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Early learnings from the front line of lease
conversion projects

Now that companies are starting to make headway on their IFRS 16 conversion
projects, we're making some unexpected discoveries about how the new leasing
standard is being implemented in practice.

Some companies have found that the standard enhances some key earnings
metrics and others have concluded that some of the practical expedients are not as
advantageous as they first thought.

With more companies looking to kick off their IFRS 16 project every day, we
thought it would be helpful to share our early insights from working with large,
public companies whose implementation projects are under way.

Be realistic about how long it will take

As you no doubt already know, a key milestone is to complete an inventory of all
leases held, which is much easier said than done.

We're seeing that companies generally have a good handle on their real estate
lease portfolios but find other leases a challenge — all those mobile phones,
photocopiers, vehicles and pieces of IT equipment that are spread across
multiple locations.

Creating an inventory and extracting the data from the lease contracts will
take time and is process-heavy, so running parallel work streams to keep the
project on track will be important, especially if your project plan includes a
software implementation.

Look for resources in the right places

Start by looking beyond the finance function. This will help to alleviate competing
priorities around year-end, especially if your IFRS 9 and/or IFRS 15 projects are
still ongoing.

But it also makes sense given how pervasive leases are across a business — from
front-line employees signing contracts to the Treasury and Tax groups. Getting
someone from the Real Estate group or perhaps Procurement to co-lead the
project will help keep accountability for operations in the hands of the business
while ensuring the project moves ahead during financial reporting crunch times.
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Don’t underestimate the systems implementation challenge

Many of the bigger ERP systems providers have been slow to release leasing
modules that can handle the new standard. As a result we're seeing multiple
smaller, bolt-on solutions in the marketplace. Keep in mind that some of these
software packages may not have the capability of modelling transition options or
producing transition entries.

In some cases, companies may find themselves more involved in guiding the software
providers than expected. It could take more work than envisaged on the back-end to
ensure the system is compliant, and more time for internal audit to test the system.

A raft of technical accounting questions...

Then we come to the real nitty-gritty: the actual accounting changes. A number of
interesting issues are cropping up.

It takes time to identify embedded leases

Under the existing standard, it makes little difference whether a contract is
classified as an operating lease or as a service. But it does under the new standard.
The analysis of whether a component of a contract meets the definition of a lease
is proving more difficult than anticipated.

The opportunity under the new standard to grandfather previous assessments and
carry them forward can help here. However, we're hearing that some companies
would prefer the comfort of a thorough review on transition, rather than relying on
their historical assessment. So there could still be a lot of work involved.

Impractical expedient?

The IASB's practical expedient to continue to account for low-value and short-
term leases off-balance sheet doesn’t seem to be getting as much up-take as we
expected. Many companies prefer to have one process for all leases and would
rather account for all of them in the same way, especially if they're implementing a
new system. Having to disclose lease expense for low-value and short-term leases
separately is making this practical expedient less attractive.

Capitalising non-lease components

By contrast, another practical expedient has surprised us by its popularity. Some
lessees are happier than we envisaged to bring non-lease components onto

their balance sheets along with leases. They are setting up a lease liability and
corresponding right-of-use asset for future services provided by the lessor. This
re-characterises these operating expenses as depreciation and interest-boosting
metrics such as EBITDA. Putting low-value and short-term leases on-balance sheet
also has this effect.

Lessors don’t get a free pass

Finally, lessors don't get away unscathed! Companies with multiple sub-leases,
like franchisors, may be surprised to learn that some of these sub-leases become
finance leases — with interest income rather than rental income in the P&L.

The interaction between the new revenue standard and the leasing standard may
also cause changes to how lessors separate components of contracts today and
how they think about variable payments.

So, pretty much every organisation out there will have work to do to meet the
requirements of IFRS 16. Here are some things to think about as we approach
yearend.
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INe newleases Standard

Every company will have work to do to meet the requirements of IFRS 16. Here are three

things to think about as we approach year-end...
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Operating lease = Stakeholder

commitments ! management

Should you consider revisiting your Are you doing all you can to educate and

operating lease commitment disclosure? inform key stakeholders?

— Depending on the transition approach — For many companies this will be a big
selected, there may be a need to explain accounting change project with a
how the new on-balance sheet lease material impact on the financial
liabilities compare with the amountsin statements, and potentially on the
the lease commitments disclosure. organisation.

— Close attention now will makethings — Are the board, the audit committee
easier down the road. and investors fully up to speed on

the changes they can expect to see?
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Pre-implementation

disclosures

Have you considered what stakeholders
want to know about your project?

— Although IFRS 16 isn’t the star of the
show from a disclosure perspective this
year, itis still very much on the radar for
regulators and stakeholders.

— Consider discussing the status of your
project, including anticipated timelines
and potential implications for internal
controls and processes, as well as
information technology.
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