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The International Accounting Standards Board 
(IASB) has released a new standard, IFRS 16 
Leases, which supersedes IAS 17 Leases. The 
new standard significant impacts lessees' 
balance sheets and income statements. 
Balance sheets will be more cash-rich but also 
more heavily indebted, impacting gearing 
ratios.

Why is this important?
• Most companies lease assets – IFRS 16 will impact companies 

with material off-balance sheet leases under IAS 17.
• Lessees face major changes – While IFRS 16 does not 

significantly change how lessors account for leases. Lessees 
have to bring leases on to their balance sheets.

• Many financial ratios will change – Stakeholders and investors 
will want to understand the impacts of IFRS 16.

• Applying the new standard – A lessee can choose to apply the 
standard retrospectively or as a ‘big bang’. 

Most companies lease assets
The IASB observed that over 14,000 listed companies disclose 
information about off balance sheet leases (operating leases) in 
their latest annual reports. The related lease commitments or 
future minimum lease payments amount to US$3.3 trillion.
Sectors where off balance sheet commitments represent up to 
a third of total assets - such as airlines, retailers, banks, schools, 
shipping and logistics, power and utilities, and the travel and 
leisure industry - are likely to be most affected by the new 
standard.
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Recognition exemptions
IFRS 16 does not require a lessee to recognize assets and 
liabilities for short-term leases (12 months or less), for leases 
ending within 12 months of the date of first applying the new 
standard, or for leases of low-value assets such as personal 
computers.

Significant impact on financial ratios
For companies with material off balance sheet leases, IFRS 16 
will significantly affect the balance sheet (by increasing lease 
assets and financial liabilities), the income statement (higher 
profits before interest) and the cash flow statement (increase in 
cash flow from operating activities and decrease in cash flow 
from financing activities). Accordingly, IFRS 16 might impact 
financial metrics such as asset turnover (higher asset base) or 
financial leverage (higher financial liabilities). 

Applying the new standard
A lessee can choose to apply the standard retrospectively to 
all accounting periods or as a ‘big bang’ at the date of initial 
application. Companies are not required to reassess whether 
existing contracts contain a lease but can choose to apply IFRS 16 
to leases identified applying IAS 17, and not apply IFRS 16 to other 
contracts.

- Yusuf Hassan

“Some IAS 17 leases 
may not qualify as 
leases under IFRS 16”
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Lessees face major changes

IFRS 16 eliminates the lease classification as either operating leases or finance leases for a lessee. Compa-
nies with operating leases will appear to be more asset-rich, but also more heavily indebted. Total lease 
expense will be front-loaded even when cash rentals are constant. 

Change in lease definition
The new standard determines whether a contract contains a 
lease, based on whether the customer has the right to control the 
use of an identified asset for a period of time. This new definition 
may exclude certain service contracts from the definition of a 
lease. Amounts related to services do not have to be reported on 
the balance sheet. Whether a contract contains a lease 
determines whether the arrangement is recognized as on- or 
off-balance sheet (as a service contract).
 
Although the lease definition seems consistent with current 
guidance, IFRS 16 contains additional application guidance and 
illustrative examples on how to apply the definition which differ 
from current practice.
 
Under IFRS 16, it is also necessary to consider whether the lessee 
has control over the use of the identified asset. Accordingly, the 
arrangement would only be a lease if the lessee controls the use of 
the underlying asset.

Balance sheet
Asset = ‘Right-of-use’ of underlying asset
Liability = Obligation to make lease payments

P&L
Lease expense
Depreciation + Interest = Front-loaded total lease expense

Under IAS 17, an arrangement can be a lease if a 
customer obtains substantially all of the output or 
other utility even if the customer does not control 
the asset. 

Under IFRS 16, a lease can only exist if the customer 
has both the right to control the use of the identified 
asset and obtain substantially all of the economic 
benefits from use of the asset.
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