
SurgentcpeEDUCATION
FOR PROS

201 N. King of Prussia Road 
Suite 370

Radnor, PA 19087
P : ( 610 ) 688 4477
F : ( 610 ) 688 3977
info@surgent.com

surgentcpe.com

Critical Issues That CPAs
in Industry Will Need to Face
This Year

CII4/26/V1





Calling All Exceptional

INSTRUCTORS

Surgent is currently  
accepting nominations 

for prospective new Discussion Leaders in the following areas:

Tax Accounting  
& Audit

Gov’t and  
Not-for-Profit 

A&A

Business and 
Industry  

(all topics)

If you are an experienced CPA, have strong public speaking and teaching skills, and an interest in 

sharing your knowledge with your peers by teaching live seminars, we would love to hear from you!

Interested in becoming a 
Surgent discussion leader? 

Reach out to us at 
recruitment@surgent.com





At Surgent, we tailor our o!erings—exam review, continuing education, and sta! training programs— 

to meet your organization’s specific needs in the most convenient and e!ective ways possible.

Personalized Exam Review
Help associates pass faster with the industry’s most advanced exam review courses

• Adaptive study model o!ered for CPA, CMA, EA, CISA, CIA, and SIE exams

• Monitor employees’ exam review progress with Firm360

Continuing Professional Education (CPE)
Make CPE easy for you and your sta! with several ways to buy, earn and track CPE

• Flex Access Program – Secure a pool of CPE hours your sta! can pull from in live 

webinar and/or self-study format

• Onsite Training – Reserve an in-firm training with a Surgent instructor

• Course licensing – License content from Surgent to lead your own CPE training

Sta! Level Training
Leverage highly practical sessions,  

organized into suggested curricula  

according to sta! experience levels

• Audit Skills Training Program

• Internal Audit Training Program

• Taxation Training Program

SURGENT FOR ENTERPRISE
Educational Solutions that Advance the Strategic 
Value of Everyone in Your Firm

Contact our Firm Solutions team today to learn how 

Surgent can partner with you to create a solution to 

support sta! development for your organization.

(484) 588.4197 

salesinfo@surgent.com

FIRM CPE 
PORTAL

Track and manage CPE for 
all users in your organization 

quickly and easily with 
Surgent’s Firm CPE Portal.

Request a demo today!

Every firm is unique—and that is why we built our customizable, innovative Surgent for Enterprise program.





Ready to explore exam prep 

course packages from Surgent? 

Visit surgent.com to learn more!

with the industry’s most advanced exam prep courses

STUDY LESS  
AND PASS FASTER 

Surgent’s AI-powered software 

personalizes study plans for each 

student, targeting knowledge gaps 

and optimizing those plans in real-

time. This award-winning approach 

has been shown to save candidates 

hundreds of hours in study time.

•	 CPA Exam

•	 CMA Exam

•	 EA Exam

•	 CIA Exam

•	 CISA Exam

•	 SIE Exam

A.S.A.P Technology  
helps you pass the

READYSCORE

Know what you’re 

going to score before 

taking the exam.

PERFORMANCE REPORTS

Leverage your dashboard 

to know how you’re doing 

every step of the way.

PASS GUARANTEE

If you fail your exam after 

using our course, we’ll 

refund your money.

KEY FEATURES

Leading education for your firm? Surgent offers preferred partner pricing, 

coaching and more support methods to our firm clients and their staff. 

Contact our Firms Solutions team today at salesinfo@surgent.com.





This product is intended to serve solely as an aid in continuing professional education. Due to the constantly changing nature of the 
subject of the materials, this product is not appropriate to serve as the sole resource for any tax and accounting opinion or return 
position and must be supplemented for such purposes with other current authoritative materials. The information in this manual has 
been carefully compiled from sources believed to be reliable, but its accuracy is not guaranteed. In addition, Surgent McCoy CPE, 
LLC, its authors, and its instructors are not engaged in rendering legal, accounting, or other professional services and will not be 
held liable for any actions or suits based on this manual or comments made during any presentation. If legal advice or other expert 
assistance is required, seek the services of a competent professional. 
 
Revised August 2026 
 
surgentcpe.com / info@surgent.com Copyright © 2026 Surgent McCoy CPE, LLC – CII4/26/V1 

Table of Contents 
 
 
FASB Update ................................................... 1 
 
Compensation for Passthrough Entity 
Owners ............................................................. 2 
 
Miscellaneous Business Considerations ..... 3 
 
Stage 3 – The Final PIR Process for ASC 
Topic 842, Leases ........................................... 4 



NOTES 



surgentcpe.com / info@surgent.com 1-i Copyright © 2026 Surgent McCoy CPE, LLC – CII4/26/V1 

FASB Update 
 

Learning objectives 1 
I.  Introduction 1 
II.  Key ASUs issued in 2024 and 2025 1 

A.  ASU No. 2025-11, Interim Reporting (Topic 270) 1 
1.  Executive summary and reason for issuance 1 
2.  Main provisions 1 
3.  Effective date and transition 2 

B.  ASU No. 2025-10, Government Grants (Topic 832): Accounting for Government Grants 
Received by Business Entities 2 

1.  Executive summary 2 
2.  Background and reason for issuance 3 
3.  Main provisions 3 
4.  Illustrative examples 5 
5.  Implications for practice 5 
6.  Effective date and transition 5 

C.  ASU No. 2025-09, Derivatives and Hedging (Topic 815): Hedge Accounting 
Improvements 6 

1.  Executive summary 6 
2.  Background and reason for issuance 6 
3.  Main provisions 6 
4.  Implications for practice 8 
5.  Effective date and transition 8 

D.  ASU No. 2025-08, Financial Instruments – Credit Losses (Topic 326): Purchased Loans 8 
1.  Executive summary 8 
2.  Background and reason for issuance 8 
3.  Main provisions 8 
4.  Implications for practice 9 
5.  Effective date and transition 9 

E.  ASU No. 2025-07, Derivatives and Hedging (Topic 815) and Revenue from Contracts 
with Customers (Topic 606) 9 

1.  Executive summary 9 
2.  Background and reason for issuance 9 
3.  Main provisions 9 
4.  Illustrative examples 10 
5.  Implications for practice 10 
6.  Effective date and transition 11 

F.  ASU No. 2025-06, Intangibles – Goodwill and Other – Internal-Use Software (Subtopic 350-
40): Targeted Improvements to the Accounting for Internal-Use Software 11 

1.  Executive summary 11 
2.  Background and reason for issuance 11 
3.  Main provisions 11 
4.  Illustrative examples 12 
5.  Implications for practice 12 
6.  Effective date and transition 13 

G.  ASU No. 2025-05, Financial Instruments – Credit Losses (Topic 326) 13 
1.  Reason for issuance 13 
2.  Entities affected 13 
3.  Main provisions 13 
4.  Effective date and transition guidance 14 

H.  ASU No. 2025-04, Share-Based Consideration Payable to a Customer 14 
1.  Reason for issuance 14 
2.  Entities affected 14 
3.  Main provisions 14 
4.  Effective date and transition guidance 15 



surgentcpe.com / info@surgent.com 1-ii Copyright © 2026 Surgent McCoy CPE, LLC – CII4/26/V1 

I.  ASU No. 2025-03, Business Combinations (Topic 805) and Consolidation (Topic 810): 
Determining the Accounting Acquirer in the Acquisition of a Variable Interest 
Entity 15 

1.  Reason for issuance 15 
2.  Entities affected 16 
3.  Main provisions 16 
4.  Effective date and transition guidance 16 

J.  ASU No. 2025-02, Liabilities (Topic 405) – Amendments to SEC Paragraphs Pursuant 
to SEC Staff Accounting Bulletin No. 122 16 

1.  Main provision 16 
K.  ASU No. 2025-01, Income Statement – Reporting Comprehensive Income – Expense 

Disaggregation Disclosures (Subtopic 220-40): Clarifying the Effective Date 16 
1.  Main provision 16 

L.  ASU No. 2024-04, Debt – Debt with Conversion and Other Options (Topic 470-20) 17 
1.  Reason for issuance 17 
2.  Entities affected 17 
3.  Main provisions 17 
4.  Effective date and transition guidance 17 

M.  ASU No. 2024-03, Income Statement – Reporting Comprehensive Income – Expense 
Disaggregation Disclosures (Subtopic 220-40): Disaggregation of Income Statement 
Expenses 18 

1.  Reason for issuance 18 
2.  Entities affected 18 
3.  Main provisions 18 
4.  Effective date and transition guidance 18 

N.  ASU No. 2024-02, Codification Improvements – Amendments to Remove References 
to the Concepts Statements 19 

1.  Reason for issuance 19 
2.  Entities affected 19 
3.  Main provisions 19 
4.  Effective date and transition guidance 19 

O.  ASU No. 2024-01, Compensation – Stock Compensation (Topic 718): Scope Application 
of Profits Interest and Similar Awards 20 

1.  Reason for issuance 20 
2.  Entities affected 20 
3.  Main provisions 20 
4.  Effective date and transition guidance 20 

III.  Key ASUs issued prior to 2024 20 
A.  ASU No. 2023-09, Income Taxes (Topic 740): Improvements to Income Tax Disclosures 20 

1.  Reason for issuance 20 
2.  Entities affected 21 
3.  Main provisions 21 
4.  Effective date 21 

B.  ASU No. 2023-05, Business Combinations – Joint Venture Formations 
(Subtopic 805-60) 21 

1.  Reason for issuance 21 
2.  Entities affected 22 
3.  Main provisions 22 
4.  Effective date 22 

IV.  FASB’s technical agenda 22 
A.  Technical – Recognition and measurement projects – Narrow projects 23 
B.  Emerging Issues Task Force (EITF) 23 

V.  Update on the FASB’s Private Company Council 23 
A.  Responsibilities 24 
B.  Makeup of the PCC 24 

VI.  2025 PCC Annual Report – Key highlights for private company accounting 24 
VII.  PCC strategic priorities and role 27 
VIII.  2025 projects – Accomplishments and ongoing work 27 
IX.  Conclusion and future work 29 



surgentcpe.com / info@surgent.com 1-1 Copyright © 2026 Surgent McCoy CPE, LLC – CII4/26/V1 

FASB Update 

Learning objectives 
After completing this chapter, you should be familiar with: 
 • Recently issued ASUs of greatest significance to smaller and medium-sized entities; 
 • Recently issued ASUs impacting SEC registrants and other public entities; and 
 • Items on the FASB’s technical agenda. 

I.  Introduction 
Accounting Standards Updates are used by the FASB to amend its Accounting Standards CodificationTM 
(Codification or ASC), which was launched on July 1, 2009, as the single source of authoritative 
nongovernmental U.S. GAAP. However, ASUs are not authoritative; they are only used to update the 
FASB Codification. 
 
This chapter will discuss in depth all significant Accounting Standards Updates (ASUs) issued by the 
FASB in 2025 and 2024, that are effective in 2025 and beyond. It also covers ASUs issued prior with 
ongoing significance or application in 2026. 

II.  Key ASUs issued in 2024 and 2025 

A.  ASU No. 2025-11, Interim Reporting (Topic 270) 

1.  Executive summary and reason for issuance 
ASU 2025-11 reorganizes Topic 270 to present a clearer, more coherent framework for interim 
disclosures. The Update clarifies what must be disclosed in condensed interim financial statements, 
consolidates scattered legacy guidance, and updates cross-references throughout the Codification. It 
does not add to or reduce existing disclosure requirements. 
 
The central theme of the ASU is an explicit requirement to disclose events that occur after the end of the 
last annual reporting period that have a material impact on the entity. Topic 270 now directs preparers to 
consider applicable annual disclosure requirements as the baseline for explaining material interim events, 
rather than relying on minimal or generic quarterly descriptions. 
 
The amendments do not create new categories of required information but instead streamline how interim 
disclosure requirements are presented. Conforming amendments across numerous Topics update the 
labeling of interim disclosure requirements and align them with the revised structure. 
 
Public business entities apply the amendments beginning in 2027, with all other entities following in 2028. 
Early adoption is permitted, and transition may be prospective or retrospective to any or all periods 
presented. 

2.  Main provisions 
Reorganized interim reporting framework 
Topic 270 is restructured to articulate a clearer disclosure principle: interim financial statements must 
include the information necessary to avoid being misleading, taking into account users’ access to the 
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latest annual financial statements. The guidance now delineates (a) general interim disclosure principles, 
(b) minimum required disclosures, and (c) how interim requirements in other Topics interact with Topic 
270. 
 
Explicit requirement to disclose material post–year-end events 
New paragraphs 270-10-50-68 through 50-70 require disclosure of material events occurring after the last 
annual reporting period that significantly affect the entity, such as major estimate changes, impairments, 
restructurings, financing changes, and business combinations. Preparers must look to annual disclosure 
requirements for the relevant Topic to determine the scope of interim disclosure for these events. 
 
Clarification of when annual disclosures are needed in interim periods 
Preparers must provide annual-type disclosures when necessary to explain a material interim event but 
need not repeat annual disclosures that have not changed. Continuing contingencies and uncertainties 
must be disclosed and repeated at each interim date until resolved or immaterial. 
 
Conforming amendments across the Codification 
More than 100 conforming amendments revise interim disclosure references in Topics including fair 
value, credit losses, financial instruments, segments, revenue, leases, and insurance. These 
amendments do not add new disclosures; they align terminology and cross-references with the 
reorganized Topic 270. 

3.  Effective date and transition 
This ASU is effective for interim reporting periods within annual reporting periods beginning after 
December 15, 2027, for public business entities and for interim reporting periods within annual reporting 
periods beginning after December 15, 2028, for entities other than public business entities. 
 
Early adoption is permitted. 

B.  ASU No. 2025-10, Government Grants (Topic 832): Accounting for Government 
Grants Received by Business Entities 

1.  Executive summary 
In December 2025, the FASB issued ASU 2025-10 to establish, for the first time, authoritative U.S. GAAP 
on the accounting for government grants received by business entities. Historically, business entities 
relied on IAS 20, Topic 450, or portions of Subtopic 958-605 by analogy, resulting in persistent diversity in 
practice. Despite the introduction of disclosure-only requirements in Update 2021-10, stakeholders, 
including preparers, auditors, and investors, noted that recognition and measurement remained 
unaddressed areas of inconsistency. 
 
The Update introduces a comprehensive recognition and measurement framework for government 
grants, distinguishing between grants related to assets and grants related to income, and specifying the 
timing and pattern of recognition. The amendments promote greater consistency while preserving 
optionality in several areas, reflecting the Board’s conclusion that no single method had sufficient 
stakeholder support to mandate universally (this approach led to three Board members to dissent from 
the final ruling). 
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2.  Background and reason for issuance 
Prior to this Update, U.S. GAAP lacked explicit guidance on government grants issued to business 
entities. During that time, entities developed various analogies, most prominently IAS 20, resulting in a 
patchwork of practices across industries. Stakeholder feedback emphasized that increased federal and 
state grant activity, including programs tied to pandemic relief and climate-related legislation, magnified 
the need for authoritative GAAP. 
 
Investors sought more transparent and consistent reporting, particularly in light of the variation between 
cost-basis adjustments, deferred-income models, and cash-basis recognition that arose under different 
analogies. Preparers and auditors stressed the need for clarity regarding when grants should be 
recognized, especially when conditions span multiple periods, and how repayable or forgivable 
arrangements should be handled. 
 
After deliberations and extensive outreach, the Board concluded that recognition, measurement, and 
presentation guidance should be codified within Topic 832, replacing reliance on nonauthoritative 
analogies. 

3.  Main provisions 
ASU 2025-10 provides a unified GAAP model for recognition, measurement, and presentation of 
government grants. The amendments apply to business entities and exclude not-for-profit organizations 
and employee benefit plans. A government grant is defined as a transfer of a monetary or tangible 
nonmonetary asset from a governmental entity, outside of an exchange transaction. 
 
Recognition threshold 
A government grant received by the entity cannot be recognized until two criteria are met: 

a. It is probable that the entity will (1) comply with any attached grant conditions, and (2) the 
entity will receive the grant; and 

b. A business entity meets the recognition guidance for a grant related to an asset or a 
grant related to income. 

 
This “probable” threshold replaces IAS 20’s “reasonable assurance,” which stakeholders applied 
inconsistently. Recognition cannot occur solely upon receipt of proceeds; recognition must coincide with 
both probability of meeting conditions and the incurrence of related costs. 
 
Grants related to assets 
For a government grant conditioned on the purchase, construction, or acquisition of an asset, an entity 
must choose one of two recognition approaches (Summary, pp. 6–7): 

a. Deferred income approach – The grant is recorded as deferred income on the balance 
sheet and amortized to earnings in a systematic and rational manner as the related asset 
costs are recognized (for example, through depreciation, impairment, or sale). 

b. Cost accumulation approach – The grant reduces the cost basis of the related asset. 
Under this approach, no separate subsequent recognition of grant income occurs; 
instead, the reduced cost basis yields lower depreciation or gains/losses over the asset’s 
life. 

The ASU retains optionality because stakeholders and Board members could not agree on a single model 
(over the dissent of the three Board members), and many preparers already use both by analogy. 
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Grants related to income 
Grants not directly tied to the acquisition of an asset are treated as income grants. These are recognized 
in earnings on a systematic and rational basis over the periods in which the entity incurs the expenditures 
the grant is intended to reimburse. Grants intended to compensate for prior expenditures or provide 
immediate financial support are recognized when the recognition threshold is met (Summary, p. 7). 
 
Measurement of tangible nonmonetary grants 
Entities receiving nonmonetary assets (such as land or equipment) may: 

a. Measure the asset at fair value under the deferred income approach if the grant is related 
to an asset; or 

b. Measure it at cost to the entity under the cost accumulation approach (Codification 832-
10-30-1). 

 
Repayment of grants 
If a grant becomes repayable (e.g., when conditions are not met), the repayment is accounted for based 
on the nature of the underlying grant (832-10-35-1): 

a. Income grants – Repayments first reduce any unamortized deferred income; excess 
repayments are recognized immediately in earnings. 

b. Asset grants – Repayments either increase the asset’s carrying amount (cost 
accumulation approach) or reduce the deferred income balance (deferred income 
approach), with any excess also recognized in earnings. 

 
Presentation requirements 
Grant proceeds may be presented in earnings either: 

a. As other income; or 
b. As a deduction from related expenses (Summary, p. 7). 

 
Disclosure requirements 
Entities must disclose (832-10-50-3 and 50-3A–C): 

a. The nature and form of the grant; 
b. Accounting policies applied (including which approach is used for asset grants) – “for 

example, for a grant related to an asset, whether the deferred income approach or the 
cost accumulation approach is applied, or for a grant related to income, whether the grant 
is presented separately under a general heading such as other income or deducted from 
the related expense”; 

c. Significant terms and conditions of the grant; 
d. Affected financial statement line items and amounts; 
e. For tangible nonmonetary grants, the fair value in the period recognized. 
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4.  Illustrative examples 
The ASU provides examples (Illustrations, pp. 19–25) that clarify application in practice: 
 

Example 1: Grant related to an asset 
A business receives a $5 million grant to fund the purchase of a building, which is 
the only grant condition. Once the entity concludes it is probable that it will meet 
grant conditions and acquires the building, it may elect either: 

a. A deferred income approach, amortizing the grant over the 
building’s 40-year useful life; or 

b. A cost accumulation approach, reducing the building’s carrying 
amount cost basis and therefore reducing future depreciation. 

 
Example 2:  Grant related to income 

A pharmaceutical entity receives a $2 million cost-reimbursement grant for R&D 
activity. It recognizes the grant progressively over the two-year period in which 
qualifying expenditures occur, with no recognition before costs are incurred and 
no receivable until expenditures give rise to a claim. 

5.  Implications for practice 
ASU 2025-10 introduces a long-awaited authoritative framework in GAAP, which should reduce diversity 
in application and enhance comparability across preparers. The Update preserves optionality – 
particularly around asset grants and income-statement presentation – responding to concerns about the 
varied economic objectives of public and private grant programs. 
 
However, the optionality means entities must apply judgment in selecting policies and then apply them 
consistently for similar grants. Disclosure demands also increase, particularly for grants involving 
nonmonetary assets or complex, multi-period conditions. 
 
The Board acknowledged dissents, which highlight concerns around conceptual consistency, specifically 
whether deferred income constitutes a liability under the conceptual framework and whether the cost 
accumulation approach obscures the economic value of tangible nonmonetary grants. Despite those 
concerns, the majority concluded that the benefits of codifying existing practice outweighed these 
conceptual tensions. 

6.  Effective date and transition 
The amendments become effective as follows (Summary, pp. 8–9): 

a. Public business entities – Annual periods beginning after December 15, 2028, and 
interim reporting periods within those annual periods. 

b. All other entities – Annual periods beginning after December 15, 2029, and interim 
reporting periods within those annual periods. 

c. Early adoption is permitted in both interim and annual reporting periods. 
 
Entities may choose among three transition methods: 

a. Modified prospective – Apply to grants entered into on or after the effective date and to 
incomplete grants – no restatement and no cumulative-effect adjustment. 

b. Modified retrospective – Restate only incomplete grants as of the earliest period 
presented, with a cumulative-effect adjustment to the opening balance of retained 
earnings. 

c. Full retrospective – Restate all periods presented with a cumulative-effect adjustment to 
the opening balance of retained earnings. 
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C.  ASU No. 2025-09, Derivatives and Hedging (Topic 815): Hedge Accounting 
Improvements 

1.  Executive summary 

ASU 2025‑09 introduces targeted improvements to hedge accounting to enhance operability, address 
areas of diversity in practice, and respond to market developments following global reference rate reform. 
The Update is consistent with the original objective of ASU 2017-12 and focuses on five issues: similar 
risk assessment for cash flow hedges, hedging forecasted interest payments on choose‑your‑rate 
instruments, hedge accounting for nonfinancial forecasted transactions, net written options in hedge 
relationships, and foreign-currency-denominated debt instruments as hedging instrument and hedged 
item (dual hedge). 

2.  Background and reason for issuance 
Following Update 2017‑12, stakeholders continued to request clarification on several hedge accounting 
topics, including application of similar risk assessments, designation of hedged risks, and treatment of 
basis adjustments in dual hedges. In addition, the cessation of LIBOR created new complexities for 
hedging strategies involving interest rate swaps and optionality embedded in debt instruments. The Board 
responded with a targeted yet comprehensive refinement designed to align accounting more closely with 
contemporary risk management strategies. 

3.  Main provisions 
Issue 1: Similar risk assessment for cash flow hedges 
The Update fundamentally reshapes how entities determine whether a group of individual forecasted 
transactions may be designated together in a single cash flow hedge. Under prior guidance, forecasted 
transactions needed to have a shared risk exposure, a requirement interpreted narrowly in practice and 
one that often prevented entities from grouping transactions that were economically similar but not 
perfectly aligned in timing, volume, or rate sensitivity. ASU 2025-09 replaces the “shared risk exposure” 
standard with a more flexible “similar risk exposure” requirement. 
 
Under the new standard, a group of forecasted transactions qualifies for hedge designation if the 
derivative hedging instrument is highly effective in offsetting the designated risk for each hedged risk in 
the group. 
 
Issue 2: Hedging forecasted interest payments on choose-your-rate debt instruments 
The Update introduces a new model designed specifically for choose-your-rate debt, which contains 
contractual provisions permitting the borrower to change both the interest rate index and the interest-rate 
tenor (for example, switching from SOFR one-month to SOFR three-month). Under the previous 
guidance, such contractual optionality risked triggering dedesignation because a change in index or tenor 
constituted a change in the hedged risk, even if the borrower’s intent and exposure were economically 
continuous. 
 
ASU 2025-09 establishes a structured framework permitting entities to apply hedge accounting to 
forecasted or existing interest payments on choose-your-rate debt without dedesignating the hedging 
relationship when contractual terms change. The Update allows entities to use simplified probability 
assessments and streamlined hedge-effectiveness evaluations when the debt terms meet the criteria for 
choose-your-rate treatment. An entity may apply this model to existing, forecasted issuances of, and 
subsequent replacements of choose-your-rate debt. 
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Entities are prohibited from applying this guidance by analogy to other circumstances. 
 
Issue 3: Cash flow hedges of nonfinancial forecasted transactions 
This issue expands hedge accounting eligibility for forecasted purchases and sales of nonfinancial 
assets, particularly in industries such as energy, manufacturing, chemicals, and agriculture, where entities 
routinely face exposure to variable underlying inputs or referenced pricing components. Under the prior 
framework, entities could hedge only contractually specified components, meaning that if a contract did 
not explicitly name the price component being hedged, hedge accounting was prohibited, even when the 
component clearly drove the asset’s economics. 
 
ASU 2025-09 moves away from the contractual-specification requirement and instead permits 
designation of variable price components that are clearly and closely related to the nonfinancial asset 
being acquired or sold. This includes components embedded in spot-market transactions and forward-
market transactions, as well as subcomponents of explicitly referenced pricing components in an 
agreement’s pricing formula. To qualify for hedge designation, the variable price component of the 
forecasted purchase or sale of a nonfinancial asset is required to be clearly and closely related to the 
NFA being purchased or sold in the current normal purchases and normal sales exception. 
 
The amendment further clarifies that entities may designate a variable price component in a contract that 
is accounted for as a derivative as the hedged risk if all other hedge criteria are satisfied. 
 
The shift is significant. It acknowledges that contracts often reference only broad pricing mechanisms or 
indices, while economic exposure may stem from underlying elements within those mechanisms. 
 
Issue 4: Net written options as hedging instruments 
In response to the elimination of LIBOR, ASU 2025-09 eliminates the requirement to apply the net written 
option test to certain compound derivatives that include both a swap component and a written option 
designated as the hedging instrument in a cash flow hedge or fair value hedge of interest rate risk. 
 
Issue 5: Foreign-currency-denominated debt instrument as hedging instrument and hedged item 
(dual hedge) 
A dual hedge strategy is a hedge for which a foreign-currency-denominated debt instrument is both 
designated as the hedging instrument in a net investment hedge and designated as the hedged item in a 
fair value hedge of interest rate risk. 
 
Under prior GAAP, this dual-designated strategy produced a recognition mismatch because the fair value 
hedge-related basis adjustment flowed through earnings, while the net investment hedge assessment 
measured effectiveness based on the instrument’s full spot-rate exposure. This mismatch distorted hedge 
outcomes and complicated financial reporting. 
 
ASU 2025-09 resolves this issue by requiring entities to exclude the debt instrument’s fair value hedge 
basis adjustment from the net investment hedge effectiveness assessment. As a result, gains and losses 
from remeasuring the debt instrument’s fair value hedge basis adjustment at spot exchange rates are 
recognized immediately in earnings, eliminating the asymmetry in prior guidance. 
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4.  Implications for practice 
The Update provides greater flexibility in achieving and maintaining hedge accounting, reduces the 
likelihood of dedesignation due to changes in contractual terms, and permits broader use of hedge 
accounting in nonfinancial transactions. Entities may find hedge programs easier to align with economic 
strategies, and financial reporting will more accurately represent risk management activities. 

5.  Effective date and transition 
For public business entities, ASU 2025‑09 is effective for annual reporting periods beginning after 
December 15, 2026, and interim periods within those annual reporting periods. For entities other than 
public business entities, the amendments are effective for annual reporting periods beginning after 
December 15, 2027, and interim periods within those annual reporting periods. Early adoption is 
permitted. 
 
The Update is applied prospectively for all hedging relationships, and entities may modify hedge 
documentation for existing hedges without dedesignating the hedge, allowing for smooth transition and 
operational continuity. The entity may elect to adopt the ASU for hedging relationships that exist as of the 
date of adoption even if they originated prior to adoption. 

D.  ASU No. 2025-08, Financial Instruments – Credit Losses (Topic 326): 
Purchased Loans 

1.  Executive summary 
ASU 2025‑08 revises the accounting for acquired loans under Topic 326 by expanding the population of 
assets subject to the gross‑up approach and reducing those subject to credit loss expense on day one. 
Historically, the distinction between purchased credit‑deteriorated (PCD) and non‑PCD loans created 
inconsistent and sometimes uneconomic results, particularly where non‑PCD loans produced day-one 
credit loss expense despite expected credit losses already reflected in fair value. This Update introduces 
the concept of purchased seasoned loans (a new term) and significantly reduces reliance on subjective 
credit‑quality assessments. It aligns acquisition accounting with the economic substance of purchased 
loan portfolios. 

2.  Background and reason for issuance 

Following the issuance of ASU 2016‑13, the Board monitored implementation through its 
post‑implementation review (PIR) process. Stakeholders identified two key challenges: the operational 
difficulty of consistently distinguishing PCD from non‑PCD loans and the uneconomic day‑one loss 
recognition required for non‑PCD assets. Investors described this treatment as “double counting” 
because expected credit losses were reflected both in the acquisition date fair value and in the newly 
recorded expense and related allowance. Preparers reported diversity in application, reducing 
comparability across financial institutions. ASU 2025‑08 was issued to reduce this complexity and 
enhance the decision usefulness of information about acquired loans. 

3.  Main provisions 
ASU 2025‑08 introduces purchased seasoned loans by deeming all non‑PCD loans acquired in a 
business combination as seasoned and by requiring other acquired loans to be evaluated using 
bright‑line seasoning criteria. All non-PCD loans (excluding credit cards) that are acquired in a business 
combination are deemed seasoned. A loan is also seasoned if: (a) it is purchased more than 90 days 
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after origination, and (b) the acquirer was not involved in the origination of the loan. Purchased seasoned 
loans are accounted for under the gross‑up approach, which adds the initial allowance for credit losses to 
the purchase price to determine the loan’s amortized cost basis. 

4.  Implications for practice 

The Update significantly reduces the number of acquired loans subject to day‑one loss recognition and 
improves comparability by focusing on the nature and timing of acquisition rather than subjective 
evaluations of credit quality deterioration. It also improves alignment between fair value and allowance 
methodologies and reduces unnecessary volatility in acquisition‑period results. 

5.  Effective date and transition 
ASU 2025‑08 is effective for annual reporting periods beginning after December 15, 2026, including 
interim periods within those annual reporting periods. Early adoption is permitted. The Update must be 
applied prospectively to loans acquired on or after the application date. Entities adopting in an interim 
period must apply the amendments either at the start of the interim period of adoption or the beginning of 
the annual period that includes that interim period. 

E.  ASU No. 2025-07, Derivatives and Hedging (Topic 815) and Revenue from 
Contracts with Customers (Topic 606) 

1.  Executive summary 
In September 2025, the Financial Accounting Standards Board (FASB) issued Accounting Standards 
Update (ASU) 2025-07, Derivatives and Hedging (Topic 815) and Revenue from Contracts with 
Customers (Topic 606): Derivatives Scope Refinements and Scope Clarification for Share-Based 
Noncash Consideration from a Customer in a Revenue Contract. This dual-issue Update modernizes and 
clarifies the accounting treatment for two areas of concern: (1) the scope of derivative accounting for 
contracts linked to an entity’s own operations or performance, and (2) the accounting for share-based 
noncash consideration received from customers in revenue contracts. The amendments are designed to 
reduce unnecessary complexity, enhance consistency across entities, and better align financial reporting 
with economic substance. 

2.  Background and reason for issuance 
Stakeholders raised concerns that the definition of a derivative under Topic 815 had become too broad, 
leading to unintuitive results for contracts based on operational or entity-specific variables. For example, 
funding or licensing arrangements tied to regulatory milestones or internal financial performance 
measures were sometimes treated as derivatives subject to fair value accounting, even though such 
treatment did not reflect their underlying economics. The Board also observed diversity in accounting for 
share-based noncash consideration received from customers under Topic 606. Some entities applied 
derivative or investment accounting (Topics 815 and 321), while others deferred recognition until 
performance obligations were satisfied. This ASU addresses both issues to simplify application and 
enhance comparability across industries. 

3.  Main provisions 
The Update introduces two key sets of amendments. First, it refines the scope of derivative accounting 
under Topic 815 by expanding the existing scope exception to exclude certain non-exchange-traded 
contracts with underlyings based on operations or activities specific to one of the parties to the contract. 
Second, it clarifies that share-based noncash consideration from a customer in a revenue contract should 
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be accounted for under Topic 606 until the entity’s right to receive or retain the share-based instrument is 
unconditional. 
 
Under the revised derivative guidance, contracts are excluded from Topic 815 if their settlement depends 
on operational or activity-based variables such as an entity’s own earnings, sales volumes, or the 
occurrence of events like regulatory approval or a greenhouse gas reduction target. However, the 
exception does not apply to variables tied to market rates, prices, or indexes; the price or performance of 
a financial asset or liability; contracts involving the issuer’s own equity (Subtopic 815-40); or call and put 
options on debt instruments. This principles-based refinement aims to improve alignment between 
financial reporting and the economic substance of such agreements. 
 
For share-based noncash consideration, the ASU clarifies that an entity should apply Topic 606’s 
noncash consideration guidance (paragraphs 606-10-32-21 through 32-24) when it receives shares, 
warrants, or other equity instruments from a customer as payment for goods or services. The entity 
should recognize revenue as it satisfies performance obligations, and the share-based instruments 
should not be recognized as derivative assets or equity securities until the right to receive them becomes 
unconditional. This clarification ensures consistent treatment of cash and noncash consideration and 
reduces diversity in practice. 

4.  Illustrative examples 
The ASU provides several examples to illustrate the refined scope and clarified revenue guidance. In one 
research and development funding arrangement, an investor provides financing contingent upon the 
developer’s successful achievement of regulatory approval and a profitability threshold. Because both 
variables are specific to the developer’s operations, the contract is excluded from derivative accounting. 
Similarly, in a sustainability-linked bond, a subsidiary’s interest rate increases if its parent fails to meet a 
group-level greenhouse gas reduction target. This event is considered specific to the consolidated entity’s 
activities, qualifying for the scope exception. 
 
Litigation funding arrangements also fall within the exception when payments depend on the outcome of a 
case handled by the funded entity or its law firm. In contrast, a commodities-based contract tied to a 
market price of gold does not qualify for the exception and remains subject to derivative accounting. 
Likewise, a variable payment arrangement based on stock price differentials is excluded from the 
exception because it involves a market-based underlying. 
 
For revenue recognition, the ASU introduces an example in which an entity agrees to deliver products to 
a customer for cash plus a performance bonus in the form of share warrants if delivery milestones are 
met. The fair value of the warrants at contract inception is included in the transaction price and allocated 
to each unit sold. The warrants are recognized as consideration only once the entity’s right to receive 
them is unconditional – after performance is complete. 

5.  Implications for practice 
These amendments are expected to reduce both the cost and complexity of evaluating whether 
operationally linked contracts must be accounted for as derivatives. Entities engaged in research, 
pharmaceutical development, renewable energy financing, or ESG-linked lending arrangements will 
particularly benefit from the refined scope exception. The change also discourages structuring 
transactions to avoid derivative treatment by providing a clear, principles-based rule. 
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For revenue transactions, the clarification brings consistency to arrangements involving noncash 
consideration such as stock warrants, equity instruments, or tokens received from customers. Entities will 
no longer apply derivative or investment accounting to these awards before their rights to the 
consideration become unconditional. This promotes alignment with Topic 606’s performance-based 
recognition model and enhances comparability across entities that receive both cash and share-based 
compensation for goods or services. 

6.  Effective date and transition 
The amendments in ASU 2025-07 are effective for all entities for annual reporting periods beginning after 
December 15, 2026, including interim periods within those years. Early adoption is permitted. Entities 
may apply the guidance either prospectively to new contracts entered into on or after the adoption date or 
on a modified retrospective basis through a cumulative-effect adjustment to opening retained earnings. 
The Board also allows, on an instrument-by-instrument basis, an election to continue or revoke the fair 
value option for contracts affected by the new scope exception. Transition disclosures are required under 
Topic 250 to describe the nature and reason for the accounting change and its cumulative impact on 
equity. 

F.  ASU No. 2025-06, Intangibles – Goodwill and Other – Internal-Use Software 
(Subtopic 350-40): Targeted Improvements to the Accounting for Internal-
Use Software 

1.  Executive summary 
In September 2025, the Financial Accounting Standards Board (FASB) issued Accounting Standards 
Update (ASU) 2025-06, Intangibles – Goodwill and Other – Internal-Use Software (Subtopic 350-40): 
Targeted Improvements to the Accounting for Internal-Use Software. This Update modernizes the 
accounting for software development costs by removing outdated stage-based rules and replacing them 
with a principles-based capitalization model. The amendments affect all entities that develop or acquire 
internal-use software, including those that incur website development costs. They are effective for annual 
periods beginning after December 15, 2027, with early adoption permitted. 

2.  Background and reason for issuance 
The FASB issued this Update in response to extensive stakeholder feedback that the existing guidance 
for accounting for internal-use software had become outdated. Previous requirements relied on a stage-
based model (preliminary, application development, and post-implementation) that aligned with the 
traditional “waterfall” method of software development. However, most entities now use incremental and 
iterative approaches such as agile methodologies. As a result, the prior framework was difficult to apply 
and did not reflect the way software is currently developed. Stakeholders requested that the Board 
modernize the guidance to better capture evolving development practices and to increase consistency 
and operability across entities. The Board concluded that targeted improvements would enhance 
comparability without significantly changing the overall level of software capitalization for most 
companies. 

3.  Main provisions 
ASU 2025-06 eliminates the prescriptive references to project stages and introduces a recognition 
threshold based on management authorization and the probability of completion. Under the new model, 
capitalization of software costs begins only when (1) management has authorized and committed to 
funding the computer software project, and (2) it is probable that the project will be completed and the 
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software used as intended. This threshold is referred to as the “probable-to-complete” recognition 
threshold. 
 
The Update requires entities to evaluate whether “significant development uncertainty” exists before 
capitalization can begin. 
 
Two factors indicate that such uncertainty exists: 

a. “The software being developed has technological innovations or novel, unique, or 
unproven functions or features, and the uncertainty related to those technological 
innovations, functions, or features, if identified, has not been resolved through coding and 
testing.” 

b. “The significant performance requirements of the software have not been identified, or 
the identified significant performance requirements continue to be substantially revised.” 

 
If either factor is present, capitalization must be delayed until the uncertainty is resolved. 
 
The amendments also revise disclosure requirements. All capitalized internal-use software costs must 
follow the Property, Plant, and Equipment disclosure model under Subtopic 360-10, rather than the 
intangible asset disclosure requirements under Subtopic 350-30. Furthermore, the Update supersedes 
Subtopic 350-50 on website development costs and incorporates relevant website-specific guidance into 
Subtopic 350-40. 

4.  Illustrative examples 
The ASU includes practical illustrations that demonstrate the application of the new recognition threshold 
across different scenarios: 

a. In an enterprise resource planning (ERP) system implementation, a company entered 
into a contract with a third party to develop a hybrid solution that combined on-premises 
software and cloud features. Because the performance requirements were clear and the 
technology was established, the entity determined that no significant development 
uncertainty existed, and capitalization began upon contract execution. 

b. In the development of a new mobile application, management authorized funding early in 
the process but had not yet identified the application’s significant features. Capitalization 
was deferred until performance requirements were defined later in development. 

c. In the case of a software project involving novel technology, management authorized the 
project in 20X1, but uncertainty existed due to unproven functionality. That uncertainty 
was resolved only after coding and testing in 20X3. Accordingly, capitalization did not 
begin until 20X3, just before the project’s completion. 

d. For a nonprofit organization developing a website to display information about adoption 
services, capitalization began once the contract was executed and it was probable that 
the website would be completed. However, costs such as registering the site with search 
engines or inputting content were expensed as incurred, while initial graphics and the 
domain registration were evaluated for capitalization. 

5.  Implications for practice 
For most entities, the amendments are not expected to result in significant changes to the amount of 
capitalized costs. However, for software developed for delivery through cloud computing arrangements, 
the new guidance may result in reduced capitalization and more frequent immediate expense recognition. 
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This will better align internal-use software accounting with external-use software accounting, leading to 
more consistent financial reporting outcomes. Preparers should also be aware of the judgment involved in 
assessing significant development uncertainty and documenting management’s rationale for capitalization 
decisions. 

6.  Effective date and transition 
ASU 2025-06 is effective for all entities for annual reporting periods beginning after December 15, 2027, 
including interim periods within those years. Early adoption is permitted. Entities may apply the 
amendments using one of three transition methods: (1) a prospective approach applying the guidance 
only to new costs incurred after adoption, (2) a modified approach in which in-process projects that no 
longer meet the capitalization criteria are derecognized through a cumulative-effect adjustment, or (3) a 
full retrospective approach with cumulative-effect adjustment to retained earnings. The flexibility in 
transition methods is intended to accommodate diverse preparer circumstances while minimizing undue 
implementation burden. 

G.  ASU No. 2025-05, Financial Instruments – Credit Losses (Topic 326) 

1.  Reason for issuance 
FASB issued ASU 2025-05 to simplify the application of ASC 326 to current accounts receivable and 
current contract assets arising from transactions accounted for under ASC 606 (revenue). The PCC 
indicated that private entities were struggling with implementation costs and estimating credit losses 
under the standard despite the application of the standard not having a material impact on the entities. 
The PCC indicated that many private entities were recognizing credit losses as of the balance sheet date 
for amounts that were ultimately collected before the financial statements were made available. 
 
This ASU aims to simplify the process for private entities that allows them to consider events after the 
balance sheet date and offer a practical expedient for all entities, reducing the complexity and costs of 
complying with ASC 326. It should provide useful and actionable information to financial statement users 
while simplifying the process and reducing the cost for nonpublic entities. 

2.  Entities affected 
The practical expedient applies to all entities, public and private, while the policy election applies to 
entities other than public entities. 

3.  Main provisions 
The amendments in the ASU provide (a) all entities with a practical expedient and (b) entities other than 
public business entities with an accounting policy election when estimating expected credit losses for 
current accounts receivable and current contract assets arising from transactions accounted for under 
Topic 606, as follows: 

a. Practical expedient (available to all entities, public and private) – In developing 
reasonable and supportable forecasts as part of estimating expected credit losses, all 
entities may elect a practical expedient that assumes that current conditions as of the 
balance sheet date do not change for the remaining life of the asset. 

b. Accounting policy election (available to nonpublic entities only) – An entity that 
elects the practical expedient is permitted to make an accounting policy election to 
consider collection activity after the balance sheet date when estimating expected credit 
losses (ASU 2025-05). 
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If adopting ASU 2025-05, an entity must apply expedient and/or election consistently across applicable 
balances. Customer-specific risks must still be considered. Disclosures must contain the election being 
made (policy election and/or practical expedient) and the date of the assessment being performed if such 
elections are made. 

4.  Effective date and transition guidance 
The ASU is effective for annual periods beginning after December 15, 2025, including interim periods 
within. Early adoption is permitted for any financial statements not yet issued or made available for 
issuance. The practical expedient and/or policy election should be applied prospectively. 
 
A preferability assessment is not required for nonpublic entities adopting the practical expedient or policy 
election after the effective date. 

H.  ASU No. 2025-04, Share-Based Consideration Payable to a Customer 

1.  Reason for issuance 
FASB issued ASU 2025-04 to resolve diversity in practice and improve the clarity and operability of 
existing guidance related to share-based consideration (e.g., warrants, options, other equity instruments) 
granted to customers to incentivize them to purchase goods or services. Stakeholders identified 
uncertainty in distinguishing between service conditions and performance conditions and noted that 
existing policy elections for forfeiture accounting delayed revenue recognition in ways that reduced 
decision usefulness. Additionally, there was inconsistency in how the Topic 606 constraint on variable 
consideration (which is generally a reduction in revenue) was interpreted in conjunction with share-based 
consideration. 
 
This ASU aims to ensure that revenue recognition reflects the economic substance of customer awards, 
especially when vesting is tied to purchase volume or value, and better aligns guidance for these awards 
with the principles of ASC 606 and ASC 718. 

2.  Entities affected 
This Update applies to all entities, public and private, issuing share-based consideration to customers in 
the scope of Topic 606. 

3.  Main provisions 
The ASU contains three main provisions within the update. 
 
The ASU redefines the term “performance condition” in the Master Glossary to include vesting targets 
based on the volume or monetary amount of purchases as follows: 

a. “For share-based consideration payable to a customer that can result in a reduction of 
the transaction price in accordance with Topic 606, a condition affecting the vesting, 
exercisability, exercise price, or other pertinent factors used in determining the fair value 
of an award that relates to any of the following: 
(i) Achieving a specified performance target that is defined solely by reference to 

the grantor’s own operations (or activities) or by reference to the grantee’s (the 
customer’s) performance related to the grantor’s own operations (or activities); 

(ii) The grantee’s purchase (or potential purchase) of the grantor’s goods or services 
from either the grantor or the grantor’s customers; and/or 
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(iii) A purchase (or potential purchase) of the grantor’s goods or services from either 
the grantee or the grantee’s customers. 

 
The performance targets listed in this definition for employee and nonemployee awards 
(for example, a change in control) are also examples of performance conditions for 
share-based consideration payable to a customer.” 

 
For awards with service conditions, the ASU eliminates the forfeitures-as-they-occur election and instead 
requires entities to estimate forfeitures. 
 
The amendment further clarifies that the ASC 606 constraint on variable consideration does not apply to 
share-based customer awards. The grantor is required to only apply Topic 718 to such scenarios. 
 
As a result of the ASU, revenue recognition will no longer be delayed when an entity grants awards that 
are not expected to vest, allowing a better initial estimate of the transaction price under ASC 606. 

4.  Effective date and transition guidance 
The ASU is effective for all entities for annual reporting periods (including interim reporting periods within 
annual reporting periods) beginning after December 15, 2026. Early adoption is permitted. Modified 
retrospective (default) or full retrospective adoption is permitted. 
 
“When applying the amendments in this Update on a modified retrospective basis, a grantor should 
recognize a cumulative-effect adjustment to the opening balance of retained earnings (or other 
appropriate components of equity or net assets in the statement of financial position) as of the beginning 
of the period of adoption and should not recast any financial statement information before the period of 
adoption. A grantor should apply the amendments as of the date of initial application to all share-based 
consideration payable to a customer. 
 
When applying the amendments in this Update on a retrospective basis, a grantor should recast 
comparative periods and recognize a cumulative-effect adjustment to the opening balance of retained 
earnings (or other appropriate components of equity or net assets in the statement of financial position) 
as of the beginning of the earliest period presented. Additionally, an entity that elects to apply the 
guidance retrospectively should use the actual outcome, if known, of a performance condition or service 
condition as of the beginning of the annual reporting period of adoption for all prior-period estimates. If 
actual outcomes are unknown as of the beginning of the annual reporting period of adoption, an entity 
should use its estimate of the probability of achieving a service condition or performance condition as of 
the beginning of the annual reporting period of adoption for all prior-period estimates.” 

I.  ASU No. 2025-03, Business Combinations (Topic 805) and Consolidation (Topic 
810): Determining the Accounting Acquirer in the Acquisition of a Variable 
Interest Entity 

1.  Reason for issuance 
The FASB issued ASU 2025-03 to address inconsistencies in the determination of the accounting 
acquirer in transactions where a variable interest entity (VIE) is acquired. Under prior guidance, the 
primary beneficiary of a VIE was always considered the accounting acquirer, even when the transaction 
was effected by exchanging equity interests. Stakeholders raised concerns about lack of comparability 
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between VIE and non-VIE transactions, especially regarding reverse acquisitions and whether a business 
combination had occurred. The amendments aim to enhance consistency and comparability by allowing 
the same accounting acquirer assessment factors that are currently required for determining which entity 
is the accounting acquirer in other acquisition transactions. 

2.  Entities affected 
This Update affects all entities involved in acquisition transactions effected primarily by exchanging equity 
interests when the legal acquiree is a VIE that meets the definition of a business. 

3.  Main provisions 
The ASU modifies Topic 805 and Topic 810 to require entities to apply the same set of factors (outlined in 
ASC 805-10-55-12 through 55-15) to determine the accounting acquirer when: 

a. The legal acquiree is a VIE; 
b. The legal acquiree meets the definition of a business; and 
c. The transaction is effected primarily by exchanging equity interests. 

 
Previously, the primary beneficiary was always the acquirer for VIEs; the ASU removes that automatic 
designation in the specific case of equity exchange transactions. The factors to consider include relative 
voting rights, governing body composition, senior management continuity, and size of the entities 
involved. The ASU does not change the accounting for reverse acquisitions or acquisitions where the 
legal acquiree is not a business. 

4.  Effective date and transition guidance 
ASU 2025-03 is effective for all entities for annual reporting periods beginning after December 15, 2026, 
including interim periods within those annual periods. Early adoption is permitted at the beginning of any 
interim or annual reporting period where financial statements have not yet been issued or made available 
for issuance. The amendments must be applied prospectively to any qualifying acquisition transactions 
occurring after the initial application date. 

J.  ASU No. 2025-02, Liabilities (Topic 405) – Amendments to SEC Paragraphs 
Pursuant to SEC Staff Accounting Bulletin No. 122 

1.  Main provision 
This Update removed the guidance related to the safeguarding of crypto assets initially issued in SAB 121 
that was subsequently repealed by SAB 122. 

K.  ASU No. 2025-01, Income Statement – Reporting Comprehensive Income – 
Expense Disaggregation Disclosures (Subtopic 220-40): Clarifying the 
Effective Date 

1.  Main provision 
The amendment in this Update amends the effective date of Update 2024-03 to clarify that all public 
business entities are required to adopt the guidance in annual reporting periods beginning after 
December 15, 2026, and interim periods within annual reporting periods beginning after December 15, 
2027. Early adoption of ASU 2024-03 is permitted. This ASU is discussed further in the ASU 2024-03 
section. 
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L.  ASU No. 2024-04, Debt – Debt with Conversion and Other Options (Topic 470-
20) 

1.  Reason for issuance 
ASU 2024-04 was issued to address and improve relevance and consistency in the application of the 
induced conversion guidance under Subtopic 470-20, with the largest focus being on determining if the 
conversion should be accounted for as an induced conversion or debt extinguishment. Current guidance 
was found to be inadequate, particularly after the introduction of cash convertible instruments and 
changes to accounting for convertible debt instruments with cash conversion features introduced in ASU 
2020-06. Current guidance also does not address how the standards should be applied to the settlement 
of a convertible debt instrument that does not require new equity securities to be issued upon conversion. 
The Update seeks to clarify the guidance for determining whether a transaction involving the modification 
of a convertible debt instrument’s terms (particularly a cash convertible instrument) at terms that are 
different from the original conversion terms should be accounted for as an induced conversion or a debt 
extinguishment. 

2.  Entities affected 
This Update affects entities, public and private, that settle convertible debt instruments where the 
conversion privileges have been modified to induce conversion. 

3.  Main provisions 
The main provisions of ASU 2024-04 significantly amend the guidance on induced conversions of 
convertible debt instruments. The changes include: 

a. Clarification of inducement offers – The ASU clarifies that, to account for a settlement 
of a convertible debt instrument as an induced conversion, the inducement offer must 
provide the holder with the consideration (in form and amount) that was issuable under 
the conversion privileges provided in the original terms of the instrument. This clarification 
addresses ambiguities about whether modifications to terms or the addition of new 
conversion incentives constitute an induced conversion or a debt extinguishment. The 
entity must assess this as of the date the conversion offer is accepted by the holder. If, 
when applying this criterion, the convertible debt instrument had been exchanged or 
modified (without being deemed substantially different) within the one-year period leading 
up to the offer acceptance date, an entity should compare the terms provided in the 
inducement offer with the terms that existed one year before the offer acceptance date. 

b. Treatment of VWAP modifications – The ASU specifies that incorporation, elimination, 
or changes to a volume-weighted average price (VWAP) formula or similar provision do 
not automatically lead to a debt extinguishment classification. Instead, an entity should 
assess whether the modified terms preserve the form and amount of the conversion 
consideration stipulated in the original terms as of the offer acceptance date. 

c. Applicability to nonconvertible instruments – The guidance extends to scenarios 
where a convertible debt instrument is not currently convertible but has a substantive 
conversion feature at issuance and at the time the inducement offer is accepted. 

4.  Effective date and transition guidance 
ASU 2024-04 is effective for all entities for annual reporting periods beginning after December 15, 2025, 
and interim periods within those annual periods. Early adoption is permitted for all entities that have 
adopted ASU 2020-06. 
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Entities may apply the new guidance on a prospective or retrospective basis: 
a. Prospective application – Entities apply the amendments to settlements of convertible 

debt instruments occurring after the effective date of the guidance. 
b. Retrospective application – Entities can recast prior periods and recognize a 

cumulative-effect adjustment to equity at the later of the beginning of the earliest period 
presented or the date the entity adopted the amendments in ASU 2020-06. 

M.  ASU No. 2024-03, Income Statement – Reporting Comprehensive Income – 
Expense Disaggregation Disclosures (Subtopic 220-40): Disaggregation of 
Income Statement Expenses 

1.  Reason for issuance 
ASU 2024-03 was issued in response to feedback from investors and other financial statement users who 
expressed the need for more detailed information about expenses to better understand an entity’s 
performance, forecast future cash flows, and compare performance across entities. Specific feedback 
highlighted the importance of disaggregating costs of sales and selling, general, and administrative 
expenses (SG&A) to better understand an entity’s cost structure. 

2.  Entities affected 
The amendments in ASU 2024-03 apply to all public business entities. 

3.  Main provisions 
The main provisions require public business entities to disclose more detailed information about their 
expenses in the notes to their financial statements. Specifically, entities must: 

a. Disclose the amounts of (1) purchases of inventory, (2) employee compensation, (3) 
depreciation, (4) intangible asset amortization, and (5) depreciation, depletion, and 
amortization recognized as part of oil-and gas-producing activities (DD&A) (or other 
amounts of depletion expense) included in each relevant expense caption. A relevant 
expense caption is an expense caption presented on the face of the income statement 
within continuing operations that contains any of the expense categories listed in (1)–(5); 

b. Include certain amounts that are already required to be disclosed under current generally 
accepted accounting principles (GAAP) in the same disclosure as the other 
disaggregation requirements; 

c. Disclose a qualitative description of the amounts remaining in relevant expense captions 
that are not separately disaggregated quantitatively; and 

d. Disclose the total amount of selling expenses and, in annual reporting periods, the 
entity’s definition of selling expenses. 

 
These disclosures are required for both interim and annual reporting periods and aim to enable investors 
to better understand the components of an entity’s expenses, assess performance, and forecast future 
expenses. 

4.  Effective date and transition guidance 
The FASB removed the initial effective date that was announced in ASU 2024-03. The effective date of 
ASU 2024-03 was amended shortly after issuance by ASU 2025-01 to correct for a situation where the 
guidance made it possible for a public business entity to apply the guidance to an interim reporting period 
prior to applying the guidance to an annual reporting period. Under ASU 2025-01, ASU 2024-03 is 
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effective for public business entities for annual reporting periods beginning after December 15, 2026, and 
interim reporting periods within annual reporting periods beginning after December 15, 2027. 
 
Early adoption is permitted. Entities have the option to apply the amendments either retrospectively to all 
prior periods presented or prospectively to new or modified transactions after the effective date. 

N.  ASU No. 2024-02, Codification Improvements – Amendments to Remove 
References to the Concepts Statements 

1.  Reason for issuance 
ASU 2024-02 introduces amendments to the Codification to remove references to various FASB 
Concepts Statements. This action is part of the FASB’s ongoing project to address suggestions from 
stakeholders for improvements and technical corrections to the Codification, facilitating updates for 
clarifications, simplifications, and minor improvements. By removing references to Concepts Statements, 
which are nonauthoritative, the FASB aims to clarify the Codification, correct any unintended applications 
of guidance, and draw a clear distinction between authoritative and nonauthoritative literature, ensuring 
that the Codification reflects current GAAP without implying the authoritativeness of the Concepts 
Statements, which are now removed. 

2.  Entities affected 
The amendments impact various Topics within the Codification and apply to all reporting entities within 
the scope of the affected accounting guidance. 

3.  Main provisions 
ASU 2024-02 seeks to refine and clarify the Codification by eliminating unnecessary references to 
nonauthoritative Concepts Statements, thereby enhancing the clarity and application of GAAP for all 
reporting entities. The main provisions of ASU 2024-02 involve the removal of references to Concepts 
Statements across a wide range of Codification Topics. These references are often extraneous and not 
essential for understanding or applying the guidance. In some cases, the references might imply the 
authoritativeness of Concepts Statements or refer to superseded documents, potentially leading to 
diverse interpretations. The amendments aim to simplify the Codification, emphasizing the distinction 
between authoritative guidance and conceptual frameworks that inform the FASB’s standard-setting 
process. This clarification is expected to streamline the application of GAAP by eliminating potential 
confusion over the role of Concepts Statements in preparing financial statements. 

4.  Effective date and transition guidance 
For public business entities, the amendments are effective for fiscal years beginning after December 15, 
2024, including interim periods within those fiscal years. For all other entities, the amendments apply to 
fiscal years beginning after December 15, 2025. Early adoption is permitted for entities for any fiscal year 
or interim period for which financial statements have not yet been issued or made available for issuance. 
Entities adopting the amendments in an interim period must do so as of the beginning of the fiscal year 
that includes that interim period. The transition can be applied either prospectively to all new or modified 
transactions recognized on or after the date of first application or retrospectively to the beginning of the 
earliest comparative period presented. 
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O.  ASU No. 2024-01, Compensation – Stock Compensation (Topic 718): Scope 
Application of Profits Interest and Similar Awards 

1.  Reason for issuance 
The Financial Accounting Standards Board (FASB) issued ASU 2024-01 to clarify how entities should 
apply scope guidance in determining whether profits interest and similar awards should be accounted for 
under Topic 718, Compensation – Stock Compensation. This was in response to complexities and 
diversity in practice (even for similar fact patterns) identified by the PCC regarding the accounting of 
profits interest awards, which are used by entities to align compensation with performance and provide 
participants with future profits and/or equity appreciation. The Update aims to add illustrative examples for 
clarity and improve consistency in applying GAAP. 

2.  Entities affected 
The amendments affect all reporting entities that account for profits interest awards as compensation to 
employees or nonemployees in return for goods or services. Additionally, the amendments that clarify the 
scope and exceptions section of Topic 718 apply to all entities entering into share-based payment 
transactions. 

3.  Main provisions 
ASU 2024-01 aims to provide clarity and reduce inconsistencies in how entities account for profits interest 
and similar awards, ensuring a more standardized approach across different entities and situations. ASU 
2024-01 introduces an illustrative example with four fact patterns to demonstrate the application of scope 
guidance for determining whether a profits interest award falls under Topic 718. These examples focus on 
key considerations such as whether the award grants the right to equity instruments or cash payments 
based on the entity’s share price, among other conditions. This guidance aims to reduce complexity and 
practice diversity by providing clear criteria for when profits interest awards should be accounted for 
under Topic 718. The example is comprehensive, covering cases where the awards are share-based 
payment arrangements and where they are not, based on various conditions like service requirements, 
participation in distributions, and settlement terms. 

4.  Effective date and transition guidance 
For public business entities (PBEs), the amendments are effective for annual periods beginning after 
December 15, 2024, including interim periods within those annual periods. For all other entities, they are 
effective for annual periods beginning after December 15, 2025, and interim periods within those annual 
periods. Early adoption is permitted for both interim and annual financial statements not yet issued or 
available for issuance. Entities can apply the amendments retrospectively to all prior periods presented or 
prospectively to awards granted or modified after the first application date. 

III.  Key ASUs issued prior to 2024 

A.  ASU No. 2023-09, Income Taxes (Topic 740): Improvements to Income Tax 
Disclosures 

1.  Reason for issuance 
This ASU was issued to help investors “better understand an entity’s exposure to potential changes in 
jurisdictional tax legislation and the ensuing risks and opportunities.” It will allow investors to better 
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assess income tax information that relates to cash flow forecasts and capital allocation decisions and will 
also aid investors in identifying potential opportunities to increase future cash flows. 

2.  Entities affected 
The ASU affects all entities, public and private, subject to ASC Topic 740. 

3.  Main provisions 
The ASU improves transparency and expands what public and private entities must disclose regarding 
rate reconciliations, income taxes paid, amounts surrounding the disaggregation of foreign and domestic 
income before taxes, and income tax expense or benefit from continuing operations disaggregated by 
foreign, federal, and state. Public entities must disclose specific categories in the rate reconciliation and 
expand disclosures for all reconciling items that meet a quantitative threshold for items that are greater 
than or equal to 5 percent of pretax income (loss) by the applicable statutory income rate. Private entities 
require qualitative, not quantitative, disclosure about categories of reconciling items and tax jurisdictions 
that result in a “significant difference” between the statutory tax rate and the effective tax rate. 
 
All entities must disclose “the amount of income taxes paid (net of refunds received) disaggregated by 
federal (national), state, and foreign taxes.” They also must disclose “the amount of income taxes paid 
(net of refunds received) disaggregated by individual jurisdictions in which income taxes paid (net of 
refunds received) is equal to or greater than 5 percent of total income taxes paid (net of refunds 
received).” The ASU also provides that entities must disclose (1) income (or loss) from continuing 
operations before income tax expense (or benefit), disaggregated between domestic and foreign, and (2) 
income tax expense (or benefit) from continuing operations disaggregated by federal (national), state, and 
foreign. 
 
Lastly, the ASU eliminates the requirement for all entities to (1) disclose the nature and estimate of the 
range of the reasonably possible change in the unrecognized tax benefits balance in the next 12 months 
or (2) make a statement that an estimate of the range cannot be made. 

4.  Effective date 
ASU No. 2023-09 was effective for public entities for fiscal years beginning after December 15, 2024; for 
private entities, the effective date is for fiscal years beginning after December 15, 2025. Early adoption 
and retrospective application were permitted. 

B.  ASU No. 2023-05, Business Combinations – Joint Venture Formations 
(Subtopic 805-60) 

1.  Reason for issuance 
This ASU was issued as an amendment to provide clear guidance on accounting for contributions made 
to a joint venture, upon formation, in a joint venture’s separate financial statements. Prior to the ASU, joint 
ventures took a diverse approach to measuring contributions at the formation date, with some electing to 
account for net asset contributions at fair value and others electing to account for net asset contributions 
at the venturer’s carrying amount. The Update now provides consistent and decision-useful guidance to 
investors and reduces diversity in joint venture formation accounting. 
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2.  Entities affected 
The ASU applies only to entities that meet the FASB ASC Master Glossary definition of a joint venture or 
corporate joint venture. 

3.  Main provisions 
The ASU establishes that newly formed joint ventures should initially measure assets and liabilities at fair 
value as of the formation date (with fair value measurement exceptions that are consistent with business 
combination guidance). This approach is consistent with the accounting result that would occur if the joint 
venture were treated as the acquirer of a business and subject to the guidance in FASB ASC Subtopic 
850, Business Combinations. 
 
Disclosures for joint venture formation should occur in the period in which the formation date occurs. Note 
that joint venture formation disclosure requirements are different from the requirements for disclosures in 
a business combination. 

4.  Effective date 
The ASU is effective prospectively for all joint venture formations with a formation date beginning on or 
after January 1, 2025. Joint ventures formed prior to this date may elect to apply the ASU retrospectively 
if sufficient information exists. Early adoption is permitted for annual and interim periods for which 
financial statements have not been issued or made available for issuance, either prospectively or 
retrospectively. 

IV.  FASB’s technical agenda 
The FASB’s technical agenda provides information related to current FASB projects. Projects typically go 
through a six-step process. These steps include: 

1. Topic is added to the agenda; 
2. Initial deliberations; 
3. Exposure draft; 
4. Exposure draft comment period; 
5. Exposure draft redeliberation; and 
6. Final standard/concept. 

 
The current technical agenda includes the following: 

a. Technical – Recognition and measurement projects (13); 
b. Research (7);  
c. EITF (3); and 
d. Post-implementation review (1). 
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A.  Technical – Recognition and measurement projects – Narrow projects 
There are 12 active recognition and measurement projects the FASB considers to be narrow projects. 
New projects added to the technical agenda include: 

a. Accounting for Commodities; 
b. Accounting for Transfer of Crypto Assets; 
c. Accounting for Environmental Credit Programs – Exploring how to improve the 

accounting for participants in programs that result in the creation of environmental 
credits; 

d. Classification of Certain Digital Assets as Cash Equivalents; and 
e. Definition of Common Control. 

 
Details on the status of all projects can be found on the FASB website. 

B.  Emerging Issues Task Force (EITF) 
The FASB is continuing its work on three EITF projects. Significant new EITF projects include the 
following: 

a. Application of the Topic 815 Normal Purchases and Normal Sales Scope Exception to 
Electricity Contracts; 

b. Consideration Payable to a Customer; 
c. Mortgage Servicing Rights – Recapture; and 
d. Post-Implementation Review (PIR) Projects. 

 
The FASB currently only has one PIR project after completing the final stage of the PIR project for ASC 
842, Leases, in 2025. The current ongoing PIR project is Credit Losses under ASC 326. 
 
For a complete overview and all of the details of the FASB’s current technical agenda, please refer to the 
FASB’s website at www.fasb.org. 

V.  Update on the FASB’s Private Company Council 
Since its creation, the PCC has become the sounding board for feedback from private companies 
concerning the costs and benefits of both proposed and enacted accounting standards. Additionally, the 
PCC has both influenced new standard setting with regard to the concerns of private companies as well 
as advanced several simplification initiatives that have lightened the existing financial reporting burden on 
private companies. The influence of these simplification initiatives can be seen as the FASB has adopted 
similar simplifications in the areas of goodwill impairment testing and hedging. Additionally, the influence 
of the PCC can be seen in the FASB’s decision in 2025, through ASU No. 2025-05, Financial Instruments 
– Credit Losses (Topic 326): Measurement of Credit Losses for Accounts Receivable and Contract 
Assets, to offer nonpublic business entities a practice expedient in applying ASC 326 to contract 
receivables. 
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A.  Responsibilities 
The PCC has two primary responsibilities: 

a. To determine whether exceptions or modifications to existing nongovernmental U.S. 
GAAP are required to address the needs of users of private company financial 
statements; and 

b. To serve as the primary advisory body to the FASB on the appropriate treatment for 
private companies for items under active consideration on the FASB’s technical agenda. 

 
The PCC has completed this first responsibility and is now generally serving in a consulting and advisory 
role to the FASB as the FASB progresses on its technical agenda. 

B.  Makeup of the PCC 
The PCC consists of between 9 to 12 members, including a chairperson, all of whom will be selected and 
appointed by the FAF Board of Trustees. The PCC chairperson is affiliated with the FASB and will have 
had substantial experience with and exposure to private companies during the course of their career. The 
Chairman works cooperatively with the FASB liaison member, the FASB Chairman, and the FASB 
Technical Director to accomplish the functions of the PCC and to help facilitate the work of the FASB with 
respect to private company standard setting activities. 
 
PCC members include users, preparers, and practitioners who have significant experience using, 
preparing, and auditing (and/or compiling and reviewing) private company financial statements. Members 
are appointed for a three-year term and may be reappointed for an additional term of two years. 
Membership tenure may be staggered for some members to establish an orderly rotation. 
The PCC is still chaired by Jere G. Shawver, the managing partner for assurance and risk with Baker 
Tilly, a top 10 U.S. public accounting firm. The current members of the PCC can be found on the FASB’s 
website. 
 
As mentioned, the PCC still consults with the FASB on the impact of proposed changes to the accounting 
codification on smaller and nonpublic entities.  
 
The PCC is currently consulting with the FASB on a number of projects, including the following: 

a. Business combination project; 
b. Consolidation/variable interest entity (VIE) projects; 
c. Definition projects; 
d. Disclosure projects; 
e. Financial instruments projects; 
f. Emerging Issues Taskforce (EITF) projects; 
g. FASB’s Agenda consultation; and 
h. Implementation issues related to 842. 

VI.  2025 PCC Annual Report – Key highlights for private 
company accounting 
In 2025, the Private Company Council (PCC) advanced its mission of simplifying U.S. GAAP for private 
entities through targeted projects and stakeholder-driven priorities. The PCC completed two major 
initiatives while progressing three key research projects on leases and debt and concluding five other 
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research areas with no further action based on stakeholder input. Below is a summary of the most 
pertinent points for accounting professionals working with private companies that were pulled from the 
PCC’s annual report released in March 2026: 

a. Strategic focus – The PCC’s three strategic priorities are to engage private company 
stakeholders, pursue practical expedients and simplified alternatives in GAAP, and 
provide influential feedback to the FASB on issues affecting private companies. These 
guide all PCC activities and ensure that costly or complex requirements are reduced for 
private companies without compromising the usefulness of financial reporting. 

b. 2025 completed projects – The PCC completed two projects in 2025. First, it worked 
with the FASB on a simplified approach to credit loss accounting for private companies’ 
trade receivables and contract assets, culminating in ASU 2025-05 (issued July 2025), 
which was covered earlier in this chapter. This practical expedient streamlines the current 
expected credit loss (CECL) requirements for short-term receivables, reducing 
implementation effort while preserving the usefulness of information to financial 
statement users. 
Second, the PCC published an FASB Staff Educational Paper on retainage in 
construction contracts (Topic 606) to clarify how contractors should present and disclose 
retainage (customer payment holdbacks) under revenue recognition guidance. This 
guidance addresses diversity in practice by illustrating optional, GAAP-permissible 
disclosures that enhance transparency of retainage amounts, benefiting users of private 
company financial statements. 

c. Ongoing research projects – The PCC significantly advanced three research initiatives 
in 2025, all aimed at practical simplifications for private companies: 
(i) Lease accounting simplifications – Following the FASB final PIR report on 

leases, the PCC is exploring targeted simplifications to lease accounting (Topic 
842) for private companies, as the FASB does not expect material changes to 
the standard for public companies, which will be discussed in Chapter 2. A PCC 
Leases Working Group (established in 2024) has been researching areas such 
as embedded leases, related-party lease disclosures, and lease modifications for 
potential relief or optional treatments. For example, stakeholders suggested an 
option to forgo recognizing embedded leases within service contracts under 
certain conditions to cut costs. The PCC is considering these ideas, balancing 
preparer concerns about complexity with user desires for transparency (e.g., 
users want clearer disclosures on common-control lease terms and significant 
lease modifications). 

(ii) Subjective acceleration clauses (SAC) and debt classification – Developing 
a more cost-effective, “trigger-based” model for classifying debt that contains 
subjective acceleration clauses. Subjective acceleration clauses (lender 
provisions that can demand early debt repayment based on subjective 
judgments) are common in private company loans but rarely enforced. Currently, 
assessing these clauses under GAAP requires difficult probability judgments. 
The PCC’s research is focused on a practical alternative: reclassifying debt only 
when a trigger event occurs (i.e., when the lender actually demands repayment). 
This approach would simplify reporting and reflect economic reality, coupled with 
enhanced disclosures around defaults and lender actions to preserve usefulness 
for credit analysts. 
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(iii) Debt modifications, extinguishments, and troubled debt restructurings 
(TDR) – Examining ways to simplify the accounting for debt restructurings for 
private companies. Many stakeholders noted that current GAAP for debt 
modifications and TDRs is costly and complex to apply, and the distinctions it 
draws may not yield relevant information for private company financial statement 
users. In response, the PCC formed a joint working group (with members of the 
AICPA’s Technical Issues Committee) to research potential simplified 
alternatives or practical expedients in this area. The goal is to identify solutions 
that better reflect private companies’ economic reality without undue cost, 
addressing feedback that TDR accounting often lacks decision-usefulness for 
users. 

d. Research areas concluded (no further action) – After investigation and consultation, 
the PCC decided not to pursue five potential projects in 2025, as either the issues were 
not pervasive or stakeholder feedback indicated that existing guidance was adequate: 
(i) Optional single lease classification model – The PCC considered allowing 

private companies to treat all leases under one model (instead of the complex 
dual finance vs. operating lease model). However, outreach found that the 
current dual classification provides decision-useful distinctions (rent vs. debt) for 
users, and changing it would disrupt financial analysis. Thus, no further action 
was taken on this idea. 

(ii) Weighted-average (W.A.) disclosures – The PCC evaluated whether 
calculating certain weighted-average disclosures (e.g., lease term or discount 
rates) could be simplified for private firms. Stakeholder feedback indicated these 
disclosures are useful to investors and not overly burdensome for preparers, so 
no changes were recommended. 

(iii) Short-cycle manufacturing revenue – The PCC studied challenges in applying 
revenue recognition (Topic 606) to short production-cycle manufacturing 
contracts. It concluded the issue is not widespread enough in private companies 
and other topics were higher priority, so this research was closed without 
changes. 

(iv) Low-value lease scope exception – The PCC considered a special scope 
exception for low-dollar-value leases (similar to IFRS’s practical expedient for 
low-value assets). After outreach, they found most private companies already 
use materiality thresholds to exclude trivial leases, and a formal rule could create 
unintended complexities. Therefore, they decided not to pursue a low-value lease 
exception (though some users would support it if optional and accompanied by 
disclosure of total expense for such leases). 

(v) Interest method for loan costs – The PCC explored simplifying how private 
companies apply the effective interest method when determining amortization 
and interest rates on loans. Based on feedback, they concluded this area was 
less pressing, opting to focus on more significant debt issues (like the SAC and 
TDR topics above) and discontinued further research here. 

 
To provide an overview at a glance, the table below summarizes the PCC’s 2025 agenda outcomes, 
including completed projects (accomplishments), ongoing research projects, and areas where research 
was concluded without further action. 
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VII.  PCC strategic priorities and role 
The PCC was established to tailor U.S. GAAP to better fit private companies’ needs, and its 2025 
activities reflect three core strategic priorities: 

a. Broad stakeholder engagement – “Maximize engagement with our constituencies to 
learn about the challenges faced by preparers and users of private company financial 
statements.” 

b. Practical simplification of standards – “Evaluate existing standards for alternatives 
that are most practical and efficient for private company preparers while sustaining 
effective reporting to users.” 

c. Advising the FASB – “Serve as a consistent and influential source of feedback to the 
FASB and stay current on the FASB’s priorities and the effects of standard setting on 
private companies.” 

 
Together, these strategic priorities ensure the PCC remains focused on the most pressing issues for 
private company reporting and leverages its unique role to influence standards in favor of cost-effective, 
educational, and decision-useful outcomes. 

VIII.  2025 projects – Accomplishments and ongoing work 
The PCC’s 2025 agenda was driven by issues raised from private company constituents, leading to 
tangible outcomes and ongoing projects aimed at simplifying accounting under U.S. GAAP. The table 
below provides a summary of PCC’s 2025 accomplishments, active research projects, and concluded 
topics. 
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2025 PCC accomplishments 
(completed projects) 

Active research projects 
(2025) 

Research concluded 
(no further action) 

Credit Losses – Trade 
Receivables and Contracts – 
Developed a practical expedient 
for measuring expected credit 
losses on short-term trade 
receivables and contract assets 
(Topic 326). Result: FASB 
issued ASU 2025-05 in July 
2025, simplifying CECL 
application for private 
companies without sacrificing 
information quality. 

Lease Accounting 
Simplifications – Investigating 
specific lease (Topic 842) 
simplifications (e.g., embedded 
leases in service agreements, 
related-party lease disclosure 
relief, easier lease modification 
accounting) via a PCC/FASB 
working group with the goal to 
reduce cost and complexity for 
private lessees while 
maintaining transparency for 
users. 

Optional Single Lease 
Classification – Explored a 
single-model lease approach for 
private companies; decided 
against it after outreach showed 
the current dual model is useful 
for users (operating vs. finance 
lease distinction is important). 
No change pursued. 

Retainage Disclosures – 
Construction Contracts – 
Addressed diversity in practice 
under revenue recognition 
(Topic 606) regarding retainage 
(withheld payments) for 
contractors. Result: FASB Staff 
Educational Paper (April 2025) 
was issued, clarifying GAAP 
presentation and disclosure of 
retainage, with examples of 
permissible voluntary 
disclosures to improve 
consistency and user 
understanding. 

Subjective Acceleration 
Clauses (SAC) in Debt – 
Developing a trigger-based 
classification model for debt with 
SACs (common in private 
loans). Would reclassify debt to 
current only when a lender 
enforces an acceleration clause, 
replacing complex probability 
assessments. Aims to provide 
relief to preparers and still give 
lenders the information they 
need (with enhanced default 
disclosures). 

Weighted-Average 
Disclosures – Reviewed 
requirements like average lease 
term and discount rate 
disclosures for private 
companies; concluded these 
disclosures are decision-useful 
and not unduly burdensome, so 
no changes were 
recommended. 

(Additional FASB-endorsed 
PCC input in 2025 led to final 
standards on government 
grants, share-based customer 
consideration, internal-use 
software, and other 
improvements, reflecting private 
company considerations). 

Debt Modifications and TDR 
Simplification – Analyzing 
costly “debt modification vs. 
extinguishment” accounting and 
troubled debt restructuring rules 
(Topics 470-20 and 310-40). A 
PCC working group (formed with 
AICPA TIC members) is 
identifying private-company 
simplifications or alternatives for 
these rules, responding to 
feedback that current TDR 
accounting is complex and not 
very useful for users. 

Short-Cycle Manufacturing 
Revenue – Assessed 
challenges in applying revenue 
recognition to very short-term 
manufacturing contracts and 
determined the issue is not 
pervasive among private 
companies, and other issues 
take priority; no further action 
taken. 

  Low-Value Lease Exception – 
Considered introducing an 
exemption for low-value leased 
assets and found most private 
companies already use 
materiality to ignore trivial 
leases, and a new rule could 
cause complexity (unless 
optional with disclosure). 
Decision: do not add – rely on 
existing materiality practice. 



surgentcpe.com / info@surgent.com 1-29 Copyright © 2026 Surgent McCoy CPE, LLC – CII4/26/V1 

  Effective Interest Rate Method 
Simplification – Explored 
simplifying how private 
companies apply the interest 
method for loan costs and fees. 
Based on feedback, this issue 
was tabled to focus on more 
pressing debt topics, and no 
immediate changes were 
pursued. 

IX.  Conclusion and future work 
In summary, the 2025 PCC Annual Report highlights a year of significant progress in making U.S. GAAP 
more workable for private companies. Key takeaways include the introduction of new simplified 
accounting alternatives (especially the credit losses expedient), clarified guidance in troublesome areas 
(like construction contract retainage), and a strong pipeline of projects addressing leases and debt – all 
shaped by robust stakeholder involvement. 
 
The PCC’s ongoing commitment to listening to practitioners and users and to delivering practical 
expedients means that private-company accounting standards will continue to evolve. Educators should 
ensure they highlight these developments in curricula and training, as they represent both the current 
state and the future direction of private company financial reporting under U.S. GAAP. 
 

Discussion question: 

How successful do you feel the PCC has been in attempting to simplify GAAP for nonpublic 
business entities? 
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Compensation for 
Passthrough Entity Owners 

Learning objectives 
Upon reviewing this material, the reader will be able to: 
 • Understand reasonable compensation and guaranteed payments in the context of 

S corporations and partnerships; 
 • Recognize how compensation for passthrough entity owners interacts with the OBBBA; 

and 
 • Understand IRS scrutiny of S corporation reasonable compensation. 

I.  Introduction 
Compensation planning is a fundamental annual requirement for every S corporation and partnership. 
The risks of inadequate planning are significant, including the retroactive reclassification of distributions, 
employment tax assessments, and accuracy-related penalties under §6662. In recent years, the IRS has 
increased enforcement efforts targeting passthrough entities, with reasonable compensation becoming 
one of the most scrutinized, high-risk areas in small business tax planning. 
 
This chapter focuses on the reasonable compensation framework for S corporations and the guaranteed 
payment framework for partnerships, as well as the IRS enforcement environment, and the OBBBA's new 
interactions that affect compensation decisions. 

II.  Reasonable Compensation 

A.  The Root of the Problem 
Business owners generally contribute both capital and labor to their business. Capital contributions such 
as money, property, or other assets invested in the business, generate a return in the form of distributions 
of profit and capital gains. On the other hand, labor contributions, including any work the owner performs, 
whether producing goods or providing services or managerial oversight to the business, generate 
compensation in the form of wages/salary. These two types of income are economically distinct and 
treated differently under tax law, notably for the Federal Insurance Contributions Act (FICA) tax. 
 
FICA is inherently designed to apply to labor income, such as wages and salaries that compensate 
employees for work they perform. FICA does not apply to capital income, such as distributions of 
business profits. For S corporations, this distinction creates an incentive to characterize owner 
compensation as a distribution rather than wages. Both wages and distributions flow from the S 
corporation to the same owner, so there is a direct financial incentive for S corporation owners to 
minimize the wage component, since wages are subject to FICA while distributions are not. This strategy 
is generally employed in one of two ways: 

1) Paying No Compensation -- The owner takes only distributions and reports no wages; 
or 

2) Paying Below-Market Compensation -- The owner receives some wages but at a level 
that materially understates the market rate for services performed, with the balance taken 
as distributions. 
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Both strategies produce the same economic result of labor income being recharacterized as capital 
income, with FICA avoided on the recharacterized amount. The reasonable compensation requirement is 
the legal mechanism designed to counteract both strategies. 

B.  The Statutory and Regulatory Foundation 
S corporations are “flow-through entities” meaning that they pass income, losses, deductions, and credits 
through to their shareholders for federal tax purposes. Shareholders of S corporations subsequently 
report the allocable share of flow-through income and losses on their personal tax returns and are 
assessed tax at their individual income tax rates. Unlike C corporations, S corporations avoid double 
taxation on the corporate income. S corporation shareholder-employees essentially occupy two roles 
simultaneously: as shareholders they receive distributions of profit, and as employees they receive wages 
for services rendered. The reasonable compensation requirement governs the division between those two 
categories. 
 
The reasonable compensation requirement for S corporation shareholder-employees does not arise from 
a single dedicated statute. Rather, it is the product of several converging legal authorities that, taken 
together, establish both the obligation and its enforcement mechanism. 
 
Under IRC §3121(d)(1) and (2), an employee for FICA tax purposes means any officer of a corporation. 
The fact that an officer is also a shareholder does not change the requirement that payments to the 
corporate officer be treated as wages. IRC §3111 and §3121 impose the employer's share of FICA taxes 
on wages paid to employees. Treas. Reg. §31.3121(d)-1(b) provides that an officer of a corporation is an 
employee of that corporation. When analyzed together, these provisions establish that a shareholder who 
performs services for an S corporation and holds an officer position is an employee of that corporation 
and is therefore subject to FICA withholding and employer matching on compensation received. Courts 
have consistently held that S corporation officer/shareholders who provide more than minor services to 
their corporation and receive or are entitled to receive payment are employees, and thus their 
compensation is subject to FICA taxes. 
 
IRC §162(a)(1) provides that there shall be allowed as a deduction all the ordinary and necessary 
expenses paid or incurred during the taxable year in carrying on any trade or business, including a 
reasonable allowance for salaries or other compensation for personal services actually rendered. 
 
Lastly, the Form 1120-S Instructions directly state that "distributions and other payments by an S 
corporation to a corporate officer must be treated as wages to the extent the amounts are reasonable 
compensation for services rendered to the corporation." 

C.  IRS Fact Sheet 2008-25 
IRS Fact Sheet 2008-25, "Wage Compensation for S Corporation Officers," remains the IRS's clearest 
and arguably most frequently cited statement of its position on reasonable compensation and the factors 
it considers in evaluating whether an S corporation owner's compensation is reasonable. Despite its 2008 
issuance date, FS-2008-25 accurately reflects the current enforcement framework and is often cited in 
IRS examination reports and Tax Court opinions. 
 
The fact sheet reiterates that corporate officers are specifically included within the definition of employee 
for FICA (Federal Insurance Contributions Act), FUTA (Federal Unemployment Tax Act) and federal 
income tax withholding under the Internal Revenue Code. As such, reasonable compensation is subject 
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to 15.3% self-employment taxes (combined employee/employer portion of Social Security and Medicare 
tax), whereas distributions from an S corporation are not subject to these taxes. 
 
FS-2008-25 further states that when corporate officers perform services for the corporation, and receive 
or are entitled to receive payments, their compensation is generally considered wages. It asserts that 
Subchapter S corporations should treat payments for services to officers as wages and not as 
distributions of cash and property or loans to shareholders. An S corporation must pay reasonable 
compensation to a shareholder-employee in return for the services provided before a distribution may be 
given to the shareholder-employee. The Treasury Regulations provide an exception for an officer of a 
corporation who does not perform any services or performs only minor services and who neither receives 
nor is entitled to receive, directly or indirectly, any remuneration. Such an officer would not be considered 
an employee, and the reasonable compensation requirement would not apply. 
 
FS 2008-25 is explicit about the avoidance strategies the IRS targets, stating: “corporations should not 
attempt to avoid paying employment taxes by having their officers treat their compensation as cash 
distributions, payments of personal expenses, and/or loans rather than as wages.” 
 
FS-2008-25 outlines the following factors considered by the courts in determining reasonable 
compensation. No single factor is determinative, and the analysis requires weighing all facts and 
circumstances –  

1. Training and Experience: Specialized training, advanced credentials, or a depth of 
technical expertise likely justifies an above-market compensation compared to a more 
generalized peer. For example, a shareholder-employee with 25 years of surgical 
experience commands different compensation than a newly licensed practitioner 
performing the same procedures. The analysis should consider specific credentials, 
years of practice, and any specialized expertise that differentiates the shareholder-
employee from a typical market-rate employee in the same role. 

2. Duties and Responsibilities: This factor considers the depth and scope of the 
shareholder-employee’s role in the business. If gross receipts are generated primarily by 
the shareholder's personal services, a larger portion of payments should be classified as 
wages. Similarly, even if a shareholder does not directly produce revenue, they must still 
be paid for administrative work that supports other income-producing employees or 
assets. A manager who does not directly generate gross receipts but oversees 
employees who do is still performing compensable services. 

3. Time and Effort Devoted to the Business: Part-time involvement often justifies lower 
compensation than a full-time counterpart, but the analysis hinges on what the market 
would pay for the actual hours and level of engagement, not on an arbitrary hourly 
proration. A shareholder-employee who works 20 hours per week likely would not receive 
the same compensation as one working 60 hours per week in the same role. 

4. Dividend History: A history of substantial distributions relative to compensation is itself a 
red flag indicator of potential unreasonableness to the IRS. Similarly, a sudden shift from 
paying a regular salary to taking only distributions is a red flag indicator. 

5. Payments to Non-Shareholder Employees: When non-shareholder employees 
performing less complex or less senior roles are paid more than a shareholder-employee, 
the corporation's own compensation practices become evidence against the 
reasonableness of the shareholder-employee’s wages. In other words, the IRS can use 
the corporation's own payroll data as a benchmark. 
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6. Timing and Manner of Paying Bonuses to Key People: Lump-sum year-end payments 
characterized as wages, especially when regular periodic payroll was not maintained, 
raise questions about whether the amounts truly reflect ongoing compensation for 
services or a retroactive adjustment motivated by tax considerations. The IRS views 
regular periodic payroll as evidence of genuine employment, whereas year-end lump 
sums may raise red flags. 

7. What Comparable Businesses Pay for Similar Services: The market-rate standard is 
arguably the most objective and most defensible element of any reasonable 
compensation analysis. The IRS defines reasonable compensation as the amount that 
would ordinarily be paid for like services by like enterprises under similar circumstances. 
Compensation data sources include the U.S. Bureau of Labor Statistics Occupational 
Employment and Wage Statistics (OEWS) database, industry compensation surveys 
published by trade associations, the Robert Half Salary Guide, the Management of an 
Accounting Practice survey published by the AICPA, and comparable W-2 data from 
similarly situated employees in the client's geographic market. The IRS uses BLS data in 
examinations, making it a primary reference point in any reasonable compensation 
dispute. 

8. Compensation Agreements and Formula-Based Approaches: The existence of a 
formally adopted compensation policy, approved by the board or shareholders, 
documented in minutes, and consistently applied, often supports the reasonableness of 
the compensation determination regardless of the specific amount. However, this is only 
true if the formula itself produces a market-rate result. A formula that produces below-
market compensation is not protected simply by its formal adoption. 

 
FS-2008-25 states that the amount of the compensation will never exceed the amount received by the 
shareholder either directly or indirectly.  However, if cash or property or the right to receive cash and 
property did go to the shareholder, a salary amount must be determined and the level of salary must be 
reasonable and appropriate. There are no specific guidelines for reasonable compensation in the Code or 
the Regulations. The various courts that have ruled on this issue have based their determinations on the 
facts and circumstances of each case. 

D.  The Case Law Landscape 
The Tax Court and circuit courts have consistently supported the IRS in reasonable compensation 
disputes. Notable cases follow. 

1.  Zero Compensation Cases 
A corporation cannot avoid employment taxes by characterizing payments to an active officer-shareholder 
as distributions rather than wages. This foundational principle has been established across multiple 
Courts and has never been successfully challenged on its merits. 

a. Veterinary Surgical Consultants v. Commissioner, 117 T.C. 141 (2001): In 2001, in a 
Tax Court case against a Veterinary Clinic, the Tax Court ruled that an employer cannot 
avoid federal taxes by characterizing compensation paid to its sole director and 
shareholder as distributions of the corporation's net income rather than wages. Veterinary 
Surgical Consultants involved a sole shareholder-veterinarian who paid himself minimal 
wages. The Tax Court found that a specialist veterinarian in his position would command 
substantially higher compensation in the open market and recharacterized the payments 
accordingly.  
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b. Joly v. Commissioner, T.C. Memo. 1998-361 aff'd by unpub. op., 211 F.3d 1269 (6th 
Cir. 2000): J. Michael Joly operated J. Michael Joly, Inc., an S corporation engaged in 
custom home construction, serving as the president and the primary reason for the 
corporation's success in attracting customers. His son Jody later joined as vice president 
and operations manager. The corporation paid no wages but made funds available to 
Michael and Jody by allowing them to use the company bank account for personal use, 
drawing on corporate funds as their personal needs arose. The Tax Court found that the 
amounts drawn from the corporate account constituted taxable wages for FICA purposes, 
rejecting the argument that the payments were loans because no loan documents existed 
and the corporation's balance sheets showed no loans outstanding. The Sixth Circuit 
affirmed this decision that the shareholder-employee of a company used the company 
bank account for personal use. As such, the Court ruled that the shareholder was an 
employee and owed employment tax. 

c. Joseph M. Grey Public Accountant, P.C. vs. Commissioner, 119 T.C. 121 (2002): An 
accountant who was the sole officer and shareholder of his professional corporation took 
all payments in the form of dividends while performing ongoing accounting services for 
the corporation's clients. The Tax Court ruled the dividends were actually wages, subject 
to employment taxes. This decision reiterated the principle that the form of payment is 
immaterial, rather the relevant question is whether the amounts received were in 
substance remuneration for services rendered. 

d. Nu-Look Design, Inc. v. Commissioner, T.C. Memo. 2003-52: Ronald Stark was the 
sole shareholder and president of Nu-Look Design, a residential home improvement 
company. During the years at issue, Stark managed the company, solicited business, 
handled finances, hired workers, and supervised the work, performing the full range of 
operational functions. Nu-Look paid Stark no wages and instead distributed net income to 
him as his personal needs arose. The Tax Court recharacterized the distributions as 
wages in full, applying the market-rate standard and finding that the corporation provided 
no credible evidence that the zero-wage position reflected what an unrelated party would 
accept for the same services. The Court relied on the economic substance of the 
payments, concluding that the distributions were, in fact, remuneration for services 
performed. 

2.  Personal Expense Payments Treated as Wages 
Payments of an officer's personal expenses made with compensatory intent are wages for employment 
tax purposes. 

a. Ghosn v. Commissioner, T.C. Memo. 1995-192: The corporation paid the shareholder's 
personal expenses for insurance and utilities. The Tax Court found that the corporation's 
payments of the shareholder's personal expenses for insurance and utilities were made 
with the intent to compensate the shareholder for services rendered. As such, the 
corporation was entitled to a deduction as additional compensation. The amounts when 
combined with small amounts of "management expenses" paid by the corporation were 
not unreasonable. While the IRS most commonly argues that payments are wages rather 
than distributions, courts also recognize that non-wage payments made with 
compensatory intent constitute wages for employment tax purposes. 
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3.  Purported Loans Recharacterized as Wages 
One of the most sophisticated avoidance structures litigated in the reasonable compensation context 
involves characterizing transfers from a corporation to a shareholder-employee as loans rather than 
wages or distributions. This structure attempts to avoid both employment taxes (applicable to wages) and 
the reasonable compensation analysis that applies to distributions. To qualify as a genuine loan, the 
transaction must meet several formal requirements, including:  

• Documentation: A genuine loan requires documentation, including promissory notes or 
loan agreements executed at the time of the advance, specifying the principal amount, 
interest rate, maturity date, and repayment terms. 

• Interest Terms: Interest must be charged at a rate at least equal to the applicable 
federal rate and repayment according to a specified schedule, not merely when corporate 
cash is available or at the shareholder’s discretion. 

• Accounting: The advance must be recorded as a liability on the corporate balance sheet 
and as a receivable on the shareholder's personal records. 

• Contingency: Repayment of the advance cannot be dependent entirely on the success 
of the corporation's business. When a transfer’s repayment depends solely on whether 
the corporation generates sufficient profits, it has the attributes of a capital contribution, 
not a loan. 

 
When an S corporation borrows from the shareholder and repays that borrowing through distributions, the 
repayment of a legitimate loan obligation is not characterized as wages. However, when the corporation 
advances money to the shareholder and claims repayment was accomplished by crediting the advance 
against future income or distributions, the transaction often lacks economic substance, particularly when 
no independent economic obligation constrains the timing or amount of repayment. Courts have 
consistently rejected the loan characterization where the essential attributes of a genuine debt obligation 
are absent. 

a. Gale W. Greenlee, Inc. v. U.S., 661 F. Supp. 642 (D. Colo. 1985): Purported "loans" 
from the S corporation to its sole shareholder, officer, and director, were considered 
wages for purposes of FICA and FUTA taxes. The loans were unsecured demand notes 
bearing no interest, the loans were made entirely at the discretion of shareholder, and the 
shareholder regularly performed substantial, valuable services for the S corporation. The 
Court found that repayment of loan was "simply a paper transaction" in which the 
outstanding loan balance was credited against undistributed income and rental payments 
owed by the corporation to the shareholder. 

b. Glass Blocks Unlimited v. Commissioner, T.C. Memo. 2013-180: Glass Blocks 
Unlimited manufactured and sold glass blocks for the North American real estate market. 
Its president, Mr. Blodgett, was the only full-time worker, responsible for all operational 
and financial decisions, and his services generated all of the corporation's income. The 
corporation paid Blodgett no salary or wages, distributing money to him as cash was 
available and as he requested it. During the dispute, the corporation contended that a 
portion of the distributions represented repayment of loans. Specifically, they argued that 
Blodgett had transferred funds to the corporation during an economic downturn and that 
subsequent distributions were merely returning those funds to him. Further, there were 
no promissory notes documenting the alleged loans; there were no loan terms 
establishing interest, maturity, or repayment schedules; the transfers were not treated as 
loans on the corporate balance sheet; and repayment depended entirely on the 
corporation's available cash and the shareholder's requests rather than on any fixed 
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obligation. The Court found that payments made by the S corporation to its president and 
sole shareholder were wages subject to employment taxes, not distributions or loan 
repayments. Prior transfers by the shareholder to the corporation were capital 
contributions and not loans. The Court rejected the argument that the distributions would 
represent unreasonable compensation to its president. 

4.  Below-Market Compensation with Distributions 
If an owner receives some wages but at a level substantially below the market rate, with the balance 
taken as distributions, it is a red flag to the IRS. 

a. Watson v. Commissioner, 668 F.3d 1008 (8th Cir. 2012): Watson is arguably one of 
the most important and most frequently cited reasonable compensation cases in practice. 
David Watson (Watson) was a Certified Public Accountant who obtained a 25% interest 
in an accounting firm, Larson, Watson, Bartling & Juffer, LLP (LWBJ). In 1996, Watson 
incorporated a business entity known as David E. Watson, P.C. (DEWPC). Watson 
transferred his individual 25% interest in LWBJ to DEWPC, and thereafter DEWPC 
replaced Watson as a partner in LWBJ. Watson served as DEWPC's sole officer, 
shareholder, director, and employee. Through an employment agreement, DEWPC 
employed Watson, but Watson exclusively provided his accounting services to LWBJ for 
the period relevant to this dispute. From its inception, DEWPC elected to be taxed as an 
S Corporation. For the years at issue, Watson paid himself $24,000 per year (a fraction of 
the market rate) while receiving approximately $200,000 in distributions per year for the 
years at issue (2002 and 2003). Thus, in the years in question, after DEWPC paid 
Watson's salary and other expenses, it distributed all remaining cash to Watson as 
dividends. The IRS determined that DEWPC underpaid employment taxes pursuant to 
FICA for the years at issue. At trial, the government's expert, Igor Ostrovsky, stated that 
the market value of Watson's accounting services was approximately $91,044 per year 
for the years at issue. Ostrovsky relied on several compensation surveys and studies 
particular to accountants. Primarily, Ostrovsky focused on the Management of an 
Accounting Practice (MAP) survey conducted by the American Institute of Certified Public 
Accountants, which contained adjustments for specific regions. Ostrovsky discovered that 
an owner—defined as an investor and an employee—in a firm the size of LWBJ would 
receive approximately $176,000 annually, which reflected both compensation and return 
on investment. Ostrovsky also discovered that a director (an employee with no 
investment interest) would receive approximately $70,000 in compensation alone. Since 
owners billed at rates 33% higher than directors, and because Ostrovsky viewed Watson 
as a de facto partner of LWBJ, Ostrovsky increased the director compensation by 33% to 
arrive at owner compensation or $93,000. Ostrovsky then made a downward adjustment 
to $91,044, accounting for untaxable fringe benefits. In reaching his conclusion, 
Ostrovsky used average billing rates rather than Watson's actual billing rates. 

 
In resolving this FICA tax dispute, the main issue was whether, based on the statutes and 
unusual facts involved, the payments at issue made to Watson were remuneration for 
services performed. Watson’s primary argument was that there was no statute, 
regulation, or rule requiring an employer to pay minimum compensation. Additionally, by 
requiring proof of reasonable compensation, DEWPC argued that the district court 
imposed a minimum compensation requirement. Courts have historically addressed 
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similar FICA characterization issues by evaluating the economic substance of the 
transaction rather than the form chosen by the taxpayer. 

 
The Court ultimately rejected Watson’s characterization and held that the payments 
Watson received were, in economic substance, remuneration for services performed. 
They concluded that the characterization of those payments of distributions did not 
change their underlying character. Ultimately, the Eighth Circuit affirmed the Tax Court's 
determination that the distributions should be recharacterized as wages, resulting in 
additional FICA taxes, penalties, and interest. The case is significant not only for its 
outcome but for the court's methodology, as it explicitly compared Watson's 
compensation to that of similarly qualified CPAs in similar positions, using industry 
compensation data as the benchmark. 

 
The consistent theme amongst these cases is that S corporations are required to pay their owner-
employees reasonable compensation for services rendered prior to making any distributions. An owner 
who contributes both capital and labor to a business earns both capital income and labor income. As a 
result, characterizing all of the businesses’ returns as distributions misrepresents the economic substance 
of the owner’s services. Overall, courts favor a “market approach” when determining reasonable 
compensation. 

E.  Reasonable Compensation Analysis 
Ultimately, the foundation of any reasonable compensation analysis is the market-rate determination. In 
other words, what would the corporation pay an unrelated party to perform the same services under 
similar circumstances? Ideally, the determination of the reasonableness of an employee’s compensation 
is made by comparing the employee’s compensation to that of an employee performing similar duties at a 
similar company of the same size/industry. This determination requires understanding both what the role 
of the shareholder-employee is and what the market pays for those specific services. S corporation 
shareholder-employees frequently perform multiple roles simultaneously, for example, CEO, chief 
revenue officer, operations manager, and perhaps even a professional practitioner. Each role has a 
separate market value. The reasonable compensation analysis should identify each role, estimate the 
time allocation across roles, and apply market-rate compensation for each. 
 
Compensation data sources that practitioners and clients can use to support the analysis include the U.S. 
Bureau of Labor Statistics Occupational Employment and Wage Statistics (OEWS) database, industry 
compensation surveys published by trade associations, the Robert Half Salary Guide and similar 
commercial compensation references, and comparable W-2 data from similarly situated employees in the 
client's geographic market. As discussed, the IRS often uses BLS data in examinations, making it a 
pivotal reference point in the analysis. No single source is authoritative, and the analysis is stronger when 
multiple independent sources produce consistent results. 

F.  IRS Enforcement 
The IRS uses various approaches for S corporation compliance. Examiners within the Small 
Business/Self-Employed (SB/SE) Division may review officer's compensation as part of examinations of 
Form 1120-S, U.S. Income Tax Return for an S corporation. The Forms 1120-S, when examined in the 
field, could be analyzed for any number of issues that are reported on the return, but it is not mandatory 
for the revenue agent responsible for the examination to review the officer's compensation issue. 
Additionally, Exam Case Selection within the SB/SE Division's Specialty Examination function reviews the 
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officer compensation issue by using the Form 1120-S along with a set of criteria to identify returns with 
potential employment tax noncompliance. Finally, the IRS has also used Compliance Initiative Projects 
(CIP) to focus resources on the issue. CIPs are authorized activities, outside of the planned strategies, 
with the intended purpose of correcting noncompliance around particular issues or areas of concern. 
 
In 2009, the IRS created a CIP to address the officer's compensation issue associated with 
S corporations by developing and using filters to identify high-risk cases. The CIP was eventually 
transitioned into the Employment Tax program workstream within the IRS's Specialty Examination 
function. Filters applied by Exam Case Selection identify S corporations with no officer compensation 
reported. Ultimately, these cases can result in an assessment to the S corporation's employment tax 
returns. 
 
In August 2020, the IRS began its newest CIP associated with the lack of officer's compensation 
associated with S corporations. The CIP is again focused on improving compliance of S corporations that 
appear to have not compensated shareholders. 
 
Single-shareholder S corporation owners not providing compensation to themselves, and thus avoiding 
employment taxes, is a highly scrutinized area in which the IRS has continued to pursue. IRS revenue 
agents may assess the issue when examining Forms 1120-S in the field or addressing the issue more 
directly by examining it via the Employment Tax program or CIPs. Additionally, the IRS has a workstream 
within its Employment Tax Program that is focused on the issue of officer's compensation in S 
corporations. Per a TIGTA report, this employment tax workstream has realized average results of 
approximately $17,726 per return when examining employment tax returns associated with S corporation 
taxpayers.1 

III.  Multi-Entity and Multi-Role Compensation Issues 

A.  The Multiple-Entity Owner 
Some S corporation owners own interests in multiple entities simultaneously. Each entity in which the 
owner performs services as an employee is independently subject to the reasonable compensation 
requirement. The compensation analysis must be performed separately for each entity based on the 
services performed for that specific entity, not on the owner's total compensation across all entities.  
 
A common error in multi-entity situations is treating the owner's total compensation as a single number 
that is then allocated arbitrarily across entities. An allocation of compensation should reflect where the 
owner's time and services are actually directed. For example, an owner who spends 80% of their working 
time in Entity A and 20% in Entity B should receive approximately 80% of their total compensation from 
Entity A and 20% from Entity B. An allocation that heavily weights compensation toward a loss entity (to 
absorb losses) or away from a profitable entity (to minimize wages subject to FICA) is a red flag to the 
IRS, especially in multi-entity audits. 

 
1  TIGTA Report, Efforts to Address the Compliance Risk of Underreporting of S Corporation Officers' Compensation Are 

Increasing, but More Action Can Be Taken. 
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1.  The Spouse-Employee 
Closely held S corporations often employ a spouse in the business. The IRS applies the same reasonable 
compensation standard to non-shareholder employees as to shareholder-employees, and payments to a 
related party that exceed the market rate for services actually performed may be challenged under 
§162(a)(1) as unreasonable compensation or disallowed under §267 as payments between related 
parties that do not reflect arm's-length bargaining. 
 
For estate planning purposes, compensating a spouse who genuinely contributes to the business at a 
reasonable market rate serves the legitimate purpose of building the spouse's Social Security earnings 
record and enabling contributions to the spouse's retirement accounts. It is only appropriate when the 
spouse’s compensation genuinely reflects services rendered and when the amount of compensation 
reflects the market rate for those services. 

2.  The Part-Time and Passive Shareholder 
Not all S corporation shareholders are employee-shareholders. A shareholder who does not perform 
services for the corporation, or only performs minor services, is not required to receive wages and is thus 
not subject to the reasonable compensation requirement with respect to that entity. The key factual 
question is whether the shareholder provides services. If services are provided, wages are required 
regardless of the shareholder's characterization of their role. 
 
This issue arises most commonly in family S corporations where younger-generation shareholders have 
been given equity interests but are not yet active in the business, or in investment holding companies 
where the shareholder's involvement is limited to oversight and governance. The distinction between 
governance involvement (which does not create an employment relationship) and active participants 
(which creates an employment relationship) requires a facts-and-circumstances analysis for each 
shareholder. 

IV.  Compensation Planning in Light of the OBBBA 

A.  The Qualified Tips Deduction – New Interaction for Service Industry PTEs 
The OBBBA's new §224 qualified tip income deduction creates new compensation considerations for 
S corporations and partnerships operating in tipping-eligible industries. The deduction is available to both 
employees and self-employed individuals in occupations that customarily receive tips, subject to a 
$25,000 annual cap and a MAGI phaseout beginning at $150,000 (single) and $300,000 (MFJ). 
 
For an S corporation shareholder-employee in a qualifying tipped occupation, the deduction under §224 is 
available individually for any tips received. However, qualified tips deducted under §224 are excluded 
from QBI for §199A purposes, meaning that the tip deduction reduces QBI at the individual level in 
addition to reducing taxable income. This double reduction should be explicitly modeled for S corporation 
taxpayers in a tipping-eligible occupation. 
 
For partnership clients who are self-employed and receive tips from customers, the net income limitation 
for the §224 deduction caps the deductible tips at the net income of the specific trade or business. In 
other words, the partnership's profitability directly affects each eligible partner's available tip deduction. 
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B.  The PTET and SE Tax Interaction 
One of the most significant and often overlooked OBBBA-related compensation considerations for 
partnership clients is the interaction between PTET elections and self-employment tax. When a 
partnership makes a PTET election and the state imposes the PTET on the partnership's ordinary 
income, the resulting entity-level tax payment reduces the partnership's ordinary income before allocation 
to partners. Since SE tax for general partners and active LLC members is computed on the partner's 
distributive share of ordinary income, and because the PTET payment has reduced that ordinary income, 
the PTET election effectively reduces the SE tax base for active partners. 
 
The magnitude of this benefit ultimately depends on the state tax rate, the partner's SE income level 
relative to the Social Security wage base, and whether the reduced ordinary income keeps the partner 
below or above the additional Medicare tax threshold. For a general partner subject to the full 15.3% SE 
rate on the first $184,500 of net SE income in 2026, each dollar of PTET payment that reduces ordinary 
income below that threshold produces a 15.3% SE tax savings, a meaningful amplification of the PTET's 
federal benefit beyond the SALT cap workaround. 
 
This interaction does not exist for S corporation shareholders in the same form, because S corporation 
distributions are not subject to FICA, and the PTET payment reduces QBI (not subject to FICA) rather 
than wages (subject to FICA). The SE tax dimension of PTET is therefore specific to active partners and 
LLC members whose entire distributive share is subject to SE tax. 
 
For partnership taxpayers with significant SE tax exposure, the PTET's SE tax interaction is an important 
component of the full cost-benefit analysis and should be modeled alongside the SALT cap analysis 
whenever a PTET election is being evaluated. 
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Miscellaneous Business Considerations 
Learning objectives 

Upon reviewing this chapter, the reader will be able to: 
 • Understand §1244: Small Business Stock Loss Treatment; 
 • Review Decentralized Autonomous Organizations (DAO) considerations; and 
 • Review §1202: Qualified Small Business Stock Gain Exclusion considerations. 
 

I.  Advanced Practice Issues 

A.  Section 1244: Small Business Stock Loss Treatment 

1.  Purpose and Policy Rationale 
Congress recognized that small, closely held corporations often face greater financing challenges than 
public companies. In order to encourage equity investment in these businesses, §1244 allows investors to 
deduct certain stock losses as ordinary losses rather than capital losses. Ordinarily, capital losses can 
only offset capital gains plus up to $3,000 of ordinary income per year. This means that if a taxpayer 
invests $50,000 in stock that becomes worthless, only $3,000 per year can offset ordinary income and the 
remaining loss may take many years to fully utilize. Section 1244 changes this result by permitting an 
ordinary loss deduction for qualifying small‑business stock, enabling immediate relief up to statutory 
limits. 
 
The special treatment applies only to original purchasers of stock—transferees cannot benefit—and is 
limited to stock issued by a qualified small business. It is not intended to provide tax benefits for purely 
speculative trading or for investors who buy stock from secondary markets. In addition, the corporation 
must satisfy certain active‑business requirements and the amount of stock eligible for §1244 treatment is 
capped. These rules ensure that the provision is targeted to operating businesses and to initial investors 
bearing entrepreneurial risk. 

2.  Mechanics of the Ordinary Loss Deduction 
An investor who meets the §1244 requirements may deduct up to $50,000 of loss per year ($100,000 on 
a joint return) as an ordinary loss. Any additional loss beyond these limits is treated as a capital loss 
subject to the $3,000 annual offset against ordinary income. The ordinary loss is reported on Form 4797 
(Part II, Ordinary Gains and Losses) and flows to Schedule 1 (Form 1040), line 4. Because ordinary 
losses reduce adjusted gross income, they can also lower income thresholds for other deductions and 
credits, which can magnify the tax benefit. 
 

Example 1: Basic application.  
An investor buys $50,000 of stock in a qualifying small corporation and the 
business fails within a year. If the stock does not qualify under §1244, the 
$50,000 loss is treated as a capital loss and may offset only capital gains plus 
$3,000 of ordinary income annually. By contrast, if the stock does qualify, the full 
$50,000 is deducted as an ordinary loss in the current year, resulting in a much 
larger immediate deduction. 
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Example 2: Loss exceeding the annual limit.  
Suppose a married couple filing jointly invests $120,000 in §1244 stock that 
becomes worthless. Under §1244, they may deduct $100,000 of this loss as an 
ordinary loss in the year the stock becomes worthless. The remaining $20,000 is 
treated as a capital loss subject to the $3,000 annual ordinary‑income offset. If 
the couple has no capital gains and cannot absorb additional capital losses, it 
may take several years to fully use the remaining $20,000 loss. 

3.  Eligible Stock and Eligible Taxpayers 
a. Original issuance. Only stock issued directly by the corporation to the taxpayer (or 

through an underwriter) is eligible. Investors must pay money or transfer property to the 
corporation; stock issued for services does not qualify. Qualifying stock may be either 
common stock or preferred stock (if issued after July 18, 1984). Stock acquired by a 
transferee—by purchase from another shareholder or by gift or inheritance—does not 
qualify. If stock is transferred after acquisition, the new owner cannot claim §1244 
benefits; the election does not travel with the stock. 

b. Individual taxpayers and partnerships. The provision applies to individual taxpayers 
and to partners in a partnership that purchases §1244 stock. When a partnership holds 
qualified stock, the §1244 deduction limit applies at the partner level. S corporations, 
trusts and estates cannot claim §1244 benefits, so stock held through these entities will 
not qualify. 

 
Example 3: Subsequent Owner. 

Jerry Stevens invested $30,000 in a new corporation. On January 1, prior year, 
he sold one-half of his stock for $15,000 to Bill Myers. On December 1, current 
year, the corporation declared bankruptcy. 

 
Jerry Stevens could deduct this $15,000 stock loss 100 percent on his Form 
1040 for the current year as an ordinary loss. 
 
Bill Myers’ stock loss would not qualify for §1244 treatment since he was not an 
original owner of the stock. 
 
Thus, his stock loss would be a long-term capital loss.  The current year, Myers 
would deduct $3,000 and carryover $12,000 capital loss to subsequent years. 

4.  Corporate Eligibility Requirements 
For stock to qualify for §1244 treatment, the issuing corporation must meet several requirements: 

a. Active business test. During the five taxable years preceding the year of loss—or for all 
taxable years if the corporation has existed for fewer than five years—the corporation 
must be primarily engaged in an active trade or business. At least 50 percent of the 
corporation’s gross receipts during this period must be derived from the active conduct of 
a business rather than passive activities. Passive sources such as rents, royalties, 
dividends, interest, annuities, or gains from securities do not count toward this test. 

b. Small business capital limit. The corporation may issue up to $1,000,000 of §1244 
stock (including paid‑in capital and surplus). Only the first $1 million of stock issued 
qualifies for §1244 treatment; subsequent issuances beyond that cap do not. There is no 
requirement for a written stock plan, but corporations should maintain thorough 
documentation to substantiate the amount of qualifying stock issued. 

c. Proper issuance. The stock must be issued for money or property. If stock is issued for 
services—such as legal or consulting services—it does not qualify. 
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5.  Interaction with Partnerships and Other Structures 
When a partnership purchases §1244 stock, the benefits are allocated to the partners. Each partner 
applies the $50,000/$100,000 annual loss limit separately on their individual return. If the partnership sells 
the stock at a loss or if the stock becomes worthless, each partner’s share of the loss is treated as an 
ordinary loss to the extent of the limit, and any excess is a capital loss. 

 
Example 4: Partnership investment and multiple partners.  

Three partners, Alex, Sam and Taylor, form AST Partnership and invest 
$450,000 in newly issued stock of StartCo, a qualifying §1244 corporation. Each 
partner’s basis is $150,000. After two years, StartCo fails and the stock becomes 
worthless. On dissolution, the partnership deducts a $450,000 loss. Each 
partner’s $150,000 share of the loss is subject to §1244. Alex, Sam and Taylor 
may each deduct $50,000 (single filers) or up to $100,000 if filing jointly. Any 
remaining loss on each partner’s share (up to $100,000 if single, $50,000 if joint, 
depending on filing status) is treated as a capital loss. 

6.  Planning Considerations and Tips 
Section 1244 can provide significant tax savings, but it requires careful planning and documentation. 
Some key planning points include: 

a. Document the issuance: Investors should ensure that stock certificates, subscription 
agreements, minutes and capitalization tables clearly identify the stock as §1244 stock 
and reflect that it was issued for cash or property. This documentation is vital if the IRS 
questions the deduction. 

b. Monitor the $1 million cap: A corporation cannot exceed $1,000,000 of §1244 stock 
(including initial paid‑in capital and surplus). If a corporation grows and issues more 
stock, subsequent issuances may not qualify. Shareholders should track the issuance 
amount to determine eligibility. 

c. Satisfy the active business test. The corporation should derive the majority of its 
income from operating activities rather than from passive investments. Keeping records 
of revenue sources helps demonstrate compliance with the 50 percent test. 

d. Spread losses across tax years: Because the ordinary loss deduction is limited per 
year, consider timing the recognition of losses or structuring separate entities to 
maximize the deduction over multiple years. For example, if an investor holds stock in 
more than one §1244 company, staggering the recognition of losses may allow multiple 
$50,000 deductions in different years. 

B.  Section 1202: Small Business Stock Loss Treatment 

1.  Legislative History and Purpose 

Section 1202 was enacted in 1993 as part of the Omnibus Budget Reconciliation Act to foster long‑term 
investment in emerging companies by granting non‑corporate shareholders an exclusion from tax on a 
portion of the gain realized from the sale of qualified small business stock (QSBS). The goal was to 
channel capital into high‑growth sectors, such as technology and manufacturing, by reducing the tax cost 
of investing. Over time, the provision has evolved, with Congress increasing the exclusion percentage 
and modifying rules to address perceived inequities. 
 
From 1993 to early 2009, taxpayers could exclude 50 percent of gain on QSBS held more than five years; 
the remaining 50 percent was taxed at a special 28 percent rate (which still applies for QSBS gains 
today), resulting in an effective rate of 14 percent. The American Recovery and Reinvestment Act of 2009 
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(ARRA) temporarily increased the exclusion to 75 percent for stock acquired after February 17, 2009 and 
before January 1, 2011. Four later acts, culminating in the Protecting Americans from Tax Hikes (PATH) 
Act of 2015, raised the exclusion to 100 percent for stock acquired after September 27, 2010 and made 
the 100 percent exclusion permanent for stock acquired after 2015. Additionally, those acts eliminated the 
gain from being treated as an AMT preference item. 
 
The One Big Beautiful Bill Act (OBBBA) further expanded §1202 for QSBS issued after July 4, 2025. 
Under the OBBBA, investors can qualify for partial exclusions even when stock is held fewer than five 
years, creating a tiered structure. The OBBBA also raises the corporate asset limit and per‑issuer 
exclusion cap. 

2.  Eligibility Requirements for QSBS 
To qualify for the §1202 gain exclusion, several conditions must be satisfied at the time of issuance and 
during the holding period: 

a. Original issuance and non-corporate shareholder. The stock must be acquired at 
original issuance, directly from the corporation or through an underwriter, in exchange for 
money, property (excluding stock), or as compensation for services (other than 
underwriting services). The shareholder must be a non-corporate taxpayer, such as an 
individual, partnership or S corporation. If stock is acquired from another shareholder, it 
does not qualify as QSBS. 

b. Qualified small business. The issuer must be a C corporation that is a qualified small 
business on the date the stock is issued. A qualified small business is generally defined 
as a C corporation with aggregate gross assets not exceeding $50 million at all times 
before and immediately after issuance (increased to $75 million for stock issued after 
July 4, 2025). When property other than cash is contributed, the basis for the asset test is 
its fair market value, not its tax basis. If the corporation subsequently exceeds the asset 
limit, stock issued while the corporation met the limit does not lose its QSBS status. 

c. Active trade or business requirement. At least 80 percent (by value) of the 
corporation’s assets must be used in the active conduct of one or more qualified trades or 
businesses during substantially all of the shareholder’s holding period. Qualified trades or 
businesses generally exclude personal services (such as law, health, accounting and 
consulting), banking, insurance, finance, leasing, investing, farming, mineral extraction, 
and hotel and restaurant operations. Reasonable amounts of working capital and assets 
held for planned expansion may be counted toward the active business requirement. 

d. Holding period. The shareholder must hold the stock for more than five years to qualify 
for the full exclusion (subject to pre-and post-OBBBA variations described below). 
Shorter holding periods yield partial exclusions for post-OBBBA issuances. The holding 
period begins on the day after the stock is acquired and ends on the date of sale. 

e. Exclusion limits. The amount of gain eligible for exclusion is subject to the greater of: (i) 
10 times the shareholder’s basis in the stock; or (ii) an aggregate dollar amount per 
issuer. Prior to OBBBA, the aggregate exclusion limit was $10 million, measured per 
taxpayer per corporation. H.R. 1 increased the aggregate limit to $15 million (indexed for 
inflation beginning in 2027) for stock issued after July 4, 2025. Gains beyond the 
greater-of limits remain subject to the 28 percent capital gains tax rate. 
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3.  Percentage Exclusions Across Time 
The percentage of gain that can be excluded depends on when the stock was acquired: 
 

 
 
These rates apply only to the excludable portion of the gain. Any portion of gain not eligible for exclusion 
is taxed up to a 28% tax rate. For example, a 50-percent exclusion means half of the gain is excluded and 
the other half is taxed as a long-term capital gain. 

4.  Practical Examples 
 

Example 1: Pre-OBBBA 50 percent exclusion. In 1993, Elaine buys 1,000 shares of a 
qualified small business for $100,000 ($100 per share). She sells the stock in 
2026, after holding it for more than 30 years, for $2 million. Because she 
acquired the stock in 1993, 50 percent of her $1.9 million gain is excluded under 
§1202. Elaine can exclude $950,000, and the remaining $950,000 is taxed at a 
28% rate. Of the $950,000 excluded gain, $66,500 ($950,000 x 7% represents 
an AMT adjustment item).  

 
Example 2: Full exclusion for post-2010 stock. Carlos acquires 1,000 shares of QSBS for 

$50,000 on October 11, 2011. In 2026 he sells the stock for $5 million. Under the 
100 percent exclusion applicable to stock acquired after September 27, 2010, 
Carlos excludes the entire $4.95 million gain, pays no federal income tax on that 
gain and has no AMT adjustment. 

 
Example 3: Tiered exclusion after the OBBBA (3–4 years). On August 1, 2026 Lisa invests 

$200,000 in the original issuance of TechRise Inc. stock, which qualifies as 
QSBS. TechRise grows rapidly and Lisa sells the stock on September 1, 2029—
just over three years later—for $1 million. Because the stock was issued after 
July 4, 2025, and held for more than three but less than four years, Lisa qualifies 
for the 50-percent exclusion. Her gain is $800,000 ($1 million minus $200,000 
basis). She may exclude $400,000; the remaining $400,000 is taxed at a 28% tax 
rate and has no AMT adjustment.  
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Example 4: Tiered exclusion after the OBBBA (4–5 years). Suppose Lisa had instead sold 
the stock after four years and one month. Now she is entitled to a 75-percent 
exclusion. On a $800,000 gain, she may exclude $600,000, leaving $200,000 
taxed at a 28% rate and no AMT adjustment. 

 
Example 5: Aggregate limit after the OBBBA. David invests $3 million in multiple rounds of 

QSBS issued by ABC Corp. after July 4, 2025. Five years after his last tranche of 
stock purchase(s), he sells his shares for $20 million, realizing a $17 million gain. 
Under the OBBBA, the aggregate exclusion limit is $15 million (indexed for 
inflation). David can exclude the greater of (a) 10 times his basis ($30 million) or 
(b) the $15 million aggregate limit. Since $30 million is greater, he may exclude 
up to $30 million of gain. Because the gain of $17 million is less than his 
exclusion limit of $30 million, the total gain of $17 million is excluded, and there is 
no modification for AMT. 

 
Example 6: Multiple Holding Periods across Tranches. David invests $1 million in 

ABC Corp. stock in three separate tranches after July 4, 2025: 
 

Tranche A: $1 million purchased on July 5 2025. 
Tranche B: $1 million purchased on July 5 2026. 
Tranche C: $1 million purchased on July 5 2027. 

 
On August 1, 2030, David sells all of his ABC shares for $20 million. The sale 
proceeds are allocated $8 million to Tranche A, $7 million to Tranche B, and 
$5 million to Tranche C. His total basis is $3 million, so his total gain is 
$17 million. Under the One Big Beautiful Bill Act (H.R. 1), QSBS issued after 
July 4, 2025, is eligible for tiered exclusions: 50 % if held more than 3 years but 
less than 4 years, 75 % if held at least 4 but less than 5 years, and 100 % if held 
5 years or more. David’s tranches therefore qualify as follows: 

 
Tranche A (held > 5 years): Gain = $8 M – $1 M = $7 million. Held more than five 
years, this tranche qualifies for a 100 % exclusion. All $7 million of gain is 
excluded. 

 
Tranche B (held ≈ 4 years): Gain = $7 M – $1 M = $6 million. Held slightly more 
than four years, it qualifies for the 75 % exclusion. David can exclude $4.5 million 
and must include the remaining $1.5 million in income taxed up to a 28% tax rate. 

 
Tranche C (held just over 3 years): Gain = $5 M – $1 M = $4 million. Held more 
than three but less than four years, it qualifies for the 50 % exclusion. David can 
exclude $2 million and must include the remaining $2 million to be taxed up to a 
28% tax rate. 

 
Altogether, David excludes $13.5 million of his $17 million gain. The remaining 
$3.5 million is taxed up to a 28% rate. Note that his potential exclusion limit is the 
greater of 10x basis (10 × $3 M = $30 M) or $15 M; the $13.5 million exclusion 
falls below the $30 million cap, so the limit does not restrict him.  
 

Example 7: Partnership QSBS and pass-through limitation. Ron, Sally and Tom form 
RST Partnership and purchase $150,000 of QSBS ($50,000 per partner). A year 
later, Ron and Sally buy out Tom’s interest. After more than five years from the 
original purchase date, RST sells the stock for a $180,000 gain. The partnership 
allocates $90,000 of gain each to Ron and Sally. Under §1202, each partner can 
exclude only up to the gain they would have realized if they had never bought 
Tom’s interest. Since Ron and Sally originally held one-third of the stock, their 
excludable gain is $60,000 each; the remaining $30,000 each is taxed up to a 
28% tax rate.  
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5.  Interactions with Other Rules and Planning Strategies 
Several additional considerations can affect the availability and usefulness of §1202. 

a. Stacking the basis limit and aggregate limit. The exclusion is limited to the greater of 
10 times basis or a dollar cap per issuer ($10 million or $15 million for post-2025 
issuance). Taxpayers with low basis relative to potential gain may rely on the aggregate 
limit, while those with high basis may be constrained by the 10× basis limit. Planning 
capital contributions early, rather than later, may increase basis and thereby the 10× limit, 
but subsequent contributions after stock issuance do not increase the basis for QSBS 
purposes. 

b. Rollover under §1045. Investors may defer gain by rolling over sale proceeds from 
QSBS held more than six months into other QSBS within 60 days. The requirements and 
benefits of this provision, and its interaction with §1202, are explored in the following 
section. 

c. State conformity. Not all states conform to the federal §1202 exclusion. For example, 
California does not recognize the QSBS exclusion, while many other states do. Investors 
should consider state implications when planning dispositions. 

d. Alternative minimum tax (AMT) considerations. For stock issued before 
September 28, 2010, 7 percent of the excluded gain may be an AMT preference item. 

Stock acquired on or after that date is not subject to AMT preference, and post-OBBBA 
gains are also excluded from AMT. Understanding the acquisition date is crucial to avoid 
unexpected AMT liability. 

e. Other H.R. 1 provisions. OBBBA introduced numerous tax changes that can influence a 
taxpayer’s overall investment and liquidity strategy. For example, the permanent 
extension of the qualified business income (QBI) deduction, increased SALT deduction 
cap, new deductions for tip income and overtime pay, and deductions for auto loan 
interest and newborn savings contributions all interact with overall tax planning. Although 
these provisions do not directly alter §1202, they may affect a taxpayer’s marginal tax 
rate and the relative benefit of deferring or accelerating QSBS gains. 

6.  Section 1045 Rollover: Deferring and Amplifying the §1202 Benefit 
While §1202 provides an exclusion for long-term capital gains, §1045 offers investors a deferral 
mechanism when they sell QSBS before satisfying the five-year holding period or when their gain 
exceeds the §1202 exclusion cap. Under §1045, a taxpayer who has held qualified small business 
stock for more than six months may elect to defer recognition of gain by reinvesting the sale 
proceeds in other QSBS within 60 days. The key requirements and benefits include: 

a. Eligibility and requirements. The stock sold must be QSBS as defined in §1202. The 
taxpayer must have held the stock for more than six months, and the replacement stock 
must be acquired during the 60-day period beginning on the date of sale. The 
replacement stock must itself be QSBS, but it only has to meet the active business 
requirement for the first six months after issuance; thereafter it may convert to S 
corporation status or engage in passive activities. The election is available only to 
non-corporate shareholders; C corporations cannot defer gain under §1045. An election 
must be made on the return for the year of sale (Form 8949 and Schedule D) by the due 
date (including extensions). 

b. Deferral mechanics. Section 1045 does not eliminate the gain; it merely defers it. The 
gain is deferred to the extent that the taxpayer invests the proceeds in replacement 
QSBS. The taxpayer’s basis in the replacement stock is reduced by the amount of gain 
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deferred. If the taxpayer sells the replacement stock, any gain attributable to the deferred 
gain is recognized at that time. Importantly, the holding period of the original stock is 
tacked onto the replacement stock for purposes of the §1202 five-year requirement. 
Thus, replacement QSBS may qualify for the §1202 100% exclusion sooner than five 
years from the replacement investment. 

c. Interaction with §1202. Section 1045 serves as a bridge to §1202. A taxpayer who sells 
QSBS before meeting the five-year holding requirement may defer the gain under §1045, 
invest in replacement QSBS and, once the combined holding period exceeds five years, 
permanently exclude the deferred gain under §1202 if the replacement stock otherwise 
qualifies. In addition, §1045 can be used to defer gain above the §1202 exclusion cap. 
For example, if a taxpayer sells QSBS after five years with a $15 million gain, only 
$10 million (or $15 million for post-OBBBA stock) is excludable under §1202; the excess 
gain can be deferred by reinvesting that amount in replacement QSBS within 60 days. 
Each block of replacement stock has its own exclusion cap, allowing investors to repeat 
the process and potentially exclude multiple $10 million or $15 million gains over time. 
Note though that partial rollover where a nonexcludable gain exists will result in part of 
the gain being recognized. The mechanics are as follows: 

Step 1. Compute the gain realized on the sale of the old QSBS; then 
Step 2. Compute recognized gain, which is the realized proceeds less the old 

QSBS gain excluded under §1202 less the amount reinvested in new 
QSBS exclusion and the amount reinvested in new QSBS; and 

Step 3. Reduce basis in the replacement QSBS by the amount of gain computed 
in step 1 less the amount recognized in step 2. 

 
Example 8: Early sale and deferral.  

In 2015, John buys QSBS for $1 million. After three years, in 2018, he sells the 
stock for $3 million. He reinvests the entire $3 million of proceeds in replacement 
QSBS within 60 days and makes a §1045 election. In 2022, he sells the 
replacement QSBS for $6 million. John’s $2 million gain on the 2018 sale is 
deferred under §1045. Because the holding period of the original stock (2015–
2018) is tacked onto the replacement stock, John is treated as having held the 
replacement stock for more than five years (2015–2022). Accordingly, he may 
qualify for the §1202 exclusion on the deferred gain when he sells the 
replacement stock in 2022. 
 

Example 9: Early sale and partial deferral.  
Bethany purchased stock in XYZ Corp (QSBS) in 2020 for $2M. In 2022, she 
sells the stock in XYZ Corp for $7M (§1202 holding period not met), and within 
60 days, reinvests the $4M of proceeds in ABC Corp (QSBS) making a §1045 
election on the reinvestment. Bethany’s realized gain is $5M ($7M proceeds - 
$2M basis). Her recognized gain amounts to $3M ($7M proceeds - $0 §1202 
excluded gain - $4M replacement cost of ABC Corp). The basis of the 
replacement QSBS in ABC Corp is reduced by $2M ($5M realized gain less $3M 
recognized gain) and assumes basis in ABC Corp of $2M ($4M replacement cost 
– $2M basis reduction) rather than $4M.  
 

Example 10: Exceeding the exclusion cap.  
Lisa acquires QSBS in 2016 for $1 million and sells it in 2023 for $15 million, 
realizing a $14 million gain. Under §1202 (pre-OBBBA), she may exclude 
$10 million of the gain. To defer the remaining $4 million, Lisa reinvests 
$4 million of the proceeds into new QSBS within 60 days and makes a §1045 
election. After holding the replacement stock for two additional years (which, 
combined with the original holding period, satisfies the five-year requirement), 
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she sells it for $6 million. Lisa may exclude the deferred $4 million gain under 
§1202 because the holding period of her original investment is tacked onto the 
replacement stock. The replacement investment also provides a new $10 million 
exclusion cap, allowing her to potentially exclude additional gains if the 
replacement stock appreciates. 
 

Example 11: Partnership Rollover. 
Suppose a partnership holds QSBS, sells it and reinvests the proceeds in 
replacement QSBS within 60 days. The partnership can elect §1045 at the entity 
level. Alternatively, if the partnership fails to elect §1045, individual partners may 
still make the election on their personal returns for their share of the proceeds 
used to acquire replacement QSBS. However, a partner cannot defer gain when 
selling his or her partnership interest itself, even if the partnership owned only 
QSBS. 

 
Investors contemplating a §1045 rollover should plan ahead. The 60‑day reinvestment window is short, 
and finding suitable replacement QSBS can be challenging. Due diligence is essential to ensure that both 
the old and replacement stock qualify as QSBS and that the corporation issuing the replacement stock 
meets the active business requirement for at least six months. Documentation should demonstrate the 
QSBS status of both investments and substantiate the amount of gain deferred. Section 1045 is not 
available for gains treated as ordinary income and does not apply to C corporations. When used in 
conjunction with §1202, it can turn a temporary tax deferral into a permanent exclusion, but only if the 
replacement QSBS is held long enough and continues to qualify through the date of sale. 
 
Although OBBBA did not modify §1045 itself, the Act’s enhancements to §1202, such as the increased 
$15 million per‑issuer cap and the tiered 50/75/100 percent exclusions make §1045 even more valuable. 
Taxpayers can use §1045 to defer gain until they reach the three‑, four‑ or five‑year milestones necessary 
for partial or full exclusion under §1202 and can roll gains exceeding the new $15 million cap into 
additional QSBS for further exclusions. Thus, §1045 remains an important tool in the tax planner’s 
arsenal when combined with the generous benefits of §1202 under the One Big Beautiful Bill Act. 

II.  Tax Court Update 

A.  Denham v. Commissioner, (T.C. Memo 2024-114) 
Facts: 
The petitioner in this case is the tax matters partner and state law general partner of Denham. Petitioner 
is a Delaware limited liability company and elected to be treated as a partnership for federal income tax 
purposes. Denham is organized as a limited partnership under Delaware law and offers investment 
advisory and management services to affiliated private equity funds that invest in the energy sector. 
Pursuant to investment advisory agreements between Denham and each fund, Denham was expected to 
furnish investment advice, negotiate terms of investments, monitor the health of the investments, and 
complete the day-to-day administrative tasks associated with managing the funds. 
 
In addition to the petitioner, Denham had five limited partners during the years in issue (“The Partners”). 
The Partners functioned similarly to and were subject to the same general policies and procedures as 
Denham’s employees. Denham’s Fifth Amended and Restated Limited Partnership Agreement (LPA), 
effective May 1, 2014, governed the obligations and authority of Denham’s partners for the years in issue. 
Under the LPA, petitioner, as general partner of Denham, had unlimited liability for Denham’s debts. 
Partners had limited liability and could be held personally liable for the debts and obligations of Denham 
only to the extent, if any, of capital contributions they made to Denham. 
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The LPA vested all management authority exclusively in petitioner. Mr. Porter, one of the five limited 
partners, owned 100% of the equity of petitioner, but all of the Partners were voting members of petitioner 
throughout the years in issue. Denham’s limited partners had authority to the extent petitioner delegated 
authority to them. On November 1, 2013, acting in his authority as managing member of petitioner, Mr. 
Porter authorized via written resolution to The Partners, along with Denham’s chief financial officer, 
director of tax, general counsel, and associate general counsel, to negotiate and execute any type of 
agreement or document on petitioner’s behalf. Denham’s LPA also required that each partner, except for 
Mr. Porter, “devote substantially all of his or her business time and attention to the affairs of Denham and 
its affiliates.” 
 
The Partners’ role with Denham was so fundamental to the firm’s operation that investors had the right to 
withdraw their investments early if one or more of the Partners died, became disabled, or could no longer 
devote substantially all business time to the funds. Each fund’s “key person” provision referred to Mr. 
Porter, but all five Partners were considered a key person by at least one of the funds active during the 
years in issue.  
 
The CFO led Denham’s finance team and handled financial reporting for Denham and its affiliates. 
Denham worked in conjunction with PwC to have its financial statements audited and to prepare 
Denham’s Forms 1065. PwC’s audit report described the Partners as “active limited partners,” a term 
provided by Denham. 
 
Petitioner made no guaranteed payments or distributions to the Partners in 2016 or 2017. In each of 
those years Denham made guaranteed payments and capital distributions to the Partners and petitioner. 
The guaranteed payments were intended to represent the Partners’ salaries and included the value of a 
package of typical employment benefits. The distributions to the Partners were tied to their distributive 
shares of Denham’s income and calculated on the basis of their profits interests. There was no 
guaranteed minimum for the Partners’ distributive shares for the year, and they varied from year to year 
as they were tied to the profits of the firm. 
 
When computing the Partners’ Net Earnings from Self-Employment (NESE) for the years in issue, 
Denham included their guaranteed payments but excluded their distributive shares of Denham’s ordinary 
business income. For tax years 2016 and 2017, the IRS issued Final Partnership Administrative 
Adjustment (FPAA) notices that increased Denham’s NESE by more than $27.4 million and $22.9 million, 
respectively. 
 
Issues and Analysis: 
The Commissioner’s determinations in an FPAA are generally presumed correct, though the taxpayer can 
rebut this presumption. To rebut the presumption, the taxpayer must: 

• Provide factual evidence and supporting documentation that contradicts the IRS's 
position; or 

• Offer legal arguments or interpretations that demonstrate the IRS’s adjustment is 
inconsistent with tax law. 

 
Under IRC §1402(a), Net Earnings from Self-Employment (NESE) generally includes: 

• Gross income from any trade or business the individual personally carries on; 
• (-) Deductions directly attributable to that trade or business; and 
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• (+) The individual's distributive share of income or loss under §702(a)(8) from any 
partnership in which the individual is a member (whether or not the income is actually 
distributed). 

 
A key exception is the Limited Partner Exclusion. Section 1402(a)(13) excludes from NESE "the 
distributive share of any item of income or loss of a limited partner, as such, except for guaranteed 
payments made to that partner for services actually rendered. In other words, limited partners (in the 
traditional sense) generally do not owe self-employment tax on their distributive share of income, unless: 

• They receive guaranteed payments for services; and  
• Those payments are compensation-like. 
 

The central issue in this case is whether the distributive share of income received by The Partners was 
subject to self-employment tax, or whether it qualified for the limited partner exclusion under 
§1402(a)(13). 
 
Recently, Soroban Capital Partners v. Commissioner (161 T.C. No. 12) held “that the limited partner 
exception does not apply to a partner who is limited in name only” and that “Congress intended section 
1402(a)(13) to apply to partners that are passive investors.” Before Soroban, in Renkemeyer, Campbell & 
Weaver, LLP v. Commissioner, 136 T.C. 137 (2011), the Court applied a functional analysis test to 
determine whether the lawyer-partners of a Kansas limited liability partnership were limited partners under 
§1402(a)(13). Such test typically evaluates whether a partner is functionally passive and excluded from 
SE tax under §1402(a)(13), or functionally active (i.e., rendering services, managing), and therefore 
included in NESE. Key criteria in functional analysis include the level of activity in the business, 
involvement in management or decision-making, whether income received is tied to services rendered, 
and capital invested vs. income received (investment return vs. compensation).  
 
The Petitioner argued that The Partners were limited partners under state law, and thus, their income was 
not NESE. The Court disagreed, noting that Denham’s income came from providing investment 
management services, and The Partners actively managed the firm, funds, and personnel. Further, The 
Partners were integral to operations, solicited capital, participated in investment and valuation 
committees, and made strategic and hiring decisions. There were no meaningful capital contributions 
(except one), yet the Partners received millions in distributions. 
 
As a result, the Court found that The Partners were not passive investors; rather, they were actively 
engaged and materially participating as self-employed individuals. Therefore, the Court found that The 
Partners’ income was not excluded from NESE. 
 
Conclusion: 
Merely being a “limited partner” by state designation is insufficient for §1402(a)(13). The economic 
relationship and duties of the partner control, not the label. Further, even if guaranteed payments are 
made, a partner’s larger profit shares (disguised compensation) may still be fully subject to SE tax. 
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III.  Legislative updates 

A.  Depreciation changes 

1.  Electronic filing requirements for information returns 
The Taxpayer First Act (TFA), enacted July 1, 2019, streamlined electronic filing requirements for 
information returns. Prior to the TFA, any organization filing at least 250 information returns was required 
to do so electronically. The TFA provided the Secretary of the Treasury with the authority to prescribe 
regulations that decrease, in accordance with the TFA, the number of returns a filer may file without being 
required to file returns and other documents electronically. 
 
Under this authority, the Secretary of the Treasury may require any person who must file at least 10 
returns during a calendar year to file the returns electronically. This requirement was designed to 
enhance efficiency, accuracy, and timeliness in tax reporting processes. Additionally, this requirement 
encouraged the transition to electronic filing to reduce errors and processing delays associated with 
paper filings. Although initially intended to be gradually implemented over a span of several years, the 
IRS announced a delay of these requirements until corresponding regulations were formally issued. 
 
On February 23, 2023, the Department of the Treasury and the IRS published T.D. 9972, Electronic-Filing 
Requirements for Specified Returns and Other Documents, making several important changes, including: 

• Providing that the new reduced threshold for filing information returns from 250 to 10 was 
generally effective beginning January 1, 2024 (for tax year 2023 returns); 

• Requiring filers to aggregate almost all information return types covered by the regulation 
(with the exception of Form 940 and 941) to determine whether the filer meets the 10-
return threshold and is required to e-file their information returns -- prior to this 
requirement, the 250-return threshold was applied separately to each type of information 
return covered by the regulation; 

• Eliminating the e-filing exception for income tax returns of corporations that report total 
assets under $10 million at the end of their taxable year; and 

• Requiring partnerships with more than 100 partners to e-file information returns, and 
requiring partnerships required to file at least 10 returns of any type during the calendar 
year to e-file their partnership return. 

 
On January 23, 2023, the IRS launched the Information Returns Intake System (IRIS), a free web-based 
platform to help taxpayers file Form 1099 series information returns electronically. IRIS allows taxpayers 
to enter data to create forms by either keying in the information or uploading a .csv file. Additionally, 
taxpayers can use IRIS to create, upload, edit and view information and download completed copies of 
1099 series forms for distribution and verification. Any entity with an Employer Identification Number (EIN) 
can file electronically via IRIS for calendar year 2022 and beyond. Other benefits of IRIS include: 

• IRIS e-file security standards to keep information safe and protected; 
• IRIS automatically detects filing errors and provides alerts for missing information; 
• Filers can submit automatic extensions and make corrections to information returns filed 

through the IRIS platform; 
• Filers can submit up to 100 forms per submission; 
• When using the IRIS, the IRS acknowledges receipt of the return in as early as 48 hours; 

and 
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• The IRIS platform retains issuer information from year to year, as well as prior years filed 
through IRIS. 

 
Example: In 2026, ABC Corporation is required to file seven 2025 Forms 1099-MISC, one 

2025 Form 1099-INT, one 2025 Form 1099-DIV, as well as 2025 Form 1120. 
Since ABC Corporation is required to file 10 tax year 2025 returns during the 
2026 calendar year, ABC Corporation must file all of the above forms 
electronically, including Form 1120. 

 
Notice 2010-13 provided procedures for corporations, electing small business corporations, and other tax-
exempt organizations that are required to file returns under §6033, to request a waiver of the requirement 
to file electronically Form 1120, Form 1120-F, Form 1120-S, Form 990, Form 990-PF, and returns, 
amended returns, and superseding returns in the Form 1120 series and Form 990 series as required by 
regulations and IRS publications. Following the release of TD 9972, the IRS issued Notice 2023-60, 
obsoleting Notice 2010-13. 
 
Notice 2024-18 obsoletes Notice 2023-60 and provides for certain administrative exemptions from the 
electronic filing requirement. Regulations outlined under TD 9972 provided an exemption for filers for 
whom using the technology required to file in electronic form conflicts with their religious beliefs (religious 
exemption). Notice 2023-60 required Form 1120, 1120-S, 1120-F, and 1065 filers to file Form 8508, 
Application for a Waiver from Electronic Filing of Information Returns, to apply for a religious exemption 
before filing their returns. 
 
Notice 2024-18 modifies this requirement and specifies that most filers claiming the religious exemption 
have the option to notify the IRS that they qualify for a religious exemption in advance of filing returns and 
other documents. Such filers are encouraged to notify the IRS in advance that they are claiming a 
religious exemption by filing a Form 8508, in accordance with the form’s instructions. 
 
Notice 2024-18 also specifies that filers of Forms 1120, 1120-F, 1120-S, and 1065 who are claiming the 
religious exemption must not File Form 8508, but instead, such filers must file returns and other 
documents in paper form following the paper filing requirements provided by applicable IRS revenue 
procedures, publications, forms, instructions, or other guidance. Additionally, such filers of the above 
forms who qualify for the religious exemption must print in bold letters “Religious Exemption” at the top of 
page 1 of the return they file in paper form. 
 
It is important to note that information return penalties apply to taxpayers who don’t file or furnish their 
required information return or payee statement correctly by the due date of the return. The IRS charges 
penalties for each information return that was not filed correctly on time. 

B.  Introduction to Decentralized Autonomous Organizations 

1.  The rise of DAOs: A new era in organizational structure 
The evolution of technology, particularly in the blockchain space, has introduced new ways of structuring 
organizations, and Decentralized Autonomous Organizations (DAOs) are at the forefront of this 
movement. These unique entities are revolutionizing how businesses, nonprofits, and even social groups 
are formed and managed. Over the past five years, more than 10,000 DAOs have come into existence, 
marking a clear shift in how organizational structures are conceptualized and operated. 
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In essence, DAOs are organizations that operate primarily through automated algorithms and 
decentralized governance rather than traditional human-led management. These organizations are 
powered by smart contracts and protocols that dictate how decisions are made, how resources are 
allocated, and how the entity is governed. The rise of DAOs aligns closely with the broader push toward 
decentralization in the digital age, particularly within the context of Web3 and blockchain technologies. 
 
A key feature of DAOs is their ability to reduce human interference in operational decision-making, 
thereby minimizing the risk of corruption and inefficiency. Traditional organizations—whether businesses, 
nonprofits, or governments—often suffer from issues like gatekeeping, bureaucracy, and the manipulation 
of power by those in control. In contrast, DAOs utilize automated, transparent systems to facilitate 
decision-making, ensuring that every action is recorded and verifiable on a public ledger, often a 
blockchain. 
Interestingly, this concept of transparency contrasts sharply with the origins of cryptocurrency, which was 
initially rooted in ideals of privacy and autonomy from centralized institutions. DAOs, while decentralized, 
embrace transparency as a means of ensuring trust and accountability. This has led some to coin the 
term “transparocurrency” as a more appropriate descriptor for the type of financial and organizational 
structures DAOs represent. 

2.  Understanding the legal landscape for DAOs 
Initially, DAOs were considered to exist outside traditional legal frameworks, and many early proponents 
believed that DAOs did not need to conform to the entity classifications used by most legal systems. The 
decentralized and often anonymous nature of blockchain technology reinforced this belief, as DAOs could 
operate without a physical presence or centralized leadership. 
 
However, as DAOs have proliferated, legal systems worldwide have begun to recognize their growing 
influence. In the United States, for example, DAOs that are not registered as formal legal entities are 
typically treated as general partnerships. This default classification exposes DAO members to significant 
risks, including unlimited personal liability for the actions of the DAO, which can be a major deterrent for 
participants. This legal ambiguity has led many DAOs to seek formal recognition through the creation of 
“legal wrappers” that grant the organization legal standing, liability protection, and clearer tax treatment. 
These legal wrappers typically involve incorporating the DAO as a traditional legal entity such as a 
corporation, limited liability company (LLC), or nonprofit. By doing so, DAO founders and members can 
enjoy the benefits of limited liability, shielding themselves from personal responsibility for the actions of 
the DAO. 
 
Several U.S. states have developed laws and regulations specifically designed to accommodate DAOs, 
providing them with the legal certainty needed to operate within the existing legal framework. These state 
laws allow DAOs to register as formal entities while maintaining their decentralized nature. However, 
navigating these laws requires a deep understanding of both the legal and technical aspects of DAOs, as 
well as an awareness of the unique challenges they present. 

3.  Legal entities for DAOs 
Selecting the appropriate legal entity for a DAO is a critical decision that can have far-reaching 
implications for its governance, tax obligations, and overall operational structure. The choice of entity will 
largely depend on the DAO’s purpose, its level of centralization, and whether it intends to generate 
taxable income. 
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Broadly speaking, DAOs can be categorized based on their intended purpose, and each category comes 
with its own set of legal considerations. There are four primary categories of DAOs and the legal 
structures commonly used for each: 

a. Charitable and Social Purpose DAOs (Nonprofits): DAOs established to pursue 
charitable, educational, or social missions often seek nonprofit status. Nonprofit DAOs 
may apply for tax-exempt status under relevant sections of the U.S. Internal Revenue 
Code, such as §501(c)(3) for charitable organizations or §501(c)(6) for trade 
associations. These entities must navigate strict regulations regarding their activities, 
income sources, and how funds are allocated to ensure compliance with their nonprofit 
tax standing. 

b. Shared Property or Collection DAOs: Many DAOs are created to manage shared 
assets, such as intellectual property, digital files, or even physical goods. In these cases, 
the legal structure must accommodate shared ownership and governance, often through 
the use of LLCs or cooperatives. This type of DAO allows multiple stakeholders to 
collaborate on managing assets, with decision-making typically handled through 
decentralized voting mechanisms. 

c. Governance or Protocol DAOs: Some DAOs are designed to manage decentralized 
networks, software protocols, or blockchain ecosystems. These governance-focused 
DAOs rely heavily on smart contracts and algorithms to automate decision-making 
processes. While these DAOs may not generate significant revenue, they still require a 
legal structure that provides liability protection and a clear governance framework. LLCs 
are often used in these cases, although some DAOs opt for more innovative legal 
structures that better reflect their decentralized nature. 

d. Investment DAOs: DAOs that pool resources for investment purposes operate similarly 
to traditional venture capital or investment funds. These DAOs may invest in a wide 
range of assets, including cryptocurrencies, real estate, and startups. Investment DAOs 
often form as corporations or LLCs, allowing for the distribution of profits to members 
while providing liability protection. In some cases, these DAOs may also explore 
international legal structures, depending on the jurisdictions in which they operate. 

 
The selection of the appropriate legal entity for a DAO also depends on its operational structure and 
goals. For example, a DAO created by multiple for-profit companies to manage shared software protocols 
might choose to incorporate as a joint venture LLC. This approach allows the DAO to hire employees, 
manage intellectual property, and allocate profits to members while limiting their liability. 
 
In contrast, a DAO with a mix of commercial, nonprofit, and industry-specific goals might choose to “spin 
off” multiple DAOs to manage each aspect of its operations separately. This can help avoid the 
complications that arise when trying to combine diverse objectives within a single legal entity. 

4.  The legal framework for DAOs in the United States 
Several U.S. states have been at the forefront of developing legal frameworks that cater specifically to 
DAOs. These laws provide DAOs with the legal certainty they need to operate while maintaining their 
decentralized structure. Notable states include the following. 

• Vermont (2018): Vermont was the first state to introduce legislation that allowed LLCs to 
operate using blockchain technology. The state’s Blockchain-Based Limited Liability 
Company (BBLLC) framework provides DAOs with a way to operate under a 
decentralized governance model while still enjoying the benefits of limited liability. This 
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framework was an early attempt to provide legal recognition to blockchain-based 
organizations, and it set the stage for other states to follow suit. 

• Wyoming (2021): Wyoming has emerged as a leader in blockchain and DAO regulation. 
In 2021, the state introduced a law that explicitly recognized DAOs as legal entities, 
known as DAO LLCs. This legislation allows DAOs to register as limited liability 
companies while maintaining their decentralized governance structure. Wyoming’s DAO 
law also provides a clear framework for how DAOs can operate within the state’s legal 
system, making it one of the most attractive jurisdictions for DAO founders. 

• Tennessee (2022): Following Wyoming’s lead, Tennessee passed its own DAO LLC law, 
which grants legal recognition to DAOs and provides a regulatory framework for their 
operation. Tennessee’s law is similar to Wyoming’s, but it includes additional provisions 
that address some of the unique challenges DAOs face, such as conflicts between smart 
contracts and traditional legal agreements. 

• Utah (2023): Utah’s DAO legislation represents a significant step forward in DAO 
regulation. Unlike other states that have adapted existing LLC statutes for use by DAOs, 
Utah’s law is based on a model developed by the Coalition of Automated Legal 
Applications (COALA). This model law is specifically designed for DAOs, and it allows 
them to operate as distinct legal entities with their own set of rules and protections. The 
COALA model law provides DAOs with greater flexibility and autonomy while ensuring 
they remain compliant with state and federal regulations. 

 
These state laws share a common goal: to provide DAOs with the legal certainty needed to operate in 
compliance with U.S. law. However, these laws are not without their challenges. Some experts argue that 
the current legal frameworks impose unnecessary burdens on DAOs, such as disclosure requirements 
that may be difficult for decentralized organizations to meet. Others believe that the laws fail to address 
the complexities of reconciling smart contracts with traditional legal agreements. 

5.  Evolution of DAO-specific legal entities 
Laws modeled on the COALA framework provide DAOs with a distinct legal personality and offer limited 
liability protections. Unlike earlier DAO LLC laws, which adapted existing LLC statutes for use by DAOs, 
the COALA model law is specifically designed for decentralized organizations. 
 
The COALA model law addresses several key issues that have arisen in the context of DAOs, including 
how to handle contentious hard forks (situations where a blockchain splits into two competing chains) and 
how to manage cooperative upgrades to the DAO’s governance protocols (known as “soft forks”). By 
providing clear guidelines for these scenarios, the COALA law offers DAOs a level of legal certainty that 
was previously lacking. 
 
One of the most significant innovations in the COALA model law is its approach to resolving disputes that 
arise from hard forks. In the event of a contentious fork, the COALA law provides mechanisms for 
determining which version of the blockchain is the “majority chain,” and therefore retains control over the 
DAO’s assets. This is crucial in ensuring that DAOs can navigate complex technical issues without losing 
their legal standing or facing lawsuits from disgruntled members. 
 
The COALA model law also recognizes that DAOs often engage in a mix of commercial and non-
commercial activities. This flexibility allows DAOs to pursue a wide range of objectives, from profit-making 
ventures to community-driven projects, without being constrained by rigid legal classifications. 
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6.  The future of DAOs and legal entities 
As DAOs continue to grow in scope and complexity, the need for robust legal frameworks that 
accommodate their unique characteristics will only increase. The choice of legal entity is critical for any 
DAO, as it impacts everything from governance and liability to taxation and compliance. States like 
Wyoming, Vermont, and Utah are leading the way in developing laws tailored to the needs of DAOs, but 
these laws are still in their early stages. 
 
In the coming years, DAO-specific legal entities will need to address common legal issues such as 
fiduciary duties, the business judgment rule, and the application of partnership or corporate tax regimes. 
As DAOs continue to grow in complexity and scope, the legal frameworks surrounding them will need to 
evolve in tandem, providing both flexibility and certainty for these innovative new organizational 
structures. 
 
One of the key challenges for DAOs moving forward will be navigating smart contracts. While smart 
contracts offer significant advantages in terms of automation and transparency, they can also create legal 
ambiguities when conflicts arise. DAO-specific legal frameworks will need to address these issues head-
on, providing clear guidelines for how smart contracts should be treated in a court of law. 
 
Another major challenge for DAOs is tax compliance. DAO-specific legal entities will need to provide clear 
guidance on how DAOs should be taxed, whether as partnerships, corporations, or some other legal 
entity. 
 
Finally, as DAOs continue to push the boundaries of what is possible in terms of decentralized 
governance, they will need to find new ways to balance innovation with legal compliance. DAO-specific 
legal frameworks will need to evolve in tandem with the technology, providing DAOs with the flexibility 
they need to grow while ensuring they remain compliant with state and federal laws. 
In conclusion, DAOs represent a new frontier in organizational structure, and their continued growth will 
depend on the development of robust legal frameworks that can accommodate their unique needs. As 
more states and countries recognize the potential of DAOs, we can expect to see even more innovative 
legal structures emerge, providing DAOs with the legal certainty they need to thrive in the digital age. 
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Stage 3 – The Final PIR Process 
for ASC Topic 842, Leases 

Learning objectives 
After completing this chapter, you should be familiar with: 
 • The FASB’s lease accounting guidance in ASC Topic 842, Leases; and 
 • The results and findings of the FASB’s Final (Stage 3) Post-Implementation Review (PIR) 

Report on Topic 842. 

I.  Effective for everyone… 
Many years after its original issuance in 2016 and after two deferrals and a proposed third, ASC 842, 
Leases is effective for all entities. 
 
The guidance of lease accounting for both lessees and lessors was effective as follows: 

a. Public business entities: 
(i) Effective since years beginning after December 15, 2018. 

b. Nonpublic business entities: 
(i) Effective since years beginning after December 15, 2021. 

 
At this point in time, calendar year-end reporting entities should be recording new leases under the 
guidance of ASC 842. Further, they should have transitioned leases that existed at December 31, 2021, 
to ASC 842. 
 
Implementation of ASC 842 has been difficult for many private companies. Therefore, this course is an in-
depth review of ASC 842. Topics discussed include the accounting related to leases, the implementation 
guidelines, new ASUs related to ASC 842, and disclosure requirements. 
 
To begin, both lessees and lessors should have applied a modified retrospective transition approach for 
finance/sales-type/direct finance and operating leases existing at or entered into after the beginning of the 
earliest comparative period presented in the financial statements. This approach does not require any 
transition accounting for leases that expired before this date. For calendar year-end reporting companies, 
this date would be December 31, 2020. Full retrospective treatment was not allowed. 
 
However, in ASU No. 2018-11, the FASB issued an amendment to this transition guidance where an 
entity would have applied the guidance of Topic 842 at its effective date and not at the beginning of the 
earliest comparative period. For calendar year-end reporting companies, this date was December 31, 
2021. Under this election, an entity does not need to apply the guidance of Topic 842 to leases that 
expired before the effective date of Topic 842. 
 
Also, this amendment on applying the modified retrospective approach would be applicable for lessors as 
well. However, due to the mechanics of adoption for lessors, its impact would not be as significant as for 
lessees. 
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A.  ASU No. 2021-05 
While most of our discussion in this section will deal with lessee accounting, there was a significant 
update to the lessor accounting guidance issued by the FASB in 2021, which is discussed below. 
 
As part of the FASB’s Post-Implementation Review of ASC Topic 842, this ASU addressed an issue 
related to a lessor’s accounting for certain leases with variable lease payments. When applying the 
guidance of ASC 842, lessors are often taking day-one losses on certain sales-type and direct financing 
leases with variable payments not tied to a rate or index. They subsequently record lease income when 
such payments are received over the term of the lease. As such, they believed that the application of 
ASC 842’s guidance in this area does not reflect the economic reality of the lease arrangement. 
 
Further, these stakeholders highlighted that lessors did not recognize a day-one loss under Topic 840, 
Leases because of the longstanding practice to account for certain leases with variable payments as 
operating leases based on an interpretation of a classification criterion in Topic 840. That classification 
criterion was not retained in Topic 842. Additionally, the resulting day-one loss issue was not identified or 
discussed by the Board in deliberations leading to the issuance of Update 2016-02. 
 
ASU 2021-05 affected lessors with lease contracts that (1) have variable lease payments that do not 
depend on a reference index or a rate and (2) would have resulted in the recognition of a selling loss at 
lease commencement if classified as sales-type or direct financing. 
 
The amendments in this update addressed stakeholders’ concerns by amending the lease classification 
requirements for lessors to align them with practice under Topic 840. Lessors should classify and account 
for a lease with variable lease payments that do not depend on a reference index or a rate as an 
operating lease if both of the following criteria are met: 

a. The lease would have been classified as a sales-type lease or a direct financing lease in 
accordance with the classification criteria in paragraphs 842-10-25-2 through 25-3; and 

b. The lessor would have otherwise recognized a day-one loss. 
 
This ASU was effective for fiscal years beginning after December 15, 2021, for all entities, including 
interim periods within those fiscal years for public business entities, and interim periods within fiscal years 
beginning after December 15, 2022, for all other entities. 
 
Entities that adopted Topic 842 before the issuance date of this update have the option to apply the 
amendments in this update either (1) retrospectively to leases that commenced or were modified on or 
after the adoption of Update 2016-02 or (2) prospectively to leases that commence or are modified on or 
after the date that an entity first applies the amendments. 

II.  Similarities and differences between ASC 840 and 842 
Although ASC 842 has been effective for all entities for at least one fiscal year, it is helpful to fully 
understand the similarities and differences between ASC 840 and ASC 842. Entities and practitioners 
have struggled with the implementation of ASC 842. Understanding the significant similarities and 
differences is crucial as we move forward with the updated lease accounting standards. The following 
chart summarizes these: 
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Differences Similarities 
Balance sheet recording of operating leases 
by lessees 

Income statement treatment for lessees and lessors is 
unchanged. 

Capital leases are now known as finance 
leases 

Accounting for finance leases mirrors accounting for 
capital leases under ASC 840. 

Principles-based lease classification guidance Criteria for adding options to renew to lease term is 
similar: 

a.  ASC 840 – Reasonably assured criteria. 
b.  ASC 842 – Reasonably certain criteria. 

No deferred or prepaid lease expense for 
operating leases 

Lease modification and remeasurement accounting. 

More stringent capitalization requirements for 
initial direct costs 

 

Significantly enhanced footnote disclosures  
Enhanced need for centralized recordkeeping  

A.  Balance sheet recording of operating leases under ASC 842 
Under ASC 840, operating lease payments were treated as financial commitments, not as a liability of the 
entity. Under ASC 842, payments related to the noncancelable term of the lease, plus those related to 
options to extend, for which it is reasonably certain that the option will be exercised, are recorded as a 
liability of the entity. While the criteria for considering options is similar between ASC 840 and 842, the 
underlying accounting for operating leases is significantly different between ASC 840 and 842. 
 
Under ASC 840, no liability related to lessee operating lease obligations was recorded in the lessee’s 
financial statements, and the obligation was merely disclosed, but under ASC 842, a liability and a 
corresponding right-of-use (ROU) intangible asset are recorded. 
 
Under ASC 842, for both finance and operating leases, the lessee is required to recognize a lease liability 
equal to the present value of the lease payments. Lease payments consist of the following: 

a. Fixed payments, including in-substance fixed payments, less any lease incentives paid or 
payable to the lessee. 

b. Variable lease payments that depend on an index or a rate (i.e., Consumer Price Index), 
measured at the rate at lease commencement date. Fixed increases in variable lease 
payments are also included. However, true variable lease payments, such as a percent of 
sales, are not included. Variable payments not tied to such an index are also excluded 
and recognized in the period incurred. 

c. The exercise price of an option to purchase the underlying asset if the lessee is 
reasonably certain to exercise the option. 

d. Payments for penalties for terminating the lease if the lease term reflects the lessee 
exercising this option. 

e. Fees paid by the lessee to the owners of a special purpose entity for structuring the 
transactions. 

f. For lessees only, amounts probable of being owed by the lessee under residual value 
guarantees. This is typically the difference between the guaranteed residual value and 
the market value of the leased asset at the end of the lease term. 
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Initial measurement of the right-to-use asset includes the following: 
a. The initial measurement of the lease liability determined above; 
b. Any lease payment made at or before the lease commencement date, less any incentives 

received; and 
c. Any initial direct costs incurred by the lessee. 

 
The discount rate used to discount the future cash flows is determined as follows: 

a. First, use rate implicit in the lease. The implicit rate is the rate where present value of 
lease payments and residual value equal fair value of leased asset at lease 
commencement. 

b. If the rate is not known by lessee, lessees can use the following: 
(i) Incremental borrowing rate; or 
(ii) Nonpublic company option to use its risk-free interest rate. 

 
With the issuance of ASU No. 2021-09, the election to use the risk-free rate or incremental borrowing rate 
can be made by class of asset. 
 
Note that initial recognition is identical for finance and operating leases under ASC 842. Further, the 
accounting for finance leases by lessees under ASC 842 is essentially unchanged from that under ASC 
840. However, leases known as capital leases under ASC 840 are now known as finance leases under 
ASC 842. 

B.  Lease classification under ASC 842 
When it comes to classifying leases as either finance or operating, the factors of ASC 842 are similar to 
ASC 840, with one addition. These factors are: 

a. Payments represent substantially all of the asset fair value.  
b. The lease term is for a major portion of the asset’s economic life. 
c. There is a bargain purchase option that the lessee is reasonably certain to exercise. 
d. Title transfers automatically at the end of the lease. 

 
The one new lease classification criteria under ASC 842 is that when the underlying asset is of such a 
specialized nature that it is expected to have no alternative use to the lessor at the end of the lease term, 
the lease should be classified as a finance lease. 
 
While no specific guidance is provided in ASC 842, thresholds for the fair value and economic life tests 
utilized by lessees are similar to the 90 percent and 75 percent tests pre-ASC 842, respectively. 
However, the bright lines of ASC 842 have been removed. 
 
A key consideration in assessing the lease classification of a lease and its subsequent accounting under 
ASC 842 is determining the term of the lease. ASC 842 defines the term of a lease as the noncancelable 
period for which a lessee has the right to use an underlying asset, together with both of the following: 

a. Periods covered by an option to extend the lease if the lessee has a significant economic 
incentive at the commencement date to exercise that option; and 

b. Periods covered by an option to terminate the lease if the lessee has a significant 
economic incentive at the commencement date not to exercise that option. 
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The lease term begins at the commencement date and includes any rent-free periods provided to the 
lessee by the lessor. As a note of distinction, the lease inception date is the earlier of the date of the lease 
or the date of commitment by the parties for principle provisions of the lease. 
 
When determining the lease term an entity should consider all relevant factors that create a significant 
economic incentive to exercise an option to extend, or not to terminate, a lease. An entity should include 
such an option in the lease term only if it is “reasonably certain” that the lessee will exercise the option 
having considered the relevant economic factors. Reasonably certain in this case is a high threshold. The 
lease term also includes periods covered by renewal or early termination options if their exercise is 
controlled by the lessor. 
 
Classification guidance for lessors, determining whether the lease is either a sales-type, direct financing 
or operating lease, is virtually unchanged under ASC 842, though a requirement to consider the 
collectability of the lease payments has been added and is similar to that in ASC 606. 
 
Lessees or lessors have not seen major changes in how they classify leases under ASC 842, as 
compared to ASC 840. 

C.  Other changes in the lessee accounting model under ASC 842 
With the recording of the lease liability for virtually all leases under ASC 842, the recognition of prepaid or 
deferred rent is eliminated under ASC 842. These amounts were recorded when, in the case of prepaid 
rent, the cash payment of the lessee to the lessor exceeded the amount of the expense recognized by the 
lessee and, in the case of deferred rent, the expense recognized by the lessee exceeded the amount of 
the lease payment made by the lessee to the lessor. 
 
Further, ASC 842 has introduced a more stringent capitalization policy for initial direct costs. Under this 
approach, only incremental costs qualify as initial direct costs subject to capitalization in both lessor and 
lessee accounting. These costs are those that the entity would not have incurred if the lease had not 
been entered into. These include commissions or payments to existing tenants to obtain the lease and 
are the same for both the lessor and lessee. 
 
The lessee should include initial direct costs in its initial measurement of the right-to-use asset and 
amortize them over the term of the lease. 
 
Lessor accounting for such costs varies based on the type of lease. For sales-type leases, the lessor 
expenses such costs at lease inception if the lessor recognizes selling profit at the inception of the lease. 
Alternatively, the lessor should include these costs in determining the lease receivable by considering 
them in its measurement of the net investment in the lease. 
 
Initial direct costs are deferred and included in the net investment in the lease at its commencement date 
for direct financing leases. 
 
For operating leases, such costs should be expensed over the term of the lease. 
 
While there was the need for effective information flows under ASC 840, especially related to 
accumulating disclosure information, the need for centralized record keeping is significantly enhanced 
under ASC 842. Calculations supporting initial classification and recording, subsequent accounting, and 
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the development of disclosure information required by ASC 842 generally require a more centralized 
approach to gathering and maintaining such information. Entities should consider the value of using lease 
accounting software to accumulate and manage this information. 

D.  Income statement treatment of leases 
The income statement treatment for both lessees and lessors of leases is essentially unchanged under 
ASC 842, as compared to ASC 840. 
 
For a finance lease, the lessee separately recognizes in the income statement (unless the costs are 
included in the carrying amount of another asset in accordance with other ASC Topics) the unwinding of 
the discount on the lease liability as interest and the amortization of the right-of-use asset. 
 
The lessee determines the unwinding of the discount on the lease liability in each period during the lease 
term as the amount that produces a constant periodic discount rate on the remaining balance of the 
liability. 
 
The lease liability is reduced by the amount of the annual lease payment less the amount of that payment 
attributable to interest expense, determined using the effective interest method detailed above. 
 
The lessee amortizes the right-of-use asset on a straight-line basis (unless another systematic basis is 
more representative of the pattern in which the lessee expects to consume the right-of-use asset’s future 
economic benefits) from the commencement date to the earlier of the end of the useful life of the right-of-
use asset or the end of the lease term. 
 
However, if the lessee has a significant economic incentive to exercise a purchase option, the lessee 
should amortize the right-of-use asset to the end of the useful life of the underlying asset. 
 
For an operating lease, a lessee recognizes in profit or loss (unless the costs are included in the carrying 
amount of another asset in accordance with other ASC Topics) a single lease cost, combining the 
unwinding of the discount on the lease liability with the amortization of the right-of-use asset, calculated 
so that the remaining cost of the lease is allocated over the remaining lease term on a straight-line basis. 
 
However, the periodic lease cost should not be less than the periodic unwinding of the discount on the 
lease liability. 
 
The lease liability is reduced by the amount of the annual lease payment less the amount of that payment 
attributable to interest expense, determined using the effective interest method (again, detailed above), 
while accumulated depreciation of the right-of-use asset is the difference. 
 
As you can see from the above discussion, the initial recognition of and subsequent accounting for a 
finance lease is unchanged from that for a capital lease under ASC 840. 

E.  Consideration of lease modifications and remeasurement events 
While there is some difference in the approach to the accounting for lease modifications and other 
remeasurement events between ASC 840 and 842, their treatment as activities to be accounted for on a 
subsequent basis is similar between the two standards. ASC 842 simplified the guidance in this area. 
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1.  Lease remeasurements 
Under ASC 842, after the lease commencement date, a lessee should remeasure the lease liability to 
reflect changes to the lease payments for any of the following: 

a. The lease is modified and not accounted for as a new contract. Note that all assumptions 
should be updated when a lease is modified. 

b. The contingency upon which some or all of the variable lease payments were excluded 
from the calculation of the lease liability has been resolved such as to meet the definition 
of a fixed payment. 

c. A change in any of the following: 
(i) The lease term (determine revised lease payments based on the revised lease 

term). 
(ii) Relevant factors that result in the lessee having or no longer having a significant 

economic incentive to exercise an option to purchase the underlying asset 
(determine revised lease payments to reflect change in amounts payable under 
purchase option). 

(iii) The amounts probable of being paid under residual value guarantees (determine 
revised lease payments to reflect change in amounts expected to be payable 
under residual value guarantees). 

  
When a lessee remeasures the lease payments in accordance with the above, the variable payments 
based on an index or a rate used to determine lease payments should be measured using the rate or 
index at the remeasurement date (determine revised lease payments using index or rate at the end of the 
reporting period). 
 
When one of the above events occurs, the lessee should remeasure the lease liability to reflect the 
changes to the lease payments due to these events. The amount of the remeasurement of the lease 
liability should be recorded as an adjustment to the right-of-use asset. However, if the carrying amount of 
the right-of-use asset is reduced to zero, any remaining amounts would be recorded in the income 
statement. 
 
Also, when remeasuring, the lessee should update the discount rate for the lease at the date of the 
remeasurement, unless the discount rate already reflects the lessee’s option to extend or terminate the 
lease or to purchase the underlying asset. The updated rate is the rate the lessor would charge the 
lessee at that date (or the lessee’s incremental borrowing rate at that date if the rate the lessor would 
charge the lessee at that date is not readily determinable, or the risk-free rate at that date for a nonpublic 
entity that elected to use the risk-free rate) on the basis of the remaining lease term. 
 
Also, if the remeasurement is due to a change in the amounts probable of being owed under a residual 
value guarantee or a change from the resolution of a contingency over variable lease payments, the 
lessee does not update the discount rate. 

2.  Lease modifications and contract combinations 
ASC 842 defines a lease modification as any change to the contractual terms and conditions of a lease 
that was not part of the original terms and conditions of the lease. The substance of the modification 
should govern over its form. 
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Both lessees and lessors should account for lease modifications as a new lease, separate from the lease 
being modified, only when: 

a. The modification grants the lessee an additional right of use that was not in the original 
lease; and 

b. The additional right of use is priced commensurate with its standalone price. 
 
When the modification is not accounted for as a new contract, as per the above, the lessee needs to 
reassess the lease classification as well as remeasure the lease liability after remeasuring and 
reallocating the consideration in the contract, if applicable, using the relevant assumptions at the date of 
the modification. 
 
If the modification grants the lessee an additional right of use not in the original contract (i.e., use of an 
additional floor of a building), extends or reduces the term of an existing lease other than through 
exercise of an option (which is not a modification), or changes the consideration in the contract only, the 
lessee should adjust the value of the right-of-use asset for the amount of the change in the remeasured 
lease liability. When the modification partially or fully terminates a lease, the lessee should decrease the 
right-of-use asset proportionally to the impact that the termination of the existing lease has on the lease 
liability. Any difference between the reduction of the lease liability and the proportional reduction in the 
right-of-use asset would be recognized as a gain or loss. 

F.  Other considerations related to ASC 842 

1.  Preeffective date considerations 
As a reminder, ASC 842 was effective for all calendar year-end private companies as of January 1, 2022. 
The following is a review of considerations entities should have made prior to implementation. Private 
companies have struggled with the implementation of ASC 842; therefore, the material below is pertinent 
to practitioners currently working with 2022 financials. Applying ASC 842 has many considerations, both 
before and after its effective date. While we will discuss transition accounting in greater detail later in this 
session, one of the most important considerations in transition accounting is consideration of the two 
transition practical expedients that ASC 842 offers. These are as follows: 

a. Package of three: 
(i) Reassessing classification; 
(ii) Reassessing for embedded leases; and 
(iii) Reassessing accounting for initial direct costs. 

b. Hindsight. 
 
While each transition practical expedient can be selected individually, an entity must select all three 
elements of the “package of three” practical expedients when selecting the option. 
 
The hindsight practical expedient allows an entity to ignore certain “hindsight” events such as 
modifications and impairment when transitioning to ASC 842. As the concept was challenging to apply, 
few public entities elected to apply it, and it is expected that few private entities will as well. We’ll discuss 
these in greater detail when we discuss transition to ASC 842 later in this session. 
 
Under ASC 842, both in transitioning existing leases and in accounting for new leases, entities can elect 
to not apply ASC 842 to leases with terms, as defined in the standard, of 12 months or less. Applying this 
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guidance may result in a significant number of leases not being recorded under ASC 842. However, when 
applying the guidance, recall these two points: 

a. The measurement of the 12 months starts at lease commencement, the date when the 
entity gains control of the leased asset, not 12 months from the effective date of ASC 
842. 

b. The definition of term includes both the noncancelable term of the lease as well as 
options to extend that meet the “reasonably certain” criteria. 

2.  Post-transition date accounting considerations 
Key post-effective date accounting considerations include the following: 

a. Lease classification; 
b. Accounting for initial direct costs; 
c. Accounting for nonlease components; and 
d. Definition of a lease and embedded leases. 

 
Generally, lease components and nonlease components, such as services like common area 
maintenance, would be separated and accounted for under applicable guidance. However, lessees may 
elect to not separate lease and nonlease components, accounting for the entire cash flow as a lease 
payment. 
 
Lessors may similarly elect to not separate lease from nonlease components if certain criteria are met. If 
electing to not separate the components, the lessor would follow the guidance related to whichever 
component is predominant. 
 
Lease classification and initial direct cost considerations were previously discussed above, and we will 
discuss the definition of lease and the concept of embedded leases shortly. 

III.  Accounting surprises under ASC 842 
Applying ASC 842 can result in several potential surprises, the impact of which could be significant. So, 
these issues should be assessed as quickly as possible. 

A.  Embedded leases 
In order for a contract to be accounted for as a lease, the contract must be one that: 

a. Conveys the right to use a specific asset (the underlying asset); and 
b. The right must be for a period of time and provided in exchange for consideration. 

 
So, in order for a contract to be accounted for under ASC 842, there must be a specific asset identified, 
with no right to substitution by the lessor, except for defects or repairs. Further, there must be a term 
associated with the contract and substantive consideration. So, a “lease” for the use of an asset in 
perpetuity or with no or nominal consideration would not be accounted for under ASC 842. 
 
In addition to specific contracts for such arrangements, they may also be embedded in other contracts, 
such as third-party service revenue contracts. If so, the lease component of such contracts should be 
carved out of the broader contract and accounted for as a lease. Entities should have effective internal 
controls which would enable them to identify such provisions in contracts and account for them 
accordingly. 
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While the number of contracts with embedded leases may be low, the valuation of the lease component 
may be complex. 

B.  The scope of ASC 842 
The scope of ASC 842 is expansive, covering all leases for assets, with only the following exceptions: 

a. Leases of intangible assets, inventory, and assets under construction; 
b. Leases to explore for or use minerals, oil, natural gas, and similar nonregenerative 

resources; and 
c. Leases of biological assets, including timber. 

 
As such, application of ASC 842 could and often does have a significant impact on an entity’s balance 
sheet, especially related to large leases that are classified as operating leases. For example, one or 
multiple operating leases for real estate assets could have a significant accounting impact. 
 
For example, a 10 year lease, $10,000 monthly payment lease would result in the recognition of a $1MM 
ROU asset and lease liability under ASC 842, when the same lease was off-balance sheet under ASC 
840. Further, an entity may need some real estate expertise in order to apply ASC 842 to all aspects of 
these often-complex arrangements. 

C.  Equity is rarely affected when adopting ASC 842 
While the impact of adopting ASC 842 can be significant, it often results in just an increase in the lease 
liability and the related ROU asset, and not a significant charge to equity. 
 
While we will review transition accounting in detail, the combination of the transition guidance and impact 
of applying the package of three transition practical expedient generally results in no charge to beginning 
equity. 
 
As per the following graphic, in a sample of public company entities that adopted ASC 842, most 
disclosed material charges to retained earnings as a result of the recognition of formerly deferred gains 
related to sales-leaseback arrangements, and not to the application of the guidance to more 
straightforward lease arrangements. 
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D.  Inputs into calculations 
There are many inputs into the lease accounting valuation model. While some, like fixed and variable 
payments, are objective, some are subjective and require judgment. These variables include the 
following: 

a. Incremental Borrowing Rate; 
b. Term and options to extend or terminate the lease; 
c. Economic life of the asset; 
d. Residual value guarantees; and 
e. Economic Life and fair value of the underlying asset. 

 
There is a difference in determining the incremental borrowing rate under ASC 840 and 842. While both 
represent the rate at which an entity would borrow money to purchase the leased asset, the rate under 
ASC 842 is a secured or collateralized rate, while that under ASC 840 is an unsecured rate. So, all things 
being equal, an entity’s incremental borrowing rate under ASC 842 would be lower than under ASC 840, 
resulting in the recognition of a larger lease liability and right-of-use asset. 
 
Also, entities need to consider the impact of ASU No. 2021-09. The ASU allows lessees that are not 
public business entities to use the risk-free interest rate on a class of asset basis, as opposed to all 
assets for which the entity could not determine the rate implicit in the lease. 
 
Prior to the issuance of ASU No. 2019-09, the election to use the risk-free rate was applied to all assets 
for which the rate implicit in the lease was not determinable. Now, it can be elected by class of asset, with 
the incremental borrowing rate used on other classes of assets for which the rate implicit in the lease is 
not determinable. 
 
The entity making this election must disclose that it has made the election and the classes of underlying 
assets to which it was made. 
 
As previously discussed, the term of the lease includes not just the noncancelable term but also 
consideration of options to extend or terminate the lease. Consideration of both could have a significant 
impact on the term of the lease, thereby impacting its classification and the accounting for the lease 
arrangement. 
 
Residual value guarantees can also have a significant impact on both lessee and lessor accounting. A 
residual value guarantee insures the difference between the actual fair value of the asset at the end of the 
lease and its expected fair value at the end of the lease. 
 
From a lessee perspective, the full amount of any residual value guarantee is considered in determining 
the payment stream under the lease when assessing lease classification. However, only the residual 
value guarantee expected to be paid by the lessee would be included in the lease liability. 
 
Guaranteed and unguaranteed residual value guarantees are considered in determining a lessor’s net 
investment in a lease, essentially its lease receivable. 
 
Lastly, both the economic life of the leased asset and its fair value are key inputs into the lease’s 
classification. The determination of both requires judgment, with both possibly not being readily available 
to the lessee, resulting in the need for the lessee to make estimates of either, or both. 



surgentcpe.com / info@surgent.com 4-12 Copyright © 2026 Surgent McCoy CPE, LLC – CII4/26/V1 

E.  Application of materiality under ASC 842 
Unlike IFRS 16, which establishes a specific $5,000 materiality threshold, there is no explicit materiality 
threshold under ASC 842. However, entities can use judgment in applying materiality to leases. 
 
Some entities have decided to follow a capitalization policy identical or similar to that used for PP&E. 
However, when applying the threshold, be sure to address the materiality of individual leases but also the 
impact of not applying ASC 842 to leases in the aggregate. 

F.  Applying ASC 842 to related party leases 
The recognition and measurement requirements for all leases should be applied by lessees and lessors 
that are related parties based on the legally enforceable terms and conditions of the lease. The FASB is 
expected to release an update with a practical expedient for private companies related to “legally 
enforceable terms and conditions.” Information on this expected update is discussed below. In addition, 
lessees and lessors will be required to apply the disclosure requirements for related party transactions in 
ASC 850, Related Party Disclosures. 
 
Questions arise about applying the 12-month practical expedient to related party leases, which may often 
be month-to-month contractual arrangements or may not even have a written contract at all. In such 
instances, lessees should apply the written terms of the lease agreement in determining the term of the 
lease, considering whether the lessee has a significant economic incentive to extend the lease. Lessees 
should also consider verbal agreements with lessors, if applicable, to determine the true economic 
substance of the lease agreement. Please see below for an expected update related to common control 
leasing arrangements. 
 
The FASB issued ASU 2023-01 in March 2023 related to private companies’ common control leasing 
arrangements. The ASU addresses two issues with which stakeholders were concerned related to 
implementing ASC 842. 
 
ASC 842 requires entities to account for related party leases, when both entities are under common 
control, in the same manner as leases with unrelated parties (on basis of legally enforceable terms and 
conditions). However, during the PIR process, stakeholders noted that it could be difficult to determine the 
enforceable terms and conditions of these arrangements. Private companies under common control could 
have lease terms between entities that might or might not be legally enforceable. These terms might not 
even be in writing. 
 
The new amendment will provide a practical expedient that allows private companies and not-for-profit 
entities to use the written terms of the lease to determine whether a lease exists as well as the 
classification of and accounting for that lease. Basically, the “legally enforceable” caveat is avoided. This 
practical expedient does not apply to verbal leases. 
 
Entities may apply the above practical expedient in two ways. The entity could apply the amendment 
prospectively to leases that commence or are modified on or after the date the entity first applies the 
amendment. The entity could also apply the amendment retrospectively to the beginning of the first period 
the entity applied ASC 842. 
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This new ASU also addresses leasehold improvements recognized by a lessee in a lease between 
parties under common control. ASC 842 requires leasehold improvements to be amortized over the 
shorter of the useful life of the improvements or the remainder of the lease term. Stakeholders noted that, 
within common control leases, leasehold improvements amortized over a lease term that is significantly 
shorter than the useful life of the improvements could result in financial reporting that is not fully 
representative of the economics of the arrangement. FASB noted that this is an issue for all entities with 
common control leases, as such amendments in this new update will add requirements related to 
leasehold improvements associated with leases between entities under common control. These 
requirements are listed below. 

a. Lessee will amortize the leasehold improvements over the useful life of the 
improvements, regardless of lease term, if the lessee controls the underlying asset 
through a lease. There is an exception if the lessor controls the underlying asset through 
a lease with an unrelated third party. In this scenario, the amortization period for the 
leasehold improvements cannot exceed the lease terms between the lessor and the 
unrelated entity. 

b. Once the lessee no longer controls the underlying asset, the unamortized portion of 
leasehold improvements will be transferred to the lessor through an adjustment to equity. 

 
As noted previously, this amendment will apply to all entities under common control when leases are 
present, not just private companies. Entities that encounter the above scenario, where leasehold 
improvements will be amortized for a longer period than the lease term, should disclose the following: 

a. Remaining lease term; 
b. Leasehold improvements’ remaining useful life; and 
c. Unamortized balance of leasehold improvements. 

 
Entities applying the amendments related to leasehold improvements that have already adopted ASC 842 
have the following options for application: 

a. Prospectively to new leasehold improvements recognized on or after the date the above 
amendments are first applied. 

b. Prospectively as noted above, while also amortizing existing leasehold improvements 
over the remaining useful life determined at the date of application. 

c. Retrospectively, to the beginning of the first period the entity applied ASC 842 for 
leasehold improvements that exist at the date of adoption of a final update, with any 
leasehold improvements that otherwise would not have been amortized recognized 
through a cumulative-effect adjustment to the opening balance of retained earnings at the 
beginning of the fiscal year of adoption. 

 
The effective date of ASU 2023-01 for both issues discussed above is fiscal years beginning after 
December 15, 2023, including interim periods within those fiscal years. Early adoption is permitted for 
both interim and annual financial statements that have not yet been made available for issuance. 

IV.  Avoiding common mistakes in applying ASC 842 
One of the benefits of the gap between public company and private/NFP adoption of ASC 842 is that it 
allows for nonpublic business entities to learn from the mistakes of public companies in their adoption. 
Here is a summary of some of these common errors. 
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A.  Timing of systems vs. processes 
Adopting any new accounting standard is a process, not a one-time event. Good decisions made in 
developing and applying the process can significantly ease both transition and on-going accounting. Poor 
decisions made in developing and applying the process, or simply not developing a process at all, can 
have a significant negative impact both on transition and ongoing accounting. 
 
One of the first considerations is to ensure the completeness of the lease population for transitioning to 
ASC 842. While this population should be complete when accumulating the current disclosure information 
under ASC 840, many entities have seen that they have missed some leases when developing their five-
year table. This is especially the case with entities that account for leases in a decentralized environment. 
Take the time to identify all leases before calculating the transition adjustment. 
 
The key is to not just leap into recording leases in a system, irrespective of what the system is. The entity 
should take appropriate time to consider its options when making policy elections, ensuring a thorough 
understanding of the lease accounting and payment process. Also, the entity will likely need to add 
accounts to its general ledger for operating leases. It should consider all applicable variables in 
establishing these general ledger accounts, considering not just the accounting but also the disclosure 
requirements of ASC 842. 
 
Related to the process vs. systems is consideration of the appropriateness of the tools which an entity 
uses in its lease accounting process. While spreadsheets may have been sufficient in the ASC 840 
environment to determine lease classification and lease expense, the calculations required to account for 
operating leases under ASC 842 are more complex. This is due to the need to amortize the lease liability 
and ROU asset over the term of the lease. The volume of these calculations may overwhelm the person, 
making them use a spreadsheet, potentially increasing the likelihood of error. 
 
Further, a spreadsheet may not be sufficient to compute some of the disclosure requirements of ASC 
842, especially related to weighted average remaining term and discount rate of the leases. Also, 
accounting for the remeasurement of leases using spreadsheets can be challenging. Collectively, the use 
of spreadsheets may not be well-controlled and could result in increased audit fees due to the entity’s 
reliance on them. While ultimately a cost-benefit analysis, any process review related to ASC 842 
adoption should consider the use of lease accounting software. 

B.  Potential trouble spots 
While an entity can make errors in any number of areas when applying ASC 842, there are a few areas 
where errors are more likely. 
 
First, when developing your transition cumulative-effect adjustment, if you are proposing to record an 
adjustment to retained earnings, its best to review your adjustment and the ASC 842 guidance before you 
record the entry. While the recording of an adjustment to retained earnings may occur when transitioning 
to ASC 842, it is usually due to the existence of specific circumstances, such as sales-leaseback 
transactions. Take the time to review your judgment or even run a question or two past your accounting 
firm to assure that your adjustment is correct. The extra time spent now reviewing the adjustment could 
pay dividends in avoiding more work down the road correcting an error. 
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Another common area for errors is the assessment of when to include options to extend a lease in its 
term. The guidance uses a “reasonably certain” threshold, which is similar to the “reasonably assured” in 
ASC 840. It is reasonable to apply similar judgment in applying this guidance under ASC 842 as you 
would when determining lease term under ASC 840. The “reasonably certain” threshold is a high bar. Just 
because a lease contains an option to extend, and the lessee has exercised a similar option in the past, 
does not necessarily mean that the option period should be added to the noncancelable term. An 
example of the “reasonably certain” threshold being met would be when an entity still requires a leased 
asset past the initial end date of the lease, and the lease contains a bargain renewal option. However, in 
all cases, judgment is required. 
 
Lastly, the guidance is applied consistently to both arms-length and related party leases. The relationship 
between the parties doesn’t matter when determining the term of the lease, only the facts and 
circumstances of the situation. 

C.  Unexpected business impacts 
Adopting ASC 842 can have many business impacts, both expected and unexpected. 
 
Remember that unless a lease meets an exception or is immaterial, all contracts containing leases must 
be recorded under ASC 842. While many companies justifiably focus on leases for significant items like 
real estate or large pieces of PP&E, the aggregation of many smaller leases may have a large impact on 
the financial statements. That is why it is so important to ensure the completeness of the lease population 
and to develop and apply a materiality threshold. 
 
The impact of adopting ASC 842 could affect the calculation of debt covenants, especially ones that have 
liquidity or leverage calculations, such as a current ratio or debt/equity calculation. Entities adopting ASC 
842 are very susceptible to such violations, as the standard results in the recording of a noncurrent ROU 
asset offset by a lease liability that is split between a current and noncurrent portion. 
 
Entities should have a thorough understanding of their debt covenant or other contractual requirements, 
including any clauses which address new accounting standards. When it is not clear how the bank will 
treat the impact of ASC 842 on applicable covenants, it is best to discuss the issue with the banks as 
early as possible. Further, the entity should develop pro-forma results that include the adoption of ASC 
842 as early as possible, so both the entity and the banks can assess the impact and negotiate any 
necessary adjustments to the covenants. 
 
Lastly, ASC 842 provides increased transparency to the true cost of lease financing. Often entities default 
to lease financing because it is easier than to arrange for purchase financing, or that is what they have 
done in the past. With the full amount of lease commitments now visible, as well as their cost, entities 
may use this increased transparency around the full cost of lease financing to make better decisions 
concerning how to finance their purchases. 

V.  Lessee financial statement presentation 
While it is important to complete all aspects of the ASC 842 transition successfully, many of the 
underlying calculations related to leases are already being performed under ASC 840. However, the 
capitalization of operating leases under ASC 842 will require specific consideration related to financial 
statement presentation under the updated standard. 
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A.  Financial statement presentation 

1.  Statement of financial position 
A lessee should present all of the following items in the statement of financial position (or disclose these 
items in the notes to the financial statements): 

a. Right-of-use assets separately from other assets; 
b. Right-of-use assets arising from finance leases separately from right-of-use assets 

arising from operating leases; 
c. Lease liabilities separately from other liabilities; and 
d. Lease liabilities arising from financing leases separately from lease liabilities arising from 

operating leases. 
 
If a lessee does not present right-of-use assets and lease liabilities separately in the statement of 
financial position, the lessee should present right-of-use assets within the same line item where 
corresponding underlying assets would be presented if they were owned and disclose which line items in 
the statement of financial position include right-of-use assets and lease liabilities. 
 
The following represents the results of a survey of ASC 842 adopters’ presentation of the short- and long-
term lease liabilities: 
 

 
 
This treatment generally represents the relative materiality of the account balances. 

2.  Statement of comprehensive income 
A lessee should present both of the following items in the statement of comprehensive income: 

a. For finance leases, the unwinding of the discount on the lease liability separately from the 
amortization of the right-of-use asset; and 

b. For operating leases, the unwinding of the discount on the lease liability together with the 
amortization of the right-of-use asset. 
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3.  Statement of cash flows  
In the statement of cash flows, a lessee should classify: 

a. Cash payments for the principal portion of the lease liability arising from finance leases 
within financing activities. 

b. Cash payments for the interest portion of the lease liability arising from finance leases 
within operating activities. 

c. Cash payments arising from operating leases within operating activities. 
d. Variable lease payments and short-term lease payments not included in the lease liability 

within operating activities. 

B.  Disclosures 
The objective of the disclosures required under ASC 842 is to allow financial statement users to assess 
the timing, amount, and uncertainty of cash flows arising from leases. As such, lease disclosures under 
ASC 842 are likely to be more detailed than before and are of both a quantitative and qualitative nature. A 
lessee should aggregate or disaggregate disclosures so that useful information is not obscured by 
including a large amount of insignificant detail or by aggregating items that have different characteristics. 
 
Qualitative disclosures for lessees include the following: 

a. Information about the nature of its leases (and subleases), including: 
(i) A general description of those leases; 
(ii) The basis, and terms and conditions on which variable lease payments are 

determined; 
(iii) The existence, and terms and conditions of options to extend or terminate the 

lease. A lessee should provide narrative disclosure about the options that are 
recognized as part of the ROU assets and lease liabilities and those that are not; 

(iv) The existence, and terms and conditions of residual value guarantees provided 
by the lessee; and 

(v) The restrictions or covenants imposed by leases. 
b. Information about leases that have not yet commenced but that create significant rights 

and obligations for the lessee. 
c. Information about significant assumptions and judgments made in applying the 

requirements of the leases standards, which may include the following:  
(i) The determination of whether a contract contains a lease; 
(ii) The allocation of the consideration in a contract between leases and nonlease 

components; and 
(iii) The determination of the discount rate. 

d. The main terms and conditions of any sale and leaseback transactions. 
e. Whether an accounting policy election was made for the short-term lease exemption. 

 
The FASB decided if the short-term lease expense does not reflect the lessee’s short-term lease 
commitments, a lessee should disclose that fact and the amount of its short-term lease commitments. 
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The standard requires the following quantitative disclosures to be made by lessees: 
a. Finance lease expense segregated between amortization of ROU assets and interest on 

lease liabilities. 
b. Operating lease expense. 
c. Short-term lease expense excluding expenses relating to leases with a lease term of one 

month or less. 
d. Variable lease expense. 
e. Sublease income. 
f. Cash paid for amounts included in the measurement of lease liabilities, segregated 

between operating and financing cash flows and between finance and operating leases. 
g. Supplemental noncash information on lease liabilities arising from obtaining ROU assets, 

segregated between finance and operating leases. 
h. Weighted-average remaining lease term disclosed separately for finance and operating 

leases. 
i. Weighted-average discount rate for finance and operating leases as of the reporting date. 
j. Gains and losses arising from sale and leaseback transactions. 

 
Expense items disclosed include any amounts capitalized as part of the cost of another asset. 
Additionally, a lessee must disclose a maturity analysis of its lease liabilities, showing the undiscounted 
cash flows on an annual basis for a minimum of each of the first five years and a total of the amounts for 
the remaining years, and reconciling the undiscounted cash flows to the discounted lease liabilities 
recognized in the statement of financial position. 
Lastly, both lessees and lessors are required to apply the disclosure requirements for related party 
transactions in accordance with Topic 850, Related Party Disclosures. 
 

Note: 

Nonpublic business entity considerations 
The FASB decided NOT to provide any specified reliefs from the disclosure requirements for 
nonpublic business entities. Therefore, the lessee disclosure package is equally applicable to 
both public and nonpublic business entities. Nonpublic business entities should also review the 
SEC’s EDGAR database in order to get industry-specific examples of ASC 842 disclosures for 
public companies on which they can mirror their own. 

 
Examples of required lessee disclosures are found below. 
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The following is the lease disclosure from a public company adopter of ASC Topic 842: 
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The following is an example of the ASC 842 disclosures of Tenet Healthcare, a for-profit operator of 
hospitals. Though it is from a for-profit entity, this disclosure example would serve as a good example for 
a not-for-profit entity as well, as the disclosure requirements are identical for both for and not-for-profit 
entities. 
 
Example 2 – Tenet Healthcare Corp. 
 

 
 
We determine if an arrangement is a lease at inception of the contract. Our right-of-use assets represent 
our right to use the underlying assets for the lease term and our lease liabilities represent our obligation to 
make lease payments arising from the leases. Right-of-use assets and lease liabilities are recognized at 
commencement date based on the present value of lease payments over the lease term. We use our 
estimated incremental borrowing rate, which is derived from information available at the lease 
commencement date, in determining the present value of lease payments. For our Hospital Operations 
and other Conifer segments, we estimate our incremental borrowing rates for our portfolio of leases using 
documented rates included in our recent equipment finance leases or, if applicable, recent secured debt 
issuances that correspond to various lease terms. We also give consideration to information obtained 
from our bankers, our secured debt fair value, and publicly available data for instruments with similar 
characteristics. For our Ambulatory Care segment, we estimate an incremental borrowing rate for each 
center by utilizing historical and projected financial data, estimating a hypothetical credit rating using 
publicly available market data and adjusting the market data to reflect the effects of collateralization. 
 
Our operating leases are primarily for real estate, including off-campus outpatient facilities, medical office 
buildings, and corporate and other administrative offices, as well as medical and office equipment. Our 
finance leases are primarily for medical equipment and information technology and telecommunications 
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assets. Our real estate lease agreements typically have initial terms of five to 10 years, and our 
equipment lease agreements typically have initial terms of three years. We do not record leases with an 
initial term of 12 months or less (“short-term leases”) in our consolidated balance sheets. 
 
Our real estate leases may include one or more options to renew, with renewals that can extend the lease 
term from five to 10 years. The exercise of lease renewal options is at our sole discretion. In general, we 
do not consider renewal options to be reasonably likely to be exercised, therefore renewal options are 
generally not recognized as part of our right-of-use assets and lease liabilities. Certain leases also include 
options to purchase the leased property. The useful life of assets and leasehold improvements is limited 
by the expected lease term unless there is a transfer of title or purchase option reasonably certain of 
exercise. The majority of our medical equipment leases have terms of three years with a bargain 
purchase option that is reasonably certain of exercise, so these assets are depreciated over their useful 
life, typically ranging from five to seven years. Similarly, some of our leases of information technology and 
telecommunications assets include a transfer of title and, therefore, have useful lives of 15 years.  
Certain sections of our lease agreements for real estate include payments based on actual common area 
maintenance expenses and others include rental payments adjusted periodically for inflation. These 
variable lease payments are recognized in other operating expenses, net, but are not included in the 
right-of-use asset or liability balances. Our lease agreements do not contain any material residual value 
guarantees, restrictions, or covenants. 
 
We have elected the practical expedient that allows lessees to choose to not separate lease and 
nonlease components by class of underlying asset and are applying this expedient to all relevant asset 
classes. We have also elected the practical expedient package to not reassess at adoption (i) expired or 
existing contracts for whether they are or contain a lease, (ii) the lease classification of any existing 
leases, or (iii) initial indirect costs for existing leases. 
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VI.  Lessee transition to ASC 842 

A.  Lessee transition 
As noted previously, ASC 842 has been effective for all entities for at least one fiscal year. The 
information below should be reviewed to confirm the accounting related to transitioning to ASC 842 was 
done correctly. A lessee should have applied a modified retrospective transition approach for capital and 
operating leases existing at, or entered into after, the beginning of the earliest comparative period 
presented in the financial statements (the date of initial application). The modified retrospective approach 
would not require any transition accounting for leases that expired before the date of initial application. 
 
As mentioned previously, the FASB issued ASU No. 2018-11, which includes an amendment to this 
transition guidance where an entity could have applied the guidance of Topic 842 at its effective date and 
not at the beginning of the earliest comparative period. Under this election, an entity would not have 
needed to apply the guidance of Topic 842 to leases that expired before the effective date of Topic 842. 
 
A full retrospective transition approach was not permitted. 

1.  Practical expedients 
In transitioning to ASC 842 a lessee was permitted to elect the following specified reliefs, which must 
have been elected as a package and must have been applied to all of a lessee’s leases (that is, they 
should not have been elected on a lease-by-lease or relief-by-relief basis), at the effective date: 

a. A lessee need not reassess whether any expired or existing contracts are or contain 
leases; 

b. A lessee need not reassess the lease classification for any expired or existing leases; 
and 

c. A lessee need not reassess initial direct costs for any existing leases (that is, whether 
those costs would have qualified for capitalization under ASC 842). 

 
In addition, a lessee was also permitted to elect to use hindsight with respect to lease renewals and 
purchase options when accounting for existing leases. This specified relief could have been elected 
separately or in conjunction with the above-specified reliefs as an accounting policy election (that is, it 
cannot be elected on a lease-by-lease basis). 
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It is likely that most entities elected to employ these reliefs upon adopting ASC 842. As a result of not 
needing to reassess the classification of existing leases, many entities did not see a material impact on 
their retained earnings due to the adoption of ASC 842, unless due to other specific circumstances, such 
as preadoption sale-leaseback transactions. This result can be seen in this following transition survey: 
 

 
 
While there are four possible transition outcomes, the application of the “package of three” practical 
expedient reduces the potential outcomes to two, as an entity electing that expedient does not need to 
reassess lease classification. We’ll review these two options now. 

2.  Transition accounting for existing operating leases under ASC 840 
The modified retrospective transition approach should have been applied to existing operating leases 
that are classified as operating leases under Topic 842, as follows: 

a. A lessee should have initially recognized a ROU asset and lease liability at the later of 
the date of the beginning of the earliest period presented in the financial statements and 
lease commencement. 

b. Unless the lease is modified (and that modification is not a separate lease), or the lease 
liability is required to be remeasured, on or after the effective date, a lessee should have 
initially and subsequently measured the lease liability at the present value of the sum of: 
(i) The remaining minimum rental payments (as defined under ASC 840) plus 
(ii) Any amounts the lessee expects to pay to satisfy a residual value guarantee, 

using a discount rate established in accordance with ASC 842 as of the “later of” 
date. 

c. A lessee should have initially measured the operating ROU asset at an amount equal to 
the initial measurement of the lease liability, adjusted for any asset impairment, prepaid 
or accrued rent, lease incentives, or unamortized initial direct costs that would have 
qualified for capitalization under ASC 842, as well as the carrying amount of any liability 
recognized in accordance with Topic 420 on exit or disposal cost obligations for the 
lease. 

d. Any unamortized initial direct costs at the “later of” date that would not have qualified for 
capitalization under ASC 842 should have been written off as an adjustment to equity. 
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e. Beginning on the effective date, if a lessee modifies the lease (and that modification is 
not a separate lease) or is required to remeasure the lease liability for any reason, it 
should follow the updated leases standard. 

 
For existing operating leases that are classified as finance leases under ASC 842, the lessee should have 
measured the right-of-use asset as the applicable proportion of the lease liability at the commencement 
date, which can be imputed from the lease liability determined above. The applicable proportion is the 
remaining lease term at the beginning of the earliest comparative year presented relative to the total 
lease term. The lessee should have then adjusted the right-of-use asset recognized by the carrying 
amount of any pre-paid or accrued lease payments and the carrying amount of any liability recognized in 
accordance with Topic 420 for the lease. See the example of this transition that follows. However, as per 
above, if an entity uses the “package of three” practical expedients, it would not be in the situation of 
transitioning an operating lease under ASC 840 to a finance lease under ASC 842. 

3.  Transition accounting for existing capital leases under ASC 840 
The modified retrospective transition approach should have been applied to existing capital leases that 
are accounted for as finance leases under Topic 842, as follows: 

a. A lessee should have initially recognized a ROU asset and lease liability at the carrying 
amount of the leased asset and the capital lease obligation in accordance with ASC 840, 
Leases, at the later of the beginning of the earliest comparative period presented or the 
commencement date of the lease. 

b. Any unamortized initial direct costs not included in the capital lease asset under ASC 840 
that qualify for capitalization under ASC 842 should be included in the financing ROU 
asset; otherwise, those costs that would not have qualified for capitalization should be 
written off as an adjustment to equity. 

c. Before the effective date, a lessee should have subsequently measured the ROU asset 
and lease liability in accordance with the subsequent measurement guidance in ASC 
840. 

d. Beginning on the effective date, a lessee should subsequently measure the ROU asset 
and lease liability in accordance with the subsequent measurement guidance in ASC 842 
except that a lessee should not remeasure the ROU asset or lease liability for changes in 
the amount the lessee expects to pay under residual value guarantees unless it 
remeasures the asset or liability for other reasons (for example, because of a change in 
the lease term resulting from a reassessment). 

e. Classify the assets and liabilities held under capital leases as right-of-use assets and 
lease liabilities arising from finance leases for purposes of presentation and disclosure. 

f. Beginning on the effective date, if a lessee modifies the lease (and that modification is 
not a separate lease) or is required to remeasure the lease liability for any reason, it 
should follow guidance found in ASC 842. 

 
ASC 842 contains additional transition guidance for leases classified as operating leases under ASU No. 
2016-02 but as capital leases under Topic 840. This essentially involves derecognizing the carrying 
amount of the capital lease asset and related lease obligation at the later of the beginning of the earliest 
comparative period or the commencement date of the lease. Differences between the derecognized asset 
and liability should be recorded as prepaid or accrued rent. A ROU asset and liability should be 
recognized in accordance with the relevant guidance in Topic 842, depending on whether the lease 
commenced before or after the beginning of the earliest date presented in the financial statements and 
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accounted for under Topic 842 subsequently. However, if an entity used the “package of three” practical 
expedients, it will not be in the situation of transitioning a capital lease under ASC 840 to an operating 
lease under ASC 842. 
 

Discussion question: 

Do you have any experiences with companies or clients utilizing the above reliefs with regard to 
transitioning to Topic 842? 

4.  Miscellaneous considerations in transition accounting 
The following is guidance on certain transition accounting issues. 
 
Variable lease payments included in the five-year minimum lease payment table 
Under ASC 840, the five-year minimum lease payment disclosure includes variable payments based on a 
rate or index. The amount included in the five-year table is based on rate or index at lease inception. 
There is disparity in practice concerning whether an entity should update this disclosure for changes in 
rate or index at each accounting period. Some entities did update the amount of variable lease payments 
for changes in the rate or index while others did not update disclosure in the five-year table of minimum 
lease payments for such changes. 
 
As the five-year minimum lease payment table is the basis for the transition adjustment for operating 
leases under ASC 842, questions have arisen as to which amounts to use when recording the 
cumulative-effect adjustment. However, ASC 842 is silent as to this issue. 
 
The SEC issued guidance stating that if an entity was including minimum lease payments in its disclosure 
table based on the rate or index in effect at the inception of lease, it can either continue to do so at 
transition, or it may use the current rate or index when transitioning to ASC 842. However, if changing its 
approach, the entity should apply ASC 250 guidance to changes in accounting estimates. 
 
If the entity already updates its five-year table of minimum lease payments for changes in the underlying 
rate or index, it should continue to use those amounts in its transition to ASC 842. 
 
Discount rate considerations in transition 
Discount rate to be used when determining the ASC 842 transition adjustment is the rate in effect at the 
application date. However, the application date will differ based on the transition method the entity 
elected. 
 
When determining the rate that should have been used for recording the transition adjustment, the same 
discount rate options exist as when originally recording a lease under Topic 842: 

a. Use rate implicit in the lease, if known; or 
b. Use incremental borrowing rate, if not known. The entity can use the incremental 

borrowing rate either for original term of the lease or one for the remaining term of the 
lease, at transition. Approach should be consistently applied. 

 
Nonpublic business entities can use the risk-free rate at transition, related to the remaining term of the 
lease. 
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5.  Example transition options 
The following are examples of several of these transition options. 
 
The following example illustrates the practical application of the lease accounting guidance for lessee 
accounting for the transition of existing operating leases to an operating lease when applying the 
permitted alternative to a full retrospective transition approach. This is the most likely transition example 
for lessees to have to follow. 
 

Lessee Transition – Operating Lease to Operating Lease 
 
A lessee enters into a five-year lease of land on January 1, 20X1, with annual lease payments payable at 
the end of each year. The lessee originally accounts for the lease as an operating lease. On January 1, 
20X2, before transition adjustments, the lessee has an accrued rent liability of $1,200 for the lease, 
reflecting rent that was previously recognized as an expense but was not paid at that date. Four lease 
payments remain: one payment of $31,000 followed by three payments of $33,000. 
 
January 1, 20X2 is the beginning of the earliest comparative period presented in the financial statements 
in which the lessee first applies the requirements in FASB ASC 842, Leases. At the effective date, the 
lessee’s incremental borrowing rate is six percent. The lessee classifies the lease of land as an operating 
lease. On January 1, 20X2, the lessee measures the lease liability at $112,462, the present value of one 
payment of $31,000 and three payments of $33,000, discounted at six percent. 
 
The right-of-use asset is equal to the lease liability before adjustment for accrued rent. The lessee does 
not include initial direct costs in determining the right-of-use asset as permitted by the transition guidance 
in FASB ASC 842. 
 
 January 1, 20X2 Right-of-use asset 112,462 
    Lease liability  112,462 
 
The lessee also makes an adjustment to the right-of-use asset for the amount of the previously 
recognized accrued rent. 
 
 January 1, 20X2 Accrued rent 1,200 
    Right-of-use asset  1,200 
 
The following example illustrates the practical application of the lease accounting guidance for how a 
lessee would account for the transition of existing operating leases to a finance lease when applying the 
permitted alternative to a full retrospective transition approach. Such a transition is not expected to occur 
often. 
 



surgentcpe.com / info@surgent.com 4-27 Copyright © 2026 Surgent McCoy CPE, LLC – CII4/26/V1 

Lessee Transition – Operating Lease to Operating Lease, 
Using Package of Three Practical Expedients 

 
A lessee that is a calendar-year public business entity entered into a 10-year lease of equipment that 
commenced on 1 January 2017 and was classified as an operating lease under ASC 840. The lessee 
makes annual payments that it pays in arrears on 31 December each year. The initial payment was 
$10,000, and the terms call for a $1,000 increase each year. 
 
The deferred rent liability on 31 December 2018 is $8,000. The lessee incurred $7,500 of initial direct 
costs (IDCs) and half of the remaining unamortized IDCs of $6,000 qualify for capitalization under ASC 
842 at lease commencement (i.e., $3,000 of remaining unamortized IDCs qualify for capitalization under 
ASC 842 at lease commencement). 
 
The lessee elects to apply the package of practical expedients at transition and does not elect to apply 
the hindsight practical expedient. Therefore, lease classification and the remaining unamortized IDCs of 
$6,000 are not reassessed. The lessee cannot determine the rate implicit in the lease, and its incremental 
borrowing rate (IBR) as of 1 January 2019 is five percent. Finally, the lessee elects to apply the transition 
provisions at the beginning of the period of adoption (i.e., 1 January 2019). 
 
Analysis: in this example, the lessee records the following journal entry as of 1 January 2019: 
 

Right-of-use asset     $96,529 (1) 
Deferred rent liability         8,000 (2) 

  Lease liability      $98,529 (3) 
  Capitalized IDCs         6,000 (4) 
 
(1) The ROU asset equals the lease liability determined in (3) less the deferred rent liability determined in 
(2) plus remaining unamortized IDCs ($98,529 – 8,000 + 6,000). 
(2) The deferred rent liability is the difference between the cash payments of $21,000 for 2017 and 2018 
and cumulative straight-line expense of $29,000 ($14,500 per year for 2017 and 2018). 
(3) The lease liability is the present value of the eight remaining rental payments discounted at the 
incremental borrowing rate of five percent ($98,529). 
(4) The unamortized portion of IDCs capitalized under ASC 840 ($7,500 – 1,500 for two years of 
amortization). 
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Not Using the Package of Three Practical Expedients 
Assume the same facts as in Scenario A except the lessee does not elect to apply the package of 
practical expedients at transition. 
 
Analysis: in this example, the lessee records the following journal entry as of 1 January 2019: 
 
 Right-of-use asset    $93,529 (1) 
 Deferred rent liability        8,000 (2) 
 Cumulative-effect adjustment          3,000 (3) 
  Lease liability    $98,529 (4) 
  Capitalized IDCs        6,000 (5) 
 
 (1) The ROU asset equals the lease liability determined in (4) less the deferred rent liability 

determined in (2) plus remaining unamortized IDCs that qualify for capitalization under 
ASC 842 ($98,529 – $8,000 + $3,000). 

 (2) The deferred rent liability is the difference between the cash payments of $21,000 for 
2017 and 2018 and cumulative straight-line expense of $29,000 ($14,500 per year for 
2017 and 2018). 

 (3) The cumulative-effect adjustment is the portion of remaining unamortized IDCs that do 
not qualify for capitalization under ASC 842 [$6,000 remaining unamortized IDCs 
($7,500 – $1,500 for two years of amortization) x 50 percent]. 

 (4) The lease liability is the present value of the eight remaining rental payments discounted 
at the incremental borrowing rate of five percent ($98,529). 

 (5) The unamortized portion of IDCs capitalized under ASC 840 ($7,500 – $1,500 for two 
years of amortization) (half was included in the measurement of the ROU asset, and the 
portion that does not qualify for capitalization under ASC 842 was adjusted in (3)). 

 
Discussion question: 

How much incremental effort have you expended in implementing ASC 842? 

VII.  Summary of the FASB PIR Report on Leases (Topic 842) 

A.  Introduction 
The FASB’s Post-Implementation Review (PIR) of ASC Topic 842, Leases, assessed whether the lease 
accounting standard achieved its objective of improving financial reporting transparency by bringing most 
leases onto the balance sheet and whether the benefits justify the costs. The review, conducted from 
2016 (issuance of the standard) through November 2025 (PIR completion), involved extensive outreach 
to over 1,600 stakeholders and multiple public meetings. Overall, the FASB determined that Topic 842 
successfully met its primary goal of recognizing lease assets and liabilities on lessees’ balance sheets, 
enhancing visibility of lease obligations. However, stakeholder feedback was mixed. Investors and other 
users generally agree they now receive more decision-useful information about companies’ leasing 
activities. However, the cost and complexity of implementation for lessees were significantly higher than 
initially expected by the FASB due to unanticipated system and process overhauls. Lessors’ experience 
was smoother, with minimal implementation effort needed because lessor accounting changed only 
modestly from prior GAAP. The PIR identified key areas of implementation cost, major challenges, and 
benefits, especially from the perspectives of lessees, lessors, investors, and preparers. Below is a 
summary of these findings, along with a comparison of expected vs. actual outcomes for costs and 
benefits (see Table 1). 
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B.  Significant implementation costs under Topic 842 

1.  Lessees – Higher than expected costs 
Implementing the new lessee accounting requirements entailed substantial one-time and ongoing costs. 
Preparers report that initial adoption costs were significantly higher than the FASB anticipated, and 
continuing compliance remains costly. Key cost drivers for lessees included: 

a. System upgrades and software – Most companies discovered their existing IT systems 
couldn’t handle the new standard’s demands, especially the need to track operating 
leases on the balance sheet. This led to purchasing new lease accounting software or 
heavily modifying systems. Many entities also needed to develop processes for 
amortizing right-of-use assets for operating leases because the concept didn’t exist under 
prior GAAP. 

b. Comprehensive contract reviews – Implementing Topic 842 required identifying all 
arrangements that contain a lease, including embedded leases, which were often difficult 
and costly to identify. Many lessees undertook painstaking reviews of contracts (real 
estate, equipment, service agreements, etc.) to find embedded leases and gather data on 
lease terms. This was far more labor-intensive than expected. 

c. Data capture and entry – Companies had to extract lease terms (payments, duration, 
renewal/termination options, etc.) from contracts and input them into new systems. 
Ensuring completeness and accuracy of lease data demanded significant time and effort 
from accounting teams and consultants. 

d. Increased staffing and training – Preparers often needed to hire additional staff or 
consultants specialized in lease accounting. Existing employees required training on 
Topic 842. Firms also incurred higher audit fees, as auditors spent more time reviewing 
lease implementations. 

e. Ongoing compliance – Even after adoption, lessees face higher ongoing costs for 
maintaining lease inventories, updating for modifications, and generating enhanced 
disclosures each period. These recurring costs (e.g., software maintenance and internal 
controls) have generally been higher than the Board’s original expectations for post-
implementation compliance. 

2.  Lessors – Minimal cost impact 
In contrast, lessor accounting changes were minor, as the balance sheet recognition was largely 
unchanged from the prior lease model, so costs for lessors to implement and comply with Topic 842 have 
been low. Because Topic 842 largely retained the prior lease accounting model for lessors (with 
operating, direct financing, and sales-type leases similar to legacy GAAP), most lessors did not need 
major system changes. Key points: 

a. Little systems overhaul needed – Lessor systems and processes for lease accounting 
(e.g., recognize lease receivables, perform lease classification) remained largely 
unchanged, avoiding significant new costs. 

b. Targeted improvements only – The FASB issued a few narrow updates for lessors (for 
example, eliminating leveraged lease accounting and aligning revenue recognition 
timing). These tweaks were not cost-intensive, and the Board provided transition relief 
where needed. 

c. Outcome – Feedback indicates “most lessors incurred minimal costs” to initially adopt 
Topic 842 and to maintain compliance thereafter. Lessor stakeholders generally confirm 
that ongoing operations were not significantly disrupted by the new standard. 
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C.  Biggest challenges in applying Topic 842 (lessee focus) 
Experienced CPAs identified major practical challenges during and after implementing the leases 
standard, predominantly on the lessee side (since lessees’ accounting underwent the greatest change). 
The seven most frequently cited challenge areas for lessees were related to determining the discount 
rate, recognition and measurement of the identified leases, and leases with related parties. Key 
challenges included: 

a. Determining the discount rate – Lessees must record lease liabilities at the present 
value of lease payments, which requires selecting an appropriate discount rate 
(incremental borrowing rate or the rate implicit in the lease). Private companies got relief 
by being allowed to use a risk-free rate, but for many lessees, especially public 
companies, estimating the correct discount rate for each lease was a complex and 
judgmental task that gained new scrutiny once lease liabilities were on the balance sheet. 

b. Recognition and measurement – Lessees struggled with the appropriate recognition of 
shipping costs, installation costs, ROU impairments, accounting for lease incentives, and 
the interaction of the requirements with business combination accounting under other 
standards. The FASB noted that these challenges were higher in the initial adoption 
period and have decreased over time. 

c. Related parties – Under ASC 842, related party leases are treated the same as all other 
lease arrangements. There is no separate guidance except for leases under common 
control arrangements (ASU 2023-01). The common control arrangements presented the 
biggest challenge for related party leases, which led to the issuance of the ASU. 

d. Lease modifications and remeasurements – The accounting for lease modifications 
(changes in lease scope or consideration) under Topic 842 can be complex. Depending 
on the nature of the change, a modification might be treated as a separate new lease or a 
remeasurement of the existing lease. Stakeholders reported difficulty applying the 
modification guidance, which often requires significant judgment and can affect multiple 
balances. This area was a notable change from legacy GAAP and required careful 
analysis. 

e. Identifying all lease arrangements, with a focus on embedded leases – Because 
Topic 842 requires bringing operating leases onto the balance sheet, companies had to 
scrutinize contracts enterprise-wide. Determining whether an arrangement “contains a 
lease” became a routine process. Lessees had to evaluate service agreements, supply 
contracts, and other agreements to find embedded leases (identified assets with control 
by the customer). This was more challenging than under prior rules, as previously many 
operating leases were just disclosed and not systematically tracked. 

f. Sale-and-leaseback transactions, including built-to-suit arrangements – Topic 842 
implemented new rules for sale-leaseback (where an asset is sold and then leased back 
by the seller). These rules focus on establishing that a true sale has occurred under 
revenue recognition guidance. Preparers found the sale-leaseback guidance challenging, 
as it changed prior practice and required analyzing whether control of the asset transfers 
to the buyer/lessor. Determining if a sale took place (and when to recognize gain/loss) 
introduced complexity in these transactions. Under previous GAAP, “build-to-suit” leases 
had unique guidance. Topic 842 removed some of that and aligned more with the new 
control model, but accounting for unique or complex arrangements (like build-to-suit) still 
requires significant judgment. Lessees mentioned these areas as tough to navigate, 
although they are relatively niche. 
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g. Allocating between lease and nonlease components – Contracts often bundle lease 
components (right to use an asset) with nonlease components (services or maintenance). 
Under Topic 842, lessees must separate lease components from service components to 
account for each appropriately (unless a practical expedient to combine is elected). 
Determining that split for each contract (and whether a contract even contains a lease) 
proved difficult and time-consuming for many companies. 

 
Despite these challenges, it’s important to note that many difficulties were mitigated over time through 
FASB staff guidance and companies’ growing experience. The FASB’s PIR found that no fundamental 
changes to the lessee model are deemed necessary now, as stakeholders prefer not to overhaul the 
standard again given the high cost already incurred to update systems and processes. However, private 
company constituents continue to seek practical expedients or simplifications to ease ongoing compliance 
burdens (e.g., simpler discount rate options), indicating some challenges persist for smaller entities. 
 
Lessors’ challenges under Topic 842 were comparatively fewer. The Board’s intent was to keep lessor 
accounting “generally consistent with legacy GAAP,” but some issues arose: 

a. Recognition and measurement – Despite minimal changes to lessor accounting, 
lessors still reported the most difficulties with recognition and measurement, particularly 
as it relates to sales taxes and other similar taxes collected as part of the lease 
transaction. The FASB responded by allowing lessors to make an election to skip the 
evaluation of such taxes altogether and not account for those taxes as lessor costs. 
Although similar to legacy GAAP, the Board clarified that costs paid by the lessee to third 
parties (i.e., insurance) should be excluded from the lessor’s cost. However, costs 
excluded from consideration of a contract that the lessor pays and is reimbursed by the 
lessee should be recorded as variable payments/revenue. 

b. Allocating between lease and nonlease components – Aligning lessor accounting with 
the revenue recognition model (Topic 606) led to some initial confusion, for example, how 
to handle certain variable payments or classification criteria differences. Stakeholders 
noted outcomes weren’t perfectly aligned with revenue guidance initially, prompting 
targeted amendments by FASB to restore desired outcomes (e.g., a 2018 update 
addressed an inconsistency in classifying leases with variable payments). 

c. Interaction with Topic 606 and Topic 610 – A few lessor-specific technical areas (lease 
classification definitions, separating components when acting as a lessor, etc.) were 
mentioned, but overall lessors did not report significant ongoing challenges, and no major 
changes have been requested by lessor stakeholders. 

 
In summary, lessees bore the brunt of implementation challenges, largely stemming from the effort to 
centralize all lease information and apply new judgment-intensive rules across their lease portfolios. The 
PIR process confirmed that while these were difficult and costly tasks, they were necessary to achieve the 
standard’s greater transparency goals. Most stakeholders (including preparers) do not advocate reversing 
or fundamentally changing Topic 842 at this point since companies have already invested in overcoming 
these hurdles. 

D.  Key benefits observed from implementing Topic 842 
Despite the costs and challenges, Topic 842 delivered significant benefits that were the very purpose of 
the new standard. The PIR found that the benefits are generally consistent with what the FASB and 
stakeholders expected when the standard was issued. 
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Below are the most important benefits noted by stakeholders: 
a. Increased balance sheet transparency for investors – The primary benefit of 

Topic 842 is that it (largely) ended the widespread off-balance sheet accounting for 
leases. Virtually all leases (other than short-term leases) now result in a right-of-use 
asset and lease liability on the balance sheet, whereas under legacy GAAP operating 
leases were invisible on the balance sheet. This gives investors and lenders a more 
faithful representation of a company’s financial position regarding leased assets and 
obligations. Investors have better data to analyze leverage and obligations. For instance, 
they no longer must estimate lease liabilities from footnote disclosures, improving 
comparability across companies and industries. 

b. Enhanced disclosures and visibility of lease commitments – Stakeholders broadly 
agree that qualitative and quantitative disclosures about leasing improved under 
Topic 842. The standard introduced new disclosure requirements (e.g., weighted-average 
lease term, discount rate, maturity analysis of lease obligations, and information about 
lease variable payments and options). Investors commented that these disclosures are a 
notable improvement over the boilerplate or minimal disclosures under old rules, giving 
deeper insight into companies’ leasing arrangements. For example, the PIR cites that 
“almost all investors agree that the disclosures provided under Topic 842 are an 
improvement to those provided under legacy GAAP.” 

c. Improved internal controls and lease management – Many preparers (lessees) 
reported an unintended but positive consequence of implementing Topic 842 – it forced a 
thorough inventory of lease contracts and better cross-functional processes. By having to 
identify and quantify all leases, companies often discovered contract management 
weaknesses and subsequently strengthened internal controls around leasing and 
procurement. Organizations established new procedures to ensure completeness of 
lease recording and to monitor lease changes, which in many cases improved 
governance over contracts. In short, lessees gained better visibility into their lease 
portfolios and exposures, which is beneficial for management and auditors beyond just 
financial reporting compliance. 

d. Greater comparability of financial statements – Bringing leases on the balance sheet 
enhances comparability between companies that lease assets and those that borrow to 
buy assets. Under legacy GAAP, a company heavily using operating leases appeared 
less leveraged than a company owning assets with debt, even if the economic position 
was similar. Now, the playing field is more level, as lease liabilities are visible and can be 
compared or combined with debt obligations to assess true leverage. This benefit was a 
key objective stated by FASB (improving understanding of commitments regardless of 
financing method), and PIR feedback indicates this goal was achieved. 

e. Alignment for lessors with revenue recognition – Although lessor accounting didn’t 
drastically change, one benefit of Topic 842 was better alignment of lessor guidance with 
the new revenue recognition standard (ASC 606). The PIR notes that Topic 842’s lessor 
provisions were brought closer in line with the concepts of control and revenue 
recognition. For example, the definition of a lease and certain classification criteria were 
adjusted to mirror revenue principles. Stakeholders see this as a benefit because it 
reduces conceptual inconsistencies and is especially helpful when companies are both 
sellers and lessors (like manufacturers leasing their equipment). 
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f. Preservation of relevant information for lessors – Investors generally remain satisfied 
with the information provided by lessors under Topic 842. Key metrics (lease income, 
residual values, etc.) are still reported in ways similar to before, meaning useful trend 
information was preserved, while incremental improvements (like additional disclosures 
on lessors’ exposure to risks) were added. In essence, lessors kept the familiar reporting 
(no loss of decision-useful info) and gained some alignment benefits, which was in line 
with what the Board intended. 

 
In summary, Topic 842’s core benefit of increased visibility of lease obligations has been realized, and 
this addresses concerns about off-balance sheet financing that motivated the new standard. Investors, 
creditors, and other users now have a clearer and more comparable view of companies’ leasing activities. 
Preparers acknowledge that despite the pain of adoption, their organizations now have improved 
processes and controls for managing leases. These benefits, according to the PIR, justify the new 
standard’s costs in the eyes of many stakeholders, though some continue to debate the magnitude of 
those costs. 

E.  Expected vs. actual outcomes – Lessees vs. lessors 
One focal point of the PIR was comparing the FASB’s initial expectations (at issuance in 2016) about 
costs and benefits to the actual outcomes experienced. Table 1 below summarizes how lessees and 
lessors fared versus expectations in terms of implementation costs and realized benefits. 
 
Table 1 – Expected vs. Actual Costs and Benefits of Implementing ASC 842 (Lessees vs. Lessors) 
 

Aspect 
Lessees – 
Expected 
(FASB’s 

assumptions) 

Lessees – 
Actual Outcome 

(PIR findings) 

Lessors – 
Expected 
(FASB’s 

assumptions) 

Lessors – 
Actual Outcome 

(PIR findings) 

Implementation 
Costs 

Moderate 
incremental costs. 
Many companies 
anticipated using 
existing systems 
and processes 
from legacy 
GAAP; once initial 
setup was done, 
ongoing 
compliance costs 
would be only 
slightly higher 
than under old 
lease rules. 

Significantly 
higher than 
expected. 
Widespread 
system limitations 
forced most 
lessees to 
purchase new 
software or 
overhaul 
processes. 
Substantial effort 
to identify all 
leases and inputs 
led to much 
greater one-time 
and ongoing costs 
than the Board 
envisioned. Many 
firms needed 
extra 
staff/consultants 
and continue to 
incur higher 
compliance costs 
annually. 

Minimal changes 
needed. Because 
Topic 842 left 
most lessor 
accounting 
unchanged, the 
Board expected 
little cost impact 
for lessors. 
Preparers and the 
FASB assumed 
legacy systems 
and methods 
could handle the 
new standard with 
negligible effort or 
expense. 

Minimal costs 
realized, as 
expected. Most 
lessors did not 
incur significant 
costs to 
implement or 
comply. Systems 
and processes 
were indeed 
adequate. The 
only investments 
were minor 
updates (for 
targeted 
amendments 
aligning with 
revenue 
recognition), 
which were not 
costly. 



surgentcpe.com / info@surgent.com 4-34 Copyright © 2026 Surgent McCoy CPE, LLC – CII4/26/V1 

Key Challenges 

(Anticipated as 
low) – FASB did 
not fully expect 
major operational 
challenges since 
lessee concepts 
(e.g., lease 
classification, 
lease term, etc.) 
were similar to old 
GAAP, and 
stakeholders 
downplayed 
implementation 
difficulty during 
development. 

Numerous 
challenges 
emerged. Lessees 
faced unforeseen 
complexity in 
gathering 
complete lease 
data, applying 
new judgments 
(discount rates, 
options), and 
updating controls. 
The PIR found a 
“significant gap” 
between what 
preparers thought 
would be needed 
and the real-world 
complexity, 
especially in 
contract reviews, 
component 
separation, and 
lease 
modifications. 

(Anticipated as 
low) – With no 
fundamental 
changes to the 
lessor model, the 
Board foresaw 
few challenges for 
lessors. Any 
issues would likely 
be minor 
clarifications, 
given alignment 
efforts with 
Topic 606 and 
removal of 
outdated concepts 
like leveraged 
leases. 

Few challenges in 
practice. Lessor 
feedback 
confirmed no 
significant 
ongoing issues in 
applying 842. A 
few lessors 
requested fixes 
(e.g., for sales-
type lease 
definitions, 
handling certain 
variable 
payments), which 
FASB addressed 
through small 
improvements, but 
overall, the lessor 
model was 
operational as 
intended. 

Benefits of New 
Standard 

Greater 
transparency and 
comparability from 
on-balance-sheet 
leases; improved 
lease disclosures; 
better insight into 
lease obligations 
for investors and 
creditors; closer 
alignment 
between lease 
accounting and 
the economics of 
transactions 
(fewer structuring 
opportunities). 
Also expected: 
stronger internal 
controls as 
companies 
formalize lease 
processes 
(acknowledged 
qualitatively in 
basis for 
conclusions). 

Key benefits 
achieved. 
Investors report 
more useful 
information on 
lessee finances 
(lease liabilities 
now visible) and 
generally affirm 
that Topic 842’s 
disclosures and 
balance sheet 
recognition met 
their needs. 
Preparers and 
auditors note 
improved internal 
lease controls and 
awareness. Some 
investors had 
mixed views on 
the magnitude of 
benefits, but 
almost all agree 
disclosures are 
better than before. 
Overall, benefits 
realized match 
those intended, 
with no major 
benefits gap 
identified in PIR. 

Preserve useful 
info from legacy 
GAAP while 
aligning with new 
revenue standard; 
give users 
additional details 
on lessors’ leasing 
risks; minimal 
disruption to 
lessor financial 
reporting. 

Outcome met 
expectations. 
Investors are 
satisfied with 
lessor information 
under 842, 
indicating that the 
standard 
maintained 
decision-useful 
data for lessors. 
The intended 
alignment with 
revenue guidance 
was 
accomplished, 
and users 
received some 
incremental 
disclosures about 
lessors’ exposure 
to risk, without 
unexpected 
consequences. 
Benefits for the 
lessor side were 
essentially “as 
expected” in the 
PIR findings. 
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Table 1: Expected vs. Actual Outcomes – This table compares what FASB and stakeholders expected 
at issuance vs. what actually occurred, for both lessees and lessors. As shown, lessees experienced a 
large cost gap (actual costs far above expectations) but achieved the core intended benefits of 
transparency and comparability. Lessors’ experience was much closer to expectations, with minimal costs 
and stable reporting, while also gaining the intended alignment benefits. The PIR concludes that for 
investors and users, the benefits (for both lessee and lessor information) are largely in line with what was 
promised, whereas for preparers (especially lessees), the cost burden was heavier than anticipated. 

F.  Conclusion and what’s next 
The post-implementation review of Topic 842 validates that the lease standard successfully addressed 
the core problem of off-balance sheet financing through lease accounting, providing more faithful 
representation of lease obligations and useful information to investors. Experienced CPAs should 
recognize that, despite initial hurdles, the standard has led to better financial reporting outcomes and 
improved internal practices around leases. The FASB has noted that no immediate standard-setting 
changes to Topic 842 are warranted as a result of the PIR, in part because the FASB has issued 
clarifying ASUs since initial implementation. Both lessees and lessors have largely adapted to the new 
rules. 
 
However, the Board will continue to monitor feedback, particularly on reducing ongoing compliance costs 
for lessees (for instance, through the Private Company Council for smaller entities). Future standard-
setting projects will also incorporate lessons learned from this PIR, such as the importance of thoroughly 
assessing system readiness and transition complexity during the development of major standards.  
 
Overall, ASC 842’s implementation was a costly journey for preparers, but it achieved meaningful 
improvements in financial reporting. Investors now have greater visibility into lease liabilities, and 
companies have better lease governance. As we move forward, incremental refinements may ease some 
burdens, but the fundamental shift to on-balance-sheet lease accounting is here to stay, fulfilling a long-
standing objective to increase transparency in corporate financial statements. 
 
The full report can be found on the FASB’s website at the following link: https://www.fasb.org/news-and-
meetings/in-the-news/fasb-issues-post-implementation-review-report-for-its-leases-standard-423362. 
 
 

https://www.fasb.org/news-and-meetings/in-the-news/fasb-issues-post-implementation-review-report-for-its-leases-standard-423362
https://www.fasb.org/news-and-meetings/in-the-news/fasb-issues-post-implementation-review-report-for-its-leases-standard-423362
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