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Leasing standard 
A comprehensive look at the new model and its 
impact 

 

Energy sector supplement 

At a glance 

Earlier this year, the FASB issued its long-awaited and much anticipated standard on 
leasing. Under the new guidance, lessees will be required to bring substantially all 
leases onto their balance sheets. This and other provisions will likely introduce some 
level of change for all entities that are party to a lease. 
 
In depth US2016-02 provides an analysis of the new standard. This supplement 
highlights some of the areas that could create the most significant challenges for 
entities in the energy sector as they transition to the new standard. Overall, these 
changes may impact key financial metrics, business processes, systems, and controls. 
 
In addition, PwC’s accounting guide, Leases – 2016 edition, was released in April 2016 
and contains a comprehensive overview of the new leasing standard and its related 
implications.  

Overview 

Leases are common in the energy sector. Entities are generally lessees and, at times, 
lessors of assets. Lease accounting literature and related interpretations under US GAAP 
have sometimes presented challenges for lessees and can result in different financial 
reporting outcomes for economically similar transactions based solely on the nuanced 
terms of particular leasing transactions. The FASB’s new standard, Leases (ASC 842), 
represents the first comprehensive overhaul of lease accounting since FAS 13 was issued 
in 1976. The FASB’s objectives for the new standard were increased transparency and 
comparability across organizations. 
 
ASC 842 requires lessees to capitalize all leases with a term of more than one year. A 
lessee’s income statement recognition of lease-related expense will depend on the lease’s 
classification as either an operating or financing lease. See lessee accounting model on 
page 7 for more details. Although the pattern of expense recognition may be similar to 
today’s accounting, the amount of lease expense recorded will likely differ due to changes 
in how certain elements of rent payments are treated. 
 
The accounting model for lessors is substantially equivalent to existing US GAAP, but 
lessors will also need to consider the implications of the new revenue recognition 
standard. Lessors will classify leases as operating, direct financing, or sales-type based on 
criteria similar to that used by lessees, plus an additional requirement to assess 
collectibility of lease payments for direct financing lease classification. In addition, when 
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control does not transfer to the lessee (i.e., when the payment indicator is only met as a 
result of a third-party residual value guarantee), the arrangement would not qualify as a 
sales type lease but may qualify as a direct financing lease.  
 

Scope 

Since the new lessee accounting model requires most leases (other than short-term 
leases) to be reflected on the lessee’s balance sheet, determining whether an arrangement 
is within scope is a critical first step. 
 
Similar to current guidance, the new standard excludes leases to explore for or use 
minerals, oil, natural gas, and similar non-regenerative resources. Instead, the 
accounting for leases to explore for or use natural resources is covered under ASC 930, 
Extractive Activities—Mining, and ASC 932 Extractive Activities—Oil and Gas, as well 
as Regulation S-X Rule 4-10, Financial Accounting and Reporting for Oil and Gas 
Producing Activities. The Basis for Conclusions in ASC 842 explicitly states that this 
scope exception includes the rights to use the land in which the natural resources are 
contained. However, leases of equipment used to explore for natural resources (e.g., 
drilling equipment) do not qualify for this scope exception. 
 

Effective date and transition 

The new standard is effective for public business entities for fiscal years, and interim 
periods within those fiscal years, beginning after December 15, 2018. For calendar year-
end public entities, this means an adoption date of January 1, 2019. 
 
For other entities (i.e., those not meeting the FASB’s definition of a public business 
entity), the new standard is effective for fiscal years beginning after December 15, 2019, 
and interim periods within fiscal years beginning after December 15, 2020. 
 
Early adoption is permitted for all entities. The new standard is required to be adopted 
using a modified retrospective approach, which means application of the new guidance at 
the beginning of the earliest comparative period presented in the year of adoption. For 
calendar year-end public business entities adopting the standard on January 1, 2019, this 
means retrospective application to annual and interim financial statements for 2018 and 
2017. For other calendar year-end entities adopting the standard on January 1, 2020, this 
means retrospective application to annual financial statements for 2018 and 2019 if 
comparative statements for two preceding years are presented. To reduce some of the 
burden of adoption, there are certain practical expedients, some of which are required to 
be adopted together. 
 

Impact 

The accounting changes are just the most obvious impact the new standard will have on 
energy companies. Companies will need to analyze how the new model will affect current 
business activities, contract negotiations, budgeting, key metrics, systems and data 
requirements, and business processes and controls. 
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Embedded leases 

Under ASC 842, an arrangement is a lease or contains a lease if an underlying asset is explicitly or implicitly identified 
and use of the asset is controlled by the customer. 
 
If an arrangement explicitly identifies the asset to be used, but the supplier has a substantive contractual right to 
substitute such asset, then the arrangement does not contain an identified asset. A substitution right is substantive if (1) 
the supplier can practically use another asset to fulfill the arrangement throughout the term of the arrangement, and (2) 
it is economically beneficial for the supplier to do so. The supplier’s right or obligation to substitute an asset for repairs, 
maintenance, malfunction, or technical upgrade does not preclude the customer from having the right to use an 
identified asset. 
 
An identified asset must be physically distinct. A physically-distinct asset may be an entire asset or a portion of an asset. 
For example, a building is generally considered physically distinct, but one floor within the building may also be 
considered physically distinct if it can be used independent of the other floors (e.g., point of entry or exit, access to 
lavatories). A right to capacity or a portion of an asset is not an identified asset if (1) the asset is not physically distinct 
(e.g., the arrangement permits use of a portion of the capacity of a pipeline or pipeline segment), and (2) a customer 
does not have the right to substantially all of the economic benefits from the use of the asset (e.g., several customers 
share a pipeline and no single customer has substantially all of the capacity).  
 
A customer controls the use of the identified asset by possessing the right to (1) obtain substantially all of the economic 
benefits from the use of such asset (“economics” criterion), and (2) direct the use of the identified asset throughout the 
period of use (“power” criterion). A customer meets the “power” criterion if it holds the right to make decisions that 
have the most significant impact on the economic benefits derived from the use of the asset. If these decisions are pre-
determined in the contract, the customer must either (a) have the right to direct operations of the asset without the 
supplier having the right to change those operating instructions, or (b) have designed the asset (or specific aspects of 
the asset) that predetermines how and for what purpose the asset will be used for the contract to contain a lease.  
 
The new model differs in certain respects from today’s risks and rewards model. Under current lessee guidance, 
embedded leases are often off-balance-sheet operating leases, and as such, application of lease accounting may not have 
had a material impact on the financial statements. Determining whether to apply lease accounting to an arrangement 
under the new guidance is likely to be far more important since virtually all leases will result in recognition of a right-of-
use asset and lease liability. This consideration is discussed in more detail below. Also refer to Chapter 2 of PwC’s 
accounting guide, Leases – 2016 Edition, for further discussion on this topic. 
 

Can transportation contracts and storage contracts contain leases? 

Transportation contracts and storage contracts may fall within the scope of the new leasing standard if they involve an 
identified asset and the customer controls the use of the identified asset. Under the new leasing guidance, arrangements 
involving pipelines, gathering systems, and storage tanks may not contain leases unless (1) substantially all of the 
capacity is obtained by the customer throughout the period of use, and (2) the customer makes decisions that most 
significantly impact the economics derived from use of the asset. In making this assessment, it will be important to 
identify those instances where a physically distinct asset is present. In some instances, a customer will utilize all of the 
capacity of a distinct pipeline segment. For example, when a customer has sole access to a pipeline’s capacity for the 
“first mile” or “last mile,” an evaluation to determine whether the sole access to a portion of a pipeline represents a 
physically distinct asset will be necessary.     
 
The two transportation contract examples below illustrate the application of the embedded lease model under the new 
ASC 842 leasing guidance. We believe that storage contracts would be subject to a similar analysis.   
 

Example 1(a) – A pipeline arrangement that contains a lease 

Facts: Shipper, Inc. (“Customer”) enters into an agreement with Midstream, LP (“Supplier”) for 100% of the capacity of 
a specified natural gas pipeline. Supplier operates and maintains the pipeline. Customer pays Supplier a fixed capacity 
charge per month, and when the Customer chooses to use that capacity, a variable amount for each unit of natural gas 
transported. Supplier cannot use the pipeline capacity to transport natural gas for any other customer. 
 
Question: Does the arrangement contain a lease of the pipeline? 
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Discussion: Based on the facts presented, the arrangement contains a lease of the pipeline. 
 

In the facts laid out above, the pipeline is considered physically distinct and the Customer uses 100% of its capacity. 
Therefore, the arrangement relies on an identified asset.  

Customer has the right to control the use of the identified pipeline during the period of use because: 

a. Customer makes the relevant decisions about how and for what purpose the pipeline will be used by 
determining when and how much natural gas will be transported through the pipeline  during the period of 
use, and 
 

b.  Customer has the right to obtain substantially all of the economic benefits from transport of natural gas through 
the pipeline because no one else can use the pipeline during the period of use.   

Example 1(b) – A pipeline arrangement that does not contain a lease 

Facts: Assume the same facts as in Example 1(a) above, except that the agreement only covers 25% of the natural gas 
pipeline’s capacity and Supplier can use any remaining pipeline capacity to transport natural gas for other customers.  
 
Question: Does the arrangement contain a lease of the pipeline? 
 
Discussion: The arrangement does not contain a lease because it does not contain an identified asset. The arrangement 
provides for 25% of the pipeline’s capacity and, as such, the Customer does not use substantially all of the pipeline’s 
capacity.  
 

Does a drilling contract contain an embedded lease?  

The starting point for assessing whether an arrangement is a lease (or contains a lease) is determining whether it 
contains an identified asset. In most cases, drilling contracts specify the equipment that will be used for the drilling 
activity and the supplier (drilling company) does not have a substantive substitution right (i.e., the costs to substitute 
would outweigh the benefits of any such substitution). When an asset is distinct and identified in the contract, and when 
the supplier lacks substantive substitution rights, the supplier and customer must then assess who holds the decision-
making rights that have the most significant impact on the economic benefits derived from using the asset.  
 
The new standard provides examples of decision-making rights that could potentially affect the economic benefits 
derived from use of an asset, which include the right to change (1) the type of output produced by the asset, (2) when the 
output is produced, (3) where the output is produced, (4) whether the output is produced, and (5) the quantity of that 
output.  
 
We believe that the economic benefits associated with drilling equipment come from a customer’s ability to use that 
drilling equipment throughout the contract period, and to decide where, when, and how that drilling equipment will be 
used. A supplier’s right to constrain the customer’s decision-making in order to protect the rig or its personnel, or to 
comply with legal or other applicable requirements, is considered a protective right and does not rebut the customer’s 
ability to have exclusive use of the drilling equipment. 
 
The following example illustrates considerations when determining whether a drilling contract with a single producer 
qualifies as a lease under the new ASC 842 leasing guidance.  
 

Example 2 – Whether an arrangement contains a lease: drilling contract with a single producer  

Facts: A producer (“Customer”) enters into a contract with the owner (“Supplier”) of a drilling rig for the exclusive use 
of the drilling rig, which is specified in the contract. Supplier does not have the legal right to substitute the drilling rig 
specified in the contract (except due to malfunction or maintenance issues). Customer makes all of the operating 
decisions and has the final say regarding where the rig will be used, when it will be used, and the parameters under 
which it will be operated (i.e., the drilling rig is not subject to a joint operating agreement). Supplier provides highly 
skilled personnel to operate the rig and execute the Customer’s drill plan. Supplier provides technical input into the drill 
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plan instructions and advises on the safe operation of the rig, but does not have the right to determine the drill plan 
instructions.  
 
Question: Does the arrangement contain a lease of the drilling rig? 
 
Discussion: Yes, the arrangement contains a lease. 
 

The contract explicitly specifies the drilling rig and Supplier does not have the legal right to substitute the rig. 
Therefore, the arrangement contains an explicitly identified rig.  

Customer has the right to control the use of the drilling rig throughout the period of use because: 

a. Customer has the right to obtain all the economic benefits from the use of the drilling rig during the period of 
use, and 

  
b. Customer makes relevant decisions about where, when, and how the drilling rig is to be used, including the 

ability to alter the original drilling plan or abandon the site depending on what is discovered. This is in spite of 
the fact that the Supplier plays an important role in executing Customer’s exclusive use of the drilling 
equipment by supplying personnel and materials to operate the rig.  
 

See lease and nonlease components on page 7 for further discussion. 
 

Joint operating agreements  

Most oil and gas producing activities are conducted through joint operating agreements (JOAs) in which the mineral 
interest is owned by a number of parties through a legal undivided interest held by each party. While some joint 
operations are organized as legal entities, most joint operations are not. Therefore, it is rare for a joint operation to be 
the customer in a drilling contract with a supplier (“Supplier”) of drilling equipment. Instead, the parties to a JOA 
typically designate one mineral interest owner (typically the one with the largest undivided interest) to be the operator 
(“Operator”). The other parties to the JOA are designated as non-operators. Operator manages the day-to-day 
operations during the drilling phase and also during the production phase if the drilling phase is successful. 
Accordingly, Operator is usually the named customer in a drilling contract. However, all of the owners of the mineral 
interest vote on major decisions affecting the joint operation. The decision-making rights of the non-operators are 
substantive and are a key reason (along with the legally undivided nature of mineral interests) why Operator does not 
consolidate the joint operation. 
 
Transaction Structure 
 
While arrangements may vary, the most common transaction structure is one where Supplier executes a multiyear 
arrangement with Operator to provide drilling equipment and related goods and services. The drilling equipment 
cannot be replaced by Supplier other than in the event of malfunction. The parties to the JOA (both Operator and non-
operators) collectively make decisions under the JOA and the non-operators reimburse Operator for their portion of 
costs incurred in connection with the use of the drilling equipment for activities specified in the JOA.  In case of a 
default under the contract between Supplier and Operator, Supplier has recourse only to Operator and does not have 
any recourse to the joint operation or its non-operator members.  
 
Analysis by Supplier  
 
We believe that Supplier is party to a lease. From Supplier’s perspective, it has surrendered control of its asset since 
decision-making resides with Operator. The application of lease accounting to a typical drilling contract is unlikely to 
result in a sales-type or direct financing lease.  
 
Analysis by Customer 
 
The legal rights conveyed by the contract with Supplier and the intended use of the drilling equipment are important 
considerations in determining whether the drilling contract contains a lease.  
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Operator is the named party in the drilling contract and is legally responsible for fulfilling all of the obligations under 
the contract with Supplier, including incurring the costs of the drilling equipment. In case of a default under the 
contract between Supplier and Operator, Supplier has recourse only to Operator and does not have any recourse to the 
joint operation or its non-operator members. Therefore, we believe that the contract between Operator and Supplier is a 
lease because (1) the asset (drilling equipment) is explicitly identified in the arrangement and Supplier cannot 
substitute it for other drilling equipment unless in the event of malfunction (replacement due to malfunction does not 
represent a substantive substitution right for Supplier), and (2) Operator directs the use of the asset and obtains 
substantially all of the benefits derived from the asset. Supplier has ceded control of the drilling equipment to Operator, 
who is the sole party to the contract with Supplier. The fact that the Operator has a JOA with non-operators does not 
alter the arrangement between the Supplier and Operator. The accounting impact with respect to the JOA will need to 
be evaluated based on its terms and conditions. For example, the JOA will need to be evaluated to determine if it creates 
a sublease between Operator and the non-operators (e.g., is there a physically distinct asset under the arrangement with 
respect to each non-operator). 
 
Based on the above, Operator would record a right-of-use asset and liability associated with the lease in its financial 
statements. Under ASC 932, Operator would capitalize (if appropriate) all of the costs incurred in connection with the 
drilling contract and reflect reimbursements from non-operators as a reduction of its capitalized costs. This example 
assumes that there is no sublease between the Operator and the non-operators. 
 

Example 3 – Lease accounting for Operator  

Facts: Operator (lessee) enters into a five-year drilling contract classified as an operating lease that will be deployed in a 
joint operation, which is expected to last two years. Operator utilizes the asset and makes required minimum payments 
of $1.0 million per year at the end of each year. This example has been simplified to assume fixed payments over the 
five-year term with no escalations and no nonlease goods or services. The interests held by Operator and non-operators 
in the JOA are 20% and 80%, respectively. Operator’s incremental borrowing rate is 5% (Operator does not know the 
interest rate implicit in the lease). Assume that the joint interest billing for the non-operators’ share is reflected as a 
reimbursement of lease-related costs. In addition, assume lease costs are eligible for capitalization under ASC 932. Also 
assume there is no sublease between Operator and the non-operators.  
 
Question: What journal entries should be recorded by Operator and non-operators at lease commencement and in 
subsequent years?  
 

Discussion: The journal entries to be recorded by Operator and non-operators are as follows1: 
 
Operator—at lease commencement: 
 
Dr. Right-of-use asset  $4.3m  
        Cr. Lease liability  $4.3m 
(Sum of present value of $1 million annual lease payment paid at the end of each year for five years, discounted at the 
incremental borrowing rate of 5%) 
 
Non-operators—at commencement:  
 
No entry recorded 
 
Operator—in year 1:  
 
Dr. Plant, property, and equipment  $1.0m  
Dr. Lease liability             $0.8m  
        Cr. Right-of-use asset accumulated amortization  $0.8m 
        Cr. Cash        $1.0m 
(The lease liability is amortized using the 5% incremental borrowing rate, and amortization of the right-of-use asset is 
calculated as the difference between (a) the straight-line lease cost and (b) the interest during the period on the lease 

                                                             
1 IFRS has specific guidance on accounting for joint operations. That guidance may support a different conclusion on 
the accounting by Operator and non-operators. 
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liability to achieve straight-line lease cost. The lease cost is capitalized under ASC 932; note, however, that we would not 
expect companies to apply the interest capitalization guidance in ASC 835-20 to operating lease costs.)  
 
Operator—to recognize joint interest billing in year 1:  
 
Receivable  $0.8m  
         Plant, property and equipment  $0.8m 
(Non-operators’ 80% share of $1.0m lease costs) 
 
Non-operators—in year 1 related to joint interest billing:  
 
Plant, property and equipment $0.8m 
        Payable   $0.8m  
(Non-operators’ 80% share of $1.0m lease costs) 
 

Are rights of way and easements leases? 

Rights of way and easements can take different forms, ranging from a perpetual easement to a finite-lived easement or 
right of way. In some cases, payments for the easement are made only once and up front. In other cases, payments are 
required at periodic intervals throughout the period of use. Under existing guidance, certain types of rights of way and 
easements may be accounted for as intangible assets. Reporting entities will need to carefully evaluate whether such 
easements and rights of way are within the scope of the new standard, as the rights of use and consideration may vary 
from one arrangement to another. 
 

 

Lease and nonlease components 

A contract may contain lease and nonlease components that are subject to different accounting models. Components 
are those items or activities that transfer a good or service to the lessee. Land is a separate lease component unless the 
accounting effect of treating land as a separate lease component would be insignificant (e.g., the new amount recognized 
for the land lease component would be insignificant, or separating the land lease component would not impact the lease 
classification of any individual lease component). Property taxes and insurance do not represent separate goods or 
services; therefore, they are not considered components and any lessee fixed payments for these items should be treated 
as part of overall contract consideration to be allocated between the lease and nonlease components. Maintenance 
services, on the other hand, involve delivery of a separate service, and are therefore considered as a nonlease 
component if provided by the lessor to the lessee. Determining the lease and nonlease components may be challenging. 
For instance, in a typical drilling rig contract, a large portion of the fee charged will likely relate to (1) the supplier’s 
employees who operate the rig, and (2) goods and services associated with drilling the well (e.g., materials such as 
concrete and piping).  
 
Once the lease and nonlease components are identified, the contract consideration is allocated to each component. A 
lessee should allocate the contract consideration to the separate lease and nonlease components based on their relative 
standalone prices. As a practical expedient, a lessee may, as an accounting policy election by class of underlying asset, 
choose to not separate nonlease components from the associated lease component and instead account for them as a 
single lease component.  
 
A lessor should allocate contract consideration to the separate lease and nonlease components in accordance with the 
transaction price allocation guidance in ASC 606, Revenue from Contracts with Customers. The practical expedient 
available to a lessee for lease and nonlease components is not available to a lessor. 
 
The impact of property taxes and insurance paid by the lessee depends on how the payments are made. If a company 
pays the actual amount of property taxes and insurance, rather than including these items in the fixed rent payments, 
they should be accounted for similar to other variable lease payments (i.e., they should be excluded from contract 
consideration and should not be included in lease payments for classification and initial measurement by the lessee and 
lessor). However, if a company pays a fixed amount of property taxes and insurance to the lessor, such payments should 
be included in contract consideration and allocated to the lease and nonlease components by the lessee and lessor. By 
doing so, such payments are included in the classification and measurement of the lease component. 
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Refer to Chapter 2 of PwC’s accounting guide, Leases – 2016 Edition for more discussion on this topic.  
 

 

Lessee accounting model 

Lessees will be required to recognize a right-of-use asset and liability for virtually all leases (other than short-term 
leases). For income statement purposes, the FASB retained a dual model, requiring leases to be classified as either 
operating or finance leases. Operating leases will typically result in straight-line expense (similar to current operating 
leases), while finance leases will result in a front-loaded expense pattern (similar to current capital leases). 
Classification will be based on criteria that are largely similar to those in current lease accounting guidance, but (1) 
without explicitly stated bright lines, and (2) with an additional explicit criterion related to the specialized nature of the 
leased asset and whether it is expected to have an alternative use to the lessor at the end of the lease term. 
 

PwC observation: 

Classification guidance includes an explicit requirement to treat a lease as a finance lease if the asset is so specialized 
that there is no alternative use to the lessor at the end of the lease term. We do not expect that this new criterion will 
have a significant impact on lease classification for most companies in the energy sector. This is because, in such 
cases, the lessor would likely have either (1) priced the lease such that the present value of lease payments is 
substantially equivalent to the fair value of the asset, or (2) set the lease term to be equal to a major part of the asset’s 
remaining economic life, causing the lease to be classified as financing (capital) under current lease guidance.    

 

 

Impairment of right-of-use asset in an operating lease (lessee) 

The new leasing guidance requires that a right-of-use asset be evaluated for impairment under the long-lived asset 
impairment guidance in ASC 360, Property, Plant and Equipment. The amortization of a right-of-use asset under an 
operating lease is integrated with the amortization of the related lease liability, and as such, will generally increase 
during the lease term. As a result, during the initial portion of the lease term, the carrying value of a right-of-use asset 
under an operating lease is typically higher than it would have been had the asset under the lease been purchased 
outright or obtained under a finance lease. Because of this higher value, a right-of-use asset arising from an operating 
lease has a potentially higher risk of impairment. In addition, an operating lease right-of-use asset may be impacted by 
impairment of a larger asset group in which it is included.  
 
If a right-of-use asset associated with an operating lease is subject to an impairment charge, it would subsequently be 
delinked from the amortization of the lease liability and amortized on a straight-line basis. The resulting expense 
recognition pattern for the overall lease would no longer be straight-line and instead would be similar to the expense 
recognition pattern by a lessee in a comparable finance lease. Notwithstanding the change in expense recognition, the 
lease would continue to be classified as an operating lease and the lessee would continue to follow the presentation and 
disclosure guidance applicable to operating leases. 
 
Impairment of a right-of-use asset would not impact the carrying value of the recorded lease liability. A lessee would 
continue to amortize the lease liability using the same effective interest method as before the impairment charge.  
 

Example 4 – Impairment of a right-of-use asset in an operating lease  

Note: This example has been simplified to reflect an asset with a relatively short lease term as compared to most oil and gas asset leases. In 
addition, depending on the nature and use of the asset, the lease expense may be eligible for capitalization. 

 
A lessee has an operating lease with a lease term of five years. The fair value of the asset is $550 million. The lease rent 
payments are $100 million payable at the end of each year with a 2% annual escalation factor beginning from the 
second year.  
 
The lessee calculates the lease liability by determining the present value of the annual fixed lease payments discounted 
at the lessee’s incremental borrowing rate of 5% because the rate implicit in the lease is not readily determinable 
($449.7 million). In this example there are no initial direct costs, lease payments made to the lessor on or before the 
commencement date, or lease incentives received from the lessor prior to the lease commencement date. Therefore, the 
right-of use-asset is equal to the lease liability, which is $449.7 million.  
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The lessee calculates the total lease cost as the sum of the rent payments for 5 years, which is equal to $520.3 million. 
The straight-line lease expense is calculated by dividing the total lease cost by the total number of periods, which is 
$104.1 million ($520.5 million/5). Interest expense on the lease liability is calculated using a rate of 5%, the same 
discount rate used to initially measure the lease liability. The lessee calculates the amortization of the right-of-use asset 
as the difference between the straight-line lease expense and the interest expense on the lease liability. Amortization of 
the asset and lease liability are detailed in the following table: 
 
(in millions)* 

 

Payments 
(A) 

Principal 
(B) 

Interest 
(C) 

 
Amortization 

(D) 

Lease  
Expense 

(E) 

Lease 
Liability 

(F) 

Right-of-
use Asset 

(G) 
 
Commencement  - - - - - $449.7  $449.7  

 Year 1  $100.0  $77.5 $22.5  $81.6 $104.1 372.2 368.2 

 Year 2  102.0 83.4 18.6 85.5 104.1 288.8 282.7 

 Year 3  104.0 89.6 14.4 89.6 104.1 199.2 193.0 

 Year 4  106.1 96.2 10.0 94.1 104.1 103.1 98.9 

 Year 5  108.2 103.1 5.2 98.9 104.1 - - 

 $520.3  $449.8 $70.7  $449.7 $520.5   
* Numbers may not foot/cross-foot due to rounding  

Lease commencement (Year 0): 
 
Dr. Right-of-use asset  $449.7m (G) 
       Cr. Lease liability     $449.7m (F)  

Year 1 entry:  
 
Dr. Lease expense  $104.1m (E) 
Dr. Lease liability   $77.5m (B) 
        Cr. Right-of-use asset accumulated amortization  $81.6m (D) 
        Cr. Cash        $100.0m (A) 

Year 2 entry:  
 
Dr. Lease expense $104.1m (E) 
Dr. Lease liability   $83.4m (B) 
        Cr. Right-of-use asset accumulated amortization  $85.5m (D) 
        Cr. Cash        $102.0m (A) 
 
After two years of lease payments, the lessee determines that the asset group in which this right-of-use asset is included 
has been impaired. Consequently, an impairment charge of $82.9 million is recorded against the right-of-use asset. 

Impairment entry 
 
Dr. Impairment charge  $82.9m 
       Cr. Right-of-use asset    $82.9m 
 
As a result of this impairment, the carrying value of the right-of-use asset at the end of the second year is $200 million 
($282.9 million - $82.9 million). Post-impairment, the right-of-use asset would be amortized on a straight-line basis 
over the remainder of the lease ($200 million/3 = $66.6 million). However, the amortization of the liability is not 
impacted by the impairment and it will continue to amortize over the remaining term of the lease based on the original 
amortization schedule. As a result, the combination of post-impairment straight-line amortization of the right-of-use 
asset and the normal amortization of the lease liability will result in a declining overall lease expense, as reflected in the 
table below.    
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(in millions)* 

 

Payments 
(A) 

Principal 
(B) 

Interest 
(C) 

 
Amortization 

(D) 

Lease  
Expense 

(E) 

Lease 
Liability 

(F) 

Right-of-
use Asset 

(G) 

 Impairment  - - - - - $288.8  $199.8  

 Year 3  $104.0 $89.6 $14.4 $66.6 $81.0 199.2 133.2 

 Year 4  106.1 96.2 10.0 66.6 76.6 103.1 66.6 

 Year 5  108.2 103.1 5.2 66.6 71.7 - - 
* Numbers may not foot/cross-foot due to rounding 
 
Year 3 entry 
 
Dr. Lease expense    $81.0m (E) 
Dr. Lease liability    $89.6m (B) 
       Cr. Right-of-use asset accumulated amortization  $66.6m (D)   
       Cr. Cash        $ 104.0m (A) 
 
Year 4 entry 
 
Dr. Lease expense    $76.6m (E) 
Dr. Lease liability    $96.2m (B) 
       Cr. Right-of-use asset accumulated amortization  $66.6m (D)   
       Cr. Cash        $106.1m (A) 
(sum of debits does not equal sum of credits due to rounding) 
 
Year 5 entry 
 
Dr. Lease expense     $71.7m (E) 
Dr. Lease liability    $103.1m (B) 
       Cr. Right-of-use asset accumulated amortization  $66.6m (D)   
       Cr. Cash        $108.2m (A) 
 

 

Lease modification and reassessment (lessee) 

A lease modification is any change to the terms and conditions of a contract that results in a change in the scope of, or 
the consideration for, use of an underlying asset. A modification is accounted for as a contract separate from the 
original lease if the modification grants the lessee an additional right of use not included in the original lease, and the 
additional right of use is priced consistent with its standalone value. When a modification is a separate lease, the 
accounting for the original lease is unchanged and the new lease components should be accounted for at 
commencement like any other new lease. In contrast, when a lease is modified and the modification is not recognized as 
a separate lease, the lessee must remeasure and reallocate all of the remaining contract consideration from both lease 
and nonlease components based on the modified contract and reassess the classification of the lease. The lease liability 
and the right-of-use asset should be remeasured using assumptions (e.g., discount rate, fair value, and remaining 
economic life) as of the effective date of the modification. Any direct costs, lease incentives, or other payments by the 
lessee or lessor should be accounted for by the lessee similar to the accounting for those items in a new lease. 
 
Even when a lease is not modified, there are circumstances when a lessee will be required to remeasure the right-of-use 
asset and lease liability and potentially reassess the lease classification subsequent to lease commencement. The 
following table lists these circumstances and the related impact on the lessee’s accounting.  
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 Reallocate contract 
consideration and 

remeasure the lease 
Reassess 

classification 
Update 

discount rate 

An event occurs that gives the lessee a significant 
economic incentive to exercise/not exercise a 
renewal or termination option 

   

An event occurs that gives the lessee a significant 
economic incentive to exercise/not exercise a 
purchase option 

   

A contingency on which variable payments are 
based is met such that some or all of the payments 
become fixed lease payments 

   

Amounts due under a residual value guarantee 
become probable of being owed 

   

 
Lessors are not subject to these reassessment requirements. 
 

PwC observation: 

For a reassessment of either the lease term or the likelihood of exercise of a purchase option, the triggering event must 
be within the control of the lessee (if not, the event will not require a reassessment). A change in market-based factors 
will not, in isolation, trigger a reassessment of the lease term or the likelihood of the exercise of a purchase option. For 
example, a reassessment would not be triggered if a lessee is leasing office space and current market conditions for the 
office space location change such that lease payments that the lessee will be required to make in the extension period 
are now considered below market. On the other hand, a lessee making significant leasehold improvements in the 
leased office space with significant value beyond the initial lease term would trigger a reassessment to determine 
whether these improvements result in renewal being considered reasonably certain. 
 
It will be important for a company to ensure it has processes and controls in place to identify and monitor triggering 
events that would require the reassessment of a lease.  
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advisory team members who understand the industry and the issues that energy companies face. Our professionals 
specialize in accounting and auditing, rate regulation, financial risk management, revenue assurance, taxation, transaction 
services, environmental regulation, Sarbanes-Oxley compliance and other key areas for the industry. 
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For more information, please contact: 
 

Niloufar Molavi   
Vice Chair, US Energy Leader 
Phone: 713-356-6002 
Email: niloufar.molavi@pwc.com 

Doug Parker 
Assurance 
Phone: 713-356-4400  
Email: douglas.t.parker@pwc.com 

 
Rich Shappard 
Assurance Energy Leader 
Phone: 713-356-8255 
Email: rich.shappard@pwc.com 

 

Mark West 
Assurance  
Phone: 713-356-4090 
Email: mark.l.west@pwc.com 

 
Kenny Hawsey 
Tax Energy Leader 
Phone: 713-356-5325 
Email: kenny.hawsey@pwc.com 

 

Joe Dunleavy 
Capital Markets & Accounting Advisory Services 
Phone: 713-356-4034 
Email: joseph.p.dunleavy@pwc.com 

 
Reid Morrison 
Advisory Energy Leader 
Phone: 713-356-4132 
Email: reid.morrison@pwc.com 

Chad Soares 
Capital Markets & Accounting Advisory Services 
Phone: 713-356-5729 

               Email: chad.c.soares@pwc.com 

Questions? 
 
PwC clients who have questions about this 
In depth should contact their engagement 
partner. Engagement teams who have 
questions should contact the Financial 
Instruments team in the National 
Professional Services Group. 

Authored by: 
 
John Bishop 
Partner 
Phone: 1-973-236-4420 
Email: john.bishop@pwc.com 

Chad Soares 
Partner 
Phone: 1-713-356-5729 
Email: chad.c.soares@pwc.com 

Ashima Jain 
Managing Director 
Phone: 1-408-817-5008 
Email: ashima.jain@pwc.com 

 
 
Kenneth Miller 
Partner 
Phone: 973-236-7336 
Email: kenneth.miller@pwc.com 

Mark Pollock 
Partner 
Phone: 973-236-5246 
Email: mark.a.pollock@pwc.com 

Charles Melko 
Senior Manager 
Phone: 1-973-236-4318 
Email: charles.w.melko@pwc.com 

Veronica Uwumarogie 
Senior Manager 
Phone: 1-713-356-4783 
Email: veronica.uwumarogie@pwc.com 

© 2016 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. To access additional content on 
financial reporting issues, visit www.cfodirect.pwc.com, PwC’s online resource for financial executives. 

mailto:niloufar.molavi@pwc.com
mailto:douglas.t.parker@pwc.com
mailto:rich.shappard@pwc.com
mailto:mark.l.west@pwc.com
mailto:kenny.hawsey@pwc.com
mailto:joseph.p.dunleavy@pwc.com
mailto:reid.morrison@pwc.com
mailto:chad.c.soares@pwc.com
mailto:john.bishop@pwc.com
mailto:chad.c.soares@pwc.com
mailto:ashima.jain@pwc.com
mailto:kenneth.miller@pwc.com
mailto:mark.a.pollock@pwc.com
mailto:charles.w.melko@pwc.com
mailto:veronica.uwumarogie@pwc.com
http://www.pwc.com/structure
http://www.cfodirect.pwc.com/

	Overview
	Scope
	Effective date and transition
	Impact

	Embedded leases
	Can transportation contracts and storage contracts contain leases?
	Does a drilling contract contain an embedded lease?
	Joint operating agreements
	Are rights of way and easements leases?

	Lease and nonlease components
	Lessee accounting model
	Impairment of right-of-use asset in an operating lease (lessee)
	Lease modification and reassessment (lessee)



