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The leases lab
IFRS 16 gives rise to a multitude of intriguing questions, so Professor Lee Singh 
begins a new experiment – this time with his assistant Doctor Holger Meurer. 

Hypothesis 

IFRS 16 will adversely affect a lessee’s Key 
Performance Indicators (KPIs).  

Testing and analysis 

Lessees have to recognise a right-of-use 
asset and a corresponding lease liability for 
almost every lease contract under the new 
standard. This will obviously result in an 
increase in debt and, therefore, in the debt 
to equity ratio for lessees that have a 
significant number of lease contracts that 
were classified as operating leases under 
IAS 17.  

This is only the first part of the analysis. 
Professor Lee Singh considers all relevant 
source data, and now takes a closer look at 
other KPI’s.  

• For those lease contracts that now have 
to be accounted for on balance sheet, 
lease payments are presented in profit 
or loss as finance cost and 
depreciation. Earnings before interest 
and tax (EBIT) and earnings before 
interest, tax and amortisation 
(EBITDA) will increase.  

• Lease payments that relate to contracts 
previously classified as operating leases 
will no longer be shown in full within 
operating cash flow in the cash flow 
statement. The part of the lease 
payments that reflects the repayment of 
the principal portion of the lease 
liability will instead be included in 
financing activities. Therefore, 
operating cash flow will increase for 
many lessees. 

IFRS 16 also contains two important 
recognition exemptions. Short term leases 
(leases with a lease term of 12 months or 
less) and leases of low-value assets (USD 
5,000) can still be accounted for similar to 
current operating leases, that is, . the lessee 
does not have to recognise a right-of-use 
asset and a lease liability. This will soften 
the effect IFRS 16 has on the debt to equity 
ratio. 

 

 

Analysts have traditionally used operating 
lease disclosures to estimate lease liabilities   
for an entity. That estimated lease liability 
would be a rough estimate and likely to 
overstate liabilities. The actual lease liability 
under the new standard might be lower and 
as a result may even decrease the debt to 
equity ratio – at least compared to previous 
analyst expectations. 

Conclusion  

IFRS 16 will impact a number of lessee’s 
KPI’s. However, changes often go in both 
directions. Whereas in most cases balance 
sheet related ratios will worsen, KPI’s that 
relate to the income statement and the cash 
flow statement might actually improve. 

Practical application  

Lessees have to analyse how IFRS 16 
changes KPI’s and ensure that investors and 
other stakeholders are aware of the changes 
and – even more important – why they 
change. Effective communication of the 
impact of these changes will therefore be a 
key element of the process of adopting the 
new standard. 

More of the Professor’s analysis of the 
impact of IFRS 16 Leases on lessees can be 
seen in our In Depth.
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