payments over the lease
term as rent expense. The lessor is treated as owning the property and recognizes depreciation and rental income over
the lease term.

Significant complexities may arise when book and tax classification of a lease differ. For example, when a transaction is
characterized as a sale for book and true lease for tax, book-tax differences must be calculated to reverse the book gain
and recognize tax rental income and to treat property as inventory for book (costs recovered through cost of goods sold)
but as a depreciable asset for tax (costs recovered through depreciation).

Tax accounting for true leases

In general, lessees using an accrual method of accounting should deduct rent under the Section 461 all-events test, when
(1) all events have occurred that establish the fact of the liability, (2) the amount of the liability can be determined with
reasonable accuracy, and (3) economic performance has occurred. The terms of the rental agreement establish the first
two prongs. Economic performance occurs ratably over the period the lessee has the right to use the property.

A lessor generally recognizes rental income under Section 451 at the earliest of when amounts are due, paid, earned, or
recognized in an applicable financial statement.

However, Section 467 provides different tax rules for certain leases. Section 467 generally applies to lessors and lessees
regardless of overall method of accounting when:

e The rental agreement is for the use of tangible property,
e Total rent under the agreement exceeds $250,000, and

e The rental agreement provides for increasing or decreasing rent, or deferred or prepaid rent, subject to limited
exceptions (such as a three-month free rent period).

Section 467 requires lessors and lessees to account for rental income and expense from Section 467 rental agreements
under one of three methods, depending on the nature of the transaction.

e Constant rental accrual applies only to disqualified leaseback or long-term agreements when a taxpayer has a
tax-avoidance purpose and the IRS puts the taxpayer on the constant accrual method, which effectively straight-
lines rent.

e Proportional rental accrual applies only to leases that contain both a rent allocation schedule and a rent payment
schedule when (1) the rent payment schedule differs from the rent allocated to the rental period, and (2) the lease
does not provide adequate stated interest for the resulting prepaid or deferred rent. In this instance, the rent
deduction follows the rent allocation schedule and a Section 467 loan is created for the difference in allocated rent
and rent payments, which results in recognition of interest over the lease term.

e Section 467 rental agreement accrual applies to Section 467 rental agreements that are not subject to either
constant rental accrual or proportional rental accrual. In this instance, the fixed rent for a rental period is the
amount of fixed rent the rental agreement allocates to the rental period or, if no specific allocation is provided, the
amount of fixed rent due and payable during the rental period.

Most Section 467 rental agreements are subject to the Section 467 rental agreement accrual method of accounting, which
results in rental income or expense when rent payments are due and payable under the agreement. It is uncommon for
proportional rental accrual or constant rental accrual to apply, and thus rent is almost never straight-lined for tax purposes
as it is for book purposes.
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Tenant improvement allowances

Financial accounting treatment

In certain leases, the lessor may provide the lessee with leasehold or tenant improvement allowances for the lessee to
use to improve the leased property. For book purposes, all payments a lessor makes to a lessee reduce the
consideration in the contract unless the payments are for distinct goods or services the lessee provides to the lessor (e.g.,
for construction of, or managing the construction of, the lessor’s assets). Therefore, lessor payments to the lessee for
tenant improvement allowances decrease the ROU asset when the tenant improvements are assets of the lessee for
financial accounting purposes. The lessee recognizes the tenant improvement allowance straight-line over the period that
the ROU asset is amortized (effectively decreasing rent expense).

Income tax accounting treatment

In general, the most important factor in determining the appropriate federal income tax treatment of a tenant improvement
allowance is the tax ownership of the resulting leasehold improvements, which is determined under a benefits and
burdens of ownership analysis.

When a lessor provides a tenant improvement allowance to a lessee and the lessor owns the resulting leasehold
improvements, the lessee generally does not recognize income from the allowance and does not have a depreciable
interest in the improvements. The lessee is treated as a conduit for the lessor’'s money. The lessor may depreciate the
assets under Sections 167 and 168.

In contrast, when the lessee owns the resulting leasehold improvements, the lessee generally must recognize income
because it has an accession to wealth under Section 61. The lessee also has basis in the improvements that it may
depreciate. The lessor generally capitalizes the tenant improvement allowance and amortizes it over the term of the lease
(including certain renewals).

Section 110 provides a limited exclusion from a lessee’s gross income for a lessor’s payment of a ‘qualified lessee
construction allowance.” A gqualified lessee construction allowance must relate to a short-term (15 years or less) lease of
retail space and be used for the express purpose of constructing or improving qualified long-term real property in that
retail space. The lessor and the lessee must agree to treat the improvements as lessor property. Tenant improvement
allowances that don't qualify under Section 110 still may be excluded from a lessee’s gross income if the lessor has
benefits and burdens of ownership of the constructed property under a facts and circumstances analysis.

Initial direct costs

Financial accounting treatment

For book purposes, the ROU asset is adjusted for unamortized initial direct costs and amortized over the life of the lease.
Initial direct costs that are capitalizable under ASC 842 include commissions (including payments to employees acting as
selling agents), legal fees related to executing the lease, lease document preparation costs, certain payments to an
existing tenant to move out, and consideration paid for a guarantee of a residual asset by an unrelated third party.

Income tax accounting treatment

For tax purposes, initial direct costs for employee compensation or overhead that are $5,000 or less (on a transaction-by-
transaction basis) or that relate to a lease term of 12 months or less may be deducted in the year incurred for federal
income tax purposes. Other initial direct costs that facilitate obtaining or creating a lease generally must be capitalized.

Impairments

Financial accounting treatment

The ROU asset is subject to the same asset impairment guidance in ASC 360, Property, Plant, and Equipment, that is
applied to other property, plant, and equipment. Lease assets recognized under ASC 842 are subject to impairment
analysis only at or after the time they are recognized on the company’s balance sheet. That is, these lease assets
generally should not attract any impairment associated with an asset group impairment that occurred in a period before
recognition of the asset.
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Upon transition to ASC 842, if the triggering event is still present, a previously unrecognized portion of the impairment
should be recorded to the extent that the ROU asset exceeds its fair value. The offset may be recognized either in equity
or as a loss. If an entity reduces the ROU asset by recognizing an ASC 360 impairment at adoption and the ROU asset is
for an operating lease, the expense profile of the lease changes after transition.

Income tax accounting treatment

For tax purposes, a lessee accounting for a true lease does not have a lease asset to impair and should reverse any book
impairment loss. Lessees should continue to follow their method of accounting for recognition of lease expense under
Sections 461 and 467.

A lessee accounting for a sale/financing lease may claim a loss on the leased asset only upon disposition, such as when
the asset is retired from service or permanently withdrawn from use, or otherwise disposed.

Exit and disposal costs

Financial accounting treatment

Before adoption of the new lease standard, if certain criteria were met, ASC 420 required a company that ceased to use a
particular leased asset to recognize a liability for the fair market value of the remaining above-market lease payments.

Under ASC 842, companies no longer apply ASC 420 to lease arrangements. At transition, a company should eliminate
any liabilities previously recognized under ASC 420 in connection with leases by offsetting the preexisting liability against
the newly recognized ROU asset. A company that at adoption of ASC 842 reduces the ROU asset through the
derecognition of an ASC 420 liability for an operating lease should no longer recognize lease expense on a straight-line
basis after adoption.

Income tax accounting treatment

For tax purposes, a lessee should not have recognized the financial accounting acceleration of remaining lease payments
under ASC 420, but should have continued to deduct rent payments in accordance with Sections 461 and 467. Assuming
the lessee was properly accounting for this item, any transition adjustment related to exit and disposal costs should result
in an adjustment only to the related deferred taxes.

Accounting method changes

Taxpayers that have mischaracterized a lease for income tax purposes generally may change their methods of accounting
using the automatic procedures. The change is made with a Section 481(a) adjustment and is eligible for audit protection.

Taxpayers also generally may make automatic accounting method changes for certain tenant improvement allowances,
Section 467 rental agreements, and initial direct costs with a Section 481(a) adjustment and audit protection. A change in
accounting for a lease under Section 461, however, likely would require a non-automatic method change.

The takeaway

Taxpayers should be aware that ASC 842 does not change income tax accounting treatment for leases. Accordingly,
many financial accounting and tax accounting rules continue to differ, and proper tax accounting methods should be
applied.
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Let’'s talk

For additional information regarding these issues, please contact one of the PwC professionals listed below or your local
Accounting Method Services contact:

Annette Smith Brad White Christine Turgeon
Washington, DC Los Angeles, CA Washington, DC

(703) 405-8775 (206) 484-6587 (973) 202-6615
annette.smith@pwc.com brad.white@pwc.com christine.turgeon@pwc.com

Our insights. Your choices.

Make your preference selections to receive more content like this.

Set your preferences today

© 2020 PricewaterhouseCoopers LLP, a Delaware limited liability partnership. All rights reserved. PwC refers to the United States member firm, and may sometimes refer to
the PwC network. Each member firm is a separate legal entity. Please see www.pwc.com/structure for further details.

This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors.

At PwC, our purpose is to build trust in society and solve important problems. PwC is a network of firms in 157 countries with over 276,000 people who are committed to
delivering quality in assurance, advisory and tax services. Find out more and tell us what matters to you by visiting us at www.pwc.com/US.
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