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Identifying Lease Components

1.42. Once a contract has been identified as, or containing, a lease, the next step is to identify 
and separate the lease into its lease components and nonlease components. Lease components 
are accounted for under ASC Topic 842, whereas non lease components are accounted for under other 
applicable GAAP.

1.43.  Lessees can elect an accounting policy to account for an entire contract – both lease and nonlease 
component(s) – as a single lease component. This accounting policy can be elected by class of asset. For 
instance, lessees can elect to combine lease and nonlease components for contracts involving the 
right to use real property but continue to separately account for lease and nonlease components for 
contracts involving the right to use production equipment.

Lessors can also elect an accounting policy, by class of asset, to not separate nonlease components 
from the related lease components if both of the following criteria are met:

The timing and pattern of transfer for the lease component and nonlease component(s) associated 
with that lease component are the same.

The lease component, if accounted for separately, would be classified as an operating lease in 
accordance with paragraphs 842-10-25-2 through 25-3.

For arrangements that qualify for the practical expedient, a lessor will account for the combined 
component as a single performance obligation in accordance with ASC Topic 606 , when the 
nonlease component(s) associated with the lease component is the predominant component of 
the combined component. Otherwise, the lessor would account for the combined component as an 
operating lease in accordance with ASC Topic 842.

Example — Qualifying for the Accounting Policy to Not Separate Lease and Nonlease 
Components

Owner enters into a contract to lease a building it owns to a tenant. Assume that the lease would 
qualify as an operating lease. As part of the contract, Owner also agrees to provide maintenance 
on the property as when necessary – for instance, to fix a leaky pipe or to repair a nonfunctioning 
smoke detector.

Owner determines that the contract contains both a lease component and a nonlease component 
(related to the stand-ready promise to provide maintenance services as and when necessary). 
Owner may elect an accounting policy to not separate the lease and nonlease components because:
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The timing and pattern of transfer for the lease component and nonlease component(s) associated 
with that lease component are the same. That is, the tenant will benefit from the right to use the 
building each day over the term of the lease. Hence, the pattern in which the right of use benefit 
is being transferred is straight-line. Similarly, the stand-ready maintenance services are also being 
transferred to the tenant on a straight-line basis over the term of the contract.

The lease component, if accounted for separately, would be classified as an operating lease.

If Owner elects an accounting policy to combine the lease and nonlease components, the combined 
unit of account would be accounted for under ASC Topic 842, since the lease component of this 
arrangement is predominant. That is, the tenant likely entered into this agreement more for the 
right to use the building, rather than for the stand-ready maintenance services.

Example — The Contract Does Not Qualify for Combination of the Lease and Nonlease 
Components

Lessor enters into a contract to lease a building it owns to a tenant. Assume that the lease would 
qualify as an operating lease. The building contains a massive walk-in freezer that will be used to 
store food products. As part of the contract, Lessor agrees to certify that the temperature in the 
walk-in freezer does not exceed zero degrees Fahrenheit. This certification process will be done one 
time per year, after which Lessor will produce a certificate that the tenant can file with regulators.

Lessor determines that the contract contains both a lease component and a nonlease component 
(related to the promise to provide annual certifications). Lessor may not elect an accounting policy 
to not separate the lease and nonlease components because the timing and pattern of transfer for 
the lease component and nonlease component(s) associated with that lease component are not 
the same. The tenant will benefit from the right to use the building each day over the term of the 
lease – hence the pattern in which the right of use benefit is being transferred is on a straight-line 
basis. However, the certification will only be performed one time per year, and therefore the timing 
and pattern in which this service is being transferred to the customer differs from the straight-line 
pattern in which the customer is benefiting from the use of the building.

Example — Predominant Component is the Nonlease Component

Consultant enters into an arrangement with a customer to provide stand ready, on-demand IT 
support services. As part of the contract, Consultant will provide the customer with a dedicated 
tablet computer for which the customer controls the use. Therefore, the arrangement contains 
both a lease component (the right to use the tablet computer) and a nonlease component (the IT 
support services)
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Consultant qualifies to combine the lease and nonlease components because (a) the timing and 
pattern of transfer for the lease component and nonlease component(s) associated with that lease 
component are the same (straight-line in both cases) and (b) the lease component, if accounted 
for separately, would be classified as an operating lease. The combined unit of account would 
be accounted for under ASC Topic 606, since the non-lease component of this arrangement is 
predominant. That is, the customer likely entered into this agreement for IT support services more 
so than to obtain the right to use a tablet computer.

1.44. Lease components. The right to use an underlying asset is a separate lease component if:

The lessee can benefit from the right-of-use of the underlying asset either on its own or together 
with other resources that are readily available, and

The right-of-use of the underlying asset is neither highly dependent on nor highly interrelated with 
another right-of-use underlying asset (i.e., each right-of-use does not significantly affect the other).

Example:

Lessee executes a lease for the use of a forklift, crane, and tractor. This lease contains three lease 
components, as each underlying asset can be used independently on a stand-alone basis.

1.45. Nonlease components. Nonlease components are goods and services provided to the lessee 
that are separate from the right to use the underlying asset. Examples of nonlease components 
include scheduled maintenance on a leased vehicle, or security and cleaning services for a leased 
property.

1.46. Activities that do not transfer a good or service to the lessee or amounts paid solely to 
reimburse costs of the lessor (e.g., insurance or property taxes) are neither lease nor nonlease 
components in a contract.

Example – Identifying Lease Components in a Gross Lease

A gross lease is an arrangement in which the lessee’s payments not only cover the cost of renting an 
asset, but also other ancillary costs that are paid directly by the lessor (e.g., maintenance or repair 
of the leased asset).

Assume that Lessee A negotiates to lease office space from Landlord under a “gross” lease 
arrangement, in which the monthly lease payment is fixed at $10,000 over the lease term. Under the 
terms of the contract, Landlord agrees to provide security and janitorial service for no additional 
cost.

The “gross” lease contains three components:

One lease component for the right to use the office space

Two non-lease components (janitorial services and security services).
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Example – Identifying Lease Components in a Net Lease

Lessee B negotiates to lease office space from Landlord under a “net” lease arrangement, in which 
the fixed monthly lease payment of $8,500 covers the use of the office space only. Lessee B will have 
to arrange for its own cleaning and security monitoring services.

Lessee B’s “net” lease contains only one component, being the lease component for the use of the 
office space.

1.47. The right to use land is a separate lease component (i.e., the right to use land is separate and 
apart from the right to use property) unless the accounting effect of doing so would be insignificant. 
For example, there might not be a need to separate a land component if doing so would have no 
effect on the classification of the building/other components, or the amounts recognized for the 
right-of-use asset and lease liability for the separate land lease component would be insignificant.

Example – Lease Containing the Right to Use Land

Lessee contracts for a 3-year lease of a headquarters building comprising 30,000 square feet of 
building space on one-quarter acre (10,890 square feet) of land. The building has an economic life 
of 25 years.

On the surface, this contract appears to have two lease components, being one lease component for 
the building and a second lease component for the land. This is due to the significant square footage 
of the land relative to the size of the building.

Because the contract contains the lease of land, Lessee and Lessor must consider whether the effect 
of accounting for the right to use the land as a separate lease component would be insignificant. In 
this fact pattern, the Lessee’s right to use the building and the land is coterminous (being a three-
year lease) and separating the right to use the land from the right to use the building would not 
affect the operating lease classification of the building lease component. That is, a single lease 
component comprising the building and the land would be classified as an operating lease, as would 
two separate lease components comprising the land and the building. Accordingly, both the building 
and land are accounted for as one lease component.

Allocate Contract Consideration to Lease Components

1.48. Lessees will allocate contract consideration to the lease and nonlease components on a relative 
standalone price basis, maximizing the use of observable inputs where available. If observable 
standalone prices are not readily available, lessees should estimate these standalone prices based 
on the best available information. Where the standalone price for a component is highly variable or 
uncertain, the residual method may be used.
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1.49. Not used.

1.50. Lessors will allocate contract consideration to the lease and nonlease components in 
accordance with the guidance on transaction price allocation in ASC Topic 606.

1.51. For lessees, contract consideration comprises the lease payments as defined in 1.19. For 
lessors, contract consideration comprises the lease payments as defined in 1.19, plus variable 
consideration as determined under the guidance in ASC Topic 606 for any nonlease components.

Example – Lessee’s Allocation of Contract Consideration to Lease and Nonlease Components

Case Facts

Lessee and Lessor enter into a two-year IT equipment lease. The monthly payment is fixed at 
$6,000 per month for the term of the lease. Lessee also agrees to pay lessor an additional $7,500 
performance bonus per year each year that the equipment is operating a minimum number of hours 
at a specified level of productivity (i.e., the equipment is not malfunctioning or inoperable). Lessee 
will separately pay for insurance and property taxes on the leased equipment, based on actual 
amounts assessed. As part of the lease contract, the lessor also provides maintenance services. The 
maintenance services are highly specialized, and the IT equipment would not meet the performance 
metrics without the specialized maintenance services.

Determine Contract Consideration

As the potential $7,500 performance bonus variable payment does not depend on an index or rate, 
it is excluded from contract consideration from Lessee’s perspective. The variable payments for 
insurance and property taxes are likewise not based on an index or rate and are also excluded from 
contract consideration. Accordingly, the contract consideration is $144,000 ($6,000 fixed payment 
per month x 24 months).

Identify Lease and Non-lease Components

The embedded maintenance service represents a nonlease component. Accordingly, this contract 
has two components – one lease component for the right to use the equipment, and a second 
nonlease component for the support service. Lessee will bifurcate the monthly payments between 
the lease and nonlease components based on relative standalone prices.

Note:  If Lessee elects the practical expedient described in 1.43 above, it will simply combine the 
nonlease component (maintenance service) into the lease component (equipment) and apply lease 
accounting under ASC Topic 842 to the entire amount of contract consideration of $144,000. The 
remainder of this example assumes that Lessee has elected to separately account for the lease and 
nonlease components.
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Allocate Consideration to Components

Lessee determines it could separately enter into a maintenance service contract with a third 
party that provides similar services. The cost of that contract is $15,000 per year. Lessee cannot 
find observable standalone prices for the lease component of the arrangement from the specific 
supplier but can estimate – based on observable data from competing leasing companies – that 
“net” leases for comparable equipment cost $5,000 per month. Accordingly, the standalone prices 
of the contract’s components total $150,000, being the sum of:

$120,000 for the equipment lease component ($5,000 x 24 months).

$30,000 for the two-year maintenance service ($15,000/year x 2 years).

On a relative standalone price basis, 80% ($120,000 / $150,000) of the contract consideration 
should be allocated to the lease component, and 20% ($30,000 / $150,000) to the support service 
(nonlease component). Accordingly, $115,200 (80% x $144,000) of the contract consideration would 
be allocated to the lease component, and $28,800 (20% x $144,000) to the nonlease component.

Example – Lessor’s Allocation of Contract Consideration to Lease and Non-lease Components

Case Facts (same as prior example)

Lessee and Lessor enter into a two-year IT equipment lease. The monthly payment is fixed at 
$6,000 per month for the term of the lease. Lessee also agrees to pay lessor an additional $7,500 
performance bonus per year each year that the equipment is operating a minimum number of hours 
at a specified level of productivity (i.e., the equipment is not malfunctioning or inoperable). Lessee 
will separately pay for insurance and property taxes on the leased equipment, based on actual 
amounts assessed. As part of the lease contract, the lessor also provides maintenance services. The 
maintenance services are highly specialized and the IT equipment would not meet the performance 
metrics without the specialized maintenance services.

Determine Contract Consideration

For lessors, contract consideration comprises the lease payments of $144,000 ($6,000 fixed 
payments per month for 24 months, which is identical to the lessee’s determination of lease 
payments), plus an evaluation of variable payments for nonlease components in accordance with 
the variable consideration guidance in ASC Topic 606 , specifically paragraphs 606-10-32-5 through 
32-13 .

Assume that the $7,500 annual variable payments relate specifically to Lessor’s performance of its 
maintenance services. Further assume that, based on the most-likely method, Lessor estimates that 
it will be entitled to receive the $15,000 ($7,500 per year for 2 years) in performance bonuses, and 
that it is probable that including that amount in the transaction price for the maintenance services 
would not result in a significant revenue reversal when the uncertainty of the performance bonus is 
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resolved. As such, the $15,000 variable payment would be included in contract consideration. The 
variable payments for insurance and property taxes are excluded from contract consideration as 
these are not based on an index or rate.

Accordingly, the contract consideration is $159,000, consisting of:

$144,000 ($6,000 fixed payment per month x 24 months).

$15,000 variable consideration.

Identify Lease and Non-lease Components

This embedded maintenance service represents a nonlease component. Accordingly, this contract 
has two components – one lease component for the right to use the equipment, and a second 
nonlease component for the maintenance service. Lessor will bifurcate the monthly payments 
between the lease and nonlease components based on relative standalone prices.

Allocate Consideration to Components

Similar to the previous example, assume that the standalone selling prices of the contract’s 
components total to $150,000, being the sum of:

$120,000 for the equipment lease component, on a standalone basis.

$30,000 for the two-year maintenance service, on a standalone basis.

On a relative standalone price basis, 80% ($120,000 / $150,000) of the contract consideration 
should be allocated to the lease component, and 20% ($30,000 / $150,000) to the support service 
(nonlease component). Accordingly, $127,200 (80% x $159,000) of the monthly contract payment 
would be allocated to the lease component, and $31,800 (20% x $159,000) to the nonlease 
component.

Note that allocating the $15,000 variable consideration entirely to the maintenance services would 
not result in an allocation that is consistent with the allocation objective in paragraph 606-10-32-
28. Although the maintenance services are essential to meeting the performance guarantee, the 
bonus is also based on the customer’s use of the equipment (i.e., the lease component).

For more information, visit our blog on this subject.

https://lhfcpa.com/important-changes-to-accounting-for-leases/

