19 October 2017

IFRS 16: Implications for Operating
Lease Liabilities

In January 2019, a new accounting standard for leases, IFRS 16, will come into effect,
requiring companies to capitalise operating leases for the first time. The new standard,
which will supersede the current IAS 17, aims to improve comparability and transparency
of financial statements among the different sectors and companies. As aresult, reported
financial debt and total assets will increase, and operating lease costs will be reclassified
to depreciation and interest expense. Furthermore, there will be more disclosure
requirements, for instance, the leased assets in each asset class must be included in the
financial statement notes. Nevertheless, Scope Ratings does not expect major changes
in its credit rating approach, as the calculation of Scope-adjusted debt already includes
operating lease liabilities.

IAS 17: Operating vs finance leases

Lease contracts currently fall under IAS 17. This standard requires the lessee to capitalise
finance leases, increasing the reported debt balance, but not operating leases, which are
disclosed as off-balance sheet items. Payments to the lessor are classified as operating
expenses and reflect the financed asset’s amortisation, interest and depreciation. Due to
mandatory and voluntarily options, financial statement notes must disclose operating lease
payments made in the respective year as well as any leasing liabilities in future years.
Lessees also have to test whether the contracts they have entered into are an operating or
finance lease. According to IAS 17.10, a contract is usually treated as finance lease if:

e The lease transfers ownership of the asset to the lessee by the end of the lease term.

e The lessee has the option to purchase the asset at a price which is expected to be
sufficiently lower than fair value at the date the option becomes exercisable that, at the

inception of the lease, it is reasonably certain that the option will be exercised.

e The lease term is for the major part of the economic life of the asset, even if title is not
transferred at the inception of the lease, the present value of the minimum lease payments

amounts to at least substantially all of the fair value of the leased asset.

e The lease assets are of a specialised nature such that only the lessee can use them

without major modifications being made.

IFRS 16: Implications on lease contracts

Lease contracts are less standardised than bank loans or corporate bonds, giving companies
much more flexibility when negotiating them. Moreover, under IAS 17, operating leases have
no impact on debt and interest expense. These aspects give companies an enormous
incentive to use operating leases: in 2016 about 45% of lease contracts negotiated were of
this type, according to Bundesverband Deutscher Leasing-Unternehmen. Given their
widespread use, PwC estimates that, once IFRS 16 is in place, many industries will see a
substantial increase in interest-bearing liabilities and financial leverage. Retailers and airlines
especially will see leverage levels rise (see Figure 1).

Corporates

P
S COPE Scope
h_d

Ratings

Analysts

Klaus Kobold
+49 69 6677389 23
k.kobold@scoperatings.com

Business Development

Dr Florian Stapf
+49 30 27891 149
f.stapf@scoperatings.com

Investor Outreach

Michael Pinkus
+49 30 27891 146
m.pinkus@scoperatings.com

Press

Oliver Muller
+49 30 288744 225
oliver.mueller@fticonsulting.com

Scope Ratings AG

Neue Mainzer StralRe 66-68
60311 Frankfurt am Main

Tel. +49 69 6677389 0
Headquarters

Lennéstralle 5
10785 Berlin

Phone +49 30278910
Fax +49 30 27891 100

info@scoperatings.com
www.scoperatings.com

L
in ’ Bloomberg: SCOP

19 October 2017

1/3


mailto:k.kobold@scoperatings.com
mailto:f.stapf@scoperatings.com
mailto:m.pinkus@scoperatings.com
mailto:oliver.mueller@fticonsulting.com
mailto:info@scoperatings.com
file://///srv-fs01/Operations$/Rating%20Operations/Layout%20Editing/Research%20Template/Original%20Template/Template%20V%201.0%20(live%20version)/www.scoperatings.com
https://www.linkedin.com/company/scope-ratings?trk=tyah&trkInfo=idx:1-1-1,tarId:1426616188158,tas:Scope+Ratings
https://twitter.com/ScopeRatings

SCOPE

IFRS 16

: Implications for Operating Lease Liabilities

Implications of IFRS 16 varies

among sectors

Rental payments as starting
point for calculation

Net present value as the starting

point for adjustment

Figure 1: Implications of IFRS 16 on reported financials for selected sectors

Sector Median increase in debt Median leverage change

ETE
Source: PWC

Operating leases in the credit rating assessment

In credit analyses, rating agencies have long included operating lease commitments in
adjustments of interest-paying debt. This involves calculating operating lease commitments
as a product of rental payments per year as well as a multiple, typically between five and
eight times the annual rent. This multiple is based on the asset’s average remaining useful
life and the sector’s characteristics, like the type of asset. This gives much room for
interpretation when building assumptions. Moreover, rating agencies generally reclassify
one-third of operating lease costs to depreciation and the rest to interest expense.

Scope’s approach to operating leases

Our corporate rating methodology uses the net present value of operating lease payments
to adjust debt when calculating leverage. In the absence of either nominal or net present
value, Scope calculates a proxy. We generally discount future operating lease payments
by five per cent and reclassify operating lease expenses. Reported interest expense is
increased by five per cent of the present value of lease commitments for the respective
period. The remaining amount is reclassified as depreciation expense.

IFRS 16 will require companies to use their incremental borrowing rate when calculating
the net present value of future operating lease payments. Of course, incremental borrowing
rates vary between companies and are influenced by many factors. Scope believes the
difference between an individual company’s approach and Scope’s will only have a minor
effect on the financial ratios in Scope’s credit metrics, as a 5% discount rate for the debt
adjustment of operating leases will be maintained.
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Disclaimer

© 2017 Scope SE & Co. KGaA and all its subsidiaries including Scope Ratings AG, Scope Analysis GmbH, Scope Investor
Services GmbH (collectively, Scope). All rights reserved. The information and data supporting Scope’s ratings, rating reports,
rating opinions and related research and credit opinions originate from sources Scope considers to be reliable and accurate.
Scope cannot however independently verify the reliability and accuracy of the information and data. Scope’s ratings, rating reports,
rating opinions, or related research and credit opinions are provided “as is” without any representation or warranty of any kind. In
no circumstance shall Scope or its directors, officers, employees and other representatives be liable to any party for any direct,
indirect, incidental or otherwise damages, expenses of any kind, or losses arising from any use of Scope’s ratings, rating reports,
rating opinions, related research or credit opinions. Ratings and other related credit opinions issued by Scope are, and have to be
viewed by any party, as opinions on relative credit risk and not as a statement of fact or recommendation to purchase, hold or sell
securities. Past performance does not necessarily predict future results. Any report issued by Scope is not a prospectus or similar
document related to a debt security or issuing entity. Scope issues credit ratings and related research and opinions with the
understanding and expectation that parties using them will assess independently the suitability of each security for investment or
transaction purposes. Scope’s credit ratings address relative credit risk, they do not address other risks such as market, liquidity,
legal, or volatility. The information and data included herein is protected by copyright and other laws. To reproduce, transmit,
transfer, disseminate, translate, resell, or store for subsequent use for any such purpose the information and data contained
herein, contact Scope Ratings AG at Lennéstral3e 5 D-10785 Berlin.
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