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GASB No. 87 and Leases 

Learning objectives 

 

Upon completing this chapter, you will be able to prepare for and implement GASB No. 87 

on leases. [Note. In Appendix 1A, the author has provided additional tips for implementing 

GASB No. 87.] 

I.  The big picture view of GASB No. 87 

Governments enter into leases for many types of assets.  In recent years, the GASB (like their FASB 

counterpart) began to reconsider the accounting and reporting guidance for leases.  In June 2017, GASB 

No. 87, Leases, was issued to provide new requirements for the treatment of leases by both lessees and 

lessors.  The requirements of GASB No. 87 are effective for fiscal years beginning after June 15, 2021, 

and all reporting periods thereafter (due to GASB No. 95).  It should also be noted that in August 2019, 

the GASB issued a related Implementation Guide No. 2019-3, Leases.  The following chart discusses the 

big picture view of lease accounting under GASB No. 87. 

 

 

The big picture view of lease accounting under GASB No. 87 
 

GASB No. 87 requires the recognition of certain lease assets and liabilities for leases that 

previously were classified as operating leases.  GASB No. 87 establishes a single model for 

lease accounting (i.e., it makes no distinction between capital leases and operating leases and 

it aligns the treatment of leases between lessees and lessors) based on the foundational 

principle that leases are financings of the right to use an underlying asset.  Under GASB No. 

87, a lessee is required to recognize a lease liability and an intangible right-to-use lease asset, 

and a lessor is required to recognize a lease receivable and a deferred inflow of resources.  

GASB No. 87 also requires notes to financial statements related to the timing, significance, and 

purpose of a government’s leasing arrangements. 

A.  Exercise 1-1 

Please indicate whether the following statement is true or false. 

 

 True or False 

1 

Under the previous leasing guidance, a lease was classified as being either 

capital or operating (depending on whether the lease met any of four tests) and 

the approach to accounting for the lease was dependent on that classification.  

GASB No. 87 does not make this distinction. 
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II.  Concepts that must be understood upfront 

GASB No. 87 is a lengthy (approximately 100 pages) and complex standard.  In this section, we are 

going to explore the following concepts that must be understood upfront to implement the standard: 

[1] the definition of a lease; [2] the definition of reasonably certain; [3] the definition of lease term; 

[4] the definition of a short-term lease; [5] contracts with multiple components and contract 

combinations; and [6] the elephant in the room (i.e., materiality). 

A.  The definition of a lease 

A fundamental aspect of applying GASB No. 87 is understanding the definition of a lease.  Any legally 

enforceable written or verbal contract that meets the following definition will be accounted for under the 

lease guidance in GASB No. 87, unless it is specifically excluded in GASB No. 87. 

 

 

GASB No. 87 defines a lease as being… 
 

A contract that conveys control of the right to use another entity’s nonfinancial asset (the 

underlying asset) as specified in the contract for a period of time in an exchange or 

exchange-like transaction. Examples of nonfinancial assets include buildings, land, vehicles, 

and equipment. 

 
GASB No. 87 is a very substance over form standard.  A contract will be evaluated for accounting as a 

lease based on the substance of the arrangement rather than the label on the contract (i.e., the presence 

or absence of the word lease in a contract is not a determinative factor). 

1.  Conveys control of the right to use 

For a contract to meet the definition of a lease, the contract needs to convey control of the right to use 

another entity’s nonfinancial asset (the underlying asset) as specified in the contract for a period of time in 

an exchange or exchange-like transaction.  To determine whether a contract conveys control of the 

right to use the underlying asset, a government will assess whether it has both: (1) the right to obtain the 

present service capacity from use of the underlying asset as specified in the contract; and (2) the right to 

determine the nature and manner of use of the underlying asset as specified in the contract.  Note. 

Contracts for services, except those contracts that contain both a lease component and a service 

component, would not meet the definition of a lease as they do not convey control of the right to use 

another entity’s nonfinancial asset. 

2.  Exercise 1-2 

Please answer the following questions related to whether contracts convey control of the right to use 

another entity’s nonfinancial asset. 

 

Conveying control of the right to use – Part 1 
 

Are cell phone tower or antenna placement agreements leases? 

Conveying control of the right to use – Part 2 
 

A government enters into a contract which allows the lessor to replace the original asset with an 

identical asset during the lease.  Does that provision mean that the contract does not convey 

control of the right to use the asset? 
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3.  For a period of time 

For a contract to meet the definition of a lease, the contract needs to convey control of the right to use 

another entity’s nonfinancial asset (the underlying asset) as specified in the contract for a period of time 

in an exchange or exchange-like transaction.  Implementation Guide No. 2019-3 clarified that a period of 

time does not require uninterrupted control of the right to use the asset (e.g., a government could enter 

into a multi-year agreement for the right to use a facility where the government has exclusive use of the 

facility for three days a week).  We should also note that contracts that transfer ownership are financed 

purchases, not leases for a period of time. 

 

 

Contracts that transfer ownership are financed purchases, not leases for a period of time 
 

A contract will not be reported as a lease, but as a financed purchase, if it: [1] transfers 

ownership of the underlying asset to the lessee by the end of the contract; and [2] does not 

contain termination options (it may contain a fiscal funding or cancellation clause that is not 

reasonably certain of being exercised). 
 

Note. The presence of a bargain purchase option in a lease contract is not equivalent to a 

provision that transfers ownership of the underlying asset.  A lease that contains any purchase 

option, including a bargain purchase option, will not be treated as a financed purchase or sale 

until that option is exercised. 

4.  Exercise 1-3 

Please answer the following questions related to whether certain contracts are leases under GASB No. 

87. 

 

Lease or purchase – Part 1 
 

A government enters into several easement agreements providing the right to use a tangible asset 

(e.g., land).  Do easement agreements meet the definition of a lease? 

Lease or purchase – Part 2 
 

A school district leases computers.  At the end of the lease term, students are given the option to 

purchase their computers from the school district.  Regardless of whether the students purchase their 

computers, the school district is required to purchase all computers from the lessor.  The school district 

does not have a termination option.  Should this arrangement be reported as a lease or a financed 

purchase of the computers by the school district? 

5.  An exchange or exchange-like transaction 

For a contract to meet the definition of a lease, the contract needs to convey control of the right to use 

another entity’s nonfinancial asset (the underlying asset) as specified in the contract for a period of time in 

an exchange or exchange-like transaction. 
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For a contract to meet the definition of a lease, 
it needs to be an exchange or exchange-like transaction 

 

Some contracts transfer the right to use an asset for only a nominal amount.  For example, a 

government obtains the right to use land, which has a market rent of $100,000 per year, for $1 

per year.  Such a contract would not meet the GASB No. 87 definition of a lease as the 

substance of that type of arrangement represents a nonexchange transaction addressed in 

GASB No. 33, Accounting and Financial Reporting for Nonexchange Transactions. 

6.  Items specifically excluded from GASB No. 87 

GASB No. 87 specifically excludes certain contracts from its scope as discussed in the following chart. 

 

GASB No. 87 does not apply to: 

 

Leases of intangible assets, including rights to explore for or to exploit natural resources such 

as oil, gas, and minerals and similar nonregenerative resources; licensing contracts for items 

such as motion picture films, video recordings, plays, manuscripts, patents, and copyrights; 

and licensing contracts for computer software.  In sublease transactions, however, GASB No. 

87 does apply to the intangible right-to-use assets that are created by the original leases of 

tangible underlying assets. 

 

Leases of biological assets, including timber, living plants, and living animals. 

 

Leases of inventory. 

 

Contracts that meet the definition of a service concession arrangement in paragraph 4 of 

GASB No. 60, Accounting and Financial Reporting for Service Concession Arrangements. 

(Note. For public-private and public-public partnership arrangements, see GASB No. 94.) 

 

Contracts within the scope of GASB No. 96 (i.e., subscription-based information technology 

arrangements). 

 

Arrangements associated with conduit debt obligations (see GASB No. 91). 

 

Supply contracts, such as power purchase agreements. 

7.  Exercise 1-4 

Please indicate whether the following statements are true or false. 

 

 True or False 

1 
A common type of licensing contract is for computer software.  Under GASB No. 

87, licensing agreements for computer software should not be treated as leases. 
 

2 
County X leases land it owns to farmers allowing them to use the land for 

producing wheat and corn.  GASB No. 87 does not apply to this lease as it relates 

to biological assets. 
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B.  The definition of reasonably certain 

We will soon look at the GASB No. 87 definition of the lease term.  However, before we look at the 

definition of the lease term, it is important to understand the GASB No. 87 definition of the term 

reasonably certain. 

 

 

What is reasonably certain? 
 

GASB No. 87 introduces the term reasonably certain into the GASB literature.  Reasonably 

certain is used as the threshold for including periods in the lease term covered by options to 

extend or terminate.  The Basis for Conclusions to GASB No. 87 states that “the Board believes 

that the term reasonably certain, although also requiring the use of professional judgment, is a 

higher threshold and is less speculative than probable.”  Thus, the GASB is intending for 

this threshold to be rather high and certainly higher than just likely to occur. 

1.  Exercise 1-5 

Please answer the following question related to the reasonably certain threshold. 

 

Reasonably certain 
 

We just saw that reasonably certain is used as the threshold for including periods in the lease term 

covered by options to extend or terminate.  We also saw that reasonably certain is a rather high 

threshold. Les C. Quandary is reviewing several contracts and determining whether options to extend 

or terminate should be included in the lease term.  What are some factors Les will consider in 

determining whether the reasonably certain threshold has been met? 

C.  The definition of lease term 

A critical aspect of applying GASB No. 87 is understanding and properly calculating the lease term.  In 

general, the determination of the lease term starts with the noncancellable period since it is the period for 

which the lessee and lessor are legally obligated without the possibility of cancellation.  Many leases 

include options to extend (e.g., a three-year lease that the lessee can extend to four years).  Leases also 

may include options to terminate the lease at or after a certain point in time (e.g., a four-year lease that 

the lessee can terminate at the end of the third year).  The lease term will include certain periods 

covered by options to extend or terminate the lease (based on the likelihood of those options being 

exercised) so that the lease term reflects how long the lease is expected to be in effect.  The following 

chart discusses the formal GASB No. 87 definition of the lease term. 
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GASB No. 87 defines the lease term as being… 
 

The period during which a lessee has a noncancellable right to use an underlying asset (referred to as 

the noncancellable period), plus the following periods, if applicable: (1) periods covered by a lessee’s 

option to extend the lease if it is reasonably certain, based on all relevant factors, that the lessee will 

exercise that option; (2) periods covered by a lessee’s option to terminate the lease if it is reasonably 

certain, based on all relevant factors, that the lessee will not exercise that option; (3) periods covered 

by a lessor’s option to extend the lease if it is reasonably certain, based on all relevant factors, that 

the lessor will exercise that option; and (4) periods covered by a lessor’s option to terminate the 

lease if it is reasonably certain, based on all relevant factors, that the lessor will not exercise that 

option. 

Critical Note. Periods for which both the lessee and the lessor have an option to terminate the lease 

without permission from the other party (or if both parties have to agree to extend) are cancelable 

periods and are excluded from the lease term. 

 

The following chart provides three illustrations of calculating the lease term under GASB No. 87. 

 

Three illustrations of calculating the lease term 

1 

A lease agreement has a noncancellable period of three years and states that at the end of the 

three years, both the lessor and lessee have the right to cancel the lease or may continue the 

lease, using the same terms on a month-to-month basis. What is the initial lease term under 

GASB No. 87? 

Three years as both the lessee and the lessor have an option to terminate the lease without 

permission from the other party at the end of the three years. 

2 

A lease agreement has a noncancellable period of four years and states that at the end of the four 

years, either party may unilaterally terminate the lease at any time by paying a cancellation 

penalty.  If neither party terminates the lease, the lease continues on a month-to-month basis for 

up to two additional years.  The cancellation penalty is significant enough that it is reasonably 

certain that neither party will terminate the lease.  What is the initial lease term under GASB No. 

87? 

Four years as both the lessee and the lessor have an option to terminate the lease without 

permission from the other party at the end of the four years.  The presence of a cancellation 

penalty does not affect that conclusion. Even if both parties are reasonably certain that the lease 

will not be terminated, the cancellable periods should be excluded from the lease term. 

3 

A lease agreement has a noncancellable period of five years and states that at the end of the five 

years, only the lessee may unilaterally terminate the lease by paying a cancellation penalty.  If the 

lessee does not terminate the lease, the lease continues for two additional years.  The cancellation 

penalty is significant enough that it is reasonably certain that the lessee will not terminate the 

lease.  What is the initial lease term under GASB No. 87? 

Seven years.  Periods covered by either a lessee or a lessor option to terminate the lease (but not 

both as we have seen in the prior two scenarios) are included in the lease term if it is reasonably 

certain, based on all relevant factors, that the lessee or lessor will not exercise the option. 
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1.  Exercise 1-6 

Please answer the following question related to the lease term. 

 

When will this term ever end? 
 

College Y enters into a lease agreement for 48 months.  College Y has an option to extend the lease 

for an additional 12 months.  College Y is uncertain as to whether it will exercise the option to extend 

the lease.  After the end of the 48 months (if College Y does not extend the lease) or 60 months (if 

College Y does extend the lease), the lease may be continued on a month-to-month basis, which either 

College Y or the lessor can cancel.  Based on these facts alone, what is the initial lease term 

under GASB No. 87? 

2.  Fiscal funding or cancellation clauses 

Many governmental lease contracts include fiscal funding or cancellation clauses.  Laws or regulations 

often require inclusion of a fiscal funding or cancellation clause, but the government, acting in good faith 

when it enters into the lease, does not intend or expect to exercise that clause.  GASB No. 87 provides 

guidance related to when fiscal funding or cancellation clauses should be factored into the lease term 

calculation. 

 

 

Should fiscal funding or cancellation clauses be factored into the lease term calculation? 
 

A fiscal funding or cancellation clause allows governmental lessees to cancel a lease, typically 

on an annual basis, if the government does not appropriate funds for the lease payments.  This 

type of clause should affect the lease term only if it is reasonably certain that the clause will 

be exercised (i.e., funds will not be appropriated). 

3.  Reassessing the lease term after the initial determination 

As discussed in the following chart, after the initial lease term is determined, the lease term will be 

updated if the lessee or lessor elects to exercise an option or not to exercise an option contrary to the 

initial determination of the lease term. 

 

 

When should the lease term be reassessed? 
 

Under GASB No. 87, lessees and lessors will reassess the lease term only if one or more of 

the following occur: (1) the lessee or lessor elects to exercise an option even though it was 

previously determined that it was reasonably certain that the lessee or lessor would not 

exercise that option; (2) the lessee or lessor elects not to exercise an option even though it was 

previously determined that it was reasonably certain that the lessee or lessor would exercise 

that option; or (3) an event specified in the lease contract that requires an extension or 

termination of the lease takes place. 

Note. All three of the above criteria are based on the concept that the lease term will not be 

reassessed until an event occurs or an action is taken (i.e., probability is not considered in 

determining whether the lease term should be remeasured). 
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We should also note that paragraphs 71 to 79 of GASB No. 87 provide guidance for when leases are 

amended while the contract is in effect (e.g., a lease is amended to lengthen or shorten the lease term).  

That guidance is distinct from the remeasurement guidance in the prior chart. 

D.  The definition of a short-term lease 

In an effort to reduce the costs of applying GASB No. 87, the GASB included an exception related to 

short-term leases.  This exception not only makes the accounting for short-term leases easier, GASB No. 

87 also does not require disclosures related to short-term leases by either lessees or lessors.  The 

following chart discusses the formal GASB No. 87 definition of a short-term lease. 

 

 

GASB No. 87 defines a short-term lease as being… 
 

A lease that, at the commencement of the lease term, has a maximum possible term under 

the lease contract of 12 months (or less), including any options to extend, regardless of 

their probability of being exercised.  For a lease that is cancelable by either the lessee or the 

lessor, such as a rolling month-to-month lease or a year-to-year lease, the maximum possible 

term is the noncancellable period, including any notice periods. 

Warning. The second sentence above can be easy to misinterpret.  Section 4.19 of 

Implementation Guide 2019-03 clarifies that the intent of this provision is that the lessee and the 

lessor both have a right to cancel as shown in the following chart. 

 

As discussed in the prior chart, when looking at the definition of a short-term lease, it is important to 

review section 4.19 of Implementation Guide 2019-03 for context. 

 

Section 4.19 of Implementation Guide 2019-03 
 

Question: A city enters into a lease with a lessor for 16 months.  The city can cancel the lease at any 

time after six months.  The lessor does not have the option to cancel the lease.  For purposes of 

determining whether this lease is a short-term lease, what is the maximum possible term of this lease? 

Answer: The maximum possible term is 16 months.  Paragraph 16 of GASB No. 87 states that for a 

lease that is cancellable by “either the lessee or the lessor,” the maximum possible term is the 

noncancellable period.  The intent of the provision is that the lessee and the lessor both have a right 

to cancel.  Paragraph 12 of GASB No. 87 defines cancellable periods as periods for which both the 

lessee and the lessor have an option to terminate the lease without permission from the other party.  

Because only the lessee has the right to cancel in this scenario, the maximum possible term would be 

the 16 months that the lease could last and, therefore, it is not a short-term lease. 

1.  The benefit to leases meeting the short-term lease exception 

The benefit to leases meeting the short-term lease exception will be more fully appreciated by the end of 

this chapter.  However, it centers on easier accounting as illustrated in the following chart. 
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The GASB No. 87 accounting for short-term leases 

 

A lessee will recognize short-term lease payments as outflows of resources (e.g., expense) 

based on the payment provisions of the lease contract.  The lessee will recognize an asset if 

payments are made in advance or a liability for rent due if payments are to be made 

subsequent to the reporting period. 

 

A lessor will recognize short-term lease payments as inflows of resources (e.g., revenue) 

based on the payment provisions of the lease contract.  The lessor will recognize a liability if 

payments are received in advance or an asset for rent due if payments are to be received 

subsequent to the reporting period. 

2.  The need to exercise caution 

Governments need to exercise caution in determining whether a lease is a short-term lease.  As the 

following two questions and answers from Implementation Guide 2019-03 illustrate, the wording in GASB 

No. 87 and the lease agreement becomes critical here. 

 

Two questions and answers from Implementation Guide 2019-03 
 

Question: A government enters into a 12-month noncancellable lease in which the lessee has options 

to renew for 12 months at a time, up to 49 times.  Is this agreement a short-term lease under GASB 

No. 87? 

Answer: No.  According to paragraph 16 of GASB No. 87, the maximum possible term of a short-term 

lease is required to be 12 months or less, including any options to extend.  The presence of lessee 

renewal options, regardless of their probability of being exercised, means this lease does not meet 

the definition of a short-term lease. 

Question: A government enters into a lease with a 6-month noncancellable period and an option to 

extend for another 12 months after the noncancellable period.  The government is not reasonably 

certain that it will exercise the option to extend and, therefore, assesses the lease term as six months.  

Is this agreement a short-term lease under GASB No. 87? 

Answer: No.  Paragraph 16 of GASB No. 87 states that a short-term lease “has a maximum possible 

term under the lease contract of 12 months (or less), including any options to extend, regardless of 

their probability of being exercised.”  Therefore, the lessee should report a lease liability and a 

lease asset; however, the lease term would be only six months. 

E.  Contracts with multiple components and contract combinations 

If applicable, a government generally will account for the lease component (e.g., the right to use a 

building) and nonlease component (e.g., maintenance services for the building) of a lease as separate 

contracts.  If a lease involves multiple underlying assets, lessees and lessors in certain cases (e.g., the 

assets have different lease terms or are in different major classes for disclosure purposes) will account for 

each underlying asset as a separate lease contract.  To allocate the contract price to different 

components, lessees and lessors should use contract prices for individual components as long as they do 

not appear to be unreasonable based on professional judgment, or use professional judgment to 

determine their best estimate if there are no stated prices or if stated prices appear to be unreasonable.  

If determining a best estimate is not practicable, multiple components in a lease contract should be 

accounted for as a single lease unit. 
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Contracts that are entered into at or near the same time with the same counterparty will be considered 

part of the same contract if either of the following criteria is met: (1) the contracts are negotiated as a 

package with a single objective; or (2) the amount of consideration to be paid in one contract depends on 

the price or performance of the other contract.  If multiple contracts are determined to be part of the same 

contract, that contract should be evaluated in accordance with the guidance for contracts with multiple 

components summarized in the preceding paragraph. 

1.  Exercise 1-7 

Please indicate whether the following statement is true or false. 

 

 True or False 

1 

The reporting for lease contracts with multiple underlying assets or with a service 

component should be the same as if the components were in separate contracts.  

Not separating lease components from nonlease components would result in 

capitalizing a period expense and recognizing a liability for services that have not 

been provided. 

 

F.  The elephant in the room (i.e., materiality) 

The Basis for Conclusions to GASB No. 87 states that “Some stakeholders raised specific concerns 

about the burden of applying those provisions to leases of assets, such as copy machines and small 

computer equipment, that are often leased in high volume but at low per-asset cost. The Board 

considered providing an explicit exception for "small ticket" items but concluded that it would be 

inappropriate for the Board to prescribe a dollar limit that could apply to all governments. If such assets 

are considered to be insignificant, individually and in the aggregate, the provisions of this Statement may 

not apply.” 

 

The Basis for Conclusions to GASB No. 87 also states that “Some stakeholders questioned whether a 

government would be permitted to set a policy establishing thresholds for capitalization of its leases, 

similar to those commonly used for capital assets. The Board views capitalization policies as methods to 

operationalize materiality; that is, those policies allow governments to specify amounts that they consider 

to be significant, individually or in the aggregate. The Board believes that a policy similar to those that 

establish capitalization thresholds could be used for leases. However, establishing such a policy is within 

the province of management and, accordingly, is not addressed in this Statement. The Board noted, 

however, that the assessment of the significance of liabilities is independent of capitalization 

policies.” 

III.  Lessee recognition, measurement, and disclosure 

Conceptually, in a lease transaction, a lessee receives the legal right to use an underlying asset (e.g., 

some equipment, a vehicle, or a building) at the commencement of the lease term.  In exchange, the 

lessee promises to make payments over time for the right to use that underlying asset.  Thus, the lessee 

has financed the acquisition of that legal right. 
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A.  An overview of lessee accounting 

A lessee will recognize a lease liability and a lease asset (i.e., an intangible right-to-use lease asset) at 

the commencement of the lease term, unless the lease is a short-term lease or it transfers ownership of 

the underlying asset.  The lease liability will be measured at the present value of payments expected to 

be made during the lease term (less any lease incentives).  The lease asset will be measured at the 

amount of the initial measurement of the lease liability, plus any payments made to the lessor at or before 

the commencement of the lease term and certain direct costs.  A lessee will reduce the lease liability as 

payments are made and recognize an outflow of resources (e.g., expense) for interest on the liability.  

The lessee will amortize the lease asset in a systematic and rational manner over the shorter of the lease 

term or the useful life of the underlying asset. 

B.  Calculating the lessee’s initial lease liability 

Conceptually, the lessee’s initial lease liability will be measured at the present value of payments 

expected to be made during the lease term (less any lease incentives).  However, since there are 

several different types of payments that may be required under a lease contract, the calculation of the 

lease liability can become somewhat complex depending upon the terms of the lease. 

 

Calculating the lessee’s initial lease liability 
 

A lessee initially will measure the lease liability at the present value of payments expected to be 

made during the lease term.  Measurement of the lease liability will include the following, if required 

by a lease: 

 

Fixed payments; 

 

Variable payments that depend on an index or a rate (such as the Consumer Price Index or a 

market interest rate), initially measured using the index or rate as of the commencement of the 

lease term; 

 

Variable payments that are fixed in substance; [Important Note. Variable payments based on 

future performance of the lessee or usage of the underlying asset (e.g., machine hours used) 

will not be included in the measurement of the lease liability.  Rather, those variable payments 

will be recognized as outflows of resources (e.g., expense) in the period in which the obligation 

for those payments is incurred.] 

 

Amounts that are reasonably certain of being required to be paid by the lessee under residual 

value guarantees; 

 

The exercise price of a purchase option if it is reasonably certain that the lessee will exercise 

that option; 

 

Payments for penalties for terminating the lease [if the lease term reflects the lessee 

exercising: (1) an option to terminate the lease; or (2) a fiscal funding or cancellation clause]; 

 

Any lease incentives receivable from the lessor; and 

 

Any other payments that are reasonably certain of being required based on an assessment of 

all relevant factors. 

 



surgentcpe.com / info@surgent.com 1-12 Copyright © 2022 Surgent McCoy CPE, LLC – CGA4/22/V1 

Note. The future lease payments in the prior chart will be discounted using the interest rate the lessor 

charges the lessee, which may be the interest rate implicit in the lease.  If the interest rate cannot be 

readily determined by the lessee, the lessee’s estimated incremental borrowing rate (an estimate of the 

interest rate that would be charged for borrowing the lease payment amounts during the lease term) will 

be used. 

1.  Exercise 1-8 

Please answer the following questions related to variable lease payments. 

 

Variable lease payments – Scenario 1 
 

Haulinburg County leases a trash truck for three years and is required to make variable payments 

based on the number of miles driven each month.  The lease agreement contains no minimum 

payment requirements.  Haulinburg County is reasonably certain of the minimum number of miles that 

will be driven based on established routes.  Haulinburg County estimates the monthly payment will be 

$5,000.  Should the reasonably certain monthly variable lease payment of $5,000 be included in 

a lease liability calculation? 

Variable lease payments – Scenario 2 
 

Crusher County leases a trash truck for three years and is required to make variable payments based 

on the number of miles driven each month.  The lease agreement contains a provision that if the truck 

drives less than 500 miles a month, a monthly minimum payment of $5,000 is required.  Should the 

monthly minimum lease payment of $5,000 be included in a lease liability calculation? 

C.  Accounting for the lessee’s lease liability over the lease term 

True to the concept that a lease is a financing, GASB No. 87 requires that a lessee recognize interest 

expense related to the amortization of the discount on the lease liability. 

 

 

In subsequent financial reporting periods… 
 

The lessee will calculate the amortization of the discount on the lease liability and report that 

amount as an outflow of resources (e.g., interest expense) for the period.  Any payments 

made will be allocated first to the accrued interest liability and then to the lease liability. 

 

Paragraphs 25-29 of GASB No. 87 discuss several conditions (e.g., a change in the lease term) that 

require the lease liability to be remeasured at subsequent reporting dates if the changes are expected to 

significantly affect the amount of the lease liability.  Those paragraphs also discuss certain circumstances 

that trigger reassessment of the discount rate used to measure the lease liability. We should also note 

that paragraphs 71-79 discuss modifications and terminations of leases while the contract is in effect. 
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1.  Exercise 1-9 

Please indicate whether the following statement is true or false. 

 

 True or False 

1 
A lease liability is not required to be remeasured, nor is the discount rate required 

to be reassessed, solely for a change in the lessee’s incremental borrowing rate. 
 

D.  Calculating the lessee’s initial lease asset 

Conceptually, the lessee’s initial lease asset will be measured at the amount of the initial 

measurement of the lease liability, plus any payments made to the lessor at or before the 

commencement of the lease term and certain direct costs. 

 

Calculating the lessee’s initial lease asset 
 

A lessee initially will measure the lease asset as the sum of the following: 

 

The amount of the initial measurement of the lease liability; 

 

Lease payments made to the lessor at or before the commencement of the lease term, less 

any lease incentives received from the lessor at or before the commencement of the lease 

term; and 

 

Initial direct costs that are ancillary charges necessary to place the lease asset into service. 

 

Note. Any initial direct costs that would be considered debt issuance costs under paragraph 12 of GASB 

No. 7, Advance Refundings Resulting in Defeasance of Debt, will be recognized as outflows of resources 

(e.g., expense) in the period in which they are incurred. 

1.  Exercise 1-10 

Please indicate whether the following statement is true or false. 

 

 True or False 

1 
The measurement of the lease asset includes any lease payments made at or 

before the commencement of the lease term. 
 

E.  Accounting for the lessee’s lease asset over the lease term 

Under GASB No. 87, a lessee will recognize amortization expense related to the lease asset, 

representing the decrease in the useful life of the right to use the underlying asset over the lease term. 
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In subsequent financial reporting periods… 
 

A lease asset will generally be amortized in a systematic and rational manner over the shorter 

of the lease term or the useful life of the underlying asset.  The amortization of the lease asset 

will be reported as an outflow of resources (e.g., amortization expense), which may be 

combined with depreciation expense related to other capital assets for financial reporting 

purposes. 

Note. If a lease contains a purchase option that the lessee has determined is reasonably 

certain of being exercised, the lease asset will be amortized over the useful life of the 

underlying asset.  In that situation, if the underlying asset is nondepreciable (e.g., land) the 

lease asset will not be amortized. 

 

A lease asset generally will be adjusted by the same amount as the corresponding lease liability when 

that liability is remeasured based on paragraphs 25-29 of GASB No. 87.  Paragraph 34 of GASB No. 87 

discusses the treatment of impairment indicators related to lease assets. As mentioned earlier, 

paragraphs 71-79 discuss modifications and terminations of leases while the contract is in effect. 

1.  Exercise 1-11 

Please indicate whether the following statements are true or false. 

 

 True or False 

1 
Under GASB No. 87, a government may combine the interest and amortization 

expenses related to a lease and report a single rent expense amount. 
 

2 The amortization of the lease asset must be done on a straight line basis.  

F.  The current financial resources measurement focus financial statements 

GASB No. 87 carries forward without significant change the accounting for leases in governmental funds 

in NCGA No. 5, as amended.  The GASB believes that guidance remains sufficient for use in financial 

statements prepared using the current financial resources measurement focus. 

 

If a lease is expected to be paid from general government resources, the lease will be accounted for and 

reported on a basis consistent with governmental fund accounting principles.  An expenditure and other 

financing source will be reported in the period the lease is initially recognized.  The expenditure and other 

financing source will be measured as provided in paragraphs 21-23 of GASB No. 87.  Subsequent 

governmental fund lease payments will be accounted for consistent with principles for debt service 

payments on long-term debt. 
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G.  An illustration of lessee accounting 

On 1/1/X1, Hamlet City leases equipment under a four year noncancellable agreement.  Fixed payments 

of $10,000 are due at 12/31 each year.  Hamlet City has determined that the discount rate is 6% and the 

present value of the lease liability at the commencement of the lease is $34,650.  Hamlet City has 

prepared the following amortization table for the lease liability: 

 

Payment date: Payment amount: Liability amortization component: Interest component: 

12/31/X1 10,000 7,920 2,080 

12/31/X2 10,000 8,396 1,604 

12/31/X3 10,000 8,900 1,100 

12/31/X4 10,000 9,434 566 

Totals 40,000 34,650 5,350 

 
Hamlet City has also determined that the lease asset at the commencement of the lease (i.e., $34,650) 

should be amortized in a straight line manner over the lease term.  Hamlet City has prepared the 

following amortization table for the lease asset: 

 

Period: Lease asset amortization amount: 

Year X1 8,662 

Year X2 8,662 

Year X3 8,662 

Year X4 8,664 

Totals 34,650 

 
The following table reflects the first year’s journal entries under both the accrual and modified accrual 

basis of accounting: 

 

X1 journal entries under the accrual basis of accounting: 

1/1/X1 Right-of-use lease asset 34,650  

 Lease liability  34,650 

 

12/31/X1 Lease liability 7,920  

 Interest expense 2,080  

 Cash  10,000 

 

12/31/X1 Amortization expense – right-of-use lease asset 8,662  

 Accumulated amortization – right-of-use lease asset  8,662 

X1 journal entries under the modified accrual basis of accounting: 

1/1/X1 Expenditure – lease right-of-use asset 34,650  

 Other financing source – lease liability  34,650 

 

12/31/X1 Expenditure – lease liability 7,920  

 Expenditure – interest 2,080  

 Cash  10,000 
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H.  Lessee disclosure requirements 

As we alluded to earlier, GASB No. 87 requires notes to financial statements related to the timing, 

significance, and purpose of a government’s leasing arrangements. 

 

GASB No. 87’s lessee disclosure requirements 
 

A lessee will disclose the following about its lease activities (which may be grouped for purposes of 

disclosure), other than short-term leases: 

 

A general description of its leasing arrangements, including: (1) the basis, terms, and 

conditions on which variable payments not included in the measurement of the lease liability 

are determined and (2) the existence, terms, and conditions of residual value guarantees 

provided by the lessee not included in the measurement of the lease liability; 

 

The total amount of lease assets, and the related accumulated amortization, disclosed 

separately from other capital assets; 

 

The amount of lease assets by major classes of underlying assets, disclosed separately from 

other capital assets; 

 

The amount of outflows of resources recognized in the reporting period for variable payments 

not previously included in the measurement of the lease liability; 

 

The amount of outflows of resources recognized in the reporting period for other payments, 

such as residual value guarantees or termination penalties, not previously included in the 

measurement of the lease liability; 

 

Principal and interest requirements to maturity, presented separately, for the lease liability for 

each of the five subsequent fiscal years and in five-year increments thereafter; 

 

Commitments under leases before the commencement of the lease term; and 

 

The components of any loss associated with an impairment. 

 

If applicable, a lessee also will provide relevant disclosures for: (1) sublease transactions; (2) sale-

leaseback transactions; and (3) lease-leaseback transactions.  A lessee is not required to disclose 

collateral pledged as a security for a lease if that collateral is solely the asset underlying the lease.  

Implementation Guide 2019-03 contains several questions and answers related to lessee disclosures.  

The following are two examples of this guidance. 

 

Two questions and answers from Implementation Guide 2019-03 
 

Question: A government makes lease payments based solely on the use of leased equipment.  Future 

payments are variable based on usage of the underlying asset; therefore, the government does not 

record a lease asset and a lease liability.  Is the government required to disclose the lease? 

Answer: Yes.  The lessee should apply the lease disclosure requirements in paragraphs 37-39 of 

GASB No. 87, as applicable, unless the lease meets the short-term lease exception. 
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Two questions and answers from Implementation Guide 2019-03 
 

Question: Should lease assets be included in the disclosure of changes in capital assets? 

Answer: Yes.  Lease assets are capital assets and, therefore, should be included in the disclosure of 

changes in capital assets.  Paragraph 37c of GASB No. 87 requires lessees to disclose “the amount of 

lease assets by major classes of underlying assets, disclosed separately from other capital assets.”  

Paragraphs 116 and 117 of GASB No. 34, as amended, require disclosure of information about major 

classes of capital assets, including disclosure of changes in capital assets. 

IV.  Lessor recognition, measurement, and disclosure 

Conceptually, in a lease transaction, a lessor receives payments over time for transferring to the lessee 

the legal right to use the underlying asset.  As we go through this section, we will see that the GASB 

believes that governmental lessees and lessors should account for the same transaction in a way that 

mirrors how the other party accounts for it to the extent appropriate. 

A.  An overview of lessor accounting 

A lessor will recognize a lease receivable and a deferred inflow of resources at the commencement 

of the lease term, with certain exceptions for leases of assets held as investments, certain regulated 

leases, short-term leases, and leases that transfer ownership of the underlying asset.  A lessor will not 

derecognize the asset underlying the lease.  The lease receivable will be measured at the present 

value of lease payments expected to be received during the lease term.  The deferred inflow of 

resources will be measured at the value of the lease receivable plus any payments received at or before 

the commencement of the lease term that relate to future periods. [Note. Any initial direct costs incurred 

by the lessor will be reported as outflows of resources (e.g., expense) for the period.]  A lessor will 

recognize interest revenue on the lease receivable and an inflow of resources (e.g., revenue) from the 

deferred inflows of resources in a systematic and rational manner over the term of the lease. 

 
From the lessor-side of the equation, we just saw that a lessor will recognize a lease receivable and a 

deferred inflow of resources at the commencement of the lease term, with certain exceptions for leases 

of assets held as investments, certain regulated leases, short-term leases, and leases that transfer 

ownership of the underlying asset.  We have already discussed short-term leases, and leases that 

transfer ownership of the underlying asset.  In terms of leases of assets held as investments, if the 

underlying asset in a lease meets the requirements in GASB No. 72 to be reported as an investment 

measured at fair value, the lessor should not apply the recognition and measurement provisions of GASB 

No. 87.  However, the lessor would follow certain disclosure requirements in GASB No. 87 paragraph 

57d. 

 
In terms of certain regulated leases, certain leases are subject to external laws, regulations, or legal 

rulings (e.g., the U.S. Department of Transportation and the Federal Aviation Administration regulate 

aviation leases between airports and air carriers and other aeronautical users).  Paragraph 43 of GASB 

No. 87 provides some rather narrow criteria for a lease to be considered a “certain regulated lease” (e.g., 

lease rates cannot exceed a reasonable amount, with reasonableness being subject to determination by 

an external regulator).  If those criteria are met, lessors will not apply the provisions in paragraphs 44-59 

of GASB No. 87, instead they will recognize inflows of resources (e.g., revenue) based on the payment 

provisions of the lease contract and provide the disclosures specified in paragraph 60 of GASB No. 87. 
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B.  Calculating the lessor’s initial lease receivable 

Conceptually, the lessor’s initial lease receivable will be measured at the present value of lease 

payments expected to be received during the lease term, reduced by any provision for estimated 

uncollectible amounts.  However, since there are several different types of payments that may be 

received under a lease contract, the calculation of the lease receivable can become somewhat complex 

depending upon the terms of the lease. 

 

Calculating the lessor’s initial lease receivable 
 

A lessor initially will measure the lease receivable at the present value of lease payments expected 

to be received during the lease term, reduced by any provision for estimated uncollectible amounts.  

Measurement of the lease receivable will include the following, if required by a lease: 

 

Fixed payments; 

 

Variable payments that depend on an index or a rate (such as the Consumer Price Index or a 

market interest rate), initially measured using the index or rate as of the commencement of the 

lease term; 

 

Variable payments that are fixed in substance; [Important Note. Variable payments based on 

future performance of the lessee or usage of the underlying asset will not be included in the 

measurement of the lease receivable.  Rather, those variable payments will be recognized as 

inflows of resources (e.g., revenue) in the period to which those payments relate.] 

 

Residual value guarantee payments that are fixed in substance; and 

 

Any lease incentives payable to the lessee. 

 

Note. The above future lease payments to be received will be discounted using the interest rate the 

lessor charges the lessee, which may be the interest rate implicit in the lease. 

1.  Exercise 1-12 

Please indicate whether the following statements are true or false. 

 

 True or False 

1 
The types of payments included in calculating a lessor’s initial lease receivable are 

similar to the payments considered in determining a lessee’s initial lease liability 

under GASB No. 87.  However, some differences do exist. 

 

2 

Lessor County leases excess office space to a lessee in a five year agreement.  

The lease does not explicitly discuss a discount rate.  Lessor County does not 

need to discount the payments expected to be received in determining the initial 

lease receivable since no rate is explicitly stated. 
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C.  Accounting for the lessor’s lease receivable over the lease term 

True to the concept that a lease is a financing, GASB No. 87 requires that a lessor recognize interest 

revenue related to the amortization of the discount on the lease receivable. 

 

 

In subsequent financial reporting periods… 
 

The lessor will calculate the amortization of the discount on the lease receivable and report that 

amount as an inflow of resources (e.g., interest revenue) for the period.  Any payments 

received will be allocated first to the accrued interest receivable and then to the lease 

receivable. 

 

Paragraphs 49-52 of GASB No. 87 discuss several conditions (e.g., a change in the lease term) that 

require the lease receivable to be remeasured at subsequent reporting dates if the changes are expected 

to significantly affect the amount of the lease receivable.  Those paragraphs also discuss certain 

circumstances that trigger reassessment of the discount rate used to measure the lease receivable. 

Paragraphs 71-79 discuss modifications and terminations of leases while the contract is in effect. 

D.  Calculating the lessor’s initial deferred inflow of resources 

GASB No. 87 requires lessors to recognize a deferred inflow of resources to correspond to the lease 

receivable.  A deferred inflow of resources represents an acquisition of net assets by the government that 

is applicable to a future reporting period. 

 

Calculating the lessor’s initial deferred inflow of resources 
 

A lessor initially will measure the deferred inflow of resources as follows: 

 

The amount of the initial measurement of the lease receivable; and 

 

Lease payments received from the lessee at or before the commencement of the lease term 

that relate to future periods (e.g., the final month’s rent), less any lease incentives paid to, or 

on behalf of, the lessee at or before the commencement of the lease term. 

E.  Accounting for the lessor’s deferred inflow of resources over the lease term 

Under GASB No. 87, a lessor will recognize revenue as the service capacity of the underlying asset is 

used by the lessee over future reporting periods. 

 

 

In subsequent financial reporting periods… 
 

A lessor will recognize the deferred inflow of resources as inflows of resources (e.g., revenue) 

in a systematic and rational manner over the term of the lease. 

 

The deferred inflow of resources generally will be adjusted by the same amount as any change resulting 

from the remeasurement of the lease receivable as discussed in paragraphs 49-52 of GASB No. 87. 

Paragraphs 71-79 discuss modifications and terminations of leases while the contract is in effect. 
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F.  What about the underlying asset? 

A lessor will not derecognize the asset underlying the lease.  A lessor will continue to apply other 

applicable guidance to the underlying asset, including depreciation and impairment.  However, if the lease 

contract requires the lessee to return the asset in its original or enhanced condition, a lessor will not 

depreciate the asset during the lease term (as the service capacity of that asset would be at least the 

same at the end of the lease as it was at the beginning). 

1.  Exercise 1-13 

Please answer the following question related to the asset underlying a lease. 

 

What were they thinking? 
 

When the lessor gives the lessee the right to use the underlying asset, the lessor also gives up its right 

to use that asset.  Under GASB No. 62, when a lessor recognized a lease receivable for a lease that 

qualified as a capital lease, the lessor also derecognized the underlying asset.  Why did the GASB 

not require derecognition under GASB No. 87? 

G.  The current financial resources measurement focus financial statements 

In financial statements prepared using the current financial resources measurement focus, a lessor will 

recognize a lease receivable and a deferred inflow of resources to account for a lease.  A lessor will 

measure the deferred inflow of resources at the initial value of the lease receivable, plus the amount of 

any payments received at or before the commencement of the lease term that relate to future periods 

(e.g., the final month’s rent).  A lessor subsequently will recognize the deferred inflow of resources as 

inflows of resources (e.g., revenue), if available, in a systematic and rational manner over the term of the 

lease. 

H.  Lessor disclosure requirements 

Under GASB No. 87, the notes to financial statements will include a description of leasing arrangements 

and the total amount of inflows of resources recognized from leases.  In addition to the disclosures in the 

following chart, if a lessor’s principal ongoing operations consist of leasing assets to other entities, the 

government will disclose a schedule of future payments that are included in the measurement of the lease 

receivable, showing principal and interest separately, for each of the five subsequent fiscal years and in 

five-year increments thereafter.  Also, as we mentioned earlier, paragraph 60 of GASB No. 87 provides 

unique disclosure requirements for certain regulated leases. 
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GASB No. 87’s lessor disclosure requirements 
 

A lessor will disclose the following about its lease activities (which may be grouped for purposes of 

disclosure), other than short-term leases and certain regulated leases: 

 

A general description of its leasing arrangements, including the basis, terms, and conditions on 

which any variable payments not included in the measurement of the lease receivable are 

determined; 

 

The total amount of inflows of resources (e.g., lease revenue, interest revenue, and any other 

lease-related inflows) recognized in the reporting period from leases, if that amount cannot be 

determined based on the amounts displayed on the face of the financial statements; 

 

The amount of inflows of resources recognized in the reporting period for variable and other 

payments not previously included in the measurement of the lease receivable, including inflows 

of resources related to residual value guarantees and termination penalties; and 

 

The existence, terms, and conditions of options by the lessee to terminate the lease or abate 

payments if the lessor government has issued debt for which the principal and interest 

payments are secured by the lease payments. 

 
Note. If applicable, a lessor also will provide relevant disclosures for: (1) leases of assets that are 

investments; (2) certain regulated leases; (3) sublease transactions; (4) sale-leaseback transactions; and 

(5) lease-leaseback transactions. 

V.  Other more specialized guidance 

Since there is such variety in the population of leases that occur, it is difficult to have a standard that 

addresses all the potential leasing scenarios out there.  While GASB No. 87 is general in nature, the 

GASB did try to address certain specialized scenarios that may arise in a limited way.  GASB No. 87 

contains specialized guidance, primarily found in paragraphs 61 to 91, related to lease modifications, 

lease terminations, lease incentives, subleases, sale-leasebacks, lease-leasebacks, intra-entity leases, 

leases between related parties, contracts with multiple components, and contract combinations. 

VI.  Effective date and transition 

The requirements of GASB No. 87 are effective for fiscal years beginning after June 15, 2021, and all 

reporting periods thereafter (due to GASB No. 95).  Changes adopted to conform to the provisions of 

GASB No. 87 will be applied retroactively by restating financial statements, if practicable, for all prior 

periods presented.  If restatement for prior periods is not practicable, the cumulative effect, if any, of 

applying GASB No. 87 will be reported as a restatement of beginning net position (or fund balance or 

fund net position, as applicable) for the earliest period restated.  In the first period that GASB No. 87 is 

applied, the notes to financial statements will disclose the nature of the restatement and its effect.  Also, 

the reason for not restating prior periods presented will be disclosed. 

 
Leases will be recognized and measured using the facts and circumstances that existed at the 

beginning of the period of implementation (or, if applied to earlier periods, the beginning of the earliest 

period restated).  However, lessors will not restate the assets underlying their existing sales-type or 

direct-financing leases.  Any residual assets for those leases will become the carrying values of the 

underlying assets. 
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A.  Exercise 1-14 

Please indicate whether the following statement is true or false. 

 

 True or False 

1 

Government Z presents single-year financial statements and has a June 30 year-

end.  Government Z is a lessee in a 10-year agreement for office space that has 

eight months left on 7/1/21.  Government Z would evaluate the lease based on the 

facts and circumstances that exist at the beginning of the period of implementation 

(i.e., in this case 7/1/21) so this lease would be a short-term lease. 

 

B.  Two questions and answers related to the implementation of GASB No. 87 

Implementation Guide 2019-03 contains the following questions and answers related to the 

implementation of GASB No. 87. 

 

Two questions and answers from Implementation Guide 2019-03 
 

Question: For leases that were reported as operating leases prior to the implementation of GASB No. 

87, should a government determine what the lease asset would have been on the date of 

implementation if it initially had been recognized and amortized in prior periods as a lease under the 

provisions of GASB No. 87? 

Answer: No.  Paragraph 94 of GASB No. 87 states that leases should be measured using the facts 

and circumstances that existed at the beginning of the period of implementation.  The government is 

not required to estimate what the lease asset would have been if it initially had been recognized and 

amortized in prior periods as a lease under the provisions of GASB No. 87.  The lease liability should 

be measured using the remaining lease term and discount rate as of the beginning of the earliest 

period restated.  The right-to-use asset should be measured based on the lease liability at that date 

and no restatement of beginning net position would be required because the lease asset and the lease 

liability would be the same. 

Question: In a period prior to the implementation of GASB No. 87, a government entered into a capital 

lease with an interest rate of 5 percent and recognized a capital asset and a liability of $45,600.  At the 

beginning of the earliest period restated, the carrying value of the capital asset is $20,900, and the 

liability (principal outstanding) is $21,500.  The government determines that the liability at that date 

should be $22,500 under GASB No. 87 due to a change in the assessment of the lease term.  For 

leases that were reported as capital leases prior to the implementation of GASB No. 87, can the 

government use the carrying value of the capital lease asset at the beginning of the earliest period 

restated as the measure of the lease asset? 

Answer: Paragraph 94 of GASB No. 87 states that leases should be measured using the facts and 

circumstances that exist at the beginning of the period of implementation.  This allows for use of the 

carrying value of the existing capital lease asset, adjusted to the new carrying value of the lease liability 

under GASB No. 87.  In this example, the government should report a $1,000 increase in the lease 

liability to $22,500 due to the reassessment of the lease term.  Accordingly, the lease asset should be 

increased by $1,600 to $22,500.  The $600 difference should be included in the restatement of 

beginning net position. 
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VII.  Suggested solutions to exercises 

This section contains the suggested solutions to the exercises presented in the chapter. 

A.  Suggested solution to Exercise 1-1 

 

 True or False 

1 

Under the previous leasing guidance, a lease was classified as being either 

capital or operating (depending on whether the lease met any of four tests) and 

the approach to accounting for the lease was dependent on that classification.  

GASB No. 87 does not make this distinction. 

True. 

B.  Suggested solution to Exercise 1-2 

 

Conveying control of the right to use – Part 1 
 

Are cell phone tower or antenna placement agreements leases? 
 

This question is from Implementation Guide 2019-03.  If the agreements meet the GASB No. 87 

definition of a lease, including the control criterion, then such agreements are leases.  The control 

criterion generally is met if a cell phone tower or antenna placement agreement conveys control of the 

right to use the land on which the tower is placed or the connection point to which the antenna is 

affixed. 

Conveying control of the right to use – Part 2 
 

A government enters into a contract which allows the lessor to replace the original asset with an 

identical asset during the lease.  Does that provision mean that the contract does not convey 

control of the right to use the asset? 
 

No.  A lease conveys control of the right to use another entity’s asset.  Substitution with an identical 

asset allows the government to maintain control of the right to use the service capacity of the lessor’s 

underlying asset and is in line with the definition of a lease. 
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C.  Suggested solution to Exercise 1-3 

 

Lease or purchase – Part 1 
 

A government enters into several easement agreements providing the right to use a tangible asset 

(e.g., land).  Do easement agreements meet the definition of a lease? 
 

Some easement agreements may meet the definition of a lease, while others may not.  For example, 

a permanent easement, which lasts indefinitely without a cancellation option, would not meet the period 

of time part of the lease definition.  Easement agreements will need to be examined to determine 

whether they meet the definition of a lease. 

Lease or purchase – Part 2 
 

A school district leases computers.  At the end of the lease term, students are given the option to 

purchase their computers from the school district.  Regardless of whether the students purchase their 

computers, the school district is required to purchase all computers from the lessor.  The school district 

does not have a termination option.  Should this arrangement be reported as a lease or a financed 

purchase of the computers by the school district? 
 

This question is from Implementation Guide 2019-03.  This arrangement should be reported as a 

financed purchase.  One criterion of a financed purchase is that the contract transfers ownership of the 

underlying asset to the lessee by the end of the contract.  In this example, the lessee is the school 

district, not the students.  The contract transfers ownership of the computers because the purchase by 

the school district is required.  The sale of computers to the students is a separate transaction. 

 

D.  Suggested solution to Exercise 1-4 

 

 True or False 

1 

A common type of licensing contract is for 

computer software.  Under GASB No. 87, 

licensing agreements for computer software 

should not be treated as leases. 

True.  Due to the unique features and 

complexities of these transactions, the GASB 

decided to explicitly exclude licensing contracts 

for computer software from GASB No. 87. 

2 

County X leases land it owns to farmers allowing 

them to use the land for producing wheat and 

corn.  GASB No. 87 does not apply to this lease 

as it relates to biological assets. 

False.  Although the use of land for farming 

may produce biological assets, the underlying 

asset of the lease is the land, which is not a 

biological asset. 
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E.  Suggested solution to Exercise 1-5 

 

Reasonably certain 
 

We just saw that reasonably certain is used as the threshold for including periods in the lease term 

covered by options to extend or terminate.  We also saw that reasonably certain is a rather high 

threshold. Les C. Quandary is reviewing several contracts and determining whether options to extend 

or terminate should be included in the lease term.  What are some factors Les will consider in 

determining whether the reasonably certain threshold has been met? 
 

Les will holistically consider factors such as: [1] the presence of a significant economic incentive (e.g., 

a contract contains a provision for an optional additional period that is favorable compared to current 

market rates); [2] the presence of a significant economic disincentive (e.g., costs associated with 

terminating a lease and leasing another asset); [3] the government’s history of exercising options to 

extend or terminate; and [4] the degree to which the asset being leased is essential to the provision of 

government services. 

F.  Suggested solution to Exercise 1-6 

 

When will this term ever end? 
 

College Y enters into a lease agreement for 48 months.  College Y has an option to extend the lease 

for an additional 12 months.  College Y is uncertain as to whether it will exercise the option to extend 

the lease.  After the end of the 48 months (if College Y does not extend the lease) or 60 months (if 

College Y does extend the lease), the lease may be continued on a month-to-month basis, which either 

College Y or the lessor can cancel.  Based on these facts alone, what is the initial lease term 

under GASB No. 87? 
 

In this case, the initial lease term under GASB No. 87 would be the noncancellable period of 48 

months.  Since College Y is not reasonably certain that it will exercise the option to extend the lease for 

an additional 12 months, it would not include those months in the lease term.  The potential month-to-

month extensions also would not be included in the lease term as both College Y and the lessor have 

an option to terminate the lease without permission from the other party. 

G.  Suggested solution to Exercise 1-7 

 

 True or False 

1 

The reporting for lease contracts with multiple underlying 

assets or with a service component should be the same as 

if the components were in separate contracts.  Not 

separating lease components from nonlease components 

would result in capitalizing a period expense and 

recognizing a liability for services that have not been 

provided. 

True. The GASB believes that 

separation generally should be 

required so that the financial 

statements faithfully represent the 

substance of the transaction. 
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H.  Suggested solution to Exercise 1-8 

 

Variable lease payments – Scenario 1 
 

Haulinburg County leases a trash truck for three years and is required to make variable payments 

based on the number of miles driven each month.  The lease agreement contains no minimum 

payment requirements.  Haulinburg County is reasonably certain of the minimum number of miles that 

will be driven based on established routes.  Haulinburg County estimates the monthly payment will be 

$5,000.  Should the reasonably certain monthly variable lease payment of $5,000 be included in 

a lease liability calculation? 
 

No. Variable payments based on future performance of the lessee or usage of the underlying asset are 

not included in the measurement of the lease liability even if they are reasonably certain of being 

required.  In this case, the variable payments would be recognized as outflows of resources (e.g., 

expense) in the periods in which the obligation for those payments is incurred. 

Variable lease payments – Scenario 2 
 

Crusher County leases a trash truck for three years and is required to make variable payments based 

on the number of miles driven each month.  The lease agreement contains a provision that if the truck 

drives less than 500 miles a month, a monthly minimum payment of $5,000 is required.  Should the 

monthly minimum lease payment of $5,000 be included in a lease liability calculation? 
 

Yes. The minimum payment of $5,000 would be included in a lease liability calculation.  GASB No. 87 

requires that the lease liability include “variable payments that are fixed in substance.”  In this scenario, 

the minimum amount that is required to be paid ($5,000) is fixed in substance and would be included in 

the lease liability calculation. 

I.  Suggested solution to Exercise 1-9 

 

 True or False 

1 
A lease liability is not required to be remeasured, nor is the discount 

rate required to be reassessed, solely for a change in the lessee’s 

incremental borrowing rate. 

True. The GASB specified 

this in paragraph 28 of 

GASB No. 87. 

J.  Suggested solution to Exercise 1-10 

 

 True or False 

1 

The measurement of the lease asset 

includes any lease payments made at or 

before the commencement of the lease term. 

True. Those payments are not included in the 

lease liability but are part of the cost of the lease 

asset.  GASB No. 87 requires those amounts to be 

added to the amount derived from the lease liability 

so that the lease asset is measured at its total cost. 
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K.  Suggested solution to Exercise 1-11 

 

 True or False 

1 

Under GASB No. 87, a government 

may combine the interest and 

amortization expenses related to a 

lease and report a single rent 

expense amount. 

False. The interest expense and amortization expense 

are reported in the resource flows statements with other 

interest and depreciation or amortization expense 

amounts. (For additional discussion see GASB No. 87 

paragraph B54) 

2 

The amortization of the lease asset 

must be done on a straight line basis. 

False. Amortization in a systematic and rational manner 

does not necessarily mean the same amount would be 

amortized in each period.  For example, a calculation that 

results in a constant total lease cost (the total of the 

separately determined interest and amortization) could be 

considered systematic and rational in some cases. (For 

additional discussion see GASB No. 87 paragraph B56) 

L.  Suggested solution to Exercise 1-12 

 

 True or False 

1 

The types of payments included in 

calculating a lessor’s initial lease 

receivable are similar to the payments 

considered in determining a lessee’s 

initial lease liability under GASB No. 87.  

However, some differences do exist. 

True. The main differences that exist relate to 

payments which are contingent upon future events 

[e.g., payments arising from purchase options and 

residual value guarantees (that are not fixed in 

substance)].  Even if such payments are reasonably 

certain, the GASB did not want to have contingent 

asset amounts recognized on the lessor side. 

2 

Lessor County leases excess office 

space to a lessee in a five year 

agreement.  The lease does not 

explicitly discuss a discount rate.  Lessor 

County does not need to discount the 

payments expected to be received in 

determining the initial lease receivable 

since no rate is explicitly stated. 

False. In determining the initial lease receivable, the 

future lease payments to be received will be 

discounted using the interest rate the lessor charges 

the lessee, which may be the interest rate implicit in 

the lease.  Paragraph B69 of GASB No. 87 states that 

the GASB believes that a discount rate can be imputed 

on any future payment stream, even if it was not 

explicitly factored into the determination of the payment 

amounts. 
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M.  Suggested solution to Exercise 1-13 

 

What were they thinking? 
 

When the lessor gives the lessee the right to use the underlying asset, the lessor also gives up its right 

to use that asset.  Under GASB No. 62, when a lessor recognized a lease receivable for a lease that 

qualified as a capital lease, the lessor also derecognized the underlying asset.  Why did the GASB 

not require derecognition under GASB No. 87? 
 

In developing GASB No. 87, the GASB considered derecognition of the underlying asset but concluded 

that doing so would present challenges that were not prevalent under the former guidance.  The former 

guidance resulted in many leases being classified as operating leases rather than capital leases.  

However, under GASB No. 87’s single model, if derecognition had been included challenges would 

have occurred in for example the treatment of a lease where only a portion of a building was leased to 

another party (i.e., would the lessor derecognize only a portion of the historical cost of the building?).  

Thus, under GASB No. 87, a lessor will not derecognize the asset underlying the lease. 

N.  Suggested solution to Exercise 1-14 

 

 True or False 

1 

Government Z presents single-year financial statements and 

has a June 30 year-end.  Government Z is a lessee in a 10-

year agreement for office space that has eight months left on 

7/1/21.  Government Z would evaluate the lease based on the 

facts and circumstances that exist at the beginning of the 

period of implementation (i.e., in this case 7/1/21) so this 

lease would be a short-term lease. 

True. Note. If Government Z 

presented prior-year financial 

statements (i.e., 6/30/21) it would 

be a different story, as the lease 

would have 20 months left on 

7/1/20. 
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Appendix 1A 

I.  Implementation tips 

This appendix contains additional tips the author believes are helpful in implementing GASB No. 87. 

A.  Taking an inventory of existing lease agreements 

The first step in applying GASB No. 87 is taking an inventory of the existing lease agreements at 

implementation. For auditors, this will feel a lot like performing a search for unrecorded liabilities, only 

here we are looking for leases. This inventory would include: (1) reviewing agreements related to office 

space/facility rentals, vehicles, copiers, computers, and equipment; (2) reviewing recurring expenses to 

look for potential lease payments; (3) reviewing GL expense accounts for keywords that could indicate a 

lease; and (4) inquiring of operational and contracting personnel. While conducting the inventory of lease 

agreements, learn from the experience and establish processes and controls so that in future periods the 

accounting function readily has access to all leasing information and documentation of key GASB No. 87 

determinations. 

 

Another issue in taking an inventory of lease agreements is considering embedded leases. The term 

embedded leases does not appear in GASB No. 87. However, the term is simply used by some to refer 

to a lease (i.e., something that meets the GASB No. 87 definition of a lease) which is part of another 

contract (i.e., it is a subcomponent of another contract). The portion of the contract meeting the GASB 

No. 87 definition of a lease would be subject to GASB No. 87. 

B.  Gathering the key information from the lease agreements 

Key information to gather in reviewing lease agreements includes: (1) the lease commencement and 

termination dates; (2) the lease term and information regarding options to extend or terminate; (3) details 

regarding the type, description and location of the leased asset; (4) payment terms, termination penalties, 

bargain purchase options, renewal term payments, residual value guarantees; (5) information regarding 

any lease incentives and initial direct costs; and (6) information regarding any variable lease payments. 

C.  To have a lease under GASB No. 87, we must have CPE 

Based on the GASB No. 87 definition of a lease, to have a recordable lease, we must have CPE: 

(1) Conveyance of control; (2) Period of time; and (3) Exchange transaction. When looking at 

agreements, if we do not have all three elements that make up CPE, we do not have a recordable lease 

under GASB No. 87. It is vital that personnel understand the concept of the CPE elements necessary to 

have a recordable lease. If personnel simply get caught up in looking for the words rent or lease, a risk 

exists that contracts may be improperly included or excluded. 

D.  Understanding reasonably certain 

When trying to apply the reasonably certain threshold, think of reasonably certain as being around 90% 

certainty. It is easier to add right-of-use assets and lease liabilities in future years (if an option is 

exercised that we were not certain would be initially) than to incorrectly include periods/amounts initially 

and have large adjustments down the road to remove those assets and liabilities. 
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E.  We will assess the time period of each lease twice using different rules 

When looking at leases under GASB No. 87, we will assess the time period of each lease twice using 

different rules for measuring time. We will assess the lease term of the lease using one set of rules for 

measuring time (this will drive the accounting for the lease). Using a different set of rules for measuring 

time, we will assess the lease to see whether the agreement possibly qualifies under the short-term lease 

exception (if met, this would keep us from capitalizing the lease). 

F.  There are possibly three types of time periods which you may encounter 

When measuring time under GASB No. 87, there are possibly three types of time periods which you may 

encounter (which can be remembered by the acronym CON): [1] cancelable periods of time - periods 

where both the lessee and lessor have an option to terminate the lease without permission from the other 

party (or if both parties have to agree to extend); [2] optional periods of time – periods where either the 

lessee or lessor (but not both) have an option to extend or terminate a lease; and [3] noncancelable 

periods of time - periods where both the lessee and lessor are legally obligated without the possibility of 

cancellation. 

G.  Monitoring events resulting in lease remeasurements or modifications 

It is important to remember that after the initial implementation of GASB No. 87, events may occur that 

were not initially expected (e.g., an option is exercised that we did not think would be, a contract is 

amended to lengthen/shorten the lease term, etc.). GASB No. 87 paragraphs 15, 25, and 49 discuss 

changes that result in lease remeasurements. GASB No. 87 paragraphs 71-79 discuss lease 

modifications and terminations. It is important that governments establish processes and controls over 

leases to detect the triggering events discussed in those paragraphs that may require adjustments under 

GASB No. 87. 

H.  Common nonlease components 

When looking at a contract which calls out multiple components, common nonlease components (which 

would be a period expense not subject to GASB No. 87) observed which would be separated out include: 

[1] providing utilities (e.g., water or electricity) to the lessee; [2] common area maintenance; [3] equipment 

maintenance or operation; and [4] reimbursement of lessor costs for property taxes or insurance. When 

considering the need to separate out nonlease components, materiality would be a factor to consider (i.e., 

if the nonlease amounts are not material they are likely not worth breaking out). 

I.  Materiality is always a factor 

Materiality is always a factor when determining what is reflected in the financial statements and this 

should apply to leases as well. If an organization has a reasonable capitalization threshold for fixed 

assets that threshold, with temperance, likely makes sense for leases as well (i.e., if it does not result in 

material assets and liabilities being left off the financial statements). The temperance with regard to 

applying capitalization thresholds to leases particularly comes on the liability-side of the equation. When 

thinking about liabilities, we normally do not think in terms of recognition (i.e., capitalization) thresholds 

per se (as we might for assets) but rather we focus on materiality.  
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Materiality is important both individually and in the aggregate. We also need to consider materiality 

separately from both the asset-side and the liability-side instead of net (e.g., as the non-recognition of 

liabilities may have greater influence on financial statement users). Keep in mind when thinking about the 

materiality of the potential asset and liability involved the drivers are the payments involved and the time 

period involved. 

 

Some have considered using a fixed asset threshold but going on and booking the liability if it is material. 

However, this option is not optimal as it may cause strange journal entries (e.g., initially booking an 

expense for the asset and a lease liability) and also cause unbalanced disclosures. If using a 

government’s existing fixed asset threshold would result in lease assets being left off while lease liabilities 

are being booked, a better idea is likely to have a modified capitalization policy that when you have a 

lease liability being recognized (due to its materiality individually or in the aggregate) you record the 

offsetting asset.  

J.  The discount rate used by the lessee 

Unfortunately, the GASB does not allow the option of using a risk-free discount rate (as the FASB does in 

FASB ASC 842). Under GASB No. 87, lessees first look to the interest rate the lessor charges the lessee. 

However, many leases do not explicitly state the lessor’s rate or perhaps the rate discussed does not 

appear to be reasonable (i.e., it is not representative of the actual transaction). Thus, lessees may often 

be using their estimated incremental borrowing rate (i.e., an estimate of the interest rate that would be 

charged for borrowing the lease payment amounts during the lease term). In determining the estimated 

incremental borrowing rate for a lease, things to consider include: (1) the payment amounts; (2) the 

structure of the payments; (3) the length of the lease; and (4) the creditworthiness of the lessee. 

K.  Accrued interest 

Keeping materiality in mind, the timing of a government’s lease payments certainly may not align perfectly 

with its year-end. So, at year-end, a government may need to recognize interest expense and an accrued 

interest liability (i.e., you do not add it to the lease liability). This is comparable to the treatment of interest 

on a loan. 

L.  A few thoughts about disclosures 

The bad news is that the GASB does not provide much help when it comes to illustrative disclosures. The 

good (relatively) news is that the volume of illustrations by resource providers, interest groups, and 

audited financial statements should grow each day now. Plan to devote time in studying and applying the 

new disclosure requirements and think through ways to make them more relevant to users who are 

unaccustomed to seeing them (e.g., having a lease note where the lease asset disclosures and lease 

liability disclosures are presented next to each other rather than in separate parts of the notes). 
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M.  The discount rate used by the lessor 

We saw earlier that applying GASB No. 87 is not easy for lessees when it comes to determining the 

discount rate to be used. For lessors, GASB No. 87 is even less flexible. Under paragraph 47, the future 

lease payments to be received are required to be discounted using the interest rate the lessor charges 

the lessee, which may be the interest rate implicit in the lease. However, lease payments are often based 

on market rents rather than a financing concept so this will not be an easy exercise. Carefully read 

section 4.15 of Implementation Guide 2020-01 for full context. In part, section 4.15 discusses that if there 

is no stated rate (or if the stated rate is not the rate the lessor charges the lessee) and the implicit rate 

cannot be determined, the lessor may presume (unless there is persuasive evidence to the contrary) that 

it is recovering its cost associated with interest cost and use the lessor’s own incremental borrowing rate 

as the discount rate. 

N.  Don’t forget about debt covenants 

Depending on the government involved, GASB No. 87 may be adding meaningful assets and liabilities to 

the financial statements. Subject to how certain debt covenants are written, some governments could find 

themselves in violation of existing debt covenants due to this. For governments in this situation, it is 

critical for them to reach out to their lenders as soon as possible to avoid difficulties. 

O.  A few words about auditing 

For auditors, in addition to the audit resource provider that they utilize, the 2022 AICPA State and Local 

Governments - Audit and Accounting Guide is expected to have a separate chapter on auditing leases. 

After the initial implementation of the standard, the auditing approach will likely focus on a roll forward 

type method (e.g., similar to the auditing of capital assets). The AICPA guide is expected to encourage 

auditing lease liabilities and lease assets similar to the following roll forward type method: 

 

Lease liability roll forward      
 

Beginning 
balance Additions 

Principal 
portion of 
payments 

made Remeasurements 

Lease 
amendment 
modifications 

Lease 
amendment 
terminations 

Ending 
balance 

 

Existing lease A 25,000  (10,000) - - - 15,000 
Existing lease B 50,000  (20,000) - - - 30,000 
Existing lease C 75,000  (30,000) - - - 45,000 
New lease D - 50,000 (5,000) - - - 45,000 

Total 150,000 50,000 (65,000) - - - 135,000 

 

Lease asset roll forward       
 

Beginning 
balance Additions Amortization 

 

Remeasurements 

Lease 
amendment 
modifications 

Lease 
amendment 
terminations 

Ending 
balance 

 
Impairments 

Existing lease A 22,000  (11,000) - - - - 11,000 
Existing lease B 52,000  (19,000) - - - - 33,000 
Existing lease C 74,000  (28,000) - - - - 46,000 
New lease D - 50,000 (6,000) - - - - 44,000 

Total 148,000 50,000 (64,000) - - - - 134,000 
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Additional Recently 
Issued GASB Standards 

Learning objectives 

 

Upon completing this chapter, you will have an understanding of additional GASB standards 

that have recently been issued. 

I.  Additional recently issued GASB standards 

While GASB No. 87 is undoubtedly the most critical challenge in governmental accounting today that 

does not mean that the GASB has not been issuing additional standards.  In this chapter, we will highlight 

aspects of recent GASB standards that most would classify as less critical than GASB No. 87. 

II.  Subscription-based IT arrangements 

In May 2020, the GASB issued GASB No. 96, Subscription-Based Information Technology Arrangements.  

GASB No. 96 will provide requirements related to subscription-based information technology 

arrangements (SBITAs) for government end users when it becomes effective for fiscal years beginning 

after June 15, 2022, and all reporting periods thereafter.  The requirements in GASB No. 96 track closely 

to the requirements found in GASB No. 87, but the guidance is tailored to issues surrounding SBITAs 

(e.g., how a government that enters into a software subscription agreement should account for related 

implementation costs). 

A.  What is a SBITA? 

The definition of a SBITA from GASB No. 96 is provided in the following chart. 

 

The GASB No. 96 definition of a SBITA 

 

Under GASB No. 96, a SBITA is a contract that conveys control of the right to use another 

party’s (a SBITA vendor’s) IT software, either alone or in combination with tangible capital 

assets (the underlying IT assets), as specified in the contract for a period of time in an 

exchange or exchange-like transaction. 

 

As seen above, the GASB No. 96 definition of a SBITA contains the same essential elements as the 

GASB No. 87 definition of a lease.  It should also be noted that GASB No. 96 does specifically exclude 

certain items from its scope, as shown in the following chart. 
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GASB No. 96 does not apply to: 

 

Contracts that convey control of the right to use another party’s combination of IT software and 

tangible capital assets that meets the definition of a lease in GASB No. 87 in which the 

software component is insignificant when compared to the cost of the underlying tangible 

capital asset (e.g., a computer with operating software or a smart copier that is connected to 

an IT system). 

 

Governments that provide the right to use their IT software and associated tangible capital 

assets to other entities through SBITAs. 

 

Contracts that meet the GASB No. 94 definition of a PPP. 

 

Licensing arrangements that provide a perpetual license to governments to use a vendor’s 

computer software, which are subject to GASB No. 51, Accounting and Financial Reporting for 

Intangible Assets, as amended. 

B.  Key guidance related to SBITAs 

After providing guidance on what a SBITA is and is not, GASB No. 96 provides detailed guidance related 

to accounting and reporting for SBITAs that closely aligns with the GASB No. 87 leasing guidance. 

 

Key guidance related to SBITAs in GASB No. 96… 

 

The subscription term includes the period during which a government has a noncancelable 

right to use the underlying IT assets.  The subscription term also includes periods covered 

by an option to extend (if it is reasonably certain that the government or SBITA vendor will 

exercise that option) or to terminate (if it is reasonably certain that the government or SBITA 

vendor will not exercise that option). 

 

A short-term SBITA is defined using essentially the same terms as a short-term lease in GASB 

No. 87, and it is treated similarly to how short-term leases are treated in GASB No. 87. 

 

A government will recognize a subscription liability, which is initially measured at the present 

value of subscription payments expected to be made during the subscription term.  Future 

subscription payments should be discounted using either the interest rate the SBITA vendor 

charges the government, which may be implicit, or the government’s incremental borrowing 

rate if the interest rate is not readily determinable.  A government will recognize amortization of 

the discount on the subscription liability as an outflow of resources (e.g., interest expense) in 

subsequent financial reporting periods. 

 

A government will recognize a subscription asset, which is initially measured as the sum of 

(1) the initial subscription liability amount; (2) payments made to the SBITA vendor before 

commencement of the subscription term; and (3) capitalizable implementation costs, less any 

incentives received from the SBITA vendor at or before the commencement of the subscription 

term.  A government will recognize amortization of the subscription asset as an outflow of 

resources over the subscription term. 
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Key guidance related to SBITAs in GASB No. 96… 

 

Training costs related to SBITAs will be expensed as incurred.  GASB No. 96 does provide 

capitalization criteria for certain outlays other than subscription payments, including 

implementation costs of a SBITA, if specific criteria are met. 

 

A government will disclose descriptive information about its SBITAs (other than short-term 

SBITAs), such as the amount of the subscription asset, accumulated amortization, other 

payments not included in the measurement of a subscription liability, principal and interest 

requirements for the subscription liability, and other essential information. 

C.  Exercise 2-1 

Please answer the following question. 

 

 True or False 

1 

City X enters into a three-year SBITA contract. City X provides payment in full at 

the commencement of the subscription term. City X will need to recognize interest 

expense during the term of the agreement. 

 

D.  Implementation costs 

As we have discussed, the requirements in GASB No. 96 track closely to the requirements found in 

GASB No. 87, but the guidance is tailored to issues surrounding SBITAs. One area of that tailored 

guidance relates to how governments should account for related implementation costs. Such costs may 

include configuration, coding, data conversion, data migration, testing, and other ancillary charges that 

are necessary for the government to prepare its system for accessing the subscribed IT assets. 

Paragraphs 29-40 of GASB No. 96 provide detailed guidance/criteria related to such costs and the 

treatment varies depending upon whether the costs are incurred during: (1) the preliminary project 

stage; (2) the initial implementation stage; or (3) the operation and additional implementation 

stage. Capitalizable implementation costs (capitalized as part of the subscription asset) generally will be 

found during the initial implementation stage. 

E.  Exercise 2-2 

Please answer the following question. 

 

Where things can get fuzzy 
 

As we saw earlier, under GASB No. 96, a SBITA is a contract that conveys control of the right to use 

another party’s (a SBITA vendor’s) IT software, alone or in combination with tangible capital assets 

(the underlying IT assets), as specified in the contract for a period of time in an exchange or exchange-

like transaction.  However, we also saw that GASB No. 96 does not apply to contracts that convey 

control of the right to use another party’s combination of IT software and tangible capital assets that 

meets the definition of a lease in GASB No. 87 in which the software component is insignificant when 

compared to the cost of the underlying tangible capital asset (e.g., a computer with operating software 

or a smart copier that is connected to an IT system).  If an agreement has both a software 

component and a tangible asset (e.g., hardware) component, how do we know whether to apply 

GASB No. 87 or GASB No. 96? 
  



 

surgentcpe.com / info@surgent.com 2-4 Copyright © 2022 Surgent McCoy CPE, LLC – CGA4/22/V1 

III.  PPPs and APAs 

In March 2020, GASB No. 94, Public-Private and Public-Public Partnerships and Availability Payment 

Arrangements, was issued to address public-private and public-public partnership arrangements (PPPs) 

and availability payment arrangements (APAs).  [Note. In a bit of bad timing, throughout GASB No. 94, 

public-private and public-public partnership arrangements are referred to as “PPPs”; however, we are not 

talking about the SBA’s Paycheck Protection Program, which has dominated our vernacular since 2020.]  

GASB No. 94 will supersede GASB No. 60, Accounting and Financial Reporting for Service Concession 

Arrangements, and will amend several standards when it becomes effective for fiscal years beginning 

after June 15, 2022, and all reporting periods thereafter. 

A.  What is a PPP? 

Under GASB No. 94, a PPP is an arrangement in which a government (the transferor) contracts with an 

operator (a governmental or nongovernmental entity) to provide public services by conveying control of 

the right to operate or use a nonfinancial asset, such as infrastructure or another capital asset (the 

underlying PPP asset), for a period of time in an exchange or exchange-like transaction.  Some PPPs 

meet the definition of a service concession arrangement (SCA).  SCAs were defined in GASB No. 60, but 

that definition has been refined in GASB No. 94.  GASB No. 94 provides that PPPs that meet the GASB 

No. 87 definition of a lease and additional criteria in GASB No. 94 will follow the accounting and financial 

reporting guidance in GASB No. 87.  All other PPPs will follow the detailed accounting and financial 

reporting guidance in GASB No. 94. 

B.  Exercise 2-3 

Please answer the following true or false question. 

 

 True or False 

1 
Under GASB No. 94, general maintenance contracts would be considered PPPs 

for financial reporting purposes. 
 

C.  What is an APA? 

Under GASB No. 94, an APA is an arrangement in which a government compensates an operator for 

services that may include designing, constructing, financing, maintaining, or operating an underlying 

nonfinancial asset for a period of time in an exchange or exchange-like transaction.  APAs will follow the 

accounting and financial reporting guidance in GASB No. 94. 
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IV.  GASB No. 97 

In June 2020, the GASB issued GASB No. 97, Certain Component Unit Criteria, and Accounting and 

Financial Reporting for Internal Revenue Code Section 457 Deferred Compensation Plans.  Different 

sections of GASB No. 97 have different effective dates, so governments should review the statement 

closely if it applies to them. 

 

Three key takeaways from GASB No. 97 

1 

GASB No. 97 requires that for purposes of determining whether a primary government is financially 

accountable for a potential component unit – except for a potential component unit that is a defined 

contribution pension plan, a defined contribution OPEB plan, or another employee benefit plan 

(e.g., certain §457 plans) – the absence of a governing board should be treated the same as the 

appointment of a voting majority of a governing board if the primary government performs the 

duties that a governing board would typically perform. 

2 

GASB No. 97 requires that the financial burden criterion in paragraph 7 of GASB No. 84, Fiduciary 

Activities, be applicable only to defined benefit pension plans and defined benefit OPEB plans that 

are administered through trusts that meet the criteria in paragraph 3 of GASB No. 67 or paragraph 

3 of GASB No. 74, respectively. 

3 

GASB No. 97 requires that a §457 plan be classified as either a pension plan or another employee 

benefit plan, depending on whether the plan meets the definition of a pension plan. GASB No. 97 

also clarifies that GASB No. 84, as amended, should be applied to all arrangements organized 

under IRC §457 to determine whether those arrangements should be reported as fiduciary 

activities. 

 

GASB No. 97 can be a difficult standard to grasp.  So, the following chart summarizes the two major 

impacts of GASB No. 97. 

 

The two major impacts of GASB No. 97 

1 

The way GASB No. 84 and the related Implementation Guide were originally written, many defined 

contribution plans were potentially going to be considered fiduciary component units, which would 

have been a major change.  The good news is that the changes contained in GASB No. 97 (see 

items 1 and 2 in the prior chart) make this less likely.  It is important to note, however, that some 

defined contribution plans could still potentially qualify as fiduciary activities (e.g., if they meet the 

control criteria for a fiduciary activity in GASB No. 84 or if they meet other component unit criteria in 

GASB No. 14, as amended). 

2 

Currently, for any employee-benefit-related arrangement other than a §457 plan, the government 

determines whether the arrangement meets the definition of a pension plan and, if so, what type of 

benefit (defined benefit or defined contribution) is being provided.  Based on those determinations, 

the government then applies the relevant literature (e.g., the relevant requirements of GASB Nos. 

67, 68, 73, and 84).  The intent of the requirements of GASB No. 97 is to introduce that same 

approach for §457 plans. 
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V.  Accounting for interest cost related to construction 

In June 2018, the GASB issued GASB No. 89, Accounting for Interest Cost Incurred Before the End of a 

Construction Period.  GASB No. 89 addresses the accounting for interest cost incurred before the end of 

a construction period. 

 

Accounting for interest cost incurred before the end of a construction period 

 

Under GASB No. 89, interest cost incurred before the end of a construction period is recognized 

as an expense in the period in which the cost is incurred for financial statements prepared using 

the economic resources measurement focus.  Thus, interest cost incurred before the end of a 

construction period will not be capitalized as part of the historical cost of a capital asset.   

 

Under GASB No. 89, in the financial statements prepared using the current financial resources 

measurement focus, interest cost incurred before the end of a construction period are 

recognized as an expenditure on a basis consistent with governmental fund accounting 

principles. 

 

The requirements of GASB No. 89 are effective for reporting periods beginning after December 15, 2020, 

with earlier application encouraged (due to GASB No. 95, Postponement of the Effective Dates of Certain 

Authoritative Guidance).  The requirements of GASB No. 89 should be applied prospectively. 

VI.  Conduit debt obligations 

In May 2019, the GASB issued GASB No. 91, Conduit Debt Obligations.  To provide financing for specific 

governmental or nongovernmental third-party obligors, some governments issue conduit debt obligations 

bearing the government’s own name.  Debt service payments generally are made by third-party obligors 

directly to debt trustees or, in private placements, directly to debt holders.  Often, the issuer assumes no 

responsibility for debt service payments of a conduit debt obligation beyond the resources provided by the 

third-party obligor. 

 

GASB No. 91 and conduit debt obligations 

 

GASB No. 91 clarifies the existing definition of a conduit debt obligation; establishes that a 

conduit debt obligation is not a liability of the issuer; establishes standards for accounting and 

financial reporting of additional commitments and voluntary commitments extended by issuers 

and arrangements associated with conduit debt obligations; and modifies required note 

disclosures.  GASB No. 91 is effective for reporting periods beginning after December 15, 2021 

(due to GASB No. 95). 

VII.  GASB resources related to COVID-19 

Do you have an accounting question related to COVID-19?  In June 2020, the GASB issued Technical 

Bulletin 2020-1, Accounting and Financial Reporting Issues Related to the Coronavirus Aid, Relief, and 

Economic Security Act (CARES Act) and Coronavirus Diseases, to address the use of existing GASB 

guidance for COVID-19-related issues.  Further guidance related to accounting for COVID-19 can also be 

found by going to www.gasb.org and entering “GASB emergency toolbox” in the search box. 
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VIII.  GASB No. 93 

The London Interbank Offered Rate (LIBOR) is an interest rate average calculated from estimates 

provided by a pool of leading banks.  The average is essentially based on what each leading bank 

estimates it would be charged if it were to borrow from other banks.  For many years, LIBOR has 

frequently been used as a reference rate for some financial instruments.  For example, LIBOR might have 

been used in connection with an interest rate swap in which a government issuer would agree to receive 

a LIBOR-based floating interest rate in exchange for paying a fixed interest rate when hedging variable 

rate debt.  However, a problem arose when LIBOR was scheduled to be discontinued in the near future 

(in part due to concerns regarding its accuracy). 

 

GASB No. 93 and the replacement of interbank offered rates 

 

The demise of LIBOR is a marketwide shift that is expected to cause some governments to 

amend or replace financial instruments that are tied to LIBOR (e.g., hedging derivative 

instruments and leases).  For those governments, this causes problems, as certain GASB 

pronouncements (most notably GASB No. 53, Accounting and Financial Reporting for Derivative 

Instruments, and GASB No. 87, Leases) contain provisions that kick into play when rates are 

changed in agreements.  Thus, the end of LIBOR was going to cause unintended accounting 

ramifications for certain governments if the GASB did not address this issue.  In March 2020, 

GASB No. 93, Replacement of Interbank Offered Rates, was issued to assist governments in 

the transition from existing interbank offered rates (IBORs) to other reference rates. 

 

Among other matters, GASB No. 93 provides guidance for governments that entered into agreements in 

which an IBOR is a benchmark for variable payments made or received and for which the IBOR is now 

being replaced.  The following chart discusses the primary effects of GASB No. 93. 

 

Before GASB No. 93: After GASB No. 93: 

GASB No. 53 required a government to terminate 

hedge accounting when it changed the reference 

rate of a hedging derivative’s variable payment. 

GASB No. 93 provides exceptions for certain 

hedging derivative instruments to the hedge 

accounting termination provisions when an IBOR  

is replaced as the reference rate of the hedging 

derivative instrument’s variable payment. 

GASB No. 87 required a government that 

replaced the rate on which variable payments 

depend in a lease contract to apply the provisions 

for lease modifications, including remeasurement 

of the lease liability or lease receivable. 

GASB No. 93 provides an exception to the lease 

modifications guidance in GASB No. 87 for certain 

lease contracts that are amended solely to replace 

an IBOR as the rate upon which variable payments 

depend. 

 

The requirements of GASB No. 93, except for paragraphs 11b, 13, and 14, are effective for reporting 

periods beginning after June 15, 2020.  The requirement in paragraph 11b is effective for reporting 

periods ending after December 31, 2021.  The requirements in paragraphs 13 and 14 are effective for 

fiscal years beginning after June 15, 2021, and all reporting periods thereafter. 
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IX.  GASB No. 98 

In October 2021, the GASB issued GASB No. 98, The Annual Comprehensive Financial Report. GASB 

No. 98 establishes the term annual comprehensive financial report and its acronym ACFR. That new 

term and acronym replace instances of comprehensive annual financial report and its acronym in 

GAAP for state and local governments. GASB No. 98 is effective for fiscal years ending after December 

15, 2021. Earlier application is encouraged. 
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X.  Suggested solutions to exercises 

This section contains the suggested solutions to the exercises presented in the chapter. 

A.  Suggested solution to Exercise 2-1 
 

 True or False 

1 

City X enters into a three-year 

SBITA contract. City X provides 

payment in full at the 

commencement of the subscription 

term. City X will need to recognize 

interest expense during the term of 

the agreement. 

False.  Because City X provides payment in full at the 

commencement of the subscription, there is no subscription 

liability on which to base interest expense. In accordance 

with GASB No. 96 paragraph 25, City X would measure the 

subscription asset at the amount of the subscription 

payment made at the commencement of the subscription 

term. 

 

Note. The course author analogized the above to SBITAs from a lease question (4.9) in GASB 

Implementation Guide No. 2021-1. 

B.  Suggested solution to Exercise 2-2 
 

Where things can get fuzzy 
 

As we saw earlier, under GASB No. 96, a SBITA is a contract that conveys control of the right to use 

another party’s (a SBITA vendor’s) IT software, alone or in combination with tangible capital assets 

(the underlying IT assets), as specified in the contract for a period of time in an exchange or exchange-

like transaction.  However, we also saw that GASB No. 96 does not apply to contracts that convey 

control of the right to use another party’s combination of IT software and tangible capital assets that 

meets the definition of a lease in GASB No. 87 in which the software component is insignificant when 

compared to the cost of the underlying tangible capital asset (e.g., a computer with operating software 

or a smart copier that is connected to an IT system).  If an agreement has both a software 

component and a tangible asset (e.g., hardware) component, how do we know whether to apply 

GASB No. 87 or GASB No. 96? 
 

One way to think through this is: (1) if a contract is software alone you follow GASB No. 96; (2) if a 

contract has a significant software component compared to the hardware component you follow 

GASB No. 96; and (3) if a contract has an insignificant software component compared to the 

hardware component you follow GASB No. 87. Note. Some believe the best approach is to early 

implement GASB No. 96 simultaneously with GASB No. 87 as you have to think through the contract 

and which standard is applicable upfront. 
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C.  Suggested solution to Exercise 2-3 
 

 True or False 

1 

Under GASB No. 94, general 

maintenance contracts would 

be considered PPPs for 

financial reporting purposes. 

False.  The GASB concluded that the “right to operate or use a 

nonfinancial asset” excludes general maintenance contracts from 

being considered PPPs for financial reporting purposes.  An 

example of a PPP would be more along the lines of a state 

entering into an agreement with a tollway authority to operate a 

tollway. 
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Latest Developments 
 

This chapter is reserved for additional materials to be added throughout the year as appropriate. As this 

course went to press there were no latest developments to include. 
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