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IFRS 16, ‘Leases’
The new lease accounting standard (International Financial Reporting Standard 16 – Leases, “IFRS 16” 
or the “new standard”) will fundamentally change the accounting for lease transactions and is likely to 
have significant impact on the business model.
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The initiative to develop a new lease standard goes back to the time when Sir 
David Tweedie was the chairman of the International Accounting Standards 
Board. He joked that he wanted to fly in an aircraft that actually existed on an 
airlines’ balance sheet.

The following are the significant impacts of the new lease standard to the airlines 
operations in China:

1. Almost all leases will be recognised on the balance sheet, assets and liabilities 
will be increased significantly. 

Financing aircraft through off-balance lease models has been a well-
established practice in the airlines industry for decades. In addition, airlines 
normally rent the essential airport facilities (e.g. check in kiosks, boarding 
gates and aerobridges etc.) from the respective airport owners, as well as 
renting the properties for their overseas offices.

For the lessees, there is no longer differences between finance leases and 
operating leases under IFRS 16. Substantially all lease contracts will be on the 
balance sheet of the lessee, with a right-of-use asset and financial liability. 
Forecast data indicate this change will induce trillions of additional lease 
obligations being added to the balance sheets of the airlines world-wide.

2. The lessee’s lease expenses (being the depreciation of the right-of-use asset 
plus interest) recognised in profit or loss is frontloaded for each single lease.

The lessee’s lease expenses (being the depreciation of the right-of-use asset 
plus interest) is higher than the operating lease rental on a straight-line method 
under the existing standard in the earlier half of the lease period.

3. Periodic batch leases may result in higher periodic volatility in the profit or loss.

While the profit or loss impact of a single lease is having a higher cost in the 
earlier stage but lower cost in the later stage of the lease period, if different 
leases are entered into in different period, the impact may be evened.  
However, if the airlines enter into significant asset leases (e.g. aircrafts) in 
periodic batches, the profit or loss and other financial ratios for particular 
periods will have even higher volatility.

4. The impact of U.S. dollar volatility will have greater impact to Chinese airlines.

As most of the leases are denominated in U.S. dollar for the Chinese airlines, 
recognising the lease obligations in the balance sheet will create higher foreign 
currency translation exposure in profit or loss.

The impact of the new standard to balance sheet and profit or loss will have an 
associated impact on the key accounting metrics, including debt to assets ratio, 
current ratio, earnings before tax, net profit, earnings per share, return on equity, 
cash flow from operating activities, etc. Clear communication with stakeholders 
is required to explain the impact of the new standard.

PwC has conducted a research for the impact of the new standard to 3,199 listed 
companies around the world which use IFRS as their financial reporting 
framework. Aviation industry is the second most impacted industry following the 
retail industry according to such research. The median increment of on-balance 
sheet liabilities is estimated to be 47% and around 50% of the airlines will record 
a 25%+ increase in liabilities. Due to the corresponding change in the profit or 
loss structure (e.g. separating interest expense and depreciation, instead of 
operating lease rental), the earnings before interest, tax, depreciation and 
amortisation (“EBITDA”) is estimated to have around 33% increment in median.

The impact of 
new standard 
to airlines
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In depth INT 2016-01 provides a comprehensive analysis of the new standard.

This article summarises the main aspects of the new standard, and highlights the 
key challenges from the new standard and management’s preparation during the 
transition. 

Although the effective date of the new standard is on 1 January 2019, the extent 
of data-gathering and requirement to embed new processes for many entities 
means that, for many, preparations should begin now. 

A practical 
guide to  
the new 
standard and 
its impact
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Effective date
The new leasing standard will become effective in 2019 and include 
pre-existing leases (however, there are some reliefs on transition).

Exemptions
Recognition and measurement exemptions for leases with lease term less 
than 1 year and leases of assets with value lower than USD5,000 are 
available as a policy choice. This is only available to the lessee and is 
unlikely to be relevant for the major operating assets (such as aircrafts) for 
the airlines industry, but it is likely to simplify the process and reduce cost 
to the other assets of the airlines industry (e.g. office equipment).

Definition of a lease
A lease is a contract (or part of a contract) that conveys the right to use an 
asset for a period of time in exchange for consideration. A contract 
contains a lease if the fulfilment depends on an identified asset and it 
conveys the right to control the use of that identified asset throughout the 
period of use. Each lease component should be identified and accounted 
for separately.

What is an identified asset?
An asset can be identified explicitly or implicitly. A contract does not 
depend on an identified asset if the supplier has a substantial right to 
substitute the asset.

For a part of an asset, if that part of an asset is physically distinct (e.g. a 
floor of a building), it can be treated as an identified asset. If not (e.g. a 
capacity portion of optical fiber), unless it represents substantially all 
capacity of the asset, it cannot be treated as an identified asset.

What is the “right to control the use” of an asset?
A customer has the right to control the use of an identified asset if they 
have the right to obtain substantially all of the economic benefits from the 
use of the asset and the right to direct the use of the asset, i.e. to decide 
how and for what purpose it is used.

When is an arrangement split into separate lease components?
A right to use an asset is a separate lease component if the lessee can 
benefit from the asset on its own (or together with readily available 
resources) and the asset is neither interdependent nor highly correlated 
with any other underlying asset in the contract.

What is recognised on the balance sheet?
Lessees will recognise almost all leases on the balance sheet (as a 
“right-of-use asset” and “lease liability”). Lessors will still distinguish 
between finance leases (recognise a lease receivable) and operating 
leases (continue to recognise the underlying asset).

How is a lease initially measured by lessees?
The lessee recognises:

• a lease liability at the present value of future lease payments; and
• a right-of-use asset to an equal amount plus initial direct costs and 

restoration costs.

What does a lessee recognise in profit or loss?
A lessee will recognise:

• interest on the lease liability; and
• depreciation of the right-of-use asset.
Variable lease payments not included in the lease liability are recognised 
in the period the obligation is incurred.

Is lessor accounting affected?
IFRS 16 does not make any substantial changes to lessor accounting.  
However, because the significant accounting impact to the lessees, 
lessees may request to renegotiate the leasing arrangements, there will 
be impacts to the lessors as to the business model and how the leasing 
arrangement will be structured. 

A new 
standard   
on a page  
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Q: What types of arrangement might not meet the new definition of a lease?

A: Entity will need to assess whether the lease arrangements includes an 
identified asset. There is no identified asset where the supplier has a substantive 
right to substitute the asset. 

Example 1: An airlines (Airlines) enters into a 2-year contract with an aircraft 
owner (Supplier). The Supplier will exclusively transport passengers of Airlines 
from Shanghai to Beijing at 10 am of every Monday, Wednesday, Friday, Saturday 
and Sunday, and from Beijing to Shanghai at 6 pm of the same day. The type of 
aircraft is specified by the Airlines. Supplier owns more than one aircraft of the 
same type. Supplier is permitted to substitute the aircraft at any time during the 
contract period and must substitute the aircraft if it is not in operating condition. 
Furthermore, Supplier is responsible for operating the aircraft, using its own crew.

Assessment: The contract does not contain a lease. 

There is no identified asset in the contract. Supplier owns several aircraft of the 
same type to fulfill its contractual obligations and can exchange the aircraft 
without the permission of the Airlines. Even if the aircraft is specified in the 
contract, there is no identified asset because Supplier will benefit from using the 
aircraft in other time (for example on Tuesday and Thursday) to provide service 
for other customers. In addition, Airlines does not have the right to obtain 
substantively all of the economic benefits from the use of the aircraft.

Example 2: Airlines enters into a contract with an airport operator (Supplier) to 
use an area in the airport to deploy its check-in machines and other equipment. 
The contract states the exact amount of the space and that the space must be 
located in the entrance hall. However, Supplier has the right to change the 
location of the space allocated to the Airlines at any time during the contractual 
term. The costs to Supplier associated with changing the space for the Airlines 
are minimal and there are several unoccupied space in the entrance hall of the 
airport that would meet the specifications of the Airlines. 

Assessment: The contract does not contain a lease. 

The space where the check-in machines and the other equipment are located is 
specified in the contract. However, fulfilment of the contract does not depend on 
the use of an identified space. Supplier has a substantive right to substitute the 
space the Airlines uses because Supplier has the practical ability to change the 
space used by Airlines. There are several unoccupied places in the entrance hall 
that meet the specifications of the Airlines, and Supplier has the right to change 
the location of the space at any time without the Airlines’ approval. In addition, 
Supplier would benefit economically from substituting the space. There would be 
minimal cost associated with changing the space used by the Airlines but the 
substitution allows Supplier to make the most effective decision on maximising 
the benefits from the usage of the entrance hall.

Key questions 
for the 
industry
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Q: How is the profit or loss for sale and leaseback transactions determined?

A: We can use a simple illustration to explain. Airlines sells a 10-year old aircraft 
(book value of 50 CU) to Lessor for 100 CU and immediately leases it back for   
8 years. The lease agreement contains no repurchase obligation or any call or put 
option.  It is assumed in this case that the transaction meets the criteria in IFRS 
15 (i.e. the new revenue standard) to be recognised as a sale (note: the situation 
where it does not meet the criteria to be recognised as a sale under IFRS 15 will 
be explained in the next question below.) There is a renewal option to extend the 
lease term for a further 5 years. However, at lease inception the extension of the 
lease has been assessed as to not be reasonably certain. The present value of the  
8 year leaseback rentals amounts to 70 CU. 

The rentals for the leaseback represent 70% of the aircraft’s fair value. This 
means that Airlines has sold 30% of the aircraft’s residual value.

 In accordance with the sale and leaseback provisions of IFRS 16, the seller-lessee 
(Airlines) recognises a right-of-use asset of 35 CU which represents 70% of the 
former book value (i.e. the portion retained). There is a gain of 15 CU which 
represents 30% of the difference between the fair value of the aircraft  
(fair value 100 CU x 30% = 30 CU) and the book value of the portion sold  
(i.e. 30% of the original book value, 50 CU x 30% = 15 CU).

Q: How do repurchase agreements affect the accounting for sale and 
leaseback transactions?

A: Assume the same fact pattern as in the sale and leaseback example above. 
However, the lease contains a repurchase agreement. 

If the Airlines has an obligation to purchase the aircraft back, then IFRS 15  
(i.e. the new revenue standard) requires the sale and leaseback transaction be 
accounted for as a financing instead of a sale. A financial liability would be 
recorded in accordance with IAS 39 (IFRS 9), instead of derecognising the 
aircraft.

Q: How are lease payments that depend on a rate or index accounted for?

A: Assuming an Airlines enters into a 3-year lease agreement on 1 January 2016 
with rentals vary based on the 3M-Euribor rate. The rentals will be paid monthly 
and amounting to 10 CU per month. Every six months the rentals are adjusted to 
the then-prevailing 3M-Euribor plus 150 bpts. The incremental borrowing rate at 
lease commencement is 2.8%. 

At commencement of the lease, the Airlines measures the present value of the 
lease liability and the right-of-use asset by discounting 36-month lease payments 
(i.e. 360 CU) using 2.8%. 

As of 1 July 2016 the rentals have been increased to 11 CU due to a change in the 
3M-Euribor. At that date, the Airlines remeasures the lease liability to reflect this 
change. The new carrying amount of the lease liability is calculated as the 
present value of the outstanding 30 month of rentals (i.e. 330 CU). As the change 
in the lease payments results from a change in a floating interest rate 
(3M-Euribor), the Airlines must also use a revised discount rate which reflects the 
change in the interest rate.

The difference between the carrying amount of the lease liability before and 
after the remeasurement results in a corresponding adjustment to the right-of-
use asset. 



6 In the Spotlight - Impact of IFRS 16 to Airlines   

Q: How should the lease payments depending on the flying hours be accounted for?

A: Under the new standard, variable rent which does not based on the interest 
rates or indices will not be included in the calculation of the right-of-use asset 
and leasae liability at the inception of the lease. In other words, this kind of 
variable rent is not necessary to be recognised on the balance sheet. Lease 
payments depending on the flying hours belong to this kind of variable rent.              
For example, the Airlines enters into a 5-year aircraft lease agreement on 1 
January 2016. Rents are calculated as 10,000 CU plus flying hours*100 CU per 
month, and paid every month. The incremental borrowing rate is 2.8% at the 
inception of the lease. 

In this example, fixed monthly rent of 10,000 CU should be included in the 
calculation of lease liability, while the variable rent of flight hours*100 CU per 
month should not be included. Therefore, the Airlines calculates the present 
value of 60-month (10,000 CU per month) rental payments as the basis to 
recognise the right-of-use asset and lease liability, using 2.8% as discounting rate 
at the inception of the lease. The variable rent based on flying hours should be 
recognised in the profit or loss of the respective month.

Q: Will IFRS 16 impact the accounting for maintenance?

A: In many situations IFRS 16 will not change the current practice in accounting 
for maintenance. However, if the airlines will incur maintenance expenses before 
returning the aircraft to the lessor due to contractually agreed return conditions, 
IFRS 16 requires those costs be included as part of the measurement of the 
right-of-use asset when the obligation is recognised. At the same time the airlines 
would account for a provision in accordance with IAS 37. 

Q: What areas might affect the lease liabilities recognised?

A: Contingent rent, renewal/purchase options and other services received under 
the agreements might all affect the calculation of the lease liability.

Q: What will be the impact of implementation on key accounting metrics?

A: For lessees, the new accounting treatment will immediately affect a range of 
key metrics monitored by stakeholders, including:

• Net debt and gearing ratio (increases as lease liability included in net debt).

• Net assets (decreases as the right-of-use asset amortises on a straight-line basis 
while lease liability is unwound more slowly in early years of the leasing 
period).

• EBITDA (increases as rental expense replaced by interest, depreciation and 
amortisation).

• Many airlines use Return on Capital Employed (ROCE) to measure the amount 
of value generated. The above mentioned implications will most likely also 
affect the individual ROCE calculation.

• Before the applicable of the new standard, the analysts will normally perform a 
lump-sum adjustments to calculate the debt level from aircraft financing. 
These lump-sum adjustments will probably be different under IFRS 16. 
Therefore listed airlines should commence appropriate communication with 
the analysts.

Key questions 
for the 
industry
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Q: What are the wider potential business impacts?

A: The new accounting treatment could affect a number of areas:

• Business model and strategy – although accounting treatment is not the major 
driver for business model and strategy, the lessees’ operational decision to buy 
or lease the asset may change when the new standard does not differentiate the 
accounting treatment between operating leases and finance leases to the 
lessees. In addition, market behavior may change to shorten the lease period or 
assign part of the rental to be determined based on the flying hours in order to 
minimise the lease obligation.  Or the lease rental may change to denominate 
in RMB in order to minimise the impact of the foreign currency exchange to the 
profit or loss. The strategy of the lessors may need to change accordingly.

• Debt covenants – loan covenants might need to be renegotiated.

• Dividend policy – the impact of the new standard on profit or loss may impact 
the ability to distribute dividend.

• Share-based payments – performance metrics might need to be renegotiated. 

• Investor relation and communication – all entities’ stakeholders need to 
understand the impact of the new standard to the financial statements of the 
entities, entities shall consider when and how to communicate with their 
stakeholders.

Q: Do we need to develop an entirely new system to track and administer  
the leases?

A: Many lessees currently manage operating leases on spreadsheets or through 
the accounts payable system. Necessary information to reassess the lease terms 
and index-based payments at each reporting date will now require capturing of 
extensive data. Lessees might need to modify their information systems, 
processes and internal controls to comply with the requirements of the new 
standard.

Q: How and when should I start a project to manage change and meet the 
standard requirements?

A: The new standard will be effective on 1 January 2019. Entities should take 
advantage of the long implementation period available to conduct initial 
assessment of human resources, processes, systems, data, governance and policy. 
It will be a good starting point to use the existing lease arrangements to simulate 
the impact to the financial statements.

Q: What other departments might be impacted other than the accounting 
department?

A: The tax department will need to assess how deferred tax liabilities might be 
affected. The human resources department should consider whether there are 
any impact on the compensation metrics and policies. The treasury and legal 
departments may need to renegotiate on loan covenants. IT department will need 
to assess the changes required to systems and processes.



Contact Us 
Alan Ng

Partner
+852 2289 2828   
alan.ng@hk.pwc.com

Jack Li

Partner
+86 (21) 2323 3736   
jack.li@cn.pwc.com

Yvonne Kam

Partner
+86 (21) 2323 3267  
yvonne.kam@cn.pwc.com

Joanne Wang

Partner
+86 (20) 3819 2219  
joanne.wang@cn.pwc.com

Franco Yang

Partner
+86 (21) 2323 3352 
franco.yang@cn.pwc.com

Frederick Mang

Partner
+86 (21) 2323 2440 
frederick.mang@cn.pwc.com

Lei Wang

Partner
+86 (10) 6533 2581  
lei.wang@cn.pwc.com

Frida Lu

Senior Manager
+86 (21) 2323 2591
frida.lu@cn.pwc.com

Elizabeth Wong 

Director
+852 2289 2897   
elizabeth.nt.wong@hk.pwc.com

Alex Du

Senior Manager
+86 (20) 3819 2558
alex.du@cn.pwc.com

Christy Zhang

Senior Manager
+86 (10) 6533 7265
christy.zhang@cn.pwc.com

www.pwchk.com
This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors.

© 2016 PwC. All rights reserved. PwC refers to the PwC network and/or one or more of its member firms, each of which is a separate legal entity.   
Please see http://www.pwc.com/structure for further details. CN-20160519-3-C2

To have a deeper discussion, please contact: 


