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Financial statement preparers, including personnel across 
many departments (i.e., management, accounting, procure-
ment, and IT), have been challenged with understanding 
the impact of the changes in accounting for leases under the 
Federal Accounting Standards Board’s (FASB’s) new guidance. 

Accounting for related-party leases was based on the sub-
stance of the arrangement (substance over form) under the 
previous guidance of Accounting Standards Codification 
(ASC) 840. However, under the new guidance of ASC 842, 
it is based on legally enforceable terms and conditions (form 
over substance). 

While the new guidance is form over substance, that doesn’t 
mean judgment goes by the wayside. Since ASC 842 requires 
that all leases, including related-party leases, are based on the 
lease’s legally enforceable terms and conditions (ASC 842-10-
55-12), the lack of documentation common with related-party 
leases can be problematic. 

This article provides some insight into the requirements of a 
lease arrangement and examples of a few common arrange-
ments along with the related scoping considerations. This 
represents a practical approach and reflects FASB’s desire to 
make it more practical, less complicated, and more meaning-
ful to financial statement users. 

Determining a Lease
With the emphasis on legally enforceable terms and condi-
tions in ASC 842, there is the potential that some related-party 
transactions that previously qualified as leasing arrangements 
under ASC 840 will no longer be leases under ASC 842. 

Also, having documentation is not necessarily going to be 
enough — especially when considering the legally enforceable 
terms and conditions component of this standard. Therefore, 
just because you have a signed contact between all parties 
does not mean that you have legally enforceable terms and 
conditions. 

For instance, a lease contract is not considered enforceable 
if both the lessee and lessor can terminate the lease without 

permission from the other party with no more than an insig-
nificant penalty.  

As a reminder, a lease exists when a contract, or part of a 
contract, conveys the right to control the use of an identi-
fied asset for a period of time in exchange for consideration. 
Additionally, a period of time is described by FASB as the 
total period of time that an asset is used to fulfill a contract 
with a customer. Disclosure requirements for related-party 
transactions, including leases, are to be in accordance with 
paragraphs 1-6 of ASC 850-10-50.

Entities must determine at contract inception whether a 
contract is or contains a lease by assessing whether, through-
out the period of use, the lessee has the right to direct an 
asset’s use and substantially obtain all the economic benefits 
from directing its use. 

Month-to-Month Leasing Arrangements & 
Renewal Options 
It’s common in related party transactions for the lease terms 
to be month to month. Unfortunately, month-to-month leas-
ing arrangements between entities and related parties are not 
scoped out of ASC 842 and will still require entities to analyze 
or evaluate the legally enforceable terms and conditions. 

Generally, month-to-month lease terms that are implied or 
specifically stated in the contract are not factored into the 
considerations of a related-party lease, as it would be reason-
ably certain that the lease would be renewed or extended. 
The following are some other considerations when evaluating 
extensions or renewal options:

• What are the entities’ intentions with regard to  
renewing the lease for one or more terms?

• What are the entities’ histories of exercising  
renewal terms in lease contracts?

• Do the entities’ forecasts and estimates include  
the assumption that the lease will renew?

• Is there economic incentive to exercise the renewal?
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Let’s look at some potential scenarios to determine if a lease 
arrangement exists under the new guidance.

Example 1

Lessee leases equipment from a related-party lessor for 
$100,000 per month. The transaction is an oral agreement, is 
a month-to-month arrangement, has been in existence for sev-
eral years, and is expected to continue for many more years. 

Although the intention of both parties to continue the 
arrangement appears clear, there is no written or oral agree-
ment specifying the lease term or the rights of either party.

Does This Qualify as a Lease?

The arrangement is not a lease within the scope of ASC 842 
— the oral agreement only specifies the lease payment of 
$100,000 per month. Classifying and recording a lease under 
ASC 842 would require additional information, including the 
lease term (ASC 842-10-55-23). 

It is possible for oral agreements to create legally enforceable 
terms and conditions, depending on the legal jurisdiction and 
other facts and circumstances. However, in this case, there is 
no written or oral agreement specifying a lease term or other 
rights of either party; therefore, there is no legally enforceable 
contract. 

The determination of whether terms and conditions not writ-
ten in a lease agreement create enforceable rights and obliga-
tions involves judgment and, in some cases, may involve legal 
questions that should be evaluated with the assistance of legal 
counsel. 

Example 2

Lessee leases equipment from a related-party lessor for 
$100,000 per month. The transaction is supported by a writ-
ten contract, is month-to-month, and has been in existence 
for several years. 

The arrangement includes rights to terminate by either the 
lessee or the lessor at any time.

Does This Qualify as a Lease?
The arrangement is not a lease within the scope of ASC 842 
— a contract does not contain legally enforceable terms and 
conditions when the lessee and lessor each have the right to 
terminate the lease without permission from the other party 
with no more than an insignificant penalty (ASC 842-10-55-
23). Since there is no legally enforceable contract, there is no 
lease within the scope of ASC 842.

Example 3

Lessee leases equipment from a related-party lessor for 
$100,000 per month. The transaction is supported by a writ-
ten contract, is month-to-month, and has been in existence 
for several years. 

The arrangement does not specify a lease term, but includes 
a lessee termination option, under which the lessee can 
terminate the lease with 30 days’ notice to the other party. 
There is no equivalent lessor termination option.

Does This Qualify as a Lease?

The arrangement contains a lease within the scope of ASC 842 
— the contract creates legally enforceable rights and obliga-
tions because the lessor is obligated to lease the equipment to 
the lessee unless the lessee exercises the cancellation option.

While this circumstance would likely not exist in an arms-
length transaction (i.e., lessor agreeing to an indefinite lease 
term with no right to terminate), ASC 842 requires the parties 
to account for the lease based only on the legally enforceable 
terms and conditions of the contract. Accordingly, the lessee 
and lessor should apply the guidance in ASC 842 on determin-
ing the lease term for purposes of recognizing and measuring 
the lease (i.e., estimate the “options for additional periods the 
lessee is reasonably certain to exercise”).

Determining how many periods the lessee is reasonably cer-
tain to exercise, i.e., through non-exercise of the termination 
options, requires consideration of contract, market, asset, and 
entity factors (e.g., the lease payment compared to market 
rates and remaining life of significant leasehold improvements).

Unintended Consequences
Beware of unintended consequences such as the accounting 
for leasehold improvements, which are amortized over the 
shorter of their useful life and the lease term. If the defini-
tion of a lease is not met, then these expenditures would be 
expensed as incurred. 

Another challenge that can have a significant impact on the 
valuation of the lease liability and right of use asset is the 
determination of what discount rate to use. The higher the 
discount rate, the lower the lease liability. As such, the lower 
the discount rate, the higher the lease liability. 

Determining the discount rate will be a significant area of 
judgment that will require supporting documentation. If the 
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lease’s implicit rate is not reasonably determinable, then the 
lessee’s estimated incremental borrowing rate should be 
used. The incremental borrowing rate is the rate the lessee 
would be charged for borrowing the lease payment amounts 
during the lease term. 

FASB has provided substantial relief for private companies 
and not-for-profit entities, of which many are likely to take 
advantage. Nonpublic business entities are permitted to 
make an accounting policy election to use the risk-free 
rate when measuring their lease obligations. Once elected, 
it must be used consistently for all leases. However, be 
careful when making this policy election as it could have a 
significant impact on the lease classification as a financing or  
operating lease. 

Consider discussing any related-party arrangements with 
your accounting advisor before executing new leases. 

Conclusion
Certain financial statement users, such as third-party lenders, 
have a clear preference for how these legal arrangements are 
structured — a key takeaway from the last couple years of 
discussing the new standard with owner-managed businesses. 
Before attempting to structure these arrangements to not 
meet the new definition of a lease, talk with your lender to see 
what parameters are acceptable to them. n

This article is for general information only and is not to 
be considered legal advice. Consult a professional or legal 
counsel before acting on any matter covered in this article.
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