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Executive Summary
At long last, a company’s lease obligations – formerly buried in the back of the footnotes 
of the financial statements -  are moving front and center onto the balance sheet, as a new 
leasing standard goes into effect for both US GAAP and IFRS companies at the begin-
ning of this year.  CFA Institute has long advocated for recognition of lease obligations 
on the balance sheet, and while the measurement methodology does not incorporate our 
preferred method of reflecting current market conditions, we generally view this change 
in accounting as a positive development.  

The new standard for leases is effective 1 January 2019, or just around the corner as the 
first quarter and half yearly results are being published. Because the vast majority of the 
change resulting from the leasing standard is related to lessee accounting, which has a 
broader impact for investors, this report focuses only on lessee accounting.

What’s changing?  The short answer is that previously invisible leverage from leasing activi-
ties will now become visible, as all lease obligations will be presented as a liability on the 
balance sheet, offset by a “right-of-use asset,” representing the right to use the leased asset.

The longer answer is that analysts will need to do much more than look at the new lease 
liability on the balance sheet. Investors must understand the various methods of transition 
to the new standard, the fact that most companies won’t restate prior periods, and the dif-
fering treatment of leases under US GAAP and IFRS.  They will also have to understand 
the key assumptions underlying the new accounting, such as the discount rate selected, 
and how the changes in various financial statement captions will impact financial state-
ment ratios and common non-GAAP measures.

This paper is designed to help our members and other investors understand the changes 
that are coming your way.  We have focused on top 10 considerations including under-
stand the following: 

I.	 Basics of new US GAAP and IFRS standard and their differences.

II.	 Methods and implications of transitioning to the new standard under US GAAP 
and IFRS.

III.	 Transition disclosures investors should expect and evaluate.
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IV.	 The implication on financial statement captions.

V.	 The implication on non-GAAP measures.

VI.	 Impact on cash.

VII.	 Impacts on ratios.

VIII.	 New disclosures to be provided.

IX.	 Industries with biggest impacts.

X.	 Market expectations.

Each section has been created for investors to dip in and out of and consider the issues 
most important to them. The basic examples in Section IV provide a quick illustration for 
those analytically inclined to visualize the effects of the standard.  

Where the new standard gets messy for investors is the differing treatment of leases between 
US GAAP and IFRS.  While both standards require the recognition of a right-of-use asset 
and a lease liability on the balance sheet, and will therefore have a significant impact on 
the balance sheet of many companies (particularly those in the retail, airline, telecom, and 
transportation industries), the income statement treatment and cash flow presentation dif-
fer.  Under US GAAP, many leases will be classified as “operating leases” and there will 
be little change to the income statement and cash flow statement.  In contrast, all leases 
under IFRS will be classified as “finance leases”; the income statement treatment follows a 
pattern similar to that of the old model’s capital leases, with interest expense recognized, 
and overall expense recognition higher in the earlier years of the lease.  The bottom line is 
that in many situations, the exact same lease will be treated differently under US GAAP as 
compared to IFRS, thereby creating analytical challenges for investors.

And, while actual cash flows are not changing, the presentation of cash flows in the state-
ment of cash flows will, in many instances, change.  In addition, the recognition of inter-
est expense for leases classified as finance leases will impact non-GAAP measures such as 
EBIT and EBITDA, as discussed in Section V, and will also impact profitability ratios 
such as net profit margin, operating profit margin, and pretax margin. Changes to balance 
sheet captions will significantly impact many other financial statement ratios, as discussed 
in Section VII. Because many companies are not expected to restate prior years, com-
parability and trend analysis in financial statement captions and ratios will be difficult.  
This paper will help investors unpack the impact to these ratios and adjust as necessary to 
ensure results are truly comparable.
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This paper also reviews the recent disclosures of selected companies with an eye to 
emphasizing what investors should focus on.  Disclosures will be critical to understand-
ing the key assumptions underlying the calculation of the lease obligation, such as the 
discount rate used. Both standards have a “set it and forget it” approach to the discount 
rate, where the rate is not updated after the inception of the lease, so investors will need 
to be able to adjust this rate to reflect current market conditions. In addition, as dis-
cussed in Section II, under almost all of the various transition methods, the discount 
rate is tied to the date at transition rather than the discount rate in effect when the 
leases were negotiated.  Thus, in many cases, the discount rate as of 1 January 2019 will 
have an outsized impact on the determination of the lease liability  - and the resulting 
leverage - at transition, and will have a significant impact on the weighted average dis-
count rate for years to come.  

Investors have long been aware of the hidden leverage in many sectors such as the retail-
ing industry that arises from lease obligations. The devil is in the details, and so it is 
critical that investors understand these details.  This paper is designed to help investors 
get behind the headline numbers so they can properly analyze companies across differing 
accounting standards and over time.  
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Introduction
Culminating a fitful process that began several decades ago (Figure 1), in 2016 the 
Financial Accounting Standards Board (FASB) and the International Accounting 
Standards Board (IASB) finished updating their standards for accounting for leases. The 
new standards for accounting for leases are effective for public companies with calendar 
year ends starting 1 January 2019.1 In the first quarter of 2019, previously invisible lever-
age from leasing activities will become visible, changing the complexion of balance sheets for 
many companies.

When the two standard setters started on a path to convergence in 2006, they intended to 
issue a single statement that would satisfy the needs of their constituents. As the develop-
ment continued, however, the two boards found a unified standard remained elusive.

The main difference between the two standards is in their treatment of lessee account-
ing. US Generally Accepted Accounting Principles (US GAAP) Accounting Standards 
Update (ASU) 2016-02, Leases (Topic 842), permits two different lease treatments: finance 
leases and operating leases. Under International Financial Reporting Standards (IFRS) 
IFRS 16, Leases, the lessee accounting model requires all leases to be handled as finance 
leases.

Because US GAAP allows for two different lessee treatments, consistent with existing 
requirements, we describe the US GAAP lease accounting first, then examine how US 
GAAP and IFRS differ. Investors will need to be mindful that they must adjust for the 
US GAAP and IFRS differences when comparing US companies to those registered in 
IFRS jurisdictions.

1 Under US GAAP, nonpublic companies have an extra year to comply. IFRS has no such provision. 
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I. �What Are the Basics of the  
New Standard? 

The US GAAP Standard’s Fundamentals 

Operating vs. Finance Leases
The biggest difference between the former leasing model under US GAAP (FASB 
Statement No. 13) and the new leasing model (ASU 2016-02/ASC Topic 842) is the rec-
ognition of lease assets and liabilities by lessees for leases deemed operating leases under 
the old model. The new standard retains the classification between finance leases (previ-
ously called capital leases) and operating leases; however, both kinds of leases now result in 
recognized balance sheet liabilities, whereas operating leases previously did not recognize 
any lease obligations.

Lessee Accounting
The basic tenet – and biggest change – under the new US GAAP model is that a lessee’s 
balance sheet should show the assets and liabilities arising from all leases, regardless of 
whether they are classified as an operating lease or a finance lease. The model presumes 
that all leases create an asset and a liability for the lessee.

Operating Leases
Recognizing those lease assets and lease liabilities is an improvement in the balance sheet 
over previous accounting. Compared to the existing operating lease model, the new lease 
accounting model does not have a significant effect on the income statement and the state-
ment of cash flows. The rent expense associated with an operating lease is still recognized 
on a straight-line basis over the lease’s term in the income statement; in the cash flow 
statement, the rent expense is still reflected in the operating section.

An obligation to make lease payments implies a liability that should be recognized on the 
balance sheet, related to the right to use a certain asset over the lease term. The asset to be 
recognized is a “right-of-use” (ROU) asset, instead of the leased asset itself. In measuring 
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assets and liabilities, lessees (and lessors) should include payments to be made in optional 
renewal periods only if the lessee will be 

■	 reasonably certain to exercise an option to extend the lease, or 

■	 reasonably certain not to exercise an option to terminate the lease. 

Optional payments for the purchase of the underlying asset should be included in the 
measurement of lease assets and lease liabilities if the lessee is reasonably certain to exer-
cise that purchase option. “Reasonable certainty” is a fairly high threshold. Also consis-
tent with the Statement No. 13 model, both lessee and lessor will exclude most variable 
lease payments when they measure lease assets and liabilities, unless those payments are 
driven by an index or rate (such as CPI), or are in-substance fixed payments.

The new standard provides a concession to expedience in its application: firms need not 
recognize lease assets or liabilities for leases with terms of 12 months or less. Firms are 
not barred from recognizing lease assets and liabilities with shorter terms, but they can 
ignore them if they like. Those opting for this route will recognize lease expense for these 
leases on a straight-line basis over the term of the leases.

What will stop firms from employing clever assumptions and structuring all leases as 
12-month leases with options to renew on similar terms for years afterwards? Only the 
measurement constraint above: “both lessee and lessor include payments to be made in 
optional renewal periods if the lessee will be reasonably certain to exercise an option to 
extend the lease.” Auditors may have a tough road ahead in halting specious assertions 
about abandoning options to extend leases for say, assets with 10-year useful lives but a 
series of renewable 12-month terms. “Reasonable certainty” may prove elusive for some 
clients.

For operating leases, a lessee will:

■	 recognize a right-of-use asset and lease liability, measured as the present value of lease 
payments, in the balance sheet;

■	 recognize a single lease cost, calculated as a straight-line charge over the lease term; 
and

■	 classify all cash payments within operating activities in the statement of cash flows.

WWW.CFAINSTITUTE.ORG
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Finance Leases
For finance leases, a lessee will:

■	 recognize a right-of-use asset and lease liability, measured as the present value of lease 
payments, in the balance sheet;

■	 recharacterize rent expense and split it into two components, interest expense on the 
lease liability and amortization expense on the right-of-use asset; and

■	 classify repayments of the principal portion of the lease liability within financing 
activities; payments of interest on the lease liability and variable lease payments are 
included within operating activities in the statement of cash flows.

Discount Rate
For a lessee, the discount rate for the lease is the rate implicit in the lease unless that rate 
cannot be readily determined. In that case, the lessee is required to use its incremental 
borrowing rate. The discount rate is determined at the inception of the lease and, gener-
ally, not updated unless certain remeasurement events are triggered.

As we describe in Section II of this report, the transition method selected has a signifi-
cant impact on the discount rate used to determine the present value of lease obligations 
for the first time at transition. Investors should carefully consider the discount rate at 
transition and its implications on the financial statement leverage and interest and lease 
expenses going forward.

As we describe in Section VIII of this report, investors must review disclosures to deter-
mine the discount rate used in the computation of the lease liability, as well as the rela-
tionship of that discount rate to current market rates, when they consider the degree to 
which lease liabilities need to be adjusted to current market conditions.

Classification Criteria
Driving the lessee’s distinction between the two treatments is the passing or failing 
of any of five criteria. They drive lessor’s distinctions between operating and direct 
financing leases, too. If any one of the following criteria is met at lease commencement, 
the lessee classifies the lease as a finance lease and the lessor classifies it as a sales-type 
lease:
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1.	 Ownership Transfer: The lease transfers ownership of the underlying asset to the 
lessee by the end of the lease term.

2.	 Purchase Option: The lease grants the lessee an option to purchase the underlying 
asset that the lessee is reasonably certain to exercise.

3.	 Lease Term: The lease term is for the major part of the remaining economic life of 
the underlying asset. (If the start of the lease falls at, or near, the end of the economic 
life of the underlying asset, this classification criterion is ignored.) 

4.	 Present Value Lease Payments Relative to Fair Value: The present value of the sum 
of the lease payments and any residual value guaranteed by the lessee not already 
reflected in the lease payments equals or exceeds substantially all of the fair value of 
the underlying asset.

5.	 Specialized Asset: The underlying asset is of such a specialized nature that it has no 
alternative use to the lessor at the end of the lease term.

Lessors Won’t See Much Change
If none of the five classification criteria above are met, a lessor classifies the lease as either 
a direct financing lease or an operating lease. There are two additional criteria to be exam-
ined after “missing” the first five for a lessor to distinguish between a direct financing and 
an operating lease. If both criteria are not met, then the lease is classified as an operating 
lease. If both of the following criteria are met, the lease is a direct financing lease:

1.	 The present value of the sum of the lease payments and any residual value guaranteed by 
the lessee not reflected in the lease payments and/or guaranteed by any other unrelated 
third party equals or exceeds substantially all of the fair value of the underlying asset.

2.	 It is probable that the lessor will collect the lease payments plus any amount necessary 
to satisfy a residual value guarantee.

The income statement treatment for a finance lease follows a pattern similar to that of 
the old model’s capital leases: it shows amortization of a right-of-use asset and an interest 
expense.

Lessor accounting has been in large part revised to conform to the FASB’s new revenue 
recognition standard (ASU 2014-09/ASC Topic 606), which became effective at the 
beginning of 2018. For lessors, leasing is a revenue-generating activity, and lessor lease 
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accounting had been synchronized with the previous guidance. The revisions to the lessor 
accounting model maintain harmony with the new revenue recognition standard.

Because the vast majority of the change resulting from the leasing standard is related to lessee 
accounting, which has a broader impact for investors, we focus on lessee accounting in this report.

Differences and Similarities Between the FASB and 
the IASB Standards

The main difference between the FASB and IASB standards is found in their treatment 
of lessee accounting. US GAAP permits two different lease treatments (finance leases and 
operating leases) while IFRS requires all leases to be handled as finance leases. Another 
significant difference in lessee accounting is IFRS’s use of a $5,000 materiality threshold 
and a 12-month term criterion for excluding leases from recognition, the US GAAP stan-
dard uses only a 12-month term criterion.

Bottom Line: Leases treated as operating leases under US GAAP will not produce the same 
results if accounted for under IFRS. Leases accounted for under IFRS will affect the income 
statement and the statement of cash flows differently than if they are accounted for under US 
GAAP.  The new IFRS treatment also differs from the treatment under the previous IFRS 
lease accounting standard.

Despite their differences, the similarity between the two sets of standards for lessees is 
also the biggest improvement in the lease accounting model. Both standards require the 
recognition of a right-of-use asset and a lease liability on the balance sheet for all leases.

The two standards also differ on the following criteria:

■	 Lessor Profit Recognition: Lessor accounting under IFRS permits recognition of 
selling profit at the start of a lease; US GAAP does not. IFRS does not explicitly 
require consideration of lease receivables collectability, US GAAP does require such 
consideration.

■	 Measurement of Right-of-Use Asset: In measuring the right-of-use asset, US 
GAAP requires measurement to be calculated based on the present value of lease 
payments, whereas IFRS permits alternative measurement methods such as fair value 
(e.g., investment property).
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■	 Statement of Cash Flows: In the statement of cash flows, IFRS permits interest pay-
ments to be classified within operating, investing, or financing activities. US GAAP 
only allows interest to be classified within operating activities.

■	 Sale Leaseback Transaction: Regarding sale and leaseback transactions, US GAAP 
provides application guidance as to whether an asset transfer is considered a sale; 
IFRS only states that if a seller-lessee has a repurchase option on the underlying asset, 
then a sale has not occurred. IFRS also limits the gain to be recognized by a seller-
lessee in a sale and leaseback, whereas US GAAP does not.

■	 Private Company Exemptions: IFRS provides no specific guidance or exemptions 
for private companies. US GAAP allows private companies a policy election to use 
a risk-free rate to discount the lease liability for each lease. US GAAP also allows a 
different transition date.

Because all companies registered in IFRS jurisdictions will have finance leases, when dis-
cussing finance leases in this report, other than in a discussion of the statement of cash flows, 
we are discussing IFRS accounting treatment, and when discussing operating leases we are 
referring to US GAAP.
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II. �How Will Companies Transition to 
the New Standard?

Investors need to understand how the companies in which they invest will transition to 
the new leasing standard. The new standard will significantly impact the comparability 
of results between and within companies in both IFRS and US GAAP jurisdictions, not 
only at inception of the new standard, but over time as the assumptions and methods of 
transition unwind over the lease term.

Analysis of Transition Methods
Even to accountants, the IFRS and US GAAP transition provisions may be confusing.

Until a last-minute change by the FASB in August 2018, US GAAP and IFRS had sig-
nificant differences in how they required companies to transition to the new guidance. 
IFRS allowed companies to recognize transition adjustments at the beginning of the year 
of adoption (1 January 2019) or to restate prior periods. US GAAP, until the August 2018 
modification, required all companies to restate prior periods. The August 2018 modifica-
tion changed US GAAP to allow two types of modified retrospective methods—one that 
adjusts comparative periods and one that does not.2

Of the two standards, the IFRS transition methods are easier to understand, as they 
are consistent with the traditional definition of accounting transition methods. The US 
GAAP transition provisions—and the comparison of IFRS and US GAAP—have the 
potential to create confusion. Table 1 compares IFRS and US GAAP transition methods 
on the key dimension of transition, examining the restatement of prior periods and the 
assumptions used in determining the transition. 

2 �Note that this is the overall or broad transition guidance. Because of practical expedients that differ between IFRS 
and US GAAP, other transition nuances may be more or less important depending on the various issuers, the nature 
of their prior leasing arrangements, and how they are transitioning to the new guidance. 
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Investor Considerations in Analyzing Transition 
Transitioning to the new method of accounting for leases presents an opportunity for 
investors to ask questions that may facilitate a better understanding of the company’s pre-
vious, existing, and possible future leasing arrangements—an understanding that goes 
beyond simply comprehending the transition adjustments. As investors consider the 
effects of the transition, they should have a clear understanding of the following.

Mostly Likely Transition Method: Prior Periods Will Not Be 
Restated (IFRS Modified Retrospective and US GAAP Additional 
Transition)

Investors need to understand that the most likely transition approaches for IFRS (modi-
fied retrospective) and US GAAP (additional transition method) are those that are the 
most similar and don’t require restatement. However, a few companies (e.g., Tesco, as we 
describe in Section III) are restating prior periods.

Understanding whether the previous periods are or are not restated is important, but by 
itself is insufficient. Even with identical transition methods, the difference in lease clas-
sification between IFRS and US GAAP will impact comparability going forward. Thus, 
investors need to be attuned to the different approaches and their implications for com-
parability between companies and within companies at inception and over time. Investors 
need to go deeper and understand the financial statement effects of the transition and the 
assumptions used in determining the lease liabilities being recognized.

Impact of Transition: Understanding Financial Statement 
Presentation Effects

We demonstrate the impact of the new leasing standard at transition and over time with 
an illustration at Table 2 in Section IV. This illustration also highlights the analytical dif-
ferences between operating (US GAAP) and finance (IFRS) lease arrangements at incep-
tion and transition. The impact to the financial statement captions—and the financial 
analysis—gets complicated for investors, who should consider the impact of:

■	 transition methods (i.e., restating prior periods or adopting at the beginning of the 
accounting period adopted without restatement);

■	 different types of leases (i.e., operating versus finance);
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■	 accounting standards followed (i.e., IFRS [finance] versus US GAAP [operating 
versus finance]); and

■	 the effects of the lease types, accounting standards, and transition methods over time.

In simple terms, at inception (1 January 2019), if the modified retrospective method is 
used for IFRS and the (equivalent) additional transition approach is used for US GAAP, 
the impact on opening equity for 2019 should be similar and the impact to equity should 
be minimal. That said, some of the disclosures at year-end 2018 indicate that there will 
likely be an impact to equity to adjust for existing deferred lease assets or liabilities and 
impairments of residual assets. We describe this further in Section IV.

The impact to the balance sheet (assets and liabilities) should be significant for companies 
with a significant number of leases. What will not be comparable—under the most com-
mon transition approach where prior periods are not restated—are the assets and liabili-
ties of the companies relative to their prior periods. Over time, the differences between 
IFRS (finance leases) and US GAAP (operating leases) will be more significant, as we 
describe in Section IV.

Impact of Transition: Understanding Measurement of Lease 
Liability

In Section VII, we highlight the impact of transition on key ratios.

Understanding the financial statement implications of the transition—mostly balance 
sheet oriented—is important, but investors must consider more than the mechanics of 
how the financial statements are impacted. Investors must also understand the nature of 
the leases being recognized on the balance sheet and the assumptions and judgements 
used in the measurement of the lease obligations. These measurement assumptions deter-
mine the magnitude of the adjustment and the impact on future income statements. As 
noted previously, the lease liability is measured as the present value of the future lease 
payments discounted at either the rate implicit in the lease or the company’s incremental 
borrowing rate. Investors must understand the cash flows included in the measurement 
and the discount rate.

■	 Lease Cash Flows: Under the new lease standard, slight differences are present in the 
definition of a lease agreements. Such definitional changes may result in the inclusion 
of contracts, or components of contracts, that were not previously considered leases. 
Further, the new standard requires inclusion in lease cash flows renewals that are 
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reasonably certain to occur, which may not have been included in the previous dis-
closures. Still further, although changes in rates and indexes affecting lease payments 
will be included (under IFRS but not US GAAP), variable lease payments will not be 
included in the initial measurement. Rather, they will be included in future operating 
results as they occur.

	 Additionally, the IASB and FASB standards allow different practical expedients both at 
inception (i.e., carry over classification of lease definition, lease classification, and treat-
ment of initial direct costs) and over time (e.g., low-value leases and short-term leases).

	 Investors need to review the lease disclosures and understand the degree to which 
lease features, assumptions, judgements, and policy choices impact the cash flows 
being discounted. The inclusions (i.e., renewals) or exclusions (i.e., variable lease pay-
ments) will impact the amortization of this lease liability into the income statement in 
future periods, as we highlight in the illustration at Table 2 at Section IV.

■	 Discount Rate: Companies are required to discount the lease payments using the rate 
implied in the lease, or the incremental borrowing rate if the implied rate is not known. 
This discount rate will be significantly impacted by the transition method selected.

	 Under the IFRS retrospective method, the discount rate will be the rate implied in 
the lease or the incremental borrowing rate at inception of the lease—the most eco-
nomically relevant rate as it relates to the determination of the lease payments (cash 
flows being discounted) at inception.

	 Under the IFRS modified retrospective approach and the US GAAP additional tran-
sition approach, the discount rate will be the incremental borrowing rate at 1 January 
2019. It will have a significant impact on the measurement of the liability, result-
ing leverage, and interest expense, despite it not being the rate implicit in the lease 
agreement or the company’s incremental borrowing rate at the inception of the lease. 
Further, all leases in effect at 1 January 2019 will be discounted with reference to 
the company’s incremental borrowing rate at that date. Accordingly, future interest 
expense will be dependent on the discount rate at the date of transition, not the rate in 
effect when the lease and its cash flows were entered into.

	 Under the US GAAP modified retrospective method, the discount rate at the begin-
ning of the earliest period presented (1 January 2017) will be used. Accordingly, inter-
est expense will be dependent on the discount rate at the earliest presentation date.

	 Under all of the transition methods other than the IFRS retrospective method, the 
discount rate will be tied to the date of transition rather than the discount rate in 
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effect when the lease cash flows were negotiated. Additionally, the discount rate will 
not represent a true average discount rate weighted over time.

	 Because the new US GAAP and IFRS leasing standards have a “set it and forget” 
approach to the discount rate, the rate at transition will have a significant impact on 
the determination of the lease liability—and the resulting leverage—as well as on the 
amortization of the lease liability and the related interest expense for finance leases, 
and on the amortization of right-of-use assets for operating leases until the date the 
last lease existing at transition to the standard is completed. New leases will be capi-
talized at the rate in effect at the lease inception, but the rate at transition will have a 
significant impact on the weighted average discount rate for years to come. Over time, 
the lease obligation will include a mix of interest/discount rates that relate to the cash 
flows (lease payments) being discounted. Nevertheless, the weighted average discount 
rate will be heavily impacted by the transition discount rate until leases in effect at  
1 January 2019 end.

Disclosures: Transition and Annual
Each transition method has different disclosure requirements, as we outline in Appendix A.  
The most useful transition disclosure for investors will be the IFRS disclosure described 
in Section III, and highlighted below. That disclosure requires explaining how the previ-
ous lease commitment disclosure equates to the lease liability transition adjustment. US 
GAAP does not have such a transition disclosure.

Investors, however, need more than the transition disclosures to assess the ongoing effects 
of the transition. They actually need the annual disclosures we describe in Section VIII 
to understand the nature of the leasing relationships and the magnitude of lease liabil-
ity recognized under the new leasing standard. The question for investors is whether the 
required annual disclosures, as we describe in Section VIII and Appendix C, will be 
provided at transition or whether they will only be provided at year-end 2019. If leases are 
significant, investors should expect such annual disclosures in the first set of 2019 finan-
cials—and if they are not provided, investors should ask for these disclosures to facilitate 
their understanding of this significant adjustment.

Reconciliation of Lease Liability Measurement with Previous 
Estimates of Lease Liabilities

Many investors and other users of financial statements (e.g., rating agencies) have previ-
ously adjusted financial statements to estimate lease liability leverage. In fact, the CFA® 
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Program curriculum includes guidance on how to make such adjustments. At transition, 
these investors should consider the nature of the transition adjustment relative to their 
previous estimates of lease liabilities. The IFRS transition disclosures3 require the follow-
ing when the modified retrospective method (i.e., no restatement of prior years) is used:

a.	 Disclose the weighted average lessee’s incremental borrowing rate applied to lease liabilities 
recognized in the statement of financial position at the date of initial application.

b.	 Include an explanation of any difference between:

i.	 Operating lease commitments reported immediately preceding the date of initial applica-
tion, discounted using the incremental borrowing rate at the date of initial application; 
and

ii.	 Lease liabilities recognized in the statement of financial position at the date of initial 
application.

US GAAP does not have a similar disclosure requirement, though it does include provi-
sion for an annual reconciliation disclosure4:

A lessee shall provide a separate maturity analysis disclosure for operating and finance 
lease liabilities. The annual analysis must show undiscounted cash flows for a mini-
mum of each of the first five years and a total of the amounts for the remaining years. 
A lessee shall disclose a reconciliation of the undiscounted cash flows to the operating 
and finance leases liabilities recognized in the statement of financial position.

Although they are not identical, the disclosure provisions do facilitate comparison of the 
lease commitment to the lease liability—albeit not at transition for US GAAP and IFRS 
does not require this reconciliation disclosure on a periodic basis.

As we have observed companies discuss their transition to the new leasing standard, there 
are several matters that investors should consider as they attempt to reconcile a company’s 
previous lease commitment disclosure to the new lease liability.  They include the following:

■	 Previously Omitted Leases: Many issuers are discussing their revised approach 
to inventorying and identifying leases and their acquisition of lease systems. In 

3 See IFRS 16, Paragraph C12.
4 ASC Topic 842, Paragraph 20-50-6.
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this discussion, it appears that this inventorying process is identifying new leasing 
arrangements. These are not due to definitional or scope differences brought about by 
the new standard, but by poor controls over something that was previously just a dis-
closure. Investors will want to estimate whether the liability is significantly different 
from a discounted value of the 31 December 2018 lease commitment disclosure and 
whether new long-term commitments were identified through this transition. Some 
of this is likely to be present, albeit it is unlikely to be disclosed as such. The IFRS 
reconciliation will help flush some of this out, but investors need to do a “quick and 
dirty” estimate for US GAAP companies from prior year lease commitments disclo-
sures to gauge whether the difference warrants further discussion with management.

■	 Newly Defined Leasing Agreements: Scoping changes in the new standard will lead 
to differences in the population of leasing arrangements. Examples include service 
agreements that are now leases, or contracts that include embedded leasing arrange-
ments. If there are significant changes due to definitional differences, investors should 
expect companies to make disclosures explaining such changes.

■	 Renewals: The new standard requires companies to include renewal lease payments 
in the measurement of the lease liability if the companies are reasonably certain of 
those payments occurring. If a company is reasonably certain that a lease is to be 
renewed, it should consider the lease in the computation of the future lease payments. 
This was not the case previously in the disclosure. As such, lease commitments and 
lease liability will likely increase.

Overall, investors will want to undertake a reconciliation of the previous lease commit-
ments disclosure to the lease liability, as doing so will facilitate an understanding of the 
expected leverage with the actual leverage. (See the expectation analysis at Section IX.)

Other Considerations
As investors evaluate the transition, they should also be mindful of these other 
considerations:

■	 Deferred Taxes: Unless the tax accounting for leases also changes, investors should 
see that companies have made an adjustment to recognize deferred tax assets and 
liabilities related to the lease liability and right-of-use asset at inception. It is impor-
tant for investors to recognize that the deferred tax assets and liabilities will unwind 
at different rates consistent with the differing amortization/depreciation of the related 
lease obligations and right-of-use assets. In our illustration at Section IV, we exclude 
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the effects of deferred taxes for simplicity, but it is something that investors should 
keep in mind.

■	 Foreign Currency: Investors should also recognize that right-of-use assets will be 
impacted at adoption by the effects of foreign currency; however, the right-of-use 
asset is generally considered a nonmonetary asset and the foreign currency exchange 
rate is not adjusted to the current rate each period. The lease obligation, on the other 
hand, will be impacted by foreign currency each period, thereby giving rise to foreign 
currency gains and losses in the income statement each period. 
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Making in Advance of the Change?

Go Straight to the Source
Since the late 1980s, US public companies have been required to discuss the accounting 
standards they expect to implement. Public companies in most IFRS jurisdictions must 
make similar disclosures. When analyzing these disclosures upon adoption of the new 
revenue recognition standard, we found that US companies provided more detailed analy-
sis than did companies outside of the United States. 

Using Calcbench, we extracted lease disclosures from third-quarter 2018 filings for US 
companies, and noted the following trends:

■	 Most companies were still assessing the impact of the implementation.

■	 More companies talked about the acquisition of new leasing systems and their inven-
torying process than about the impact of the standard. Discussion of new leasing sys-
tems and the inventory process became a more common disclosure later into 2018.

■	 Many companies provided no assessment of the expected balance sheet impact.

■	 Some companies indicated the impact to the balance sheet would be material but did 
not provide an amount; a smaller number of companies provided the amount. Some 
of the same companies that indicated a material impact to the balance sheet indicated 
the impact to the income statement would not be material, suggesting they expect the 
leases to be operating leases. They also indicated that they had not assessed the impact 
on the statement of cash flows or that it would not be material.

■	 Companies disclosing their transition method – not a common disclosure until the 
third quarter 2018 after the FASB allowed the simplified transition approach –  
indicated they were going to use the transition method that allows for the effective 
date (1 January 2019) adoption date without presentation of comparative periods.

■	 Many companies indicated they would avail themselves of several practical expedients.
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As this publication was being finalized, companies were providing their year-end 2018 
filings. Among the changes we found were the following:

■	 More companies provided an expected balance sheet impact. However, they did not 
provide any discussion of the discount rate used.

■	 More companies communicated the transition approach they expected to follow.

■	 More companies were specific as to the practical expedients they expected to avail 
themselves of.

■	 Some companies expected an equity impact but did not clearly disclose that impact.

Access to a complete database of IFRS filers (e.g., European companies) with easily 
extractable information for a wide cross-section of companies is not as readily available 
unless purchased from a data provider, as the data are not yet tagged or compiled in a 
single electronic repository. With the requirement to adopt in-line XBRL in Europe and 
the United Kingdom in 2020 and the creation of the European Single Electronic Format, 
these data will be more easily obtained in the future. In general, we find that US SEC 
registrants’ disclosures are more quantitative and descriptive than those in other jurisdic-
tions. In the case of leases, however, additional discussion should be provided regarding 
the impact on the income statement for IFRS filers, as such filers must classify all leases 
as financing leases with interest and amortization expense. Investors should expect that 
the income statement impact of the amortization of the right-of-use asset and the effective 
interest on the lease obligation should result in higher lease expense in IFRS jurisdictions 
compared to prior periods and to US GAAP companies.

Below we highlight examples of US GAAP (Union Pacific, Chipotle) and IFRS (Cosco, 
Tesco, Vodafone) company disclosures in the transportation, logistics, telecom and retail 
sectors. We include examples of the disclosures over the year 2018, highlighting in blue 
what has changed and the most significant impacts disclosed.

Investors who expect a significant potential exposure to the new standard and instead find 
limited discussion in the financial statements may view the topic as worth pursuing with 
management after reviewing the year-end financials, determining what they disclose, and 
determining what the likely first-quarter and full-year 2019 effects might be. If investors 
have questions on the transition, they should feel comfortable discussing those concerns 
with management.
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Transition Disclosure Examples

Union Pacific Corporation
Union Pacific Corporation provides an example of a transportation/logis-
tics company and the impact of the new standard on it. Applying a mul-
tiple of six to its 2017 rent expense (as we do in the illustration of impact 
of the new standard on various S&P 500 companies in Section IX) pro-
duces a $2.88 billion potential asset and liability that might be added to 
the balance sheet when ASU 2016-02/ASC Topic 842 is effective. At that 
size of potential effect, the financial leverage would increase only from 
2.33 to 2.44—an increase of only 5.0%.

The company’s first-quarter 2018 Form 10-Q contained a discussion of how the new stan-
dard might affect its financial position and results of operations:

The company’s third-quarter 2018 Form 10-Q disclosure was updated, as highlighted 
below, to provide slightly more insight:

In February 2016, the FASB issued Accounting Standards Update No. 2016-02 (ASU 
2016-02), Leases (Subtopic 842). ASU 2016-02 will require companies to recognize lease 
assets and lease liabilities on the balance sheet and disclose key information about leasing 
arrangements. For public companies, this standard is effective for annual reporting peri-
ods beginning after December 15, 2018, and early adoption is permitted. Management 
is currently evaluating the impact of this standard on our consolidated financial posi-
tion, results of operations, and cash flows, but expects that the adoption will result in an 
increase in the Company’s assets and liabilities of over $2 billion.

In February 2016, the FASB issued Accounting Standards Update No. 2016-02 (ASU 
2016-02), Leases (Subtopic 842). ASU 2016-02 will require companies to recognize lease 
assets and lease liabilities on the balance sheet and disclose key information about leasing 
arrangements. For public companies, this standard is effective for annual reporting peri-
ods beginning after December 15, 2018, and early adoption is permitted. The Company 
continues to evaluate the impact of this standard on our consolidated financial posi-
tion, results of operations, and cash flows, and expects that the adoption will result in 
an increase in the Company’s assets and liabilities of over $2 billion. However, the ulti-
mate impact of the standard will depend on our lease portfolio as of the adoption date. 
Additionally, we have implemented an enterprise-wide lease management system to 
support the new reporting requirements and are evaluating our processes and internal 
controls to ensure we meet the standard’s reporting and disclosure requirements.
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With the additional language added in the third quarter, we also see discussion of a lease 
management system and reference to process changes for the purpose of identifying and 
quantifying the impact of the new standard. The disclosure notes the impact of the new 
standard will depend on leases in force at the time of its adoption. As we discussed above, 
investors need to be mindful of this in their reconciliation of previous disclosures to the 
current financial statement impact.

Review of the 2018 Form 10-K, issued in February 2019, provides additional information 
on the impacts investors will see in the first quarter of 2019. The company indicates the 
impact is $2 billion on the statement of financial position, the impact to the income state-
ment will not be significant (i.e., operating leases), it will not restate prior periods, and it is 
making use of the practical expedients:

Overall, Union Pacific will experience a not insignificant impact: an increase in total 
assets of 3.4%, an increase in total liabilities of 5.2%, and an increase in total debt of 
14.7%. Equity does not appear to be impacted. Based on the disclosures highlighted 
above, Union Pacific has made reasonable disclosures during 2018 regarding the poten-
tial impact of the change investors will see in its first-quarter 2019 Form 10-Q in April 
2019.

In February 2016, the FASB issued Accounting Standards Update No. 2016-02 (ASU 
2016-02), Leases (Subtopic 842). ASU 2016-02 will require companies to recognize 
lease assets and lease liabilities on the balance sheet and disclose key information about 
leasing arrangements. For public companies, this standard is effective for annual report-
ing periods beginning after December 15, 2018, and early adoption is permitted. We 
have implemented an enterprise-wide lease management system to support the new 
reporting requirements, and effective January 1, 2019, the Company adopted ASU 
2016-02. We elected an initial application date of January 1, 2019 and will not recast 
comparative periods in transition to the new standard. In addition, we elected certain 
practical expedients which permit us not to reassess whether existing contracts are 
or contain leases, to not reassess the lease classification of any existing leases, to not 
reassess initial direct costs for any existing leases, and to not separate lease compo-
nents for all classes of underlying assets. We also made an accounting policy election 
to keep leases with an initial term of 12 months or less off of the balance sheet for all 
classes of underlying assets. Adoption of the new standard resulted in an increase in 
the Company’s assets and liabilities of approximately $2 billion. The ASU did not have 
an impact on our consolidated results of operations or cash flows.
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COSCO Shipping
In contrast to Union Pacific Corporation, COSCO Shipping—a logis-
tics company listed in Hong Kong—has provided little information 
about how the lease standard (IFRS 16 or HKFRS 16) will impact its 
financial statements, despite undiscounted operating lease commitments 
amounting to almost 50% of total assets. The company’s 2017 annual 
report contained the following discussion of how the new standard may 
impact the company:

The undiscounted operating lease commitments represent 63% of total assets, 93% of total 
liabilities, and 152% of borrowings at 31 December 2017, yet the company provides no 
discussion of the potential impact despite having chosen the less burdensome route of not 
restating the prior period financials.

HKFRS 16 Leases was issued in May 2016. It will result in almost all leases being rec-
ognised on the balance sheet, as the distinction between operating and finance leases 
is removed. Under the new standard, an asset (the right to use the leased item) and a 
financial liability to pay rentals are recognised. The only exceptions are short-term and 
low-value leases. The accounting for lessors will not significantly change.

The standard will affect primarily the accounting for the Group’s operating leases. As 
at 31 December 2017, the Group has non-cancellable operating lease commitments of 
RMB83,406,301,000. Payments for short-term and low value leases will be recognised 
on a straight-line basis as an expense in profit or loss.

However, the Group has not yet assessed what other adjustments, if any, are necessary, for 
example because of the change in the definition of the lease term and the different treat-
ment of variable lease payments and of extension and termination options. It is therefore 
not yet possible to estimate the amount of right-of-use assets and lease liabilities that 
will have to be recognised on adoption of the new standard and how this may affect the 
Group’s profit or loss and classification of cash flows going forward.

HKFRS 16 is mandatory for financial years commencing on or after 1 January 2019. At 
this stage, the Group does not intend to adopt the standard before its effective date. The 
Group intends to apply the simplified transition approach and will not restate compara-
tive amounts for the year prior to first adoption.
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In its 30 June 2018 half-yearly interim report, the company noted the following: 

The undiscounted operating lease commitments represent 45% of total assets, 64% of total 
liabilities, and 104% of borrowings at 30 June 2018. Although lower than year-end 2017, 
these amounts still comprise a significant proportion of total assets and total liabilities. 
Since the year-end disclosures, the company has noted that some of the commitments will 
not only be covered by the short-term lease or low-values lease expedients, but that some 
may not meet the definition of a lease. The company indicates it will not early adopt, but 
no longer comments that it will use the modified retrospective method of transition where 
prior periods are not restated.

For a company with significant lease commitments, the disclosure provides the non-
cancellable lease commitments (lower at 30 June 2018 than at 31 December 2017) but 
does not provide the amount of the lease liability or right-of-use asset to be recog-
nized, or the income statement impact. The company—though it uses IFRS and will 
be required to classify these leases as finance leases with a more significant impact than 
for a US GAAP company—has not provided an estimate of that impact for investors. 
Unlike the US companies (Union Pacific, above, and Chipotle, below) highlighted 
here, the company provides no discussion of implementing new processes or leasing 
systems.

HKFRS 16 “Leases” was issued in May 2016. It will result in almost all leases being 
recognised on the balance sheet, as the distinction between operating and finance leases 
is removed. Under the new standard, an asset (the right to use the leased item) and a 
financial liability to pay rentals are recognised. The only exceptions are short-term and 
low value leases. The accounting for lessors will not significantly change. The standard 
will affect primarily the accounting for the Group’s operating leases. As at 30 June 2018, 
the Group has non-cancellable operating lease commitments of RMB66,875,985,000. 
However, the Group has not yet determined to what extent these commitments 
will result in the recognition of an asset and a liability for future payments and how 
this will affect the Group’s profit and classification of cash flows. Some of the com-
mitments may be covered by the exception for short-term and low value leases and 
some commitments may relate to arrangements that will not qualify as leases under 
HKFRS 16. The standard is mandatory for first interim periods within annual reporting 
periods beginning on or after 1 January 2019. The Group does not intend to adopt the 
standard before its effective date.
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Chipotle
Chipotle provides an interesting example of a retail company. At 
year-end 2017, Chipotle had operating lease commitments of  
$3.9 billion—two times the size of 2017 total assets of $2.1 billion, 
and nearly five times the total liabilities of $824 million—or ten times 
total liabilities of $404 million, excluding deferred rent of $320 mil-
lion. However, the lease impact note at 31 December 2017 provides 
little quantitative information for users. In addition, the company has 
contingent rent arrangements based on a percentage of sales greater 

than certain specified target amounts. The company’s 2017 Form 10-K contained a 
description of how the new leasing standard may affect the company’s results:

The company’s 31 March 2018 Form 10-Q included an updated disclosure:

In February 2016, the FASB issued ASU No. 2016-02, “Leases (Topic 842).” The pro-
nouncement requires lessees to recognize a liability for lease obligations, which represent 
the discounted obligation to make future minimum lease payments, and a corresponding 
right-of-use asset on the balance sheet. The guidance requires disclosure of key informa-
tion about leasing arrangements which are intended to give financial statement users the 
ability to assess the amount, timing, and potential uncertainty of cash flows related to 
leases. We expect to adopt the requirements of the new lease standard effective January 
1, 2019. We are currently evaluating the provisions of the new lease standard, including 
optional practical expedients, and assessing our existing lease portfolio in order to deter-
mine the impact to our accounting systems, processes and internal control over financial 
reporting. The adoption of ASU 2016-02 will have a significant impact on our consoli-
dated balance sheet because we will record material assets and obligations for current 
operating leases. We are still assessing the expected impact on our consolidated state-
ments of income and cash flows.

In February 2016, the Financial Accounting Standards Board (“FASB”) issued Accounting 
Standards Update (“ASU”) 2016-02, “Leases (Topic 842).” The pronouncement requires 
lessees to recognize a liability for lease obligations, which represent the discounted 
obligation to make future minimum lease payments, and a corresponding right-of-use 
asset on the balance sheet. The guidance requires disclosure of key information about 
leasing arrangements which are intended to give financial statement users the ability to 
assess the amount, timing, and potential uncertainty of cash flows related to leases. We 
expect to adopt the requirements of the new lease standard effective January 1, 2019.  
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The company’s 30 September 2018 Form10-Q also included an update disclosure:

The company’s year-end 2018 Form 10-K included the following description.

In February  2016, the Financial Accounting Standards Board (“FASB”) issued 
Accounting Standards Update (“ASU”) 2016-02, “Leases (Topic 842).” The pronounce-
ment requires lessees to recognize a liability for lease obligations, which represents the 
discounted obligation to make future minimum lease payments, and a corresponding 
right-of-use asset on the balance sheet. The guidance requires disclosures of key infor-
mation about leasing arrangements that is intended to give financial statement users the 
ability to assess the amount, timing, and potential uncertainty of cash flows related to 
leases. We will adopt the requirements of the new lease standard effective January 1, 
2019. We have elected the optional transition method to apply the standard as of 
the effective date and therefore, we will not apply the standard to the comparative 
periods presented in our financial statements. We also plan to elect the transition 
package of three practical expedients permitted within the standard, which among 
other things, allows the carryforward of historical lease classifications, and we are 
further evaluating other optional practical expedients and policy elections. We are 
assessing the impact of the standard to our accounting policies, processes, disclo-
sures, and internal control over financial reporting and we are implementing neces-
sary upgrades to our existing lease system. The adoption of ASU 2016-02 will have a 
significant impact on our consolidated balance sheet as we will record material assets 
and obligations primarily related to restaurant operating leases. We are completing 
our estimate of the increase of assets and liabilities that will result from the adop-
tion, which is dependent on a number of key assumptions including discount rates and 
other factors, as well as the number of leases commenced, renewed or expired as of 
December 31, 2018. We do not expect a material impact on our consolidated state-
ment of income and are still assessing the impact on our consolidated statement of 
cash flows.

We are evaluating the provisions of the new lease standard, including optional prac-
tical expedients, and implementing necessary upgrades to our existing lease system. 
We are assessing the impact to our accounting policies, processes, disclosures, and 
internal control over financial reporting. The adoption of ASU 2016-02 will have a 
significant impact on our consolidated balance sheet because we will record material 
assets and obligations for current operating leases. We are still assessing the expected 
impact on our consolidated statements of income and cash flows.

http://www.sec.gov/Archives/edgar/data/1058090/000105809018000055/0001058090-18-000055-index.htm
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In February 2016, FASB issued ASU 2016-02, “Leases (Topic 842),” and issued additional 
clarifications and improvements throughout 2018. The pronouncement requires lessees to 
recognize a liability for lease obligations, which represents the discounted obligation to 
make future minimum lease payments, and a corresponding right-of-use asset on the bal-
ance sheet. The guidance requires disclosure of key information about leasing arrangements 
that is intended to give financial statement users the ability to assess the amount, timing, 
and potential uncertainty of cash flows related to leases. We have adopted the require-
ments of the new lease standard effective January 1, 2019. We have elected the optional 
transition method to apply the standard as of the effective date and therefore, we will not 
apply the standard to the comparative periods presented in our financial statements. At 
the beginning of the period of adoption, we will recognize a cumulative-effect adjust-
ment in retained earnings due to impairment of certain right-of-use assets at the effec-
tive date. We will elect the transition package of three practical expedients permitted 
within the standard, which eliminates the requirements to reassess prior conclusions 
about lease identification, lease classification, and initial direct costs. We will not elect 
the hindsight practical expedient, which permits the use of hindsight when determin-
ing lease term and impairment of right-of-use assets. Further, we will elect a short-
term lease exception policy, permitting us to not apply the recognition requirements 
of this standard to short-term leases (i.e. leases with terms of 12 months or less) and 
an accounting policy to account for lease and non-lease components as a single com-
ponent for certain classes of assets. We are finalizing the impact of the standard to our 
accounting policies, processes, disclosures, and internal control over financial report-
ing and have implemented necessary upgrades to our existing lease system.

The adoption of ASU 2016-02 will have a significant impact on our consolidated balance 
sheet as we will record material assets and obligations primarily related to approximately 
2,500 restaurant operating leases and corporate office leases. We expect to record operating 
lease liabilities of approximately $2.7 billion based on the present value of the remain-
ing minimum rental payments using discount rates as of the effective date. We expect to 
record corresponding right-of-use assets of approximately $2.4 billion, based upon the 
operating lease liabilities adjusted for prepaid and deferred rent, unamortized initial direct 
costs, liabilities associated with lease termination costs and impairment of right-of-use assets 
recognized in retained earnings as of January 1, 2019. We do not expect a material impact 
on our consolidated statement of income or our consolidated statement of cash flows.

Furthermore, we have evaluated our existing sales and leaseback transactions, which do 
not qualify for sale leaseback accounting under ASC 840, and determined that these 
transactions do not qualify for sale leaseback accounting under ASC 842 due to fixed 
price renewal options prohibiting sale accounting. These transactions will continue to be 
accounted for under the financing method upon transition to ASC 842.
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Although the disclosure improved throughout the year with respect to the implementa-
tion process being followed, the transition method that would be followed, and the practi-
cal expedients that might be used, not until release of the 2018 Form 10-K did investors 
get a clue as to the potential impact—other than it would be big—of the new leasing stan-
dard. From the 2018 Form 10-K, investors will see a first-quarter balance sheet that will 
increase in total assets from $2.3 billion to approximately $4.7 billion (a doubling of total 
assets) and will increase in total liabilities by $2.7 billion from $800 million to $3.5 billion 
(a quadrupling of total liabilities). The disclosure implies a net decrease to equity of $300 
million or a nearly 20% reduction. However, two elements of the disclosure are unclear. 
First, how was the deferred rent on the balance sheet at 31 December 2018 accounted 
for (i.e., netted against the ROU asset)? Second, the disclosure indicates an impairment 
of certain right-to-use assets, but does not disclose the impact. Because of these unclear 
elements, it is not evident what the impact to equity will be. We reached out to Chipotle 
Investor Relations for clarification, but never heard back.  The impact to the income state-
ment and statement of cash flows will be minimal. Despite the large increase in assets, the 
company will not be restating its financial statements.

Tesco
In contrast to Chipotle (a US retailer), UK retailer Tesco will be 
required to adopt IFRS 16 recognizing its leases as finance leases 
as compared to operating leases. The company’s year-end 2018 
annual report contained a discussion of how the new standard 

may affect its results. Recognizing that it will not be required to adopt IFRS 16 until fis-
cal year 2020, which commences in February 2019, Tesco made the following disclosures 
in its 2018 annual report: 

IFRS 16 ‘Leases’ will be effective in the Group financial statements for the 53 weeks 
ending 29 February 2020. The Group intends to adopt the standard retrospectively, 
with comparatives restated from a transition date of 25 February 2018. IFRS 16 pro-
vides a single lessee accounting model, requiring lessees to recognise right-of-use assets 
and lease liabilities for all applicable leases. Under IFRS 16, lessees will be required to 
remeasure the lease liability upon the occurrence of certain events, such as a change in 
future lease payments resulting from a change in an index or rate used to determine 
those payments. The lessee will generally recognise the amount of the remeasurement 
of the lease liability as an adjustment to the right-of-use asset. IFRS 16 is expected 
to have a significant impact on reported assets, liabilities and income statement of 
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The company’s fiscal year 2019 half-year results, released in September 2018, contained a 
discussion of how the new standard might affect the company, indicating that the result 
will be material but that it has no impact on actual cash flows:

Because of press and analyst discussion of the potentially significant impact of the IFRS 
16 adoption, on 15 February 2019, Tesco released a presentation5 and press release6—
before completion of fiscal year 2019 and before the commencement of fiscal year 2020, 
the year of adoption. It provided a detailed analysis, excerpted below, of how IFRS 16 will 
impact its financial position and key performance metrics:

5 https://www.tescoplc.com/media/754270/tesco-plc-introducing-ifrs-16-presentation.pdf
6 https://www.tescoplc.com/media/754267/tesco_ifrs_16_briefing_release.pdf

IFRS 16 ‘Leases’ will be effective in the Group financial statements for the accounting 
period commencing 24 February 2019. The Group intends to retrospectively adopt the 
standard, with comparatives restated from a transition date of 25 February 2018. The 
standard has no impact on the Group’s underlying cash flows. It is, however, expected 
to have a significant impact on reported assets, liabilities and the income statement of 
the Tesco Group, as well as the classification of cash flows relating to lease contracts. 
The Group is in the process of finalising this work and setting out related accounting 
policies and procedures for leases. Until this work has been carried out, it is not practical 
to provide a reasonable estimate of the financial effect of IFRS 16.

the Group, as well as the classification of cash flows relating to lease contracts. The 
standard will impact a number of key measures such as operating profit and cash 
generated from operations, as well as a number of alternative performance measures 
used by the Group. The Group’s IFRS 16 Project is governed by a Steering Committee, 
which regularly reports progress to the Group Audit Committee. During the current 
reporting period, progress has been made in the collation of the additional lease data 
required to support IFRS 16 calculations, establishing systems and processes required 
for accounting and reporting under IFRS 16 and in determining the appropriate dis-
count rates to apply to lease payments. During the next financial year, the Group will 
finalise this work and set out accounting policies and procedures for leases. The Group 
will also establish a process of parallel reporting for the comparative period. Until the 
impact assessment is completed, it is not practical to provide a reasonable estimate 
of the financial effect of IFRS 16.
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In advance of its year-end 2019 results, Tesco provided a separate investor release with 
fairly significant disclosures regarding the potential impact, as it believes the results will 
be significant to the income statement and not simply the balance sheet. It is choosing to 
restate the comparative financials and disclose the potential impact. Interestingly, the dis-
cussion in the investor presentation, and the highlights above, note at the outset that sales 
and total cash flow are completely unaffected and that the change is an accounting event. 
The disclosures above also show that alternative performance measures will be impacted 
(as we highlight in Section V). That said, a closer look at the presentation reveals that total 
assets will increase by approximately 20%, total liabilities will increase by approximately 
30%, total borrowings will increase by approximately 120%, and shareholders’ equity will 
decrease by 12% (because of the restatement effect). Profit and loss will decline by 20%.

The adjusted financial statements included in the aforementioned presentation are instruc-
tive in understanding the comments we make about the financial statement effects in 
Section IV. Tesco’s press release is reprinted in Appendix D as it illustrates the impact of 
the changes on financial statements.

Our 1H 2018/19 financial statements, restated for IFRS 16, will form the prior period 
comparative numbers for the first published IFRS 16 accounts in October 2019. The 
headline impacts of IFRS 16 on these statements can be summarized as follows: 

■	 Group sales and total cash flow are completely unaffected.

■	 �Group operating profit increases by £188m to £1,121m as rent is removed and only 
part-replaced by depreciation; Group operating margin increases by 59 basis points 
to 3.53%.

■	 �Profit before tax and Diluted EPS both decrease, by £(101)m and (0.91)p respectively, 
due to the combination of depreciation and interest being higher than the rent they 
replace. This is due to the relative immaturity of the Group’s lease portfolio, with 
leases being around one-third expired on average. The proportion of EPS dilution will 
reduce as the portfolio matures and, most notably, as underlying earnings increase.

■	 �Net assets reduce by £(1.4)bn to £13.0bn, as a ‘new’ lease liability of £(10.6)bn and 
‘new’ right of use asset of £7.8bn are recognized and onerous lease provisions and 
other working capital balances are derecognized.

■	 �Total indebtedness increases by £(3.3)bn to £(15.8)bn due to lease extensions and con-
tingent commitments being included and lease-specific discount rates being applied.
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Vodafone
Vodafone, a non-US  telecom, provides good qualitative disclosures, but very 
little information on the quantitative impact of the adoption of IFRS 16.

Based on an analysis of Vodafone’s 2018 Form 20-F annual report (31 March 
2018), the new standard would significantly impact Vodafone’s financial 
statements:

IFRS 16 “Leases” was issued in January 2016 to replace IAS 17 “Leases” and has been 
endorsed by the EU. The standard is effective for accounting periods beginning on or 
after 1 January 2019 and will be adopted by the Group on 1 April 2019.

IFRS 16 will primarily change lease accounting for lessees; lease agreements will give 
rise to the recognition of an asset representing the right to use the leased item and a loan 
obligation for future lease payables. Lease costs will be recognised in the form of depre-
ciation of the right to use asset and interest on the lease liability. Lessee accounting under 
IFRS 16 will be similar in many respects to existing IAS 17 accounting for finance leases, 
but will be substantively different to existing accounting for operating leases where rental 
charges are currently recognised on a straight-line basis and no lease asset or related lease 
creditor is recognised.

Lessor accounting under IFRS 16 is similar to existing IAS 17 accounting and is not 
expected to have a material impact for the Group.

The Group is assessing the impact of the accounting changes that will arise under IFRS 16; 
however, the following changes to lessee accounting will have a material impact as follows: 

–Right-of-use assets will be recorded for assets that are leased by the Group; currently no 
lease assets are included on the Group’s consolidated statement of financial position for 
operating leases.

–Liabilities will be recorded for future lease payments in the Group’s consolidated state-
ment of financial position for the “reasonably certain” period of the lease, which may 
include future lease periods for which the Group has extension options. Currently liabili-
ties are generally not recorded for future operating lease payments, which are disclosed 
as commitments. The amount of lease liabilities will not equal the lease commitments 
reported on 31 March 2019, as they will be discounted to present value and the treat-
ment of termination and extension options may differ, but may not be dissimilar.
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–Lease expenses will be for depreciation of right-of-use assets and interest on lease liabili-
ties; interest will typically be higher in the early stages of a lease and reduce over the term. 
Currently operating lease rentals are expensed on a straight-line basis over the lease term 
within operating expenses.

–Operating lease cash flows are currently included within operating cash flows in the 
consolidated statement of cash flows; under IFRS 16 these will be recorded as cash flows 
from financing activities reflecting the repayment of lease liabilities (borrowings) and 
related interest.

A high volume of transactions will be impacted by IFRS 16 and material judgements 
are required in identifying and accounting for leases.

The most significant judgement is expected to be determination of the lease term; under 
IFRS 16 the lease term includes extension periods where it is reasonably certain that a 
lease extension option will be exercised or that a lease termination option will not be exer-
cised. Significant judgement will be required when determining the lease term of leases 
with extension or termination options.

The Group is continuing to assess the impact of the accounting changes that will arise 
under IFRS 16 and cannot yet reasonably quantify the impact; however, the changes 
highlighted above will have a material impact on the consolidated income statement, 
consolidated statement of financial position and consolidated statement of cash flows 
after the Group’s adoption on 1 April 2019. 

The Group intends to adopt IFRS 16 with the cumulative retrospective impact as an 
adjustment to equity on the date of adoption. The Group currently intends to apply the 
following practical expedients allowed under IFRS 16: 

– The right-of-use assets will, generally, be measured at an amount equal to the lease lia-
bility at adoption and initial direct costs incurred when obtaining leases will be excluded 
from this measurement; 

– The Group will rely on its onerous lease assessments under IAS 37 to impair right-of-
use assets recognised on adoption instead of performing a new impairment assessment for 
those assets on adoption; and 

– Hindsight will be used in determining the lease term.
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In its 30 September 2018 half-yearly results, Vodafone made the following disclosures:

IFRS 16 “Leases” (‘IFRS 16’) was issued in January 2016 to replace IAS 17 “Leases” and 
has been endorsed by the EU. The standard is effective for accounting periods beginning 
on or after 1 January 2019 and will be adopted by the Group on 1 April 2019.

IFRS 16 will have a material impact on Group’s consolidated financial statements. The 
Group will adopt IFRS 16 with the cumulative retrospective impact reflected as an 
adjustment to equity on the date of adoption. Descriptions of the primary impacts on 
the Group’s accounting and the Group’s adoption approach are disclosed in the Group’s 
annual report and accounts for the year ended 31 March 2018.

The impact of adopting IFRS 16 on the Group’s consolidated statement of financial 
position on 1 April 2019 will depend on the portfolio of leases and macroeconomic 
factors such as interest and foreign exchange rates at that date. The Group’s undis-
counted operating lease commitments at 31 March 2018 were €9,694 million. It is 
expected that had the Group applied IFRS 16 on 1 April 2018 that the incremental 
lease liabilities recognised by the Group could have been materially higher than 
the disclosed commitment as revisions to estimated lease terms, which will gener-
ally increase, are unlikely to be fully offset by the impact of discounting, however, 
it is expected that the increase would only have been modest. However, the lease 
liability to be recognised on 1 April 2019 will not be prepared on the basis of factors 
that existed on 31 March 2018 and changes to the following items over the current 
financial year will each impact the amount to be recognised as an incremental lease 
liability on 1 April 2019: 

■	 The Group’s lease portfolio as a result of lease terminations and inceptions; 

■	 Further estimated lease term changes as a result of events arising during the year; 

■	 Interest rates; and 

■	 Foreign exchange rates.

The Group expensed €3,788 million as operating lease costs under existing reporting 
requirements for the year to 31 March 2018.
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The 30 September 2018 results note the IFRS 16 impacts will be significant to the 
Vodafone balance sheet, income statement, and statement of cash flows, and that 
Vodafone will adopt using the modified retrospective method; it does not disclose the 
impact of adoption. The results disclose lease expenses of €3,788 million for the year ended  
31 March 2018 and undiscounted operating lease commitments at 31 March 2018 of 
€9,694 million.  The disclosure also notes that the 31 March 2018 amounts aren’t reflec-
tive of the amounts to be recognized at the date of adoption (1 April 2019). The undis-
counted amounts do, however, amount to 7% of total assets, 13% of total liabilities, and 
20% of total borrowings. Investors will want to review the 31 March 2019 disclosures to 
determine if any further disclosures are made regarding the impact to the balance sheet or 
the income statement as of the 1 April 2019 adoption date.

AirFrance and Ryanair
During the decade the leasing standard has been debated, the 
airline industry has been a poster child for the need to put 
leases on balance sheet. Investors and standard setters have 
long expected that IFRS 16 will have a significant impact on 
the airline industry. That impact, however, will depend upon 
how significant operating leases are to the overall business. 

Although we have not included examples here, investors interested in the effects on air-
lines can consider the disclosures of AirFrance, which early adopted and restated under 
IFRS 16 because of the significant impacts on its financial statements. Ryanair’s disclo-
sures, on the other hand, indicate the impact of adopting IFRS 16 will not be material 
because it does not have a significant number of operating leases.

The recognition by the Group of an additional lease liability at 1 April 2019 will have 
no impact on retained earnings as a right-of-use asset equal to the additional liability 
will be recognised, subject to adjustments to the right-of-use asset for the derecogni-
tion of lease related accruals and prepayments and for onerous lease provisions already 
held in the balance sheet.

Whilst net cash flow is not impacted by IFRS 16, both net cash inflows from operating 
activities and payments classified within cash flow from financing activities will increase, 
as payments made at lease inception or subsequently will be characterised as a repayment 
of lease liabilities.”
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Delta and American Airlines
As this document was going to print, Delta Airlines 
released its 2018 Form 10-K adopting ASC Topic 842 
early. Delta adopted the leasing standard in the fourth 

quarter 2018 effective 1 January 2018, waiting until the FASB released their modifica-
tion that allowed prior years not to be restated. Its prior 2018 quarters were restated. The 
results are included in Note 8 to the Delta 2018 Form 10-K7 and highlight a $6 billion 
increase in assets (10%) and liabilities (15%) with a small adjustment to equity. 

American Airlines followed suit releas-
ing its 2018 Form 10-K8, adopting the 
leasing standard early – in the fourth 
quarter 2018, after the FASB reprieve  – 

effective 1 January 2018.  The impact to the financials was an approximately $9 billion 
increase in assets (15%) and liabilities (15%) with a positive impact to equity of $200 million  
(100% increase in equity).

7 http://d18rn0p25nwr6d.cloudfront.net/CIK-0000027904/5fcae838-aa00-4be0-95dd-1824e4f97799.pdf
8 https://americanairlines.gcs-web.com/static-files/ceb67596-d59a-41e3-ad0c-b5556dd43b4a
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IV. �Which Financial Statement 
Captions Are Impacted the 
Most?
The leasing standard will change a variety of financial statement captions. As the discus-
sion heretofore explains, the impact of the new standard will be significant to the balance 
sheet. The impact to the financial statement captions—and the financial analysis—gets 
complicated for investors as they consider the impact of:

■	 the different types of leases (i.e., operating vs. finance); 

■	 the standards followed (i.e., IFRS [finance] vs. US GAAP [operating vs. finance]); 

■	 the transition methods (i.e., restating prior periods or adopting at the beginning of 
the accounting period adopted); and 

■	 the effects of the lease types, accounting standards, and transition methods, not just at 
inception but also over time.

The analytical considerations quickly become challenging.

Illustration of Operating vs. Finance Lease
The summarized description of the effects in Sections I, II, and III are best illustrated with 
examples. To facilitate a more meaningful consideration of the financial statement effects—
and a consideration of the impact on ratios—Table 2 provides a simple9 lease (i.e. one with 

9 �Simplifying Assumptions: We made several simplifying assumptions that should not impact the overall analytical 
observations being conveyed. They include the following:
a) � We have ignored the impact of deferred taxes for simplicity. The impact would likely be a proportional impact 

on the balance sheet and income statement balances. 
b) � We have provided an illustration of non-level lease payments but have not added other complexities such as lease 

payments that vary over time, expected renewals, lease options, etc. Many of the variable lease payments will be 
expensed as operating expenses as they occur under both IFRS and US GAAP.

These examples highlight the key financial statement caption consequences at a high level. 
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level payments and another with non-level payments) comparing the results of adopting the 
new standard under both an operating and a finance lease scenario over time10 

The impacts of the operating lease and finance lease expense in the illustrations at Table 2 
are highlighted and compared graphically in Figures 2A, 2B, and 2C.

10 �US GAAP Operating Leases and IFRS Finance Leases: For purposes of this discussion, we assumed that operating leases 
are per US GAAP and finance leases are per IFRS. Though slight differences may exist in finance leases for US GAAP and 
IFRS due to provisions of the respective standards treatment, the illustration depicts the key difference between US GAAP 
and IFRS and should be very similar other than the presentation of interest expense on the statement of cash flows.

FIGURE 2A.  OPERATING LEASE EXPENSE
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FIGURE 2B.  FINANCE LEASE EXPENSE
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Table 3 summarizes the financial statement impact of the new standard on both the bal-
ance sheet (i.e., at inception) and the income statement (i.e., comparing the income state-
ment impacts after transition to those created under historical lease accounting). The table 
includes an overview of the financial statement captions affected and the mostly likely 
impact comparing the impact for an operating versus (US GAAP) a finance lease (IFRS).11

Key Takeaways
Key takeaways from Table 2, Figure 2, and Table 3 are summarized below. For purposes 
of the description of ratios, we summarized the impact on the related financial statement 
captions in Appendix B and excerpted several of the captions here.

Assets and Liabilities
The most significant impact of the adoption of the new standard is the creation of the 
new right-of-use asset and lease liability. Table 4 summarizes the effects on assets and 
liabilities for operating and finance leases both at inception and over time, based on the 
examples provided in Table 2.

11 Ibid. 

FIGURE 2C.  OPERATING VS. FINANCE LEASE EXPENSE
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TABLE 4.  IMPACT OF THE NEW STANDARD ON ASSETS AND LIABILITIES

OPERATING FINANCE DIFFERENCE

ASSETS

Inception: Total assets will increase 
significantly by the creation of the 
right-of-use asset, which will equal the 
lease liability at inception and over the 
term of the lease.

Inception: Total assets will increase 
significantly by the creation of the 
right-of-use asset, which will equal 
the lease liability at inception but not 
over time.

Inception: There will be no difference 
at inception between the total assets 
recognized under an operating lease and a 
finance lease.

Over Time: The right-of-use asset will 
amortize as the difference between 
the level operating expense and 
the effective interest accrual on the 
liability. Effectively, the amortization is 
a plug of the right-of-use asset to get 
to level lease expense.

Over Time: The right-of-use asset will 
amortize over time independent of the 
lease liability, likely amortizing on a 
straight-line basis. Thus, the right-of-
use asset (and total assets) is likely to 
be lower for companies with finance 
leases.

Over Time: The right-of-use asset will decline 
differently under an operating lease versus 
a finance lease. Finance lease right-of-
use assets will decline more quickly than 
operating lease right-of-use assets for the 
reasons noted at left. 

Relationship to Lease Liability: The 
right-of-use asset will generally be 
equal to the lease liability given the 
offset (to achieve level lease expense) 
of the accrual of interest on the lease 
liability using an effective interest 
method against the right-of-use asset.

Relationship to Lease Liability: The 
right-of-use asset will not equal the 
lease liability over time because of 
the difference in amortization of the 
assets and the liability. The right-of-
use asset will likely be lower than the 
lease liability.

Relationship to Lease Liability: The right-of-
use asset will not equal the lease liability for 
finance leases. The right-of-use asset will 
equal the lease liability for operating leases.

Level of Total Assets: Total assets will likely be higher for operating leases (US GAAP) than for finance leases (IFRS), given the 
higher right-of-use asset for operating leases. 

LIABILITIES

Inception and Over Time: Total debt will increase at adoption of the new leasing 
standard by the amount of the present value of future lease payments at 
the discount rate implicit in the lease, or, if not available, at the incremental 
borrowing rate. The operating lease liability is identical, at inception and over 
time, to the finance lease liability.

None

Current vs. Noncurrent: The lease liability—unlike the right-of-use asset—must 
be separated between the current and long-term portions.

None

Relationship to Right-of-Use Asset: For operating leases, the lease liability will 
equal the right-of-use asset at inception of the lease and over time. For finance 
leases, the lease liability will equal the right-of use asset at inception but over 
time it will differ from the lease liability.   This difference results from the straight-
line amortization of the right-of-use asset for finance leases and the netting of 
the effective interest on the liability against the right-of-use asset for operating 
lease (i.e. to get straight-line lease expense).  

As noted above, the right-of-use asset 
will not equal the lease liability for finance 
leases. The right-of-use asset will equal the 
lease liability for operating leases.

Equity
Table 5 summarizes the effects on equity for operating and finance leases both at incep-
tion and over time, based on the examples provided in Table 2.



WWW.CFAINSTITUTE.ORG

Leases: What Investors Need to Know About the New Standard

46

TABLE 5.  IMPACT OF THE NEW STANDARD ON EQUITY

OPERATING FINANCE DIFFERENCE

EQUITY

Inception: At inception, total equity will 
not change much unless unrecognized 
impairments or practical expedients 
that impact the recognition of deferred 
costs and/or deferred rent create an 
equity impact.

Inception: At inception, total equity will 
not change much unless unrecognized 
impairments or practical expedients that 
impact the recognition of deferred costs 
and/or deferred rent create an equity 
impact

Inception: The difference should not be 
significant.

Over Time: Over time, equity (retained 
earnings) will be reduced by level 
operating lease expense.

Over Time: Over time, equity (retained 
earnings) will be reduced by interest 
expense and right-of-use amortization. In 
the early years of the lease term, these 
amounts will be higher than the level 
operating lease expense. This will reverse 
in the later years of the lease term.

Over Time: Equity will likely be lower for 
finance leases than for operating leases, 
given the higher interest expense and 
right-of-use amortization in a finance 
lease compared to the level lease 
expense of an operating lease. Ultimately, 
the amount of expense will be identical; 
however, equity will be lower for finance 
leases in the early years of the lease.

Note that the impact to equity at inception or transition is expected to be nil, but in some 
instances, such as when there is an impairment of the right-of-use asset, the impacts are not nil. 
Investors should fully explore any impact to equity at transition with company management.

Income Statement
Both the amounts and the classification of expenses will be different under operating 
leases versus finance leases. As illustrated by the graphs at Figures 2A, 2B, and 2C, which 
highlight the amounts in the illustration at Table 2, the operating lease expense will be 
level over the lease term and consistent with the prior accounting for US GAAP. The 
finance lease expense, comprising both interest expense and amortization of the right-of-
use asset, will be higher at the inception of the lease (and transition to the new standard, 
if there is no restatement of prior periods) than the operating lease expense, then will be 
lower than the operating lease expense during the second half of the lease term. The total 
expense amount will be the same over time. There will simply be different timing of the 
expense. Table 3 highlights the differences; the implications for the income statement 
subtotals are highlighted in Appendix B. We highlight the impact to income statement 
related non-GAAP measures in Section V.

Statement of Cash Flows
The impact to the statement of cash flows is demonstrated at the illustration in Table 2 and 
highlighted in Table 3. The table at Appendix B also provides a description of the impact.

WWW.CFAINSTITUTE.ORG


47

IV. Which Financial Statement Captions Are Impacted the Most?

© 2019 CFA INSTITUTE. ALL RIGHTS RESERVED.

Other Considerations
When considering the financial statement effects above, it is important to recognize the 
additional considerations provided below.

Current vs. Long-Term
Note in the description of the impact on assets and liabilities above that the right-of-use 
asset will not be bifurcated into a current and long-term portion. The lease liability, how-
ever, must be split between the current and long-term portion. Accordingly, the impact to 
current assets and current liabilities will not be consistent.

Foreign Currency
As we describe in Section II, investors should recall the foreign currency impacts to the 
right-of-use asset and lease liability will not be consistent and will have an impact on the 
income statement. The right-of-use asset and lease liability are amortized through the 
income statement for both operating and finance leases.

Taxes
We have not included the tax effects of the movement to the new leasing standard in 
the examples or summary above, as the impacts will be proportional to the impacts on 
the other financial statement captions. As we highlight in Section II in the discussion 
of the transition effects, investor must be mindful of the likely impact on deferred taxes. 
For example, at a corporate tax rate of 21%, investors should expect to see a deferred tax 
liability for the right-of-use asset and a deferred tax asset for the lease liability, as both are 
being created for book purposes, but the tax accounting for leases is unlikely to change. 
At inception, the deferred items would offset and over time, will reverse at the same rate 
as the related right-of-use asset and lease liability. As it relates to the income statement, 
the current tax expense is unlikely to change, so any change in total expense will be offset 
by an increase in deferred tax expense.

Measurement vs. Financial Statement Effects
This section focuses on the financial statement effects, but investors must understand 
the measurement of lease obligations as changes in—or lack of changes in—such mea-
surement over time will drive financial statement effects at and over the lease term. 
Specifically, investors should remember the following: 
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■	 Discount Rate: As we discuss under transition in Section II, discount rates will be 
an important analytical consideration not only at inception, when all leases will be 
recognized at interest rates in effect at 1 January 2019 (for companies with fiscal year 
ends), but over the lease term, as fluctuations in interest rates will change the eco-
nomic value of the lease liability; however, this will not alter the liability recorded on 
the balance sheet. See further analysis at Section VIII.

■	 Variable Lease Payments: Variable lease payments (e.g. sales or usage-based lease 
payments) are generally not included in the measurements of the initial lease obliga-
tions. They will be adjusted subsequently and reflected as an operating expense for 
operating and finance leases in the period in which they occur. To the extent that  
companies have such lease features, the operating and finance lease effects described 
above will be altered.

■	 Options and Renewals: Lease options (e.g., renewals), are only included in initial 
measurements and the related financial statement effects if they are reasonably certain 
to occur. To the extent that such assumptions change over time, the financial state-
ment effects will also change.
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V. �What Will Be the Impact on  
Non-GAAP Measures?

Financial statement effects are important to understand, but investors must also 
understand how non-GAAP measures will be impacted by the leasing standard for 
companies – especially those with finance leases. 

Examples of Impact on Non-GAAP Measures
For operating leases, the non-GAAP measures will not change. Under IFRS, where all 
leases are finance leases, and in companies that follow US GAAP where leases are classi-
fied as finance leases, there will be comparability issues in non-GAAP measures. Table 6  
presents three scenarios to illustrate the impact of the different lease classifications on 
the most frequently used non-GAAP income statement measures (e.g., EBT, EBIT, 
EBITDA, and EBITDAR). The scenarios are as follows: 

■	 Operating Lease (Scenario #1): Non-GAAP measures are not likely to change for 
operating leases as the income statement impact (i.e., straight-line lease amortization) 
and the classification (i.e., lease expense) will not change in the income statement. 
That said, it is important to provide this scenario as a comparative scenario, as US 
GAAP companies will likely have operating leases and IFRS companies will have 
finance leases and be different.

■	 Finance Leases (Scenarios #2 and #3): As highlighted in the illustration at Table 2  
and Figure 2, finance leases will generally result in higher overall expense in the early 
years of the leasing standard because of the use of the effective interest method. Given 
the transition to the new standard, a company’s entire lease book will be in the early 
phases of amortization in the upcoming years. Companies that are growing will gen-
erally be adding rather than running off leases over time, resulting in higher lease 
expense for finance leases. We have provided an example of this in Scenario #3.

For illustrative purposes, we have also included a scenario (Scenario #2) where the total 
interest and right-of-use asset amortization is equivalent to the amount of the operating 
lease in Scenario #1. This scenario illustrates the impact of the different classification of 
amounts—even if total expense is identical—between operating and finance leases on the 
most common non-GAAP measures.
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A comparison of Scenario #1 and #2—where the total lease expense is the same but the 
classification of the elements of expense are different—highlights that EBIT and EBITDA 
will be different between finance and operating leases simply because of the classification 
of elements of the finance leases. Companies with finance leases will have higher EBIT 
and EBITDA than companies with operating leases. Only EBT and EBITDAR will be 
comparable when the total expense is the same.

As Scenario #2 is included only for illustrative purposes, the more likely compari-
son investors will need to make is a comparison of Scenario #1 (i.e., the most likely US 
GAAP treatment) and Scenario #3 (i.e., the required IFRS treatment) because finance 
lease expense will likely be higher than operating lease expense. Such a comparison also 
highlights that for companies that do not restate prior years the period-to-period change 
will also be impacted. What the comparison illustrates is that while net income and EBT 

TABLE 6.  EXAMPLE OF IMPACT OF LEASE CLASSIFICATION ON COMMON NON-GAAP 
MEASURES

SCENARIO #1 SCENARIO #2 SCENARIO #3

OPERATING FINANCE FINANCE

Revenues 1,600 1,600 1,600

Expenses

  Salaries 750 750 750

  Selling & Administrative 150 150 150

  Operating Lease Expense 100

  Amortization of Right-of-Use Asset 65 74

  Operating Expenses 1,000 965 974

  Operating Income 600 635 626

  Interest Expense - 35 44

Income Before Tax 600 600 582

Income Taxes (20%) 120 120 116

  Net Income 480 480 466

EBT 600 600 582

EBIT 600 635 626

EBITDA 600 700 700

EBITDAR 700 700 700
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will be lower for finance leases, measures of EBIT and EBITDA will be higher for IFRS 
filers with finance leases than for US GAAP companies with operating leases. Only a 
comparison of EBITDAR will make the comparison of finance (IFRS) and operating 
leases (US GAAP) equivalent.

When using such non-GAAP measures as proxies for cash, investors and financial state-
ment users must be cognizant of this difference as they compare different companies or 
prior periods of the same company.

Investors Should Keep their Eyes Open
Investors should also be mindful that companies may deploy other non-GAAP mea-
sures—particularly in the year of transition where results will not be comparable—to por-
tray their results. This may include non-GAAP measures that alter key ratios as discussed 
in Section VI, especially those related to leverage or debt-to-equity ratios. Investors 
should watch for new or altered non-GAAP measures relating to the change to the leas-
ing standard.
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VI. Will Cash Flow Change?
In general, cash flow will not change. Although financial statement captions may change, 
cash or cash flows of the company do not change due to the adoption of or transition to 
the new lease standard. However, investors should be mindful of several considerations, 
including the following:

■	 Actual Cash Flows vs. Presentation of Cash Flows on Statement of Cash Flows: 
Investors should remember that despite finance leases resulting in changes to mea-
sures of operating and financing cash flows as presented on the statement of cash 
flows, these are simply presentation changes on the financial statement. Actual cash 
flows are not changing with the transition to the new standard.

	 Further, US GAAP companies with operating leases and IFRS companies with 
finance leases will have the appearance of different cash flows despite having identical 
actual cash flows.

	 Also, as we describe in Section V on non-GAAP measures, these lease classification 
differences result in cash flow proxies such as EBITDA that are different, despite the 
actual cash paid being identical.

■	 Tax Accounting: The tax accounting treatment for leases is generally different than 
the accounting treatment under US GAAP or IFRS. Accordingly, the change in 
accounting for IFRS and US GAAP may impact deferred taxes but will most likely 
not impact current taxes and the resulting cash flows. To the extent that there is 
any change in the tax accounting for leases—and therefore actual cash flows—there 
could be a change in cash flows. Though not likely, this is something investors may 
want to note.

■	 Lease Modifications Resulting from New Lease Standard: Because the leasing 
standard will increase lease liabilities and leverage, companies may have altered 
leasing arrangements in advance of adopting the new standard, or they may do 
so in the future to manage the perception of leverage. To the extent that some of 
these contractual changes alter the amount or timing of cash flows, investors should 
understand the nature of such changes and their impact on the company’s future 
cash flows. Section VIII provides a disclosure of short-term leases to facilitate this 
analysis.
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Because cash flows are not changing, fundamental investors using discounted cash flow 
approaches to valuation—in theory, at least—should not see a change. However, as we 
discuss in Section X, if investors are surprised by the degree of leverage communicated by 
these new lease liabilities, their perceptions of the risk associated with the company may 
change and the market may react.
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VII. �Will Financial Ratios Be 
Signficantly Impacted?

Financial ratios will be significantly impacted by the new leasing standard, a situation 
that will be analytically messy.

Comparability is a casualty of the new leasing standard. Because IFRS (finance leases) 
and US GAAP (operating and finance leases) allow different income statement treat-
ment for the lease expense (which ultimately impacts the right-of-use asset over time), 
comparability between IFRS companies and US GAAP companies with identical leas-
ing arrangements is lost. Further, differing methods of transitioning to the new standard 
(e.g., restating prior periods or the more likely method of adopting at the beginning of 
the transition accounting period) will make comparison to prior periods within compa-
nies difficult, and comparability issues brought about by the different lease classification 
and transition methods will extend beyond the initial adoption into future periods. As a 
result, comparability and trend analysis in financial statement captions and ratios will be 
difficult. Investors must understand these effects and adjust as necessary to ensure results 
are truly comparable.

We consider the key balance sheet (solvency and liquidity), income statement (profitability 
and earnings per share), return on equity, and cash flow (performance and coverage) ratios 
below. Because of the complicated impact of the US GAAP and IFRS lease classification 
differences on the inputs to the ratios, we consider the impact on the various numerators 
and denominators in Appendix B; the analysis below is focused on the impact to the 
ratio. To simplify the discussion, we have assumed that US GAAP is synonymous with 
the discussion of operating leases and IFRS is synonymous with the discussion of finance 
leases, other than when it comes to the impacts on the statement of cash flows.

Balance Sheet: Solvency and Liquidity Ratios 
As is apparent from the transition discussion above, and as we demonstrate in Section IX,  
the impact on the balance sheet and the related solvency and liquidity ratios of the new 
leasing standard will likely be the most significant. As such, we consider these ratios 
first.
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■	 Financial Leverage Ratio: With only a minimal impact on equity and a significant 
increase in total assets from the recognition of the right-of-use asset, the leverage 
ratio is likely to increase significantly, as we illustrate in Section IX. Over time, given 
the difference in the income statement impact of finance leases (higher at inception) 
and operating leases (level), equity will be lower for finance leases and will result in a 
higher ratio than for operating leases.  It is also important to note that finance lease 
assets will likely amortize more quickly than operating lease assets, resulting in a 
more significant reduction to total assets, and the financial leverage ratio, over time.

	 If there are significant impacts to equity at transition, the ratio could be impacted 
more than noted above.

■	 Total Debt Ratio: Total debt and total assets will rise by an identical amount (i.e. 
generally) at inception of the lease. The finance lease and operating lease impact will 
be identical at inception, as the asset and liability will increase the same between 
operating and finance leases. Given that this ratio is generally less than one (as assets 
are generally higher than debt) and the impact to total debt and total assets are equal, 
the ratio will likely rise. Over time, finance lease and operating lease liability balances 

Solvency Ratios
Table 7 describes the key solvency ratios and the expected impact to the ratio of a transi-
tion to an operating or finance lease. A discussion of the ratios is provided as well.

TABLE 7.  SOLVENCY RATIOS

SOLVENCY RATIOS

DESCRIPTION RATIO OPERATING  LEASE FINANCE LEASE

Long-Term Debt-to-Equity Total Long-term Debt ·
= ·

·
= ·

Total Equity − −

Debt-to-Equity Total Debt ·
= ·

·
= ·Total Equity − −

Total Debt Total Debt ·
= ·

·
= ·Total Assets · ·

Financial Leverage Total Assets ·
= ·

·
= ·

Total Equity − −

· (Increase), ‚ (Decrease), − (No Change)
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will remain identical; however, finance lease assets will likely amortize more quickly 
than operating lease assets, resulting in a more significant reduction to total assets 
(and higher total debt ratio) over time.

■	 Long-Term Debt Ratio and Debt-to-Equity Ratio: Given the large increase in debt and 
long-term debt with only minimal impact to equity at inception, these ratios will rise for 
both operating leases and finance leases. The extent of the rise will depend on the propor-
tion of total debt represented by the lease liability. Although equity is not expected to 
change significantly, the transition adjustment may impact equity and therefore the ratio. 
Further, equity will be lower for finance leases than for operating leases over time, and 
will create lower equity and a higher ratio that will converge as the lease expires.

Liquidity Ratios
Appendix B considers the impact of the new lease standard on all of the numerators and 
denominators associated with liquidity ratios. The only element of the liquidity ratios 
that will be impacted by the leasing standard is the portion of the lease liability included 
within current liabilities—the denominator in each of the liquidity ratios. Because the 
denominator will rise in each of the ratios but none of the numerators will be impacted, 
all ratios will decrease (Table 8). Given that operating and finance lease liabilities (includ-
ing current ratios) are identical, the impact on current liabilities will be the same.

TABLE 8.  LIQUIDITY RATIOS

LIQUIDITY RATIOS
DESCRIPTION RATIO OPERATING  LEASE FINANCE LEASE

Current Current Assets −
= ‚

−
= ‚

Current Liabilities · ·

Quick (Acid Test) (Cash + Marketable Securities + 
Receivables) − = ‚

− = ‚
Current Liabilities · ·

Cash (Cash + Marketable Securities) −
= ‚

−
= ‚

Current Liabilities · ·

· (Increase), ‚ (Decrease), − (No Change)
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Income Statement: Profitability Ratios and  
Earnings per Share

Profitability Ratios 
Indicators of profitability, such as those listed in Table 9, are also impacted by the new 
leasing standard. Appendix B considers the impact to each of the financial statement cap-
tions comprising the numerators and denominators of the profitability ratios. As noted 
there, revenue and sales figures are unaffected by the new leasing standard. Thus, the 
denominator of all the profitability ratios remains unchanged. The numerator is where the 
effect will arise.

TABLE 9.  PROFITABILITY RATIOS

PROFITABILITY

DESCRIPTION RATIO OPERATING LEASE FINANCE LEASE

Net Profit Margin  
(Profit Margin or Return on Sales)

Net Income −
= −

‚
= ‚

Revenue or Sales − −

Gross Profit Margin Gross Profit −
= −

·
= ·

Revenue − −

Operating Profit Margin Operating Income −
= −

·
= ·

Revenue − −

Pretax Margin Earnings Before Taxes −
= −

‚
= ‚

Revenue − −

· (Increase), ‚ (Decrease), − (No Change)

Given that companies with finance leases (i.e., IFRS companies) will likely have higher 
total lease expense (interest expense plus ROU amortization) than companies with oper-
ating leases (i.e., US GAAP companies), profitability measures such as earnings before tax 
and net income will likely be lower for IFRS companies with finance leases. Accordingly, 
profitability ratios such as pretax margin and net profit margin and are likely to be lower 
for IFRS companies than for US GAAP companies.

Operating margin, while not a defined subtotal in IFRS, will likely rise with the transition 
to finance leases under IFRS 16.  Because the previous operating margin included all lease 
expense as an operating expense and now a significant portion will likely be attributable 
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to finance costs – which is generally not included in operating margin – operating margin 
for IFRS companies will generally be higher than for the same companies in prior periods 
and compared to US GAAP where most leases will be operating leases.

Gross profit represents revenue less cost of goods sold. It, and gross profit margin, will 
only be affected by the leasing standard to the extent that elements of the lease costs 
(operating or finance) are included in cost of goods sold.  As gross profit generally won’t 
include the finance cost – in a manner similar to operating margin – it too is likely to be 
higher for IFRS companies relative to prior periods and US GAAP companies.  

A review of the Tesco example at Appendix D, illustrates the decrease in cost of goods 
sold and the increase in gross profit and operating margin from the reflection of the lease 
interest expense as a finance cost under IFRS 16.  

Because most companies will not be restating their 2018 and 2017 results, investors must be 
cognizant of the impact the leasing standard has on the comparability of profitability mea-
sures and profitability ratios between periods and the comparability between companies fol-
lowing US GAAP (most likely to be operating leases) and IFRS (finance leases). US GAAP 
companies will appear more comparable to prior periods than will IFRS companies; the 
latter will now have all leases classified as finance leases (i.e., in the early years where interest 
expense will be higher) whereas they were classified as operating leases in prior years.

Although the higher total expense for finance leases may reverse over time (See Figure 
2B), particularly in a going concern that is continually adding new leases liabilities, there 
will be higher profitability metrics for gross profit and operating margin and lower profit-
ability measures in pretax and net profit margins.  These are important differences that 
investors will want to account for when comparing IFRS companies after transition to 
prior periods and when comparing IFRS and US GAAP companies.  

We discuss the impact of the leasing standard on non-GAAP profitability measures in 
Section V.

Earnings per Share
Although there is no change in the number of shares (e.g., denominator), there will likely 
be a reduction in the numerator and a lower earnings per share (EPS) for those with 
finance leases (e.g., IFRS companies.)  EPS will appear lower than in the prior periods 
and as compared to US GAAP companies with operating leases.
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Return on Equity
One of the most important ratios for investors is return on equity (ROE). Figure 3 
decomposes the DuPont ROE formula and Table 10 illustrates the impact of the leasing 
standard on the ratios comprising the DuPont Formula.  For US GAAP companies with 
simple operating leases that have no impact on equity at transition, ROE may not change, 
but elements of the equation (e.g., return on assets, leverage) will change. Though equity 
at inception of the new standard for IFRS companies with finance leases may not change, 
the decrease in profitability measures that include net income will reduce ROE and other 
elements of the DuPont formula.

Despite no difference in the underlying economics or cash between operating leases and 
finance leases, the different accounting classification could make the components of the 
return on equity look quite different for US GAAP and IFRS companies. Further, ROE 

FIGURE 3.  DUPONT (ROE) FORMULA
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for IFRS companies will look different as compared to prior periods, given that those 
companies are moving from operating leases to finance leases.

Investors should also be mindful that most companies are likely to utilize a transition 
approach that does not require restating their prior year financials. Average balances 
such as average shareholder equity and average total assets may have prior year balances 
(though opening equity will be adjusted) that do not give effect to the new standard and 
distort the ratios.

We consider the impact of the new leasing standard on the elements of the DuPont 
formula.

■	 Return on Assets (ROA): At inception, the impact of the new leasing standard on 
total assets will be similar for companies with operating and finance leases. However, 
ratios such as ROA that include average total assets may need to be adjusted to obtain 
a more comparable opening balance for companies not restating their prior period 
results. If not, the ratio may be distorted. In the case of ROA, the lack of restatement 
of the prior periods artificially reduces the denominator and increases the return on 
assets in prior periods.

	 For finance leases or IFRS companies, despite a similar initial impact of the leasing 
standard on total assets (i.e., the denominator of ROA), net income will likely be 
lower upon adoption of the leasing standard as outlined in the discussion of profitabil-
ity measures. Accordingly, the return on assets will likely be lower for finance leases 
(i.e., IFRS) than for operating leases (i.e., US GAAP).

	 Over time, investors should remember that average total assets will be lower for com-
panies with finance leases as compared to those with operating leases due to the faster 
amortization of the right-of-use asset. As such, the denominator in the ROA equation 
will be generally be lower, increasing the ratio. The degree to which net income is pro-
portionally lower than the lower average total assets will determine the comparability 
of the ROA under a finance lease versus an operating lease over time.

■	 Leverage: See the discussion under leverage ratios above.

■	 Net Profit Margin: See the discussion under profitability ratios above.

■	 Total Asset Turnover: Asset turnover will decline—likely substantially—as revenues 
(i.e., the numerator) remain unchanged and average total assets (i.e., the denominator) 
rise substantially. The same caution applies to the determination of average total assets 
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in the first year of adoption, as noted above under ROA, as the prior period may not 
have been restated.

	 Over time, average total assets for US GAAP companies (operating leases) will likely 
be higher than for IFRS companies (finance leases) because of the higher amortiza-
tion of the ROU asset in a finance lease. As such, the total asset turnover ratio will—
all else being equal—be better for IFRS companies (finance leases), as they will have 
lower assets from the leasing obligations.

■	 Tax Burden: Although EBT (denominator) and net income (numerator) will decrease 
for companies with finance leases (e.g., all IFRS filers), the tax burden ratio should 
remain unchanged as there will likely be no impact on the effective tax rate. For US 
GAAP companies (operating leases) neither the numerator nor the denominator will 
change, resulting in no change to the ratio.

■	 Interest Burden: Section V on non-GAAP measures provides an example of the 
impact of operating versus financing leases on non-GAAP measures such as EBT, 
EBIT, EBITDA, and EBITDAR. Overall, EBT and EBIT will be unaffected by 
operating leases, as there is no additional interest expense associated with operat-
ing leases. For finance leases, interest expense will result in an EBIT that is higher 
than EBT—all other things being equal. As we illustrate in Section V, EBIT and 
EBITDA will be higher for finance lease companies (IFRS) than for operating lease 
companies (US GAAP). As such, the interest burden ratio will decline.

■	 EBIT Margin: For operating leases, this ratio will not change, as EBIT is not likely 
to change and there is no interest expense. For IFRS companies with finance leases, 
EBIT will be higher because of the add-back of higher interest expense, making the 
ratio higher for finance leases than for operating leases, despite an overall lower net 
income.

Cash Flow Ratios
Cash flow ratios include performance and coverage ratios. Each ratio includes cash flow 
from operations (CFO) as its numerator. CFO is dependent upon its accounting defini-
tion under US GAAP or IFRS.

■	 If a lease is an operating lease (US GAAP), CFO from operations will remain 
unchanged from prior periods.
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■	 If a lease is a finance lease (US GAAP), CFO will be higher than for an operat-
ing lease, as the portion of the lease payment representing a repayment of the lease 
liability will be reclassified to a financing cash outflow rather than an operating cash 
outflow. For the same reason, financing cash outflows will be higher under a finance 
lease than an operating lease. This will be true for IFRS as well. 

■	 IFRS, however, gets tricky as it allows the interest portion of the finance lease to be 
classified as either an operating cash outflow (e.g., the same as US GAAP), a finance 
cash outflow (thereby further increasing finance cash outflows and operating cash 
inflows), or an investing cash flow (thereby increasing investing cash outflows and 
increasing operating cash inflows). Investors need to understand the classification of 
interest expense on the statement of cash flows under IFRS when making comparison 
with other IFRS companies and US GAAP companies.

Performance Ratios
In the aforementioned ratio discussions and in Appendix B, we describe the impact of  
the leasing standard on the denominators of each of the performance ratios. Table 11 
provides the impact on performance ratios.

■	 Cash Flow to Revenue: As revenue will not change, the impact to CFO will drive 
the impact to the ratio. Under an operating lease (US GAAP), the ratio will remain 
unchanged as CFO does not change.

	 For a finance lease (US GAAP or IFRS), CFO and the ratio will rise because the por-
tion of the lease payment will be reclassified to financing cash outflows and increase 
operating cash inflows. Should a company reclassify the interest expense under IFRS 
to investing or financing outflows, CFO will rise further.

■	 Cash Return on Assets: Under an operating lease (US GAAP), cash return on assets 
will decrease as CFO will not change and average total assets will rise significantly. 
For a finance lease under US GAAP or IFRS, CFO will rise as described in the 
preceding section, but average total assets will rise more significantly, resulting in a 
decrease in cash return on assets. Average total assets will differ over time between an 
operating lease (lower) and finance lease (higher), as Section IV illustrates. This will 
impact comparisons over time.

■	 Cash Return on Equity: As CFO and equity will not change significantly at incep-
tion for an operating lease, this ratio is not likely to change from prior periods under 
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an operating lease. Although equity will also not change significantly at inception for 
a finance lease, CFO will be higher, increasing this ratio. Over time, average share-
holder’s equity will differ between operating leases (higher) and finance leases (lower). 
Investors need to be careful in making comparisons between US GAAP (operating 
leases) and IFRS (finance leases) companies.

■	 Cash to Income: As CFO and operating income will not change for US GAAP 
(operating leases), the cash-to-income ratio will not change. For finance leases (IFRS 
or US GAAP), CFO will rise due to the reflection of lease principal payments in 
finance cash outflows and operating income will rise by the amount of the interest 
expense reclassed to finance cost. Given CFO will likely rise by more than operating 
income given principal payments should be higher than interest expense on leases, the 
overall ratio should rise for finance leases.  

■	 Cash Flow per Share: As CFO, preferred dividends, and number of shares outstand-
ing are unaffected by adoption of the leasing standard for US GAAP (operating 
leases), cash flow per share will not change. For finance leases (IFRS or US GAAP), 
CFO will rise, while the other ratio elements will remain unchanged, so cash flow per 
share will rise.

TABLE 11.  PERFORMANCE RATIOS

PERFORMANCE RATIOS

DESCRIPTION RATIO OPERATING LEASE FINANCE LEASE

Cash Flow to Revenue CFO −
= −

·
= ·

Revenue − −

Cash Return on Assets CFO −
= ‚

·
= ‚

Average Total Assets · · ·

Cash Return on Equity CFO −
= −

·
= ·

Average Shareholders’ Equity − −

Cash to Income CFO −
= −

· ·
= ·

Operating Income − ·

Cash Flow Per Share CFO-Preferred Dividends −
= −

·
= ·

Number of Shares Outstanding − −

· (Increase), ‚ (Decrease), − (No Change), ·· (Greater Increase)
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TABLE 12.  COVERAGE RATIOS

COVERAGE RATIOS

DESCRIPTION RATIO OPERATING  LEASE FINANCE LEASE

Debt Coverage CFO −
= ‚

·
= ‚

Total Debt · · ·

Interest Coverage CFO + Interest Paid + Taxes Paid −
= −

· ·
= · 

Interest Paid − ·

Reinvestment CFO −
= −

·
= ·

Cash Paid for Long-Term Assets − −

Debt Payment CFO −
= −

·
= ·

Dividends Paid − −

Interest and Financing CFO −

= −

·

= ‚Cash Flows for Investing  
and Financing Activities

− · ·

· (Increase), ↓ (Decrease), − (No Change) ·· (Greater Increase)

Coverage Ratios 
An analysis of the impact on coverage ratios gets a bit complicated (Table 12). As with 
performance ratios, each coverage ratio will be affected by the resulting change in CFO 
based upon the lease’s accounting classification, although analysis for some of the ratios is 
a bit more difficult than for others.

■	 Debt Coverage: CFO will remain unchanged for an operating lease (US GAAP), 
but rise for a finance lease (IFRS). Total debt should be identical for an operating 
lease and a finance lease at inception and over the term of the lease. As such, the debt 
coverage ratio will decline but be better for companies with finance leases (IFRS) as 
compared to those with operating leases (US GAAP).

■	 Interest Coverage: This ratio will be unaffected for operating leases (US GAAP), as 
none of the elements of the equation change for an operating lease. For finance leases 
(IFRS), CFO will rise as will interest paid. Taxes paid will remain unchanged. Thus, 
this ratio will be higher for a finance lease (IFRS) as compared to an operating lease 
(US GAAP).

■	 Reinvestment: For the reinvestment ratio, the denominator is cash paid for long-term 
assets. The right-of-use asset is a long-term asset, but it is created by the recognition 
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of the lease liability—both represent non-cash transactions at inception. The ratio 
will not be impacted for operating leases (US GAAP), as both the denominator and 
numerator (CFO) will remain unchanged. For finance leases (IFRS), the increase in 
CFO will increase the ratio.

■	 Debt Payment: Dividends paid will not change for either an operating lease or a finance 
lease. CFO will remain unchanged for an operating lease (US GAAP), and as a result, the 
debt payment ratio will remain unchanged. For a finance lease, CFO will rise, resulting in a 
higher ratio for a finance lease (IFRS) as compared to an operating lease (US GAAP).

■	 Interest and Financing: Cash outflows for investing and financing activities as well 
as CFO will be unchanged for operating leases (US GAAP); thus, this ratio will 
remain unchanged. For a finance lease under US GAAP, financing cash outflows will 
rise (investing cash flows will not change) by more than CFO will rise, as the repay-
ment of principal should generally be larger than the related interest expense. Thus, 
the interest and financing ratio will be lower than for an operating lease. The impact 
for a finance lease under IFRS will be different if the interest expense is classified as 
an investing or a financing cash flow, as CFO will rise further but the denominator 
will also rise. The relative relationship between the two will determine the magnitude 
of the change in the interest and financing ratio.
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VIII. �What Disclosures Should 
Investors Expect to Help 
Explain the New Lease 
Accounting?

Lease Disclosures Remain Very Important
Until 2019, lease disclosures were the primary source of information from which inves-
tors made estimates of lease obligations. The recognition of lease obligations within the 
financial statements does not reduce the importance of lease disclosures. Rather, the rec-
ognition of lease obligations in the financial statements makes them equally, if not more, 
important, as the obligations are now within the basic financial statements.

In the preceding sections, we emphasize the financial statement (balance sheet, income 
statement, and statement of cash flow) impacts and ratio effects of the amounts recognized 
both initially and over time. We also highlight the analytical challenges for investors 
emanating from the difference in US GAAP (operating and finance) and IFRS (finance) 
lease classification. The footnote disclosures are an important supplement to these recog-
nition effects. They will facilitate an understanding of the measurement of lease obliga-
tions and right-of-use assets at inception and over time. The level of disaggregation and 
the quality of the qualitative disclosures will determine the usefulness of the disclosures 
to investors. As we describe in Section II, investors should review the transition disclo-
sures (Appendix A) as of 1 January 2019, but they may also need elements of the annual 
disclosures (Appendix C) to gain a complete understand of the leasing arrangements and 
the liabilities measurements. 

Appendix C provides a side-by-side comparison, and analysis, of the IFRS and US 
GAAP lessee disclosure requirements under IFRS 16 and ASU 2016-02/ASC Topic 842. 
Although there are differences in the disclosures because US GAAP has operating and 
finance leases, there are also important differences that will impact the usefulness of the 
disclosures to investors.
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Adjustments to Lease Liabilities Still  
Necessary

CFA Institute has supported the recognition of lease obligations on the balance sheet 
since the 1970s. However, we were not supportive of the measurement method for the 
lease obligations in the final US GAAP and IFRS standards because the measurement of 
lease obligations in these new standards does not give consideration to the impact of cur-
rent market conditions (i.e., current market rents and current discount rates) on such obli-
gations beyond the inception of the lease. Investors attempting to understand the current 
value of the lease obligations will still need to adjust the financial statements for measure-
ment differences between the financial statement measurement of the lease liability and 
the fair value of the obligations over time, as the value of the leases will fluctuate based 
upon changes in lease cash flows and discount rates.

Disclosures of Particular Interest to Investors
Because leasing obligations are now reflected on the balance sheet and are at values not 
reflective of current market conditions, certain disclosures are of particular importance to 
investors.

Maturity Analysis, Weighted Average Remaining Lease Term,  
and Weighted Average Discount Rate

The “set it and forget it” element of the IFRS and US GAAP measurement is one that 
value investors will likely want to adjust over time. Disclosures that provide insight into 
the lease cash flows, lease term, and discount rates used in the determination of the lease 
liability are particularly important, as they will enable investors to adjust historical mea-
surements to current conditions more accurately.

Further, the transition method that is mostly likely to be used by companies under both 
IFRS (modified retrospective approach) and US GAAP (additional transition approach) 
is such that the “set it and forget it” assumptions (most importantly, the discount rate) will 
represent interest rates at 1 January 2019 rather than a true weighted average. This may 
distort the level of interest expense over time and should be an analytical consideration for 
investors.
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Although both IFRS and US GAAP require a maturity analysis disclosure, the guidance 
regarding the nature of this disclosure is more prescriptive for US GAAP, which requires 
that the maturity analysis provide an explanation regarding how it reconciles to the lease 
liability. Unfortunately, IFRS does not require a maturity analysis disclosure in the same 
way as US GAAP. Further, unlike US GAAP, IFRS does not require disclosure of the 
weighted average remaining lease term and weighted average discount rate used in the 
determination of the lease liability. Thus, the usefulness of the disclosure for IFRS will 
be much more limited than for US GAAP. Investors in IFRS companies with significant 
exposure to lease obligations/liabilities will want to discuss with management the lease 
term and discount rates. That will aid investors in making adjustments to IFRS compa-
nies similar to those they make for US GAAP companies. The side-by-side comparison in 
Appendix C highlights the differences in the maturity analysis disclosure.

Lease Features
As noted in Appendix C, US GAAP appears to have slightly more detailed requirements 
on the qualitative description of leases, the assumptions and judgements in determining 
leases, and the nature of executory contracts. IFRS, on the other hand, requires qualita-
tive and quantitative disclosures regarding the future cash outflows to which the lessee is 
potentially exposed that are not reflected in the measurement of lease liabilities related 
to key attributes of leases, including variable lease payments, extension and termination 
options, residual value guarantees, and executory contracts. Accordingly, the IFRS dis-
closures will likely be more helpful to investors in estimating the committed future cash 
flows that have not been included in the measurement of the lease liability. Investors in 
US GAAP companies will want to recognize that such cash outflows will exist, but they 
will not be disclosed for investor analysis; they may want to discuss this issue with man-
agement if the company has significant leasing arrangements.

Cash Paid vs. Total Cash Outflows
Because the difference in lease classification between US GAAP and IFRS will distort 
the comparability of cash flow from operations and non-GAAP measures, and because 
both the operating and finance lease costs do not reflect actual cash outflows, the IFRS 
and US GAAP disclosures regarding actual cash should be considered by investors when 
they perform their valuations. Appendix C emphasizes that US GAAP requires disclo-
sure of all cash flows included in the measurement of lease liabilities, while IFRS requires 
disclosure of total lease cash flows. As such, the IFRS disclosure will be more complete, 
as it will include cash flows related to low-value leases, short-term leases, and variable 
lease payments, even though they are not included in the measurement of lease liabilities.
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Short-Term Lease Cost and Commitments
Both IFRS and US GAAP require disclosure of short-term lease costs – those not 
included in the liability measurement. They both also require, albeit with slightly different 
language, disclosure regarding whether their current short-term lease expense is reflective 
of their upcoming short-term lease commitments. This is a disclosure investors should 
take note of, as it could signal the degree to which the company is altering its leasing 
relationships (i.e., entering into short-term leases) to manage its balance sheet leverage.

Summary 
The recognition of lease liabilities and right-of-use assets in the financial statements does 
not reduce the importance of the lease disclosures to investors; rather, it makes disclosures 
even more important. Investors need to understand the nature of the underlying lease 
arrangements, and how management’s assumptions and judgements were incorporated—
or not incorporated—into the lease liability measurement and the resulting right-of-use 
asset. Investors need to understand, for example, how lease liabilities may be impacted 
by variable lease payments, or how they will not fluctuate to reflect current economic 
conditions because of the impact of frozen assumptions. Investors also need to focus 
on the disclosures regarding actual cash flows and evaluate from those disclosures any 
meaningful alterations over time to leasing arrangements that will impact leasing lever-
age. Understanding the nature of the leasing arrangements, along with their cash flows 
and measurement, is essential to investors completing their analysis of the valuation of a 
business.

WWW.CFAINSTITUTE.ORG


71© 2019 CFA INSTITUTE. ALL RIGHTS RESERVED.

IX. �Where Will Investors See the 
Greatest Impact of the Change?

Industries Bearing the Greatest Impact
Any significant change in financial reporting raises concerns for investors of all stripes, 
and the leasing change is no exception. The balance sheet impact of lessee recognition of 
lease-related assets and liabilities may be traumatic for some firms, and it may be a trifle 
for others. Regardless of the size of the impact, fixed income and equity investors alike 
will be concerned with the market reaction to the new information about indebtedness. 
Markets may have adjusted the securities prices of companies with operating lease bur-
dens based on cash flow ratios and interest coverage, but they have not been consistently 
able to compare balance sheet ratios of indebtedness. Because of that inconsistent infor-
mation, security prices may not effectively impound all the valuation impressions of all 
market participants.

Ratings agencies and fixed-income investors have long adjusted leverage ratios to incorpo-
rate the hidden leverage of operating leases. Those adjustments may be based on heuristics, 
like multiples applied to current-year rent expense to obtain single-point estimates of asset 
values and liabilities associated with operating leases. They might be more sophisticated—
perhaps estimates of a present value amount concocted from the lease payment schedule 
contained in the footnotes. Although the theory of using a present value is sound, doing 
so can be an exercise in artificial precision: the footnoted payment schedule does not pro-
vide information other than a single amount for all years past five years, so breaking it 
down properly is a mere guess. The proper discount is also a mere guess.

Whatever method market participants choose to use to estimate leverage stemming from 
operating leases, it is more important that they are directionally correct in assessing the 
hidden leverage than it is that they are precisely correct in determining an amount. At 
minimum, the new standard provides a consistent methodology for all reporting com-
panies to employ. While waiting to see the results of the consistent methodology, investors 
should try to understand which companies may be most likely to see a significant impact 
from the new accounting. The footnote-disclosed current operating lease expense provides 
a handle for investors to fabricate an estimate of the potential asset and lease liability; 
simple application of a multiple to that amount provides a “directionally” correct estimate 
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that will at least provide evidence of which companies may see more of an effect than oth-
ers. For investors trying to see where companies are most likely to see an effect from the 
new standard, it is more important to know the amount of operating lease expense than to 
determine a magic multiple that will yield the exact amount to be recorded.

For the 467 non-real estate firms in the S&P 500, a simple multiplier of six was applied 
to their 2017 rent expense to make a loose—but consistent—estimate of the incremental 
right-of-use assets and incremental debt that would be placed on their balance sheets at 
the end of 2017, as if ASU 2016-02/ASC Topic 842 was in effect at that time. For 68 
firms (14.5% of the total examined), the financial leverage ratio (total assets divided by 
common equity) increased by more than 10% after giving effect to the estimated asset/
liability amount (Table 13).

Retailers
Notice the 33 firms in the table with industries shaded red. Whether they sell jewelry, 
meals, computers, automotive goods, or general merchandise, their commonality is that 
they are all retailers. Retailers do not profit by owning real estate and maintaining it—they 
make money by selling merchandise from inside of real property. By leasing office space, 
they can enter and withdraw from markets quickly and put their people resources where 
they can earn the highest return on capital. Compared to owning real estate, operating 
leases allow them to be nimble. Few, if any, retailers sell through discrete single-store 
channels—they usually operate in malls or strip shopping centers and would likely not 
be able to buy discrete locations themselves (an activity that is the domain of real estate 
firms). At 7% of all firms in the sample, the retailing industry is the industry that will see 
the most impact, partly because they use operating lease accounting frequently and partly 
because there are so many of them. The New York Stock Exchange alone has well over 
100 retailers, with even more listed with NASDAQ. Because of the plethora of retailers 
and the significant effects the new standard may have on them, the new lease accounting 
might be perceived as only affecting retailers. That would be incorrect.

Transportation Businesses 
Notice the eight firms in the table with industries shaded blue. Whether they transport 
freight or people, they are all in the air transportation business, leasing airplanes on oper-
ating leases. Like the retailers, they cannot generate a return for their creditors and share-
holders without such assets. Under historic operating lease accounting, the assets never 
appeared on the balance sheet, thus overstating any calculation of return on assets.
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Clearly, the changes will affect air transportation companies profoundly, although there 
are not as many of them in the investment universe as there are retailers. The balance 
sheet “nonexistence” of leased assets has long been known to the investors who follow the 
air transportation industry. As with retailers, the effect of the new lease accounting on air 
transportation companies may be widely anticipated by investors.

Firms with Negative Equity 
The potential effect could not be evaluated for every company by comparing the before-
and-after effects on financial leverage, because 16 companies in the S&P 500 sample 
showed negative equity. That rendered financial leverage meaningless, along with any 
other form of debt-to-equity ratio. These 16 firms can be assessed by examining the per-
centage change in total assets arising from capitalization of an estimated asset amount. 
The 9 companies showing a change in assets greater than 5% are presented in Table 14 in 
descending order of change in total assets. 

Notice in Table 14 that four of the top five firms with the biggest change in total assets 
arising from potential capitalization of leases are shaded red, signifying that they are 
retailers. In the top five firms, H&R Block is the only affected company not in the retail 
business. Or is it?

Not Just Retailers: Sleeper Industries Will Show Impacts from 
the New Standard

Think about H&R Block, a company in the financial sector and more narrowly, in the 
consumer finance business. Its assets might increase by more than 52% once it adopts 
the US GAAP leasing standard, and that increase will have nothing to do with financial 
instruments. H&R Block employees meet with customers in 10,000 US storefronts, many 
in strip malls. Those storefronts—currently unrecognized assets—are mere containers for 
the H&R Block employees providing the services that will generate a return for H&R 
Block’s investors. Although it might not be considered a classic retailer, H&R Block has 
the same “storefront exposure” to ASU 2016-02/Topic 842 as any retailer.

Now consider some of the other firms in Table 13.

■	 Ostensibly in the materials sector, and more narrowly in the specialty chemicals 
industry, Sherwin-Williams sells its paints in 4,620 retail stores. Although it makes 
a physical product, it also sells the product through physical facilities that will show a 
presence next year. 
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■	 Robert Half International, a service company, employs people to find employment for 
other people. The people have to work somewhere, though, which is why the company 
has more than 700 offices—and a great deal of lease expense that will convert to a 
right-of-use asset post-ASU 2016-02/ASC Topic 842. 

■	 Interpublic Group of Companies, another service company, might at first glance not 
appear to be associated with a lot of leased property, but it leases offices near its cli-
ents, housing its creative staff so they can make advertising campaigns that will gen-
erate returns.

The key to whether US GAAP or IFRS affects a firm is not the firm’s industry label—
it is the degree to which a firm rents the assets that it uses to generate a return with 
other assets. An airline’s employees schedule and run the airplanes and serve their pay-
ing customers. A retailer, whether it sells groceries, apparel, diamonds, or prescriptions, 
completes transactions inside of a building that it rents so it can facilitate transactions. A 
specialty chemical maker producing paints sells its product through rented stores in strip 
malls, just like the dollar-store merchandiser right next door to it. An advertiser puts its 
creative teams as close to its plum accounts as it can, and because that clientele comes and 
goes, it wants to rent space instead of owning real estate.

Consider Stress-Testing Portfolios for Lease 
Exposure

The sweep of the new US GAAP and IFRS requirements may be greater than market 
participants might think. Do not get comfortable with industry labels and linked effects. 
Instead, think about lease exposures.

Little work is needed to multiply the most recent year’s rent expense by a fixed multiplier 
to estimate a potential asset and liability and calculate a change in financial leverage or 
total assets based on the potential amount. Doing so can tease out of a portfolio the com-
panies that may see the most increased leverage when they adopt the new standard in the 
first quarter of 2019.
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X. How Might Markets React?

Understanding Impact Matters Because Market 
Reaction is an Unknown 

The impact of the new IFRS and US GAAP leasing standards will be greater than mar-
ket participants might think. The complexities brought about by different IFRS and US 
GAAP treatments, different transition methods, increased leverage, and the potential that 
leverage might be higher or lower than previously estimated by investors, are issues that 
investors will need to digest. The question then becomes, “How might markets react?” 

Of course, nobody can tell. Think of the impact first just in terms of what the most likely 
perception will be: something that affects only—or mostly—retailers. Brick-and-mortar 
retailers have been downtrodden for years as they face online competition from Amazon, 
and only recently have some of the players shown that there is resilience left in retailing 
from physical locations. (Ironically, the new standard will significantly increase Amazon’s 
financial leverage, as shown in the preceding sections.) Does the new leasing standard put 
retailers, as a group, down because of their increased leverage? Will companies try sooth-
ing investors by making pro forma balance sheet presentations that neutralize the new 
standard’s effects? Will investors see more non-GAAP measures seeking to neutralize 
the impact of the standard? Will investors accept such actions? Alternatively, do market 
participants have faith that firms were able to sustain profits and service their lease debt 
before the debt became visible? In effect, will investors brush off the new debt shown by 
the standard? 

The result might be more of the latter, especially if investors understand that cash is not 
changing. Investors have long been aware of the hidden leverage in retailers, and have had 
since at least 1996 to get used to the idea that it might eventually become visible. Some 
retailers might see their securities prices shocked more than others, simply because they 
may show more of an effect than was ever expected; others might show less of an effect 
than expected. The devil is in the details, and if the details are not well-disclosed leading 
up to the implementation, shocks might be the norm when the standard is implemented 
as some companies may have very significant ratio changes. It is critical that firms make 
these disclosures well, and if they are not doing so, it is even more critical that investors 
consistently petition firms to make these disclosures.
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Appendix A

Transition Disclosures
The transition methods each have different disclosure requirements,12 as we outline in 
Table A and describe in Section II. 

12 See IFRS 16, Paragraphs C-12 to C-13 and ASC Topic 842, Paragraphs 842-10-65-1.

TABLE A:  TRANSITION METHODS AND DISCLOSURES

US GAAP IFRS

1. � Transition Method Elected: Disclose the transition 
method elected by the entity.

1. � Transition Method Elected: Disclose the transition method 
elected by the entity. 

2.  Disclosures Required Based Upon Method Elected
a. � Modified Retrospective: Adjust comparative periods 

and disclose transitional impact.
b. � Additional Transition Method: Comparative periods 

are not restated and cumulative transitional effect 
is adjusted in opening equity balance. Under this 
approach, the entity will comply with disclosure 
requirements of the previous lease standard for 
comparative periods.

2.  Disclosures Required Based Upon Method Elected
a. � Full Retrospective: Adjust comparative periods.
b. � Modified Retrospective: Don’t adjust comparative periods. 

The lessee shall:
i. � Disclose the weighted average lessee’s incremental 

borrowing rate applied to lease liabilities recognized in 
the statement of financial position at the date of initial 
application.

ii. � Include an explanation of any difference between:
1. � Operating lease commitments reported immediately 

preceding the date of initial application, discounted 
using the incremental borrowing rate at the date of 
initial application; and

2. � Lease liabilities recognized in the statement of financial 
position at the date of initial application.

(Continued)
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US GAAP IFRS

3. � Disclosure of Practical Expedients: The lessee’s 
application of any practical expedients, such as those 
that follow, should be disclosed:
a.  �Existence of Leases: Expedient that allows not 

assessing whether expired or existing contracts are 
or have leases; 

b. � Classification of Leases: Expedient that allows not 
reassessing the classification of leases (operating 
or financing); 

c. � Short-Term Leases: Application of the provisions of 
the short-term lease exclusion;

d. � Low-Value Leases—No similar expedient for US GAAP;
e. � Impairment: A practical expedient for assessing 

impairment of right-of-use assets—similar to 
onerous leases;

f.   �Initial Direct Costs: Expedient that allows not 
reassessing initial direct costs for existing leases; 

g. � Single Discount Rate to Lease Portfolio: Application 
of a single discount rate to a portfolio of leases with 
reasonably similar characteristics;

h. � Use of Hindsight: Use of hindsight in determining 
the lease term (early termination, extension or 
buyout option); and in assessing impairment of 
right-of-use assets; and

i.   �Land Easements: Expedient that allows not 
reassessing whether land easements are leases.

3. � Disclosure of Practical Expedients: The lessee’s application of 
any practical expedients, such as those that follow, should be 
disclosed: 
a.  �Existence of Leases: Expedient that allows not assessing 

whether expired or existing contracts are or have leases;
b.  �Classification of Leases: Reassessment of the classification 

of the lease depends upon transition method adopted;
c.  �Short-Term Leases: Application of the provisions of the 

short-term lease exclusion;
d.  �Low-Value Leases: Application of the provisions of the low-

value lease exclusion.
e.  �Onerous Leases: Application of an assessment regarding 

whether leases are onerous immediately before the date 
of initial application as an alternative to performing an 
impairment review. If this practical expedient is chosen, then 
right-of-use asset would be adjusted immediately before the 
date of initial application;

f.   �Initial Direct Costs: Exclusion of initial direct costs from the 
measurement of the right-of-use asset at the date of initial 
application;

g.  �Single Discount Rate to Lease Portfolio: Application of a 
single discount rate to a portfolio of leases with reasonably 
similar characteristics;

h.  �Use of Hindsight: Use of hindsight in determining the lease 
term (early termination or extension option); and

i.  � Land Easements: No similar requirement for IFRS.

TABLE A.  TRANSITION METHODS AND DISCLOSURES (Continued)

(Continued)
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US GAAP IFRS

4.  �Disclosures Related to Changes in Accounting Policies:  
The following disclosures are required related to any 
new accounting standard: 
a. � The nature of and reason for the change in 

accounting principle.
b. � The method of applying the change, including all of 

the following: 
i. � A description of the prior-period information that 

has been retrospectively adjusted, if any.
ii. � The effect of the change on income from 

continuing operations, net income (or other 
appropriate captions of changes in the applicable 
net assets or performance indicator), any other 
affected financial statement line item, and any 
affected per-share amounts for the current period 
and any prior periods retrospectively adjusted. 
Presentation of the effect on financial statement 
subtotals and totals other than income from 
continuing operations and net income (or other 
appropriate captions of changes in the applicable 
net assets or performance indicator) is not 
required.

iii. � The cumulative effect of the change on retained 
earnings or other components of equity or net 
assets in the statement of financial position as 
of the beginning of the earliest period presented.

iv. � If retrospective application to all prior periods 
is impracticable, disclosure of the reasons 
therefore, and a description of the alternative 
method used to report the change.

c. � If indirect effects of a change in accounting 
principle are recognized both of the following shall 
be disclosed: 
i. � A description of the indirect effects of a change in 

accounting principle, including the amounts that 
have been recognized in the current period, and 
the related per-share amounts, if applicable 

ii. � Unless impracticable, the amount of the total 
recognized indirect effects of the accounting 
change and the related per-share amounts, 
if applicable, that are attributable to each 
prior period presented. Compliance with this 
disclosure requirement is practicable unless an 
entity cannot comply with it after making every 
reasonable effort to do so. 

4. � Disclosures Related to Changes in Accounting Policies: 
The following disclosures are required related to any new 
accounting standard: 
a. � The title of the standard or interpretation causing the 

change;
b. � The nature of the change in accounting policy;
c. � A description of the transitional provisions, including those 

that might have an effect on future periods;
d. � For the current period and each prior period presented, to the 

extent practicable, the amount of the adjustment: 
i. � For each financial statement line item affected, and
ii. � For basic and diluted earnings per share 

e. � The amount of the adjustment relating to periods before 
those presented, to the extent practicable; and

f. � If retrospective application is impracticable, an explanation 
and description of how the change in accounting policy was 
applied.

TABLE A.  TRANSITION METHODS AND DISCLOSURES (Continued)
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Financial Statement Captions Impacted by Lease 
Standard

To facilitate the discussion of the ratios in Section V, we consider here (Tables B.1 
through B.4) the impact of the new leasing standard on the various numerators and 
denominators comprising the ratio. To simplify the analysis, we have assumed that US 
GAAP is synonymous with the discussion of operating leases and IFRS is synonymous 
with the discussion of finance leases—other than when it comes to the impacts on the 
statement of cash flows. 

TABLE B.1. IMPACT ON ASSETS

NUMERATOR/
DENOMINATOR

OPERATING LEASE FINANCE LEASE DIFFERENCE

ASSETS

CASH No change No change None

CURRENT ASSETS No change. Right-of-use assets are 
generally not separated between 
current and long-term portion.

No change. Right-of-use assets 
are generally not separated 
between current and long-term 
portion.

None

MARKETABLE 
SECURITIES

No change No change None

RECEIVABLES No change No change None

(Continued)
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NUMERATOR/
DENOMINATOR

OPERATING LEASE FINANCE LEASE DIFFERENCE

TOTAL ASSETS Inception: Total assets will increase 
significantly by the creation of the 
right-of-use asset, which will equal 
the lease liability at inception and 
over the term of the lease.

Over Time: The right-of-use asset 
will amortize as the difference 
between the level operating 
expense and the effective interest 
accrual on the liability. Effectively, 
the amortization is a plug of the 
right-of-use asset to get to level 
lease expense.

Relationship to Lease Liability: The 
right-of-use asset will generally 
be equal to the lease liability given 
the offset (to achieve level lease 
expense) of the accrual of interest 
on the lease liability using an 
effective interest method against 
the right-of-use asset.

Inception: Total assets will 
increase significantly by the 
creation of the right-of-use asset, 
which will equal the lease liability 
at inception but not over time.

Over Time: The right-of-use 
asset will amortize over time 
independent of the lease liability, 
likely amortizing on a straight-line 
basis. Thus, the right-of-use asset 
(and total assets) is likely to be 
lower for companies with finance 
leases.

Relationship to Lease Liability: 
The right-of-use asset will not 
equal the lease liability over time 
because of the difference in 
amortization of the assets and 
the liability. The right-of-use asset 
will likely be lower than the lease 
liability. 

Inception There will be 
no difference at inception 
between the total assets 
recognized under an operating 
lease and a finance lease.

Over Time: The right-of-use 
asset will decline differently 
under an operating lease 
versus a finance lease. 
Finance lease right-of-use 
assets will decline more 
quickly than operating lease 
right-of-use assets for the 
reasons noted at left.

Relationship to Lease 
Liability: The right-of-use 
asset will not equal the lease 
liability for finance leases. The 
right-of-use asset will equal 
the lease liability for operating 
leases.

Level of Total Assets: Total assets will likely be higher for operating leases (US GAAP) than for finance 
leases (IFRS), given the higher right-of-use asset for operating leases.

AVERAGE TOTAL 
ASSETS

If a company does not restate prior 
periods, the average total assets in 
the year of transition will be lower 
than in future periods, given that 
the opening total assets included 
in the average will exclude the 
increase for the recognition of 
right-of-use assets.

As with total assets, average total 
assets will likely be higher than 
those with finance leases. 

If a company does not restate 
prior periods, the average total 
assets in the year of transition will 
be lower than in future periods, 
given that the opening total 
assets included in the average 
will exclude the increase for the 
recognition of right-of-use assets.

As with total assets, average total 
assets will likely be lower than 
those with operating leases. 

Average total assets included 
in ratios will need to be 
adjusted for both finance 
and operating leases if prior 
periods are not restated, as 
opening total assets will not 
reflect the increase in total 
assets resulting from the 
recognition of right-of-use 
assets for the new US GAAP 
and IFRS leasing standard. 
Lower average total assets 
could be artificially low given 
the method of transition.

Average total assets for 
operating lease companies 
will likely be higher than for 
finance lease companies for 
the reasons noted at left.

TABLE B.1. IMPACT ON ASSETS (Continued)
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TABLE B.2. IMPACT ON LIABILITIES AND EQUITY

NUMERATOR/
DENOMINATOR

OPERATING LEASE FINANCE LEASE DIFFERENCE

LIABILITIES AND EQUITY

CURRENT LIABILITIES 
AND TOTAL  
LONG-TERM DEBT

Lease liabilities will need to be separated between current and 
noncurrent portions, so current liabilities will rise at adoption.

As noted under total debt, the operating lease and finance lease 
liability amounts will be identical at inception and over the lease term. 

None

TOTAL DEBT Inception and Over Time: Total debt will increase at adoption of the 
new leasing standard by the amount of the present value of future 
leases payments at the discount rate implicit in the lease, or, if not 
available, at the incremental borrowing rate. The operating lease 
liability is identical, at inception and over time, to the finance lease 
liability.

Current vs. Noncurrent: The lease liability—unlike the right-of-use 
asset—must be separated between the current and long-term 
portions.

Relationship to Right-of-Use Asset: For operating leases, the lease 
liability will equal the right-of-use asset at inception of the lease and 
over time. For finance leases, the lease liability will equal the right-of-
use asset at inception but over time it will differ from the lease liability.   
This difference results from the straight-line amortization of the 
right-of-use asset for finance leases and the netting of the effective 
interest on the liability against the right-of-use asset for operating 
lease (i.e. to get straight-line lease expense).  

None

None

As noted above, the right-
of-use asset will not equal 
the lease liability for finance 
leases. The right-of-use asset 
will equal the lease liability for 
operating leases. 

TOTAL EQUITY Inception: At inception, total 
equity will not change much 
unless unrecognized impairments 
or practical expedients that 
impact the recognition of deferred 
costs and/or deferred rent create 
an equity impact.

Over Time: Over time, equity 
(retained earnings) will be reduced 
by level operating expense. 

Inception: At inception, 
total equity will not change 
much unless unrecognized 
impairments or practical 
expedients that impact the 
recognition of deferred costs 
and/or deferred rent create an 
equity impact.

Over Time: Over time, equity 
(retained earnings) will be 
reduced by interest expense and 
right-of-use amortization. In the 
early years of the lease term, 
these amounts will be higher 
than the level operating lease 
expense. This will reverse in the 
later years of the lease term. 

Inception: The difference 
should not be significant.

Over Time: Equity will likely be 
lower for finance leases than 
for operating leases, given the 
higher interest expense and 
right-of-use amortization in 
a finance lease compared to 
the level lease expense of an 
operating expense. Ultimately, 
the amount of expense will be 
identical; however, equity will 
be lower in the early years of 
the lease. 

(Continued)
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NUMERATOR/
DENOMINATOR

OPERATING LEASE FINANCE LEASE DIFFERENCE

AVERAGE 
SHAREHOLDER’S 
EQUITY

Inception: If the impact to equity 
at transition is nil, the average 
shareholder’s equity will not be 
distorted in the same manner 
as average total assets will be 
distorted by the failure to restate 
prior periods.

Over Time: The higher equity 
balances for operating lease 
companies, as noted above under 
total equity, will result in higher 
average shareholders’ equity over 
time.

Inception: If the impact to equity 
at transition is nil, the average 
shareholder’s equity will not be 
distorted in the same manner 
as average total assets will be 
distorted by the failure to restate 
prior periods.

Over Time: The lower equity 
balances for finance lease 
companies, as noted above 
under total equity, will result 
in lower average shareholders’ 
equity over time.

Inception: The difference will 
not be significant.

Over Time: The average 
shareholder’s equity will likely 
be lower for companies with 
finance leases as compared to 
those with operating leases. 
Ultimately, the shareholder’s 
equity impacts will be identical. 

TABLE B.3.  IMPACT ON INCOME STATEMENT

NUMERATOR/
DENOMINATOR

OPERATING LEASE FINANCE LEASE DIFFERENCE

INCOME STATEMENT

REVENUE OR SALES No impact No impact None

GROSS MARGIN No impact.
See discussion of operating 
income.

See discussion under operating 
income.

See discussion under 
operating income.

(Continued)

TABLE B.2. IMPACT ON LIABILITIES AND EQUITY (Continued)
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NUMERATOR/
DENOMINATOR

OPERATING LEASE FINANCE LEASE DIFFERENCE

OPERATING INCOME Given the straight-line 
amortization of lease 
expense consistent with 
the prior accounting, a 
significant impact on 
operating income of the 
new lease standards is 
unlikely. 

The combination of interest expense 
computed under the effective 
interest method and the amortization 
of the right-of-use asset will likely 
result in lower earnings before 
tax and net income because they 
will include the right-of-use asset 
amortization and interest expense.  
However, operating income will 
rise compared to prior periods, 
and compared to operating leases, 
as only the right-of-use asset 
amortization will be included as 
reduction of operating income rather 
than total lease expense as under an 
operating lease.  

Depending upon whether lease 
expense or amortization of ROU asset 
is included in cost of goods sold will 
gross margin be impacted. 

Finance leases will result 
in higher operating income 
because they will only 
include the amortization of 
the right-of-use asset in the 
determination of operating 
income rather than the 
entire lease expense as with 
operating leases. 

Depending upon whether 
lease expense or amortization 
of right-of-use asset is 
included in costs of goods 
sold will determine impact on 
gross margin.       

EARNINGS BEFORE 
TAXES

No impact. 
See discussion of operating 
income.  

See discussion under operating 
income. Earnings before tax will 
decrease because of the inclusion of 
interest expense in EBT.  

While operating income will rise, 
earnings before tax will include both 
the right-of-use asset amortization 
as well as the interest expense and 
therefore will be lower for finance 
leases.  

Earnings before tax will 
generally be lower for finance 
leases than operating leases 
because of the higher interest 
expense.   

EARNINGS BEFORE 
INTEREST AND TAXES

No impact. 
See discussion of operating 
income.  

EBIT will be higher for finance leases 
than for operating leases because of 
the add back of interest.  The impact 
will be similar to the impact on 
operating income.  

EBIT will be higher for finance 
leases than for operating 
leases given the add-back 
of interest expense. Over 
time, given the lower interest 
expense, the difference will be 
smaller. 

NET INCOME No impact. 
See discussion of operating 
income.  

Same impact as earnings before tax, 
just tax effected. 

Same impact as earnings 
before tax, just tax effected.

TABLE B.3.  IMPACT ON INCOME STATEMENT (Continued)
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TABLE B.4.  IMPACT ON STATEMENT OF CASH FLOWS

NUMERATOR/
DENOMINATOR

OPERATING LEASE FINANCE LEASE DIFFERENCE

STATEMENT OF CASH FLOWS

CASH FLOW FROM 
OPERATIONS (CFO)

Cash flows from operations 
will remain unchanged for 
operating leases.

Only interest expense will be considered 
an operating cash outflow. The portion 
of lease payment characterized as 
a repayment of lease liability will be 
reclassified to a financing cash outflow. 
Accordingly, cash flows from operations 
will rise by this amount.

Note: The ability to classify interest 
expense as an operating, investing, or 
financing cash flow for IFRS will result in 
differences between US GAAP and IFRS. 
In all cases, CFO rises. It will rise more if 
the interest expense paid is reclassified 
to investing or financing cash outflows. 

Cash flows from operations 
will be higher for finance 
leases as compared to 
operating leases due to the 
reclass of the lease principal 
repayment to financing cash 
outflows.

Note: See note at left. 

CASH FLOWS FOR 
INVESTING AND 
FINANCING

Cash flows for investing 
and financing will remain 
unchanged for operating 
leases. 

Cash flows for investing will remain 
unchanged.

Cash outflows for financing will rise 
by the portion of lease payment 
characterized as a repayment of lease 
liability.

Note: The optional presentation of 
interest expense for IFRS may increase 
cash outflows for investing and 
financing activities. 

Cash flows from investing will 
remain unchanged.

Cash outflows for financing 
will be higher for finance 
leases as compared to 
operating leases due to 
the reclassification of the 
portion of the lease payment 
attributable to principal 
repayment.

Note: See note at left.

INTEREST PAID As a lease does not create 
an interest expense, 
interest paid would not 
change. 

A portion of the lease payment will be 
characterized as an interest expense 
and therefore interest paid. 

Interest expense and interest 
paid will rise for companies 
with finance leases but not for 
those with operating leases. 

TAXES PAID Unless tax treatment of leases changes, the taxes paid should not change.

CASH PAID FOR 
LONG-TERM ASSETS

Given that creation of the right-of-use asset is effected by establishing the lease liability, no cash is paid 
at inception for these long-term assets. The lease liability payments are to be classified as financing 
cash outflows. The question for investors is, “How will companies consider the right-of-use assets 
through payments over time in this computation?” This is likely to differ between companies.

OTHER

PREFERRED 
DIVIDENDS

No impact No impact None

NUMBER OF SHARES 
OUTSTANDING

No impact No impact None
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New Disclosure Requirements
When it comes to lease disclosures, investors are most familiar with the schedule of future 
lease commitments that was included in financial statements under the previous guidance 
(ASU 2016-02/ASC Topic 840 and IAS 17). The new IFRS and US GAAP lease stan-
dards require a series of new qualitative and quantitative disclosures13, as summarized in 
Tables C.1 and C.2. To facilitate comparison between IFRS and US GAAP, we present 
the information as a side-by-side comparison, with differences are to be noted in blue.  
Section VIII analyzes the disclosures.

13 See IFRS 16, Paragraphs 47-60 and ASC Topic 842, Paragraphs 842-20-45 and 842-20-50.  
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TABLE C.1.  COMPARISON OF QUALITATIVE DISCLOSURES

US GAAP IFRS

QUALITATIVE DISCLOSURES QUALITATIVE DISCLOSURES

A lessee shall disclose the following:

Location of Lease Disclosure: No similar disclosure 
requirement under US GAAP.

Description of the Nature of Leases: Information about the 
nature of its leases and subleases, including:
 1. � General Description: A general description of those  

leases.
2. � Level of Detail: A lessee shall aggregate or disaggregate 

disclosures so that useful information is not obscured 
by including a large amount of insignificant detail or by 
aggregating items that have different characteristics.

3. � Variable Lease Payments: The basis and terms and 
conditions on which variable lease payments are 
determined.

4. � Lease Options: The existence and terms and conditions of 
options to extend or terminate the lease. A lessee should 
provide narrative disclosure about the options that are 
recognized as part of its right-of-use assets and lease 
liabilities and those that are not.

5. � Residual Value Guarantees: The existence and terms and 
conditions of residual value guarantees provided by the 
lessee.

6. � Covenants: The restrictions or covenants imposed by 
leases, for example, those relating to dividends or incurring 
additional financial obligations.

A lessee shall disclose the following:

Location of Lease Disclosure: Information about its leases for 
which it is a lessee in a single note or separate section in its 
financial statements. However, a lessee need not duplicate 
information that is already presented elsewhere in the financial 
statements, provided that the information is incorporated by 
cross-reference in the single note or separate section about 
leases.

Description of the Nature of Leases: A lessee shall disclose 
qualitative information about the nature of the lessee’s 
leasing activities necessary to meet the disclosure objective. 
This additional information may include, but is not limited to, 
information that helps users of financial statements to assess: 
1. � Future Cash Outflows: Future cash outflows to which the 

lessee is potentially exposed that are not reflected in the 
measurement of lease liabilities. This includes exposure 
arising from:
a.  Variable Lease Payments: variable lease payments; 
b. � Lease Options: extension options and termination 

options;
c. � Residual Value Guarantees: residual value guarantees; 

and
d. � Executory Contracts: leases not yet commenced to 

which the lessee is committed.
2. � Covenants: Restrictions or covenants imposed by leases.
3. � Sale Leaseback Transactions: Sale and leaseback 

transactions.

(Continued)
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US GAAP IFRS

QUALITATIVE DISCLOSURES QUALITATIVE DISCLOSURES

Accounting Policy Choices: A lessee shall disclose its 
accounting policy election for the following items:
1.   �Short-Term Leases: Choice not to apply recognition 

requirement for leases up to 12 months and recognize 
them in profit and loss account on a straight-line basis 
over the lease term. The policy choice is available by class 
of underlying assets.

2. � Discount Rate: Choice to use incremental borrowing rate  
if implicit rate is not readily determinable.

3. � Discount Rate for Private Entities: Choice to use risk-free 
incremental borrowing rate if implicit rate is not readily 
determinable.

4. � Non-Lease Component: Choice not to split non-lease 
component from the contract and consider the whole 
amount as lease cost. The policy choice is available by 
class of underlying assets.

5.  �Low-Value Items: Not a practical expedient for US GAAP so 
no disclosure requirement under US GAAP.

Executory Contracts: A lessee shall disclose information 
about leases that have not yet commenced but that create 
significant rights and obligations for the lessee, including the 
nature of any involvement with the construction or design of 
the underlying asset.

Assumptions and Judgements: A lessee shall disclose 
information about significant assumptions and judgments 
made in applying the lessee requirements, which may include 
the following:
1.   �Lease Identification: The determination of whether a 

contract contains a lease.
2. � Allocation of Consideration: The allocation of the 

consideration in a contract between lease and non-lease 
components.

3. � Determination of Discount Rate: The determination of the 
discount rate for the lease.

Sale and Lease Transactions: A lessee shall disclose the 
main terms and conditions of such transactions. 

Accounting Policy Choices: A lessee shall disclose its 
accounting policy election for the following items:
1.   �Short-Term Leases: Choice not to apply recognition 

requirement for leases up to 12 months and recognize 
them in profit and loss account on a straight-line basis over 
the lease term. The policy choice is available by class of 
underlying assets.

2. � Discount Rate: Choice to use incremental borrowing rate if 
implicit rate is not readily determinable.

3.  �Discount Rate for Private Entities: No similar disclosure 
requirement under IFRS.

4. � Non-Lease Component: Choice not to split non-lease 
component from the contract and consider the whole 
amount as lease cost. The policy choice is available by class 
of underlying assets.

5. � Low-Value Items: Choice not to apply recognition 
requirements for low-values leases of US$5,000 or less. The 
policy choice is available on a lease-by-lease basis.

Executory Contracts: See requirement under disclosure of 
nature of lease agreements. Similar requirement.

Assumptions and Judgements: No similar disclosure 
requirement under IFRS; however, all of these assumptions and 
judgements must also be made for IFRS.

Sale and Lease Transactions: See requirement under 
disclosure of nature of lease agreements. Similar requirement. 

TABLE C.1.  COMPARISON OF QUALITATIVE DISCLOSURES (Continued)
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Analysis of US GAAP vs. IFRS Lease Disclosures
Overall, lease disclosures between US GAAP and IFRS are very similar. Some of the most 
important differences, in order of priority, as highlighted above in blue are analyzed below.

■	 Maturity Analysis: Although both IFRS and US GAAP require a maturity analysis 
disclosure, the guidance regarding the nature of this disclosure is more prescriptive 
for US GAAP, requiring that the maturity analysis provide an explanation regard-
ing how it reconciles to the lease liability. Unfortunately, IFRS does not require the 
maturity analysis disclosure in the same way as US GAAP.

■	 Discount Rate and Lease Term: US GAAP requires disclosure of the weighted 
average incremental borrowing rate and lease term. IFRS does not require such dis-
closures. Although some indicate other IFRS guidance has a principle that would 
suggest such disclosures should be made, we are skeptical these will be made without 
an explicit requirement to do so.

■	 Lease Features: Although US GAAP has more detailed requirements on the quali-
tative description of leases, IFRS requires qualitative and quantitative disclosures 
regarding the assumptions and judgements in determining future cash outflows to 
which the lessee is potentially exposed that are not reflected in the measurement of 
lease liabilities related to key attributes of leases, including variable lease payments, 
extension and termination options, residual value guarantees, and executory contracts.

■	 Cash Paid vs. Total Cash Outflows: IFRS requires a lessee to disclose total cash out-
flow for leases while US GAAP has a requirement to disclose cash paid for amounts 
included in the measurement of lease liabilities. Overall, the IFRS requirement will 
be more complete as it includes cash paid for leases that are not in lease liabilities, 
including short-term leases, low-value items, and variable lease payments.

■	 Operating vs. Financing Leases: The existence of operating and finance leases for 
US GAAP will lead to differences in disclosures.

■	 Additional Information for Right-of-Use Assets: IFRS requires that a lessee dis-
close additions to right-of-use assets and the carrying amount of right-of-use assets 
at the end of the reporting period by class of underlying assets. US GAAP does not 
provide insight into this fluctuation in right-of-use assets.

■	 Short-Term Lease Commitments: Both IFRS and US GAAP require disclosure of 
short-term lease cost. They both also require, albeit with slightly different language, 
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disclosure regarding whether the current short-term lease expense is reflective of 
upcoming short-term lease commitments.

■	 Location and Format: IFRS provides guidance on the location and preference for a 
tabular format for disclosure. US GAAP does not. IFRS will facilitate easier analysis 
for investors.

■	 Non-Cash Information: IFRS does not include a requirement to disclose non-cash 
liabilities arising from ROU assets; US GAAP does. All lease liabilities and right-of-
use assets amount to non-cash transactions at inception. Investors should recognize 
this when they analyze investing and financing activities.

■	 Low-Value Items: Because IFRS has a practical expedient for low-value items, it has 
disclosures to facilitate an understanding of the extent of the use of this practical 
expedient.
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