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Overview and Reminder – Polling Question 1

How ready are you for IFRS 16?

► 4. Switching off this session, it’s in the bag

► 3. Pretty well prepared

► 2. Behind and I’ve not grasped some of the 
technicalities yet

► 1. What’s IFRS 16?

► 0. Not applicable.

► Go to www.menti.com and use the code 34 14 
70
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What’s IFRS 16?

Not applicable

Behindl

Pretty well prepared

It’s in the bag



Overview and Reminder
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► Lessees have a single ‘on balance sheet’ accounting model for all leases.

► Impact on KPIs and financial ratios (leverage, EBITDA, ROA)

► Exemptions:                    short term leases up to 12 months     underlying asset is of low value

► Lessor accounting is substantially unchanged compared to IAS 17

► Multiple transition approaches and practical expedients

► Disclosure of new information about leases required

► Completeness of identified leases may be a significant risk

► Impact on many activities across organisation, including procurement, commercial, IT and finance 
functions

► Effective for periods beginning on or after 1 January 2019 with limited early application permitted



Transition Implementation Issues
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► Dilapidation provisions

► Amounts previously recognised in a business combination

► Identifying leases with related parties

► Initial direct costs and lease incentives

► Determining the incremental borrowing rate

► VAT and property taxes
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Dilapidations provisions
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► No impact on dilapidation provision on transition

► Provision continues to be recognised and measured under IAS 37

► Debit entry is not reclassified to ROU asset on transition



Off-market amounts recognised under IFRS 3
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► A lessee may have previously recognised an asset or liability under IFRS 3 relating to favourable or 
unfavourable terms of operating leases

► These balances were amortised over the remaining lease term

► On transition to IFRS 16:

► These assets or liabilities are derecognised; and

► The ROU asset is adjusted by a corresponding amount



Identifying leases with related parties
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► Practical expedient in IFRS 16.C3

► Allows entities to apply IFRS 16 on transition only to those contracts that were assessed as leases 
under IAS 17 and IFRIC 4

► Only applies if a proper assessment done under IAS 17 and IFRIC 4 

► Accounting for operating leases and service contracts similar under IAS 17

► Often no formal assessment done under IAS 17 for intra-group leases or leases with related parties

► Assessments for these arrangements may need revisiting



Initial direct costs & Lease incentives

IFRS 16 LeasesPage 9

► Accounting for operating leases under IAS 17

► IDCs capitalised or expensed (policy choice)

► Lease incentives recognised as a reduction of rental expense (straight line or other systematic basis)

► ROU asset on transition = amount had IFRS 16 always applied

► ROU asset at initial recognition would have been reduced by any lease incentives received or IDCs 
incurred

► Existing IDC and lease incentive balances under IAS 17 will be released to equity

► ROU asset on transition = Lease liability recognised

► Lease incentive balances – derecognise with a corresponding adjustment to the ROU asset

► IDCs – Adjust ROU asset by these balances or write off to equity (policy choice)



Incremental borrowing rate

IFRS 16 LeasesPage 10

► Definition – rate the lessee would have to pay to borrow:

► Over a similar term to the lease term;

► With a similar security to the security in the lease;

► The amount need to obtain an asset of similar value to the right-of-use asset arising from the lease; 
and

► In a similar economic environment to that of the lease.

► Do the payments of the loan have to match the profile of the lease?

► Regular payments v balloon payment at end of the loan

► IFRS 16.BC162 – ‘the IASB decided to define the lessee’s incremental borrowing rate to take into 
account the terms and conditions of the lease’

► Little weight given to security over the ROU asset in determining IBR

► Except for long term property leases



VAT and property taxes
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► VAT is not a lease payment

► Lessee only incurs liability for the VAT when lease payments are invoiced

► VAT is not payable to the lessor for the use of the asset

► Lessor is collecting the VAT on behalf of HMRC

► Property taxes

► Payments to the lessor to cover the lessors property tax costs – lease payments

► Doesn’t transfer any goods and services to the lessee

► Not a separate component of the contract

► Should be allocated to the separately identified components of the contract, including the lease

► Lessees own property taxes are not lease payments.



Ongoing Implementation Issues
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► Determination of lease term and interaction with UEL of leasehold improvements

► Variable lease payments dependent upon an index or rate – When to remeasure lease liability

► Market rent reviews – When to remeasure lease liability

► Lease incentives that exceed lease liabilities

► Accounting for subleases when there is no right-of-use asset for the headlease
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Determination of lease term and interaction with UEL of leasehold 
improvements

IFRS 16 LeasesPage 13

► Fact pattern – Lease continues indefinitely and includes a termination period of less than 12 months. 
The lease does not oblige either party to make a payment on termination.

► IFRS 16 para B34 – ‘a lease is no longer enforceable when the lessee and the lessor each has the right 
to terminate the lease without permission from the other party with no more than an insignificant 
penalty’



Determination of lease term and interaction with UEL of leasehold 
improvements (cont’d)
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Tentative agenda decision (June 2019)
Lease term – The IFRS IC observed that, in applying paragraph B34 and determining the enforceable 
period of the lease described in the request, an entity considers:

► The broader economics of the contract, and not only contractual termination payments; and

► Whether each of the parties has the right to terminate the lease without permission from the other 
party with no more than an insignificant penalty. 

If an entity concludes that the contract is enforceable beyond the notice period of the cancellable lease, it 
applies paragraphs 19 and B37-40 of IFRS 16 to assess whether the lessee is reasonably certain not to 
exercise the option to terminate the lease.

UEL of leasehold improvements – If the entity does not expect to use the leasehold improvements beyond 
the lease term of the related lease then, applying paragraph 57 of IAS 16, it concludes that the useful life 
of the non-removable leasehold improvements is the same as the lease term. An entity might often reach 
this conclusion for leasehold improvements that the entity will use and benefit from only for as long as it 
uses the underlying asset in the lease.



Variable lease payments depending on an index or rate: When to remeasure 
lease liability
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► IFRS 16.42(b) – lessee shall remeasure the lease liability … when there is a change in the cash flows 
(i.e., when the adjustment to the lease payments takes effect)

► Example – Lessee enters into 10 year lease, commencing 1 Jan, with lease payments annually in 
arrears. Lease payments increase each year based on increase in CPI for preceding year – i.e., at the 
end of year 1 lessee makes a payment based on reference amount stated in lease contract, and at the 
end of year 2, lessee pays a revised amount that reflects change in CPI for year 1.

► Should lessee first remeasure lease liability:

► At end of year 1 (i.e., when new lease payment ‘takes effect); or

► At the end of year 2 (i.e., when cash flows change)?

► We believe the lessee should remeasure the liability at the end of year 1



Market rent reviews: When to remeasure lease liability
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► Market rent reviews sometimes take a long time to finalise, and can be retro-active once finalised.

► IFRS 16.42(b) – including … a change to reflect changes in market rental rates following a market rent 
review. The lessee shall remeasure the lease liability … when there is a change in the cash flows (i.e., 
when the adjustment to the lease payments takes effect)

► IAS 37 excludes from its scope provisions, contingent liabilities and contingent assets covered by 
another standard

► Therefore, lessees should not recognise a liability for expected catch-up payment prior to 
contractual conclusion of rent review.



Lease incentives that exceed lease liabilities
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► IFRS 16.24 – ‘The cost of the ROU asset shall comprise: (a) the amount of the initial measurement of 
the lease liability … (b) … less any lease incentives received …’

► Scenario – Lease payments are entirely variable, dependent on something other than an index or rate. 
Therefore, lease liability is nil.

► How should a lease incentive received be accounted for:

► View 1 – Recognise immediately in profit or loss

► View 2 – Defer lease incentive over lease term?

► We believe it would be appropriate to defer the incentive over the lease term.



Accounting for subleases when there is no ROU asset for the headlease
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► Intermediate lessor recognises ROU asset and 
lease liability of nil under head lease.

► On commencement of finance sublease, IFRS 16 
requires intermediate lessor to derecognise ROU 
under head lease, recognise net investment in 
sublease and recognise difference between ROU 
asset and net investment in sublease in profit and 
loss.

► Where there is no ROU asset recognised in 
respect of sublease, should intermediate lessor:

► Recognise full gain on commencement of 
sublease; or

► Defer the gain and recognise it over sublease 
term?

► We believe that full gain should be recognised on 
commencement of sublease.

Head lessor

Intermediate lessor

Lessee

Lease – variable 
lease payments not 
dependant on an 
index or rate

Finance lease with 
fixed lease 
payments



Presentation and Disclosure
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► Lessee presentation reminder
► Transition disclosures
► What are we seeing so far?
► Early adopters
► FRC expectations for year end disclosures
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Lessee presentation - reminder
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Transition disclosure requirements

Instead of IAS 8.28(f), disclose:
• Weighted average lessee‘s incremental borrowing rate 

• An explanation of any difference between:
i. Operating lease commitments disclosed applying IAS 17 

and
ii. Lease liabilities recognised in the Balance Sheet
• Disclose which C10 practical expedients have been used.

IAS 8.28(f) disclosures required:
• For current period and each prior 

period presented, amount of 
adjustment for each line item 
affected

• For each current and prior period 
presented, the amount of the 
adjustment for basic and diluted 
EPS.

Fully retrospective Modified retrospective

► IAS 8.28 disclosures, including the nature of the change in accounting policy and a 
description of transitional provisions (where applicable).



Ongoing disclosures

IFRS 16 LeasesPage 22

► Lessee disclosures to be included in a single note (and in some cases in tabular format)

► Cross reference to be included where disclosures are included elsewhere in the annual report

► ROU asset carrying amount and depreciation (by class of underlying asset) and interest on lease 
liabilities

► Expense relating to short term leases and leases of low value assets where exemptions are taken

► Expense relating to variable lease payments not included in lease liabilities

► Sub-leasing income and gains and losses on sale and lease back transactions

► Total cash outflow for leases

► Lease commitments for short term and low value leases where exemption taken and not on balance 
sheet

► Associated IAS 16 and IAS 40 (where applicable) disclosures for ROU assets

► Lease liability maturity analysis

► Other qualitative and quantitative disclosures about leasing activities



What are we seeing so far?¹
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► Most companies applied modified retrospective approach

► Nearly two thirds of companies analysed provided information on type of assets under lease 
arrangements

► All companies analysed used short term and low value asset exemptions

► More than three quarters of companies provided a reconciliation of operating lease commitments to 
lease liabilities in tabular form

► Almost half of companies disclosed deferred tax effect (quantitatively or stated no impact)

► Around one in four companies presented either ROU asset, lease liability or both of face of Statement 
of Financial Position

► Nearly three quarters of companies provided information about IBR

► No IBR trends were observed

► Many companies made adjustments to APMs as a result of IFRS 16.

¹ Based on EY analysis of Interim Reports of 31 of the STOXX Europe 50 companies, plus an additional 12 large companies, giving a total sample 43 companies.



Early adopters
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Full Retrospective Modified Retrospective
KLM Air France Deutsche Post / DHL

Nestlé Easy Jet

RELX Group Kiadis Pharma

Mondi Group Panalpina



FRC Expectations for year end disclosure*

► Clear explanation of the key judgements made in response to the new reporting 
requirements;

► Effective communication of the impact on profit and loss, addressing any lack of 
comparability with the prior year;

► Clear identification of practical expedients used on transition and accounting policy choices; 
and

► Well explained reconciliation, where necessary, of operating lease commitments under IAS 
17 and lease liabilities under IFRS 16.

Reporting performance in IFRS financial statements

* From FRC’s Year-end advice to Audit Committee Chairs and Finance Directors



Areas of consideration for stakeholders
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KPI What is measured? Standard calculation method Explanation

EBITDA Profitability Earnings before interest, tax, 
depreciation and amortisation

Lease expense for leases which have 
been off-balance sheet to date is not 
included

Operating 
cash flows

Profitability Various methods — cash flows from 
operating activities contain no cash flows 
relating to equity and debt financing

At least that portion of the lease 
payments that relates to repayment 
of principal is reclassified to cash flow 
from financing activities

Net debt Debt financing Various methods — may often include 
cash, overdrafts, short-term and long-
term debt (incl. IAS 17 finance lease 
liabilities), and, increasingly, IFRS 16 
lease liabilities

Increase where IFRS 16 lease 
liabilities are brought within scope of 
definition of net debt

Increase

Impacts of IFRS 16

KPI What is measured? Standard calculation method Explanation

EBITDAR Profitability Earnings before interest, tax, 
depreciation, amortisation and lease 
expense

All types of lease expense are 
eliminated

Net cash flow Profitability and liquidity Net cash inflows and outflows Cash remains unaffected
No Change

New Alternative 
Performance Measures 

(APM’s) emerging
Redefinition of some 

existing APM’s Cash has not changed!
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Areas of consideration for stakeholders (cont’d)
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KPI What is measured? Standard calculation method Explanation

Liquidity
ratio

Liquidity Current assets 
Current liabilities

Current lease liabilities increase; 
current assets do not

Impacts of IFRS 16

Decrease

Company 
specific

KPI What is measured? Standard calculation method Explanation

Profit or loss Profitability In accordance with IFRSs Depends on the characteristics of the 
lease portfolio and the tax rate

Earnings per 
share (EPS)

Profitability Profit or loss
Number of shares

Depends on profit or loss that is 
influenced by the characteristics of 
the lease portfolio and the tax rate

ROCE Profitability EBIT
Equity + financial liabilities

EBIT and liabilities increase on 
application of IFRS 16, depending on 
the characteristics of the lease 
portfolio

Interest 
coverage 
ratio

Long-term solvency EBITDA
Interest expense

EBITDA and interest expense increase 
under IFRS 16; 
the change in the interest coverage 
ratio depends on the characteristics 
of the lease portfolio
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Close Out
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Thank you
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Disclaimer
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The views expressed in this discussion pack are based on the relevant accounting standards and 
interpretations as at the date of this presentation. 

Any accounting guidance contained herein is general in nature and gives only a summary of the relevant 
provisions of IFRS 16. It does not take into account any organisation’s specific policies and circumstances. 
Only the directors and the auditors of the entity have such knowledge and we can, therefore, give no 
representations as to whether they would agree with the considerations set out during the presentation. 
The appropriate accounting treatment will need to be determined by management by reference to specific 
facts and circumstances, relevant law and accounting standards and agreed with your auditors. This 
presentation should not otherwise be quoted or referred to without our prior written consent.
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