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Lease and Non-Lease Components
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Pros and cons of the lease and non-lease
component practical expedient

Under the new standards, when reporting a lease, companies have the option of
choosing whether or not to separate out lease and non-lease components by asset

class. There are pros and cons associated with separating the components.
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The main benefit of electing the expedient not to separate the components is that it will greatly reduce the burden of maintaining

compliance. While at first glance it may seem simple to allocate the costs listed in the contract to the separate components, in

actuality it's more complex. Under the latest standards, allocation is not based on the cash paid for a component, but rather on

the standalone observable price. Tracking down the standalone observable price is expected to be challenging, and for some asset

classes, it may not be worth the effort. In those cases, there's a strong argument for electing the expedient. However, there are also

some drawbacks, including:

R®

Capitalizing more on the balance sheet

The value of both the lease components and the non-lease components will
need to be reported on-balance sheet, so companies will see their assets and
liabilities increase more than they already would have under the new standard.

Potentially triggering a finance lease

One of the criteria for a finance lease is that the present value of the lease (plus
guaranteed residual value) is greater than “substantially all of the fair market
value” of the asset on lease. Including non-lease components in the calculation
of present value could push the lease over the threshold. If the classification

changes from operating to finance, the income statement may also be impacted.

Potentially triggering an impairment

If the value of the right-of-use asset recorded on the balance sheet is greater
than the market value of the right-of-use asset, it could trigger an impairment.
Including non-lease components on the balance sheet may be enough to push
the recorded value of the asset over its market value.
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Many companies will likely choose
to take the expedient for some of
their asset classes, but not all. For
those that will be separating their
components for at least some of
their asset classes, there are a few
key things to understand about
allocating to lease and non-lease
components under the new
standards, including how to define
the components, how allocation
changes for different lease types,
and how to value the components.



Components of a real estate lease

The costs that may be included in a lease tend to fall into three different categories, a lease component, which transfers the
right to use the underlying asset, a non-lease component, which transfers a good or service that is not required for use of the
underlying asset, and costs that are not considered components because they do not transfer a good or service. Some common
COSts you may see on a real estate lease are:

What it is ET] [ Component type

Payment for use This is any payment for Base/variable rent for usable Lease component Transfers right to use the underlying asset,
of the asset the right to use the asset space of the building a good or service, to the lessee.
on lease.

Base/variable rent for use of
parking spaces

Common area These cover the lessee’s HVAC Non-lease component Transfers a good or service that is not relat-
maintenance share of maintaining ed to the underlying asset to the lessee.
Lobby space
(CAM) charges the common space and U
shared utilities. Landscaping
Utilities
Other services These cover any services Janitorial for tenant’s space Non-lease component Transfers a service that is not related to
charges the landlord provides to ) the right to use the underlying asset to the
Security for tenant
the lessee. lessee.

Taxes Landlords are required to Property taxes Not a component The landlord is required to pay taxes, so the
pay taxes on real estate payment from the tenant is a reimburse-
properties. ment, not a transfer of good or service.

Insurance Landlords are required to Property damage insurance Not a component The landlord is required to pay for insur-
have insurance to cover ance, so the payment from the tenant is a
their properties. reimbursement, not a transfer of good or

service.
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The deal structure

There are many ways real estate leases
can be structured. On one extreme, the
contract may be a gross lease where all
costs are bundled into a single, fixed,
monthly rent payment. On the other
extreme are triple net leases, which split off
the components into separate line items
that can vary month-to-month. There are
many other permutations of real estate
leases in between these two extremes,
each of which offer different combinations
of the five costs with different types of
fixed and variable pricing. Under the

two extremes, lease and non-lease
components, as well as the costs that do
not qualify as components, are generally
broken out in the following way:
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Lease type Structure Included Included in
in lease non-lease
component component

Gross lease Bundled Payment for CAM

charges right-of-use

Other services
asset

Taxes
Insurance
Net lease Separate Payment for CAM
charges right-of-use

Other services
asset

The key to knowing where taxes and insurance will fall is
understanding that they are not really goods or services and
therefore not a component of the lease. In general, these costs are
then not allocated to the lease or non-lease components. When
those costs are presented separately, as in a net lease, they should
not be allocated to either the lease or non-lease component, and so
will be accounted for separately. However, if these costs are already
bundled into the fixed monthly payment, as in a gross lease, they
need not be separated.



The valuation

The biggest challenge for accountants will be determining the consideration for the lease and non-
lease components. Under ASC 842 and IFRS 16, the costs outlined in the leasing contract and monthly
invoices are not necessarily the values that need to be recorded in journal entries. Instead, companies
will have to determine what is called the “standalone observable price,” also known as the fair market
value (FMV), for each lease and non-lease component. An example gross lease scenario is depicted

below:
Contractual obligations Standalone observable prices
Payment for asset $2000 $2300
CAMs $200 $225
Other services $100 $100
Taxes & insurance $300 $275
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Sample
calculation

In the above example, the
tenant would need to use the
column on the right to weigh
the components in the middle
column accurately. Simply
cross multiply and divide.

The total of the actual value of the
components is still $2600, but the
weight given to the each component
now reflects the weight of the
standalone observable price for that

component.
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Lease component

($2300 + $275)

$2900

Non-lease component

($225 + $100)

$2900

*$2600 =

*$2600= 5291




How will you determine
the standalone

conSiderations observable price for

each component?

To prepare for the new lease accounting standards
companies will need consider the following questions:

What documentation

will be required for audit

Bl e SeppEEie purposes to demonstrate

lease and non-lease that the standalone
components for some or

observable price was
What types of real estate lease all asset classes?

used rather than the
structures does your company contract value?
have? Are costs bundled to-

gether into one fixed payment

or separated out? Are there

variable or unknown costs? Are

costs for utilities and services

: Does your real estate Can your lease accounting
pfa'd through th? I.a‘ndlord of administration software calculate the
\(jilgzcct;ynfo th? u:'“t'es 2ULE Sele software store both consideration for lease and

panies: the contract value non-lease components or
and standalone will you need a manual
observable price for workaround in a spreadsheet?

each component?
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EZLease provides fast, simple lease accounting software for ASC 842, GASB 87 and IFRS 16 that ensures
long-term compliance across equipment and real estate assets for lessees and lessors. With over 15 years
of implementations across private, government and public organizations of all sizes, EZLease manages and
automates lease data management and lease accounting and reporting processes, leveraging customer-first

support and deep accounting expertise.

Start your free trial today


www.ezlease.net
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