
This article will 
answer three key 
questions for 
healthcare leaders 
regarding the new 
lease accounting 
change:

1. What changes are
expected—and
when?

2. Will these changes
trigger financial
covenant violations
for not-for-
profit healthcare
borrowers?

3. What are the likely
credit impacts
of the expected
changes?
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The Elements of Capital and Strategy+

A new lease accounting standard that takes effect next year 
could significantly impact financial covenant calculations by 
healthcare organizations under their borrowing agreements 
as well as the structure of future borrowing agreements and 
their choice of financing product. 

The Financial Accounting Standards Board issued Accounting Standards 
Update (ASU) 2016-02 – Leases (Topic 842) in February 2016. This new lease 
accounting standard change will require organizations to report all leases 
longer than 12 months on their balance sheets. Prior to the change, only 
capital leases were recorded as assets and liabilities on the balance sheet, 
whereas operating leases impacted only the income statement and, in some 
cases, were reported in notes to the financial statements. 

For public companies and not-for-profit healthcare organizations that have 
issued or are conduit debt obligors for securities that are traded on an over-
the-counter market, the change takes effect in fiscal years beginning after 
Dec. 15, 2018. All other organizations must implement the reporting change 
in fiscal years beginning after Dec. 15, 2019. The standard must also be 
applied to interim periods within the fiscal year of adoption. Early adoption 
is permitted for all entities. Of note, this standard does not apply to any 
governmental entities reporting under Governmental Accounting Standards 
Board pronouncements.

Among healthcare organizations that have debt—whether publicly issued 
or privately placed with a lender—one important consideration is whether 
recording operating leases on the balance sheet will trigger financial 
covenant defaults for borrowers. Most commonly, financial covenant 
language is found in the master trust indenture (MTI), loan agreement, or 
continuing covenant agreement.
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Taking a Closer Look

The new lease accounting standard 
was announced in early 2016. 
However, the degree to which 
healthcare organizations and 
companies in other industries are 
prepared for this change varies. 
The extent to which the change will 
affect their compliance with financial 
covenants also will differ.  

A recent PwC survey shows that 
assessment and implementation is 
well underway, particularly for public 
companies, with only 8 percent of 
survey respondents across industries 
indicating their companies have 
not yet begun to prepare for this 
change:

� As may be expected, 31 percent
of non-public companies have
not begun to prepare for the new
lease accounting standard at all.

� Only 1 percent of all
organizations surveyed have
completed implementation,
underscoring the sometimes-
lengthy and arduous process that
is required.

� Implementation is in progress at
57 percent of public companies
and 20 percent of non-public
companies.

� Meanwhile, 34 percent of public
companies and 48 percent of
non-public companies are still
assessing the impact of this
change.

In healthcare, larger organizations 
with specialized staff typically are 
more prepared to implement the 
lease accounting change. On the 
other end of the spectrum are 
healthcare organizations that have 
just begun to identify all of their 

leases and are only beginning 
to understand how they will be 
affected under the new guidance. 
Very few of the latter organizations 
have reached the point of reviewing 
their various borrowing documents 
to determine the potential impact 
on financial covenant calculations. 
Based on discussions the accounting 
firm BKD has had with its clients, it 
appears healthcare organizations, 
in general, are behind other 
industries in assessing the impact 
of this new standard on their 
financial statements and financing 
agreements, according to Kevin 
Gore, Partner, BKD, LLP.

ASC 842 provides for two types 
of leases: finance leases (formerly 
“capital leases”) and operating 
leases. Operating leases will 
generally be accounted for on the 
income statement under the new 
lease accounting standard in a 

Exhibit 1:  Impact of New Lease Accounting Standard on Healthcare Organizations’ Balance Sheets

As Previously 
Reported

New Lease Standard 
Adjustment As Restated

Current Assets $50,000 0 $50,000
Operating Lease Right of Use Assets 0 6,800 6,800
Other Long-Term Assets 150,000 0 150,000

 Total Assets $200,000 6,800 $206,800

Current Liabilities $30,000 0 $30,000
Other Current Liabilities 20,000 1,500 21,500

 Total Current Liabilities $50,000 1,500 $51,500

Operating Lease Liabilities $0 5,300 $5,300
Long-Term Debt 90,000 0 90,000
Other Long-Term Liabilities 20,000 0 20,000

 Total Long-Term Liabilities $110,000 5,300 $115,300

Unrestricted Net Assets 40,000 0 40,000
 Total Liabilities & Net Assets $200,000 6,800 $206,800

https://www.pwc.com/us/en/services/audit-assurance/accounting-advisory/2018-accounting-change-survey.html
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manner materially consistent with 
the way in which operating leases 
are accounted for under the existing 
standard (i.e., lease expense for 
period recognized on a straight-line 
basis). Moreover, under the new 
accounting standard, the treatment 
of finance leases will be accounted 
for in substantially the same manner 
as capital leases under existing 
standards, both on the balance 
sheet and the income statement.  

The main impacts of the new lease 
accounting standard are as follows:  

� Operating leases are included
as an asset on the balance sheet
in a new line item, “Operating
Lease Right of Use Assets,”
that is separate from “Property
and Equipment” or similar line
items (where finance leases are
booked).

� The contra-account for that of
“Operating Lease Right of Use
Assets” is also a new balance
sheet line item, “Operating Lease
Liability,” which is separate from
“Long-Term Debt” or similar
line items (where finance lease
liabilities are booked).

� Current liabilities will now include
the current-year operating lease
liability as well as the finance
lease liability.

Additional disclosures regarding 
the amount, timing, and uncertainty 
of cash flows related to leases 
will now be required. Specifically, 
lessees must disclose qualitative 
and quantitative information about 
variable lease payments and options 
to renew and terminate leases. As 
leases are amended or new leases 
are signed, organizations will need 

to regularly reassess the impact to 
their financial statements.  

Exhibit 1 illustrates how the 
new lease accounting standard 
will be reflected on healthcare 
organizations’ balance sheets. 

The current-year lease liability of 
$1,500 is added to other current 
liabilities, and both new balance 
sheet line items—Operating Lease 
Right of Use Assets and Operating 
Lease Liabilities—are adjusted 
accordingly to reflect operating 
lease exposure (Exhibit 1).

Defining Finance and Operating Leases 
Under the New Lease Accounting Standard 

The determination of lease classification as operating 
or finance will be done in a manner similar to existing 
standards. Under ASC 842, finance leases are leases that 
meet any of the following criteria: 

� Ownership is transferred to the lessee at the end of the
lease term.

� There is a purchase option in the lease that is reasonably
certain to be exercised (e.g., bargain purchase option).

� The lease term is for the major part of the remaining
economic life of the lease asset.

� The present value of the lease payments and residual
guarantees is equal to or more than substantially all of the
fair value of the leased asset.

� The leased asset has no alternative use to the lessor due
to the specialized nature of the asset.

Operating leases are leases that do not meet any of the 
above criteria. 

Both types of leases will now be accounted for on 
healthcare organizations’ balance sheets, although they 
will be presented separately. The new guidance requires 
organizations to recognize the right of use asset and lease 
liability for all leases: 

� Right of use asset: Present value of the prospective lease
payments, measured at the time of lease commencement

� Lease liability: Present value of the prospective lease
payments, measured at the time of lease commencement

Finance & Operating Leases
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Potential Impacts on 
Financial Covenant 
Calculations 

Borrowing agreements associated 
with bonds, loans, credit facilities, 
and other types of debt frequently 
have financial covenants, such 
as minimum days cash on hand, 
debt service coverage, and debt 
to capitalization, among others. 
Additionally, many borrowing 
agreements include covenants 
that prevent an organization from 
borrowing additional debt if certain 
debt service coverage requirements 
or other financial tests are not met. 
Should the borrower violate any of 
these covenants, this could trigger 
a default. 

Financial covenants that could 
be affected by the change in 
accounting treatment of operating 
leases can be broadly categorized 
into two types: (1) ones in which 
debt (or indebtedness) is a 
component and (2) ones in which 
line items from the balance sheet 
are components. These broad 
categories overlap, and there are 
some financial covenants that 
use a combination of total debt 
(or indebtedness) and line items 
from the balance sheet as their 
components.  

The most common covenants in 
which debt is a component are the 
“rate covenant” or “debt service 
coverage” and the “additional 
debt test.” Under a rate covenant, 
the borrower agrees to manage 
its business in a manner that is 
compliant with a stated ratio of 
net income to debt service (either 
maximum annual debt service or 
annual debt service). Under an 
additional debt test, the borrower 

agrees not to incur additional 
debt unless certain debt service 
coverage or other financial metrics 
are met.  

Whether the new lease accounting 
standard will have an impact on 
these ratios and, ultimately, the 
borrower’s compliance with its 
financial covenants may depend 
on how the borrowing document 
defines debt or indebtedness. 

Consider the following examples: 

Example 1: “…any obligation of 
the Borrower for (a) repayment of 
borrowed money (b) with respect 
to finance leases or (c) under 
installment sale agreements.“ 

Example 2: “any indebtedness 
or obligation of the Borrower 
(other than accounts payable 
and accruals), as determined 
in accordance with generally 
accepted accounting principles, 
including obligations under 
conditional sales contracts or other 
title retention contracts, and rental 
obligations under leases which 
are required to be capitalized on 
the balance sheet under generally 
accepted accounting principles.” 

In Example 1, debt is confined to 
specific categories of obligations 
that do not apply to operating 
leases. This definition also uses 
the new accounting term “finance 
lease,” making it clear that 
operating leases were not intended 
to be included as debt. 

In Example 2, the definition of debt 
is open-ended and dependent 
on whether generally accepted 
accounting principles (“GAAP”) 
treat operating leases as debt 
or obligations. In addition, 
under the new accounting lease 

standard, operating leases will be 
“capitalized” on the balance sheet. 
A conservative read of Example 2 
could include operating leases. 

Some documents already have 
included forward-looking 
provisions that take into 
consideration the impact that 
changes in accounting standards—
including the new lease accounting 
standard—could have on financial 
covenant calculations. These 
provisions allow the borrower, at 
its option, to compute a financial 
covenant contained in the 
borrowing agreement in accordance 
with GAAP in effect on the date 
of execution and delivery of the 
borrowing agreement instead 
of current GAAP. These types of 
provisions reflect unequivocal intent 
to allow the borrower to maintain 
current treatment of operating 
leases, notwithstanding any change 
in GAAP. 

Financial covenants using metrics 
derived from balance sheet items 
can take various forms. Common 
examples include a ratio of current 
assets to current liabilities (current 
ratio), a ratio of total liabilities 
to the sum of total liabilities plus 
net assets, and a ratio of long-
term indebtedness to the sum 
of long-term indebtedness plus 
unrestricted net assets.  

Let’s compare covenant 
calculations under current 
accounting guidance with covenant 
calculations after the new lease 
accounting standard has been 
implemented. 

Prior to the lease accounting 
standard change, the current ratio 
from the exhibit on page two 
would be 1.0x ($50,000 of current 
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assets divided by $50,000 of 
total current liabilities). After 
the new accounting standard 
is implemented, the current 
ratio would decrease to 
0.97x. The denominator 
(total current liabilities) 
would increase by the amount 
of the current year’s operating 
and finance lease liability total 
amount.

Financial ratios dependent 
on only balance sheet items, 
like the current ratio, will be 
affected to varying degrees 
due to the accounting change, 
depending on how much 
exposure an organization 
has to operating lease 
liabilities. Since there is some 
interpretation as to what is 
included in indebtedness when 
it comes to testing financial 
covenants, a calculation 
comparison assuming both 
example definitions of 
indebtedness is appropriate.

Example 1 does not 
qualify operating leases as 
indebtedness; therefore, a ratio 
that is based on total long-
term indebtedness to the sum 
of long-term indebtedness 
plus unrestricted net assets 
will be lower and more likely 
to pass this covenant test. 
Based on the sample balance 
sheet on page two, excluding 
operating lease liabilities under 
Example 1 would produce a result 
of 69 percent, which would pass 
if the covenant was 70 percent. 
Conversely, assuming a conservative 
read of Example 2 and including 
operating lease liabilities in the 
calculation would cause the issuer 
to fail the test at 70.4 percent.  

In total, the lease accounting 
standard change could pressure 
some covenant calculations, but 
will ultimately depend on operating 
lease liabilities outstanding, the 
definition of indebtedness (or debt), 
and the actual covenant calculation 
language found in the borrowing 
documents.  

Meanwhile, Moody’s Investors 
Service anticipates the new lease 
accounting standard will impact 
few, if any, ratings. The rating 
agency, similar to other credit 
rating firms, already takes into 
consideration the leases disclosed 
in the footnotes of the financial 
statements when assessing an 
organization’s credit risk.

For More Information

Now is the time for healthcare leaders to understand the 
potential financial impact of the new lease accounting 
standard on their organizations. Questions? Contact us:
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bhanlon@h2c.com 
858 242 4810

Jay Miele 
Managing Director 
H2C 
jmiele@h2c.com 
212 257 4515

Katie Proux 
Associate 
H2C 
kproux@h2c.com 
858 434 1161

Jenna Magan 
Partner 
Orrick 
vcmagan@orrick.com 
916 329 7980

Mayling Leong 
Senior Associate 
Orrick 
mleong@orrick.com 
916 329 4930

Hammond Hanlon Camp LLC 
h2c.com

Orrick, Herrington & Sutcliffe LLP 
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Strategies for 
Healthcare Leaders

While the impact of the new lease 
accounting standard will vary by 
organization, there are several 
strategies healthcare leaders can 
implement now to mitigate their risk. 

Carefully review financial 
covenants in existing borrowing 
agreements before the lease 
accounting change goes into 
effect. As described, borrowers 
need to be aware of (1) whether 
their borrowing agreements would 
include operating lease obligations 
in “debt” or “indebtedness,” (2) 
whether any balance sheet-based 
financial covenants are adversely 
impacted by the lease accounting 
change, and (3) whether their 
borrowing agreements allow them 
to continue financial covenant 
calculations under GAAP prior to 
the lease accounting change. If the 
change in accounting treatment 
would result in a covenant default, 
the borrower should consult with 
its financial advisor and counsel to 
assess amending the borrowing 
document.  

Talk with lenders regarding 
their interpretation of the lease 
accounting guidance and any 
amendments. If the borrower has 
privately placed debt, amending 
the documents may be easier since 
the borrower is only required to 
negotiate with a single holder for 
that particular debt. If the borrower 
has publicly held debt, such as 

bonds, amending the borrowing 
agreement (such as the MTI or 
loan agreement) would require 
the consent of at least a majority 
(in principal amount) of holders, 
which can be difficult to obtain. The 
borrower should discuss with its 
financial advisor and counsel the 
best strategy to effectuate these 
amendments. Whether publicly 
or privately held, if interest on the 
debt is exempt from federal income 
tax, the borrower should consult 
with bond counsel to ensure any 
amendment will not adversely affect 
the tax-exempt nature of such debt. 

Include language excluding 
operating leases from the 
definition of debt in all new 
borrowings—before and after 
implementation of the new 
lease accounting standard. 
Until the new lease accounting 
standard takes effect, borrowing 
agreements should incorporate 
language that states that any lease 
that was considered an operating 
lease at the time of inception will 
be considered an operating lease, 
and that covenant calculations will 
be based on GAAP at the time the 
borrowing agreement was entered 
into. After the new lease accounting 
standard takes effect, make sure 
future borrowing agreements 
feature language that contractually 
excludes operating leases from 
the definition of debt or that 
clarifies that operating leases are 
not considered when calculating 
financial ratios. 

Complete financial statement 
impact analysis in advance of 
making lease-vs.-buy decisions. 
The new lease accounting standard 
only applies to leases that are 
one year in length or longer—but 
it’s doubtful we’ll see an influx 
of 11-month lease agreements 
designed to avoid recognizing 
the lease asset and lease liability 
on the balance sheet. Certainly, it 
will be important to discuss with 
a financial advisor the need to 
evaluate the lease-vs.-buy decision 
and the structure of all leases in 
the context of the new accounting 
standard; however, there are many 
other factors, both quantitative and 
qualitative, that must be analyzed. 
Specifically with respect to their 
real estate portfolios, healthcare 
organizations must also consider 
the important operational and 
regulatory compliance advantages 
and disadvantages of both options. 

Heighten transparency in 
disclosure to investors. For 
example, when preparing quarterly 
continuing disclosure reports for 
investors or disclosure for new 
debt to be issued, include narrative 
that explains the lease accounting 
change. Such a discussion could 
include the anticipated date of 
adoption and whether the impact 
to the balance sheet and income 
statement will be material. It could 
also illustrate how previously 
reported ratios will be affected.
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About Hammond Hanlon Camp LLC

Hammond Hanlon Camp LLC (“H2C”) is an independent strategic advisory 
and investment banking firm with a primary focus on healthcare services 
companies and related organizations. Our commitment to exceed our 
clients’ expectations begins with senior leadership on every engagement and 
continues with independent and objective advice. Our belief in the markets 
and in the power of competition has resulted in loyal clients and long-term 
relationships.  

H2C offers services in the following areas:

 � Strategy design, development, and execution
 � Mergers, acquisitions, and divestitures
 � Capital planning and management
 � Capital markets financial advisory and private placements
 � Real estate advisory and execution services
 � Bankruptcy and restructuring

Visit h2c.com for more information.
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