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Classification and Measurement

Seeing the big picture
IAS 39

IFRS 9

Classification

Asset/Liability

Measurement

Classification

Asset/Liability

Measurement

Loans & Receivable

Asset

Amortised Cost

Amortised Cost

Asset

Amortised Cost

Held-to-Maturity

Asset

Amortised Cost

Other Liabilities

Liability

Amortised Cost

Fair Value through
OCI

Asset
(debt only)

Fair Value to OCI
(Recycling permitted)

Available-for-Sale

Asset

Fair Value through
Equity

Other Liabilities

Liabilities

Amortised Cost

Trading

Asset/Liability

Fair Value through
P&L

Fair Value through
OCI

Asset
(equity only)

Fair Value to OCI
(Recycling not permitted)

Designated at Fair
Value

Asset/Liability

Fair Value through
P&L

FVPL

Asset/Liability

Fair Value through P&L

Designated at Fair
Value

Asset/Liability

Fair Value through P&L

Objective of this project was simplification

Overview of Model
Only applies to FINANCIAL ASSETS
Business model is to collect
contractual cash flows

Amortised Cost

Solely Payments of Principal & Interest

Business model is both to hold
financial assets to collect contractual
cash flows and to sell financial assets

Fair value with movements to equity
except FX, interest and impairment as
amortised cost

Solely Payments of Principal & Interest
All other instruments:
►Equities
►Derivatives
►Most
6 hybrid contracts

Fair Value through Profit or Loss

IASB has decided that:
► Financial assets will not be bifurcated into host contracts and embedded
derivatives but will be accounted for in their entirety at fair value through profit
or loss or amortized cost (if they meet certain criteria).
► Financial liabilities will remain the same and be bifurcated under IAS 39 rules.
► This is illogical as one party will use one approach and the other another.
(consider what happens for a group of companies)

Contractual terms that give rise to payments of

Principal

Interest

Interest = Consideration for:
► time value of money
► liquidity and credit risks
► profit margin, servicing

SPPI or not…
 Government debt held
 Bonds held
 Trade receivables
 Fixed deposits
 Loan receivables
 Structured products held
 Financial liabilities issued
 Convertible debt held
 Convertible debt issued
 Equities held
 Equity issued

Equity Instruments

Held for trading

Fair value – with changes
recognised in profit or loss
(no impairment)

Not held for trading

Fair value – irrevocable
choice of recognising
changes in the profit or loss
or OCI
(no impairment)

Equity Instruments
Alternative presentation of fair value changes in other comprehensive
income (OCI):


Scope – investments in equity instruments not held for trading



Features
 option available instrument by instrument
 no recycling, impairment or change in presentation
 dividends recognised in P/L

Equity

Gains

OCI

No impact on
income or EPS

Dividends

P&L

Impact income
and EPS

Losses

OCI

No impact on
income and EPS

Derecognition

Current State of IFRS 9
► Will retain the language and principles for derecognition in IAS 39 for
both financial assets and liabilities.
► They are considering establishing additional disclosure requirements.

13

Derecognition of financial assets
and liabilities
ASSETS

LIABILITIES

Substantial risks and rewards transferred

Defeasance of legal liability

OR

OR

Some risks and rewards transferred and
control relinquished

Substantial modification

OR
Contract to cash flows “expires”

What is Substantial Modification?
The term “substantial” as such is very subjective. However, IFRS 9 assumes that a
change is substantial if one of the two following tests are met:
 Quantitative test: the net present value of the cash flows under the new terms
discounted at the original effective interest rate is at least 10% different from the
carrying amount of the original debt. This test is commonly referred to as the “10%
test”.
 Qualitative test: A significant change in the terms and conditions that is so
fundamental that immediate de-recognition is required with no additional
quantitative analysis (e.g., new debt having a different currency to the old debt,
equity instrument embedded in the new debt, etc.).

Why does it matter?
A “substantial” debt modification or a debt exchange with “substantially” different
terms is accounted for as an extinguishment of the original financial liability.
This results in de-recognition of the original loan and the recognition of a new
financial liability at its fair value.
This results in a direct impact on profit or loss due to the difference between the
carrying amount of the original financial liability and the fair value of the new
financial liability (also taking into account any cash consideration paid early
repayment penalties or non-cash assets transferred).

Impairment

Why has it changed?
 Previously we used an expected loss model, but this led to general provisions and
“big bath” provisions that created the problem of distorted earnings
 Solution was incurred loss provisions (IAS 39)
 But they proved inadequate to absorb the 2008 financial crisis losses (as would any
provision), as models used were highly subjective
 Further they were deemed “countercyclical” and the reason for lower levels of
lending
 Solution?
 An expected loss model
(the solution is the problem that this solution solved until it became the problem)

Incurred Loss Approach
► Model for determining the timing and measurement impairment of financial assets held at
amortised cost, where a reporting entity can recognise an impairment loss only if it can
evidence that a credit loss has been “incurred” (after the loan recognition), meaning the credit
loss is probable and future expected cash flow losses can be reasonably estimated (e.g. credit
default, borrower loss employment, decrease in collateral values).

Expected Loss Approach
► Model for determining the timing and measurement of impairment of financial assets held at
amortised cost where an entity‘s estimate of future expected credit losses is recognised as
an adjustment to the contractual effective interest rate at loan inception and throughout its
existence.

Two Different Expected Loss Approaches Have Emerged
IASB Approach

FASB Approach

Approach uses three phases with

Approach

phase

EL

reporting date the lifetime expected

provision at inception, phase 2

losses on the entire portfolio. Any

being lifetime EL provision on a

write-offs are adjusted against the

credit

provision.

1

being

12

deterioration

month

event

and

measures

at

each

phase 3 being a write-off to P&L
when no hope of recovery.
When is the highest chance of a loan default? Beginning, middle or at the end?

Incurred Loss
Criticism was that
provision was inadequate
and produced
procyclicality.

Definition:

Impairment Allowance:

Assessment Basis:

Bucket 1

Bucket 2

All receivables for which there
was not an individual
impairment are assessed for a
portfolio provision

The carrying value exceeds the
recoverable value of the
individual receivables

Incurred loss on portfolio

Incurred loss on individual
asset

Collective

Individual

Expected Loss
All originated financial assets initially in phase 1

Purchased financial assets with a significant credit
deterioration initially in phase 2 or 3

Phase 1

Phase 2

Definition:

No or insignificant
deterioration in credit
quality

More than insignificant
deterioration in credit
quality and default is
reasonably possible

Impairment
Allowance:

Lifetime expected
losses provided for if
loss event expected
within 12 months

Full remaining
lifetime expected loss
provided for

Collective
or Individual

Collective or
Individual

Assessment
Basis:

Phase 3
No reasonable hope of
recovery

Full remaining
lifetime expected loss
written-off to P&L

Individual

 Expected Loss (EL)
 Lending institutions need to understand the loss that can be incurred as a result of
lending to a company that may default; this is known as expected loss (EL). EL can
be expressed as a simple formula:
 EL = PD * LGD * EAD
 The probability of default (PD) is the likelihood of a default event.
 Loss given default (LGD) is 1- Recovery Rate (RR) and expressed as a % with RR =
collateral/loan amount.
 The total exposure to credit risk at the time of default is the exposure at default
(EAD).

A borrower (Company X) takes out a loan from Bank ABC for $10 million (EAD).
Company X pledges $3 million collateral against this loan. the PD is 0.03 or 3 percent.
 LGD = 1 – Recovery Rate (RR)
 RR = Value of Collateral/Value of the Loan
 RR = $3 million/ $10 million = 30%
 LGD = 1- 0.30 = 0.70 or 70%.
 EL = PD * LGD * EAD
 EL= 0.03* 70% * $10 million
 EL = $210, 000

EL is taken at inception or reporting date based on policy.

 While the measurement is EL, the deterioration of credit is based on the
change in PD or probability of default.
 Therefore, assets such as mortgages with RRs that equal or exceed the EAD
would deteriorate even though the impact would be nil as the LGD will be nil.
 Deterioration would be significant if PD increased by 5-10% (that is 5-10% of
PD and not an increase of PD by 5%).
 Deterioration events are complicated.

Interesting Thought
Should you take a provision on day one?
Some say yes as the standard requires a provision for 12 months expected losses.
Others say, that requirement is at the reporting date, not at origination of the loan
and that on day one this would mean the asset is not recorded at FV.
Apparently either is acceptable and should have no impact on published accounts, but
whatever approach is applied should be applied consistently.

Simplified approach is mandatory for:
• Trade receivables WITHOUT significant financing component, and
• Contract assets under IFRS 15 WITHOUT significant financing component

Optional for:
• Trade receivables (usually long term) WITH significant financing component,
• Contract assets under IFRS 15 WITH significant financing component, and
• Lease receivables (IAS 17 or IFRS 16)

Example: Impairment of trade receivables
under IFRS 9
ABC wants to calculate the impairment loss of its trade receivables balance of $1,800
as at 31 December 20X1. ABC’s policy is to give 30 days for the repayment of
receivables.
(Note - 30 days credit period means that these receivables have NO significant
financing component and therefore, there is no need to consider discounting)
SFRS(I)_09_IE 74 also gives an example of a provision matrix.

Analyze collection of receivables by the
Time buckets
ABC needs to analyse its data to see how long it took to collect its receivables,
and to determine the proportion of balances in each past-due category that was eventually not collected

Amt
Ending
balance
When was cash received Inital balance received
Current
10,500
5,000
5,500
Between 1-30 days past
due
5,500
2,750
2,750
Between 31-60 days past
due
2,750
1,350
1,400
Between 61-90 days past
due
1,400
750
650
Between 90 days past
due
650
525
125
Never received (w-off)
125
Consider how much data to collect? IFRS 9 mentions without undue costs or efforts

Calculate the historical loss rates

Current

1-30 days
past due

1-30 days
past due

1-30 days
past due

More than 90
days past due

Balance outstanding

10,500

5,500

2,750

1,400

650

Total credit loss

125

125

125

125

125

Historical loss rate

1.2%

2.3%

4.5%

8.9%

19.2%

Incorporate forward-looking information
Need to consider what factors could affect collection of receivables, e.g. unemployment rate, GDP
growth, purchase index, etc.
Here, we assume a 20% deterioration
(can you remember what happens if there's no significant deterioration?)

Updating historical loss
rates for forward looking
info

Current

1-30 days
past due

1.4%

2.7%

1-30 days 1-30 days More than 90
past due past due days past due

5.5%

10.7%

23.1%

Apply loss rates to current trade
receivables portfolio

Current

1-30 days
past due

1-30 days
past due

1-30 days
past due

More than 90
days past due

Total

Determine the
expected credit loss

1,000

500

150

100

50

1,800

Expected credit loss

1.4%

2.7%

5.5%

10.7%

23.1%

Expected credit loss
allowance

14.29

13.64

8.18

10.71

11.54

58.36

Journal Entries
 Provision for Bad Debts:
 Dr Bad Debt Expense
 Cr Allowance for Bad Debts
 Write-offs can be made directly to expense or by increasing the provision and then
reducing the provision and receivable.
 Reversals of write-offs should be taken against the bad debt expense and increase the
receivable.
 Zero probability of default… POSSIBLE??

Illustrative Disclosures - SIA

Illustrative Disclosures - Singtel

Singtel

Intercompany Loans

Loans that are considered investment
 Intercompany financings that, in substance, form part of an entity’s “investment in subsidiary” are not in
the scope of IFRS 9. IAS 27 should apply.
 An intercompany loan is NOT within scope of IFRS 9 (and within IAS 27) only if it meets the definition of an
equity instrument for the subsidiary (e.g. capital contribution)
 All loans to subsidiaries are accounted for by the subsidiary as a liability are within the scope of IFRS 9,
especially if there is a legal agreement that creates contractual rights and obligations between the 2 entities
and applies to all debt instruments held at amortized cost of FVOCI. ‘Quasi-equity” loans are included here.
 If the terms of an intercompany financing are clarified or changed on adoption, more analysis would be
required.
 An entity should determine whether a certain treatment is appropriate, referring to the issue only for
reference.

Intercompany loans repayable on demand
 For loans that are repayable on demand, expected credit losses (“ECL”) are based on the assumption that
repayment of the loan is demanded at the reporting date.
 If the borrower has enough liquid assets in order to repay the loan at the reporting date, the ECL is likely
to be immaterial.
 If the borrower could not repay the loan if demanded at the report date, the lender need to consider the
expected manner of recovery to measure ECL. This could be a plan to “repay over time” or a fire sale of its
liquid asset.
 If full recovery is expected (based on the plans), ECL will be limited to the discounting effect of the loan
over the period until repayment is completed. Usually the effect would be minimal (interest free or the
period to repay is not extremely long).
 Note that impairment provision would be based on the assumption that loan is demanded at reporting
date and the ECL should reflect this.

 No assumption should be made that management will support a subsidiary which is unable to repay an
intercompany loan unless there’s contractual obligation eg guarantee or letter of comfort. A holistic view of
the Group can be taken into consideration

 3 stage general impairment model: PD * LGD * EAD

PD: Probability of Default – likelihood that borrower would not be able to repay
LGD: Loss Given Default – loss that occurs if the borrower is unable to repay
EAD: Exposure Assuming Default – outstanding balance at the reporting date

Low credit intercompany loans
 A loan has low credit risk of the borrower has strong capacity to meet its cash flow
obligations in the near term, and adverse changes in the future may not necessarily reduce
its ability to fulfil its obligations eg an “investment grade” rating by an external agency.
 Low credit risk loans implies very low PD.
 A “short-cut” can be used to determine if the ECL on a low credit risk loan is material. It
assumes that the PD of these loans would be extremely low (equal to lowest investment
grade) and the maximum possible loss in the event of a default is immaterial, no further
analysis is required.

Intercompany Loans that are <12 months
 A loan has low credit risk of the borrower has strong capacity to meet its cash flow
obligations in the near term, and adverse changes in the future may not necessarily reduce
its ability to fulfil its obligations eg an “investment grade” rating by an external agency
 Low credit risk loans implies very low PD
 A “short-cut” can be used to determine if the ECL on a low credit risk loan is material. It
assumes that the PD of these loans would be extremely low (equal to lowest investment
grade) and the maximum possible loss in the event of a default is immaterial, no further
analysis is required.

Phase 2 and 3 Intercompany Loans
 Intercompany loans that are in phase 2 and 3 require a lifetime ECL to be recognized. All reasonable and
supportable information that is available without undue cost or effort should be considered and this
includes both internal and external information about past events, current conditions and forecasts of
future economic conditions.
 Effect of credit enhancements such as collateral, guarantees and letters of support should be included.
Guarantees that are contractually enforceable have a greater effect that letters of support which are not.
 There is a need to consider the rebuttable presumptions that a loan that is 30 days past due has had a
significant increase in credit risk (5.5.11) and a loan that is 90 days past due is credit impaired (5.5.37).
 Letters of support – the group’s history of supporting its entities and its ability to move cash/liquid assets
to settle obligations should be considered when taking a holistic view about intercompany arrangements.

Phase 2 and 3 Intercompany Loans

 Collateral – any collateral pledged to the lender or any other security over the loan can reduce
the LGD, which can decreased to an amount that could represent the value at which the
collateral can be sold at.

 Guarantee are contractually binding and therefore they should be taken into account in
determining ECL (5.5.55). Note that the entity providing the guarantee might need to record a
provision based on the likelihood of paying out under the guarantee.
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Agenda
1.

Overview of 5-Step model under FRS 115
 Step 1 – Identifying the contract and performance obligation
 Step 2 – Identify the performance obligations in the contract
 Step 3 – Determining the contract price
 Step 4 – Allocate the transaction price to the performance obligations
 Step 5 – Recognizing revenue when a performance obligation is satisfied over
time

2.

Accounting for costs

3.

Disclosures

The five-step model

Step 5
Step 4
Step 3
Step 2
Step 1
Identify the
contract(s)
with a
customer

Identify
performance
obligations in
the contract

Determine the
transaction
price

Allocate the
transaction
price to the
performance
obligations in
the contract

Recognise
revenue when
(or as) the entity
satisfies a
performance
obligation

Step 1: Identifying the contract
FRS 115:9 states that the following criteria need to be present for there to be a
contract:
The parties have approved the contract
Each party’s rights and payment terms can be identified
The contract has commercial substance
It is probable that the company will collect the consideration to which it will be
entitled
=> If collection is not probable, no contract, any cash collected is accounted for as a
deposit.

Step 1: Identifying the contract
Is this a contract with customer?
Example
Software Co. A has earned into sales and purchase agreement with Purchaser B to sell a
software license.
Software Co. A is required to deliver the license at the end of 2019.
The sales and purchase agreement is valid only if Software Co. A agrees to purchase another
supporting module from Purchaser B as the consideration of the transactions.
As at 31 December 2018, the agreement to purchase the supporting module has not been
finalised.
Question:
Is this a contract with customer?

Answer
Answer:
Criteria to qualify as a contract:
Parties have agreed to terms and are committed to perform.
The entity can identify each party’s rights regarding the goods.
The entity can identify payment terms for the goods.
Contract has commercial substance.
Collection is probable.
Hence, it does not qualify as a contract.

Step 1: Identifying the contract
What is a contract?

Same scenario, but now:
The agreement to purchase the supporting module has been signed
The supporting module has not been delivered to Software Co. A.
Question:
Is this a contract with customer?

Answer
Answer:
Criteria to qualify as a contract:
Parties have agreed to terms and are committed to perform.
The entity can identify each party’s rights regarding the goods.
The entity can identify payment terms for the goods.
Contract has commercial substance.
Collection is probable.
Hence, it qualifies as a contract.

Combinations of contracts
“ Two or more contracts entered into at or near the same time with the same customer (or
related parties) are combined if ANY of the following conditions are met:”
Contracts are negotiated as a package with a single commercial objective
Consideration paid in one contract depends on the price or performance of the other contract
Goods or services promised in each of the contract is a single performance obligation (Step 2)
Contracts may be combined in a portfolio with similar characteristics if the entity reasonably
expects the effects on the financial statements would not materially differ.

Contract modifications
Account for it
Is the contract
modification (claims
and variations)
enforceable?

Are the additional
goods/services
provided ‘distinct’?

Continuation
Treat as part of the
original contract (there
will be an adjustment to
30/10/2019
revenue to date)

Do not account for it

Does the change in
price reflect the standalone selling price of
the additional goods or
services

Termination
Replace the original
with a new contract

Account for the
additional
goods/services as a
separate contract

Example
Builder company enters into two separate agreements with Customer A at the same
meeting.
• Agreement 1: Deliver bricks to Customer A for $1,000
• Agreement 2: Build a wall for Customer A for $10
Normal price for constructing the wall is $100

Question:
Should the two agreements be combined and considered as one contract?

Example
• Data Company enters into a two-year data processing service contract with a customer for
$200,000 ($100,000 per year)
• End of Year 1, the parties agree to extend the contract for another year for $80,000

Question:
How should Data Company account for the contract extension if the stand-alone selling price
at modification date is:
(a) $100,000 per year
(b) $80,000 per year

Answer
Answer (a)
Contract extended for $80,000 per year, while the stand-alone selling price is
$100,000 per year
• Are the additional goods/services provided ‘distinct’? Yes
• Does the price reflect stand-alone selling price? No
• Account for the modification as termination of the existing contract and starting a
new contract
- The impact will be:
Year 1 - $100,000
Year 2 – $90,000 [($100,000 + $80,000)/2]
Year 3 - $90,000 [($100,000 + $80,000)/2]

Answer
Answer (b)
Contract extended for $80,000 per year, while the stand-alone selling price is $80,000 per year
• Are the additional goods/services provided ‘distinct’? Yes
• Does the price reflect stand-alone selling price? Yes
• Account for the additional service as a new separate contract.

- The impact will be:
Year 1 - $100,000
Year 2 - $100,000
Year 3 - $80,000

Example
• Builder Company enters into a contract to build a manufacturing facility for $450,000 with
expected costs of $300,000
• End of Year 1, costs incurred to date amount to $100,000 and revenue of $150,000 (33.33%)
are recognised
• Both parties agree to modify the original floor plan at end of Year 1 which result in an
increase in contract price to $600,000 and expected costs to $380,000

Question:
How should Builder Company account for the contract modification?

Answer
• Are the additional goods/services provided “distinct”? No
• Account for the modification as continuation of original contract
• The impact on the revenue should be accounted based on cumulative catch-up (prospective)
adjustment and the difference in revenue recognised of $7,935 (26.32%) should be
recognised immediately.
Computation:
Based on original contract, Cost incurred to-date is = $100,000 / $300,000 = 33.33%
Revenue, 33.33% * $450,000 = $149,985
Based on agreed modified contract, cost incurred to-date is
= $100,000 / $380,000 = 26.32%
Revenue, 26.32% * $600,000 = $157,920
Differences of $7,935 should be recognised immediately.

Step 2: Identifying Performance
Obligations in the Contract
If an entity promises to transfer more than one good or service to the customer, the entity
should account for each promised good or service as a performance obligation only if it is
distinct or a series of distinct goods or services that are substantially the same and have the
same pattern of transfer.

Distinct in
the context
of the
contract

Capable of
being
distinct
(FRS 115.27)

Example
(i) ABC has sold a new booking and reservation software system to its biggest
customer, XYZ Company. The sale of the software system contains other
contractual obligation that ABC needs to meet.
They are as follows:
• Software and license
• Installation service
• Technical support
• Software updates
Identify the performance obligations under the contract between ABC and XYZ
Company.

Answer
• Software and license
• Installation service

1

• Technical support

2

• Software updates

3

• The provision of the software and the license must be considered together with the
installation service as a single performance obligation. This is because they are used to
produce a combined output and the installation/modification service could not be
provided on a stand-alone basis.
• The technical support and software updates are both individually distinct and could be
sold alone, therefore they are each performance obligations.

Step 3: Overview
Step 3: Determine the transaction price
What is transaction price?

Fixed
price

Variable
consideration
(including
application of
constraint)

CASH
Promised consideration

Non-cash
consideration

Significant
financing
component

Consideration
payable to
customer

Step 3: Determine the Transaction Price
Variable Consideration
If the contract price contains variable consideration, has the company
decided on the estimation method and applied the
constraint
Expected value (based on sum
of probability-weighted amounts)

Or
Most likely amount (where

?

Could there be a
significant revenue
reversal?

there are few possible outcomes)

i.e. the method which better
predicts the amount of
consideration to which the
company will be entitled

Recognise only when it
is ‘highly probable’ that
a significant revenue
reversal will not occur

Illustration
Expected Value
Contract price of $75 million includes an incentive of $150,000 per day if the contract is
completed before the agreed date and a penalty of $150,000 per day if is completed after the
agreed date.
Company estimated that it is 50% likely to complete the project 10 days ahead of schedule, 25%
likely to complete the project on time and 25% likely the project 10 days past schedule.
%

Incentive/(Penalty)

Contract price

Expected value
75,000,000

10 days ahead

50

250,000

On schedule

25

0

10 days behind

25

(125,000)

(50% x 10 x 150k) = 750,000
0
(25% x 10 x 150k) = (375,000)
Total

75,375,000

Illustration
Most likely amount
Contract price of $80 million includes an incentive of $5 million if the building attains the Green
Mark Award upon its completion
Based on the company’s history of completing building projects that managed to obtain the
Green Mark Award, the company concludes that it is “most likely” to receive the additional
incentive.

Most likely amount
Contract price

$80,000,000

Incentive

$5,000,000
Total

$85,000,000

Step 4: Overview
Step 4: Allocating the transaction
price to performance obligations
More than 1
performance
obligation?

No

Proceed to
Step 5

Yes
If there is an observable
price from stand-alone
sales of that good or
service to similar
customer

No

Estimate Price

Yes
Allocate transaction price to the performance
obligations based on relative stand-alone selling prices

Adjusted Market
Approach
Expected Cost +
Margin Approach
Residual
Approach

Step 4: Allocate the transaction price to the
performance obligations in the contract
Method

Descriptions

Adjusted market
approach

Evaluate the market in which the goods or services are sold and
estimate the price that customers in that market would willing to pay,
e.g. by reference to prices charged by competitors or recommenced
retail prices and adjust for differences in product features, cost
structure and expected margins.

Expected cost plus
margin approach

Forecast the expected costs of satisfying a performance obligation and
add an appropriate margin for that good or service.

Residual approach

Subtract the sum of observable stand-alone selling prices of other
goods or services promised in the contract from the total transaction
price. This method is only permitted if:
• Sells the same good or service to different customers (at or near
the same time) for a broad range of amounts; or
• Has not established a price for the good or service and has not
previously sold it on a stand-alone basis.

Example
TS Industries enters into a contract with a customer to sell three products for a total
consideration of $430,000. Assuming each product is a separate performance obligation and
TS Industries only sells Product A and B on an individual basis so it must estimate the
standalone selling prices. Set out below are information relate to the three products sold by
TS Industries:
Product

Standalone selling price

Market competitor price

Forecasted cost

A

$100,000

$99,000

$79,000

B

$250,000

$255,000

$200,000

C

Not available

$85,000

$65,000

$439,000

$344,000

Total

How should the total consideration be allocated to each product using different approach?

Answer
Adjusted market approach:

Expected cost plus margin approach (assuming same margin for all product):

Residual approach:

Step 5: Recognise revenue when (or as) the
entity satisfies a performance obligation
An entity shall recognise revenue when (or as) the entity satisfied a performance obligation by
transferring a promised good or service (ie, an asset) to a customer. An asset is transferred
when (or as) the customer obtains control of the asset.
Control refers to the ability to direct the use of, and obtain substantially all of remaining
benefits from the asset. Control includes the ability to prevent other entities from directing
the use of, and obtaining the benefits from, an asset.

Step 5: Recognise revenue when (or as) the
entity satisfies a performance obligation
Performance obligation satisfied at a single point in time
To determine when control transfers and so revenue is recognised, an entity should consider
the following indicators:
• The entity has a present right to payment for the asset
• The entity has transferred legal title to the asset
• The entity has transferred physical possession of the asset
• The entity has transferred the significant risk and reward of ownership to the customer
• The customer has accepted the asset.
FRS 115 does not require all of these indicators to be satisfied, nor does it place more weight
on one indicator than another.

Recognise revenue when (or as) each
performance obligation is satisfied
Over time

An entity recognises revenue over time is ONE of the following is met:

(FRS 115.35)

Customer consumes benefits as entity performs

• Eg. Cleaning services

Customer controls asset as it’s created
• Eg. Building on customer land

Asset has no alternative use and rights to payment exists
• Eg. Non-cancellable contracts
⇒Otherwise, recognised PO at a point of time => FRS 115.38

• Contract cost
incurred to date as a
percentage of total
forecast cost
• Time lapsed
• Labor hours
expended
• Machine hours used

Output method

Input method

Input method / Output method

• Survey of work
completed to date
• Appraisals of results
achieved
• Milestones reached
• Time lapsed

Example
Recognition of revenue over time
Company A has extensive experience in the road construction business. It has an excellent track record in
estimating costs of projects and is a very efficient construction company. Company A entered into a twoyear contract to build a 25-mile toll road (adjacent to an old gravel road) for $50 million. The toll operator
plans on opening the toll road in five-mile sections as the paving is completed. The construction costs are
estimated to be $30 million and includes 400,000 construction hours at an average cost of $25 per hour
($10 million).
At the end of year one, 10 miles of toll road have been turned over and are in use by the toll road
operator. Some work has also been done on the next section of the road. Material costs of $10 million
and 200,000 construction hours have been incurred. What revenue should Company A recognises at the
end of year one using the input and output method respectively?

Answer
Input method – based on seller’s efforts to satisfy its performance obligation. Company A has
incurred 50% of material costs ($10 million/$20 million) and 50% of construction hours
(200,000 hours/400,000 hours), ie total actual costs of $15million, hence measurement of
completion would be 50% ($15million/$30 million. Therefore, $25 million (50% x 50 million)
should be recognised as revenue as at end of year one.
Output method – based on the value of the goods transferred to the customer. Company A
has completed 10 miles of road and turned them over to the toll road operator. The
remaining 15 miles are not currently available to the toll road operator. Therefore, $20
million should be recognised as revenue at the end of year one, calculated as 40% (10
miles/25 miles) of $50 million.

Input method V.S. Output method

Contract costs: Overview
Contract costs

Incremental costs of
obtaining the contract

Costs of fulfilling
the contract

To capitalise/expense?

Contract Costs
 Costs of obtaining a contract are capitalised (i.e. recognised as an asset) if they are
Costs to
obtain a
contract

incremental and recoverable (e.g. sales commissions)
 If not incremental, costs of obtaining a contract are capitalised if the costs are explicitly
chargeable to the customer
 May be recognised as an expense if amortisation period<1 year
 Direct costs to fulfil a performance obligation are recognised as an asset if all the following are
met:

Costs to
fulfil a
contract

 The costs relate directly to the contract
 The costs generate or enhance resources of the entity that will be used in satisfying
performance obligations in the future; and
 The costs are expected to be recovered.
Costs that do not meet the criteria above should be expensed as incurred (e.g. general admin
cost).

Contract Costs

Is the cost incremental (i.e only
incurred if the contract is obtained)?

Is the cost explicitly chargeable to
the customer

No

Yes

Is the cost expected to be recovered?

Yes

Capitalise cost

No
No

Expense cost

Yes

Examples of costs to fulfil a contract
Costs that are eligible for capitalisation if
criteria met
 Direct labour (e.g. employee wages)
 Direct material (e.g. supplies)
 Allocation of costs that relate directly to the
contract (e.g. depreciation)
 Costs that are explicitly chargeable to the
customer under the contract
 Other costs that were incurred only because
the entity entered into the contract (e.g.
subcontractor costs)

Costs to be expensed as incurred

ж

General and administrative costs unless
explicitly under the contract

ж

Costs that relate to satisfied performance

ж

Costs of wasted materials, labour or other
contract costs

ж

Costs that do not clearly relate to unsatisfied
performance obligations

Presentation
Presents a contract in its statement of financial position as either a contract liability or a
contract asset depending on the relationship between the company’s performance and the
customer’s payments as at the reporting date.
⇒ Can use alternative description

A company’s unconditional right to consideration is presented separately as a receivable.

Summary of Disclosures
General
•

Revenue recognised from contracts with customer, separately from other sources of revenue.

•

Impairment losses on receivables and contract assets.

Disaggregation of revenue
•

Categories that depict the nature, amount, timing, and uncertainty of revenue and cash flows.

•

Sufficient information to enable users of financial statements to understand the relationship with
revenue information disclosed for reportable segments under FRS 8 ‘Operating Segments’.

Information about contract balances
•

Including opening and closing balances of contract assets, contract liabilities, and receivables (if not
separately presented).

•

Revenue recognised in the period that was included in contract liabilities at the beginning of the period
and revenue from performance obligations (wholly or partly) satisfied in prior periods.

•

Explanation of relationship between timing of satisfying performance obligations and payment.

•

Explanation of significant changes in the balances of contract assets and liabilities.
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Summary
In January 2016 the International Accounting Standards Board (IASB) issued IFRS 16, ‘Leases’.
Previously under FRS 17, Leases, a lessee had to make a distinction between a finance lease (on balance sheet) and an
operating lease (off balance sheet), the new model requires the lessee to recognise almost all lease contracts on the
balance sheet; the only optional exemptions are for certain short- term leases and leases of low-value assets.
Impact
At first, the new standard will affect balance sheet and balance sheet-related ratios such as the debt/equity ratio.
Aside from this, FRS 116 will also influence the income statement, because an entity now has to recognise interest
expense on the lease liability and depreciation on the ‘right-of-use’ asset. Due to this, for lease contracts previously
classified as operating leases the total amount of expenses at the beginning of the lease period will be higher than under
FRS 17.
Another consequence of the changes in presentation is that EBIT and EBITDA will be higher for companies that have
material operating leases.

Summary
Cash flow statement
Previously
Operating lease payments - operating cash flows
NOW
Interest on the lease liability - operating cash flow (depending on the entity’s accounting policy regarding interest
payments).
Cash payments for the principal portion of the lease liability - financing activities.
Payments for short-term leases, leases of low-value assets and variable lease payments not included in the
measurement of the lease liability remain presented within operating activities.
Lessors
Accounting remains substantially the same for lessors. The changes in lessee accounting might also have an impact
on lessors as lessee’s needs and behaviours change as they enter into negotiations with their customers.
For both, lessees and lessors IFRS 16 adds significant new, enhanced disclosure requirements.

Identifying a Lease
Definition of a lease
IFRS 16 defines a lease as a contract, or part of a contract, that conveys the right to use an asset (the
underlying asset) for a period of time in exchange for consideration.

Currently, many companies that have contracts which include both an operating lease and a service do not separate
the operating lease component. This is because the accounting for an operating lease and a service/supply
arrangement is the same (that is, there is no recognition on the balance sheet and straight-line expense is recognised
in profit or loss over the contract period).
Under the new standard, the treatment of the two components will differ. A lessee may decide as a practical
expedient by class of underlying asset not to separate non- lease components (services) from lease components. If
the lessee decides to apply this exemption each lease component and any associated non-lease component is
accounted for as a single lease component. So the service component will either be separated or the entire contract
will be treated as a lease.

Identifying a Lease
Leases are different from service contracts: a lease provides a customer with the right to control the use of an asset; whereas, in a
service contract, the supplier retains control.
IFRS 16 states that a contract contains a lease if:


there is an identified asset; and



the contract conveys the right to control the use of the identified asset for a period of time in exchange for consideration.

What is an identified asset?
An asset can be identified either explicitly or implicitly. If explicit, the asset is specified in the contract (for example, by a serial number or a
similar identification marking); if implicit, the asset is not mentioned in the contract (so the entity cannot identify the particular asset) but
the supplier can fulfil the contract only by the use of a particular asset. In both cases there may be an identified asset.
In any case, there is no identified asset if the supplier has a substantive right to substitute the asset. Substitution rights are substantive
where the supplier has the practical ability to substitute an alternative asset and would benefit economically from substituting the asset.
A right to substitute an asset if it is not operating properly, or if there is a technical update required, does not prevent the contract from being
dependent on an identified asset. The same is true for a supplier’s right or obligation to substitute an underlying asset for any reason on or after a
particular date or on the occurrence of a specified event because the supplier does not have the practical ability to substitute alternative assets
throughout the period of use.
If the customer cannot readily determine whether the supplier has a substantive substitution right, it is presumed that the right is not
substantive (that is, that the contract depends on an identified asset).

Identifying a Lease
Portion of an asset
An identified asset can be a physically distinct portion of a larger asset, such as one floor of a multi-level building or physically distinct
fibres within a cable.
A capacity portion (that is, a portion of a larger asset that is not physically distinct) is not an identified asset unless it represents
substantially all of the capacity of the entire asset. So, for example, a capacity portion of a fibre-optic cable that does not represent
substantially all of the capacity of the cable would not qualify as an identified asset.
When does the customer have the right to control the use of an identified asset?
A contract conveys the right to control the use of an identified asset if the customer has both the right to obtain substantially all of the
economic benefits from use of the identified asset and the right to direct the use of the identified asset throughout the period of use.
Substantially all of the economic benefits from use of the asset throughout the period of use
Economic benefits can be obtained directly or indirectly (for example, by using, holding or subleasing the asset). Benefits include the
primary output and any by- products (including potential cash flows derived from these items), as well as payments from third parties
that relate to the use of the identified asset. Economic benefits relating to the ownership of the asset are ignored.

Identifying a Lease
Right to direct the use of an asset throughout the period of use

When assessing whether the customer has the right to direct the use of the identified asset, the key question is
which party (that is, the customer or the supplier) has the right to direct how and for what purpose the
identified asset is used throughout the period of use.
E.g.:

•

Right to change what type of output is produced.

•

Right to change when the output is produced.

•

Right to change where the output is produced.

•

Right to change how much of the output is produced.

Identifying a Lease
However, there are several rights that are not taken intoaccount:
•

Protective rights: In many cases, a supplier might limit the use of an asset by a customer in order to protect its personnel or to ensure
compliance with relevant laws and regulations (for example, a customer who has hired a ship is prevented from sailing the ship into waters
with a high risk of piracy or transporting hazardous materials). These protective rights do not affect the assessment of which party to the
contract has the right to direct the use of the identified asset.

•

Maintaining/operating the asset: Decisions about maintaining and operating an asset do not grant the right to direct the use of the asset.
They are only taken into account if the decisions about how and for what purpose the asset is used are predetermined

•

Decisions made before the period of use: Decisions made before the period of use are not taken into account unless they are made in
thecontext of the design of the asset by a customer.

In some scenarios, the decisions about how and for what purpose the underlying asset is used are already predetermined before the inception
of the lease. If this is the case, the customer has the right to direct the use of an asset if it either:
•

has the right to operate the identified asset throughout the period of use without the supplier having the right to change those
operating instructions, or

•

has designed the identified asset (or specific aspects of the asset) in a way that predetermines how and for what purpose the asset
will be used throughout the period of use.

Identifying a Lease
Sometimes, an identified asset is incidental to a service but has no specific use to the customer by itself. In these cases,
the customer often does not have the right to direct the use of the asset.

Example
A customer enters into a contract with a telecommunications company for network services. To supply the services, it is
necessary to install a server at the customer’s premises. The supplier can reconfigure or replace the server, when needed, to
continuously provide the network services; the customer does not operate the server, nor does it make any significant
decisions about its use. The telecommunication company determines the speed and the quality of data transportation in the
network using the servers.
The telecommunication company has the right to control the use of the server because it makes all the relevant decisions about
the use of the server throughout the period of use. It decides how the data is transported, whether to reconfigure the servers
and whether to use the servers for another purpose. The customer only decides about the level of network services (that is the
output of the servers) before the period of use.
This arrangement does not contain a lease.

Example – Contract for network services
Customer enters into a contract with an information technology company (Supplier) for the use of an identified server for three
years. Supplier delivers and installs the server at Customer’s premises in accordance with Customer’s instructions, and provides
repair and maintenance services for the server, as needed, throughout the period of use. Supplier substitutes the server only in
the case of malfunction. Customer decides which data to store on the server and how to integrate the server within its
operations. Customer can change its decisions in this regard throughout the period of use.
The contract contains a lease. Customer has the right to use the server for three years.
There is an identified asset. The server is explicitly specified in the contract. Supplier can substitute the server only if it is
malfunctioning.
Customer has the right to control the use of the server throughout the three-year period of use because:
1.
1.
Customer has the right to obtain substantially all of the economic benefits from use of the server over the three-year
period of use. Customer has exclusive use of the server throughout the period of use.
2.

Customer has the right to direct the use of the server. Customer makes the relevant decisions about how and for what
purpose the server is used because it has the right to decide which aspect of its operations the server is used to
support and which data it stores on the server. Customer is the only party that can make decisions about the use of the
server during the period of use.

Identifying a Lease
The flowchart below summarizes the analysis to be made to evaluate whether a contract contains a lease:
Determining whether a contract contains a lease

Example – Retail Unit
Customer enters into a contract with a property owner (Supplier) to use Retail Unit A for a five-year period. Retail Unit A is part of a larger retail
space with many retail units.

Customer is granted the right to use Retail Unit A. Supplier can require Customer to relocate to another retail unit. In that case, Supplier is required
to provide Customer with a retail unit of similar quality and specifications to Retail Unit A and to pay for Customer’s relocation costs. Supplier would
benefit economically from relocating Customer only if a major new tenant were to decide to occupy a large amount of retail space at a rate
sufficiently favourable to cover the costs of relocating Customer and other tenants in the retail space. However, although it is possible that those
circumstances will arise, at inception of the contract, it is not likely that those circumstances will arise.
The contract requires Customer to use Retail Unit A to operate its well-known store brand to sell its goods during the hours that the larger retail
space is open. Customer makes all of the decisions about the use of the retail unit during the period of use. For example, Customer decides on the
mix of goods sold from the unit, the pricing of the goods sold and the quantities of inventory held. Customer also controls physical access to the unit
throughout the five-year period of use.
The contract requires Customer to make fixed payments to Supplier, as well as variable payments that are a percentage of sales from Retail Unit A.
Supplier provides cleaning and security services, as well as advertising services, as part of the contract.

Example – Retail Unit
The contract contains a lease of retail space. Customer has the right to use Retail Unit A for five years.
Retail Unit A is an identified asset. It is explicitly specified in the contract. Supplier has the practical ability to substitute the retail unit, but could
benefit economically from substitution only in specific circumstances. Supplier’s substitution right is not substantive because, at inception of the
contract, those circumstances are not considered likely to arise.
Customer has the right to control the use of Retail Unit A throughout the five-year period of use because:
1.

Customer has the right to obtain substantially all of the economic benefits from use of Retail Unit A over the five-year period of use. Customer
has exclusive use of Retail Unit A throughout the period of use. Although a portion of the cash flows derived from sales from Retail Unit A will
flow from Customer to Supplier, this represents consideration that Customer pays Supplier for the right to use the retail unit. It does not prevent
Customer from having the right to obtain substantially all of the economic benefits from use of Retail Unit A.

2.

Customer has the right to direct the use of Retail Unit A. The contractual restrictions on the goods that can be sold from Retail Unit A, and when
Retail Unit A is open, define the scope of Customer’s right to use Retail Unit A. Within the scope of its right of use defined in the contract,
Customer makes the relevant decisions about how and for what purpose Retail Unit A is used by being able to decide, for example, the mix of
products that will be sold in the retail unit and the sale price for those products. Customer has the right to change these decisions during the
five-year period of use.

Although cleaning, security, and advertising services are essential to the efficient use of Retail Unit A, Supplier’s decisions in this regard do not
give it the right to direct how and for what purpose Retail Unit A is used. Consequently, Supplier does not control the use of Retail Unit A during
the period of use and Supplier’s decisions do not affect Customer’s control of the use of Retail Unit A.

Example – Concession Space
A coffee company (Customer) enters into a contract with an airport operator (Supplier) to use a space in the airport to sell its goods for a three-year
period. The contract states the amount of space and that the space may be located at any one of several boarding areas within the airport. Supplier
has the right to change the location of the space allocated to Customer at any time during the period of use. There are minimal costs to Supplier
associated with changing the space for the Customer: Customer uses a kiosk (that it owns) that can be moved easily to sell its goods. There are many
areas in the airport that are available and that would meet the specifications for the space in the contract.
The contract does not contain a lease.
Although the amount of space Customer uses is specified in the contract, there is no identified asset. Customer controls its owned kiosk. However,
the contract is for space in the airport, and this space can change at the discretion of Supplier. Supplier has the substantive right to substitute the
space Customer uses because:
1. Supplier has the practical ability to change the space used by Customer throughout the period of use. There are many areas in the airport that
meet the specifications for the space in the contract, and Supplier has the right to change the location of the space to other space that meets the
specifications at any time without Customer’s approval.
2. Supplier would benefit economically from substituting the space. There would be minimal cost associated with changing the space used by
Customer because the kiosk can be moved easily. Supplier benefits from substituting the space in the airport because substitution allows
Supplier to make the most effective use of the space at boarding areas in the airport to meet changing circumstances.

Separating components of a contract
Contracts often combine different kinds of obligations of the supplier, which might be a combination of lease components or a combination
of lease and non-lease components. For example, the lease of an industrial area might contain the lease of land, buildings and equipment, or
a contract for a car lease might be combined with maintenance.
Where such a multi-element arrangement exists, IFRS 16 requires each separate lease component to be identified (based on the guidance on
the definition of a lease) and accounted for separately.
The right to use an asset is a separate lease component if both of the following criteria are met:

•

the lessee can benefit from use of the asset either on its own or together with other resources that are readily available to the lessee;
and

•

the underlying asset is neither highly dependent on, nor highly interrelated with, the other underlying assets in the contract.

Separating components of a contract
If the analysis concludes that there are separate lease and non-lease components, the consideration must be allocated between the components as
follows:

•

Lessee: The lessee allocates the consideration on the basis of relative stand-alone prices. If observable stand-alone prices are not readily
available, the lessee shall estimate the prices, and should maximize the use of observable information.

•

Lessor: The lessor allocates the consideration in accordance with IFRS 15 (that is, on the basis of relative stand-alone selling prices).

As a practical expedient, lessees are allowed not to separate lease and non-lease components and, instead, account for each lease
component and any associated non-lease components as a single lease component.

Example – Allocation of consideration in a
contract to lease and non-lease components
Lessor leases a bulldozer, a truck and a long-reach excavator to Lessee to be used in Lessee’s mining operations for four years. Lessor also agrees to
maintain each item of equipment throughout the lease term. The total consideration in the contract is CU600,000, payable in annual instalments of
CU150,000, and a variable amount that depends on the hours of work performed in maintaining the long-reach excavator. The consideration
includes the cost of maintenance services for each item of equipment.
Lessee accounts for the non-lease components (maintenance services) separately from each lease of equipment. Lessee considers the lease of the
bulldozer, the lease of the truck and the lease of the long-reach excavator are each separate lease components. This is because:
1.

Lessee can benefit from use of each of the three items of equipment on its own or together with other readily available resources (for example,
Lessee could readily lease or purchase an alternative truck or excavator to use in its operations); and

2.

Although Lessee is leasing all three items of equipment for one purpose (ie to engage in mining operations), the machines are neither highly
dependent on, nor highly interrelated with, each other. Lessee’s ability to derive benefit from the lease of each item of equipment is not
significantly affected by its decision to lease, or not lease, the other equipment from Lessor.

Consequently, Lessee concludes that there are three lease components and three non- lease components (maintenance services) in the contract.

Example – Leases of low-value assets and
portfolio application
Several suppliers provide maintenance services for a similar bulldozer and a similar truck. Lessee is able to establish observable stand-alone prices
for the maintenance of the bulldozer and the truck of CU32,000 and CU16,000, respectively. Lessor provides four- year maintenance service
contracts to customers that purchase similar long-reach excavators from Lessor. The observable consideration for those four-year maintenance
service contracts is a fixed amount of CU56,000, payable over four years, and a variable amount that depends on the hours of work performed in
maintaining the long-reach excavator.
Lessee is able to establish observable stand-alone prices for the leases of the bulldozer, the truck and the long-reach excavator of CU170,000,
CU102,000 and CU224,000, respectively.
Lessee allocates the fixed consideration in the contract (CU600,000) to the lease and non- lease components as follows:

CU
Lease

Bulldozer

Truck

Long-reach
excavator

170,000

102,000

224,000

Total
496,000

Non-lease

104,000

Total fixed consideration

600,000

Combination of contracts

Often, several contracts with the same counterparty are entered into at or near the same time and in contemplation of
another. IFRS 16 requires an entity to combine contracts entered into at or near the same time with the same
counterparty (or related parties of the counterparty) before assessing whether they contain a lease and account for them
as a single contract if one or more of the following conditions are met:

•

the contracts are negotiated as a package with an overall commercial objective;

•

the consideration in one contract depends on the price/performance ofthe other contract; or

•

the assets involved are a single lease component.

Lease term
Lease term as the non-cancellable period of the lease plus periods covered by an option to extend or an option to
terminate if the lessee is reasonably certain to exercise the extension option or not exercise the termination option.

1.

Contractual terms and conditions for optional periods compared with market rates

2.

Significant leasehold improvements undertaken (or expected to be undertaken)

3.

Costs relating to the termination of the lease/signing of a replacement lease

4.

The importance of the underlying asset to the lessee’s operations

When the option can only be exercised if one or more conditions are met the likelihood that those conditions will
exist should also be taken into account.
Lessee’s past practice regarding the period over which it has typically used particular types of assets, and its economic
reasons for doing so, may also provide helpful information.
The assessment of whether the exercise of an option is reasonably certain is made at the commencement date (that is,
the date on which the lessor makes the underlying asset available for use).

Lease term
Example
An entity leases a building for a ten-year period, with the option to extend for five years. At the commencement date, the
entity concludes that it is not reasonably certain that it will exercise the extension option. It determines the lease term to
be ten years. After using the building for five years, the entity decides to sublease the building to another party, and it
enters into a sublease contract with a term of ten years.

Entering into a sublease is a significant event that is within the control of the lessee, and it affects the entity’s assessment
of whether it is reasonably certain to exercise the extension option. Accordingly, the lessee has to reassess the lease term
of the head lease upon the occurrence of the significant event.

Recognition and measurement exemptions
The standard contains two recognition and measurement exemptions. Both exemptions are optional and they only
apply to lessees. If one of these exemptions is applied, the leases are accounted for in a way that is similar to current
operating lease accounting (that is, payments are recognised on a straight-line basis or another systematic basis that
is more representative of the pattern of the lessee’s benefit):
•

Short-term leases: Short-term leases are defined as leases with a lease term of 12 months or less. The lease term
also includes periods covered by an option to extend or an option to terminate if the lessee is reasonably certain to
exercise the extension option or not exercise the termination option. A lease that contains a purchase option is not a
short-term lease. If a lessee elects this exemption, it has to be made by class of underlying asset.

•

Leases for which the underlying asset is of low value: The standard does not define the term ‘low value’, but the
Basis for Conclusions explains that the Board had in mind assets of a value of USD5,000 or less when new. Examples
of assets of low value are IT equipment or office furniture. For certain assets (such as assets that are dependent on,
or highly interrelated with, other underlying assets), the exemption is not applicable. The election can be made on a
lease-by-lease basis. It is important to note that the analysis does not take into account whether low-value assets in
aggregate are material. Accordingly, although the aggregated value of the assets captured by the exemption may be
material the exemption is still available.

IFRS 16 also clarifies that both a lessee and a lessor can apply the standard to a portfolio of leases with similar
characteristics if the entity reasonably expects that the resulting effect is not materially different from applying the
standard on a lease- by-lease basis.

Lessee accounting
Initial recognition and measurement
Under IFRS 16, lessees will no longer distinguish between finance lease contracts (on balance sheet) and operating lease contracts (off
balance sheet), but they are required to recognise a right-of-use asset and a corresponding lease liability for almost all lease contracts. This
is based on the principle that, in economic terms, a lease contract is the acquisition of a right to use an underlying asset with the purchase
price paid in instalments.
The effect of this approach is a substantial increase in the amount of recognised financial liabilities and assets for entities that have
entered into significant lease contracts that are currently classified as operating leases.
The lease liability is initially recognised at the commencement day and measured at an amount equal to the present value of the lease
payments during the lease term that are not yet paid; the right-of-use asset is initially recognised at the commencement day and measured
at cost, consisting of the amount of the initial measurement of the lease liability, plus any lease payments made to the lessor at or before
the commencement date less any lease incentives received, the initial estimate of restoration costs and any initial direct costs incurred by
the lessee. The provision for the restoration costs is recognised as a separate liability.

Lessee accounting
Initial measurement of a right-of-use asset and a lease liability

Lease payments
Lease payments consist of the following components:
•
•
•
•
•

fixed payments (including in-substance fixed payments), less anylease incentives receivable;
variable lease payments that depend on an index or a rate;
amounts expected to be payable by the lessee under residualvalue guarantees;
the exercise price of a purchase option (if the lessee is reasonably certain to exercise that option); and
payments of penalties for terminating the lease (if the lease term reflects the lessee exercising the option to terminate the lease).

Lessee accounting
IFRS 16 distinguishes between three kinds of contingent payments, depending on the underlying variable and the probability that they
actually result in payments:
1.

Variable lease payments based on an index or a rate: Variable lease payments based on an index or a rate (for example, linked to a
consumer price index, a benchmark interest rate or a market rental rate) are part of the lease liability. Variable lease payments based on an
index or a rate are initially measured using the index or the rate at the commencement date (instead of forward rates/indices). This means
that an entity does not forecast future changes of the index/rate; these changes are taken into account at the point in time in which lease
payments change.

2.

Variable lease payments based on any other variable: Variable lease payments not based on an index or a rate are not part of the lease
liability. These include payments linked to a lessee’s performance derived from the underlying asset, such as payments of a specified
percentage of sales made from a retail store or based on the output of a solar or a wind farm. Similarly payments linked to the use of the
underlying asset are excluded from the lease liability, such as payments if the lessee exceeds a specified mileage. Such payments are
recognised in profit or loss in the period in which the event or condition that triggers those payments occurs.

3.

In-substance fixed payments: Lease payments that, in form, contain variability but, in substance, are fixed are included in the lease liability.
The standard states that a lease payment is in-substance fixed if there is no genuine variability (for example, where payments must be made
if the asset is proven to be capable of operating, or where payments must be made only if an event occurs that has no genuine possibility of
not occurring).

A residual value guarantee captures any kind of guarantee made to the lessor that the underlying asset will have a minimum value at the end
of the lease term.

Lessee accounting
Discount rate
The lessee uses as the discount rate the interest rate implicit in the lease - this is the rate of interest that causes the present value of (a) lease
payments and (b) the unguaranteed residual value to equal the sum of (i) the fair value of the underlying asset and (ii) any initial direct costs of the
lessor.
If this rate cannot be readily determined, the lessee should instead use its incremental borrowing rate.
The incremental borrowing rate is defined as the rate of interest that a lessee would have to pay to borrow, over a similar term and with a
similar security, the funds necessary to obtain an asset of a similar value to the cost of the right-of-use asset in a similar economic
environment.
Restoration costs
In many cases, the lessee is obliged to return the underlying to the lessor in a specific condition or to restore the site on which the underlying asset has
been located. To reflect this obligation, the lessee recognises a provision in accordance with IAS 37, Provisions, Contingent Liabilities and Contingent
Assets. The initial carrying amount of the provision, if any, (that is, the initial estimate of costs to be incurred) should be included in the initial
measurement of the right-of-use asset. This corresponds to the accounting for restoration costs in IAS 16 Property, Plant and Equipment.
Initial direct costs
Initial direct costs are incremental costs that would not have been incurred if a lease had not been obtained. Such costs include commissions
or some payments made to existing tenants to obtain the lease. All initial direct costs are included in the initial measurement of the right-ofuse asset.

Subsequent measurement
The lease liability is measured in subsequent periods using the effective interest rate method. The right-of-use asset is
depreciated in accordance with the requirements in IAS 16, ‘Property, Plant and Equipment’ which will result in a
depreciation on a straight-line basis or another systematic basis that is more representative of the pattern in which the
entity expects to consume the right-of-use asset. The lessee must also apply the impairment requirements in IAS 36,
‘Impairment of assets’, to the right-of-use asset.
The combination of a straight-line depreciation of the right-of-use asset and the effective interest rate method applied to
the lease liability results in a decreasing ‘total lease expense’ throughout the lease term. This effect is sometimes
referred to as ‘frontloading’.
The carrying amount of the right-of-use asset and the lease liability will no longer be equal in subsequent periods. Due to
the ‘frontloading’ effect described above, the carrying amount of the right-of-use asset will, in general, be below the
carrying amount of the lease liability.

Subsequent measurement - Reassessment
Reassessment

As actual lease payments can differ significantly from lease payments incorporated in the lease liability on initial
recognition, the standard specifies when the lease liability is to be reassessed. It is important to note that a reassessment
only takes place if the change in cash flows is based on contractual clauses that have been part of the contract since
inception.

Subsequent measurement - Reassessment
The requirements for reassessment are summarised below:
Component of the lease liability
Lease term and associated extension and termination
payments

Reassessment
When? – If there is a change in the lease term.
How? – Reflect the revised payments using a revised discount rate
(the interest rate implicit in the lease for the remainder of lease term;
otherwise: incremental borrowing rate at the date of reassessment).

Exercise price of a purchase option

When? – If a significant event or change in circumstances occurs that is
within the control of the lessee and affects whether the lessee is
reasonably certain to exercise an option.
How? – Reflect the revised payments using a revised discount rate
(the interest rate implicit in the lease for the remainder of lease term;
otherwise: incremental borrowing rate at the date of reassessment).

Amounts expected to be payable under a residual value
guarantee

When? – If there is a change in the amount expected to be paid.
How? – Include the revised residual payment using the unchanged
discount rate.
When? – If a change in the index/rate results in a change in cash flows.
How? – Reflect the revised payments based on the index/rate at the
date when the new cash flows take effect for the remainder of the term
using the unchanged discount rate.

Variable lease payment dependent on an index or a rate

Example – Variable lease payments dependent on an index
and variable lease payments linked to sales
The following example illustrates how a lessee accounts for variable lease payments that depend on an index and variable lease
payments not included in the measurement of the lease liability.
Lessee enters into a 10-year lease of property with annual lease payments of CU50,000, payable at the beginning of each year. The
contract specifies that lease payments will increase every two years on the basis of the increase in the Consumer Price Index for the
preceding 24 months. The Consumer Price Index at the commencement date is 125. Lessee's incremental borrowing rate is 5 per cent
per annum.
At the commencement date, Lessee makes the lease payment for the first year and measures the lease liability at the present value
of the remaining nine payments of CU50,000, discounted at the interest rate of 5 per cent per annum, which is CU355,391.
Lessee initially recognises assets and liabilities in relation to the lease as follows.

Right-of-use asset

CU405,391

Lease liability

CU355,391

Cash (lease payment for the first year)

CU50,000

Example – Variable lease payments dependent on an index
and variable lease payments linked to sales
Lessee depreciates the right-of-use asset on a straight-line basis.
During the first two years of the lease, Lessee recognises in aggregate the following related to the lease.

At the beginning of the third year, before accounting for the change in future lease payments resulting from a change in the Consumer
Price Index and making the lease payment for the third year, the lease liability is CU339,319 (the present value of eight payments of
CU50,000 discounted at the interest rate of 5 per cent per annum = CU355,391 + CU33,928 – CU50,000).

Example – Variable lease payments dependent on an index
and variable lease payments linked to sales
At the beginning of the third year of the lease the Consumer Price Index is 135.
The payment for the third year, adjusted for the Consumer Price Index, is CU54,000 (CU50,000 × 135 ÷ 125). Because there is a change in the
future lease payments resulting from a change in the Consumer Price Index used to determine those payments, Lessee remeasures the lease
liability to reflect those revised lease payments, ie the lease liability now reflects eight annual lease payments of CU54,000.
At the beginning of the third year, Lessee remeasures the lease liability at the present value of eight payments of CU54,000 discounted at an
unchanged discount rate of 5 per cent per annum, which is CU366,464. Lessee increases the lease liability by CU27,145, which represents the
difference between the remeasured liability of CU366,464 and its previous carrying amount of CU339,319. The corresponding adjustment is
made to the right-of-use asset, recognised as follows.

Example – Variable lease payments dependent on an index
and variable lease payments linked to sales

Assume the same facts as above except that Lessee is also required to make variable lease payments for each year of the lease, which are
determined as 1 per cent of Lessee’s sales generated from the leased property.
At the commencement date, Lessee measures the right-of-use asset and the lease liability recognised at the same amounts as above. This is
because the additional variable lease payments are linked to future sales and, thus, do not meet the definition of lease payments. Consequently,
those payments are not included in the measurement of the asset and liability.

Lessee prepares financial statements on an annual basis. During the first year of the lease, Lessee generates sales of CU800,000 from the leased
property.
Lessee incurs an additional expense related to the lease of CU8,000 (CU800,000 × 1 per cent), which Lessee recognises in profit or loss in the first
year of the lease.

Subsequent measurement

Any re-measurement of the lease liability results in a corresponding adjustment of the right-of-use asset. If the carrying
amount of the right-of-use asset has already been reduced to zero, the remaining re-measurement is recognised in profit
or loss.
The right-of-use asset is also re-measured if the carrying amount of the provision for restoration costs has changed due to
a revised estimate of expected costs. In that instance, the change in the carrying amount of the right-of-use asset is equal
to the change in the carrying amount of the provision. If adjustments result in an addition the entity shall consider
whether this is an indication that the new carrying amount of the right-of-use asset may not be fully recoverable.

Example – Measurement by a lessee and accounting for a
change in the lease term
Part 1—Initial measurement of the right-of-use asset and the lease liability

Lessee enters into a 10-year lease of a floor of a building, with an option to extend for five years. Lease payments are CU50,000 per year during
the initial term and CU55,000 per year during the optional period, all payable at the beginning of each year. To obtain the lease, Lessee incurs
initial direct costs of CU20,000, of which CU15,000 relates to a payment to a former tenant occupying that floor of the building and CU5,000
relates to a commission paid to the real estate agent that arranged the lease. As an incentive to Lessee for entering into the lease, Lessor agrees
to reimburse to Lessee the real estate commission of CU5,000.
At the commencement date, Lessee concludes that it is not reasonably certain to exercise the option to extend the lease and, therefore,
determines that the lease term is 10 years.
Lessee's incremental borrowing rate is 5 per cent per annum.
At the commencement date, Lessee makes the lease payment for the first year, incurs initial direct costs, receives lease incentives from Lessor
and measures the lease liability at the present value of the remaining nine payments of CU50,000, discounted at the interest rate of 5 per cent
per annum, which is CU355,391.

Example – Measurement by a lessee and accounting for a
change in the lease term
Lessee initially recognises assets and liabilities in relation to the lease as follows.

Right-of-use asset

CU405,391
CU355,391

Lease liability

CU50,000

Cash (lease payment for the first year)
Right-of-use asset

CU20,000

Cash (initial direct costs)
Cash (lease incentive)
Right-of-use asset

CU20,000
CU5,000
CU5,000

Example – Measurement by a lessee and accounting for a
change in the lease term
Part 2—Subsequent measurement and accounting for a change in the lease term

In the sixth year of the lease, Lessee acquires Entity A. Entity A has been leasing a floor in another building. Following the acquisition of Entity A, Lessee
needs two floors in a building suitable for the increased workforce. To minimise costs, Lessee (a) enters into a separate eight-year lease of another
floor in the building leased that will be available for use at the end of Year 7 and (b) terminates early the lease entered into by Entity A with effect from
the beginning of Year 8.

Moving Entity A’s staff to the same building occupied by Lessee creates an economic incentive for Lessee to extend its original lease at the end of the
non-cancellable period of 10 years. The acquisition of Entity A and the relocation of Entity A’s staff is a significant event that is within the control of
Lessee and affects whether Lessee is reasonably certain to exercise the extension option not previously included in its determination of the lease
term.

Consequently, at the end of Year 6, Lessee concludes that it is now reasonably certain to exercise the option to extend its original lease as a result
of its acquisition and planned relocation of Entity A.

Example – Measurement by a lessee and accounting for a
change in the lease term
Lessee's incremental borrowing rate at the end of Year 6 is 6 per cent per annum, thus, depreciates the right-of-use asset on a straight-line basis.
The right-of-use asset and the lease liability from Year 1 to Year 6 are as follows.

At the end of the sixth year, before accounting for the change in the lease term, the lease liability is CU186,162 (the present value of four
remaining payments of CU50,000, discounted at the original interest rate of 5 per cent per annum). Interest expense of CU8,865 is recognised
in Year 6. Lessee’s right-of-use asset is CU168,157.
Lessee remeasures the lease liability at the present value of four payments of CU50,000 followed by five payments of CU55,000, all
discounted at the revised discount rate of 6 per cent per annum, which is CU378,174. Lessee increases the lease liability by CU192,012, which
represents the difference between the remeasured liability of CU378,174 and its previous carrying amount of CU186,162. The corresponding
adjustment is made to the right-of-use asset to reflect the cost of the additional right of use, recognised as follows.
Right-of-use asset
Lease liability

CU192,012
CU192,012

Example – Measurement by a lessee and accounting for a
change in the lease term
Following the remeasurement, the carrying amount of Lessee’s right-of-use asset is CU360,169 (ie CU168,157 + CU192,012). From the beginning of
Year 7 Lessee calculates the interest expense on the lease liability at the revised discount rate of 6 per cent per annum.
The right-of-use asset and the lease liability from Year 7 to Year 15 are as follows.
Lease liability

Right-of-use asset
6%

Depreci

Beginning
balance

Lease
payment

interest
expense

Ending
balance

Beginning
balance

-ation
charge

Ending
balance

CU

CU

CU

CU

CU

CU

CU

7

378,174

(50,000)

19,690

347,864

360,169

(40,019)

320,150

8

347,864

(50,000)

17,872

315,736

320,150

(40,019)

280,131

9

315,736

(50,000)

15,944

281,680

280,131

(40,019)

240,112

10

281,680

(50,000)

13,901

245,581

240,112

(40,019)

200,093

11

245,581

(55,000)

11,435

202,016

200,093

(40,019)

160,074

12

202,016

(55,000)

8,821

155,837

160,074

(40,019)

120,055

13

155,837

(55,000)

6,050

106,887

120,055

(40,019)

80,036

14

106,887

(55,000)

3,113

55,000

80,036

(40,018)

40,018

15

55,000

(55,000)

-

-

40,018

(40,018)

-

Year

Modification of a lease
IFRS 16 defines a modification as a change in the scope of a lease, or the consideration for a lease, that was not part of
the original terms and conditions of the lease. Any change that is triggered by a clause that is already part of the original
lease contract (including changes due to a market rent review clause or the exercise of an extension option) is not
regarded as a modification.

Modification of a lease
The accounting for the modification of a lease depends on how the contract is modified. The standard distinguishes between three
different scenarios:

An example for a renegotiation that would result in a change of the scope of the lease would be adding an additional
floor to the existing lease of a building for the remaining lease term. The effective date of the modification is the date on
which the parties agree to the modification of the lease.
In cases where the modification is not accounted for as a separate lease the lessee shall, in a first step, allocate the
consideration in the modified contract between separate lease and non-lease components and determine the lease term
of the modified lease (that is, reassess the previous estimation of the lease term).

Modification of a lease
Decrease in scope
If the lease is modified to terminate the right of use of one or more underlying assets (for example, a lessee already leases three
floors of a building and the parties agree to reduce the lease by one floor for the remaining contractual term) or to shorten the
contractual lease term, the lessee re-measures the lease liability at the effective date of the modification using a revised discount
rate.
The revised discount rate is the interest rate implicit in the lease for the remainder of the lease term (or, if not readily
determinable, the lessee’s incremental borrowing rate at that time). Furthermore, it decreases the carrying amount of the
right-of-use asset to reflect the partial or full termination of the lease. Any gain or loss relating to the partial or full
termination is recognised in profit or loss.

Example – Measurement that decreases the scope of the lease
Lessee enters into a 10-year lease for 5,000 square metres of office space. The annual lease payments are CU50,000 payable at the end of each
year. Lessee’s incremental borrowing rate at the commencement date is 6 per cent per annum. At the beginning of Year 6, Lessee and Lessor
agree to amend the original lease to reduce the space to only 2,500 square metres of the original space starting from the end of the first quarter
of Year 6. The annual fixed lease payments (from Year 6 to Year 10) are CU30,000. Lessee's incremental borrowing rate at the beginning of Year 6
is 5 per cent per annum.
At the effective date of the modification (at the beginning of Year 6), Lessee remeasures the lease liability based on: (a) a five-year remaining
lease term, (b) annual payments of CU30,000 and (c) Lessee’s incremental borrowing rate of 5 per cent per annum. This equals CU129,884.
Lessee determines the proportionate decrease in the carrying amount of the right-of-use asset on the basis of the remaining right-of-use asset (ie
2,500 square metres corresponding to 50 per cent of the original right-of-use asset).
50 per cent of the pre-modification right-of-use asset (CU184,002) is CU92,001. Fifty per cent of the pre-modification lease liability (CU210,618) is
CU105,309. Consequently, Lessee reduces the carrying amount of the right-of-use asset by CU92,001 and the carrying amount of the lease
liability by CU105,309. Lessee recognises the difference between the decrease in the lease liability and the decrease in the right-of-use asset
(CU105,309 – CU92,001 = CU13,308) as a gain in profit or loss at the effective date of the modification (at the beginning of Year 6).
Dr Lease liability
105,309
Cr ROU asset
Cr P/L

92,001
13,308

Lessee recognises the difference between the remaining lease liability of CU105,309 and the modified lease liability of CU129,884 (which equals
CU24,575) as an adjustment to the right-of-use asset reflecting the change in the consideration paid for the lease and the revised discount rate.
Dr ROU asset

24,575
Cr Lease liability

24,575

Modification of a lease
Increase in scope with a corresponding increase in the lease consideration

If there has been an increase in the scope of the lease and the consideration for the lease increase is commensurate with the stand-alone
price for the increase in scope, the modification is accounted for as a separate lease. To be commensurate, the increase in the
consideration does not need to be equal to the stand-alone price of the increase in scope. The standard makes clear that any ‘appropriate
adjustments’ to reflect the circumstances of the particular contract are still in line with the assumption that a change in the consideration is
commensurate. So for example a discount that reflects the costs the lessor would have incurred when looking for a new lessee (such as
marketing costs), may be an appropriate adjustment.

It is important to note that an increase in the scope of the lease only arises if the parties add the right to use one or more underlying
assets. The extension of an existing right of use (for example, by a change in the lease term) is not an increase in scope and, therefore,
always results in the continuation of the existing lease.

However, it is still accounted for as a modification of a lease.

Example – Modification that is a separate lease

Lessee enters into a 10-year lease for 2,000 square metres of office space. At the beginning of Year 6, Lessee and Lessor agree to
amend the original lease for the remaining five years to include an additional 3,000 square metres of office space in the same
building. The additional space is made available for use by Lessee at the end of the second quarter of Year 6. The increase in
total consideration for the lease is commensurate with the current market rate for the new 3,000 square metres of office space,
adjusted for the discount that Lessee receives reflecting that Lessor does not incur costs that it would otherwise have incurred if
leasing the same space to a new tenant (for example, marketing costs).
Lessee accounts for the modification as a separate lease, separate from the original 10-year lease. This is because the
modification grants Lessee an additional right to use an underlying asset, and the increase in consideration for the lease is
commensurate with the stand-alone price of the additional right-of-use adjusted to reflect the circumstances of the contract. In
this example, the additional underlying asset is the new 3,000 square metres of office space.
Accordingly, at the commencement date of the new lease (at the end of the second quarter of Year 6), Lessee recognises a
right-of-use asset and a lease liability relating to the lease of the additional 3,000 square metres of office space. Lessee does
not make any adjustments to the accounting for the original lease of 2,000 square metres of office space as a result of this
modification.

Modification of a lease
Increase in scope without a corresponding increase in the lease consideration

If the consideration paid for the increase in the scope of the lease does not increase by a commensurate amount (that
is, the stand-alone price for the increase in scope and any appropriate adjustments), the lessee remeasures the lease
liability at the effective date of the modification using a revised discount rate and makes a corresponding adjustment to
the right-of-use asset. The revised discount rate is the interest rate implicit in the lease for the remainder of the lease
term (or, if not readily determinable, the lessee’s incremental borrowing rate at that time).

Example – Increase in scope without a corresponding increase
in the lease consideration
A lessee enters into a lease for 5,000 square metres of office space for ten years. The lease payments are fixed at CU100,000 p.a. After
five years, the parties amend the contract for an additional 5,000 square metres. The annual lease payments increase to CU150,000.
The market rent for the additional 5,000 square metres is CU100,000. At the beginning of year 6, the lessee’s incremental borrowing
rate is 7% (assume that the interest rate implicit in the lease at that date is not readily determinable).
The parties decided to add an additional right of use (that is, for 5,000 square metres of office space) and increase the scope of the
lease. However, the additional lease payments are not commensurate with the stand-alone price for the additional office space and
any appropriate adjustments. Accordingly, the modification is not accounted for as a separate lease but as an adjustment to the
original lease. The modified lease liability is calculated as the present value of the five remaining lease payments (CU150,000 each)
discounted using the lessee’s incremental borrowing rate at the effective date of the lease modification (7%). This results in a
(revised) lease liability of CU615,030. The difference between this amount and the carrying amount of the lease liability
immediately before the modification of the lease is recognised as an adjustment to the right-of-use asset.
If, however, the consideration for the additional office space is increased by CU100,000 p.a. to CU200,000 p.a. (that is, by an
amount equal to the stand- alone price for the additional right of use), the modification is instead accounted for as a second,
separate lease for 5,000 square metres of office space over a five-year period.

Example – Modification that increases the scope of the lease
by extending the contractual lease term
Lessee enters into a 10-year lease for 5,000 square metres of office space. The annual lease payments are CU100,000 payable at the end of each year.
Lessee’s incremental borrowing rate at the commencement date is 6 per cent per annum. At the beginning of Year 7, Lessee and Lessor agree to
amend the original lease by extending the contractual lease term by four years. The annual lease payments are unchanged (ie CU100,000 payable at
the end of each year from Year 7 to Year 14). Lessee's incremental borrowing rate at the beginning of Year 7 is 7 per cent per annum.

At the effective date of the modification (at the beginning of Year 7), Lessee remeasures the lease liability based on: (a) an eight-year remaining
lease term, (b) annual payments of CU100,000 and (c) Lessee’s incremental borrowing rate of 7 per cent per annum. The modified lease liability
equals CU597,130. The lease liability immediately before the modification (including the recognition of the interest expense until the end of Year 6)
is CU346,511. Lessee recognises the difference between the carrying amount of the modified lease liability and the carrying amount of the lease
liability immediately before the modification (CU250,619) as an adjustment to the right-of-use asset.

Dr ROU asset

250,619
Cr Lease liability

250,619

Lessee Accounting
Change in the lease consideration
If the parties to the contract change the consideration of the lease without increasing or decreasing the scope of the lease, the
lessee re-measures the lease liability using the interest rate implicit in the lease for the remainder of the lease term (or, if not
readily determinable, the lessee’s incremental borrowing rate at the effective date of modification) and makes a corresponding
adjustment to the right-of-use asset.

Example – Modification that is a change in consideration only

Lessee enters into a 10-year lease for 5,000 square metres of office space. At the beginning of Year 6, Lessee and Lessor agree to
amend the original lease for the remaining five years to reduce the lease payments from CU100,000 per year to CU95,000 per
year. Lessee’s incremental borrowing rate at the commencement date is 6 per cent per annum. Lessee's
incremental borrowing rate at the beginning of Year 6 is 7 per cent per annum. The annual lease payments are payable at the end
of each year.

At the effective date of the modification (at the beginning of Year 6), Lessee remeasures the lease liability based on: (a) a five-year
remaining lease term, (b) annual payments of CU95,000 and (c) Lessee’s incremental borrowing rate of 7 per cent per annum.
Lessee recognises the difference between the carrying amount of the modified liability (CU389,519) and the lease liability
immediately before the modification (CU421,236) of CU31,717 as an adjustment to the right-of-use asset.
Dr Lease liability

31,717

Cr ROU asset

31,717

Presentation and disclosures
On the balance sheet, the right-of-use asset can be presented either separately or in the same line item in which the underlying asset
would be presented. The lease liability can be presented either as a separate line item or together with other financial liabilities. If the
right-of-use asset and the lease liability are not presented as separate line items, an entity discloses in the notes the carrying amount of
those items and the line item in which they are included.
In the statement of profit or loss and other comprehensive income, the depreciation charge of the right-of-use asset is presented in the
same line item/items in which similar expenses (such as depreciation of property, plant and equipment) are shown. The interest expense
on the lease liability is presented as part of finance costs. However, the amount of interest expense on lease liabilities has to be disclosed
in the notes.
In the statement of cash flows, lease payments are classified consistently with payments on other financial liabilities:
•

The part of the lease payment that represents cash payments for the principal portion of the lease liability is presented as a cash flow
resulting from financing activities.

•

The part of the lease payment that represents interest portion of the lease liability is presented either as an operating cash flow or a
cash flow resulting from financing activities (in accordance with the entity’s accounting policy regarding the presentation of interest
payments).

•

Payments on short-term leases, for leases of low-value assets and variable lease payments not included in the measurement of the lease liability
are presented as an operating cash flow.

Transition
IFRS 16 is effective for reporting periods beginning on or after 1 January 2019. Earlier application is permitted, but only in conjunction with IFRS
15. This means that an entity is not allowed to apply IFRS 16 before applying IFRS 15. The date of initial application is the beginning of the
annual reporting period in which an entity first applies IFRS 16. For entities with 31 Dec 2019 year ends, the date of initial application is 1 Jan
2019.
Definition of a lease
Entities are not required to reassess existing lease contracts but can elect to apply the guidance regarding the definition of a lease only to
contracts entered into (or changed) on or after the date of initial application (‘grandfathering’). If an entity chooses this expedient it shall be
applied to all of its contracts.
Acknowledging the potentially significant impact of the new lease standard on a lessee’s financial statements, IFRS 16 does not require a full
retrospective application in accordance with IAS 8 but allows a ‘simplified approach’. Full retrospective application is optional.
Simplified approach – lessee accounting
If a lessee elects the ‘simplified approach’, it does not restate comparative information. Instead, the cumulative effect of applying the standard
is recognized as an adjustment to the opening balance of retained earnings at the date of initial application.
Retrospective application
If an entity chooses not to use the simplified approach, it has to apply IFRS 16 retrospectively to each prior reporting period in accordance with
IAS 8, ‘Accounting Policies, Changes in Accounting Estimates and Errors’.

Transition
A lessee is also permitted to apply the following practical expedients to leases previously classified as operating leases,
on a lease-by-lease basis:
•

Apply a single discount rate to a portfolio of leases with reasonably similar characteristics (such as leases with a
similar remaining lease term for a similar class of underlying asset in a similar economic environment)

•

Apply a recognition exemption for leases for which the lease term ends within 12 months of the date of initial
application

•

Exclude initial direct costs from the measurement of the right-of-use asset

•

Use hindsight, such as in determining the lease term if the contract contains options to extend or terminate the
lease.

•

Adjust the right-of-use asset for any recognised onerous lease provisions, instead of performing an impairment
review.

Transition
Balance sheet item

Measurement

Leases previously classified as operating leases
Lease liability

Remaining lease payments, discounted using lessee’s
incremental borrowing rate at the date of initial application.

Right-of-use asset

Retrospective calculation, using a discount rate based on
lessee’s incremental borrowing rate at the date of initial
application.
or
Amount of lease liability (adjusted by the amount of any
previously recognised prepaid or accrued lease payments
relating to that lease).
(Lessee can choose one of the alternatives on a lease-bylease basis.)
Leases previously classified as finance leases

Lease liability

Carrying amount of the lease liability immediately before the
date of initial application.

Right-of-use asset

Carrying amount of the lease asset immediately before the date
of initial application.

A lessee will not change its initial carrying amounts for assets and liabilities under finance leases existing at the date of initial application of IFRS 16.
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Appendix
Disclosure requirements for lessees*
Right-of-use asset
Depreciation charge (by class of underlying asset)
Carrying amount (by class of underlying asset)
Additions
Lease liabilities
Interest expense
Maturity analysis in accordance with paragraph 39 and B11 of IFRS 7
Recognition and measurement exemptions
Expense relating to short-term leases
Expense relating to leases of low-value assets
Other disclosures relating to income statement
Expense relating to variable lease payments not included in lease liabilities
Income from subleasing right-of-use assets
Gains or losses arising from sale and leaseback transactions
Total cash outflow for leases
Future cash outflows from …
Variable lease payments
(includes key variables on which payments depend and how they affect them)
Extension options and termination options
Residual value guarantees
Leases not yet commenced to which the entity is committed
Short-term lease commitments
Qualitative disclosures
Nature of the lessee’s leasing activities
Restrictions or covenants imposed by leases
Sale and leaseback transactions

* This table covers the major disclosure requirements; depending on the particular facts and circumstances, additional disclosures might be necessary.

Appendix
Disclosure requirements for lessees*
Finance lease
Selling profit or loss
Finance income on the net investment in the lease
Lease income relating to variable lease payments not included in the measurement of the lease receivable
Qualitative and quantitative explanation of the significant changes in the carrying amount of the net investment in the
lease
Maturity analysis of lease receivable for a minimum of each of the first five years plus a total amount for the
remaining years; reconciliation to the net investment in the lease
Operating lease
Lease income, separately disclosing income relating to variable lease payments that do not depend on an index or rate
Maturity analysis of lease payments for a minimum of each of the first five years plus a total amount for the
remaining years
Disclosure requirements in IAS 36, IAS 38, IAS 40 and IAS 41 for assets subject to operating leases
Disclosure requirements in IAS 16 for items of property, plant and equipment subject to an operating lease
Qualitative disclosures for all leases
Nature of the lessor’s leasing activities
Management of the risk associated with any rights that the lessor retains in underlying assets
Relevant requirements of IFRS 7
* This table covers the major disclosure requirements; depending on the particular facts and circumstances, additional disclosures might be necessary.

Appendix
Impact on lessee’s key performance indicators
KPI

Calculation

Effect of IFRS 16

Gearing (debt to equity ratio)

Liabilities/equity

Increase
(because most leases previously accounted for as operating
leases will now be on balance sheet)

EBIT

Earnings before interest and tax

Increase
(because the depreciation added is lower than the lease expense
eliminated from operating income)

EBITDA

Earnings before interest, tax and
amortisation

Increase
(because lease expense is eliminated from EBITDA)

Operating cash flow

–

Increase
(because some or all of the operating lease payments are moved to
financing)

Asset turnover

Sales/total assets

Decrease because lease assets are part of total assets

ROCE

EBIT/Equity plus financial liabilities

Depends on the characteristics of the lease portfolio (EBIT as well as
financial liabilities will increase)

Leverage

Net debt/EBITDA

Depends on the characteristics of the lease portfolio (EBITDA as
well as net debt will increase)

