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What you'll hear today.

About the New Statements on Auditing Standards (SAS)
SAS 136 Impacting New Employee Benefit Plans

Topic 842: Leases Refresher

Various New Accounting Standards Updates (ASU)
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New Statements on Auditing
Standards

= SAS 134, Auditor Reporting and Amendments, Including Amendments Addressing

Disclosures in the Audit of Financial Statements
= SAS 135, Omnibus Statement on Auditing Standards

= SAS 136, Forming an Opinion and Reporting on Financial Statements of

Employee Benefit Plans Subject to ERISA

= SAS 137, The Auditors’ Responsibilities Relating to Other Information Included in

Annual Reports
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New Statements on Auditing
Standards (cont)

= SAS 138, Amendments to the Description of the Concept of Materiality

= SAS 139, Amendments to AU-C Sections 800, 805, and 810 to Incorporate Auditor
Reporting Changes from SAS No. 134

" SAS 140, Amendments to AU-C Sections 725, 730, 930, 935 and 940 to
Incorporate Auditor Reporting Changes from SAS Nos. 134-137




New Statements on Auditing
Standards (cont)

= SAS 134, Changes to the Auditors’ Report

Issued to be responsive to the needs of the financial statement user
The “opinion” section is required to be presented first

Enhanced auditor reporting relating to going concern

Expand auditors’ responsibilities

Introduces the concept of a Key Audit Matter (“KAM”)
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Audit Opinion Example

Independent Auditor’s Report
[Board of Directors] [Audit Committee] [General Partner] [Board of Trustees]
[Client Name]

Opinion

We have audited the [consolidated] financial statements of [Client Name] [and its subsidiaries] (the Company), which comprise the [consolidated] balance sheets as of December 31, 20X2 and 20X1, the related
[consolidated] statements of income, [comprehensive income,] changes in stockholders’ equity, and cash flows for the years then ended, and the related notes to the [consolidated] financial statements
[(collectively, the financial statements)].

In our opinion, the accompanying financial statements present fairly, in all material respects, the financial position of the Company as of December 31, 20X2 and 20X1, and the results of [its] [their] operations
and [its] [their] cash flows for the years then ended in accordance with accounting principles generally accepted in the United States of America.

Basis for Opinion

We conducted our audits in accordance with auditing standards generally accepted in the United States of America (GAAS). Our responsibilities under those standards are further described in the Auditor’s
Responsibilities for the Audit of the Financial Statements section of our report. We are required to be independent of the Company and to meet our other ethical responsibilities, in accordance with the
relevant ethical requirements relating to our audits. We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.

Key Audit Matters [NOT MANDATORY - INCLUDED IF AGREED TO IN TERMS OF ENGAGEMENT]
Key audit matters are those matters that were communicated with those charged with governance and, in our professional judgment, were of most significance in our audit of the financial statements of the
current period. These matters were addressed in the context of our audit of the financial statements as a whole, and in forming our opinion thereon, and we do not provide a separate opinion on these matters.

[Description of each key audit matter]
Responsibilities of Management for the Financial Statements
Management is responsible for the preparation and fair presentation of the financial statements in accordance with accounting principles generally accepted in the United States of America, and for the design,

implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial statements that are free from material misstatement, whether due to fraud or error.

In preparing the financial statements, management is required to evaluate whether there are conditions or events, considered in the aggregate, that raise substantial doubt about the Company’s ability to continue
as a going concern for [Insert the time period set by the applicable financial reporting framework].
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Audit Opinion Example (cont)

Auditor’s Responsibilities for the Audit of the Financial Statements

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material misstatement, whether due to fraud or error, and to issue an
auditor’s report that includes our opinion. Reasonable assurance is a high level of assurance but is not absolute assurance and therefore is not a guarantee that an audit conducted in
accordance with GAAS will always detect a material misstatement when it exists. The risk of not detecting a material misstatement resulting from fraud is higher than for one resulting from
error, as fraud may involve collusion, forgery, intentional omissions, misrepresentations, or the override of internal control. Misstatements are considered material if there is a substantial
likelihood that, individually or in the aggregate, they would influence the judgment made by a reasonable user based on the financial statements.

In performing an audit in accordance with GAAS, we:

Exercise professional judgment and maintain professional skepticism throughout the audit.

Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or error, and design and perform audit procedures responsive to those risks. Such
procedures include examining, on a test basis, evidence regarding the amounts and disclosures in the financial statements.

Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the Company’s internal control. Accordingly, no such opinion is expressed.

Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates made by management, as well as evaluate the overall presentation of
the financial statements.

Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise substantial doubt about the Company’s ability to continue as a going concern for a
reasonable period of time.

We are required to communicate with those charged with governance regarding, among other matters, the planned scope and timing of the audit, significant audit findings, and certain
internal control-related matters that we identified during the audit.

[Firm Signature]

[City, State]
[Date of the Auditor's Report]
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New Statements on Auditing oS
Standards (cont)

= SAS 135, aligns GAAS with PCAOB standards and primarily addresses guidance
related to:
* Communications with those charged with governance (TCWG)
* Consideration of fraud when there are significant unusual transactions

« Evaluation of transactions with related parties

= SAS 136, relates to Employee Benefit Plans subject to ERISA

= SAS 137, clarifies the auditors’ responsibilities relating to Other Information

included in “annual reports” and helps to define this reporting




New Statements on Auditing
Standards (cont)

= SAS 138, aligns the description of the concept of materiality with other entity
standards:

* Legacy Description
Misstatements, including omissions, are considered to be material if they, individually or in
the aggregate, could reasonably be expected to influence the economic decisions of users

made on the basis of the financial statements.

* Revised Description
Misstatements, including omissions, are considered to be material if there is a substantial
likelihood that, individually or in the aggregate, they would influence the judgment made by a

reasonable user based on the financial statements.
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New Statements on Auditing oS
Standards (cont)

= SAS 139, adopts the provisions of SAS 134 for any reporting using a special

purpose accounting framework (such as cash basis, income tax basis, etc.)

= SAS 140, further aligns reporting under SAS 134 in regards to supplementary
information in relation to the financial statements as a whole, required
supplementary information, interim financial information, compliance audits and

audits of internal control over financial reporting (ICFR)

= SAS 141, extended the effective dates of all of these standards to reporting

periods ending on or after December 15, 2021
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SAS 136 Background oS

" |ssued by Auditing Standards Board in July of 2019

= Aresponse to DOL examination of audits which found lack of understanding about

what EB audits entail

= Effective for audits of period ends December 15, 2021 and later, after a 1 year
COVID related delay




BAKER

Intent of the New Standard Novee

= Strengthen understanding and communication between auditors and plan

management
" Make significant updates and changes to the auditors’ reports

" Requires management to acknowledge certain responsibilities as a precondition

for audits

" Changes terminology for “limited scope” plan audits to refer to them as ERISA

Section 103(a)(3)(C) audits

" Codifies certain audit procedures which now must be performed
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“Limited Scope” Audits ovEs

" Audits formerly known as “Limited Scope” will be referred to as ERISA Section

103(a)(3)(C) audits in reports going forward

" Goal is to differentiate this type of limitation from other scope limitations resulting in

a disclaimer of opinion

= Audit opinions will have two parts, and will not have a “disclaimer opinion”
* A typical audit opinion related to any uncertified information

* An opinion on whether certified information agrees to certified investment reports




Auditor Report

" Report will contain more detail on the auditors’ responsibilities
" Report will contain a detailed section on management’s responsibilities

" Reports will not have a “disclaimer of opinion” but rather a two part opinion on both

certified and uncertified information
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Opinion Example - ERISA Section "Noves.
103(a)(3)(C)

[Appropriate Addressee]
Scope and Nature of the ERISA Section 103(a)(3)(C) Audit

Independent Auditor's Report

We have performed an audit of the financial statements of ABC 401(k) Plan, an employee benefit plan subject to the Employee Retirement Income Security Act of 1974 (ERISA), as permitted by ERISA Section
103(a)(3)(C) (ERISA Section 103(a)(3)(C) audit). The financial statements comprise the statement of net assets available for benefits as of December 31, 2021, and the related statement of changes in net assets
available for benefits for the year then ended, and the related notes to the financial statements.

Management, having determined it is permissible in the circumstances, has elected to have the audit of ABC 401 (k) Plan's financial statements performed in accordance with ERISA Section 103(a)(3)(C)
pursuant to 29 CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and Disclosure under ERISA. As permitted by ERISA Section 103(a)(3)(C), our audit need not extend to any
statements or information related to assets held for investment of the plan (investment information) by a bank or similar institution or insurance carrier that is regulated, supervised, and subject to periodic
examination by a state or federal agency, provided that the statements or information regarding assets so held are prepared and certified to by the bank or similar institution or insurance carrier in accordance
with 29 CFR 2520.103-5 of the Department of Labor's Rules and Regulations for Reporting and Disclosure under ERISA (qualified institution).

Management has obtained a certification from a qualified institution as of and for the year ended December 31, 2021, stating that the certified investment information, as described in Note X to the financial
statements, is complete and accurate.

Opinion
In our opinion, based on our audit and on the procedures performed as described in the Auditor's Responsibilities for the Audit of the Financial Statements section

» the amounts and disclosures in the financial statements, other than those agreed to or derived from the certified investment information, are presented fairly, in all material respects, in accordance with
accounting principles generally accepted in the United States of America.

« the information in the financial statements related to assets held by and certified to by a qualified institution agrees to, or is derived from, in all material respects, the information prepared and certified by an
institution that management determined meets the requirements of ERISA Section 103(a)(3)(C).

Basis for Opinion

We conducted our audit in accordance with auditing standards generally accepted in the United States of America (GAAS). Our responsibilities under those standards are further described in the Auditor's
Responsibilities for the Audit of the Financial Statements section of our report. We are required to be independent of ABC 401(k) Plan and to meet our other ethical responsibilities, in accordance with the relevant
ethical requirements relating to our audit. We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our ERISA Section 103(a)(3)(C) audit opinion.
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OpiniOn Example (cont.) NOYES

Responsibilities of Management for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in accordance with accounting principles generally
accepted in the United States of America, and for the design, implementation, and maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free from material misstatement, whether due to fraud or error. Management's election of the ERISA Section
103(a)(3)(C) audit does not affect management's responsibility for the financial statements.

In preparing the financial statements, management is required to evaluate whether there are conditions or events, considered in the aggregate, that raise
substantial doubt about ABC 401(k) Plan's ability to continue as a going concern for [insert the time period set by the applicable financial reporting
framework].

Management is also responsible for maintaining a current plan instrument, including all plan amendments, administering the plan, and determining that the
plan's transactions that are presented and disclosed in the financial statements are in conformity with the plan's provisions, including maintaining sufficient
records with respect to each of the participants, to determine the benefits due or which may become due to such participants.




BAKER

Opinion Example (cont) "Noves.

Auditor’s Responsibilities for the Audit of the Financial Statements

Except as described in the Scope and Nature of the ERISA Section 103(a)(3)(C) Audit section of our report, our objectives are to obtain reasonable assurance about whether the financial statements as a whole
are free from material misstatement, whether due to fraud or error, and to issue an auditor's report that includes our opinion. Reasonable assurance is a high level of assurance but is not absolute assurance and
therefore is not a guarantee that an audit conducted in accordance with GAAS will always detect a material misstatement when it exists. The risk of not detecting a material misstatement resulting from fraud is
higher than for one resulting from error, as fraud may involve collusion, forgery, intentional omissions, misrepresentations, or the override of internal control. Misstatements are considered material if, individually
or in the aggregate, they could reasonably be expected to influence the economic decisions of users made on the basis of these financial statements.

In performing an audit in accordance with GAAS, we:
« Exercise professional judgment and maintain professional skepticism throughout the audit.

» Identify and assess the risks of material misstatement of the financial statements, whether due to fraud or error, and design and perform audit procedures responsive to those risks. Such procedures include
examining, on a test basis, evidence regarding the amounts and disclosures in the financial statements.

» Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are appropriate in the AU-C §703.A155 ©2021, AICPA Forming an Opinion and Reporting on Financial
Statements 967 circumstances, but not for the purpose of expressing an opinion on the effectiveness of ABC 401(k) Plan's internal control. Accordingly, no such opinion is expressed.

» Evaluate the appropriateness of accounting policies used and the reasonableness of significant accounting estimates made by management, as well as evaluate the overall presentation of the financial
statements.

» Conclude whether, in our judgment, there are conditions or events, considered in the aggregate, that raise substantial doubt about ABC 401(k) Plan's ability to continue as a going concern for a reasonable
period of time.

Our audit did not extend to the certified investment information, except for obtaining and reading the certification, comparing the certified investment information with the related information presented and
disclosed in the financial statements, and reading the disclosures relating to the certified investment information to assess whether they are in accordance with the presentation and disclosure requirements of
accounting principles generally accepted in the United States of America.

Accordingly, the objective of an ERISA Section 103(a)(3)(C) audit is not to express an opinion about whether the financial statements as a whole are presented fairly, in all material respects, in accordance with
accounting principles generally accepted in the United States of America.

We are required to communicate with those charged with governance regarding, among other matters, the planned scope and timing of the audit, significant audit findings, and certain internal control-related
matters that we identified during the audit.
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Opinion Example (cont) "Noves.

Other Matter — Supplemental Schedules Required by ERISA

The supplemental schedules of [identify the title of supplemental schedules and periods covered] are presented for purposes of additional analysis and are not a required
part of the financial statements but are supplementary information required by the Department of Labor's Rules and Regulations for Reporting and Disclosure under
ERISA. Such information is the responsibility of management and was derived from and relates directly to the underlying accounting and other records used to prepare the
financial statements. The information included in the supplemental schedules, other than that agreed to or derived from the certified investment information, has been
subjected to auditing procedures applied in the audit of the financial statements and certain additional procedures, including comparing and reconciling such information
directly to the underlying accounting and other records used to prepare the financial statements or to the financial statements themselves, and other additional procedures
in accordance with GAAS. For information included in the supplemental schedules that agreed to or is derived from the certified investment information, we compared
such information to the related certified investment information.

In forming our opinion on the supplemental schedules, we evaluated whether the supplemental schedules, other than the information agreed to or derived from the certified
investment information, including their form and content, are presented in conformity with the Department of Labor's Rules and Regulations for Reporting and Disclosure
under ERISA.

In our opinion

» the form and content of the supplemental schedules, other than the information in the supplemental schedules that agreed to or is derived from the certified investment
information, are presented, in all material respects, in conformity with the Department of Labor's Rules and Regulations for Reporting and Disclosure under ERISA.

» the information in the supplemental schedules related to assets held by and certified to by a qualified institution agrees to, or is derived from, in all material respects, the
information prepared and certified by an institution that management determined meets the requirements of ERISA Section 103(a)(3)(C).

[Firm Signature]

[City, State]
[Date of the Auditor’s Report]
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Management's Responsibilities

" Must now more clearly acknowledge certain responsibilities as a precondition for

the audit

" |f electing an ERISA 103(a)(3)(C) audit, must acknowledge they are responsible

for determining that it is permissible to do so

" Be prepared to support their conclusion that the certification is proper, and the

certifying institution qualifies to issue the certification

" Understand that while service providers can help in carrying out responsibilities,

ultimately plan compliance falls on plan sponsors.
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Auditor Performance Requirements Noves

" Must specifically consider the Plan’s unique provisions in assessing risks of

material misstatement during planning

" Must communicate “reportable findings” to those charged with governance

" Must obtain and read a substantially complete draft of the Form 5500 for the plan

prior to issuing an audit report
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Objective of ASC 842: Leases RovES

" To address financial statement users’ concerns of off-balance-sheet financing

related to lessees’ operating leases

" The new standard will require that nearly all leases are recorded on the balance

sheet

" Lessor accounting has not been fundamentally changed




Scope Exceptions

" Leases of intangible assets (ASC 350)

" Leases to explore/use minerals, oil, and natural gas (ASC 930 & ASC 932)
" Leases of biological assets (animals and plants)

" Leases of inventory

® | eases of assets under construction
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Key Difference
Between ASC
840 and ASC 842




Definition of a Lease

 An agreement conveying the
right to use property, plant,
or equipment (land and/or
depreciable assets) usually
for a stated period of time
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A contract, or part of a
contract, that conveys the
right to control the use of
identified property, plant, or
equipment (an identified
asset) for a period of time in
exchange for consideration




Definition of a Lease (cont)

" Concept of an identified asset

* The lease asset must be specifically identifiable either:
- Explicitly (serial number, one floor of a building)

- Implicitly (the only asset available to satisfy the contract)
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Definition of a Lease (cont)

" Concept of substantive substitution rights

* Substantive substitution rights preclude a contract from containing a specifically identifiable

asset
* A supplier’s right to substitute an asset is substantive only if both of the following conditions
exist:
- The supplier has the practical ability to substitute alternative assets throughout the period of use

- The supplier would benefit economically from the exercise of its right to substitute the assets
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Definition of a Lease (cont)

" Concept of control:

* Now there is consideration of both power and benefits regarding the use of the asset
* Previously based solely on the amount of the output an entity receives from the asset

* Alease contract conveys the right to control the use of the identified assets for a specified
period of time. A customer controls an identified asset when the customer:
- Has the right to obtain substantially all of the economic benefits from its use

- Has the right to direct its use
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Classification of Lessor Leases

* When the lease
IS executed

e At lease
commencement
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Classification of Lessor Leases (cont)

» Operating lease
» Capital lease

» Operating lease
 FiInance lease
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Classification of Lessor Leases (cont)

A lease is a capital lease (ASC 840) / finance lease (ASC 842) if any of the following criteria are

met:
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ASC 840 ASC 842

* Ownership transfer * Ownership transfer

« Bargain purchase option » Option to purchase that the lessee is

« Lease term greater than or equal to 75% of reasonably certain to exercise
useful life of the asset » Lease term is for a major part of the

* Present value of minimum lease payments remaining economic life of the asset
greater than or equal to 90% of fair value of * Present value of minimum lease payments
leased property equals or exceeds substantially all of the

fair value of the asset

» 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




Classification of Lessor Leases (cont)

" Criteria are generally the same aside from:
* ASC 842 removes the bright-line thresholds of 75% and 90%. FASB has determined that a
reasonable approach to assess the criteria in ASC 842 would be to continue to use the
same thresholds prescribed by ASC 840.
* There is an addition of a 5th test (specialized use) that could result in a lease being
classified as a finance lease under ASC 842, which would have been an operating lease

under ASC 840.




Classification of Lessor Leases (cont)

= Short-term lease exception:

* As an accounting policy, a lessee may elect to not apply the recognition requirements to
leases with a term of 12 months or less with no purchase option. Instead, lease payments

are recognized as rent expense on a straight-line basis over the lease term.
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Definition of Lease Term NovEs.

" The noncancellable period for which a lessee has the right to use an underlying
asset, together with all of the following:

v Periods covered by an option to extend the lease if the lessee is reasonably certain to

exercise that option

v Periods covered by an option to terminate the lease if the lessee is reasonably certain not to

exercise that option

v" Periods covered by an option to extend (or not to terminate) the lease in which exercise of

the option is controlled by the lessor
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Reasonably Certain is a High
Threshold

Consider the following:

NOYES

Asset-based
factors

* Installed significant

Contract-based
factors

Market-based
factors

Entity-specific
factors

» Bargain renewal option,

* Historical practices, * Market rentals for

contractual requirement
to incur substantial costs

to restore the asset
before returning it to the
lessor

leasehold improvements
that would have value
when the option becomes
exercisable, facility is in a
geographically desirable
location with no vacant
locations

management’s intent,
common industry practice

comparable assets




Initial Measurement: Lease Liability

" The present value of the lease payments
not yet paid, discounted using the
discount rate for the lease at lease

commencement
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Lease Payments

 Payments that a lessee is
obligated to make in
connection with the leased
asset, excluding contingent
rentals and executory costs
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* Fixed payments and “in
substance” fixed payments
are identified as payments
that will determine the amount
of the liability and
corresponding asset recorded
on the balance sheet




Lease Payments (cont)

" Include the following amounts for lessee leases:

* Fixed (including in-substance fixed) payments less any lease incentives payable to lessee at lease

commencement
* Variable payments based on an index or rate
* Exercise price of a reasonably certain purchase option
* Payments for penalties for terminating the lease if reasonably certain to exercise

* Amounts that are probable that the lessee will owe under residual value guarantees

" Do not include the following:
* All other variable payments
* Guarantee by the lessee of the lessor’s debt

* Amounts allocated to nonlease components
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Discount Rate

« Rate implicit in the lease (if
known)

* Incremental borrowing rate

« Rate implicit in the lease (if
known)

* Incremental borrowing rate

 Risk-free rate (if practical
expedient elected — private
companies only)
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Discount Rate (cont)

* The rate that, at lease
iInception, the lessee would
have incurred to borrow over
a similar term the funds
necessary to purchase the
leased asset
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 The rate of interest that a
lessee would have to pay to
borrow on a collateralized
basis over a similar lease
term an amount equal to the
lease payments in a similar
economic environment
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Discount Rate (cont) NovEs.

" |In the past the IBR could be obtained from treasury; however, under ASC 842
more effort will go into identifying the appropriate IBR and models can be quite

complex

" The company should document the determination process including the key inputs

used and judgments made




Discount Rate (cont)

Factors to consider:

Credit quality of the Secured/collateralized Cost to borrow over
company cost of borrowing an equivalent term

Foreign subsidiaries
may not default to
parent company’s

credit standing

Foreign currency and
political risks inherent
In the jurisdiction
should be considered
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Initial Measurement: Right-of-Use oS
Asset

Lease
incentives
received

Lease Lease Initial direct ROU asset

liability prepayments costs

Note: ASC 842 does not specifically prohibit the lessee from recognizing a right-of-use asset that exceeds
the fair value of the underlying asset; however, the lessee should challenge the inputs and assumptions

used to measure the right-of-use asset in such instances
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Example: Lessee Lease "NovEs.

Assume the following

1. Six year lease with no renewal options

2. Lease paymentis $50,000 paid at the end of each
year

3. Lessee incremental borrowing rate is 6%

Calculation of Lease Liability and Right-of-Use Asset

Lease Liability = $245,866
PV of 6 payments of $50,000 discounted at 6%
Right-of-Use Asset = $245,866

lease liability + no initial direct costs + no prepaid lease payments — no
lease incentives




Example: Lessee Lease

Journal entry at commencement:

Description
Right-of-Use Asset

Debit
245 866

Credit

Lease Liability

245,866
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Example: Lessee Leases (cont)

Commencement
Year 1
Year 2
Year 3
Year 4

Year 5
Year 6
Total

Finance Lease

Amort.

Interest Total

(WE1]1114Y Expense Expense Expense
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Operating Lease

set

245,866 245,866 245,866 245,866
50,000 204,889 210,618 40,978 14,752 55,730| 210,618 210,618 50,000
50,000 163,911 173,255 40,978 12,637 53,615| 173,255 173,255 50,000
50,000 122,933 133,651 40,978 10,395 51,373 | 133,651 133,651 50,000
50,000 81,955 91,670 40,978 8,019 48,997 91,670 91,670 50,000
50,000 40,978 47,170 40,978 5,600 46,478 47,170 47,170 50,000
50,000 - - 40,978 2,830 43,808 - - 50,000
300,000 245,866 54,134 300,000 300,000
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Disclosure Requirements

v'Noncash investing and financing activities
VA general description of leases

v'The basis and terms and conditions on which variable lease payments are

determined

v/ The existence of terms and conditions of options to extend or terminate the lease
v/ The existence of terms and conditions of residual value guarantees

v Restrictions or covenants Imposed by leases
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Disclosure Requirements (cont)

v/ Information about leases that have not yet commenced but that create significant

rights and obligations for the lessee

v/ Information about significant judgments made in applying the requirements of ASC

842

v'Finance lease cost, segregated between amortization of the right-of-use assets

and interest on the lease liabilities

v Operating lease cost




Disclosure Requirements (cont)

v'Variable lease cost
v'Sublease income
v Net gain or loss recognized from sale and leaseback transactions

v Amounts segregated between finance and operating leases for the following:

* Cash paid for the amounts included in the lease liability

* Supplemental noncash information on lease liabilities arising from obtaining right-of-use

assets
* Weighted-average remaining lease term

* Weighted-average discount rate
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10-K SEC Filing
Example: CVS




Consolidated Balance Sheets

At December 31,
In pullions, excen per share amowumnis 19 018
Asseats:
Cash and cash equrvalents 5683 % 4058
Investments 237 251
Accounts recervabls, nat 19617 17,631
Inventones 17,516 16,450
Other current assets 5113 4.581
Total cumvent assets 50,302 45243
Long-tenm mvestments 17,314 15,732
Propesty and equpment, net 12,044 11,349
Operatng lease nght-of-use awets 20,860 —
Goodwill 79,749 T78.678
Intangible assets, nat 331 36524
Separate accounts assets 4459 3884
Other assets 4,600 5.046
Total assets M 196,456
Accounts pavable 10492 % 8925
Pharmaey clams and discounts payable 13,601 11365
Health care costs pavable 6879 6.147
FPolicvholders’ fiunds 2991 1939
Accrued expenses 12,133 10.711
Other imswance bibites 1,830 1937
Curent porion of operanng lease Dabiines 159 —
Shori-term debt — 20
Cwrent porton of long-term debt 3,781 1,265
Total cmvent halnbties 33,303 44,009
Lons-term operatng lease liabilities 18926 2
Lonz-term debt 64,699 71444
Defirmd income taxes 734 T677
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ew Accounting Pronouncemenss Recemtly Adopied

Leases

In February 2016, the Financial Accommting Standards Board (the “FASBE™) 155ued ASU 201602, Leases (Topic 842). Under this accounting standard. lessees are
requred to recogmize a nght-of-use asset and a lease habihity for virtually all of thew leases (other than leases that meet the defimton of 2 short-term lease). The
habality 15 equal to the present value of lease payments. The asset 15 based on the hababty, subject to certam adjustments, such as for mhal direct costs. For mcome
statement purposes, a duzl model was retamed, requunng leases to be classified a5 erther operating or finance leases. Operating leases result m straight-hne expense
{ziomlar to operating leases under the pnor accountimg standard), winle finance leases result n a front-loaded expense pattern (s1mmlar to capital leases under the
prior accounhng standard). Lessor accountng 15 smular to the pnor mode], but updated to ahign wath certain chanpes to the lessee model (e g, certain defimbions,
such as muhial direct costs, have been updated) and the new revemue recognihion standard that was adopted 1n 2018

The Company adopted this new accounting standard on Jammary 1. 2019 on a modified retrospectrie basis and apphed the new standard to all leases through a
cummlztive-effect adjustment to beginmng retamed earmngs. As a result, comparative financial information has not been restated and contmues to be reported
under the accowmhng standards m effect for those penods. The Company elected the package of practical expedients permmitted umder the trarshon pmdance withm
the new standard. which inchades, among other things, the ability to cany forward the exasting lease classification. On January 1, 2019, the Company recorded an
after-tax tran=ition adjustment to merease retained eamings by approxmately $178 mullon ($24] million prior to tax effect). The new standard had a material
mnpzct on the Company’s consohdated balance sheet, bat did not matenally impact the Compamy’'s consohdated operating results and had no mpact on the

Company’s cash flows.
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Right-of-Use Assers and Lease Linhilines

The Conpany determunes 1f an amangement contains a lease at the meeption of a contract. Bight-of-use assets represent the Company’s nght to use an underlving
aszet for the lease term and lease habulrhes represent the Company’s oblizanon to make lease pavments ansing from the lease. Faght-of-use aszets and lease
habalihies are recogmzed at the comymencement date of the lease, renewal date of the lease or igmficant remodeling of the lease space based on the present value of
the remaming futere pumrmom lease payments. Lﬂummuﬂpbﬂt m the Company s leases 15 not readhly determunable, the Company uhlizes 1ts
mcremental borrowmng rate, determuned by class of underbying asset, to discount the lease payments. Tkeupmnnghasenght—nf-mea_ﬁebahnm:ﬂuhlm
pavments made before commencement and are reduced by lease incentives.

The Company s real estate leases typrcally contain ophons that permmt renewals for addibhonal penods of up to five vears each. For real estate leases, the ophons to
extend are not considered reasonably certain at lease commmencement because the Company reevaluates each lease on a regular bases to consider the econonmc and
stratemic meentives of exercising the renewal ophions and regularly opens or closes stores to ahgn wath its operating strategy. (Generally, the renewszl option pentods
are not included withim the lease term and the assocated payvments are not meluded m the measurement of the nght-of-use asset and lease habality. Sumlarly,
renewal options are not included 1n the lease term for non-real estate leases becanse they are not considered reasonably certain of being exercized at lease
commencement Leases wath an 1mtal term of 12 months or less are not recorded on the balance sheets, and lease expense 15 recormzed on a staght-lne bamis
over the term of the short-term lease.




6. Leazes

The Company adopted ASTT 2016-02, Lagses (Tope 842) (CASC 8427) on Jamuary 1, 2019 on 2 modified refrospective basis. As a result, the Company s lease
dlsdmaznfandﬁ:rﬂuwmmdadﬂecmhﬂil 2019 are reported wnder ASC 842 Comparative finaneial information for prior penods has not been restated

and contnues to be reported wnder ASC S-flﬂ_ﬂnelea-ae accounting standard m effect for those penods.

Disclosure Subsequent fo the Adepiion of the New Lease Accounfing Seandard {A5T 2016-02)

The Company leases most of 1t= retznl stores and manl order facibiies and certaim distbuton centers and corporate offices under operating or finance leases,
tvpically with imahal terms of 15 to 25 vears. The Company also leases certain equipment and other assets under operating or finance leases, fyvpacally with mmufial

terms of 3 to 10 vears.

In addiion, the Company leases pharmacy space at the stores of another retanl chain for which the noncancelable contractual term of the pharmzey lease
arrangement excesds the emaming estmated sconorme bfe of the wldmes. For these phammacy

lease arangements, the Conpany concinded that for accoumiing puposes the lease term was the remaimng estimated economue hife of the buldings. Consequently,

most of these indrvdual pharmsey leases are finance leases.

The following table 15 3 sumnzry of the components of net lease cost for the vear ended Decernber 31, 2019
In millions

i)

Operatmg lease cost 5
Finance lease cost:

Amortization of nghi-of-use assets

Inferest on lease hiabiifies

2720

38

Totzl finance lease costs

Short-term lease costs

WVanazble lease costs
Lass: sublease inconse

82
24
381
50

Met leaze cost 3

3.357
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Supplemental cazh flow mfrmation related to leases for the vear endad December 31, 2019 15 as follows:
In millions
Cash pad for amounts meheded m the measwrement of lease habilihes:
Operating cash flows pad for operating leases
Operating cash flows pad for inferest portion of finance leases
Finaneing cash flows paid for principal portion of finance leasas
Fight-of-use assets obtamed m exchange for lease obhigations:
Operating leases
Fmance leazes

Supplemental balanee sheet mformation related to leases as of December 31, 2019 15 as follows:

In miiilions, exceps remigining lease term and disconns rate
Operating leases:
Operaimg lease nght-of use assets

Cwrrent portion of operating lease liabdihes
Long-term operating lease habihities

Finance leaszes:

Property and equipment, gross

A covmmilated depreciation 2!
Property and equipment, nat

Cwrrent portion of long-term delbt
Longz-term debt
Total finance lease habilifies

Weizhted average remaining leaze term fin vears)
Operatmg leases

Fimance leases

Weizghted average discount rate
Operatmg leases

Fmance leases

5

e

2701

26

1.824
283

20,860

1.596
18,926

20,50

(38}

52

781

138
205

4.6%
5.7%
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The following table smmmanzes the matmty of lease habilihes under fmance and operating leases as of December 31, 2019:

Fimance Oiperating
In piilions Leases Leases "™ Total
2020 3 845 2699 % 2 783
2021 82 2,598 2,680
022 79 2 444 2523
2023 [k 2.335 2412
2024 76 2,103 2179
Thereafter 1,056 15,654 16,710
Total lease payments (% 1.454 27,833 29 787
Less: mmputed imterest (648) (7,311) (7.95T)

Total lease habilihes % 808 5 20,522 % 21,330




Effective Date and Transition

= Effective date for private companies: January 1, 2022

" Transition methods:

* Retrospectively to each prior reporting period with the cumulative effect adjustment

recognized at the beginning of the earliest year presented

* Retrospectively at the beginning of the period of adoption through a cumulative-effect

adjustment

" Full retrospective transition is prohibited




Practical Expedients

" Transition:

* Package (all or none):
- Need not reassess whether any expired or existing contracts are or contain leases
- Need not reassess lease classification for any expired or existing leases
- Need not reassess initial direct costs for any existing leases
* Use hindsight in determining the lease term and in assessing impairment of the entity’s right-
of-use assets

* Need not assess whether there are existing or expired land easements that were not

previously accounted for as leases
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PraCtical EXpedientS (cont.) NOYES

" Accounting policy election by class of underlying asset to account for each

separate lease and nonlease components as a single lease component

= Accounting policy election to not record a right-of-use asset and lease liability for

short-term leases (12 months or less)

" Private companies can elect to use a risk-free rate to discount lease payments




COVID-19 Considerations

= Accounting for deferrals and forgiveness of lease payments related to COVID-19

* FASB clarification on acceptable accounting that is less complex than modification guidance

" Potential impairment of right-of-use asset
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Software Tools

(VLl VISUAL LEASE DProLease @1

TANGO

%, 3 CoStar Group" ! |_E EI 5 E " I‘ E “J
BUILT BY ACCOUNTANTS FOR ACCOUNTANTS

simpLease




Start Preparing Now

|dentify all

leases

Organize
and obtain
executed
copies of all
contracts

Put in place
processes
for
accounting

Develop the

required
disclosures
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Join Us for More Lease Training! Moves

As part of the Commercial Businesses break-out session we
will be doing a deeper dive into the new lease standard, Thursday, October 28
including a case study related to developing an amortization
schedule for a lessee operating lease. 9:00am — 9:45am



https://www.bnncpa.com/2021-accounting-and-business-update/
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Implementation Costs in Cloud
Computing Arrangements

= ASU 2018-15 attempts to clarify which costs can be capitalized in cloud computing

arrangements

= Builds off of guidance provided on cloud computing arrangements in ASU 2015-05

= Effective for calendar year 2021
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Software Arrangement Distinctions "Noves.

" Cloud computing arrangements do not include a software license, i.e. the customer

accesses a vendor hosted software through the internet (cloud hosted)

= Other types of software arrangements are licensed by vendors to customers, and

the software is actually hosted on the customers’ servers

= ASU 2015-05 made clear that cloud computing fees paid to vendors were to be

expensed rather than capitalized




BAKER

Why the New Guidance? oves

" Cloud computing arrangements are becoming more popular, and often involve

high up front implementation costs

= Diversity in practice about whether implementation costs were capitalized

" New standard says that implementation costs can be capitalized, and to follow

existing internal use software guidance in doing so




Project Stages

" Preliminary project stage — Expense as incurred
* Feasibility studies
* Vendor selection

= Application development stage — Capitalize certain costs

* More detail on the following slide

" Post-implementation costs — Expense as incurred
* Ongoing service contract fees (see ASU 2015-05)

* Ongoing testing and post-implementation reconfiguration




Certain Costs Always Expensed

= Certain costs are expensed no matter the stage:
* Training costs

* Data conversion costs
" Any costs in preliminary planning or post-implementation stages

" As always, the actual service contract component, i.e., the fee for using the cloud

software, is expensed as incurred
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Costs Capitalized in Application
Development

" Once the vendor is selected and work begins to get the software up and running,
certain costs can be capitalized including but not limited to:
* Customization costs
* Configuration
* Scripting
* Network integration

* Testing (prior to post implementation stage)

" Both internal and external costs are capitalized
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Accounting and Reporting "Noves.
Considerations

" Any capitalized implementation costs should be amortized over the term of the
arrangement

* Includes options to extend that are reasonably certain to be exercised

" Presentation should follow the balance sheet, income statement, and cash flow

line items where the ongoing service contract fees are presented




BAKER

ASU 2021-03 Intangibles - Goodwill and Other

(Topic 350): Accounting Alternative for Evaluating _-—
Triggering Events

= Allows for an accounting alternative to perform goodwill triggering evaluation as

required by ASC 350-20 at the end of the reporting period ( interim or yearend)
" Applies to private companies and all nonprofits ( including not -for-profit PBES)

" |ssued in response to COVID-19

" No longer required to monitor goodwill impairment triggering during the reporting

period




BAKER

ASU 2021-03 Intangibles - Goodwill and Other

(Topic 350): Accounting Alternative for Evaluating _-—
Triggering Events (cont)

" Instead evaluate facts and circumstances as of the end of each reporting period to

determine if triggering event exists and if so, whether it is more likely than not

goodwill is impaired

= Scope of ASU 2021-03 alternative is limited to only goodwill, not applied to

impairment testing of other assets or intangibles

" Important to remember to evaluate potential impairment of goodwill and long term

assets in cases where potential going concern uncertainty exists




ASU 2021-03 Intangibles - Goodwill and Other

(Topic 350): Accounting Alternative for Evaluating
Triggering Events (cont)

= Effective date- prospective basis for fiscal years beginning after December 31,
2019

" Early adoption permitted for financial statements not yet issued as of March 30,
2021.
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Accounting for Convertible Debt
Agreements
Common terms & conditions to consider: Convertible Debt

v' Automatic Conversion Upon an Equity Financing Agreements can

v Automatic Redemption Upon Change in Control

v Automatic Redemption Upon Event of Default contain many terms

v' Beneficial Conversion Feature (BCF) -

v Debt issuance costs & conditions that

v Warrants :

v Determining fair value of the features and allocation to can require Complex
those features US GAAP

v Equity vs liability treatment of bifurcated features

considerations.
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CECL for Non-Financial Institutions Novee

" CECL (Current Expected Credit Losses)

applies to all financial assets carried at
amortized cost

" Examples are loans, trade receivables,
held to maturity debt securities, etc

= Switches from recognizing losses on
these assets as incurred, to recognizing

lifetime expected losses over the

contractual term at inception
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CECL Impacts "NovES

" Impacts are likely not significant for non-financial institutions, however, there are
items to consider:

* Reasonable and supportable forecasts should be included in calculating allowances for

credit losses
* Requires pooling of assets with similar credit risks

* Requires recognizing losses on certain assets even when they have not yet been incurred,
i.e., on receivables that are current at the report date, if any losses are expected over the

contractual life for that pool of assets
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ASU 2021-01 Reference Rate Reform [k¥s
(Topic 848): Scope

= Current global efforts are underway to transition from using or referencing LIBOR and other

interbank offered rates to using or referencing alternative reference rates

" The FASB previously issued ASU 2020-04 under ASC Topic 848 to assist with this
transition, but this new ASU expands on some of the accounting relief associated with this

type of change

" Includes the ability to apply certain aspects of contract modification and hedge accounting
expedients to derivative contracts affected by changes in reference rates even when the

referenced rate is not intended to be discontinued in the future

" Generally available for changes made through December 31, 2022
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ASU 2019-12 Income Taxes (Topic 740): ME AL
Simplifying the Accounting for Income Taxes

= ASU 2019-12 issued to simplify certain areas of income tax accounting and to

bring more consistency in some cases.

" Eliminates certain exceptions in ASC 740 relating to:
* Approach for intraperiod tax allocation
* Methodology for calculating income taxes in an interim period

* Recognition of deferred taxes for outside basis differences

= Simplifies accounting for franchise and other non - income based taxes as well as

enacted changes in tax laws and rates
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ASU 2019-12 Income Taxes (Topic 740): NEWMAN

Simplifying the Accounting for Income Taxes .-
(cont.)

= Single member LLC and other disregarded entities not subject to income tax- not

required to recognize allocation of consolidated income tax expense, but elect to do

SO.

= Clarifies Accounting for transactions that result in step up in tax basis of goodwill
" Guidance is effective for calendar year PBEs in 2021 and interim periods in that year
" For other calendar entities (non PBESs) effective for annual periods beginning in 2022.

" Early adoption is permitted
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Disclaimer of Liability: This publication is intended to provide general information to
our clients and friends. It does not constitute accounting, tax, or legal advice; nor is it
infended to convey a thorough treatment of the subject matter.




Cotact Us

Mark Audi Jeff Wheeler Drew Nagus

Assurance Principal Assurance Principal Assurance Principal

maudi@bnncpa.com jwheeler@bnncpa.com dnagus@bnncpa.com
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Contact Us

Jessica Bouchard

Assurance
Senior Manager

jbouchard@bnncpa.com
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Maria Alemian

Assurance Advisory
Manager

malemian@bnncpa.com

Spencer Hathaway

Assurance
Senior Manager

shathaway@bnncpa.com
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