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IFRS 16, ‘Leases’, will be effective for annual reporting periods beginning on or after 1 January 2019. Guidance 
for lessors remains substantially unchanged from IAS 17. Lessors are still required to classify leases as either 
finance or operating, and the indicators used to make that distinction are again unchanged from IAS 17. 

For a finance lease, the lessor recognises a receivable at an amount equal to the net investment in the lease; this 
is the present value of the aggregate of lease payments receivable by the lessor and any unguaranteed 
residual value. 

For an operating lease, the lessor continues to recognise the underlying asset on its balance sheet. 

Changes for lessors? 
Although the broad mechanics of lessor accounting remain unchanged, a number of topics do affect both 
lessees and lessors. For example, IFRS 16 contains revised guidance on the definition of a lease. Further, ‘lease 
term’ is defined for both lessees and lessors in the same way (for example, whether or not extension or 
termination options are taken into account when determining the lease term). 

In this guide, we focus on specific areas where IFRS 16 will have a particular impact on lessors: 

 Lease payments; 

 Separating or combining components of a contract; 

 Subleases; 

 Sale and leaseback transactions; and 

 Lease modifications. 
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Lease payments are defined in the same way for both lessees and lessors, comprising the following components: 

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

 Variable lease payments that depend on an index or a rate; 

 Amounts expected to be payable by the lessee under residual value guarantees; 

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

 Payments of penalties for terminating the lease (if the lease term reflects the lessee exercising the option to 
terminate the lease). 

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

i. 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 lessor’s lease payments. These payments are initially measured using the index or the rate at the 
commencement date (instead of forward rates/indices). 

ii. Variable lease payments based on any other variable. Variable lease payments not based on an index or a 
rate are not part of the lessor’s lease payments, such as payments of a specified percentage of sales made 
from a retail store. Such payments are recognised in profit or loss in the period in which the event or 
condition that triggers those payments occurs. 

iii. In-substance fixed payments. Lease payments that, in form, contain variability but, in substance, are fixed 
are included in the lessor’s lease payments. The standard states that a lease payment is in-substance fixed if 
there is no genuine variability. 

Example of variable lease payment based on an index or a rate 

A lessor agrees an operating lease of office space with a lessee on the following terms: 

1. Lease term: 10-year non-cancellable term. 

2. Annual payment: CU100,000 in the first year, with a CPI increase in every following year. 

3. Market rent review: beginning of year 6, with a CPI increase in every following year. 

The lessor initially measures lease income as CU100,000 in every year. In year 2, CPI increases by 2%. 

The lessee is required to remeasure its lease liability when the cash flows change in respect of CPI in year 2 for 
the lease payments from year 2 to year 5. [IFRS 16 para 42(b)]. The lease payments from years 6 to 10 would not 
be remeasured, because those cash flows have not yet changed. These cash flows will only change when the 
market rent review occurs and rent is reset to the market rate at that time. 

From year 2, the following lease income is forecast for the purposes of the lessor determining recognition of 
lease income on a straight-line basis: 
 

Year 2 3 4 5 6–10 (annual) 

Lease income (CU) 102,000 102,000 102,000 102,000 100,000 

 

 

Lease payments 
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The lessor initially measures lease income as CU100,000 in every year. In year 2, CPI increases by 2%. 

The lessee is required to remeasure its lease liability when the cash flows change in respect of CPI in year 2 for 
the lease payments from year 2 to year 5. [IFRS 16 para 42(b)]. The lease payments from years 6 to 10 would not 
be remeasured, because those cash flows have not yet changed. These cash flows will only change when the 
market rent review occurs and rent is reset to the market rate at that time. 

Should the lessor remeasure the lease income to be recognised in year 2? 

PwC observation 

Given the guidance for lessees, it would be logical for the lessor to remeasure lease income to be recognised in 
the same way. Therefore, the rental income recognised in year 2 would be CU100,888, reflecting recognition of 
the revised income above on a straight-line basis. However, there is no explicit requirement in IFRS 16 for a 
lessor to remeasure its lease income in the same way as a lessee. An alternative approach would be to recognise 
the increases in rental income related to CPI changes in the periods in which those changes occur in accordance 
with IFRS 16 paragraph 38. Under that approach, the rental income in year 2 would be CU102,000. The 
method applied is an accounting policy choice, and it should be applied consistently to all leases in 
accordance with IAS 8. 

 

For lessees, in relation to payments initially excluded from the lease liability, if the variability is resolved at a 
later point in time (for example, insurance premiums or taxes become known and unavoidable for the 
upcoming year) they become in-substance fixed payments at that point in time in accordance with IFRS 16 
paragraph B42. However, there is no similar explicit requirement in IFRS 16 for a lessor under an operating 
lease. Lessors could apply the guidance as for lessees or, alternatively, they could recognise the variable lease 
payments in the periods in which they occur. The method applied is an accounting policy choice, and it should 
be applied consistently in accordance with IAS 8. 
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Contracts often combine different types of obligations, and they might contain a combination of lease 
components, or of lease and non-lease components. For example, real estate arrangements often require the 
lessee to reimburse the lessor for certain costs related to the leased asset, such as insurance, property taxes or 
common area maintenance provided by the lessor. 

IFRS 16 requires each separate lease component to be identified and accounted for separately. 

1. Interaction with IFRS 15 
The right to use an asset is a separate lease component from other lease components if two criteria are met: 

a. The lessee can benefit from the use of the asset either on its own or together with other readily 
available resources. 

b. The underlying asset must not be highly dependent on or highly interrelated with other underlying 
assets in the contract. 

PwC observation 

IFRS 15 contains guidance on how to evaluate whether a good or service promised to a customer is distinct for 
lessors. The question arises as to how IFRS 16 interacts with IFRS 15. 

For a multi-element arrangement that contains (or might contain) a lease, the lessor has to perform the 
following assessment: 

 Apply the guidance in IFRS 16 to assess whether the contract contains one or more lease components. 

 Apply the guidance in IFRS 16 to assess whether different lease components have to be accounted 
for separately. 

 After identifying the lease components under IFRS 16, the non-lease components should be assessed under 
IFRS 15 for separate performance obligations. 

The criteria in IFRS 16 for the separation of lease components are similar to the criteria in IFRS 15 for analysing 
whether a good or service promised to a customer is distinct. 

When identifying non-lease components, an entity must consider whether a good or service is transferred to the 
lessee. [IFRS 16 para B33]. As mentioned above, real estate arrangements often require the lessee to reimburse 
the lessor for items such as insurance, property taxes or common area maintenance provided by the lessor. 
There will usually be (at least) one lease component (the right to use the real estate) and one non-lease 
component (such as common area maintenance). However, payments for insurance and property taxes typically 
do not involve a transfer of a separate service, and they generally do not represent a separate lease or non-lease 
component. Instead, these payments form part of the consideration for the lease and non-lease components. 

 

Separating or combining 
components of a contract 
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2. Determine overall consideration 

The overall consideration in the contract needs to be determined. This will include payments for the lease 
component(s), and it might also include payments for non-lease components and/or payments that do not 
represent separate components. Overall consideration includes both fixed and any variable payments. For 
example, in some real estate arrangements, the payments received from the tenant for property taxes and 
insurance might be variable payments. 

3. Allocation of consideration 
When the lease and non-lease components have been identified, the consideration within the contract must 
then be allocated. 

Lessors allocate consideration in accordance with IFRS 15, on the basis of stand-alone selling prices of the 
identified components. Where insurance and property taxes do not represent a separate component, no 
consideration is allocated to them; consideration is only allocated to the identified lease and non-lease 
components. 

The example below explains how the variable payments of property tax and insurance would be measured when 
determining the overall consideration. 

Example – How are variable payments of property tax and insurance measured? 

A lessor requires a lessee to reimburse the lessor for property taxes and insurance under an operating lease. 
Applying IFRS 16 paragraph B33, the lessor has determined that, in this specific situation, the payments for 
property taxes and insurance do not transfer a separate good or service, so they are not accounted for as a 
separate non-lease component. The lease contract has no other service or non-lease components, and so these 
tax and insurance payments are allocated as lease payments to be received and recognised as rental income over 
the lease term. 

Often, payments for reimbursing the lessor for property taxes and insurance are variable. Depending on the 
specific facts and circumstances in each lease and in each jurisdiction, there might be different causes of 
variability. Potential types of variable payment and how they could be measured are considered further below, 
although there is significant judgement involved. 

Property tax 
Property tax might be calculated as the tax value of the property multiplied by a fixed percentage. The tax value 
of the property might be determined based on specific requirements in tax law, and so it might not be 
representative of market value. 

Even if valuation of the property takes into account market indices or rates, it is not, in itself, an index or a rate. 
Hence, these types of property taxes should be accounted for as variable lease payments that do not depend on 
an index or a rate. Only the amounts that are already in-substance fixed are included in the initial measurement 
of lease income. For example, if the property taxes are known for the first year and will then be reassessed from 
the second year, only the property taxes for the first year would be included initially, and the income for 
property taxes in future periods would be recognised when they occur or become in-substance fixed. 

Insurance 
The initial amount of the insurance premium might be known by both parties but not explicitly stated in the 
contract. Furthermore, the amount might change over time for reasons other than the market value of the 
property – for example, if the insurance company’s assessment of risk changes or the lessor moves to another 
insurance company. 

The amount of premiums might vary in subsequent periods. Amounts received in relation to insurance meet the 
definition of variable lease payments, but they are not dependent on an index or a rate. Only the amounts that 
are already in-substance fixed are included in the initial measurement of lease income. For example, if the 
insurance premium is known for the first year and will then vary from the second year, only the insurance 
premium for the first year would be included initially, and the income for insurance in future periods would be 
recognised when it occurs or becomes in-substance fixed. 
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Application in the example 
Lessees will include payments for property taxes and insurance as part of the lease liability if they are linked to 
a rate or an index or are in-substance fixed payments and they are not separate goods or services under 
the lease. 

Similarly, lessors will include payments for property taxes and insurance as part of rental income. As a result, 
the lessor will record rental income for amounts received in respect of property taxes and insurance. The lessor 
also records an expense for the costs incurred for these items. 

PwC observation 

Application of this principle could be challenging in some jurisdictions where the lessor has the primary 
obligation to pay the property tax while the lessee pays the tax or the insurance directly to the tax authority or 
insurance company respectively. Lessors might find it difficult to collect information from lessees in respect of 
these expenditures, or it might be difficult to keep track of a wide range of different insurance arrangements. 
In such cases, it will be important for lessors to communicate with lessees, to determine methods of collecting 
this information.
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Intermediate lessors must now classify subleases based on the right-of-use asset from the head lease, rather 
than the underlying lease asset (as under IAS 17). 

For example, the term of a property sublease would be compared to the term of the head lease when assessing 
whether the lease is for the major part of the economic life. 

Similarly, the present value of lease payments is compared to the fair value of the right-of-use asset, instead of 
the underlying asset, when assessing whether it is for substantially all of the fair value. 

Since the head lease term for a property lease or the fair value of a right-of-use asset is often smaller than the 
life or fair value of the underlying property, there is now an increased likelihood that a sublease may be 
classified as a finance lease. The change to sublease guidance must be considered both on transition to IFRS 16 
for existing subleases and for all new subleases entered into once IFRS 16 applies. 

Practical impact 
Real estate companies can often hold investment properties that are located on leased land. In turn, these 
ground leases are often for long periods of time, for example 99 years. Therefore, real estate companies are 
lessees in respect of the ground lease and are required to apply IFRS 16. 

As a result, real estate companies will recognise a right of use asset and lease liability in relation to ground 
leases. In turn, the right of use asset is classified as an investment property given the leased land is held solely 
for the purposes of holding the related investment property building. Further, where the real estate entity 
applies the fair value model for its investment property, it will equally be required to apply this model to right of 
use assets that meet the definition of investment property. [IFRS 16 para 34]. 

The right of use asset is measured on initial recognition in accordance with IFRS 16. [IAS 40 para 29A]. 
Where a ground lease is negotiated at market rates, on initial recognition, re-measurement of a right of use 
asset from cost to fair value should not give rise to any gain or loss on day one. [IAS 40 para 41]. As such, on 
initial recognition of ground leases negotiated at market rates, the amounts reflected in the balance sheet will be 
an investment property right of use asset and a lease liability of an equal amount. This effectively shows the 
gross position of the ground lease investment property fair value since valuation models for investment 
property will include ground lease payments as cash out flows. These cash out flows are now reflected on the 
balance sheet as a lease liability and IAS 40 does not permit this liability to be presented net against the 
investment property. [IAS 40 para 50(d)].

 

Subleases 



In depth  

Lease payments
Separating or combining

components of  a contract
Subleases

Sale and leaseback

transactions
Lease modifications

 

IFRS 16 implications for lessors in the real estate industry PwC  8 

Determining whether the transfer is a sale 
Aside from lessee accounting, the accounting for sale and leaseback transactions is one of the main areas in 
which the new lease standard changes the current guidance. The accounting for sale and leaseback transactions 
under IAS 17 mainly depended on whether the leaseback was classified as a finance or an operating lease. Under 
IFRS 16 the determining factor is whether the transfer of the asset qualifies as a sale in accordance with IFRS 
15. An entity should apply the requirements for determining when a performance obligation is satisfied in IFRS 
15, to make this assessment. 

Structure of a sale and leaseback 

Seller-lessee Bu yer-lessor
Sa le and purchase agreement

Lea se agreement

 

Transfer of the asset is a sale 
If the buyer-lessor has obtained control of the underlying asset and the transfer is classified as a sale in 
accordance with IFRS 15, the seller-lessee measures a right-of-use asset arising from the leaseback as the 
proportion of the previous carrying amount of the asset that relates to the right of use retained. The gain 
(or loss) that the seller-lessee recognises is limited to the proportion of the total gain (or loss) that relates to the 
rights transferred to the buyer-lessor. 

If the consideration for the sale is not equal to the fair value of the asset, any resulting difference represents 
either a prepayment of lease payments (if the selling price is below market terms) or an additional financing 
(if the selling price is above market terms). The same logic applies if the lease payments are not at market rates. 
The buyer-lessor accounts for the purchase in accordance with applicable standards (such as IAS 40 if the 
underlying asset is investment property), and for the leaseback in accordance with IFRS 16. 

Example – Sale and leaseback transaction 

Entity A owns a property with a carrying value of CU3 million, and it enters into a sale and leaseback 
transaction. The market value of the property is CU10 million. The present value of minimum lease payments 
under the term of the leaseback is CU5 million. The initial sales price and the ongoing rental are all at 
market value. 

Under IFRS 16, the right-of-use asset retained by entity A as a proportion of the underlying asset is 50%, being: 

Present value of minimum lease payments (CU5 million)

Market value of the property (CU10 million)

 

 

Sale and leaseback transactions 
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The right-of-use asset retained is CU1.5 million, being: 

Carrying amount of the property (CU3 million) x Proportion of the underlying asset (50%)

 

The gain on sale is CU3.5 million, being the proportion of the total gain that relates to the rights transferred to 
the buyer-lessor: 

Market value of the property less the present value of the lease payment

(CU10 million – CU5 million)

Market value of the property (CU10 million)

Total gain (CU7 million)   X 

 

Under IAS 17, assuming the transaction qualifies as an operating leaseback, the gain on sale would be CU7 
million, being the difference between the fair value of the property (CU10 million) and its carrying value 
(CU3 million). Further, no asset or liability would be recognised on the balance sheet subsequent to the 
transaction. However, under IFRS 16, the gain recognised relates only to the proportion of the right to use the 
underlying asset that is transferred to the buyer-lessor. 

Transfer of the asset is not a sale 
If the transfer is not a sale (that is, the buyer-lessor does not obtain control of the asset in accordance with 
IFRS 15), the seller-lessee does not derecognise the transferred asset, and it accounts for the cash received as a 
financial liability. The buyer-lessor does not recognise the transferred asset, and instead it accounts for the 
cash paid as a financial asset (receivable). 

PwC observation 

The accounting treatment for sale and leaseback transactions for seller-lessees under IFRS 16 can be 
significantly different from IAS 17. However, we do not expect this difference to result in a complete 
elimination of sale and leaseback activity. There are still valid commercial reasons for seller-lessees to enter 
into such transactions, such as managing cash flows, facilitating operational decisions, and tax 
considerations. 
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There is no explicit guidance in IAS 17 on accounting for modifications of operating leases by lessors. Where the 
modification of an operating lease does not result in the lease being reclassified as a finance lease, any changes 
to future lease payments are accounted for prospectively on a straight-line basis over the remaining revised 
lease term. 

IFRS 16 provides guidance on modifications of operating leases by lessors. The accounting requirements under 
IFRS 16 are generally consistent with previously developed practice for accounting for modifications of 
operating leases by lessors. Modifications to an operating lease should be accounted for from the effective date 
of the modification, considering any prepaid or accrued lease payments relating to the original lease as part of 
the lease payments for the new lease. [IFRS 16 para 87]. IFRS 16 provides greater clarity as to the effective date 
of a modification and defines this as the date on which the parties agree to the modification.

 

Lease modifications 
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IFRS 16 does contain changes that have an accounting impact on lessors. In particular, lessors should be aware 
of the new guidance on the definition of a lease, lease term and lease payment, separation of components, 
subleases and the accounting for sale and leaseback transactions. From a commercial point of view, changes in 
lessee accounting could also impact lease negotiations, given that property leases will often result in the 
recognition of significant assets and liabilities for many lessees. The focus in negotiations might no longer be on 
whether the contract would qualify as an operating or a finance lease, but instead on whether the definition of a 
lease is met at all. 

Other negotiation points might include variable lease payments which could be excluded from the lease liability, 
or inclusion of termination options which might minimise the lease term. As such, the standard might have an 
impact that extends beyond the accounting treatment. 

For more guidance, see our In-depth, IFRS 16 – A new era of lease accounting. 

Questions 

PwC clients who have questions about this in depth should get in touch with their regular PwC contact. 

 

Final thoughts 

https://inform.pwc.com/inform2/show?action=informContent&id=1647022702109561
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Contact us 
To have a deeper discussion on the content of this publication, please contact: 

Territory Name E-mail Telephone 

Argentina Eduardo Loiacono eduardo.loiacono@ar.pwc.com +54 11 4850 4690 

Australia Bianca Buckman bianca.buckman@au.pwc.com +61 8266 0382 

Australia Mary-Anne Matthews mary-anne.matthews@au.pwc.com  +61 (2) 8266 3252 

Belgium Didier Matriche didier.matriche@be.pwc.com +32 2 7107 287 

Belgium Elena Shibkova elena.shibkova@be.pwc.com + 32 2 7109 644 

Canada Andrew Popert andrew.popert@ca.pwc.com +1 416 687 8901 

Canada Lucy Durocher lucy.durocher@ca.pwc.com +1 416 869 2311 

China Kathleen Chen kathleen.chen@cn.pwc.com +86 21 2323 2566 

Cyprus Tasos Nolas tasos.nolas@cy.pwc.com +357 25 555 192 

France Jean-Baptiste Deschryver jean-baptiste.descrhyver@fr.pwc.com +33 15657 5925 

France Thibault Lanselle thibault.lanselle@fr.pwc.com +33 1 56 57 1279 

Germany Anita Dietrich anita.dietrich@de.pwc.com +49 69 9585 2254 

Germany  Carolin Stoek carolin.stoek@de.pwc.com +49 69 95 85 2216 

Hong Kong Clarry Chan clarry.chan@hk.pwc.com +852 2289 2169 

Ireland Aoife O'Connor aoife.oconnor@ie.pwc.com  +353 1 7928527 

Italy Nicola Fierro nicola.fierro@it.pwc.com +39 02 778 5669 

Japan Hideo Ohta hideo.ohta@jp.pwc.com +81 80 3254 6831 

Japan Takeshi Shimizu takeshi.shimizu@jp.pwc.com +81 90 6515 1754 

Jersey Lisa McClure lisa.mcclure@je.pwc.com +44 1534 838315 

Luxembourg Frank Ballmann frank.ballmann@lu.pwc.com +352 49 48 48 2280 

Netherlands Sidney Herwig sidney.herwig@nl.pwc.com +31 88 792 4936 

Norway Ola Anfinsen ola.anfinsen@no.pwc.com +47 95 26 0503 

Poland Mateusz Ksiezopolski mateusz.ksiezopolski@pl.pwc.com +48 50 218 4483 

Singapore Magdalene Chua magdalene.wz.chua@sg.pwc.com +65 6236 3668 

South Africa Lihor Spazzoli lihor.spazzoli@za.pwc.com  +27 (11) 797 4826 

Spain Gonzolo Sanjurjo Pose gonzolo.sanjurjo.pose@es.pwc.com  +34 915 684 989 

Sweden Johan Ericsson johan.m.ericsson@se.pwc.com +46 10 213 3037 

Switzerland Guido Andermatt guido.andermatt@ch.pwc.com +41 58 792 2540 

United Arab Emirates Yelena Belokovylenko yelena.belokovylenko@ae.pwc.com +971 4304 7461 

United Kingdom Avni Mashru avni.r.mashru@uk.pwc.com +44 7590 354 085 

United Kingdom Sandra Dowling sandra.dowling@uk.pwc.com +44 7764 988 547 

United Kingdom Peter Jourdier peter.jourdier@uk.pwc.com +44 7814 745 707 

United States Scott Tornberg scott.w.tornberg@us.pwc.com +1 973 236 5336 

United States Tom Wilkin tom.wilkin@us.pwc.com +1 646 471 7090 
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