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LEASES

In February 2016, the Financial Accounting Standards Board (FASB) issued Accounting Standards Update
(ASU) No. 2016-02, Leases, (Topic 842) to improve the financial reporting and tfransparency of leasing
activities. The ASU requires an entity to recognize the rights and obligations resulting from leases as lease
assets and lease liabilities on the balance sheeft, including leases previously recorded and classified as
operating leases. Under the ASU, a lessee should recognize in the balance sheet a right-of-use asset (ROU
lease asset) representing its right to control the use of the underlying asset throughout the lease term and an
associated liability to make lease payments (lease liability). The ASU requires expanded quantitative and
qualitative disclosures by both lessees and lessors. This new standard was effective for fiscal years beginning
after December 15, 2021.

Basically, the new lease standard reports operating leases on the statement of financial position (balance
sheet) instead of solely disclosing the operating leases in the notes to the financial statements. The most
common example is an office lease with a term >12 months. This is a change in HOW the operating leases
are recorded and reported even though there is not a change in the actual lease transaction itself. It is a

book entry.

The rew operafing leases are reported as noncurrent ROU assets and as current and noncurrent operating
lease liabilities.

EFFECT ON FINANCIAL STATEMENTS AND IMPORTANT RATIOS:

The effect of the new lease accounting and reporting standards directly affects the calculation of two ZAP
financial heath tests (FHT).

1. FHT 2 - Working Capital (Current Assets divided by Current Liabilities)
The ROU lease asset is a noncurrent asset; however, the operating lease liability has a current and a
noncurrent portion. This negatively skews the working capital ratfio since there is no corresponding current
operating lease asset to offsef the current operating lease liability.

2. FHT 4 - Debt to Total Net Assets
Recording the operating lease liabilities on the statement of financial position increases the indebtedness
of the organization which negatively impacts the debt to total net assets ratio.

RECOMMENDATIONS:

1. FHT 2 - Working Capital (Current Assets divided by Current Liabilities)
Exclude operating leases (current portion) from the working capital calculation

2. FHT 4 - Debt to Total Net Assets
Exclude operating leases (current and long-term portions) from the debt to total net assets ratio

The exclusion of the operating lease liabilities from the calculation of debt covenants is not without support.
Knowing for years the pending change in the lease accounting and reporting standards, many organizations
worked proactively with their financial institutions fo exclude operating leases from the debt covenants. In
addition, the Securities and Exchange Commission issued a letter dated October 23, 2018 re: Treatment of
Operating Leases under Rule 15¢3-1 which basically allows operating lease liabilities fo be excluded from the
net capital calculation and from the aggregate indebtedness when determining the minimum net capital
requirement.




