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Abstract

This paper discusses the common accounting treat-
ment most often observed in practice when real 
estate footprints need to be reduced. The goal is to 
explain and illustrate through examples the most 
frequently used accounting terms and show the 
financial statement outcome in a format designed 

for real estate professionals. This paper is not an 
all-inclusive accounting guide. It does provide 
information that real estate professionals can use to 
perform initial assessments of real estate’s impact 
on financial statements and prepare for conversa-
tions with their accounting counterparts. Real 
estate professionals may also use the information 
presented here to craft suggestions to improve 
financial statement presentation.

Keywords: lease, accounting, termina-
tion, abandonment, impairment

INTRODUCTION
In today’s rapidly changing business envi-
ronment, companies are making decisions 
to adjust real estate footprints. For example, 
consumer behaviour and preferences drive 
the mix of retail and distribution centre 
square footage for retail companies, and 
almost every organisation is evaluating brick-
and-mortar office utilisation and layout.

When real estate strategy indicates that a 
company’s existing portfolio of space needs 
to be reduced or relocated, some leases may 
be terminated or abandoned, and sometimes 
assets associated with those leases need to be 
impaired. Accounting treatment will differ 
depending on the facts and circumstances of 
each case, and the terminology used by real 
estate departments and other departments 
may differ from the terminology used by the 
accounting department.
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For example, if a company decides that a 
leased office space is no longer needed for 
business operations, management of that 
division or the real estate department may 
communicate that the space will be aban-
doned. Depending on the decisions that 
are made from that point, however, some 
possible different accounting outcomes are 
termination, abandonment or impairment. 
Each of these outcomes produces a different 
result on the company’s balance sheet and 
profit and loss (P&L) statement.

This paper discusses the common 
accounting treatment most often observed in 
practice when real estate footprints need to 
be reduced. The goal is to explain and illus-
trate through examples the most frequently 
used accounting terms and show the finan-
cial statement outcome in a format designed 
for real estate professionals.

The information presented here is not 
intended to be an accounting practice guide 
or a substitute for qualified accounting 
advice. Companies considering any of the 
transactions discussed here should evaluate 
each agreement with their own internal or 
external accounting team.

LEASE ACCOUNTING TERMINOLOGY 
FOR REAL ESTATE PROFESSIONALS
Accounting rules for lease accounting in 
the US are set by the Financial Accounting 
Standards Board (FASB) in the lease 
accounting standard, ASC 842. Accounting 
methods and terminology stem from that 
200-page document.1 FASB also provides 
the Supplemental Conforming Amendments 
Related to Leases and the Background 
Information and Basis for Conclusions doc-
uments, which are about 150 pages each.2

Accounting practice follows FASB’s 
guidance, but many times additional inter-
pretation is required. Thus, many accountants 
rely on the Big 4 accounting firms’ practice 
guides for lease accounting. Deloitte,3 PwC,4 
KPMG5 and Ernst & Young (EY)6 offer lease 

accounting practice guides that range from 
700 to 1,250 pages each. For a complete 
understanding of ASC 842 lease accounting 
rules and interpretations, someone with an 
accounting degree and experience would 
need to review approximately 4,000 pages of 
information, and even that would not cover 
all of the real-world scenarios that compa-
nies face.

Real estate professionals constantly make 
decisions that trigger lease accounting treat-
ment, but many of those individuals did 
not start out with accounting degrees, nor 
do they have the time to review FASB 
standards and accounting practice guides 
in detail. Real estate professionals who 
develop a working understanding of the 
terms and scenarios presented in this paper 
will at least enhance their communication 
with accounting teams, however, and may 
also become better equipped to offer sug-
gestions that improve financial statement 
presentation.

TERMINATION
When a space is no longer needed, a compa-
ny’s real estate team will likely first evaluate 
if an option to terminate the lease exists in 
the lease agreement. If that option is not 
present, they may try to negotiate an early 
termination with the landlord. Either way, a 
termination penalty will often be required.

In these scenarios, the wording of the 
option clause or the lease amendment gener-
ally states that the lease is being terminated. 
From an accounting standpoint, however, 
the lessee must evaluate if the contract is 
being terminated or modified. To make 
that determination, accountants will need to 
know if the termination is effective immedi-
ately or after a set time period.

Most of the time, there is a notice period 
required for a termination option. Similarly, 
a negotiated termination usually takes effect 
in the weeks or months after the agreement 
is reached. These cases are treated as lease 
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modifications for accounting purposes. The 
modification usually involves a reduction in 
the lease term and an increase in payments to 
the lessor in the form of a termination fee.

A true termination from an accounting 
perspective takes place immediately. In other 
words, the execution of the revised contract 
happens on the same day that the leased 
premises are vacated.

The following are descriptions of the 
accounting treatment in both of these 
scenarios.

Scheduled termination: Technically a 
lease modification
Generally, there is a period of time between 
the date of the decision to terminate7 and 
the actual lease exit date. In that case the 
present value of the cancelled stream of lease 
payments is removed from the lease liability 
with an equivalent decrease to the right of 
use asset. The termination fee is added to 
the stream of lease payments and the present 
value of that adds to the lease liability and 
right of use asset. The remeasured balances of 
asset and liability are then amortised8 over the 
shortened lease term. This usually results in 
much higher expense on the P&L statement 
between the decision date and the exit date, 
because the entire amount of the termination 
fee must be amortised by the revised end of 
the lease. This means that the termination fee 
expense is recognised prospectively like the 
treatment of increased rent in other forms of 
lease modifications, such as renewals.

Prospective recognition of the termina-
tion fee for scheduled lease termination 
can feel counter-intuitive to some who are 
used to accounting for leases under the old 
accounting guidelines in ASC 840. Under 
the old guidelines, the termination fee for 
an operating lease was generally recorded as 
a loss when the termination agreement was 
finalised, even if there was time between 
that date and the exit date; however, that 
guidance changed with the new accounting 
guidelines in ASC 842.

Immediate termination
When a lease is terminated immediately, 
meaning the execution of the termination 
happens on the same day that the leased 
premises are vacated, the accounting rules 
for termination are applied. In that case, 
there is no more time for the asset, liability 
and termination penalty to be amortised. 
The right of use (ROU) asset and lease 
liability are written down to zero, and the 
difference in the ending asset and liability 
plus the termination penalty generally result 
in an immediate loss recognised on the P&L.

Abandonment
Abandonment typically occurs when the 
ROU asset is no longer needed, but the 
liability to make lease payments still exists, 
and there is not a viable option to terminate, 
sublease or gain any other economic benefit 
from the property. A termination may be a 
better option if the termination penalty is 
less than the present value of future lease 
obligations, in which case the company 
would apply the accounting treatment dis-
cussed above in the termination section. If 
the company has the intent and ability to 
sublease the space, or if it intends to use 
the space for an alternative purpose such as 
storage, impairment accounting treatment 
may apply. Impairment is described in the 
next section.

If there is no viable option to terminate 
or sublease and there is no alternative use, 
abandonment may be the only course. In 
that case, from the decision date, ROU 
asset amortisation is accelerated so that the 
asset is fully amortised by the cease use date. 
Expense on the P&L is higher during that 
period of accelerated amortisation. After the 
cease use date, only the liability remains on 
the balance sheet and expense going forward 
is only based on the amortisation of the 
liability using the effective interest method.

Abandonment is generally the worst-case 
scenario on the P&L because abandon-
ment indicates there were no other options. 
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Finding a subtenant, using the space for 
something else or even paying a termination 
penalty all usually result in a lower charge to 
the P&L in the form of lease expense or loss 
when compared to abandonment.

Impairment
Companies are required to test asset groups 
for impairment. Basically, impairment 
occurs when an asset group is not deliv-
ering the value that the business expected; 
in other words, the asset group fails a 
recoverability test.9 Impairment is not a 
lease accounting-specific topic, but ROU 
assets are included in asset group impair-
ment testing. Some real estate assets may 
not pass a recoverability test on their own, 
but because they are part of a larger asset 
group, they might not need to be impaired. 
Making the commitment to abandon a 
leased asset, however, will generally result 
in the asset’s removal from the larger asset 
group and the need to assess the impair-
ment of the ROU asset prior to applying 
the abandonment requirements.

If a company decides that a leased prop-
erty is no longer needed for its original 
purpose, it may still have value to the 
company in another form. Perhaps the space 
can be used for storage or there may be a 
reasonable expectation that a sublease will 
be executed to offset some of the remaining 
rent obligation. In these cases, an impair-
ment will probably result and the accounting 
treatment will generally be more favourable 
than abandonment. An impairment reduces 
the ROU asset on the balance sheet with a 
corresponding loss on the P&L; however, 
that loss will be less than the total accelerated 
expense that results from an abandonment, 
because the new value of the ROU asset will 
reflect the value of the alternative use or the 
sublease income.

Going forward, the expense recorded on 
the P&L will be lower than before the 
impairment, and for an operating lease the 
pattern of expense recognition will change. 

Straightline rent is no longer recorded for an 
impaired operating lease. Rent is still recog-
nised, but the expense recognition pattern 
becomes frontloaded like the expense pattern 
of a finance lease.

Example
The following example illustrates the dif-
ferences in accounting treatment between 
scheduled termination, immediate termi-
nation, abandonment and impairment by 
applying these concepts to a simple lease 
scenario.

Company A leases a divisional office 
building in January of year 1. Key facts are 
presented as follows:

•	 Lease term: 5 years.
•	 Rent: US$10,000 for the first year esca-

lating at US$1,000 each year, due at the 
end of each month (see Figures 1 and 2).

•	 Incremental borrowing rate: 5 per cent.
•	 ASC 842 lease classification: Operating.
•	 Net present value of rent payments at the 

beginning of year 1: US$630,606.11.
•	 Straightline rent expense: US$12,000 per 

month (average of all five years scheduled 
rent).

The main impacts to the balance sheet and 
P&L at the beginning of year 1 are:

Figure 1  Rent schedule
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Balance sheet
•	 US$630,606.11 increase to ROU asset 

that will be amortised over time per the 
schedule shown in Figure 2.

•	 US$630,606.11 increase to lease liability 
that will be amortised over time per the 
schedule shown in Figure 2.

P&L
•	 US$12,000 straightline rent expense 

scheduled to be recognised each period 
until the end of the lease.

By September of year 1, a major shift in the 
business has occurred, the division has expe-
rienced challenges, and the company has 
decided that the office will be closed.

The real estate team is informed that the 
space will be abandoned, but they want to 
understand what the accounting results will 
be under the following unique scenarios:

•	 Scheduled termination;
•	 Immediate termination;
•	 Abandonment;
•	 Impairment.

Scheduled termination
Assume Company A is able to negotiate a 
termination with the landlord. The decision 
is made in September to terminate the lease 
at year end with a US$200,000 termination 
penalty payable in December.

This is the usual scenario with a period of 
time between the date of the decision to ter-
minate and the actual lease exit date. From 
an accounting standpoint, this is technically 
not a lease termination but is a lease modi-
fication which shortens the lease term. The 
present value of the cancelled stream of lease 
payments is removed from the lease liability 
with an equivalent decrease to the right of 
use asset. The US$200,000 termination fee 
is added to the stream of lease payments and 
the present value of that adds to the lease 
liability and right of use asset. The remeas-
ured balances of asset and liability are then 
amortised over the shortened lease term. 
This results in much higher expense on the 
P&L between the decision date and the exit 
date because the entire amount of the termi-
nation fee must be amortised by the revised 
end of the lease (see Figure 3).

Figure 2  Partial view of the ASC 842 lease accounting amortisation schedule at beginning of year 1
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The main impacts to the balance sheet 
and P&L are:

Balance sheet
•	 US$334,000 reduction of ROU asset in 

September.
•	 US$334,000 reduction of lease liability in 

September.

P&L
•	 Straightline rent expense jumps from 

US$12,000 per month to US$56,000 per 
month for the final four months of the 
modified lease, resulting in US$224,000 
total lease expense recorded from 
September to December.

Immediate termination
Assume Company A is able to negotiate an 
immediate termination in September where 
the agreement to terminate the lease is 
executed on the same day that the office is 
vacated and turned back over to the lessor. In 
this case there is no more time for the asset, 
liability and termination penalty to be amor-
tised, so the difference in the ending asset 
and liability plus the termination penalty 
results in an immediate loss recognised on 
the P&L (see Figure 4).

The main impacts to the balance sheet 
and P&L are:

Balance sheet
•	 Total remaining asset and liability written 

off in September.

P&L
•	 US$182,000 loss recorded in September 

(US$200,000 termination fee less the 
difference in closing liability and asset 
balances).

Abandonment
Assume Company A indeed has to abandon 
the property because there is not a viable 
option to terminate, sublease or gain any 
other economic benefit from the prop-
erty. In this case, from the decision date 
in September, ROU asset amortisation 
is accelerated so the asset is fully amor-
tised by the cease use date in December. 
Expense on the P&L is increased from 
US$12,000 per month before the decision 
date to US$141,000 per month during the 
four months of accelerated amortisation. 
After the cease use date in December, 
only the liability remains on the balance 
sheet and expense going forward is only 
based on the amortisation of the liability 
using the effective interest method (see 
Figure 5).

The main impacts to the balance sheet 
and P&L are:

Figure 3  Scheduled termination
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Balance sheet
•	 ROU asset reduced to a balance of US$0 

in December due to four months of 
accelerated amortisation.

P&L
•	 Approximately US$141,000 of rent 

expense recorded in each of the last four 
months of asset use.

•	 Total of US$564,000 in rent expense 

recognised for the months of September 
to December.

•	 Continuing rent expense (calculated as 
lease liability interest) for the remainder 
of the lease.

Impairment
Assume Company A plans to stop using 
the space as it was originally intended, but 
the real estate team knows that there is 

Figure 4  Immediate termination

Figure 5  Abandonment
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an alternative use of the space for storage 
or an opportunity to obtain a subtenant 
for the duration of the lease term. The 
value to Company A of the alternative 
use is US$240,000 in December of year 1 
when the ROU asset has a book value of 
US$516,080.56. The difference in these 
two numbers becomes a reduction in the 
ROU asset and an impairment loss (see 
Figure 6).

The main impacts to the balance sheet 
and P&L are:

Balance sheet
•	 ROU asset reduced to a balance of 

US$240,000 in December.

P&L
•	 US$276,000 recorded as a loss in 

December (US$516,000 balance of 
ROU asset from original schedule less 
US$240,000 impaired value of asset).

•	 Note that rent expense is no longer 
straightlined after the impairment, but 
asset amortisation is straightlined.

CONCLUSION
Terminology can be tricky, especially when 
descriptions used by business units or even 
the real estate and finance teams do not match 
up with accounting terminology. Companies 
considering transactions like those discussed 
in this paper should consult their auditors 
or other accounting advisers along the way 
to make sure proper accounting entries are 
recorded and avoid any surprises at audit 
time. This paper explains and illustrates 
the most frequently used accounting ter-
minology involved when companies make 
decisions to reduce real estate footprints. 
While this paper is not an all-inclusive 
accounting guide, it can be useful for real 
estate professionals to prepare for conversa-
tions with their accounting counterparts and 
perform an initial assessment of the potential 
impact transactions will have on a company’s 
financial statements.
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