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New leasing standard significantly 
changes how lessees account for 
operating leases 
 

At a glance 
 
On 13 January the IASB issued IFRS 16 Leases after more than a decade of consultation.  
 
Much of the criticism of the previous standard was that the core assets of a business 
(e.g. aircraft) did not have to appear on a company’s balance sheet. Also, assessing 
contracts that were on the borderline between operating leases and finance leases 
involved significant time and effort and was often ignored by analysts.  
 
The changes under IFRS 16 are significant and will predominantly affect lessees, with 
almost all leases going on their balance sheet. 
 

When is the new standard effective? 
 
The new standard will be effective from 1 January 2019. Early adoption is allowed if the 
new revenue standard has also been applied.  
 
Given pre-existing leases are not grandfathered under the new standard, all leases will 
need to be reassessed when IFRS 16 is adopted.  
 

What’s the impact on lessees? 
 
The main impact on lessees is that almost all leases go on balance sheet. This is because 
the balance sheet distinction between operating and finance leases is removed for 
lessees. Instead, under the new standard an asset (the right to use the leased item) and a 
financial liability to pay rentals are recognised. The only exemptions are short-term and 
low-value leases.  
 
To measure a lease, the lease term and lease payments must be established – both are 
defined more broadly under IFRS 16 than under the previous standard. Specifically, the 
lease term now includes extension periods if it is reasonably certain the lessee will 
extend the lease, while lease payments now include certain variable payments such as 
CPI increases and purchase options which are reasonably certain to be exercised.  
 
The income statement will also be affected because the total expense is typically higher 
in the earlier years of a lease and lower in later years, similar to a mortgage where the 
interest expense is high until the capital is significantly reduced. Additionally, operating 
expense will be replaced with interest and depreciation so key metrics like EBITDA will 
be affected. 
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Is there any impact on lessors? 
 
The distinction between operating leases and finance leases remains for lessors, which 
means there is no fundamental change to lessor accounting from the previous standard. 
However, some changes made by the new standard do apply to lessors, in particular the 
revised definition of a lease and the accounting for sale and lease-back transactions.  
 
While the new standard does not have fundamental financial reporting implications for 
lessors, it may affect the way they do business with their customers. A lessee’s focus is 
likely to change from the previous objective of achieving operating lease accounting (off-
balance sheet) to minimising lease liabilities; for example, through shorter lease terms. 
Lessors may find themselves under pressure to provide more transparent lease 
information to their lessees to facilitate their lease accounting. 
 

Is the definition of a lease changing? 
 
The removal of ‘off-balance sheet’ operating leases brings into focus the distinction 
between a lease and a service arrangement, which is not accounted for on balance sheet. 
 
IFRS 16 includes new guidance and illustrative examples on assessing whether a 
contract contains a lease, a service or both. The new guidance focuses on the principle of 
control and whether a lessee has the right to control the use of an identified asset during 
the lease term; it may give a different classification to the previous standard. 
 

Are more disclosures required? 
 
The new standard requires more extensive disclosures – both qualitative and 
quantitative – than the previous standard. Additional disclosures are expected to assist 
investors and analysts to better understand an entity’s rights and obligations under 
lease arrangements.  
 

Am I affected? 
 
Almost all companies enter into lease arrangements so the new standard will have a 
pervasive impact, particularly for lessees with operating leases. Recognising new lease 
assets and liabilities will significantly affect key ratios such as leverage. Our research 
shows listed companies in Australia have over $110bn in operating lease commitments 
not previously recognised on balance sheet.  
 
Companies with a significant property footprint, such as those in the retail industry, are 
likely to be the most affected by the new standard. However, all companies with 
operating leases will be affected to some extent, such as by having to consider the 
standard’s impact on their debt covenants. 
 

Next steps 
 
Given the potential impact the new standard will have on financial reporting, companies 
should: 
 

 quantify the impact for key stakeholders such as audit committees and analysts 

 consider the terms of new leases and renewals being negotiated, and 

 ensure their systems, processes and controls will be ready to capture all of the 
necessary lease data so they can determine the impact of decisions made now on 
future financial reporting. 
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