
 

IFRS 16 and how it affects financing transactions

On 13 January 2016, the International Accounting Standards Board (IASB) issued its new international accounting
standards - IFRS 16 Leases - which removes the distinction between finance leases and operating leases with effect from 1
January 2019.

The new lease accounting rules will affect most companies that report under the full IFRS and will have a significant impact
on those with large operating lease portfolios (such as some of those in the retail, transport and communications sectors).

In most jurisdictions that have adopted IFRS, small and medium-sized enterprises may report under IFRS for SMES. This is
only updated periodically and has not been updated to reflect IFRS 16. As a result, the current IAS 17 based lease
accounting rules in IFRS for SMEs will continue to apply to those companies that use it for some time post 2019.

The new rules will impact financing transactions and in particular, financial covenant and other provisions in a typical credit
agreement for a leveraged finance deal.

The nitty gritty

IFRS 16 Leases will replace the current lease accounting standard (IAS 17 Leases) in its entirety. Although, it is worth
noting that the position of lessors regarding leases has not been changed much as the new standard substantially carries
forward the lessor accounting requirements present in IAS 17.
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Under IAS 17, a distinction is drawn between finance leases and operating leases by reference to the underlying economic
effect of the relevant lease agreements. The accounting treatment for each type of lease varies which means that
economically similar transactions can have very different accounting treatments. A lessee may use the distinction to
structure a transaction to achieve a particular accounting outcome that potentially makes it difficult for a lender or potential
investor to accurately compare the financial statements of different companies.

The distinction between finance leases and operating leases for lessees under the IFRS 16 has been removed. This means
a lessee will be required to account for most leases (including those currently accounted for as operating leases) on-
balance sheet in a similar way to the current accounting treatment for finance leases. There are optional exemptions for
leases of low value assets and short-term leases (i.e. leases of 12 months or less).

IFRS 16 also changes the definition of a lease which means some arrangements not currently classified as leases will
become leases, and vice versa. Moreover, IFRS 16 requires lessees to account for most leases on-balance sheet, there will
inevitably be an increased focus on the question of whether a contract is (or contains) a lease.

For a company with material off-balance sheet operating leases, the most significant effect of IFRS 16 on its balance sheet
will be an increase in its assets and liabilities as those leases come on-balance sheet. IFRS 16 will also result in an
increase in the company's depreciation and amortisation expenses, and its finance costs in its income statement.

This means that the company's EBIT (or operating profit) and EBITDA will also increase. Under IAS 17, lease payments in
respect of off-balance sheet operating leases are simple operating expenses deducted from revenue to arrive at profit
before tax. However, as a result of the new rules, the interest element of those lease payments will be added back to profit
before tax to determine EBIT, and the depreciation expense will be added back to EBIT to determine EBITDA.

How will IFRS 16 Leases impact financing transactions?

Unless a company adopts IFRS 16 earlier, the new lease accounting rules will only affect deals that mature on or after 1
January 2019. They may affect the financial covenant provisions as well as other provisions in a credit agreement that refer
to or measure a company's (or group's):
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assets – for example, guarantor cover tests
borrowings/finance debt – for example, gearing and leverage covenants; restrictions on incurring financial
indebtedness; negative pledges; cross-default; and some margin ratchets
interest/finance costs – for example, interest cover and debt service covenants
profitability – for example, leverage; interest cover and debt service covenants; guarantor cover tests; and some
margin ratchets
.
The new lease accounting rules have been a long time coming. They represent a significant change for lessees that
report under full IFRS and may affect existing and new financing deals. To date, the main focus has been on the
effect of the new rules on measures of borrowing/finance debt. It may be that lenders start to focus on the effect of
the new rules on measures of profitability. In the longer term, it seems likely that relevant financial covenant levels and
baskets will need to be adjusted to reflect the impact of the new rules.
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