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City of Emeryville

CALIFORNIA

MEMORANDUM

DATE: June 7, 2022
TO: Christine Daniel, City Manager
FROM: Brad Farmer, Finance Director

SUBJECT: Resolution Of The City Council Of The City Of Emeryuville
Establishing A Threshold For Reporting Leases In Accordance
With Governmental Accounting Standards Board Statement No. 87

RECOMMENDATION

Staff recommends that the City Council review and adopt the above-entitled Resolution
establishing a threshold for recorded leases in accordance with Governmental Accounting
Standards Board Statement No. 87 to be the lesser of $400,000 or 2.5 percent of any
funds’ annual operating expenses.

BACKGROUND

The new GASB lease accounting standard for governmental organizations, GASB
Statement No. 87, Leases (GASB 87 or Statement), was proposed during 2017 and
released in June 2017. It was initially effective for reporting periods beginning after
December 15, 2019. In May 2020, the GASB issued Statement No. 95, Postponement
of the Effective Dates of Certain Authoritative Guidance, which delayed GASB 87’s
effective date by 18 months. This postponement now requires adoption of GASB 87 for
all fiscal years beginning after June 15, 2021.

DISCUSSION

The objective of GASB 87 is to better meet the information needs of financial statement
users by improving accounting and financial reporting for leases by governments. This
Statement increases the usefulness of governments’ financial statements by requiring
recognition of certain lease assets and liabilities for leases that previously were classified
as operating leases and recognized as inflows of resources or outflows of resources
based on the payment provisions of the contract. It establishes a single model for lease
accounting based on the foundational principle that leases are financings of the right to
use an underlying asset. Under this Statement, a lessee is required to recognize a lease
liability and an intangible right-to-use lease asset, and a lessor is required to recognize a
lease receivable and a deferred inflow of resources, thereby enhancing the relevance and
consistency of information about governments’ leasing activities.
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Definition of a Lease

A lease is defined as a contract that conveys control of the right to use another entity’s
nonfinancial asset (the underlying asset) as specified in the contract for a period of time
in an exchange or exchange-like transaction. Examples of nonfinancial assets include
buildings, land, vehicles, and equipment. Any contract that meets this definition should
be accounted for under the lease’s guidance, unless specifically excluded in this
Statement.

Lease Term

The lease term is defined as the period during which a lessee has a noncancelable right
to use an underlying asset, plus the following periods, if applicable:

a. Periods covered by a lessee’s option to extend the lease if it is reasonably certain,
based on all relevant factors, that the lessee will exercise that option

b. Periods covered by a lessee’s option to terminate the lease if it is reasonably
certain, based on all relevant factors, that the lessee will not exercise that option

c. Periods covered by a lessor’s option to extend the lease if it is reasonably certain,
based on all relevant factors, that the lessor will exercise that option

d. Periods covered by a lessor’s option to terminate the lease if it is reasonably
certain, based on all relevant factors, that the lessor will not exercise that option.

A fiscal funding or cancellation clause should affect the lease term only when it is
reasonably certain that the clause will be exercised. Lessees and lessors should
reassess the lease term only if one or more of the following occur:

a. The lessee or lessor elects to exercise an option even though it was previously
determined that it was reasonably certain that the lessee or lessor would not
exercise that option.

b. The lessee or lessor elects not to exercise an option even though it was previously
determined that it was reasonably certain that the lessee or lessor would exercise
that option.

c. An event specified in the lease contract that requires an extension or termination
of the lease takes place.

Short-Term Leases

A short-term lease is defined as a lease that, at the commencement of the lease term,
has a maximum possible term under the lease of 12 months (or less), including any
options to extend, regardless of their probability of being exercised. Lessees and lessors
should recognize short-term lease payments as outflows of resources or inflows of
resources, respectively, based on the payment provisions of the lease contract.
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Lessee Accounting

A lessee should recognize a lease liability and a lease asset at the commencement of the
lease term, unless the lease is a short-term lease, or it transfers ownership of the
underlying asset. The lease liability should be measured at the present value of payments
expected to be made during the lease term (less any lease incentives). The lease asset
should be measured at the amount of the initial measurement of the lease liability, plus
any payments made to the lessor at or before the commencement of the lease term and
certain direct costs.

A lessee should reduce the lease liability as payments are made and recognize an outflow
of resources (for example, expense) for interest on the liability. The lessee should
amortize the lease asset in a systematic and rational manner over the shorter of the lease
term or the useful life of the underlying asset. The notes to financial statements should
include a description of leasing arrangements, the amount of lease assets recognized,
and a schedule of future lease payments to be made.

Lessor Accounting

A lessor should recognize a lease receivable and a deferred inflow of resources at the
commencement of the lease term, with certain exceptions for leases of assets held as
investments, certain regulated leases, short-term leases, and leases that transfer
ownership of the underlying asset. A lessor should not derecognize the asset underlying
the lease. The lease receivable should be measured at the present value of lease
payments expected to be received during the lease term. The deferred inflow of resources
should be measured at the value of the lease receivable plus any payments received at
or before the commencement of the lease term that relate to future periods.

A lessor should recognize interest revenue on the lease receivable and an inflow of
resources (for example, revenue) from the deferred inflows of resources in a systematic
and rational manner over the term of the lease. The notes to financial statements should
include a description of leasing arrangements and the total amount of inflows of resources
recognized from leases.

Contracts with Multiple Components and Contract Combinations

Generally, a government should account for the lease and non-lease components of a
lease as separate contracts. If a lease involves multiple underlying assets, lessees and
lessors in certain cases should account for each underlying asset as a separate lease
contract. To allocate the contract price to different components, lessees and lessors
should use contract prices for individual components as long as they do not appear to be
unreasonable based on professional judgment or use professional judgment to determine
their best estimate if there are no stated prices or if stated prices appear to be
unreasonable. If determining a best estimate is not practicable, multiple components in a
lease contract should be accounted for as a single lease unit. Contracts that are entered
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into at or near the same time with the same counterparty and that meet certain criteria
should be considered part of the same lease contract and should be evaluated in
accordance with the guidance for contracts with multiple components.

Lease Modifications and Terminations

An amendment to a lease contract should be considered a lease modification, unless the
lessee’s right to use the underlying asset decreases, in which case it would be a partial or full
lease termination. A lease termination should be accounted for by reducing the carrying
values of the lease liability and lease asset by a lessee, or the lease receivable and deferred
inflows of resources by the lessor, with any difference being recognized as a gain or loss. A
lease modification that does not qualify as a separate lease should be accounted for by
remeasuring the lease liability and adjusting the related lease asset by a lessee and
remeasuring the lease receivable and adjusting the related deferred inflows of resources by
a lessor.

Subleases and Leaseback Transactions

Subleases should be treated as transactions separate from the original lease. The original
lessee that becomes the lessor in a sublease should account for the original lease and the
sublease as separate transactions, as a lessee and lessor, respectively.

A transaction qualifies for sale-leaseback accounting only if it includes a sale. Otherwise, it is
a borrowing. The sale and lease portions of a transaction should be accounted for as separate
sale and lease transactions, except that any difference between the carrying value of the
capital asset that was sold and the net proceeds from the sale should be reported as a
deferred inflow of resources or a deferred outflow of resources and recognized over the term
of the lease.

A lease-leaseback transaction should be accounted for as a net transaction. The gross
amounts of each portion of the transaction should be disclosed.

Currently, the City does not have any leases that are subject to GASB 87 as explained on the
attached Exhibit A — City Leases, if the minimum threshold of $400,000 or 2.5 percent of a
single funds annual operating expenses, is established.

Committee recommendation
At the May 12, 2022 Budget and Governance Committee meeting, the Committee

reviewed the information provided and recommended the threshold recommended by
staff, as described in this report, be approved by the Council.
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Conclusion

This Statement will increase the usefulness of governments’ financial statements by
requiring reporting of certain lease liabilities that currently are not reported. It will enhance
comparability of financial statements among governments by requiring lessees and
lessors to report leases under a single model. This Statement also will enhance the
decision-usefulness of the information provided to financial statement users by requiring
notes to financial statements related to the timing, significance, and purpose of a
government’s leasing arrangements.

Staff has consulted with the City Auditors and is recommending that a minimum threshold
of $400,000 or 2.5% of the funds’ annual operating expenditures of any single fund be
established when a lease is being paid from that fund.

RECOMMENDATION

Staff recommends that the City Council adopt a Resolution establishing a threshold for
lease reporting in accordance with Governmental Accounting Standards 87, to be the
lesser of $400,000 or 2.5 percent of any funds’ annual operating expenses.

PREPARED BY: Brad Farmer, Finance Director

APPROVED AND FORWARDED TO THE
CITY COUNCIL OF THE CITY OF EMERYVILLE:

L)

Christine Daniel, City Manager

ATTACHMENTS

e Draft Resolution
e Exhibit A — City Leases



