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1 Introduction 
 In January 2016, the International Accounting Standards Board published its new accounting 

standard on leases (IFRS 16 Leases).  This booklet summarises the requirements of IFRS 16 and 
includes illustrative examples as well as details as to how to carry out the accounting using the 
Classic lease evaluation software. 

 IFRS 16 is effective for accounting period beginning on or after 1 January 2019. 

 

2 Overview 
 A lease is defined as a contract that conveys the right to use an asset (the underlying asset) for a 

period of time in exchange for consideration. 

Lessors 

 The accounting for lessors is similar to that under the previous lease accounting standard, IAS 17 
Leases. 

 Leases are classified as either finance leases or operating leases.  A finance lease is a lease that 
transfers substantially all the risks and rewards incidental to ownership of an underlying asset. 
An operating lease is one that does not transfer substantially all the risks and rewards incidental 
to ownership. 

 For finance leases, the asset is presented as a receivable lessor and recognised, at the 
commencement date, at the present value of the lease payments (net investment), discounted at 
the interest rate implicit in the lease.  Finance income is then recognised over the lease term so 
as to give a constant periodic rate of return on the lessor’s net investment in the lease. 

 An asset held for use in operating leases is presented according to the nature of the underlying 
asset, namely as either property, plant and equipment (PP&E) or as an intangible asset.  It is 
depreciated over its useful life in accordance with either the accounting standard IAS 16 
Property, Plant and Equipment or the accounting standard IAS 38 Intangible Assets, as 
appropriate.  The lease payments are recognised as income on a straight-line basis (or another 
systematic basis if more representative of the pattern in which benefit from the use of the 
underlying asset is diminished). 

 Whilst, for lessors, IFRS 16 is similar to IAS 17, there are some changes, such as: 

• The definition of a lease - see section 3; 

• The accounting for subleases – see section 8; 

• Lease modifications – see section 10; 

• Initial direct costs – IFRS 16 defines these as incremental costs of obtaining a lease that 
would not have been incurred if the lease had not been obtained.  Under IAS 17 they are 
defined as incremental costs that are directly attributable to negotiating and arranging a 
lease; and 

• Lessor disclosures (not covered by this paper).  
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Lessees 

 For lessees, all agreements that meet the definition of a lease are required to be brought on to the 
balance sheet (whereas under previous lease standards, operating leases wereoff balance sheet). 

 However, a lessee may elect not to apply the requirements to: 

• short-term leases - i.e. a lease that, at the commencement date, has a lease term under the 
contract of twelve months or less and contains no purchase options; and 

• leases for which the underlying asset (when new) is of low value.  Examples of which 
are tablets, personal computers, small items of office furniture and telephones. 

 For such leases, the expense would be recognised as for operating leases under IAS 17 (generally 
straight line). 

 For all other leases, the lessee would recognise, at the lease commencement, a lease liability and 
a right-of-use asset.  The lease liability would initially be the present value of the future lease 
payments, discounted at the interest rate implicit in the lease (or, if that cannot be readily 
determined, the lessee’s incremental borrowing rate).  The right-of-use asset would generally 
initially be equal to: 

• The lease liability; plus 

• Any lease payments previously paid; plus 

• Any initial direct costs. 

 Interest expense is then recognised on the lease liability and the right-of-use asset would be 
depreciated over the lease term in accordance with IAS 16. 

 

UK GAAP and US GAAP 

 Under UK GAAP, the previous lease accounting standard (SSAP 21) has been replaced by 
section 20 of FRS 102.  The requirements in this are essentially the same as the accounting under 
IAS 17. 

 Under US GAAP, Topic 842 was also issued in early 2016 and this is similar to IFRS 16, although 
there are some differences (not covered by this paper).  

 

 

 

  



4 

 

3 Scope and definition of a lease 
 IFRS 16 applies to all leases, except for the following: 

(a) leases to explore for or use minerals, oil, natural gas and similar non-regenerative 
resources; 

(b)  leases of biological assets within the scope of IAS 41 Agriculture held by a lessee; 

(c)  service concession arrangements within the scope of IFRIC 12 Service Concession 
Arrangements; 

(d)  licences of intellectual property granted by a lessor within the scope of IFRS 15 Revenue 
from Contracts with Customers; and 

(e)  rights held by a lessee under licensing agreements within the scope of IAS 38 for such 
items as motion picture films, video recordings, plays, manuscripts, patents and copyrights. 

 A lessee may, but is not required to, apply the standard to leases of intangible assets other than 
those described in paragraph (e) above. 

 A lease is defined as a contract that conveys the right to use an asset (the underlying asset) for a 
period of time in exchange for consideration. 

 An entity shall determine whether a contract is or contains a lease by assessing whether: 

 There is an identified asset.  An asset is typically identified by being explicitly specified in 
the contract and where the lessor has no right to substitute that asset.  An asset can also be 
identified by being implicitly specified at the time that the asset is made available to the 
customer.     A physically distinct portion of a larger asset can be an identified asset, such as 
a floor of an office building; 

 The customer has the right to obtain substantially all of the economic benefits from use of 
the identified asset.  A customer can obtain economic benefits from use of an asset directly 
or indirectly in many ways, such as by using, holding or sub-leasing the asset; and 

 The customer has the right to direct the use of the identified asset.  This will generally be 
where the customer has the right to direct how and for what purpose the asset is used. 

 All the above conditions must be met for the contract to be or to contain a lease. 
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 Further guidance on determining whether a contract is or contains a lease is given within Classic.  
Under the Cash items tab, click on the Guided Input button.   After the initial questions, the 
following will appear: 

 

 An entity shall identify and account for each lease component separately from non-lease 
components of a contract. 

 A lessor shall allocate the consideration in the contract to each component identified using the 
requirements in paragraphs 73 to 90 of the accounting standard IFRS 15 (i.e. on a relative selling 
price basis). 

 A lessee shall allocate the consideration in the contract to each lease component identified based 
on the relative stand-alone prices for each component of the contract.  As a practical expedient, 
a lessee may elect to combine the components and account for them as a single lease component. 

 

Comment:   Under previous lease accounting standards, a significant issue was distinguishing between 
finance leases (which were on balance sheet for lessees) and operating leases (which were off balance 
sheet for lessees).  Now that most leases will be brought on balance sheet, the classification issues will 
shift to the distinction between leases and service contracts (which will remain off balance sheet) and 
the judgements required will be just as difficult as under the previous classification rules. 
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4 Lease payments and lease term 
 The lease payments are those payable during the lease term by a lessee to a lessor for the right to 

use an underlying asset. 

 The lease term is defined as the non-cancellable period of the lease, together with: 

a) periods covered by an option to extend the lease if the lessee is reasonably certain to exercise 
that option; and 

b) periods covered by an option to terminate the lease if the lessee is reasonably certain not to 
exercise that option. 

 In making this assessment, an entity shall consider all relevant facts and circumstances that create 
an economic incentive for the lessee to exercise an option to extend the lease or not to exercise 
an option to terminate the lease.  An entity shall reassess the lease term when there is a change 
in relevant factors. 

 Lease payments include: 

• Fixed payments (including in-substance fixed payments), less any lease incentives 
receivable; 

• Variable lease payments that depend on an index or a rate, initially measured using the 
index or rate as at the commencement date; 

• For lessors: residual values that are guaranteed by the lessee or other party; 

For lessees: amounts expected to be payable by the lessee under residual value 
guarantees; 

• The exercise price of a purchase option if the lessee is reasonably certain to exercise that 
option; and 

• Payments for terminating the lease, if the lease term reflects the lessee exercising an 
option to terminate the lease. 

 Other payments are excluded from the measurement if the lease receivable or liability and are 
recognised in the period in which the event or condition that triggers those payments occurs. 

 Variable payments that depend on index or rate would include payments that vary with interest 
rates.   

 

Comment:   The standard is silent on tax variations.  However, these should probably be treated as 
payments that depend on an index or a rate.  The alternative would be to exclude any payments that are 
subject to a tax variation and, arguably, this would often be the entire lease payment. 
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5 Illustrative example 
 To illustrate the effects of the differing accounting, the following simple example has been used 

throughout this paper. 

 It is assumed that the fair value / cost of the underlying asset is £5,000 and its useful life is ten 
years.  The asset is leased from the end of year 0 for an initial term of five years, at the end of 
which its residual value is expected to be £2,500.  The rentals (lease payments) are payable 
annually in advance and are assumed to be £700 for the first three years and then £795 for the 
last two years.  The lessor is assumed to incur initial direct costs of £150 and the lessee is assumed 
to incur initial direct costs of £100.  Tax effects have been ignored for the purpose of this 
illustration. 

 This gives a return to the lessor of 6% per annum, as shown below: 

 

Year 

Asset cost and 
residual value 

Initial direct 
costs 

Lease 
payments 

Interest at 6% 
per annum 

Balance carried 
forward 

0 

1 

2 

3 

4 

5 

(5,000) 

 

 

 

 

2,500 

(150) 

 

700 

700 

700 

795 

795 

 

(267) 

(241) 

(213) 

(178) 

(141) 

(4.450) 

(4,017) 

(3,558) 

(2,976) 

(2,359) 

- 

 (2,500) (150) 3,690 (1,040)  
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6 Lessor accounting 
Operating lease accounting under IAS 17 or IFRS 16 

 If the residual value is not guaranteed by the lessee, the lease is likely to be classified as an 
operating lease. 

 An asset held for use in operating leases is presented according to the nature of the underlying 
asset (namely PP&E or an intangible asset) and it is depreciated over its useful life in accordance 
with IAS 16 (if PP&E) or IAS 38 (if an intangible asset).  This means either depreciating the 
asset over 10 years or depreciating it down to its expected residual value of £2,500 at the end of 
the lease term.  In this illustration, the result is the same either way.  The lessor’s initial direct 
costs of £150 is capitalised and depreciated over the lease term as part of the PP&E. 

 The five annual rentals totalling £3,690 would generally be credited evenly over the lease term 
(£738 per annum). 

 This gives the following income and balance sheet figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Totals 

Income statement        

Rental income  738 738 738 738 738 3,690 

Depreciation  (530) (530) (530) (530) (530) (2,650) 

Net income - 208 208 208 208 208 1,040 

Balance sheet        

PP&E 5,150 4,620 4,090 3,560 3,030 2,500  

Prepaid rental (700) (662) (624) (681) (738) -  
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 To carry out this accounting using Classic:  

• Under the Accounting tab, select Lessor, IFRS 16 and Operating lease (as shown below). 

• Then click on the Reset assumptions to defaults button. 

 

 

Finance lease accounting under IAS 17 or IFRS 16 

 If the residual value is guaranteed by the lessee or other party, the lease is likely to be classified 
as a finance lease. 

 For the lessor, amounts due from lessees under finance leases is presented in the balance sheet as 
a receivable at the net investment in the lease (being the present value of the lease payments 
discounted at the interest rate implicit in the lease).  The interest rate implicit in the lease is 6% 
per annum, being the discount rate that causes the present value of (a) the lease payments plus 
(b) the unguaranteed residual value to be equal to the sum of (i) the fair value of the leased asset 
and (ii) any initial direct costs of the lessor.  By definition, the initial net investment must 
therefore equal the asset fair value of £5,000 plus the initial direct costs of £150.  This is reduced 
to £4,450 after receipt of the initial rental of £700. 

 Income is allocated so as to give a constant periodic rate of return on the lessor’s net investment.  
Where tax effects are ignored in the pricing, the income recognised each year would therefore be 
the same as the interest figures in the pricing calculation. 
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 This gives the following income and balance sheet figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Totals 

Income statement        

Lease finance income 
(including initial direct 
costs) 

 

267 241 213 178 141 1,040 

Balance sheet        

Lease receivables 4,450 4,017 3,558 2,976 2,359 2,500  

 

 To carry out this accounting using Classic:  

• Under the Accounting tab, select Lessor, IFRS 16 and Finance lease (as shown below). 

• Then click on the Reset assumptions to defaults button. 
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7 Lessee accounting 
 By way of comparison, the accounting for the illustrative lease in section 5 is first shown under 

IAS 17 and then the accounting is shown under IFRS 16. 

Operating lease accounting under IAS 17 

 If the residual value is not guaranteed by the lessee, the lease is likely to be classified as an 
operating lease under IAS 17. 

 The five annual rentals totalling £3,690 would generally be charged evenly over the lease term 
(£738 per annum). 

 IAS 17 is silent on the treatment of initial direct costs by lessees and so these may either be 
charged immediately as an expense or spread.  For illustrative purposes, it is assumed that these 
costs (£100) are spread evenly over the lease term. 

 This gives the following income and balance sheet figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Totals 

Income statement        

Rental expense  (738) (738) (738) (738) (738) (3,690) 

Initial direct costs  (20) (20) (20) (20) (20) (100) 

Total cost - (758) (758) (758) (758) (758) (3,790) 

Balance sheet        

Deferred costs 100 80 60 40 20 -  

Prepaid rental 700 662 624 681 738 -  

 

Finance lease accounting under IAS 17 

 If the residual value is guaranteed by the lessee, the lease is likely to be classified as a finance 
lease under IAS 17. 

 Under IAS 17, the asset is capitalised – namely the lease is recorded in the balance sheet as PP&E 
and as an obligation to pay future rentals.  Initially the value of this asset and liability is the 
present value of the minimum lease payments which would normally approximate to the asset’s 
fair value (£5,000).  The asset is then depreciated in the same way as for any other PP&E and, in 
this case, the asset is assumed to be depreciated straight-line over the lease term down to its 
expected residual value of £2,500. 

 The finance charges on the liability are allocated to accounting periods so as to give a constant 
periodic rate of charge of the remaining liability.  This represents an interest rate of 7% per annum 
(rather than 6% per annum) due to the lessor’s initial direct costs which have been re-charged 
through the rentals. 

 It is assumed that the lessee’s initial direct costs of £100 are capitalised as part of the PP&E and 
depreciated over the lease term. 
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 This gives the following income and balance sheet figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Totals 

Income statement        

Lease interest expense  (303) (274) (244) (205) (164) (1,190) 

Depreciation  (520) (520) (520) (520) (520) (2,600) 

Total cost - (823) (794) (764) (725) (684) (3,790) 

Balance sheet        

PP&E 5,100 4,580 4,060 3,540 3,020 2,500  

Lease liability (4,300) (3,903) (3,477) (2,926) (2,336) (2,500)  

Net 800 677 583 614 684 -  

 

Lease accounting under IFRS 16 

 Under IFRS 16, a guaranteed residual value is included in lease payments only to the extent that 
a claim is expected under the guarantee.  For the purpose of this illustration, it is assumed that 
either the residual value is not guaranteed or that no payment is expected to be made under the 
guarantee. 

 A lease liability and right-of-use asset are recognised in the balance sheet at the lease 
commencement, being the date on which the lessor makes the underlying asset available for use 
by the lessee. 

 The lease liability would initially be recognised equal to the present value of the future lease 
payments.  It is also assumed that the lessee considers its incremental borrowing rate to be 6% 
per annum.  The present value of the lease payments at the lease commencement (being the 
remaining four annual rentals) would therefore be £2,580.  An interest charge is then calculated 
each year at a rate of 6% on the reducing lease liability. 

 The right-of-use asset is also recognised, initially equal to the initial value of the lease payments 
to which is added: 

(a) any lease payments made on or prior to the lease commencement – £700 in this example; and 

(b) the initial direct costs - £100 in this example. 

 This gives an initial right-of-use asset at the lease commencement of £3,380.  This is amortised 
using the principles set out in IAS 16.  For this example, this is assumed to be depreciated straight-
line over the lease term. 
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 This gives the following accounting figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Totals 

Lease liability        

Brought forward - 2,580 2,035 1,457 750 - - 
Initial amount  3,280 - - - - - 3,280 
Lease payments (700) (700) (700) (795) (795) - (3,690) 
Interest expense - 155 122 88 45  - 410 

Carried forward 2,580 2,035 1,457 750 - - - 

Right-of-use asset        

Brought forward - 3,380 2,704 2,028 1,352 676 - 
Initial amount  3,280 - - - - - 3,280 
Initial direct costs 100 - - - - - 100 
Depreciation - (676) (676) (676) (676) (676) (3,380) 

Carried forward 3,380 2,704 2,028 1,352 676 - - 

Income statement        

Lease interest expense  (155) (122) (88) (45)  - (410) 

Depreciation  (676) (676) (676) (676) (676) (3,380) 

Total cost - (831) (798) (764) (721) (676) (3,790) 

Balance sheet        

Right-of-use asset 3,380 2,704 2,028 1,352 676 -  

Lease liability (2,580) (2,035) (1,457) (750) - -  

Net 800 669 571 602 676 -  
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Methods compared 

 Lease expense Lease liability Right-of-use asset 

Year IAS 17 
Operating 

lease 

IAS 17 
Finance 

lease 

IFRS 16 IAS 17 
Finance 

lease 

IFRS 16 IAS 17 
Finance 

lease 

IFRS 16 

0    4,300 2,580 5,100 3,380 

1 758 823 831 3,903 2,035 4,580 2,705 

2 758 794 798 3,477 1,457 4,060 2,029 

3 758 764 764 2,926 749 3,540 1,352 

4 758 725 721 2,336 - 3,020 676 

5 758 684 676 2,500 - 2,500 - 

Totals 3,790 3,790 3,790     

 

 Note that the expense under IFRS 16 is more front ended than a finance lease under IAS 17.  
However, the total charges over the lease term are the same in all cases. 

 Due to the different treatment of residual value guarantees, the balance sheet figures are lower 
under IFRS 16 than under the equivalent finance lease accounting. 

 To carry out this accounting using Classic:  

• Under the Accounting tab, select Lessee and IFRS 16 (as shown below). 

• Then click on the Reset assumptions to defaults button. 

• Then enter the Commencement date and, in the table, the incremental borrowing rate of 6%. 
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Revaluations 

 If the lessee applies the fair value model in IAS 40 Investment Property and if the right-of-use 
asset meets the definition of an investment property, the lessee shall apply the fair value model 
to the right-of-use asset. 

 If a lessee re-values assets in a class of PP&E in accordance with IAS 16, the lessee may measure 
right-of-use assets presented within that class at a re-valued amount in accordance with IAS 16.   
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8 Back-to-back leases 
 Whilst lessor accounting generally remains unchanged under IFRS 16 compared to IAS 17, one 

exception is back-to-back leases where the head lease was previously an operating lease.  For 
these leases, both the head lease and corresponding sub-lease would have been off-balance sheet 
under IAS 17.  However, under IFRS 16, these leases are on-balance sheet (unless the head lease 
is a short-term lease).  

 IFRS 16 states that, when classifying a sublease, an entity shall evaluate the sublease with 
reference to the right-of-use asset, rather than the underlying asset (eg the item of PP&E that is 
the subject of the lease).  Therefore, if the sub-lease term is similar to that of the head lease, such 
that the intermediate lessor assumes no significant risks or rewards incidental to ownership of the 
right-of-use asset, the sub-lease would be classified as a finance lease. 

 

Back-to-back operating leases under IAS 17 

 Assume the operating lease in paragraph 6.4 is financed by an operating lease payable comprising 
three annual rentals in advance of £680 followed by two annual rentals of £775 and that initial 
direct costs of £50 are payable. 

 The five annual rentals receivable (totalling £3,690) would generally be credited evenly over the 
lease term (£738 per annum). 

 Similarly, the five annual rentals payable (totalling £3,590) would generally be charged evenly 
over the lease term (£718 per annum) and so would the initial direct costs of £50. 

 This gives the following income and balance sheet figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Totals 

Income statement        

Rental income  738 738 738 738 738 3,690 

Rental expense  (718) (718) (718) (718) (718) (3,590) 

Initial direct costs  (10) (10) (10) (10) (10) (50) 

Net income - 10 10 10 10 10 50 

Balance sheet        

Prepaid rental 
payable 

680 642 604 661 718   

Deferred costs 50 40 30 20 10   

Prepaid rental 
receivable 

(700) (662) (624) (681) (738) -  
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Back-to-back leases under IFRS 16 

 IFRS 16 states that, in the case of a sub-lease, if the interest rate implicit in the sub-lease cannot 
be readily determined, an intermediate lessor may use the discount rate used for the head lease 
(adjusted for any initial direct costs associated with the sub-lease) to measure the net investment 
in the sublease.  However: 

• This assumes that the lessor can determine the appropriate head lease rate to use; 

• there is no reason why the head lease rate and the sub-lease rate should be the same as the 
lessor will price the leases so as to earn a profit margin; and  

• if the same rate is used to determine the initial value of the head lease and the initial value of 
the sub-lease, the values will initially be different if the lease payments differ.  This would 
presumably mean taking the difference to profit or loss. 

 The following suggests an alternative approach. 

 A lease liability is recognised equal to the present value of the future lease payments, which 
excludes the first rental as this is already paid.  It is also assumed that the lessor considers its 
incremental borrowing rate to be 5% per annum.  The present value of the lease payments (being 
the remaining four annual rentals) would therefore be £2,571.  An interest charge is then 
calculated each year at a rate of 5% per annum on the reducing lease liability. 

 If there was no sub-lease, a right-of-use asset would also be recognised, initially equal to the 
present value of the lease payments to which is added: 

(c) any lease payments made on or prior to the lease commencement – £680 in this example; and 

(d) the initial direct costs - £50 in this example. 

 This would give an initial right-of-use asset of £3,301.  If the sub-lease term was only three years, 
say, leaving the lessor with a residual value risk on the right-of-use asset for the final two years 
of the head lease, the sub-lease would probably be classified as an operating lease.  The initial 
value of the asset recognised would be £3,301 and be depreciated straight-line over the lease 
term. 

 However, in this example, as the sub-lease term is five years and the lessor assumes no residual 
value risk on the right-of-use asset, the sub-lease would be classified as a finance lease and so 
the right-of-use asset should therefore be recorded in the balance sheet, at the lease 
commencement, as a receivable. 

 If the value of the right-of-use asset is treated as being equivalent to the fair value of the asset 
plus initial direct costs, the interest rate implicit in the lease would be 5.66% per annum and the 
initial net investment would be £3,301 less the initial rental received of £700 giving £2,601.  This 
income is then allocated so as to give a constant periodic rate of return on the net investment.   
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 This gives the following income and balance sheet figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Totals 

Income statement        

Lease finance income 
less initial direct costs 

 
147 116 83 43 - 389 

Lease interest expense  (129) (101) (72) (37) - (339) 

Net income - 18 15 11 6 - 50 

Balance sheet        

Lease receivable 2,601 2,048 1,464 752 - -  

Lease liability (2,571) (2,020) (1,441) (738) - -  

Net 30 28 23 14 - -  

 

 The initial net difference of £30 represents the initial cash flows, namely the initial rental paid of 
£680 plus the initial direct costs of £50 less the initial rental received of £700. 

 To carry out this accounting using Classic:  

• Enter the rentals receivable and initial direct costs as gross income items and the rentals payable 
as net income items under the lease payable income line, as shown below: 

 

 

• Under the Accounting tab, select Lessor, IFRS 16 and Finance lease (as shown below). 

• Then click on the Reset assumptions to defaults button. 
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 Separate tabs are shown for the finance lease receivables and the lease liability. 
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9 Transition 
 IFRS 16 is required to be applied to both existing and new leases.  Therefore, for lessees, leases 

previously accounted for under IAS 17 will need to be amended at the transition date (the date 
from which the new standard is first applied). 

 IFRS 16 is effective for accounting periods beginning on or after 1 January 2019.  Therefore, for 
an entity that has a 31 March year end, the transition date would be 1 April 2019.  Earlier adoption 
is permitted but only if IFRS 15 is also applied. 

 The following examples are based on the leases in section 7 but assuming transition to IFRS 16 
accounting one year after commencement. 

 IFRS 16 has various options, some of which have to be applied consistently to all leases and 
others that can be applied on a lease-by-lease basis.  A summary of these is as follows: 

Definition of a 
lease 

One can opt not to reassess whether existing contracts are leases under 
the IFRS 16 guidance but instead continue to use the guidance under 
IAS 17 and IFRC 4. 

Applies to all 
leases 

Retrospective 
basis 

One can choose between: 

(i) a fully retrospective basis under IAS 8; or 

(ii) a modified basis (as described below). 

Applies to all 
leases 

Right-of-use asset 
basis  

If the modified basis is selected, one can choose between: 

(i) measuring the right-of-use asset by recalculating its value 
from the lease commencement; or 

(ii) the right-of-use asset value is based on the lease liability at 
the transition date as for a new lease. 

Lease-by-
lease basis 

Practical 
expedients 

If the modified basis is selected, one use one or more of the following 
practical expedients: 

• a lessee may apply a single discount rate to a portfolio of leases 
with reasonably similar characteristics; 

• a lessee may rely on its assessment of whether leases are 
onerous applying IAS 37; 

• a lessee may elect not to treat leases for which the lease term 
ends within 12 months of the transition date as being similar to 
short-term leases; 

• a lessee may exclude initial direct costs from the measurement 
of the right-of-use asset at the date of initial application. 

• a lessee may use hindsight, such as in determining the lease 
term if the contract contains options to extend or terminate the 
lease. 

Lease-by-
lease basis 

 

 The impact of certain of these options is illustrated below.  
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Lessee – transition from operating lease  
Fully retrospective 

 Using the example in the previous section, for an operating lease under IAS 17, for years 0 and 
1 the figures would previously have been as in paragraph 7.5. 

 If a fully retrospective basis is adopted, the figure for prior years would be adjusted as if IFRS 
16 had always applied. The figures for the example lease would be as in paragraph 7.16 above.  
The comparatives and the retained earnings would also be adjusted. 

 Year 0 
(original) 

Year 1 
(original) 

Year 0 
(revised) 

Year 1 
(revised) 

Year 2 Year 
3 

Year 
4 

Year 
5 

Totals 

Income statement         

Rental 
expense 

 (738)        

Initial direct 
costs 

 (20)        

Lease 
interest 
expense 

  

- (155) (122) (88) (45)  (410) 

Depreciation   - (676) (676) (676) (676) (676) (3,380) 

Total cost - (758) - (831) (798) (764) (721) (676) (3,790) 

Balance sheet         

Deferred 
costs 

100 80        

Prepaid 
rental 

700 662        

Right-of-use 
asset 

  3,380 2,704 2,028 1,352 676 -  

Lease 
liability 

  (2,580) (2,035) (1,457) (750) - -  

Net 800 742 800 669 571 602 676 -  

 

 The difference between the net asset figure of £742 at the end of year 1 under IAS 17 and the net 
figure of £669 under IFRS 16 (i.e. a difference of £73) is treated as an adjustment to retained 
earnings. 

 If there had been any changes to the rentals in the past, under a fully retrospective approach, one 
would initially use the lease payments expected at the lease commencement and then adjust the 
right-of-use asset each time the rentals subsequently changed as set out in section 10 below.   
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Modified retrospective –right-of use asset based on lease liability 

 The lease liability is measured at the present value of the future lease payments, discounted using 
the lessee’s incremental borrowing rate at the transition date.  In this example, it is assumed to 
be 7% per annum giving a lease liability at the end of year 1 of £1,998 (compared to £2,035 under 
the fully retrospective example). 

 Under this basis for determining the right-of-use asset, the right-of-us asset would, on transition, 
be calculated on the same basis as a new lease, namely equal to the lease liability (£1,998) plus 
the prepaid rentals at that date (£662) plus the balance of the initial direct costs (£80), giving 
£2,740. 

 This gives the following figures: 

 Year 
0 

Year 
1 

Year 1 
(revised) 

Year 2 Year 3 Year 
4 

Year 5 Totals 

Income statement         

Rental expense  (738)      (738) 

Initial direct costs  (20)      (20) 

Lease interest 
expense 

   
(139) (101) (52)  (292) 

Depreciation    (685) (685) (685) (685) (2,740) 

Total cost - (758)  (824) (786) (737)  (685) (3,790) 

Balance sheet         

Deferred costs 100 80     -  

Prepaid rental 700 662       

Right-of-use asset   2,740 2,055 1,370 685       -     

Lease liability   (1,998) (1,437) (743) -  -   

Net 800 742    742  618  627 685        -     

 

 Note that, under this method, there is no adjustment to the net assets on transition and hence no 
adjustment to retained earnings.  
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Modified retrospective – Right-of use asset calculated from commencement 

 Under this method, the asset liability and interest thereon would be as in the above table.  
However, the right-of-use asset would be recalculated from the lease commencement but using 
the incremental borrowing rate as at transition (7% in this example).  The present value of the 
lease payments at lease commencement at a 7% discount rate is £3,320 (including the initial lease 
payment and initial direct costs) compared to £3,380 in paragraph 7.16 above.  After one year’s 
depreciation, the balance would be £2,656. 

 This gives the following figures: 

 Year 
0 

Year 
1 

Year 1 
(revised) 

Year 2 Year 
3 

Year 
4 

Year 5 Totals 

Income statement        

Rental expense  (738)      (738) 

Initial direct costs  (20)      (20) 

Lease interest 
expense 

   
(139) (101) (52)  (292) 

Depreciation    (664) (664) (664) (664) (2,656) 

Total cost - (758)  (803) (765) (716)  (664) (3,706) 

Balance sheet         

Deferred costs 100 80     -  

Prepaid rental 700 662       

Right-of-use asset   2,656 1,992 1,328 664       -     

Lease liability   (1,998) (1,437) (743) -  -   

Net 800 742 658     555  585 664        -     

 

 Under this method there is a charge to retained earnings on transition of £84 (being the difference 
between net asset figure of £742 at the end of year 1 under IAS 17 and the net figure of £658 
under IFRS 16). 

 Whilst this is a more complex method than the previous basis of determining the right-of-use 
asset, it gives a lower lease expense going forward.  A key difference between this method and 
the fully retrospective method is that the calculations are based on the incremental borrowing 
rate at transition rather than at the lease commencement.  
 

 Furthermore, one can take advantage of the practical expedients in paragraph 9.4 above.   
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 For example, if the lease contains lease extensions, some of which have been exercised,  rather 
than having to make a judgement as to what the lease term would have been at the lease 
commencement had IFRS 16 applied then, one could instead use hindsight – namely one could 
use the current assessment of the lease term and assume that the same assessment applied at the 
lease commencement. 

 The methods compared: 

 Fully retrospective Modified 

Discount rate   

Rate to use Implicit rate (if known), 
otherwise incremental 

borrowing rate 

Incremental borrowing rate 

Rate as at Lease commencement Transition 
Lease liability   

Based on lease payments 
from 

Lease commencement Transition 

Changes in lease payments or 
lease term between lease 
commencement and transition 

Reflect in calculation Not relevant 

Right-of-use asset 

 

 Recalculate from lease 
commencement  

Equal to lease 
liability at 
transition 

Based on lease payments 
from 

Lease commencement Lease commencement  Transition 

Changes in lease payments or 
lease term between lease 
commencement and transition 

Reflect in calculation Reflect in calculation.  
However, as a practical 

expedient, can use hindsight 
for the changes in lease term. 

Not relevant 

Initial direct costs Include As a practical expedient, can be ignored 

 

 How to reflect the above accounting using Classic: 

• Set up a lease with the original accounting and save it with the “include data for fixing income 
and tax” option selected. 

• Duplicate the lease and change the accounting to the required accounting under IFRS 16. 

• Under the Fix income & tax tab, select the ‘Fix income’ option and set the date to the year-end 
immediately prior to the transition date.  This must be a month end. 

• Select the type of transition required (Right-of-use asset calculated or based on lease liability) 
and edit any other information shown. 

• Select the original lease under the “Profile to use during fixed income period”. 
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Lessee – transition from finance lease 

Fully retrospective 

 If a fully retrospective basis is adopted, the figure for prior years would be adjusted as if IFRS 
16 had always applied.  This will have an impact if the lease payments have changed in the past 
as the accounting for these under IFRS 16 differs to the accounting generally applied under IAS 
17. 

Modified retrospective 

 The existing accounting remains unchanged on transition.   However, the IFRS 16 accounting 
shall be applied thereafter. 

Comment:  Given that there are some differences in accounting such a such treatment of residual value 
guarantees and variations in lease payments, it is unclear how and when such differences would be 
recognised. 

 

Lessor – transition from operating head lease 

 For sub-leases that were classified as operating leases under IAS 17 but finance leases under 
IFRS 16, the sub-leases are to be treated as new finance leases entered into on the date of initial 
application (i.e. lease receivable value on transition based on lease payable at that date). 
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10 Changes during the life of the lease 
Lessors 

 Little guidance is given in IFRS 16 on how lessors should account for variations in lease 
payments and other variations and so lessors should continue to account for variations as they 
did under IAS 17.  

 An exception is lease modifications, which are accounted for as follows: 

Classification Conditions Treatment 

Finance lease The modification increases the scope (i.e. 
the right to use the underlying assets); and 

The consideration for the increase 
represents the value of the increase. 

Account for the modification as a 
separate lease. 

 If the lease would have been classified 
as an operating lease had the 
modification been made at the lease 
inception. 

Account for the modification as a new 
lease with the initial value equal the 
previous net investment. 

 Otherwise Apply the requirements of IFRS 9. 

Operating 
lease 

 Account for the modification as a new 
lease taking into account any previous 
prepaid or accrued lease payments. 
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Lessees 

Reassessment of lease liability 

 The lease liability is remeasured with the change in value being added to or deducted from the 
right-of-use asset in the following circumstances: 

Type of change Date change to be made Discount rate to use 

Change in lease payments resulting from 
change in interest rate 

When there is a change in 
the cash flows 

Rate that reflects change in 
interest rate 

Change in lease payments resulting from other 
change in index or rate  

No change in rate 

Change in lease term When change becomes 
known 

Rate at date of change 

Change in assessment of purchase option Rate at date of change 

Change in expected payment under residual 
value guarantee 

No change in rate 

 

 Assuming tax variations are treated depending on an index or a rate, they would be accounted for 
under the second option above.  

 Variable lease payments that neither depend on an index or a rate nor are in-substance fixed 
payments are recognised in the period to which they relate (i.e. the period in which the event or 
condition that triggers the payments occurs). 

 Examples of lease payments that do not depend on an index or rate include lease payments that 
vary with sales or lease payments that vary with usage (eg payments for a car that vary with the 
mileage driven). 

 

Comment:  Given the differences between the accounting for variations for lessors compared to that 
for lessees, problems may arise in the accounting for back-to-back leases.    
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Interest variation example 

 Suppose, for the example in section 5, the interest rate increases after the first year such that the 
required rate of return of the lessor increases from 6% to 7% and the lessor increases the lease 
payments as follows: 

 

Year 

Asset cost 
and 

residual 
value 

Initial 
direct 
costs 

Lease 
payments 

Lease 
payment 
increase 

Interest at 
6% per 
annum 

Additional 
1% interest 

Balance 
carried 
forward 

0 

1 

2 

3 

4 

5 

(5,000) 

 

 

 

 

2,500 

(150) 

 

700 

700 

700 

795 

795 

 

 

40 

36 

30 

24 

 

(267) 

(241) 

(213) 

(178) 

(141) 

 

 

(40) 

(36) 

(30) 

(24) 

(4.450) 

(4,017) 

(3,558) 

(2,976) 

(2,359) 

- 

 (2,500) (150) 3,690 130 (1,040) (130)  

 

 Although the interest rate increases from the end of the first year, the change in cash flows takes 
place at the end of year 2 and so this is when the lease payables are remeasured by the lessee. 

 Assuming the lessee assesses its revised discount rate to be 7% per annum, the present value of 
the future lease payments (including the interest rate adjustments) at the end of year at 7% per 
annum would be £1,517.  This compares to the previous lease liability of £1,457 – see paragraph 
7.16 – less the additional payment of £40 on that date giving £1,417.  The increase of £100 relates, 
in part, to the interest variations on the off-balance sheet residual value and, in part, due to the 
timing of the adjustment compared to the date of the actual interest rate change. 

 The adjustment of £100 is added to the right-of-use asset and result in higher 
depreciation/amortisation charges in future.  Consequently, part of the interest variation would 
be recognised in the income statement as a depreciation charge.   
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 This gives the following accounting figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Totals 

Lease liability        

Brought forward - 2,580 2,035 1,517 792 22 - 
Initial amount & adjustment 3,280 - 100 - - - 3,380 
Lease payments (700) (700) (700) (795) (795) - (3,690) 
Interest variations   (40) (36) (30) (24) (130) 
Interest expense - 155 122 106 55 2 440 

Carried forward 2,580 2,035 1,517 792 22 - - 

Right-of-use asset        

Brought forward - 3,380 2,704 2,128 1,418 709 - 
Initial amount & adjustment 3,280 - 100 - - - 3,380 
Initial direct costs 100 - - - - - 100 
Depreciation - (676) (676) (710) (709) (709) (3,480) 

Carried forward 3,380 2,704 2,128 1,418 709 - - 

 

Comments:   Currently, on a change in interest rates, lessors generally provide details of just the next 
rental payable.  To apply IFRS 16, a lessee would therefore have to be able to estimate the changes in 
subsequent lease payments (namely the lease variations totalling £130 in the example above).  This will 
be possible in those cases where the lessor’s expected cash flows are set out in the lease.  However, it 
may be difficult, in other cases, if the lessor does not provide the information, particularly if the lease 
is a complex tax based lease and/or if the lessee does not know the lessor’s assumed residual value. 

IFRS 16 states that the discount rate should be amended but gives little guidance as to how to determine 
the rate to use.  Where the lessee has used its incremental borrowing rate, this rate would be the 
incremental borrowing rate at the date in question.  However, where the rate implicit in the lease 
has been used and where this rate is affected by tax aspects and so does not simply equal the reference 
interest rate plus a margin, determining the revised rate implicit in the lease may be difficult. 

It should also be noted that the change should not be accounted for until there is a change in the cash 
flows.  Furthermore, interest variations are generally paid in arrears.  Therefore, if, say, interest 
variations are paid annually in arrears and IFRS 16 is applied strictly, the lessee’s interest charges would 
not be changed until one year after the actual change in interest rates.  

 To reflect a variation in lease payments using Classic, proceed as follows: 

• Enter the variations to the lease payments under the contingent income type; 

• Set the Income type ‘From date’ to the date that the variations are to recognised for 
accounting purposes (eg the end of year 2 in the above example); 

• If there is a change in discount rate (such as the change in discount rate from 6% to 7%), 
this is specified in the Accounting screen.  
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Increase in lease term example 

 Assume that nine months before the end of the initial lease term of five years, the lessee exercises 
an option to extend the lease by another two years and that the rentals payable in this extension 
are £795 per year payable annually in advance.  At that date, the lessee assesses its revised 
discount rate to be 5% per annum. 

 At this date, the present value of the future lease payments would be £1,496.  This compares to 
the previous lease liability of nil, the liability having been fully repaid at the end of the previous 
year – see paragraph 7.16.   

 The adjustment of £1,496 is added to the right-of-use asset and the depreciation/amortisation 
charges are adjusted accordingly.  

 This gives the following accounting figures: 

 Year 
0 

Year 
1 

Year 
2 

Year 
3 

Year 
4 

Year 
5 

Year 
6 

Year 
7 

Totals 

Lease liability          

Brought forward - 2,580 2,035 1,457 750 - 757 - - 
Initial amount & 
adjustment 

3,280 - - - - 1,496 - - 4,776 

Lease payments (700) (700) (700) (795) (795) - - - (3,690) 
Additional 
payments 

     (795) (795)  (1,590) 

Interest expense - 155 122 88 45 56 38 - 504 

Carried forward 2,580 2,035 1,457 750 - 757 - - - 

Right-of-use asset 
 

      

Brought forward - 3,380 2,704 2,028 1,352 676 1,457 728 - 
Initial amount & 
adjustment 

3,280 - - - - 1,496 - - 4,776 

Initial direct costs 100 - - - - -   100 
Depreciation - (676) (676) (676) (676) (715) (729) (728) (4,876) 

Carried forward 3,380 2,704 2,028 1,352 676 1,457 728 - - 

 

 To reflect a variation in lease payments using Classic, proceed as follows: 

• Enter the variations to the lease payments under the contingent income type; 

• Set the Income type ‘From date’ to the date that the variations are to recognised for 
accounting purposes (eg 9 months before the end of year 5); 

• Set the Income type ‘To date’ to the revised lease end date (eg 7 years after the lease 
start); 

• If there is a change in discount rate (such as the change in discount rate from 6% to 5%), 
this is specified in the Accounting screen.  
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Reduction in lease term example 

 At the start of year 3, assume that the lessee’s circumstances change such that it will have no 
need for the asset after the end of year 3 and so it re-assesses the lease term to be three years. 

 If the lease ends early assume also that the lessee is required to guarantee the lessor’s expected 
residual value and that a payment of £300 is expected to be payable under this guarantee. 

 The lessee assesses its revised discount rate to be 7% per annum. 

 At the start of year 3, the present value of the remining payment of £300 would be £280.  This 
compares to the previous lease liability of £1,457 – see paragraph 7.16. The adjustment of £1,177 
is deducted from the right-of-use asset and the depreciation/amortisation charges are adjusted 
accordingly. 

 This gives the following accounting figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Totals 

Lease liability       

Brought forward - 2,580 2,035 1,457 - - 
Initial amount & adjustment 3,280 - - (1,177) - 2,103 
Lease payments (700) (700) (700) (795) (795) (3,690) 
Adjustments thereto    495 795 1,290 
Interest expense - 155 122 20 - 297 

Carried forward 2,580 2,035 1,457 - - - 

Right-of-use asset       

Brought forward - 3,380 2,704 2,028 - - 
Initial amount & adjustment 3,280 - - (1,177) - 2,103 
Initial direct costs 100 - - - - 100 
Depreciation - (676) (676) (851) - (2,203) 

Carried forward 3,380 2,704 2,028 - - - 

 

 To reflect a variation in lease payments using Classic, proceed as follows: 

• Enter the variations to the lease payments under the contingent income type; 

• Set the Income type ‘From date’ to the date that the variations are to recognised for 
accounting purposes (eg the start of year 3); 

• Set the Income type ‘To date’ to the revised lease end date (eg the end of year 3); 

• If there is a change in discount rate (such as the change in discount rate from 6% to 7%), 
this is specified in the Accounting screen. 
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Purchase option example 

 At the end of year 4, the lessee determines that it is likely to exercise a purchase option of £2,500 
at the end of 5 years.  At that date, the lessee assesses its revised discount rate to be 5% per 
annum. 

 At this date, the present value of the future lease payments (namely the purchase option) would 
be £2,381.  This compares to the previous lease liability of nil, the liability having been fully 
repaid at the end of the year 4 – see p paragraph 7.16.   

 The adjustment of £2,381 is added to the right-of-use asset and the depreciation/amortisation 
charges are adjusted accordingly.  The depreciation period is to end of the asset’s expected useful 
life, assumed to be 10 years, leaving a right-of-use asset balance of £2,547 at the lease end.  This 
balance would be transferred to PP&E when the lessee acquires title to the asset. 

 This gives the following accounting figures: 

 Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Totals 

Lease liability        

Brought forward - 2,580 2,035 1,457 750 2,381 - 
Initial amount & adjustment 3,280 - - - 2,381 - 5,661 
Lease payments (700) (700) (700) (795) (795) - (3,690) 
Purchase option - - - - - (2,500) (2,500) 
Interest expense - 155 122 88 45 119 529 

Carried forward 2,580 2,035 1,457 750 2,381 - - 

Right-of-use asset        

Brought forward - 3,380 2,704 2,028 1,352 3,057 - 
Initial amount & adjustment 3,280 - - - 2,381 - 5,661 
Initial direct costs 100 - - - - - 100 
Depreciation - (676) (676) (676) (676) (510) (3,214) 

Carried forward 3,380 2,704 2,028 1,352 3,057 2,547 2,547 

 

 To reflect a variation in lease payments using Classic, proceed as follows: 

• Enter the purchase option under the contingent income type; 

• Set the Income type ‘From date’ to the date that the variations are to recognised for 
accounting purposes (eg the end of year 4); 

• Set the Income type ‘To date’ to the revised end of the depreciation period (eg the end 
of year 10); 

• If there is a change in discount rate (such as the change in discount rate from 6% to 5%), 
this is specified in the Accounting screen. 
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Impairments 

 A lessee shall apply IAS 36 Impairment of Assets to determine whether the right-of-use asset is 
impaired and the amount of any impairment loss.  

 For lessees accounting under IFRS 16, Classic includes a separate tab in the accounting section 
for entering adjustments to the right-of-use asset.  This can be used for specifying adjustments 
arising from impairments.  

 A lessor shall apply IFRS 9 Financial Instruments for impairments of lease receivables and IAS 
36 for residual assets.  The expected payments under residual value guarantees should be taken 
into account.   

Modifications 

 Lessees account for lease modification as follows: 

Conditions Treatment 

The modification increases the 
scope (i.e. the right to use the 
underlying assets); and 

The consideration for the increase 
represents the value of the 
increase. 

Account for the modification as a separate lease. 

The modification reduces the 
scope 

Remeasure lease liability at the effective date of the modification 
(being date when both parties agree to a lease modification) 
based on the revised lease payments, lease term and discount 
rate. 

Decrease right-of-use asset to reflect the partial termination. 

Take net difference in above to profit and loss. 

Otherwise Remeasure lease liability based on the revised lease payments, 
lease term and discount rate. 

Adjust right-of-use asset for the change in lease liability. 

 

 Examples as to how to apply the above are set out in the IFRS 16 Illustrative Examples 15 to 19. 
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Comment:  Care should be taken in using the method set out in the IFRS 16 Illustrative Examples.  For 
example, in determining the profit or loss to recognise on the modification in Example 17 of the 
Illustrative Examples, a factor of 50%, reflecting the reduction in scope, is applied to the lease liability 
and right-of-use asset at the effective date of the modification.  This is based in the assumption that the 
future lease payments at that date relate solely to the reduced asset.  In practice, this may not be the case 
– for example, the future payments might still include payments relating to the full asset.  

This can be demonstrated in Example 17 simply by making the effective date one day earlier – i.e. 
before the lease payment of 50,000 at the end of year 5 has been paid.  This payment relates to the 
period before modification and, at this date, the lease liability would be 50,000 higher (i.e. 260,618 
instead of 210,618).  Furthermore, the profit (being 50% of the lease liability less right-of-use asset) 
would be 25,000 higher, which is clearly inappropriate. 

The future lease payments may also include a penalty for the partial termination and this cost should 
arguably be recognised at the effective date rather than be spread over the remaining lease term.  

 Classic includes options to account for a reduction in scope under the Fix income & tax tab, as 
follows: 

 

 Alternatively, the changes in lease payments can be entered as contingent rentals, namely: 

• Enter the changes to the lease payments under the contingent income type; 

• Set the Income type ‘From date’ to the date that the variations are to recognised for 
accounting purposes (namely the effective date of the modification); 

• If there is a change in lease term, set the Income type ‘To date’ to the revised lease end 
date; 

• The change in discount rate is specified in the Accounting screen; 

• Any profit or loss arising on modification is entered in the right-of-use asset adjustment 
tab in the Accounting screen (an increase, being a profit or a reduction being a loss). 
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Foreign currency 

 Any foreign currency exchange differences arising from the re-measurement of a lease liability 
or a lease receivable denominated in a foreign currency shall be recognised in profit or loss in 
accordance with IAS 21 The Effects of Changes in Foreign Exchange Rates  
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11 Construction periods 
 If a lessee incurs costs relating to the construction or design of an underlying asset, the lessee 

shall account for those costs in accordance with other applicable such as IAS 16. Where the 
payments are made to the lessor, those payments may be for the right to use the underlying asset 
and, as such, would be lease payments, regardless of the timing of those payments, rather than 
costs relating to the construction or design of an underlying asset. 

 

Comment:  Little guidance is given in IFRS 16 on the accounting by a lessor prior to the lease 
commencement. 

However, where the underlying asset was owned by the lessor prior to entering into the lease, the 
accounting should probably continue as it was until the lease commencement. Where expenditure is 
incurred on the underlying asset (such as a stage payment to the manufacturer) after entering into the 
lease but prior to the lease commencement, the asset should probably be accounted for either as a 
financing or as PP&E depending on the nature of the lease arrangements.  For example, if the lessor 
has, by way of the lease arrangements, effectively pre-sold any interest in the underlying asset, it would 
not be appropriate to recognise the asset as PP&E.  The substance may instead be that the lessor is 
lending the lessee the stage payment or making a payment in advance. 
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12 Sale and leasebacks and lease and leasebacks 
 A sale and leaseback is where the lessee leases an asset but controlled that asset prior to the 

commencement date.  This would apply where the lessee previously used the asset and could 
apply where the lessee is involved in the construction and design of an asset.  However, it may 
not apply where the lessee has transferred a purchase contract for the asset to the lessor but not 
taken delivery of the asset prior to entering into the lease.  

 Whilst the section in IFRS 16 is headed ‘sale and leaseback transactions’, the guidance refers to 
an entity transferring an asset to another entity and so presumably includes lease and leasebacks.  

 Sale-and-leaseback transactions are accounted for as a sale and a separate leaseback if it is 
determined that the whole of the underlying asset has been sold under the sale leg of the 
transaction. The assessment as to whether there has been a sale should be based on the guidance 
in paragraphs 31 to 34 of IFRS 15.  Under this guidance, a sale is recognised when a customer 
obtains control of an asset – i.e. it has the ability to direct the use of and obtain substantially all 
of the remaining benefits from the asset.  

 The existence of the leaseback does not, in isolation, prevent the transferee from obtaining control 
of the underlying asset. However, if the seller/lessee has a repurchase option, it may be that a sale 
cannot be recognised (see paragraphs B64 to B76 of IFRS 15).  

 If there has been a sale, a profit or loss would be recognised on that sale, restricted to the 
proportion of the asset retained by the lessor and not transferred back to the lessee under the 
leaseback.   The leaseback would be accounted for in the same way as other leases.  

 If not a sale, the arrangement is accounted for as a financing under IFRS 9 and be outside the 
scope of IFRS 16.   It should be noted that, if this occurs, lease arrangements that have options 
or tax and other variations may fail the solely for payment of principal and interest test under 
IFRS 9 and will consequently have to be fair valued through profit or loss. 

Comment:  Sale and operating leasebacks (or lease and operating leasebacks) will create difficulties 
where the sale cannot be recognised.  Under IFRS 16, the arrangement would be deemed to be a 
financing arrangement even when it is clearly not.  The lease receivable or payable recognised under 
the leaseback (namely equal to the sale proceeds) may also exceed the actual lease payments 
receivable or payable. 

For example, one may sell an asset with a 20-year life and have a repurchase option after 10 years.  If 
the leaseback is for only 2 years, one would have effectively transferred 8 years of the asset’s use to 
the lessor but the accounting under IFRS 16 would not reflect this.  

Transition 

 If the transaction was previously a sale and finance leaseback, the accounting shall remain 
unchanged on transition but the lease would be accounted for under IFRS 16 thereafter. 

 If the transaction was previously a sale and operating leaseback, an entity shall not re-assess 
whether there has been a sale and the lease would be accounted for under IFRS 16 thereafter.  
However, any deferred gain or losses that relate to off-market terms should be added to or 
deducted from the right-of-use asset. 
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	2.1 A lease is defined as a contract that conveys the right to use an asset (the underlying asset) for a period of time in exchange for consideration.
	2.2 The accounting for lessors is similar to that under the previous lease accounting standard, IAS 17 Leases.
	2.3 Leases are classified as either finance leases or operating leases.  A finance lease is a lease that transfers substantially all the risks and rewards incidental to ownership of an underlying asset. An operating lease is one that does not transfer...
	2.4 For finance leases, the asset is presented as a receivable lessor and recognised, at the commencement date, at the present value of the lease payments (net investment), discounted at the interest rate implicit in the lease.  Finance income is then...
	2.5 An asset held for use in operating leases is presented according to the nature of the underlying asset, namely as either property, plant and equipment (PP&E) or as an intangible asset.  It is depreciated over its useful life in accordance with eit...
	2.6 Whilst, for lessors, IFRS 16 is similar to IAS 17, there are some changes, such as:
	2.7 For lessees, all agreements that meet the definition of a lease are required to be brought on to the balance sheet (whereas under previous lease standards, operating leases wereoff balance sheet).
	2.8 However, a lessee may elect not to apply the requirements to:
	 short-term leases - i.e. a lease that, at the commencement date, has a lease term under the contract of twelve months or less and contains no purchase options; and
	 leases for which the underlying asset (when new) is of low value.  Examples of which are tablets, personal computers, small items of office furniture and telephones.
	2.9 For such leases, the expense would be recognised as for operating leases under IAS 17 (generally straight line).
	2.10 For all other leases, the lessee would recognise, at the lease commencement, a lease liability and a right-of-use asset.  The lease liability would initially be the present value of the future lease payments, discounted at the interest rate impli...
	 The lease liability; plus
	 Any lease payments previously paid; plus
	 Any initial direct costs.
	2.11 Interest expense is then recognised on the lease liability and the right-of-use asset would be depreciated over the lease term in accordance with IAS 16.
	2.12 Under UK GAAP, the previous lease accounting standard (SSAP 21) has been replaced by section 20 of FRS 102.  The requirements in this are essentially the same as the accounting under IAS 17.
	2.13 Under US GAAP, Topic 842 was also issued in early 2016 and this is similar to IFRS 16, although there are some differences (not covered by this paper).

	3 Scope and definition of a lease
	3.1 IFRS 16 applies to all leases, except for the following:
	3.2 A lessee may, but is not required to, apply the standard to leases of intangible assets other than those described in paragraph (e) above.
	3.3 A lease is defined as a contract that conveys the right to use an asset (the underlying asset) for a period of time in exchange for consideration.
	3.4 An entity shall determine whether a contract is or contains a lease by assessing whether:
	(a) There is an identified asset.  An asset is typically identified by being explicitly specified in the contract and where the lessor has no right to substitute that asset.  An asset can also be identified by being implicitly specified at the time th...
	(b) The customer has the right to obtain substantially all of the economic benefits from use of the identified asset.  A customer can obtain economic benefits from use of an asset directly or indirectly in many ways, such as by using, holding or sub-l...
	(c) The customer has the right to direct the use of the identified asset.  This will generally be where the customer has the right to direct how and for what purpose the asset is used.
	3.5 All the above conditions must be met for the contract to be or to contain a lease.
	3.6 Further guidance on determining whether a contract is or contains a lease is given within Classic.  Under the Cash items tab, click on the Guided Input button.   After the initial questions, the following will appear:
	3.7 An entity shall identify and account for each lease component separately from non-lease components of a contract.
	3.8 A lessor shall allocate the consideration in the contract to each component identified using the requirements in paragraphs 73 to 90 of the accounting standard IFRS 15 (i.e. on a relative selling price basis).
	3.9 A lessee shall allocate the consideration in the contract to each lease component identified based on the relative stand-alone prices for each component of the contract.  As a practical expedient, a lessee may elect to combine the components and a...

	4 Lease payments and lease term
	4.1 The lease payments are those payable during the lease term by a lessee to a lessor for the right to use an underlying asset.
	4.2 The lease term is defined as the non-cancellable period of the lease, together with:
	4.3 In making this assessment, an entity shall consider all relevant facts and circumstances that create an economic incentive for the lessee to exercise an option to extend the lease or not to exercise an option to terminate the lease.  An entity sha...
	4.4 Lease payments include:
	4.5 Other payments are excluded from the measurement if the lease receivable or liability and are recognised in the period in which the event or condition that triggers those payments occurs.
	4.6 Variable payments that depend on index or rate would include payments that vary with interest rates.

	5 Illustrative example
	5.1 To illustrate the effects of the differing accounting, the following simple example has been used throughout this paper.
	5.2 It is assumed that the fair value / cost of the underlying asset is £5,000 and its useful life is ten years.  The asset is leased from the end of year 0 for an initial term of five years, at the end of which its residual value is expected to be £2...
	5.3 This gives a return to the lessor of 6% per annum, as shown below:

	6 Lessor accounting
	6.1 If the residual value is not guaranteed by the lessee, the lease is likely to be classified as an operating lease.
	6.2 An asset held for use in operating leases is presented according to the nature of the underlying asset (namely PP&E or an intangible asset) and it is depreciated over its useful life in accordance with IAS 16 (if PP&E) or IAS 38 (if an intangible ...
	6.3 The five annual rentals totalling £3,690 would generally be credited evenly over the lease term (£738 per annum).
	6.4 This gives the following income and balance sheet figures:
	6.5 To carry out this accounting using Classic:
	6.6 If the residual value is guaranteed by the lessee or other party, the lease is likely to be classified as a finance lease.
	6.7 For the lessor, amounts due from lessees under finance leases is presented in the balance sheet as a receivable at the net investment in the lease (being the present value of the lease payments discounted at the interest rate implicit in the lease...
	6.8 Income is allocated so as to give a constant periodic rate of return on the lessor’s net investment.  Where tax effects are ignored in the pricing, the income recognised each year would therefore be the same as the interest figures in the pricing ...
	6.9 This gives the following income and balance sheet figures:
	6.10 To carry out this accounting using Classic:

	7 Lessee accounting
	7.1 By way of comparison, the accounting for the illustrative lease in section 5 is first shown under IAS 17 and then the accounting is shown under IFRS 16.
	7.2 If the residual value is not guaranteed by the lessee, the lease is likely to be classified as an operating lease under IAS 17.
	7.3 The five annual rentals totalling £3,690 would generally be charged evenly over the lease term (£738 per annum).
	7.4 IAS 17 is silent on the treatment of initial direct costs by lessees and so these may either be charged immediately as an expense or spread.  For illustrative purposes, it is assumed that these costs (£100) are spread evenly over the lease term.
	7.5 This gives the following income and balance sheet figures:
	7.6 If the residual value is guaranteed by the lessee, the lease is likely to be classified as a finance lease under IAS 17.
	7.7 Under IAS 17, the asset is capitalised – namely the lease is recorded in the balance sheet as PP&E and as an obligation to pay future rentals.  Initially the value of this asset and liability is the present value of the minimum lease payments whic...
	7.8 The finance charges on the liability are allocated to accounting periods so as to give a constant periodic rate of charge of the remaining liability.  This represents an interest rate of 7% per annum (rather than 6% per annum) due to the lessor’s ...
	7.9 It is assumed that the lessee’s initial direct costs of £100 are capitalised as part of the PP&E and depreciated over the lease term.
	7.10 This gives the following income and balance sheet figures:
	7.11 Under IFRS 16, a guaranteed residual value is included in lease payments only to the extent that a claim is expected under the guarantee.  For the purpose of this illustration, it is assumed that either the residual value is not guaranteed or tha...
	7.12 A lease liability and right-of-use asset are recognised in the balance sheet at the lease commencement, being the date on which the lessor makes the underlying asset available for use by the lessee.
	7.13 The lease liability would initially be recognised equal to the present value of the future lease payments.  It is also assumed that the lessee considers its incremental borrowing rate to be 6% per annum.  The present value of the lease payments a...
	7.14 The right-of-use asset is also recognised, initially equal to the initial value of the lease payments to which is added:
	(a) any lease payments made on or prior to the lease commencement – £700 in this example; and
	(b) the initial direct costs - £100 in this example.
	7.15 This gives an initial right-of-use asset at the lease commencement of £3,380.  This is amortised using the principles set out in IAS 16.  For this example, this is assumed to be depreciated straight-line over the lease term.
	7.16 This gives the following accounting figures:
	7.17 Note that the expense under IFRS 16 is more front ended than a finance lease under IAS 17.  However, the total charges over the lease term are the same in all cases.
	7.18 Due to the different treatment of residual value guarantees, the balance sheet figures are lower under IFRS 16 than under the equivalent finance lease accounting.
	7.19 To carry out this accounting using Classic:
	7.20 If the lessee applies the fair value model in IAS 40 Investment Property and if the right-of-use asset meets the definition of an investment property, the lessee shall apply the fair value model to the right-of-use asset.
	7.21 If a lessee re-values assets in a class of PP&E in accordance with IAS 16, the lessee may measure right-of-use assets presented within that class at a re-valued amount in accordance with IAS 16.

	8 Back-to-back leases
	8.1 Whilst lessor accounting generally remains unchanged under IFRS 16 compared to IAS 17, one exception is back-to-back leases where the head lease was previously an operating lease.  For these leases, both the head lease and corresponding sub-lease ...
	8.2 IFRS 16 states that, when classifying a sublease, an entity shall evaluate the sublease with reference to the right-of-use asset, rather than the underlying asset (eg the item of PP&E that is the subject of the lease).  Therefore, if the sub-lease...
	Back-to-back operating leases under IAS 17

	8.3 Assume the operating lease in paragraph 6.4 is financed by an operating lease payable comprising three annual rentals in advance of £680 followed by two annual rentals of £775 and that initial direct costs of £50 are payable.
	8.4 The five annual rentals receivable (totalling £3,690) would generally be credited evenly over the lease term (£738 per annum).
	8.5 Similarly, the five annual rentals payable (totalling £3,590) would generally be charged evenly over the lease term (£718 per annum) and so would the initial direct costs of £50.
	8.6 This gives the following income and balance sheet figures:
	Back-to-back leases under IFRS 16

	8.7 IFRS 16 states that, in the case of a sub-lease, if the interest rate implicit in the sub-lease cannot be readily determined, an intermediate lessor may use the discount rate used for the head lease (adjusted for any initial direct costs associate...
	 This assumes that the lessor can determine the appropriate head lease rate to use;
	 there is no reason why the head lease rate and the sub-lease rate should be the same as the lessor will price the leases so as to earn a profit margin; and
	 if the same rate is used to determine the initial value of the head lease and the initial value of the sub-lease, the values will initially be different if the lease payments differ.  This would presumably mean taking the difference to profit or loss.
	8.8 The following suggests an alternative approach.
	8.9 A lease liability is recognised equal to the present value of the future lease payments, which excludes the first rental as this is already paid.  It is also assumed that the lessor considers its incremental borrowing rate to be 5% per annum.  The...
	8.10 If there was no sub-lease, a right-of-use asset would also be recognised, initially equal to the present value of the lease payments to which is added:
	(c) any lease payments made on or prior to the lease commencement – £680 in this example; and
	(d) the initial direct costs - £50 in this example.
	8.11 This would give an initial right-of-use asset of £3,301.  If the sub-lease term was only three years, say, leaving the lessor with a residual value risk on the right-of-use asset for the final two years of the head lease, the sub-lease would prob...
	8.12 However, in this example, as the sub-lease term is five years and the lessor assumes no residual value risk on the right-of-use asset, the sub-lease would be classified as a finance lease and so the right-of-use asset should therefore be recorded...
	8.13 If the value of the right-of-use asset is treated as being equivalent to the fair value of the asset plus initial direct costs, the interest rate implicit in the lease would be 5.66% per annum and the initial net investment would be £3,301 less t...
	8.14 This gives the following income and balance sheet figures:
	8.15 The initial net difference of £30 represents the initial cash flows, namely the initial rental paid of £680 plus the initial direct costs of £50 less the initial rental received of £700.
	8.16 To carry out this accounting using Classic:
	8.17 Separate tabs are shown for the finance lease receivables and the lease liability.

	9 Transition
	9.1 IFRS 16 is required to be applied to both existing and new leases.  Therefore, for lessees, leases previously accounted for under IAS 17 will need to be amended at the transition date (the date from which the new standard is first applied).
	9.2 IFRS 16 is effective for accounting periods beginning on or after 1 January 2019.  Therefore, for an entity that has a 31 March year end, the transition date would be 1 April 2019.  Earlier adoption is permitted but only if IFRS 15 is also applied.
	9.3 The following examples are based on the leases in section 7 but assuming transition to IFRS 16 accounting one year after commencement.
	9.4 IFRS 16 has various options, some of which have to be applied consistently to all leases and others that can be applied on a lease-by-lease basis.  A summary of these is as follows:
	9.5 The impact of certain of these options is illustrated below.
	9.6 Using the example in the previous section, for an operating lease under IAS 17, for years 0 and 1 the figures would previously have been as in paragraph 7.5.
	9.7 If a fully retrospective basis is adopted, the figure for prior years would be adjusted as if IFRS 16 had always applied. The figures for the example lease would be as in paragraph 7.16 above.  The comparatives and the retained earnings would also...
	9.8 The difference between the net asset figure of £742 at the end of year 1 under IAS 17 and the net figure of £669 under IFRS 16 (i.e. a difference of £73) is treated as an adjustment to retained earnings.
	9.9 If there had been any changes to the rentals in the past, under a fully retrospective approach, one would initially use the lease payments expected at the lease commencement and then adjust the right-of-use asset each time the rentals subsequently...
	9.10 The lease liability is measured at the present value of the future lease payments, discounted using the lessee’s incremental borrowing rate at the transition date.  In this example, it is assumed to be 7% per annum giving a lease liability at the...
	9.11 Under this basis for determining the right-of-use asset, the right-of-us asset would, on transition, be calculated on the same basis as a new lease, namely equal to the lease liability (£1,998) plus the prepaid rentals at that date (£662) plus th...
	9.12 This gives the following figures:
	9.13 Note that, under this method, there is no adjustment to the net assets on transition and hence no adjustment to retained earnings.
	9.14 Under this method, the asset liability and interest thereon would be as in the above table.  However, the right-of-use asset would be recalculated from the lease commencement but using the incremental borrowing rate as at transition (7% in this e...
	9.15 This gives the following figures:
	9.16 Under this method there is a charge to retained earnings on transition of £84 (being the difference between net asset figure of £742 at the end of year 1 under IAS 17 and the net figure of £658 under IFRS 16).
	9.17 Whilst this is a more complex method than the previous basis of determining the right-of-use asset, it gives a lower lease expense going forward.  A key difference between this method and the fully retrospective method is that the calculations ar...
	9.18 Furthermore, one can take advantage of the practical expedients in paragraph 9.4 above.
	9.19 For example, if the lease contains lease extensions, some of which have been exercised,  rather than having to make a judgement as to what the lease term would have been at the lease commencement had IFRS 16 applied then, one could instead use hi...
	9.20 The methods compared:
	9.21 How to reflect the above accounting using Classic:
	9.22 If a fully retrospective basis is adopted, the figure for prior years would be adjusted as if IFRS 16 had always applied.  This will have an impact if the lease payments have changed in the past as the accounting for these under IFRS 16 differs t...
	9.23 The existing accounting remains unchanged on transition.   However, the IFRS 16 accounting shall be applied thereafter.
	9.24 For sub-leases that were classified as operating leases under IAS 17 but finance leases under IFRS 16, the sub-leases are to be treated as new finance leases entered into on the date of initial application (i.e. lease receivable value on transiti...

	10 Changes during the life of the lease
	10.1 Little guidance is given in IFRS 16 on how lessors should account for variations in lease payments and other variations and so lessors should continue to account for variations as they did under IAS 17.
	10.2 An exception is lease modifications, which are accounted for as follows:
	10.3 The lease liability is remeasured with the change in value being added to or deducted from the right-of-use asset in the following circumstances:
	10.4 Assuming tax variations are treated depending on an index or a rate, they would be accounted for under the second option above.
	10.5 Variable lease payments that neither depend on an index or a rate nor are in-substance fixed payments are recognised in the period to which they relate (i.e. the period in which the event or condition that triggers the payments occurs).
	10.6 Examples of lease payments that do not depend on an index or rate include lease payments that vary with sales or lease payments that vary with usage (eg payments for a car that vary with the mileage driven).
	10.7 Suppose, for the example in section 5, the interest rate increases after the first year such that the required rate of return of the lessor increases from 6% to 7% and the lessor increases the lease payments as follows:
	10.8 Although the interest rate increases from the end of the first year, the change in cash flows takes place at the end of year 2 and so this is when the lease payables are remeasured by the lessee.
	10.9 Assuming the lessee assesses its revised discount rate to be 7% per annum, the present value of the future lease payments (including the interest rate adjustments) at the end of year at 7% per annum would be £1,517.  This compares to the previous...
	10.10 The adjustment of £100 is added to the right-of-use asset and result in higher depreciation/amortisation charges in future.  Consequently, part of the interest variation would be recognised in the income statement as a depreciation charge.
	10.11 This gives the following accounting figures:
	10.12 To reflect a variation in lease payments using Classic, proceed as follows:

	Increase in lease term example
	10.13 Assume that nine months before the end of the initial lease term of five years, the lessee exercises an option to extend the lease by another two years and that the rentals payable in this extension are £795 per year payable annually in advance....
	10.14 At this date, the present value of the future lease payments would be £1,496.  This compares to the previous lease liability of nil, the liability having been fully repaid at the end of the previous year – see paragraph 7.16.
	10.15 The adjustment of £1,496 is added to the right-of-use asset and the depreciation/amortisation charges are adjusted accordingly.
	10.16 This gives the following accounting figures:
	10.17 To reflect a variation in lease payments using Classic, proceed as follows:

	Reduction in lease term example
	10.18 At the start of year 3, assume that the lessee’s circumstances change such that it will have no need for the asset after the end of year 3 and so it re-assesses the lease term to be three years.
	10.19 If the lease ends early assume also that the lessee is required to guarantee the lessor’s expected residual value and that a payment of £300 is expected to be payable under this guarantee.
	10.20 The lessee assesses its revised discount rate to be 7% per annum.
	10.21 At the start of year 3, the present value of the remining payment of £300 would be £280.  This compares to the previous lease liability of £1,457 – see paragraph 7.16. The adjustment of £1,177 is deducted from the right-of-use asset and the depr...
	10.22 This gives the following accounting figures:
	10.23 To reflect a variation in lease payments using Classic, proceed as follows:

	Purchase option example
	10.24 At the end of year 4, the lessee determines that it is likely to exercise a purchase option of £2,500 at the end of 5 years.  At that date, the lessee assesses its revised discount rate to be 5% per annum.
	10.25 At this date, the present value of the future lease payments (namely the purchase option) would be £2,381.  This compares to the previous lease liability of nil, the liability having been fully repaid at the end of the year 4 – see p paragraph 7...
	10.26 The adjustment of £2,381 is added to the right-of-use asset and the depreciation/amortisation charges are adjusted accordingly.  The depreciation period is to end of the asset’s expected useful life, assumed to be 10 years, leaving a right-of-us...
	10.27 This gives the following accounting figures:
	10.28 To reflect a variation in lease payments using Classic, proceed as follows:
	10.29 A lessee shall apply IAS 36 Impairment of Assets to determine whether the right-of-use asset is impaired and the amount of any impairment loss.
	10.30 For lessees accounting under IFRS 16, Classic includes a separate tab in the accounting section for entering adjustments to the right-of-use asset.  This can be used for specifying adjustments arising from impairments.
	10.31 A lessor shall apply IFRS 9 Financial Instruments for impairments of lease receivables and IAS 36 for residual assets.  The expected payments under residual value guarantees should be taken into account.
	10.32 Lessees account for lease modification as follows:
	10.33 Examples as to how to apply the above are set out in the IFRS 16 Illustrative Examples 15 to 19.
	10.34 Classic includes options to account for a reduction in scope under the Fix income & tax tab, as follows:
	10.35 Alternatively, the changes in lease payments can be entered as contingent rentals, namely:
	10.36 Any foreign currency exchange differences arising from the re-measurement of a lease liability or a lease receivable denominated in a foreign currency shall be recognised in profit or loss in accordance with IAS 21 The Effects of Changes in Fore...

	11 Construction periods
	11.1 If a lessee incurs costs relating to the construction or design of an underlying asset, the lessee shall account for those costs in accordance with other applicable such as IAS 16. Where the payments are made to the lessor, those payments may be ...

	12 Sale and leasebacks and lease and leasebacks
	12.1 A sale and leaseback is where the lessee leases an asset but controlled that asset prior to the commencement date.  This would apply where the lessee previously used the asset and could apply where the lessee is involved in the construction and d...
	12.2 Whilst the section in IFRS 16 is headed ‘sale and leaseback transactions’, the guidance refers to an entity transferring an asset to another entity and so presumably includes lease and leasebacks.
	12.3 Sale-and-leaseback transactions are accounted for as a sale and a separate leaseback if it is determined that the whole of the underlying asset has been sold under the sale leg of the transaction. The assessment as to whether there has been a sal...
	12.4 The existence of the leaseback does not, in isolation, prevent the transferee from obtaining control of the underlying asset. However, if the seller/lessee has a repurchase option, it may be that a sale cannot be recognised (see paragraphs B64 to...
	12.5 If there has been a sale, a profit or loss would be recognised on that sale, restricted to the proportion of the asset retained by the lessor and not transferred back to the lessee under the leaseback.   The leaseback would be accounted for in th...
	12.6 If not a sale, the arrangement is accounted for as a financing under IFRS 9 and be outside the scope of IFRS 16.   It should be noted that, if this occurs, lease arrangements that have options or tax and other variations may fail the solely for p...
	12.7 If the transaction was previously a sale and finance leaseback, the accounting shall remain unchanged on transition but the lease would be accounted for under IFRS 16 thereafter.
	12.8 If the transaction was previously a sale and operating leaseback, an entity shall not re-assess whether there has been a sale and the lease would be accounted for under IFRS 16 thereafter.  However, any deferred gain or losses that relate to off-...




