Asc 842 Lease Accounting Cash Flow
Statement

We have operating and finance leases for datacenters, corporate offices, research and
developmaent faciliies, Microsoft Experience Centers, and certain equipment. Our leases have
remaining lease terms of less than 1 year to 18 years, some of which include options to extend
the leases for up to 5 years, and some of which include opflions to terminate the leases within 1
year,

The components of lease expense were as follows:

{In millions)
Year Ended June 30, 2023 2022 2021
Operating lease cost $ 2875 § 2461 § 2127
Finance lease cost:
Amartization of right-of-use assets $ 1352 § 98B0 % 21
Interest on lease liabilities 501 429 386
Total finance lease cost $ 1853 § 1409 § 1307

Supplemental cash flow information related to leases was as follows:

{kn millions)
Yeoar Ended June 30, 2073 2022 201
Cash paid for amounts included in the measurement of
lease liabilities:
QOperating cash flows from operating leases $ 2706 § 2388 § 2052
Operating cash flows from finance leases 501 429 386
Financing cash flows from finance leases 1,056 BY9E 648
Right-of-use assets obtained in exchange for lease
obligations:
Operating leases 3,514 5,268 4, 380
Finance leases 3,128 4,234 3,290

ASC 842 lease accounting cash flow statement represents a significant shift in how organizations
report their lease obligations. This new standard, issued by the Financial Accounting Standards
Board (FASB), aims to provide a more transparent view of a company's financial position by
requiring lessees to recognize lease assets and liabilities on their balance sheets. This article will
delve into the intricacies of ASC 842, particularly focusing on its implications for cash flow
statements, the classification of cash flows, and the overall impact on financial reporting.

Understanding ASC 842

ASC 842, which was effective for public companies starting in 2019 and for private companies in
2020, replaces the previous standard, ASC 840. The primary aim of ASC 842 is to improve
transparency and comparability by ensuring that all leases are accounted for consistently. Here are
some key aspects of ASC 842:



Definition of a Lease

Under ASC 842, a lease is defined as a contract that conveys the right to control the use of an
identified asset for a period of time in exchange for consideration. This definition emphasizes the
control aspect, making it essential for companies to assess whether they have the right to direct the
use of the asset and derive economic benefits from it.

Key Components of ASC 842

1. Lessee Accounting: Lessees must recognize a right-of-use (ROU) asset and a lease liability on
their balance sheets for virtually all leases, with a few exceptions for short-term leases and low-value
assets.

2. Lease Classification: Leases are classified as either operating leases or finance leases. This
classification determines how lease expenses are recognized in the income statement.

3. Measurement of ROU Asset and Lease Liability: The lease liability is measured at the present
value of the future lease payments, while the ROU asset is calculated by adjusting the lease liability
for any initial direct costs, lease incentives, and any prepaid or accrued rent.

Cash Flow Statement Implications

The introduction of ASC 842 has significant implications for how lease transactions are reflected in
cash flow statements. The cash flow statement is divided into three main sections: operating
activities, investing activities, and financing activities. Understanding how ASC 842 impacts these
sections is crucial for accurate financial reporting.

Classification of Cash Flows

Under ASC 842, the classification of cash flows related to leases depends on the type of lease:

1. Finance Leases:

- Cash Outflows: Payments made for the principal portion of the lease liability are classified as cash
flows from financing activities.

- Interest Payments: Interest expense on the lease liability can be classified as cash flows from
operating activities.

- Example: If a company pays $10,000 for the principal and $2,000 in interest, the cash flow
statement will reflect a $10,000 outflow in financing activities and a $2,000 outflow in operating
activities.

2. Operating Leases:

- Total Lease Payments: All lease payments are generally classified as cash flows from operating
activities.

- Example: For an operating lease payment of $12,000, the entire amount would be reported as an



outflow in operating activities.

Impact on Financial Ratios and Analysis

The changes brought about by ASC 842 also impact various financial ratios and analyses.
Understanding these effects is essential for stakeholders, including investors, creditors, and
management.

1. Debt-to-Equity Ratio:

- With the inclusion of lease liabilities on the balance sheet, companies may see an increase in total
liabilities, leading to a potentially higher debt-to-equity ratio. This could affect perceptions of
financial leverage and risk.

2. Current Ratio:
- The current ratio may also be impacted, as the recognition of current lease liabilities could reduce
current assets relative to current liabilities.

3. Return on Assets (ROA):
- The inclusion of ROU assets in the balance sheet will affect the calculation of ROA. Companies may
experience a decrease in ROA due to the increased asset base.

4. Earnings Before Interest, Taxes, Depreciation, and Amortization (EBITDA):
- Operating lease expenses previously recognized in the income statement as rent expense will now
be replaced by depreciation and interest expense for finance leases, potentially increasing EBITDA.

Practical Steps for Implementation

For organizations transitioning to ASC 842, several practical steps can help facilitate compliance
and ensure accurate financial reporting.

1. Evaluate Lease Portfolio

- Conduct a comprehensive review of all existing leases to determine which leases fall under the new
standard.
- Classify leases as either operating or finance leases based on the criteria set forth in ASC 842.

2. Gather Necessary Data

- Collect data necessary for measuring the lease liability and ROU asset, including:

- Lease payment schedules

- Interest rates implicit in the lease, or if not readily determinable, the lessee's incremental
borrowing rate.



3. Calculate ROU Assets and Lease Liabilities

- Use the appropriate discount rate to compute the present value of future lease payments to
determine the lease liability.
- Adjust the lease liability to calculate the corresponding ROU asset.

4. Update Financial Reporting Systems

- Ensure accounting systems are updated to accommodate the new lease accounting standards.
- Train accounting personnel to recognize and record leases under ASC 842 properly.

5. Communicate with Stakeholders

- Inform stakeholders, including investors and creditors, about the transition to ASC 842 and its
implications for financial reporting.

Conclusion

The transition to ASC 842 lease accounting cash flow statement marks a significant evolution in
financial reporting for lease transactions. By requiring lessees to recognize ROU assets and lease
liabilities on their balance sheets, ASC 842 enhances transparency and comparability across
organizations. The classification of cash flows stemming from leases also requires careful
consideration, as it can significantly impact key financial ratios and analyses.

Organizations must take practical steps to implement the new standard effectively, ensuring that
they accurately capture the financial implications of their leasing activities. As companies adapt to
these changes, stakeholders will benefit from a clearer, more comprehensive view of a company's
financial health and obligations related to leases. Embracing ASC 842 not only strengthens financial
reporting but also fosters trust and confidence among investors and other stakeholders.

Frequently Asked Questions

What is ASC 842 and how does it impact lease accounting on
cash flow statements?

ASC 842 is the accounting standard that governs lease accounting in the United States. It requires
lessees to recognize most leases on their balance sheets as right-of-use assets and lease liabilities.
This change impacts cash flow statements by altering how operating cash flows are presented; lease
payments are often reclassified from operating activities to financing activities.

How should lease payments be classified in the cash flow
statement under ASC 842?

Under ASC 842, lease payments are typically classified into two sections in the cash flow statement:



the principal portion of lease payments is classified as a financing activity, while the interest portion
is classified as an operating activity. This distinction aims to reflect the financial obligations more
accurately.

What are the challenges companies face when implementing
ASC 842 in their cash flow statements?

Companies often face challenges such as ensuring accurate data collection for lease contracts,
reclassifying cash flows correctly, and maintaining compliance with the new standard. Additionally,
companies may need to invest in new software or systems to track and report lease data effectively.

How does ASC 842 affect the presentation of a company’s cash
flow from operations?

ASC 842 can reduce cash flow from operations as lease liabilities are recorded on the balance sheet
and lease payments are split into principal and interest. This may create a more favorable
impression of operational cash flow since the operating activities section will reflect a lower cash
outflow compared to prior standards.

Can ASC 842 lead to changes in financial ratios due to its
impact on cash flow statements?

Yes, the implementation of ASC 842 can lead to changes in financial ratios, particularly those related
to liquidity and leverage. For instance, the increase in liabilities may affect the debt-to-equity ratio,
while the reclassification of cash flows can influence metrics such as operating cash flow ratios,
potentially impacting stakeholder perceptions of financial health.
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Discover how ASC 842 lease accounting impacts your cash flow statement. Learn more about
effective strategies for compliance and financial reporting today!
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