
i 

 

 

Update No. 184 
 

(Issued 24 May 2016) 
 
 
 

This Update relates to the issuance of HKFRS 16 Leases. 

 

Document Reference and Title 

 

Instructions 

 

Explanations 
    

VOLUME II 

 

  

Contents of Volume II 

 

Discard existing pages i - ii & 
replace with revised pages i - ii. 

 

Revised contents 
pages 

 

HONG KONG FINANCIAL REPORTING STANDARDS (HKFRS) 
 
HKFRS 16 Leases 
 

Insert these pages after HKFRS 
15 Revenue from Contracts 
with Customers. 

- Notes 1 to 10 

 

 

Note: 

 
1. In February 2016, the Institute's Financial Reporting Standards Committee approved the 

issuance of HKFRS 16 Leases, following the International Accounting Standards Board's 
(IASB) equivalent standard, IFRS 16 Leases.  
 

2. HKFRS 16 supersedes the following Standards and Interpretations: 
(a) HKAS 17 Leases; 
(b) HK(IFRIC)-Int 4 Determining whether an Arrangement contains a Lease; 
(c) HK(SIC)-Int 15 Operating Leases—Incentives; and 
(d) HK(SIC)-Int 27 Evaluating the Substance of Transactions Involving the Legal Form of  
 a Lease. 
 

3. HKFRS 16 is effective for annual periods beginning on or after 1 January 2019. Earlier 
application is permitted provided HKFRS 15 Revenue from Contracts with Customers is 
also applied. If an entity applies HKFRS 16 before its effective date, it shall disclose that 
fact. 
 

4. Leasing is an important activity for many entities. It is a means of gaining access to assets, 
of obtaining finance and of reducing an entity’s exposure to the risks of asset ownership. 
The prevalence of leasing means that it is important that users of financial statements have 
a complete and understandable picture of an entity’s leasing activities. 
 
 

http://app1.hkicpa.org.hk/ebook/HKSA_Members_Handbook_Master/volumeII/contentpage.pdf
http://app1.hkicpa.org.hk/ebook/HKSA_Members_Handbook_Master/volumeII/hkfrs16.pdf
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5. The accounting for leases under HKAS 17 requires a lease to be classified as either finance 
lease or operating lease. Finance leases are recognized on the balance sheet whereas 
operating leases are not recognized on the balance sheet. Users of financial statements 
have criticized the dual-model lease accounting because it did not always provide a faithful 
representation of leasing transactions.  
 

6. For lessee accounting, HKFRS 16 introduces a single accounting model and requires a 
lessee to recognise assets and liabilities for all leases with a term of more than 12 months, 
unless the underlying asset is of low value. A lessee is required to recognise a right-of-use 
asset representing its right to use the underlying leased asset and a lease liability 
representing its obligation to make lease payments. 
 

7. For lessor accounting, HKFRS 16 substantially carries forward the lessor accounting 
requirements in HKAS 17. Accordingly, a lessor continues to classify its leases as operating 
leases or finance leases, and to account for those two types of leases differently. 
 

8. In May 2016, the Committee assessed the need to retain, and decided to withdraw, HK-Int 4 
Leases – Determination of the Length of Lease Term in respect of Hong Kong Land Leases 
(HK-Int 4), which was developed and issued by the Institute in 2005. The withdrawal will 
coincide with the effective date of HKFRS 16. 
 

9. The Committee noted that HKAS 17 and HKFRS 16 are clear on the determination of lease 
term. However, because of concerns in 2004-5 on the potential diversity in practice from the 
accounting for land lease term in Hong Kong, HK-Int 4 was issued to reinforce the 
application of the requirements in HKAS 17. The Committee also noted that there is now a 
common understanding of the HKFRS requirements to determine lease term, which is 
consistent with HK-Int 4, and therefore the withdrawal of HK-Int 4 should not change the 
understanding of the accounting requirements and current practice. 
 

10. The withdrawal of HK-Int 4 is consistent with the Institute's policy of not providing 
unnecessary local interpretation or guidance on matters covered by HKFRSs. 
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Hong Kong Financial Reporting Standard 16 Leases (HKFRS 16) is set out in paragraphs 1–103 and 
Appendices A–D. All the paragraphs have equal authority. Paragraphs in bold type state the main 
principles. Terms defined in Appendix A are in italics the first time that they appear in the Standard. 
Definitions of other terms are given in the Glossary for Hong Kong Financial Reporting Standards. The 
Standard should be read in the context of its objective and the Basis for Conclusions, the Preface to Hong 
Kong Financial Reporting Standards and the Conceptual Framework for Financial Reporting. HKAS 8 
Accounting Policies, Changes in Accounting Estimates and Errors provides a basis for selecting and 
applying accounting policies in the absence of explicit guidance. 
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Introduction 

Overview 

IN1 Hong Kong Financial Reporting Standard 16 Leases (HKFRS 16) sets out the principles for the 
recognition, measurement, presentation and disclosure of leases. The objective is to ensure that 
lessees and lessors provide relevant information in a manner that faithfully represents those 
transactions. This information gives a basis for users of financial statements to assess the effect 
that leases have on the financial position, financial performance and cash flows of the entity. 

IN2 HKFRS 16 is effective for annual periods beginning on or after 1 January 2019. Earlier application 
is permitted for entities that apply HKFRS 15 Revenue from Contracts with Customers at or before 
the date of initial application of HKFRS 16. 

IN3 HKFRS 16 supersedes: 

(a) HKAS 17 Leases; 

(b) HK(IFRIC)-Int 4 Determining whether an Arrangement contains a Lease; 

(c) HK(SIC)-Int 15 Operating Leases—Incentives; and 

(d) HK(SIC)-Int 27 Evaluating the Substance of Transactions Involving the Legal Form of a 
Lease. 

Reasons for issuing HKFRS 16 

The Hong Kong Institute of Certified Public Accountants supports the reasons for the International 
Accounting Standards Board (IASB) issuing IFRS 16 Leases and therefore issued HKFRS 16 to maintain 
convergence of HKFRS with International Financial Reporting Standards. 

IN4 Leasing is an important activity for many entities. It is a means of gaining access to assets, of 
obtaining finance and of reducing an entity’s exposure to the risks of asset ownership. The 
prevalence of leasing means that it is important that users of financial statements have a complete 
and understandable picture of an entity’s leasing activities. 

IN5 The previous accounting model for leases required lessees and lessors to classify their leases as 
either finance leases or operating leases and account for those two types of leases differently. That 
model was criticised for failing to meet the needs of users of financial statements because it did not 
always provide a faithful representation of leasing transactions. In particular, it did not require 
lessees to recognise assets and liabilities arising from operating leases. 

IN6 Accordingly, the IASB and the US national standard-setter, the Financial Accounting Standards 
Board (FASB), initiated a joint project to develop a new approach to lease accounting that requires 
a lessee to recognise assets and liabilities for the rights and obligations created by leases. This 
approach will result in a more faithful representation of a lessee’s assets and liabilities and, 
together with enhanced disclosures, will provide greater transparency of a lessee’s financial 
leverage and capital employed. 

IN7 Both Boards decided that a lessee should be required to recognise assets and liabilities for all 
leases (with limited exceptions), and both Boards have defined leases in the same way. The 
Boards reached similar decisions regarding the measurement of lease liabilities, and how to 
account for leases that were formerly classified as finance leases. In addition, both Boards decided 
not to substantially change lessor accounting.  

IN8 However, the Boards reached different decisions for leases that were formerly classified as 
operating leases with respect to the recognition of lease expenses and the reporting of 
lease-related cash flows. The IASB decided to adopt a single lessee accounting model whereby a 
lessee accounts for all leases in the same way. The FASB decided to adopt a dual lessee 
accounting model, classifying leases in a similar manner to the previous requirements in US 
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Generally Accepted Accounting Principles (US GAAP) for distinguishing between operating leases 
and capital leases, and to account for those two types of leases differently.  

IN9 IFRS 16 completes the IASB’s project to improve the financial reporting of leases. 

Main features 

Lessee accounting 

IN10 HKFRS 16 introduces a single lessee accounting model and requires a lessee to recognise assets 
and liabilities for all leases with a term of more than 12 months, unless the underlying asset is of 
low value. A lessee is required to recognise a right-of-use asset representing its right to use the 
underlying leased asset and a lease liability representing its obligation to make lease payments. 

IN11 A lessee measures right-of-use assets similarly to other non-financial assets (such as property, 
plant and equipment) and lease liabilities similarly to other financial liabilities. As a consequence, a 
lessee recognises depreciation of the right-of-use asset and interest on the lease liability, and also 
classifies cash repayments of the lease liability into a principal portion and an interest portion and 
presents them in the statement of cash flows applying HKAS 7 Statement of Cash Flows. 

IN12 Assets and liabilities arising from a lease are initially measured on a present value basis. The 
measurement includes non-cancellable lease payments (including inflation-linked payments), and 
also includes payments to be made in optional periods if the lessee is reasonably certain to 
exercise an option to extend the lease, or not to exercise an option to terminate the lease. 

IN13 HKFRS 16 contains disclosure requirements for lessees. Lessees will need to apply judgement in 
deciding upon the information to disclose to meet the objective of providing a basis for users of 
financial statements to assess the effect that leases have on the financial position, financial 
performance and cash flows of the lessee.  

Lessor accounting 

IN14 HKFRS 16 substantially carries forward the lessor accounting requirements in HKAS 17. 
Accordingly, a lessor continues to classify its leases as operating leases or finance leases, and to 
account for those two types of leases differently. 

IN15 HKFRS 16 also requires enhanced disclosures to be provided by lessors that will improve 
information disclosed about a lessor’s risk exposure, particularly to residual value risk. 
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Hong Kong Financial Reporting Standard 16 
Leases 

Objective 

1 This Standard sets out the principles for the recognition, measurement, presentation and 
disclosure of leases. The objective is to ensure that lessees and lessors provide relevant 
information in a manner that faithfully represents those transactions. This information 
gives a basis for users of financial statements to assess the effect that leases have on the 
financial position, financial performance and cash flows of an entity. 

2 An entity shall consider the terms and conditions of contracts and all relevant facts and 
circumstances when applying this Standard. An entity shall apply this Standard consistently to 
contracts with similar characteristics and in similar circumstances. 

Scope 

3 An entity shall apply this Standard to all leases, including leases of right-of-use assets in a 
sublease, except for: 

(a) leases to explore for or use minerals, oil, natural gas and similar non-regenerative 
resources; 

(b) leases of biological assets within the scope of HKAS 41 Agriculture held by a lessee; 

(c) service concession arrangements within the scope of HK(IFRIC)-Int 12 Service 
Concession Arrangements; 

(d) licences of intellectual property granted by a lessor within the scope of HKFRS 15 
Revenue from Contracts with Customers; and 

(e) rights held by a lessee under licensing agreements within the scope of HKAS 38 
Intangible Assets for such items as motion picture films, video recordings, plays, 
manuscripts, patents and copyrights. 

4 A lessee may, but is not required to, apply this Standard to leases of intangible assets other than 
those described in paragraph 3(e). 

Recognition exemptions (paragraphs B3–B8) 

5 A lessee may elect not to apply the requirements in paragraphs 22–49 to: 

(a) short-term leases; and 

(b) leases for which the underlying asset is of low value (as described in paragraphs B3–B8). 

6 If a lessee elects not to apply the requirements in paragraphs 22–49 to either short-term leases or 
leases for which the underlying asset is of low value, the lessee shall recognise the lease 
payments associated with those leases as an expense on either a straight-line basis over the lease 
term or another systematic basis. The lessee shall apply another systematic basis if that basis is 
more representative of the pattern of the lessee’s benefit. 

7 If a lessee accounts for short-term leases applying paragraph 6, the lessee shall consider the lease 
to be a new lease for the purposes of this Standard if: 

(a) there is a lease modification; or 

(b) there is any change in the lease term (for example, the lessee exercises an option not 
previously included in its determination of the lease term). 
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8 The election for short-term leases shall be made by class of underlying asset to which the right of 
use relates. A class of underlying asset is a grouping of underlying assets of a similar nature and 
use in an entity’s operations. The election for leases for which the underlying asset is of low value 
can be made on a lease-by-lease basis. 

Identifying a lease (paragraphs B9–B33) 

9 At inception of a contract, an entity shall assess whether the contract is, or contains, a 
lease. A contract is, or contains, a lease if the contract conveys the right to control the use 
of an identified asset for a period of time in exchange for consideration. Paragraphs 
B9–B31 set out guidance on the assessment of whether a contract is, or contains, a lease. 

10 A period of time may be described in terms of the amount of use of an identified asset  (for 
example, the number of production units that an item of equipment will be used to produce). 

11 An entity shall reassess whether a contract is, or contains, a lease only if the terms and conditions 
of the contract are changed. 

Separating components of a contract 

12 For a contract that is, or contains, a lease, an entity shall account for each lease component within 
the contract as a lease separately from non-lease components of the contract, unless the entity 
applies the practical expedient in paragraph 15. Paragraphs B32–B33 set out guidance on 
separating components of a contract. 

Lessee 

13 For a contract that contains a lease component and one or more additional lease or non-lease 
components, a lessee shall allocate the consideration in the contract to each lease component on 
the basis of the relative stand-alone price of the lease component and the aggregate stand-alone 
price of the non-lease components. 

14 The relative stand-alone price of lease and non-lease components shall be determined on the 
basis of the price the lessor, or a similar supplier, would charge an entity for that component, or a 
similar component, separately. If an observable stand-alone price is not readily available, the 
lessee shall estimate the stand-alone price, maximising the use of observable information. 

15 As a practical expedient, a lessee may elect, by class of underlying asset, not to separate 
non-lease components from lease components, and instead account for each lease component 
and any associated non-lease components as a single lease component. A lessee shall not apply 
this practical expedient to embedded derivatives that meet the criteria in paragraph 4.3.3 of 
HKFRS 9 Financial Instruments. 

16 Unless the practical expedient in paragraph 15 is applied, a lessee shall account for non-lease 
components applying other applicable Standards. 

Lessor 

17 For a contract that contains a lease component and one or more additional lease or non-lease 
components, a lessor shall allocate the consideration in the contract applying paragraphs 73–90 of 
HKFRS 15. 

Lease term (paragraphs B34–B41) 

18 An entity shall determine the lease term as the non-cancellable period of a lease, together with 
both: 

(a) periods covered by an option to extend the lease if the lessee is reasonably certain to 
exercise that option; and 
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(b) periods covered by an option to terminate the lease if the lessee is reasonably certain not 
to exercise that option. 

19 In assessing whether a lessee is reasonably certain to exercise an option to extend a lease, or not 
to exercise an option to terminate a lease, an entity shall consider all relevant facts and 
circumstances that create an economic incentive for the lessee to exercise the option to extend the 
lease, or not to exercise the option to terminate the lease, as described in paragraphs B37–B40. 

20 A lessee shall reassess whether it is reasonably certain to exercise an extension option, or not to 
exercise a termination option, upon the occurrence of either a significant event or a significant 
change in circumstances that: 

(a) is within the control of the lessee; and 

(b) affects whether the lessee is reasonably certain to exercise an option not previously 
included in its determination of the lease term, or not to exercise an option previously 
included in its determination of the lease term (as described in paragraph B41). 

21 An entity shall revise the lease term if there is a change in the non-cancellable period of a lease. 
For example, the non-cancellable period of a lease will change if: 

(a) the lessee exercises an option not previously included in the entity’s determination of the 
lease term; 

(b) the lessee does not exercise an option previously included in the entity’s determination of 
the lease term; 

(c) an event occurs that contractually obliges the lessee to exercise an option not previously 
included in the entity’s determination of the lease term; or 

(d) an event occurs that contractually prohibits the lessee from exercising an option 
previously included in the entity’s determination of the lease term. 

Lessee 

Recognition 

22 At the commencement date, a lessee shall recognise a right-of-use asset and a lease 
liability. 

Measurement 

Initial measurement 

Initial measurement of the right-of-use asset 

23 At the commencement date, a lessee shall measure the right-of-use asset at cost. 

24 The cost of the right-of-use asset shall comprise: 

(a) the amount of the initial measurement of the lease liability, as described in paragraph 26; 

(b) any lease payments made at or before the commencement date, less any lease 
incentives received; 

(c) any initial direct costs incurred by the lessee; and 

(d) an estimate of costs to be incurred by the lessee in dismantling and removing the 
underlying asset, restoring the site on which it is located or restoring the underlying asset 
to the condition required by the terms and conditions of the lease, unless those costs are 
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incurred to produce inventories. The lessee incurs the obligation for those costs either at 
the commencement date or as a consequence of having used the underlying asset during 
a particular period. 

25 A lessee shall recognise the costs described in paragraph 24(d) as part of the cost of the 
right-of-use asset when it incurs an obligation for those costs. A lessee applies HKAS 2 Inventories 
to costs that are incurred during a particular period as a consequence of having used the 
right-of-use asset to produce inventories during that period. The obligations for such costs 
accounted for applying this Standard or HKAS 2 are recognised and measured applying HKAS 37 
Provisions, Contingent Liabilities and Contingent Assets. 

Initial measurement of the lease liability 

26 At the commencement date, a lessee shall measure the lease liability at the present value of 
the lease payments that are not paid at that date. The lease payments shall be discounted 
using the interest rate implicit in the lease, if that rate can be readily determined. If that rate 
cannot be readily determined, the lessee shall use the lessee’s incremental borrowing rate. 

27 At the commencement date, the lease payments included in the measurement of the lease liability 
comprise the following payments for the right to use the underlying asset during the lease term that 
are not paid at the commencement date: 

(a) fixed payments (including in-substance fixed payments as described in paragraph B42), 
less any lease incentives receivable; 

(b) variable lease payments that depend on an index or a rate, initially measured using the 
index or rate as at the commencement date (as described in paragraph 28); 

(c) amounts expected to be payable by the lessee under residual value guarantees; 

(d) the exercise price of a purchase option if the lessee is reasonably certain to exercise that 
option (assessed considering the factors described in paragraphs B37–B40); and 

(e) payments of penalties for terminating the lease, if the lease term reflects the lessee 
exercising an option to terminate the lease. 

28 Variable lease payments that depend on an index or a rate described in paragraph 27(b) include, 
for example, payments linked to a consumer price index, payments linked to a benchmark interest 
rate (such as LIBOR) or payments that vary to reflect changes in market rental rates. 

Subsequent measurement 

Subsequent measurement of the right-of-use asset 

29 After the commencement date, a lessee shall measure the right-of-use asset applying a cost 
model, unless it applies either of the measurement models described in paragraphs 34 
and 35. 

Cost model 

30 To apply a cost model, a lessee shall measure the right-of-use asset at cost: 

(a) less any accumulated depreciation and any accumulated impairment losses; and 

(b) adjusted for any remeasurement of the lease liability specified in paragraph 36(c). 

31 A lessee shall apply the depreciation requirements in HKAS 16 Property, Plant and Equipment in 
depreciating the right-of-use asset, subject to the requirements in paragraph 32. 

32 If the lease transfers ownership of the underlying asset to the lessee by the end of the lease term 
or if the cost of the right-of-use asset reflects that the lessee will exercise a purchase option, the 



LEASES 

©  Copyright 12 HKFRS 16 

lessee shall depreciate the right-of-use asset from the commencement date to the end of the 
useful life of the underlying asset. Otherwise, the lessee shall depreciate the right-of-use asset 
from the commencement date to the earlier of the end of the useful life of the right-of-use asset or 
the end of the lease term. 

33 A lessee shall apply HKAS 36 Impairment of Assets to determine whether the right-of-use asset is 
impaired and to account for any impairment loss identified. 

Other measurement models 

34 If a lessee applies the fair value model in HKAS 40 Investment Property to its investment property, 
the lessee shall also apply that fair value model to right-of-use assets that meet the definition of 
investment property in HKAS 40. 

35 If right-of-use assets relate to a class of property, plant and equipment to which the lessee applies 
the revaluation model in HKAS 16, a lessee may elect to apply that revaluation model to all of the 
right-of-use assets that relate to that class of property, plant and equipment. 

Subsequent measurement of the lease liability 

36 After the commencement date, a lessee shall measure the lease liability by: 

(a) increasing the carrying amount to reflect interest on the lease liability; 

(b) reducing the carrying amount to reflect the lease payments made; and 

(c) remeasuring the carrying amount to reflect any reassessment or lease 
modifications specified in paragraphs 39–46, or to reflect revised in-substance 
fixed lease payments (see paragraph B42). 

37 Interest on the lease liability in each period during the lease term shall be the amount that 
produces a constant periodic rate of interest on the remaining balance of the lease liability. The 
periodic rate of interest is the discount rate described in paragraph 26, or if applicable the revised 
discount rate described in paragraph 41, paragraph 43 or paragraph 45(c). 

38 After the commencement date, a lessee shall recognise in profit or loss, unless the costs are 
included in the carrying amount of another asset applying other applicable Standards, both: 

(a) interest on the lease liability; and 

(b) variable lease payments not included in the measurement of the lease liability in the 
period in which the event or condition that triggers those payments occurs. 

Reassessment of the lease liability 

39 After the commencement date, a lessee shall apply paragraphs 40–43 to remeasure the lease 
liability to reflect changes to the lease payments. A lessee shall recognise the amount of the 
remeasurement of the lease liability as an adjustment to the right-of-use asset. However, if the 
carrying amount of the right-of-use asset is reduced to zero and there is a further reduction in the 
measurement of the lease liability, a lessee shall recognise any remaining amount of the 
remeasurement in profit or loss. 

40 A lessee shall remeasure the lease liability by discounting the revised lease payments using a 
revised discount rate, if either: 

(a) there is a change in the lease term, as described in paragraphs 20–21. A lessee shall 
determine the revised lease payments on the basis of the revised lease term; or 

(b) there is a change in the assessment of an option to purchase the underlying asset, 
assessed considering the events and circumstances described in paragraphs 20–21 in 
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the context of a purchase option. A lessee shall determine the revised lease payments to 
reflect the change in amounts payable under the purchase option. 

41 In applying paragraph 40, a lessee shall determine the revised discount rate as the interest rate 
implicit in the lease for the remainder of the lease term, if that rate can be readily determined, or 
the lessee’s incremental borrowing rate at the date of reassessment, if the interest rate implicit in 
the lease cannot be readily determined. 

42 A lessee shall remeasure the lease liability by discounting the revised lease payments, if either: 

(a) there is a change in the amounts expected to be payable under a residual value 
guarantee. A lessee shall determine the revised lease payments to reflect the change in 
amounts expected to be payable under the residual value guarantee. 

(b) there is a change in future lease payments resulting from a change in an index or a rate 
used to determine those payments, including for example a change to reflect changes in 
market rental rates following a market rent review. The lessee shall remeasure the lease 
liability to reflect those revised lease payments only when there is a change in the cash 
flows (ie when the adjustment to the lease payments takes effect). A lessee shall 
determine the revised lease payments for the remainder of the lease term based on the 
revised contractual payments. 

43 In applying paragraph 42, a lessee shall use an unchanged discount rate, unless the change in 
lease payments results from a change in floating interest rates. In that case, the lessee shall use a 
revised discount rate that reflects changes in the interest rate. 

Lease modifications 

44 A lessee shall account for a lease modification as a separate lease if both: 

(a) the modification increases the scope of the lease by adding the right to use one or more 
underlying assets; and 

(b) the consideration for the lease increases by an amount commensurate with the 
stand-alone price for the increase in scope and any appropriate adjustments to that 
stand-alone price to reflect the circumstances of the particular contract. 

45 For a lease modification that is not accounted for as a separate lease, at the effective date of the 
lease modification a lessee shall: 

(a) allocate the consideration in the modified contract applying paragraphs 13–16; 

(b) determine the lease term of the modified lease applying paragraphs 18–19; and 

(c) remeasure the lease liability by discounting the revised lease payments using a revised 
discount rate. The revised discount rate is determined as the interest rate implicit in the 
lease for the remainder of the lease term, if that rate can be readily determined, or the 
lessee’s incremental borrowing rate at the effective date of the modification, if the interest 
rate implicit in the lease cannot be readily determined. 

46 For a lease modification that is not accounted for as a separate lease, the lessee shall account for 
the remeasurement of the lease liability by: 

(a) decreasing the carrying amount of the right-of-use asset to reflect the partial or full 
termination of the lease for lease modifications that decrease the scope of the lease. The 
lessee shall recognise in profit or loss any gain or loss relating to the partial or full 
termination of the lease. 

(b) making a corresponding adjustment to the right-of-use asset for all other lease 
modifications. 
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Presentation 

47 A lessee shall either present in the statement of financial position, or disclose in the notes: 

(a) right-of-use assets separately from other assets. If a lessee does not present right-of-use 
assets separately in the statement of financial position, the lessee shall: 

(i) include right-of-use assets within the same line item as that within which the 
corresponding underlying assets would be presented if they were owned; and 

(ii) disclose which line items in the statement of financial position include those 
right-of-use assets. 

(b) lease liabilities separately from other liabilities. If the lessee does not present lease 
liabilities separately in the statement of financial position, the lessee shall disclose which 
line items in the statement of financial position include those liabilities. 

48 The requirement in paragraph 47(a) does not apply to right-of-use assets that meet the definition of 
investment property, which shall be presented in the statement of financial position as investment 
property. 

49 In the statement of profit or loss and other comprehensive income, a lessee shall present interest 
expense on the lease liability separately from the depreciation charge for the right-of-use asset. 
Interest expense on the lease liability is a component of finance costs, which paragraph 82(b) of 
HKAS 1 Presentation of Financial Statements requires to be presented separately in the statement 
of profit or loss and other comprehensive income. 

50 In the statement of cash flows, a lessee shall classify: 

(a) cash payments for the principal portion of the lease liability within financing activities; 

(b) cash payments for the interest portion of the lease liability applying the requirements in 
HKAS 7 Statement of Cash Flows for interest paid; and 

(c) short-term lease payments, payments for leases of low-value assets and variable lease 
payments not included in the measurement of the lease liability within operating activities. 

Disclosure 

51 The objective of the disclosures is for lessees to disclose information in the notes that, 
together with the information provided in the statement of financial position, statement of 
profit or loss and statement of cash flows, gives a basis for users of financial statements to 
assess the effect that leases have on the financial position, financial performance and cash 
flows of the lessee. Paragraphs 52–60 specify requirements on how to meet this objective. 

52 A lessee shall disclose 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. 

53 A lessee shall disclose the following amounts for the reporting period: 

(a) depreciation charge for right-of-use assets by class of underlying asset; 

(b) interest expense on lease liabilities; 

(c) the expense relating to short-term leases accounted for applying paragraph 6. This 
expense need not include the expense relating to leases with a lease term of one month 
or less; 
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(d) the expense relating to leases of low-value assets accounted for applying paragraph 6. 
This expense shall not include the expense relating to short-term leases of low-value 
assets included in paragraph 53(c); 

(e) the expense relating to variable lease payments not included in the measurement of 
lease liabilities; 

(f) income from subleasing right-of-use assets; 

(g) total cash outflow for leases; 

(h) additions to right-of-use assets; 

(i) gains or losses arising from sale and leaseback transactions; and 

(j) the carrying amount of right-of-use assets at the end of the reporting period by class of 
underlying asset. 

54 A lessee shall provide the disclosures specified in paragraph 53 in a tabular format, unless another 
format is more appropriate. The amounts disclosed shall include costs that a lessee has included 
in the carrying amount of another asset during the reporting period. 

55 A lessee shall disclose the amount of its lease commitments for short-term leases accounted for 
applying paragraph 6 if the portfolio of short-term leases to which it is committed at the end of the 
reporting period is dissimilar to the portfolio of short-term leases to which the short-term lease 
expense disclosed applying paragraph 53(c) relates. 

56 If right-of-use assets meet the definition of investment property, a lessee shall apply the disclosure 
requirements in HKAS 40. In that case, a lessee is not required to provide the disclosures in 
paragraph 53(a), (f), (h) or (j) for those right-of-use assets. 

57 If a lessee measures right-of-use assets at revalued amounts applying HKAS 16, the lessee shall 
disclose the information required by paragraph 77 of HKAS 16 for those right-of-use assets. 

58 A lessee shall disclose a maturity analysis of lease liabilities applying paragraphs 39 and B11 of 
HKFRS 7 Financial Instruments: Disclosures separately from the maturity analyses of other 
financial liabilities. 

59 In addition to the disclosures required in paragraphs 53–58, a lessee shall disclose additional 
qualitative and quantitative information about its leasing activities necessary to meet the disclosure 
objective in paragraph 51 (as described in paragraph B48). This additional information may include, 
but is not limited to, information that helps users of financial statements to assess: 

(a) the nature of the lessee’s leasing activities; 

(b) 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: 

(i) variable lease payments (as described in paragraph B49); 

(ii) extension options and termination options (as described in paragraph B50); 

(iii) residual value guarantees (as described in paragraph B51); and 

(iv) leases not yet commenced to which the lessee is committed. 

(c) restrictions or covenants imposed by leases; and 

(d) sale and leaseback transactions (as described in paragraph B52). 
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60 A lessee that accounts for short-term leases or leases of low-value assets applying paragraph 6 
shall disclose that fact. 

Lessor 

Classification of leases (paragraphs B53–B58) 

61 A lessor shall classify each of its leases as either an operating lease or a finance lease. 

62 A lease is classified as a finance lease if it transfers substantially all the risks and rewards 
incidental to ownership of an underlying asset. A lease is classified as an operating lease if 
it does not transfer substantially all the risks and rewards incidental to ownership of an 
underlying asset. 

63 Whether a lease is a finance lease or an operating lease depends on the substance of the 
transaction rather than the form of the contract. Examples of situations that individually or in 
combination would normally lead to a lease being classified as a finance lease are: 

(a) the lease transfers ownership of the underlying asset to the lessee by the end of the 
lease term; 

(b) the lessee has the option to purchase the underlying asset at a price that is expected to 
be sufficiently lower than the fair value at the date the option becomes exercisable for it to 
be reasonably certain, at the inception date, that the option will be exercised; 

(c) the lease term is for the major part of the economic life of the underlying asset even if title 
is not transferred; 

(d) at the inception date, the present value of the lease payments amounts to at least 
substantially all of the fair value of the underlying asset; and 

(e) the underlying asset is of such a specialised nature that only the lessee can use it without 
major modifications. 

64 Indicators of situations that individually or in combination could also lead to a lease being classified 
as a finance lease are: 

(a) if the lessee can cancel the lease, the lessor’s losses associated with the cancellation are 
borne by the lessee; 

(b) gains or losses from the fluctuation in the fair value of the residual accrue to the lessee 
(for example, in the form of a rent rebate equaling most of the sales proceeds at the end 
of the lease); and 

(c) the lessee has the ability to continue the lease for a secondary period at a rent that is 
substantially lower than market rent. 

65 The examples and indicators in paragraphs 63–64 are not always conclusive. If it is clear from 
other features that the lease does not transfer substantially all the risks and rewards incidental to 
ownership of an underlying asset, the lease is classified as an operating lease. For example, this 
may be the case if ownership of the underlying asset transfers at the end of the lease for a variable 
payment equal to its then fair value, or if there are variable lease payments, as a result of which the 
lessor does not transfer substantially all such risks and rewards. 

66 Lease classification is made at the inception date and is reassessed only if there is a lease 
modification. Changes in estimates (for example, changes in estimates of the economic life or of 
the residual value of the underlying asset), or changes in circumstances (for example, default by 
the lessee), do not give rise to a new classification of a lease for accounting purposes. 
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Finance leases 

Recognition and measurement 

67 At the commencement date, a lessor shall recognise assets held under a finance lease in its 
statement of financial position and present them as a receivable at an amount equal to the 
net investment in the lease. 

Initial measurement 

68 The lessor shall use the interest rate implicit in the lease to measure the net investment in the 
lease. In the case of a sublease, if the interest rate implicit in the sublease cannot be readily 
determined, an intermediate lessor may use the discount rate used for the head lease (adjusted for 
any initial direct costs associated with the sublease) to measure the net investment in the 
sublease. 

69 Initial direct costs, other than those incurred by manufacturer or dealer lessors, are included in the 
initial measurement of the net investment in the lease and reduce the amount of income 
recognised over the lease term. The interest rate implicit in the lease is defined in such a way that 
the initial direct costs are included automatically in the net investment in the lease; there is no need 
to add them separately.  

Initial measurement of the lease payments included in the net investment in the lease 

70 At the commencement date, the lease payments included in the measurement of the net 
investment in the lease comprise the following payments for the right to use the underlying asset 
during the lease term that are not received at the commencement date: 

(a) fixed payments (including in-substance fixed payments as described in paragraph B42), 
less any lease incentives payable; 

(b) variable lease payments that depend on an index or a rate, initially measured using the 
index or rate as at the commencement date; 

(c) any residual value guarantees provided to the lessor by the lessee, a party related to the 
lessee or a third party unrelated to the lessor that is financially capable of discharging the 
obligations under the guarantee; 

(d) the exercise price of a purchase option if the lessee is reasonably certain to exercise that 
option (assessed considering the factors described in paragraph B37); and 

(e) payments of penalties for terminating the lease, if the lease term reflects the lessee 
exercising an option to terminate the lease. 

Manufacturer or dealer lessors 

71 At the commencement date, a manufacturer or dealer lessor shall recognise the following for each 
of its finance leases: 

(a) revenue being the fair value of the underlying asset, or, if lower, the present value of the 
lease payments accruing to the lessor, discounted using a market rate of interest; 

(b) the cost of sale being the cost, or carrying amount if different, of the underlying asset less 
the present value of the unguaranteed residual value; and 

(c) selling profit or loss (being the difference between revenue and the cost of sale) in 
accordance with its policy for outright sales to which HKFRS 15 applies. A manufacturer 
or dealer lessor shall recognise selling profit or loss on a finance lease at the 
commencement date, regardless of whether the lessor transfers the underlying asset as 
described in HKFRS 15. 
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72 Manufacturers or dealers often offer to customers the choice of either buying or leasing an asset. A 
finance lease of an asset by a manufacturer or dealer lessor gives rise to profit or loss equivalent to 
the profit or loss resulting from an outright sale of the underlying asset, at normal selling prices, 
reflecting any applicable volume or trade discounts. 

73 Manufacturer or dealer lessors sometimes quote artificially low rates of interest in order to attract 
customers. The use of such a rate would result in a lessor recognising an excessive portion of the 
total income from the transaction at the commencement date. If artificially low rates of interest are 
quoted, a manufacturer or dealer lessor shall restrict selling profit to that which would apply if a 
market rate of interest were charged. 

74 A manufacturer or dealer lessor shall recognise as an expense costs incurred in connection with 
obtaining a finance lease at the commencement date because they are mainly related to earning 
the manufacturer or dealer’s selling profit. Costs incurred by manufacturer or dealer lessors in 
connection with obtaining a finance lease are excluded from the definition of initial direct costs and, 
thus, are excluded from the net investment in the lease. 

Subsequent measurement 

75 A lessor shall recognise finance income over the lease term, based on a pattern reflecting a 
constant periodic rate of return on the lessor’s net investment in the lease. 

76 A lessor aims to allocate finance income over the lease term on a systematic and rational basis. A 
lessor shall apply the lease payments relating to the period against the gross investment in the 
lease to reduce both the principal and the unearned finance income. 

77 A lessor shall apply the derecognition and impairment requirements in HKFRS 9 to the net 
investment in the lease. A lessor shall review regularly estimated unguaranteed residual values 
used in computing the gross investment in the lease. If there has been a reduction in the estimated 
unguaranteed residual value, the lessor shall revise the income allocation over the lease term and 
recognise immediately any reduction in respect of amounts accrued. 

78 A lessor that classifies an asset under a finance lease as held for sale (or includes it in a disposal 
group that is classified as held for sale) applying HKFRS 5 Non-current Assets Held for Sale and 
Discontinued Operations shall account for the asset in accordance with that Standard. 

Lease modifications 

79 A lessor shall account for a modification to a finance lease as a separate lease if both: 

(a) the modification increases the scope of the lease by adding the right to use one or more 
underlying assets; and 

(b) the consideration for the lease increases by an amount commensurate with the 
stand-alone price for the increase in scope and any appropriate adjustments to that 
stand-alone price to reflect the circumstances of the particular contract. 

80 For a modification to a finance lease that is not accounted for as a separate lease, a lessor shall 
account for the modification as follows: 

(a) if the lease would have been classified as an operating lease had the modification been in 
effect at the inception date, the lessor shall: 

(i) account for the lease modification as a new lease from the effective date of the 
modification; and 

(ii) measure the carrying amount of the underlying asset as the net investment in 
the lease immediately before the effective date of the lease modification. 

(b) otherwise, the lessor shall apply the requirements of HKFRS 9. 
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Operating leases 

Recognition and measurement 

81 A lessor shall recognise lease payments from operating leases as income on either a 
straight-line basis or another systematic basis. The lessor shall apply another systematic 
basis if that basis is more representative of the pattern in which benefit from the use of the 
underlying asset is diminished. 

82 A lessor shall recognise costs, including depreciation, incurred in earning the lease income as an 
expense. 

83 A lessor shall add initial direct costs incurred in obtaining an operating lease to the carrying amount 
of the underlying asset and recognise those costs as an expense over the lease term on the same 
basis as the lease income. 

84 The depreciation policy for depreciable underlying assets subject to operating leases shall be 
consistent with the lessor’s normal depreciation policy for similar assets. A lessor shall calculate 
depreciation in accordance with HKAS 16 and HKAS 38. 

85 A lessor shall apply HKAS 36 to determine whether an underlying asset subject to an operating 
lease is impaired and to account for any impairment loss identified. 

86 A manufacturer or dealer lessor does not recognise any selling profit on entering into an operating 
lease because it is not the equivalent of a sale. 

Lease modifications 

87 A lessor shall account for a modification to an operating lease as a new lease from the effective 
date of the modification, considering any prepaid or accrued lease payments relating to the original 
lease as part of the lease payments for the new lease. 

Presentation 

88 A lessor shall present underlying assets subject to operating leases in its statement of financial 
position according to the nature of the underlying asset. 

Disclosure 

89 The objective of the disclosures is for lessors to disclose information in the notes that, 
together with the information provided in the statement of financial position, statement of 
profit or loss and statement of cash flows, gives a basis for users of financial statements to 
assess the effect that leases have on the financial position, financial performance and cash 
flows of the lessor. Paragraphs 90–97 specify requirements on how to meet this objective. 

90 A lessor shall disclose the following amounts for the reporting period: 

(a) for finance leases: 

(i) selling profit or loss; 

(ii) finance income on the net investment in the lease; and 

(iii) income relating to variable lease payments not included in the measurement of 
the net investment in the lease. 

(b) for operating leases, lease income, separately disclosing income relating to variable 
lease payments that do not depend on an index or a rate. 
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91 A lessor shall provide the disclosures specified in paragraph 90 in a tabular format, unless another 
format is more appropriate. 

92 A lessor shall disclose additional qualitative and quantitative information about its leasing activities 
necessary to meet the disclosure objective in paragraph 89. This additional information includes, 
but is not limited to, information that helps users of financial statements to assess: 

(a) the nature of the lessor’s leasing activities; and 

(b) how the lessor manages the risk associated with any rights it retains in underlying assets. 
In particular, a lessor shall disclose its risk management strategy for the rights it retains in 
underlying assets, including any means by which the lessor reduces that risk. Such 
means may include, for example, buy-back agreements, residual value guarantees or 
variable lease payments for use in excess of specified limits. 

Finance leases 

93 A lessor shall provide a qualitative and quantitative explanation of the significant changes in the 
carrying amount of the net investment in finance leases. 

94 A lessor shall disclose a maturity analysis of the lease payments receivable, showing the 
undiscounted lease payments to be received on an annual basis for a minimum of each of the first 
five years and a total of the amounts for the remaining years. A lessor shall reconcile the 
undiscounted lease payments to the net investment in the lease. The reconciliation shall identify 
the unearned finance income relating to the lease payments receivable and any discounted 
unguaranteed residual value. 

Operating leases 

95 For items of property, plant and equipment subject to an operating lease, a lessor shall apply the 
disclosure requirements of HKAS 16. In applying the disclosure requirements in HKAS 16, a lessor 
shall disaggregate each class of property, plant and equipment into assets subject to operating 
leases and assets not subject to operating leases. Accordingly, a lessor shall provide the 
disclosures required by HKAS 16 for assets subject to an operating lease (by class of underlying 
asset) separately from owned assets held and used by the lessor. 

96 A lessor shall apply the disclosure requirements in HKAS 36, HKAS 38, HKAS 40 and HKAS 41 for 
assets subject to operating leases. 

97 A lessor shall disclose a maturity analysis of lease payments, showing the undiscounted lease 
payments to be received on an annual basis for a minimum of each of the first five years and a total 
of the amounts for the remaining years.  

Sale and leaseback transactions 

98 If an entity (the seller-lessee) transfers an asset to another entity (the buyer-lessor) and leases that 
asset back from the buyer-lessor, both the seller-lessee and the buyer-lessor shall account for the 
transfer contract and the lease applying paragraphs 99–103. 

Assessing whether the transfer of the asset is a sale 

99 An entity shall apply the requirements for determining when a performance obligation is satisfied in 
HKFRS 15 to determine whether the transfer of an asset is accounted for as a sale of that asset.  

Transfer of the asset is a sale 

100 If the transfer of an asset by the seller-lessee satisfies the requirements of HKFRS 15 to be 
accounted for as a sale of the asset: 
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(a) the seller-lessee shall measure the right-of-use asset arising from the leaseback at the 
proportion of the previous carrying amount of the asset that relates to the right of use 
retained by the seller-lessee. Accordingly, the seller-lessee shall recognise only the 
amount of any gain or loss that relates to the rights transferred to the buyer-lessor. 

(b) the buyer-lessor shall account for the purchase of the asset applying applicable 
Standards, and for the lease applying the lessor accounting requirements in this 
Standard. 

101 If the fair value of the consideration for the sale of an asset does not equal the fair value of the 
asset, or if the payments for the lease are not at market rates, an entity shall make the following 
adjustments to measure the sale proceeds at fair value: 

(a) any below-market terms shall be accounted for as a prepayment of lease payments; and 

(b) any above-market terms shall be accounted for as additional financing provided by the 
buyer-lessor to the seller-lessee. 

102 The entity shall measure any potential adjustment required by paragraph 101 on the basis of the 
more readily determinable of: 

(a) the difference between the fair value of the consideration for the sale and the fair value of 
the asset; and 

(b) the difference between the present value of the contractual payments for the lease and 
the present value of payments for the lease at market rates. 

Transfer of the asset is not a sale 

103 If the transfer of an asset by the seller-lessee does not satisfy the requirements of HKFRS 15 to be 
accounted for as a sale of the asset: 

(a) the seller-lessee shall continue to recognise the transferred asset and shall recognise a 
financial liability equal to the transfer proceeds. It shall account for the financial liability 
applying HKFRS 9. 

(b) the buyer-lessor shall not recognise the transferred asset and shall recognise a financial 
asset equal to the transfer proceeds. It shall account for the financial asset applying 
HKFRS 9. 
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Appendix A  
Defined terms 

This appendix is an integral part of the Standard. 

 

commencement date of 
the lease 
(commencement date) 

The date on which a lessor makes an underlying asset available for use by a 
lessee. 

economic life Either the period over which an asset is expected to be economically usable by 
one or more users or the number of production or similar units expected to be 
obtained from an asset by one or more users. 

effective date of the 
modification The date when both parties agree to a lease modification. 

fair value For the purpose of applying the lessor accounting requirements in this 

Standard, the amount for which an asset could be exchanged, or a liability 
settled, between knowledgeable, willing parties in an arm’s length transaction. 

finance lease A lease that transfers substantially all the risks and rewards incidental to 
ownership of an underlying asset. 

fixed payments Payments made by a lessee to a lessor for the right to use an underlying 
asset during the lease term, excluding variable lease payments. 

gross investment in the 
lease 

The sum of: 

(a) the lease payments receivable by a lessor under a finance lease; 
and 

(b) any unguaranteed residual value accruing to the lessor. 

inception date of the 
lease (inception date) 

The earlier of the date of a lease agreement and the date of commitment by 
the parties to the principal terms and conditions of the lease. 

initial direct costs Incremental costs of obtaining a lease that would not have been incurred if the 
lease had not been obtained, except for such costs incurred by a manufacturer 
or dealer lessor in connection with a finance lease. 

interest rate implicit in 
the lease 

The rate of interest that causes the present value of (a) the lease payments 
and (b) the unguaranteed residual value to equal the sum of (i) the fair value 
of the underlying asset and (ii) any initial direct costs of the lessor. 

lease A contract, or part of a contract, that conveys the right to use an asset (the 
underlying asset) for a period of time in exchange for consideration. 

lease incentives Payments made by a lessor to a lessee associated with a lease, or the 
reimbursement or assumption by a lessor of costs of a lessee. 
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lease modification A change in the scope of a lease, or the consideration for a lease, that was not 
part of the original terms and conditions of the lease (for example, adding or 
terminating the right to use one or more underlying assets, or extending or 
shortening the contractual lease term). 

lease payments Payments made by a lessee to a lessor relating to the right to use an 
underlying asset during the lease term, comprising the following: 

(a) fixed payments (including in-substance fixed payments), less any 
lease incentives; 

(b) variable lease payments that depend on an index or a rate; 

(c) the exercise price of a purchase option if the lessee is reasonably 
certain to exercise that option; and 

(d) payments of penalties for terminating the lease, if the lease term 
reflects the lessee exercising an option to terminate the lease. 

For the lessee, lease payments also include amounts expected to be payable 
by the lessee under residual value guarantees. Lease payments do not 

include payments allocated to non-lease components of a contract, unless the 
lessee elects to combine non-lease components with a lease component and 
to account for them as a single lease component. 

For the lessor, lease payments also include any residual value guarantees 
provided to the lessor by the lessee, a party related to the lessee or a third 
party unrelated to the lessor that is financially capable of discharging the 
obligations under the guarantee. Lease payments do not include payments 
allocated to non-lease components. 

lease term The non-cancellable period for which a lessee has the right to use an 
underlying asset, together with both: 

(a) periods covered by an option to extend the lease if the lessee is 
reasonably certain to exercise that option; and 

(b) periods covered by an option to terminate the lease if the lessee is 
reasonably certain not to exercise that option. 

lessee An entity that obtains the right to use an underlying asset for a period of time 
in exchange for consideration. 

lessee’s incremental 
borrowing rate 

The rate of interest that a lessee would have to pay to borrow over a similar 
term, and with a similar security, the funds necessary to obtain an asset of a 
similar value to the right-of-use asset in a similar economic environment. 

lessor An entity that provides the right to use an underlying asset for a period of time 
in exchange for consideration. 

net investment in the 
lease 

The gross investment in the lease discounted at the interest rate implicit in 
the lease. 

operating lease A lease that does not transfer substantially all the risks and rewards incidental 
to ownership of an underlying asset. 
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optional lease 
payments 

Payments to be made by a lessee to a lessor for the right to use an 
underlying asset during periods covered by an option to extend or terminate a 
lease that are not included in the lease term. 

period of use The total period of time that an asset is used to fulfil a contract with a customer 
(including any non-consecutive periods of time). 

residual value 
guarantee 

A guarantee made to a lessor by a party unrelated to the lessor that the value 
(or part of the value) of an underlying asset at the end of a lease will be at 
least a specified amount. 

right-of-use asset An asset that represents a lessee’s right to use an underlying asset for the 
lease term. 

short-term lease A lease that, at the commencement date, has a lease term of 12 months or 
less. A lease that contains a purchase option is not a short-term lease. 

sublease A transaction for which an underlying asset is re-leased by a lessee 
(‘intermediate lessor’) to a third party, and the lease (‘head lease’) between the 
head lessor and lessee remains in effect. 

underlying asset An asset that is the subject of a lease, for which the right to use that asset has 
been provided by a lessor to a lessee. 

unearned finance 
income 

The difference between: 

(a) the gross investment in the lease; and 

(b) the net investment in the lease. 

unguaranteed residual 
value 

That portion of the residual value of the underlying asset, the realisation of 
which by a lessor is not assured or is guaranteed solely by a party related to 
the lessor. 

variable lease 
payments 

The portion of payments made by a lessee to a lessor for the right to use an 
underlying asset during the lease term that varies because of changes in 
facts or circumstances occurring after the commencement date, other than 
the passage of time. 

 

Terms defined in other Standards and used in this Standard with the 
same meaning 

 

contract An agreement between two or more parties that creates enforceable rights and 
obligations. 

useful life The period over which an asset is expected to be available for use by an entity; 
or the number of production or similar units expected to be obtained from an 
asset by an entity. 
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Appendix B 
Application guidance 

This appendix is an integral part of the Standard. It describes the application of paragraphs 1–103 and has 
the same authority as the other parts of the Standard. 

Portfolio application 

B1 This Standard specifies the accounting for an individual lease. However, as a practical expedient, 
an entity may apply this Standard to a portfolio of leases with similar characteristics if the entity 
reasonably expects that the effects on the financial statements of applying this Standard to the 
portfolio would not differ materially from applying this Standard to the individual leases within that 
portfolio. If accounting for a portfolio, an entity shall use estimates and assumptions that reflect the 
size and composition of the portfolio. 

Combination of contracts 

B2 In applying this Standard, an entity shall combine two or more contracts entered into at or near the 
same time with the same counterparty (or related parties of the counterparty), and account for the 
contracts as a single contract if one or more of the following criteria are met: 

(a) the contracts are negotiated as a package with an overall commercial objective that 
cannot be understood without considering the contracts together; 

(b) the amount of consideration to be paid in one contract depends on the price or 
performance of the other contract; or 

(c) the rights to use underlying assets conveyed in the contracts (or some rights to use 
underlying assets conveyed in each of the contracts) form a single lease component as 
described in paragraph B32. 

Recognition exemption: leases for which the underlying asset is of 
low value (paragraphs 5–8) 

B3 Except as specified in paragraph B7, this Standard permits a lessee to apply paragraph 6 to 
account for leases for which the underlying asset is of low value. A lessee shall assess the value of 
an underlying asset based on the value of the asset when it is new, regardless of the age of the 
asset being leased. 

B4 The assessment of whether an underlying asset is of low value is performed on an absolute basis. 
Leases of low-value assets qualify for the accounting treatment in paragraph 6 regardless of 
whether those leases are material to the lessee. The assessment is not affected by the size, nature 
or circumstances of the lessee. Accordingly, different lessees are expected to reach the same 
conclusions about whether a particular underlying asset is of low value. 

B5 An underlying asset can be of low value only if: 

(a) the lessee can benefit from use of the underlying asset on its own or together with other 
resources that are readily available to the lessee; and 

(b) the underlying asset is not highly dependent on, or highly interrelated with, other assets. 

B6 A lease of an underlying asset does not qualify as a lease of a low-value asset if the nature of the 
asset is such that, when new, the asset is typically not of low value. For example, leases of cars 
would not qualify as leases of low-value assets because a new car would typically not be of low 
value. 

B7 If a lessee subleases an asset, or expects to sublease an asset, the head lease does not qualify as 
a lease of a low-value asset. 
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B8 Examples of low-value underlying assets can include tablet and personal computers, small items 
of office furniture and telephones. 

Identifying a lease (paragraphs 9–11) 

B9 To assess whether a contract conveys the right to control the use of an identified asset (see 
paragraphs B13–B20) for a period of time, an entity shall assess whether, throughout the period of 
use, the customer has both of the following: 

(a) the right to obtain substantially all of the economic benefits from use of the identified 
asset (as described in paragraphs B21–B23); and 

(b) the right to direct the use of the identified asset (as described in paragraphs B24–B30). 

B10 If the customer has the right to control the use of an identified asset for only a portion of the term of 
the contract, the contract contains a lease for that portion of the term. 

B11 A contract to receive goods or services may be entered into by a joint arrangement, or on behalf of 
a joint arrangement, as defined in HKFRS 11 Joint Arrangements. In this case, the joint 
arrangement is considered to be the customer in the contract. Accordingly, in assessing whether 
such a contract contains a lease, an entity shall assess whether the joint arrangement has the right 
to control the use of an identified asset throughout the period of use. 

B12 An entity shall assess whether a contract contains a lease for each potential separate lease 
component. Refer to paragraph B32 for guidance on separate lease components. 

Identified asset 

B13 An asset is typically identified by being explicitly specified in a contract. However, an asset can 
also be identified by being implicitly specified at the time that the asset is made available for use by 
the customer. 

Substantive substitution rights 

B14 Even if an asset is specified, a customer does not have the right to use an identified asset if the 
supplier has the substantive right to substitute the asset throughout the period of use. A supplier’s 
right to substitute an asset is substantive only if both of the following conditions exist: 

(a) the supplier has the practical ability to substitute alternative assets throughout the period 
of use (for example, the customer cannot prevent the supplier from substituting the asset 
and alternative assets are readily available to the supplier or could be sourced by the 
supplier within a reasonable period of time); and 

(b) the supplier would benefit economically from the exercise of its right to substitute the 
asset (ie the economic benefits associated with substituting the asset are expected to 
exceed the costs associated with substituting the asset). 

B15 If the supplier has a right or an obligation to substitute the asset only on or after either a particular 
date or the occurrence of a specified event, the supplier’s substitution right is not substantive 
because the supplier does not have the practical ability to substitute alternative assets throughout 
the period of use. 

B16 An entity’s evaluation of whether a supplier’s substitution right is substantive is based on facts and 
circumstances at inception of the contract and shall exclude consideration of future events that, at 
inception of the contract, are not considered likely to occur. Examples of future events that, at 
inception of the contract, would not be considered likely to occur and, thus, should be excluded 
from the evaluation include: 

(a) an agreement by a future customer to pay an above market rate for use of the asset; 
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(b) the introduction of new technology that is not substantially developed at inception of the 
contract; 

(c) a substantial difference between the customer’s use of the asset, or the performance of 
the asset, and the use or performance considered likely at inception of the contract; and 

(d) a substantial difference between the market price of the asset during the period of use, 
and the market price considered likely at inception of the contract. 

B17 If the asset is located at the customer’s premises or elsewhere, the costs associated with 
substitution are generally higher than when located at the supplier’s premises and, therefore, are 
more likely to exceed the benefits associated with substituting the asset. 

B18 The supplier’s right or obligation to substitute the asset for repairs and maintenance, if the asset is 
not operating properly or if a technical upgrade becomes available does not preclude the customer 
from having the right to use an identified asset. 

B19 If the customer cannot readily determine whether the supplier has a substantive substitution right, 
the customer shall presume that any substitution right is not substantive. 

Portions of assets 

B20 A capacity portion of an asset is an identified asset if it is physically distinct (for example, a floor of 
a building). A capacity or other portion of an asset that is not physically distinct (for example, a 
capacity portion of a fibre optic cable) is not an identified asset, unless it represents substantially 
all of the capacity of the asset and thereby provides the customer with the right to obtain 
substantially all of the economic benefits from use of the asset. 

Right to obtain economic benefits from use 

B21 To control the use of an identified asset, a customer is required to have the right to obtain 
substantially all of the economic benefits from use of the asset throughout the period of use (for 
example, by having exclusive use of the asset throughout that period). A customer can obtain 
economic benefits from use of an asset directly or indirectly in many ways, such as by using, 
holding or sub-leasing the asset. The economic benefits from use of an asset include its primary 
output and by-products (including potential cash flows derived from these items), and other 
economic benefits from using the asset that could be realised from a commercial transaction with a 
third party. 

B22 When assessing the right to obtain substantially all of the economic benefits from use of an asset, 
an entity shall consider the economic benefits that result from use of the asset within the defined 
scope of a customer’s right to use the asset (see paragraph B30). For example: 

(a) if a contract limits the use of a motor vehicle to only one particular territory during the 
period of use, an entity shall consider only the economic benefits from use of the motor 
vehicle within that territory, and not beyond. 

(b) if a contract specifies that a customer can drive a motor vehicle only up to a particular 
number of miles during the period of use, an entity shall consider only the economic 
benefits from use of the motor vehicle for the permitted mileage, and not beyond. 

B23 If a contract requires a customer to pay the supplier or another party a portion of the cash flows 
derived from use of an asset as consideration, those cash flows paid as consideration shall be 
considered to be part of the economic benefits that the customer obtains from use of the asset. For 
example, if the customer is required to pay the supplier a percentage of sales from use of retail 
space as consideration for that use, that requirement does not prevent the customer from having 
the right to obtain substantially all of the economic benefits from use of the retail space. This is 
because the cash flows arising from those sales are considered to be economic benefits that the 
customer obtains from use of the retail space, a portion of which it then pays to the supplier as 
consideration for the right to use that space. 
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Right to direct the use 

B24 A customer has the right to direct the use of an identified asset throughout the period of use only if 
either: 

(a) the customer has the right to direct how and for what purpose the asset is used 
throughout the period of use (as described in paragraphs B25–B30); or 

(b) the relevant decisions about how and for what purpose the asset is used are 
predetermined and: 

(i) the customer has the right to operate the asset (or to direct others to operate the 
asset in a manner that it determines) throughout the period of use, without the 
supplier having the right to change those operating instructions; or 

(ii) the customer designed the asset (or specific aspects of the asset) in a way that 
predetermines how and for what purpose the asset will be used throughout the 
period of use. 

How and for what purpose the asset is used 

B25 A customer has the right to direct how and for what purpose the asset is used if, within the scope of 
its right of use defined in the contract, it can change how and for what purpose the asset is used 
throughout the period of use. In making this assessment, an entity considers the decision-making 
rights that are most relevant to changing how and for what purpose the asset is used throughout 
the period of use. Decision-making rights are relevant when they affect the economic benefits to be 
derived from use. The decision-making rights that are most relevant are likely to be different for 
different contracts, depending on the nature of the asset and the terms and conditions of the 
contract. 

B26 Examples of decision-making rights that, depending on the circumstances, grant the right to 
change how and for what purpose the asset is used, within the defined scope of the customer’s 
right of use, include: 

(a) rights to change the type of output that is produced by the asset (for example, to decide 
whether to use a shipping container to transport goods or for storage, or to decide upon 
the mix of products sold from retail space); 

(b) rights to change when the output is produced (for example, to decide when an item of 
machinery or a power plant will be used); 

(c) rights to change where the output is produced (for example, to decide upon the 
destination of a truck or a ship, or to decide where an item of equipment is used); and 

(d) rights to change whether the output is produced, and the quantity of that output (for 
example, to decide whether to produce energy from a power plant and how much energy 
to produce from that power plant). 

B27 Examples of decision-making rights that do not grant the right to change how and for what purpose 
the asset is used include rights that are limited to operating or maintaining the asset. Such rights 
can be held by the customer or the supplier. Although rights such as those to operate or maintain 
an asset are often essential to the efficient use of an asset, they are not rights to direct how and for 
what purpose the asset is used and are often dependent on the decisions about how and for what 
purpose the asset is used. However, rights to operate an asset may grant the customer the right to 
direct the use of the asset if the relevant decisions about how and for what purpose the asset is 
used are predetermined (see paragraph B24(b)(i)). 

Decisions determined during and before the period of use 

B28 The relevant decisions about how and for what purpose the asset is used can be predetermined in 
a number of ways. For example, the relevant decisions can be predetermined by the design of the 
asset or by contractual restrictions on the use of the asset. 
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B29 In assessing whether a customer has the right to direct the use of an asset, an entity shall consider 
only rights to make decisions about the use of the asset during the period of use, unless the 
customer designed the asset (or specific aspects of the asset) as described in paragraph B24(b)(ii). 
Consequently, unless the conditions in paragraph B24(b)(ii) exist, an entity shall not consider 
decisions that are predetermined before the period of use. For example, if a customer is able only 
to specify the output of an asset before the period of use, the customer does not have the right to 
direct the use of that asset. The ability to specify the output in a contract before the period of use, 
without any other decision-making rights relating to the use of the asset, gives a customer the 
same rights as any customer that purchases goods or services.  

Protective rights 

B30 A contract may include terms and conditions designed to protect the supplier’s interest in the asset 
or other assets, to protect its personnel, or to ensure the supplier’s compliance with laws or 
regulations. These are examples of protective rights. For example, a contract may (i) specify the 
maximum amount of use of an asset or limit where or when the customer can use the asset, (ii) 
require a customer to follow particular operating practices, or (iii) require a customer to inform the 
supplier of changes in how an asset will be used. Protective rights typically define the scope of the 
customer’s right of use but do not, in isolation, prevent the customer from having the right to direct 
the use of an asset. 
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B31 The following flowchart may assist entities in making the assessment of whether a contract is, or 
contains, a lease. 

 

Is there an identified asset?  
Consider paragraphs B13–B20. 

No 

No 

Yes 

Yes 

Does the customer have the right to obtain 
substantially all of the economic benefits from use of 

the asset throughout the period of use?  
Consider paragraphs B21–B23.  

Does the customer, the supplier, or neither party, have 
the right to direct how and for what purpose the asset 

is used throughout the period of use?  
Consider paragraphs B25–B30. 

Does the customer have the right to operate the asset 
throughout the period of use, without the supplier 

having the right to change those operating 
instructions? Consider paragraph B24(b)(i). 

Did the customer design the asset in a way that 
predetermines how and for what purpose the asset 

will be used throughout the period of use?  
Consider paragraph B24(b)(ii). 

No 

Yes 

Supplier Customer 

Neither; how and for what 
purpose the asset will be used 
is predetermined 

No 

The contract contains a lease 
The contract does not contain a 

lease 

Yes 
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Separating components of a contract (paragraphs 12–17) 

B32 The right to use an underlying asset is a separate lease component if both: 

(a) the lessee can benefit from use of the underlying asset either on its own or together with 
other resources that are readily available to the lessee. Readily available resources are 
goods or services that are sold or leased separately (by the lessor or other suppliers) or 
resources that the lessee has already obtained (from the lessor or from other transactions 
or events); and 

(b) the underlying asset is neither highly dependent on, nor highly interrelated with, the other 
underlying assets in the contract. For example, the fact that a lessee could decide not to 
lease the underlying asset without significantly affecting its rights to use other underlying 
assets in the contract might indicate that the underlying asset is not highly dependent on, 
or highly interrelated with, those other underlying assets. 

B33 A contract may include an amount payable by the lessee for activities and costs that do not transfer 
a good or service to the lessee. For example, a lessor may include in the total amount payable a 
charge for administrative tasks, or other costs it incurs associated with the lease, that do not 
transfer a good or service to the lessee. Such amounts payable do not give rise to a separate 
component of the contract, but are considered to be part of the total consideration that is allocated 
to the separately identified components of the contract. 

Lease term (paragraphs 18–21) 

B34 In determining the lease term and assessing the length of the non-cancellable period of a lease, an 
entity shall apply the definition of a contract and determine the period for which the contract is 
enforceable. A lease is no longer enforceable when the lessee and the lessor each has the right to 
terminate the lease without permission from the other party with no more than an insignificant 
penalty. 

B35 If only a lessee has the right to terminate a lease, that right is considered to be an option to 
terminate the lease available to the lessee that an entity considers when determining the lease 
term. If only a lessor has the right to terminate a lease, the non-cancellable period of the lease 
includes the period covered by the option to terminate the lease. 

B36 The lease term begins at the commencement date and includes any rent-free periods provided to 
the lessee by the lessor. 

B37 At the commencement date, an entity assesses whether the lessee is reasonably certain to 
exercise an option to extend the lease or to purchase the underlying asset, or not to exercise an 
option to terminate the lease. The entity considers all relevant facts and circumstances that create 
an economic incentive for the lessee to exercise, or not to exercise, the option, including any 
expected changes in facts and circumstances from the commencement date until the exercise date 
of the option. Examples of factors to consider include, but are not limited to: 

(a) contractual terms and conditions for the optional periods compared with market rates, 
such as: 

(i) the amount of payments for the lease in any optional period; 

(ii) the amount of any variable payments for the lease or other contingent 
payments, such as payments resulting from termination penalties and residual 
value guarantees; and 

(iii) the terms and conditions of any options that are exercisable after initial optional 
periods (for example, a purchase option that is exercisable at the end of an 
extension period at a rate that is currently below market rates). 
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(b) significant leasehold improvements undertaken (or expected to be undertaken) over the 
term of the contract that are expected to have significant economic benefit for the lessee 
when the option to extend or terminate the lease, or to purchase the underlying asset, 
becomes exercisable; 

(c) costs relating to the termination of the lease, such as negotiation costs, relocation costs, 
costs of identifying another underlying asset suitable for the lessee’s needs, costs of 
integrating a new asset into the lessee’s operations, or termination penalties and similar 
costs, including costs associated with returning the underlying asset in a contractually 
specified condition or to a contractually specified location; 

(d) the importance of that underlying asset to the lessee’s operations, considering, for 
example, whether the underlying asset is a specialised asset, the location of the 
underlying asset and the availability of suitable alternatives; and 

(e) conditionality associated with exercising the option (ie when the option can be exercised 
only if one or more conditions are met), and the likelihood that those conditions will exist. 

B38 An option to extend or terminate a lease may be combined with one or more other contractual 
features (for example, a residual value guarantee) such that the lessee guarantees the lessor a 
minimum or fixed cash return that is substantially the same regardless of whether the option is 
exercised. In such cases, and notwithstanding the guidance on in-substance fixed payments in 
paragraph B42, an entity shall assume that the lessee is reasonably certain to exercise the option 
to extend the lease, or not to exercise the option to terminate the lease. 

B39 The shorter the non-cancellable period of a lease, the more likely a lessee is to exercise an option 
to extend the lease or not to exercise an option to terminate the lease. This is because the costs 
associated with obtaining a replacement asset are likely to be proportionately higher the shorter 
the non-cancellable period. 

B40 A lessee’s past practice regarding the period over which it has typically used particular types of 
assets (whether leased or owned), and its economic reasons for doing so, may provide information 
that is helpful in assessing whether the lessee is reasonably certain to exercise, or not to exercise, 
an option. For example, if a lessee has typically used particular types of assets for a particular 
period of time or if the lessee has a practice of frequently exercising options on leases of particular 
types of underlying assets, the lessee shall consider the economic reasons for that past practice in 
assessing whether it is reasonably certain to exercise an option on leases of those assets. 

B41 Paragraph 20 specifies that, after the commencement date, a lessee reassesses the lease term 
upon the occurrence of a significant event or a significant change in circumstances that is within 
the control of the lessee and affects whether the lessee is reasonably certain to exercise an option 
not previously included in its determination of the lease term, or not to exercise an option 
previously included in its determination of the lease term. Examples of significant events or 
changes in circumstances include: 

(a) significant leasehold improvements not anticipated at the commencement date that are 
expected to have significant economic benefit for the lessee when the option to extend or 
terminate the lease, or to purchase the underlying asset, becomes exercisable; 

(b) a significant modification to, or customisation of, the underlying asset that was not 
anticipated at the commencement date; 

(c) the inception of a sublease of the underlying asset for a period beyond the end of the 
previously determined lease term; and 

(d) a business decision of the lessee that is directly relevant to exercising, or not exercising, 
an option (for example, a decision to extend the lease of a complementary asset, to 
dispose of an alternative asset or to dispose of a business unit within which the 
right-of-use asset is employed). 
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In-substance fixed lease payments (paragraphs 27(a), 36(c) and 
70(a)) 

B42 Lease payments include any in-substance fixed lease payments. In-substance fixed lease 
payments are payments that may, in form, contain variability but that, in substance, are 
unavoidable. In-substance fixed lease payments exist, for example, if: 

(a) payments are structured as variable lease payments, but there is no genuine variability in 
those payments. Those payments contain variable clauses that do not have real 
economic substance. Examples of those types of payments include: 

(i) payments that must be made only if an asset is proven to be capable of 
operating during the lease, or only if an event occurs that has no genuine 
possibility of not occurring; or 

(ii) payments that are initially structured as variable lease payments linked to the 
use of the underlying asset but for which the variability will be resolved at some 
point after the commencement date so that the payments become fixed for the 
remainder of the lease term. Those payments become in-substance fixed 
payments when the variability is resolved. 

(b) there is more than one set of payments that a lessee could make, but only one of those 
sets of payments is realistic. In this case, an entity shall consider the realistic set of 
payments to be lease payments. 

(c) there is more than one realistic set of payments that a lessee could make, but it must 
make at least one of those sets of payments. In this case, an entity shall consider the set 
of payments that aggregates to the lowest amount (on a discounted basis) to be lease 
payments. 

Lessee involvement with the underlying asset before the 
commencement date 

Costs of the lessee relating to the construction or design of the underlying 
asset 

B43 An entity may negotiate a lease before the underlying asset is available for use by the lessee. For 
some leases, the underlying asset may need to be constructed or redesigned for use by the lessee. 
Depending on the terms and conditions of the contract, a lessee may be required to make 
payments relating to the construction or design of the asset. 

B44 If a lessee incurs costs relating to the construction or design of an underlying asset, the lessee 
shall account for those costs applying other applicable Standards, such as HKAS 16. Costs 
relating to the construction or design of an underlying asset do not include payments made by the 
lessee for the right to use the underlying asset. Payments for the right to use an underlying asset 
are payments for a lease, regardless of the timing of those payments. 

Legal title to the underlying asset 

B45 A lessee may obtain legal title to an underlying asset before that legal title is transferred to the 
lessor and the asset is leased to the lessee. Obtaining legal title does not in itself determine how to 
account for the transaction. 

B46 If the lessee controls (or obtains control of) the underlying asset before that asset is transferred to 
the lessor, the transaction is a sale and leaseback transaction that is accounted for applying 
paragraphs 98–103.  

B47 However, if the lessee does not obtain control of the underlying asset before the asset is 
transferred to the lessor, the transaction is not a sale and leaseback transaction. For example, this 
may be the case if a manufacturer, a lessor and a lessee negotiate a transaction for the purchase 
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of an asset from the manufacturer by the lessor, which is in turn leased to the lessee. The lessee 
may obtain legal title to the underlying asset before legal title transfers to the lessor. In this case, if 
the lessee obtains legal title to the underlying asset but does not obtain control of the asset before 
it is transferred to the lessor, the transaction is not accounted for as a sale and leaseback 
transaction, but as a lease. 

Lessee disclosures (paragraph 59) 

B48 In determining whether additional information about leasing activities is necessary to meet the 
disclosure objective in paragraph 51, a lessee shall consider: 

(a) whether that information is relevant to users of financial statements. A lessee shall 
provide additional information specified in paragraph 59 only if that information is 
expected to be relevant to users of financial statements. In this context, this is likely to be 
the case if it helps those users to understand: 

(i) the flexibility provided by leases. Leases may provide flexibility if, for example, a 
lessee can reduce its exposure by exercising termination options or renewing 
leases with favourable terms and conditions. 

(ii) restrictions imposed by leases. Leases may impose restrictions, for example, by 
requiring the lessee to maintain particular financial ratios. 

(iii) sensitivity of reported information to key variables. Reported information may be 
sensitive to, for example, future variable lease payments. 

(iv) exposure to other risks arising from leases. 

(v) deviations from industry practice. Such deviations may include, for example, 
unusual or unique lease terms and conditions that affect a lessee’s lease 
portfolio. 

(b) whether that information is apparent from information either presented in the primary 
financial statements or disclosed in the notes. A lessee need not duplicate information 
that is already presented elsewhere in the financial statements. 

B49 Additional information relating to variable lease payments that, depending on the circumstances, 
may be needed to satisfy the disclosure objective in paragraph 51 could include information that 
helps users of financial statements to assess, for example: 

(a) the lessee’s reasons for using variable lease payments and the prevalence of those 
payments; 

(b) the relative magnitude of variable lease payments to fixed payments; 

(c) key variables upon which variable lease payments depend and how payments are 
expected to vary in response to changes in those key variables; and 

(d) other operational and financial effects of variable lease payments. 

B50 Additional information relating to extension options or termination options that, depending on the 
circumstances, may be needed to satisfy the disclosure objective in paragraph 51 could include 
information that helps users of financial statements to assess, for example: 

(a) the lessee’s reasons for using extension options or termination options and the 
prevalence of those options; 

(b) the relative magnitude of optional lease payments to lease payments; 

(c) the prevalence of the exercise of options that were not included in the measurement of 
lease liabilities; and 



LEASES 

©  Copyright 35 HKFRS 16 

(d) other operational and financial effects of those options. 

B51 Additional information relating to residual value guarantees that, depending on the circumstances, 
may be needed to satisfy the disclosure objective in paragraph 51 could include information that 
helps users of financial statements to assess, for example: 

(a) the lessee’s reasons for providing residual value guarantees and the prevalence of those 
guarantees; 

(b) the magnitude of a lessee’s exposure to residual value risk; 

(c) the nature of underlying assets for which those guarantees are provided; and 

(d) other operational and financial effects of those guarantees. 

B52 Additional information relating to sale and leaseback transactions that, depending on the 
circumstances, may be needed to satisfy the disclosure objective in paragraph 51 could include 
information that helps users of financial statements to assess, for example: 

(a) the lessee’s reasons for sale and leaseback transactions and the prevalence of those 
transactions; 

(b) key terms and conditions of individual sale and leaseback transactions; 

(c) payments not included in the measurement of lease liabilities; and 

(d) the cash flow effect of sale and leaseback transactions in the reporting period. 

Lessor lease classification (paragraphs 61–66) 

B53 The classification of leases for lessors in this Standard is based on the extent to which the lease 
transfers the risks and rewards incidental to ownership of an underlying asset. Risks include the 
possibilities of losses from idle capacity or technological obsolescence and of variations in return 
because of changing economic conditions. Rewards may be represented by the expectation of 
profitable operation over the underlying asset’s economic life and of gain from appreciation in 
value or realisation of a residual value. 

B54 A lease contract may include terms and conditions to adjust the lease payments for particular 
changes that occur between the inception date and the commencement date (such as a change in 
the lessor’s cost of the underlying asset or a change in the lessor’s cost of financing the lease). In 
that case, for the purposes of classifying the lease, the effect of any such changes shall be 
deemed to have taken place at the inception date. 

B55 When a lease includes both land and buildings elements, a lessor shall assess the classification of 
each element as a finance lease or an operating lease separately applying paragraphs 62–66 and 
B53–B54. In determining whether the land element is an operating lease or a finance lease, an 
important consideration is that land normally has an indefinite economic life. 

B56 Whenever necessary in order to classify and account for a lease of land and buildings, a lessor 
shall allocate lease payments (including any lump-sum upfront payments) between the land and 
the buildings elements in proportion to the relative fair values of the leasehold interests in the land 
element and buildings element of the lease at the inception date. If the lease payments cannot be 
allocated reliably between these two elements, the entire lease is classified as a finance lease, 
unless it is clear that both elements are operating leases, in which case the entire lease is 
classified as an operating lease. 

B57 For a lease of land and buildings in which the amount for the land element is immaterial to the 
lease, a lessor may treat the land and buildings as a single unit for the purpose of lease 
classification and classify it as a finance lease or an operating lease applying paragraphs 62–66 
and B53–B54. In such a case, a lessor shall regard the economic life of the buildings as the 
economic life of the entire underlying asset. 
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Sublease classification 

B58 In classifying a sublease, an intermediate lessor shall classify the sublease as a finance lease or 
an operating lease as follows: 

(a) if the head lease is a short-term lease that the entity, as a lessee, has accounted for 
applying paragraph 6, the sublease shall be classified as an operating lease. 

(b) otherwise, the sublease shall be classified by reference to the right-of-use asset arising 
from the head lease, rather than by reference to the underlying asset (for example, the 
item of property, plant or equipment that is the subject of the lease). 
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Appendix C 
Effective date and transition 

This appendix is an integral part of the Standard and has the same authority as the other parts of the 
Standard. 

Effective date 

C1 An entity shall apply this Standard for annual reporting periods beginning on or after 
1 January 2019. Earlier application is permitted for entities that apply HKFRS 15 Revenue from 
Contracts with Customers at or before the date of initial application of this Standard. If an entity 
applies this Standard earlier, it shall disclose that fact. 

Transition 

C2 For the purposes of the requirements in paragraphs C1–C19, the date of initial application is the 
beginning of the annual reporting period in which an entity first applies this Standard. 

Definition of a lease 

C3 As a practical expedient, an entity is not required to reassess whether a contract is, or contains, a 
lease at the date of initial application. Instead, the entity is permitted: 

(a) to apply this Standard to contracts that were previously identified as leases applying 
HKAS 17 Leases and HK(IFRIC)-Int 4 Determining whether an Arrangement contains a 
Lease. The entity shall apply the transition requirements in paragraphs C5–C18 to those 
leases. 

(b) not to apply this Standard to contracts that were not previously identified as containing a 
lease applying HKAS 17 and HK(IFRIC)-Int 4. 

C4 If an entity chooses the practical expedient in paragraph C3, it shall disclose that fact and apply the 
practical expedient to all of its contracts. As a result, the entity shall apply the requirements in 
paragraphs 9–11 only to contracts entered into (or changed) on or after the date of initial 
application. 

Lessees 

C5 A lessee shall apply this Standard to its leases either: 

(a) retrospectively to each prior reporting period presented applying HKAS 8 Accounting 
Policies, Changes in Accounting Estimates and Errors; or 

(b) retrospectively with the cumulative effect of initially applying the Standard recognised at 
the date of initial application in accordance with paragraphs C7–C13. 

C6 A lessee shall apply the election described in paragraph C5 consistently to all of its leases in which 
it is a lessee. 

C7 If a lessee elects to apply this Standard in accordance with paragraph C5(b), the lessee shall not 
restate comparative information. Instead, the lessee shall recognise the cumulative effect of 
initially applying this Standard as an adjustment to the opening balance of retained earnings (or 
other component of equity, as appropriate) at the date of initial application. 

Leases previously classified as operating leases 

C8 If a lessee elects to apply this Standard in accordance with paragraph C5(b), the lessee shall: 
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(a) recognise a lease liability at the date of initial application for leases previously classified 
as an operating lease applying HKAS 17. The lessee shall measure that lease liability at 
the present value of the remaining lease payments, discounted using the lessee’s 
incremental borrowing rate at the date of initial application. 

(b) recognise a right-of-use asset at the date of initial application for leases previously 
classified as an operating lease applying HKAS 17. The lessee shall choose, on a 
lease-by-lease basis, to measure that right-of-use asset at either: 

(i) its carrying amount as if the Standard had been applied since the 
commencement date, but discounted using the lessee’s incremental borrowing 
rate at the date of initial application; or 

(ii) an amount equal to the lease liability, adjusted by the amount of any prepaid or 
accrued lease payments relating to that lease recognised in the statement of 
financial position immediately before the date of initial application. 

(c) apply HKAS 36 Impairment of Assets to right-of-use assets at the date of initial 
application, unless the lessee applies the practical expedient in paragraph C10(b). 

C9 Notwithstanding the requirements in paragraph C8, for leases previously classified as operating 
leases applying HKAS 17, a lessee: 

(a) is not required to make any adjustments on transition for leases for which the underlying 
asset is of low value (as described in paragraphs B3–B8) that will be accounted for 
applying paragraph 6. The lessee shall account for those leases applying this Standard 
from the date of initial application. 

(b) is not required to make any adjustments on transition for leases previously accounted for 
as investment property using the fair value model in HKAS 40 Investment Property. The 
lessee shall account for the right-of-use asset and the lease liability arising from those 
leases applying HKAS 40 and this Standard from the date of initial application. 

(c) shall measure the right-of-use asset at fair value at the date of initial application for leases 
previously accounted for as operating leases applying HKAS 17 and that will be 
accounted for as investment property using the fair value model in HKAS 40 from the 
date of initial application. The lessee shall account for the right-of-use asset and the lease 
liability arising from those leases applying HKAS 40 and this Standard from the date of 
initial application. 

C10 A lessee may use one or more of the following practical expedients when applying this Standard 
retrospectively in accordance with paragraph C5(b) to leases previously classified as operating 
leases applying HKAS 17. A lessee is permitted to apply these practical expedients on a 
lease-by-lease basis: 

(a) a lessee may apply a single discount rate to a portfolio of leases with reasonably similar 
characteristics (such as leases with a similar remaining lease term for a similar class of 
underlying asset in a similar economic environment). 

(b) a lessee may rely on its assessment of whether leases are onerous applying HKAS 37 
Provisions, Contingent Liabilities and Contingent Assets immediately before the date of 
initial application as an alternative to performing an impairment review. If a lessee 
chooses this practical expedient, the lessee shall adjust the right-of-use asset at the date 
of initial application by the amount of any provision for onerous leases recognised in the 
statement of financial position immediately before the date of initial application. 

(c) a lessee may elect not to apply the requirements in paragraph C8 to leases for which the 
lease term ends within 12 months of the date of initial application. In this case, a lessee 
shall: 

(i) account for those leases in the same way as short-term leases as described in 
paragraph 6; and 
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(ii) include the cost associated with those leases within the disclosure of short-term 
lease expense in the annual reporting period that includes the date of initial 
application. 

(d) a lessee may exclude initial direct costs from the measurement of the right-of-use asset 
at the date of initial application. 

(e) a lessee may use hindsight, such as in determining the lease term if the contract contains 
options to extend or terminate the lease. 

Leases previously classified as finance leases 

C11 If a lessee elects to apply this Standard in accordance with paragraph C5(b), for leases that were 
classified as finance leases applying HKAS 17, the carrying amount of the right-of-use asset and 
the lease liability at the date of initial application shall be the carrying amount of the lease asset 
and lease liability immediately before that date measured applying HKAS 17. For those leases, a 
lessee shall account for the right-of-use asset and the lease liability applying this Standard from the 
date of initial application. 

Disclosure 

C12 If a lessee elects to apply this Standard in accordance with paragraph C5(b), the lessee shall 
disclose information about initial application required by paragraph 28 of HKAS 8, except for the 
information specified in paragraph 28(f) of HKAS 8. Instead of the information specified in 
paragraph 28(f) of HKAS 8, the lessee shall disclose: 

(a) the weighted average lessee’s incremental borrowing rate applied to lease liabilities 
recognised in the statement of financial position at the date of initial application; and 

(b) an explanation of any difference between: 

(i) operating lease commitments disclosed applying HKAS 17 at the end of the 
annual reporting period immediately preceding the date of initial application, 
discounted using the incremental borrowing rate at the date of initial application 
as described in paragraph C8(a); and 

(ii) lease liabilities recognised in the statement of financial position at the date of 
initial application. 

C13 If a lessee uses one or more of the specified practical expedients in paragraph C10, it shall 
disclose that fact. 

Lessors 

C14 Except as described in paragraph C15, a lessor is not required to make any adjustments on 
transition for leases in which it is a lessor and shall account for those leases applying this Standard 
from the date of initial application. 

C15 An intermediate lessor shall: 

(a) reassess subleases that were classified as operating leases applying HKAS 17 and are 
ongoing at the date of initial application, to determine whether each sublease should be 
classified as an operating lease or a finance lease applying this Standard. The 
intermediate lessor shall perform this assessment at the date of initial application on the 
basis of the remaining contractual terms and conditions of the head lease and sublease 
at that date. 

(b) for subleases that were classified as operating leases applying HKAS 17 but finance 
leases applying this Standard, account for the sublease as a new finance lease entered 
into at the date of initial application. 
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Sale and leaseback transactions before the date of initial 
application 

C16 An entity shall not reassess sale and leaseback transactions entered into before the date of initial 
application to determine whether the transfer of the underlying asset satisfies the requirements in 
HKFRS 15 to be accounted for as a sale. 

C17 If a sale and leaseback transaction was accounted for as a sale and a finance lease applying 
HKAS 17, the seller-lessee shall: 

(a) account for the leaseback in the same way as it accounts for any other finance lease that 
exists at the date of initial application; and 

(b) continue to amortise any gain on sale over the lease term. 

C18 If a sale and leaseback transaction was accounted for as a sale and operating lease applying 
HKAS 17, the seller-lessee shall: 

(a) account for the leaseback in the same way as it accounts for any other operating lease 
that exists at the date of initial application; and 

(b) adjust the leaseback right-of-use asset for any deferred gains or losses that relate to 
off-market terms recognised in the statement of financial position immediately before the 
date of initial application. 

Amounts previously recognised in respect of business 
combinations 

C19 If a lessee previously recognised an asset or a liability applying HKFRS 3 Business Combinations 
relating to favourable or unfavourable terms of an operating lease acquired as part of a business 
combination, the lessee shall derecognise that asset or liability and adjust the carrying amount of 
the right-of-use asset by a corresponding amount at the date of initial application. 

References to HKFRS 9 

C20 If an entity applies this Standard but does not yet apply HKFRS 9 Financial Instruments, any 
reference in this Standard to HKFRS 9 shall be read as a reference to HKAS 39 Financial 
Instruments: Recognition and Measurement. 

Withdrawal of other Standards 

C21 This Standard supersedes the following Standards and Interpretations: 

(a) HKAS 17 Leases; 

(b) HK(IFRIC)-Int 4 Determining whether an Arrangement contains a Lease; 

(c) HK(SIC)-Int 15 Operating Leases—Incentives; and 

(d) HK(SIC)-Int 27 Evaluating the Substance of Transactions Involving the Legal Form of a 
Lease. 
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Appendix D 
Amendments to other Standards 

This appendix sets out the amendments to other Standards that are a consequence of the issuance of 
HKFRS 16. An entity shall apply the amendments for annual periods beginning on or after 1 January 2019. If 
an entity applies this Standard for an earlier period, it shall also apply these amendments for that earlier 
period. 

An entity is not permitted to apply HKFRS 16 before applying HKFRS 15 Revenue from Contracts with 
Customers (see paragraph C1). 

Consequently, for Standards that were effective on 1 January 2016, the amendments in this appendix are 
presented based on the text of those Standards that was effective on 1 January 2016, as amended by 
HKFRS 15. The text of those Standards in this appendix does not include any other amendments that were 
not effective at 1 January 2016. 

For Standards that were not effective on 1 January 2016, the amendments in this appendix are presented 
based on the text of the initial publication of that Standard, as amended by HKFRS 15. The text of those 
Standards in this appendix does not include any other amendments that were not effective at 
1 January 2016. 

Amended paragraphs are shown with deleted text struck through and new text is underlined. 

HKFRS 1 First-time Adoption of Hong Kong Financial Reporting 
Standards 

 

Paragraph 30 is amended and paragraph 39AB is added. 

 

Use of fair value as deemed cost 

30 If an entity uses fair value in its opening HKFRS statement of financial position as deemed cost for 
an item of property, plant and equipment, an investment property, or an intangible asset or a 
right-of-use asset (see paragraphs D5 and D7), the entity’s first HKFRS financial statements shall 
disclose, for each line item in the opening HKFRS statement of financial position: 

(a) ...  

Effective date 

 ...  

39AB HKFRS 16 Leases, issued in May 2016, amended paragraphs 30, C4, D1, D7, D8B and D9, 
deleted paragraph D9A and added paragraphs D9B–D9E. An entity shall apply those amendments 
when it applies HKFRS 16. 

 

Paragraph C4 is amended. 
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Exemptions for business combinations 

 ...  

C4 If a first-time adopter does not apply HKFRS 3 retrospectively to a past business combination, this 
has the following consequences for that business combination: 

(a) … 

(f) If an asset acquired, or liability assumed, in a past business combination was not 
recognised in accordance with previous GAAP, it does not have a deemed cost of zero in 
the opening HKFRS statement of financial position. Instead, the acquirer shall recognise 
and measure it in its consolidated statement of financial position on the basis that 
HKFRSs would require in the statement of financial position of the acquiree. To illustrate: 
if the acquirer had not, in accordance with its previous GAAP, capitalised finance leases 
acquired in a past business combination in which the acquiree was a lessee, it shall 
capitalise those leases in its consolidated financial statements, as HKAS 17 HKFRS 16 
Leases would require the acquiree to do in its HKFRS statement of financial position. 
Similarly, if the acquirer had not, in accordance with its previous GAAP, recognised a 
contingent liability that still exists at the date of transition to HKFRSs, the acquirer shall 
recognise that contingent liability at that date unless HKAS 37 Provisions, Contingent 
Liabilities and Contingent Assets would prohibit its recognition in the financial statements 
of the acquiree. Conversely, if an asset or liability was subsumed in goodwill in 
accordance with previous GAAP but would have been recognised separately under 
HKFRS 3, that asset or liability remains in goodwill unless HKFRSs would require its 
recognition in the financial statements of the acquiree. 

(g) ...  

 

In Appendix D, paragraphs D1, D7, D8B and D9 are amended. Paragraph D9A is deleted. Paragraphs D9B-D9E 
are added. 

 

Exemptions from other HKFRSs 

 ...  

D1 An entity may elect to use one or more of the following exemptions: 

(a) ...  

(d) leases (paragraphs D9 and D9A D9B–D9E); 

...  

Deemed cost 

 ...  

D7 The elections in paragraphs D5 and D6 are also available for: 

(a) investment property, if an entity elects to use the cost model in HKAS 40 Investment 
Property; and 

(aa) right-of-use assets (HKFRS 16 Leases); and 
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(b) ...  

...  

D8B Some entities hold items of property, plant and equipment, right-of-use assets or intangible assets 
that are used, or were previously used, in operations subject to rate regulation. The carrying 
amount of such items might include amounts that were determined under previous GAAP but do 
not qualify for capitalisation in accordance with HKFRSs. If this is the case, a first-time adopter 
may elect to use the previous GAAP carrying amount of such an item at the date of transition to 
HKFRSs as deemed cost. If an entity applies this exemption to an item, it need not apply it to all 
items. At the date of transition to HKFRSs, an entity shall test for impairment in accordance with 
HKAS 36 each item for which this exemption is used. For the purposes of this paragraph, 
operations are subject to rate regulation if they are governed by a framework for establishing the 
prices that can be charged to customers for goods or services and that framework is subject to 
oversight and/or approval by a rate regulator (as defined in HKFRS 14 Regulatory Deferral 
Accounts). 

Leases 

D9 A first-time adopter may apply the transitional provisions in HK(IFRIC)-Int 4 Determining whether 
an Arrangement contains a Lease. Therefore, a first-time adopter may determine whether an 
arrangement existing at the date of transition to HKFRSs contains a lease on the basis of facts and 
circumstances existing at that date. A first-time adopter may assess whether a contract existing at 
the date of transition to HKFRSs contains a lease by applying paragraphs 9–11 of HKFRS 16 to 
those contracts on the basis of facts and circumstances existing at that date. 

D9A [Deleted] If a first-time adopter made the same determination of whether an arrangement 
contained a lease in accordance with previous GAAP as that required by HK(IFRIC)-Int 4 but at a 
date other than that required by HK(IFRIC)-Int 4, the first-time adopter need not reassess that 
determination when it adopts HKFRSs. For an entity to have made the same determination of 
whether the arrangement contained a lease in accordance with previous GAAP, that determination 
would have to have given the same outcome as that resulting from applying HKAS 17 Leases and 
HK(IFRIC)-Int 4. 

D9B When a first-time adopter that is a lessee recognises lease liabilities and right-of-use assets, it may 
apply the following approach to all of its leases (subject to the practical expedients described in 
paragraph D9D): 

(a) measure a lease liability at the date of transition to HKFRSs. A lessee following this 
approach shall measure that lease liability at the present value of the remaining lease 
payments (see paragraph D9E), discounted using the lessee’s incremental borrowing 
rate (see paragraph D9E) at the date of transition to HKFRSs. 

(b) measure a right-of-use asset at the date of transition to HKFRSs. The lessee shall 
choose, on a lease-by-lease basis, to measure that right-of-use asset at either: 

(i) its carrying amount as if HKFRS 16 had been applied since the commencement 
date of the lease (see paragraph D9E), but discounted using the lessee’s 
incremental borrowing rate at the date of transition to HKFRSs; or 

(ii) an amount equal to the lease liability, adjusted by the amount of any prepaid or 
accrued lease payments relating to that lease recognised in the statement of 
financial position immediately before the date of transition to HKFRSs.  

(c) apply HKAS 36 to right-of-use assets at the date of transition to HKFRSs. 

D9C Notwithstanding the requirements in paragraph D9B, a first-time adopter that is a lessee shall 
measure the right-of-use asset at fair value at the date of transition to HKFRSs for leases that meet 
the definition of investment property in HKAS 40 and are measured using the fair value model in 
HKAS 40 from the date of transition to HKFRSs. 
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D9D A first-time adopter that is a lessee may do one or more of the following at the date of transition to 
HKFRSs, applied on a lease-by-lease basis: 

(a) apply a single discount rate to a portfolio of leases with reasonably similar characteristics 
(for example, a similar remaining lease term for a similar class of underlying asset in a 
similar economic environment). 

(b) elect not to apply the requirements in paragraph D9B to leases for which the lease term 
(see paragraph D9E) ends within 12 months of the date of transition to HKFRSs. Instead, 
the entity shall account for (including disclosure of information about) these leases as if 
they were short-term leases accounted for in accordance with paragraph 6 of HKFRS 16. 

(c) elect not to apply the requirements in paragraph D9B to leases for which the underlying 
asset is of low value (as described in paragraphs B3-B8 of HKFRS 16). Instead, the entity 
shall account for (including disclosure of information about) these leases in accordance 
with paragraph 6 of HKFRS 16. 

(d) exclude initial direct costs (see paragraph D9E) from the measurement of the right-of-use 
asset at the date of transition to HKFRSs. 

(e) use hindsight, such as in determining the lease term if the contract contains options to 
extend or terminate the lease. 

D9E Lease payments, lessee, lessee’s incremental borrowing rate, commencement date of the lease, 
initial direct costs and lease term are defined terms in HKFRS 16 and are used in this Standard 
with the same meaning. 

 

HKFRS 3 Business Combinations 

 

Paragraphs 14 and 17 are amended and paragraphs 28A and 28B and their related heading, and paragraph 64M, 
are added. 

 

Recognition conditions 

 ...  

14 Paragraphs B28–B40 B31–B40 provide guidance on recognising operating leases and intangible 
assets. Paragraphs 22–28B specify the types of identifiable assets and liabilities that include items 
for which this HKFRS provides limited exceptions to the recognition principle and conditions. 

Classifying or designating identifiable assets acquired and liabilities assumed in a 
business combination 

 ...  

17 This HKFRS provides two exceptions to the principle in paragraph 15: 

(a) classification of a lease contract in which the acquiree is the lessor as either an operating 
lease or a finance lease in accordance with HKAS 17 HKFRS 16 Leases; and 

(b) ...  
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Leases in which the acquiree is the lessee 

28A The acquirer shall recognise right-of-use assets and lease liabilities for leases identified in 
accordance with HKFRS 16 in which the acquiree is the lessee. The acquirer is not required to 
recognise right-of-use assets and lease liabilities for: 

(a) leases for which the lease term (as defined in HKFRS 16) ends within 12 months of the 
acquisition date; or 

(b) leases for which the underlying asset is of low value (as described in paragraphs B3–B8 
of HKFRS 16). 

28B The acquirer shall measure the lease liability at the present value of the remaining lease payments 
(as defined in HKFRS 16) as if the acquired lease were a new lease at the acquisition date. The 
acquirer shall measure the right-of-use asset at the same amount as the lease liability, adjusted to 
reflect favourable or unfavourable terms of the lease when compared with market terms. 

Effective date 

 ...  

64M HKFRS 16, issued in May 2016, amended paragraphs 14, 17, B32 and B42, deleted paragraphs 
B28–B30 and their related heading and added paragraphs 28A–28B and their related heading. An 
entity shall apply those amendments when it applies HKFRS 16. 

 

In Appendix B, paragraphs B28–B30 and their related heading are deleted and paragraphs B32 and B42 are 
amended. 

 

Operating leases 

B28 [Deleted] The acquirer shall recognise no assets or liabilities related to an operating lease in which 
the acquiree is the lessee except as required by paragraphs B29 and B30. 

B29 [Deleted] The acquirer shall determine whether the terms of each operating lease in which the 
acquiree is the lessee are favourable or unfavourable. The acquirer shall recognise an intangible 
asset if the terms of an operating lease are favourable relative to market terms and a liability if the 
terms are unfavourable relative to market terms. Paragraph B42 provides guidance on measuring 
the acquisition-date fair value of assets subject to operating leases in which the acquiree is the 
lessor. 

B30 [Deleted] An identifiable intangible asset may be associated with an operating lease, which may be 
evidenced by market participants’ willingness to pay a price for the lease even if it is at market 
terms. For example, a lease of gates at an airport or of retail space in a prime shopping area might 
provide entry into a market or other future economic benefits that qualify as identifiable intangible 
assets, for example, as a customer relationship. In that situation, the acquirer shall recognise the 
associated identifiable intangible asset(s) in accordance with paragraph B31. 

Intangible assets 

 … 

B32 An intangible asset that meets the contractual-legal criterion is identifiable even if the asset is not 
transferable or separable from the acquiree or from other rights and obligations. For example: 
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(a) [deleted] an acquiree leases a manufacturing facility under an operating lease that has 
terms that are favourable relative to market terms. The lease terms explicitly prohibit 
transfer of the lease (through either sale or sublease). The amount by which the lease 
terms are favourable compared with the terms of current market transactions for the 
same or similar items is an intangible asset that meets the contractual-legal criterion for 
recognition separately from goodwill, even though the acquirer cannot sell or otherwise 
transfer the lease contract. 

(b) ...  

Assets subject to operating leases in which the acquiree is the 
lessor 

B42 In measuring the acquisition-date fair value of an asset such as a building or a patent that is 
subject to an operating lease in which the acquiree is the lessor, the acquirer shall take into 
account the terms of the lease. In other words, tThe acquirer does not recognise a separate asset 
or liability if the terms of an operating lease are either favourable or unfavourable when compared 
with market terms as paragraph B29 requires for leases in which the acquiree is the lessee. 

 

HKFRS 4 Insurance Contracts 

 

Paragraph 4, as amended by HKFRS 15, is amended and paragraph 41I is added. 

 

Scope 

 ...  

4 An entity shall not apply this HKFRS to: 

(a) ...  

(c) contractual rights or contractual obligations that are contingent on the future use of, or 
right to use, a non-financial item (for example, some licence fees, royalties, contingent 
variable lease payments and similar items), as well as a lessee’s residual value 
guarantee embedded in a finance lease (see HKAS 17 HKFRS 16 Leases, HKFRS 15 
Revenue from Contracts with Customers and HKAS 38 Intangible Assets). 

(d) ...  

Effective date and transition 

 ...  

41I HKFRS 16, issued in May 2016, amended paragraph 4. An entity shall apply that amendment 
when it applies HKFRS 16. 
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HKFRS 7 Financial Instruments: Disclosures 

 

Paragraph 29 is amended and paragraph 44CC is added. 

 

Fair value 

 ...  

29 Disclosures of fair value are not required: 

(a) ...  

(b) for an investment in equity instruments that do not have a quoted price in an active 
market for an identical instrument (ie a Level 1 input), or derivatives linked to such equity 
instruments, that is measured at cost in accordance with HKAS 39 because its fair value 
cannot otherwise be measured reliably; or 

(c) for a contract containing a discretionary participation feature (as described in HKFRS 4) if 
the fair value of that feature cannot be measured reliably; or 

(d) for lease liabilities. 

Effective date and transition 

 … 

44CC HKFRS 16 Leases, issued in May 2016, amended paragraphs 29 and B11D. An entity shall apply 
those amendments when it applies HKFRS 16. 

 

In Appendix B, paragraph B11D is amended. 

 

Quantitative liquidity risk disclosures (paragraphs 34(a) and 39(a) 
and (b)) 

 … 

B11D The contractual amounts disclosed in the maturity analyses as required by paragraph 39(a) and (b) 
are the contractual undiscounted cash flows, for example: 

(a) gross finance lease obligations liabilities (before deducting finance charges); 

(b) ...  
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HKFRS 9 Financial Instruments 

 

Paragraph 2.1 and paragraph 5.5.15 are amended and paragraph 7.1.5 is added. 

 

Chapter 2 Scope 

2.1 This Standard shall be applied by all entities to all types of financial instruments except: 

(a) ...  

(b) rights and obligations under leases to which HKAS 17 HKFRS 16 Leases applies. 
However: 

(i) finance lease receivables (ie net investments in finance leases) and 
operating lease receivables recognised by a lessor are subject to the 
derecognition and impairment requirements of this Standard; 

(ii) finance lease payables liabilities recognised by a lessee are subject to the 
derecognition requirements in paragraph 3.3.1 of this Standard; and 

(iii) derivatives that are embedded in leases are subject to the embedded 
derivatives requirements of this Standard. 

(c) ...  

Simplified approach for trade receivables, contract assets and 
lease receivables 

5.5.15 Despite paragraphs 5.5.3 and 5.5.5, an entity shall always measure the loss allowance at an 
amount equal to lifetime expected credit losses for: 

(a) … 

(b) lease receivables that result from transactions that are within the scope of 
HKAS 17 HKFRS 16, if the entity chooses as its accounting policy to measure the 
loss allowance at an amount equal to lifetime expected credit losses. That 
accounting policy shall be applied to all lease receivables but may be applied 
separately to finance and operating lease receivables. 

...  

7.1 Effective date 

 ...  

7.1.5 HKFRS 16, issued in May 2016, amended paragraphs 2.1, 5.5.15, B4.3.8, B5.5.34 and B5.5.46. 
An entity shall apply those amendments when it applies HKFRS 16. 

 

In Appendix B, paragraphs B4.3.8, B5.5.34 and B5.5.46 are amended. 
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Embedded derivatives (Section 4.3) 

 ...  

B4.3.8 The economic characteristics and risks of an embedded derivative are closely related to the 
economic characteristics and risks of the host contract in the following examples. In these 
examples, an entity does not account for the embedded derivative separately from the host 
contract. 

(a) ...  

(f) An embedded derivative in a host lease contract is closely related to the host contract if 
the embedded derivative is (i) an inflation-related index such as an index of lease 
payments to a consumer price index (provided that the lease is not leveraged and the 
index relates to inflation in the entity’s own economic environment), (ii) contingent rentals 
variable lease payments based on related sales or (iii) contingent rentals variable lease 
payments based on variable interest rates. 

(g) ...  

Expected credit losses 

 … 

B5.5.34 When measuring a loss allowance for a lease receivable, the cash flows used for determining the 
expected credit losses should be consistent with the cash flows used in measuring the lease 
receivable in accordance with HKAS 17 HKFRS 16 Leases. 

 ...  

Time value of money 

 ...  

B5.5.46 Expected credit losses on lease receivables shall be discounted using the same discount rate used 
in the measurement of the lease receivable in accordance with HKAS 17 HKFRS 16. 

 ...  

HKFRS 13 Fair Value Measurement 

 

Paragraph 6 is amended. 

 

Scope 

 ...  

6 The measurement and disclosure requirements of this HKFRS do not apply to the following: 

(a) ...  
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(b) leasing transactions within the scope of HKAS 17 accounted for in accordance with 
HKFRS 16 Leases; and 

(c) ...  

 

In Appendix C, paragraph C6 is added. 

 

Effective date and transition 

 ...  

C6 HKFRS 16 Leases, issued in May 2016, amended paragraph 6. An entity shall apply that 
amendment when it applies HKFRS 16. 

 

HKFRS 15 Revenue from Contracts with Customers 

 

Paragraphs 5 and 97 are amended. 

 

Scope 

5 An entity shall apply this Standard to all contracts with customers, except the following: 

(a) lease contracts within the scope of HKAS 17 HKFRS 16 Leases; 

(b) ...  

Costs to fulfil a contract 

 ...  

97 Costs that relate directly to a contract (or a specific anticipated contract) include any of the 
following: 

(a) ...  

(c) allocations of costs that relate directly to the contract or to contract activities (for example, 
costs of contract management and supervision, insurance and depreciation of tools, and 
equipment and right-of-use assets used in fulfilling the contract); 

(d) ...  
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In Appendix B, paragraphs B66 and B70 are amended. 

 

A forward or a call option 

B66 If an entity has an obligation or a right to repurchase the asset (a forward or a call option), a 
customer does not obtain control of the asset because the customer is limited in its ability to direct 
the use of, and obtain substantially all of the remaining benefits from, the asset even though the 
customer may have physical possession of the asset. Consequently, the entity shall account for 
the contract as either of the following: 

(a) a lease in accordance with HKAS 17 HKFRS 16 Leases if the entity can or must 
repurchase the asset for an amount that is less than the original selling price of the asset, 
unless the contract is part of a sale and leaseback transaction. If the contract is part of a 
sale and leaseback transaction, the entity shall continue to recognise the asset and shall 
recognise a financial liability for any consideration received from the customer. The entity 
shall account for the financial liability in accordance with HKFRS 9; or 

(b) ...  

A put option 

B70 If an entity has an obligation to repurchase the asset at the customer’s request (a put option) at a 
price that is lower than the original selling price of the asset, the entity shall consider at contract 
inception whether the customer has a significant economic incentive to exercise that right. The 
customer’s exercising of that right results in the customer effectively paying the entity consideration 
for the right to use a specified asset for a period of time. Therefore, if the customer has a significant 
economic incentive to exercise that right, the entity shall account for the agreement as a lease in 
accordance with HKAS 17 HKFRS 16, unless the contract is part of a sale and leaseback 
transaction. If the contract is part of a sale and leaseback transaction, the entity shall continue to 
recognise the asset and shall recognise a financial liability for any consideration received from the 
customer. The entity shall account for the financial liability in accordance with HKFRS 9. 

 ...  

 

In Appendix C, paragraph C1A is added. 

 

Effective date 

 … 

C1A HKFRS 16 Leases, issued in May 2016, amended paragraphs 5, 97, B66 and B70. An entity shall 
apply those amendments when it applies HKFRS 16. 
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HKAS 1 Presentation of Financial Statements 

 

Paragraph 123 is amended and paragraph 139Q is added. 

 

Disclosure of accounting policies 

 … 

123 In the process of applying the entity’s accounting policies, management makes various 
judgements, apart from those involving estimations, that can significantly affect the amounts it 
recognises in the financial statements. For example, management makes judgements in 
determining: 

(a) ...  

(b) when substantially all the significant risks and rewards of ownership of financial assets 
and, for lessors, lease assets subject to leases are transferred to other entities; and 

(c) ...  

Transition and effective date 

 ...  

139Q HKFRS 16 Leases, issued in May 2016, amended paragraph 123. An entity shall apply that 
amendment when it applies HKFRS 16. 

 

HKAS 2 Inventories 

 

Paragraph 12 is amended and paragraph 40G is added. 

 

Costs of conversion 

12 The costs of conversion of inventories include costs directly related to the units of production, such 
as direct labour. They also include a systematic allocation of fixed and variable production 
overheads that are incurred in converting materials into finished goods. Fixed production 
overheads are those indirect costs of production that remain relatively constant regardless of the 
volume of production, such as depreciation and maintenance of factory buildings, and equipment 
and right-of-use assets used in the production process, and the cost of factory management and 
administration. Variable production overheads are those indirect costs of production that vary 
directly, or nearly directly, with the volume of production, such as indirect materials and indirect 
labour. 

 ...  
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Effective date 

 … 

40G HKFRS 16 Leases, issued in May 2016, amended paragraph 12. An entity shall apply that 
amendment when it applies HKFRS 16. 

 

HKAS 7 Statement of Cash Flows 

 

Paragraphs 17 and 44 are amended and paragraph 59 is added. 

 

Financing activities 

17 The separate disclosure of cash flows arising from financing activities is important because it is 
useful in predicting claims on future cash flows by providers of capital to the entity. Examples of 
cash flows arising from financing activities are: 

(a) ...  

(e) cash payments by a lessee for the reduction of the outstanding liability relating to a 
finance lease. 

Non-cash transactions 

 ...  

44 Many investing and financing activities do not have a direct impact on current cash flows although 
they do affect the capital and asset structure of an entity. The exclusion of non-cash transactions 
from the statement of cash flows is consistent with the objective of a statement of cash flows as 
these items do not involve cash flows in the current period. Examples of non-cash transactions are: 

(a) the acquisition of assets either by assuming directly related liabilities or by means of a 
finance lease; 

(b) ...  

Effective date 

 ...  

59 HKFRS 16 Leases, issued in May 2016, amended paragraphs 17 and 44. An entity shall apply 
those amendments when it applies HKFRS 16. 

 

HKAS 12 Income Taxes 

 

Paragraph 20 is amended for an entity that has not adopted HKFRS 9 Financial Instruments. 
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Assets carried at fair value 

20 HKFRSs permit or require certain assets to be carried at fair value or to be revalued (see, for 
example, HKAS 16 Property, Plant and Equipment, HKAS 38 Intangible Assets, HKAS 39 
Financial Instruments: Recognition and Measurement, and HKAS 40 Investment Property and 
HKFRS 16 Leases). In some jurisdictions, the revaluation or other restatement of an asset to fair 
value affects taxable profit (tax loss) for the current period. As a result, the tax base of the asset is 
adjusted and no temporary difference arises. In other jurisdictions, the revaluation or restatement 
of an asset does not affect taxable profit in the period of the revaluation or restatement and, 
consequently, the tax base of the asset is not adjusted. Nevertheless, the future recovery of the 
carrying amount will result in a taxable flow of economic benefits to the entity and the amount that 
will be deductible for tax purposes will differ from the amount of those economic benefits. The 
difference between the carrying amount of a revalued asset and its tax base is a temporary 
difference and gives rise to a deferred tax liability or asset. This is true even if: 

(a) ...  

 

Paragraph 20 is amended for an entity that has adopted HKFRS 9 Financial Instruments. 

 

Assets carried at fair value 

20 HKFRSs permit or require certain assets to be carried at fair value or to be revalued (see, for 
example, HKAS 16 Property, Plant and Equipment, HKAS 38 Intangible Assets, HKAS 40 
Investment Property, and HKFRS 9 Financial Instruments and HKFRS 16 Leases). In some 
jurisdictions, the revaluation or other restatement of an asset to fair value affects taxable profit (tax 
loss) for the current period. As a result, the tax base of the asset is adjusted and no temporary 
difference arises. In other jurisdictions, the revaluation or restatement of an asset does not affect 
taxable profit in the period of the revaluation or restatement and, consequently, the tax base of the 
asset is not adjusted. Nevertheless, the future recovery of the carrying amount will result in a 
taxable flow of economic benefits to the entity and the amount that will be deductible for tax 
purposes will differ from the amount of those economic benefits. The difference between the 
carrying amount of a revalued asset and its tax base is a temporary difference and gives rise to a 
deferred tax liability or asset. This is true even if: 

(a) ...  

 

Paragraph 98G is added. 

 

Effective date 

 … 

98G HKFRS 16, issued in May 2016, amended paragraph 20. An entity shall apply that amendment 
when it applies HKFRS 16. 
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HKAS 16 Property, Plant and Equipment 

 

Paragraphs 4 and 27 are deleted, paragraphs 5, 10, 44 and 68 are amended, paragraph 69, as amended by 
HKFRS 15, is amended and paragraph 81L is added. 

 

Scope 

 ...  

4 [Deleted] Other Standards may require recognition of an item of property, plant and equipment 
based on an approach different from that in this Standard. For example, HKAS 17 Leases requires 
an entity to evaluate its recognition of an item of leased property, plant and equipment on the basis 
of the transfer of risks and rewards. However, in such cases other aspects of the accounting 
treatment for these assets, including depreciation, are prescribed by this Standard. 

5 An entity using the cost model for investment property in accordance with HKAS 40 Investment 
Property shall use the cost model in this Standard for owned investment property. 

Recognition 

 ...  

10 An entity evaluates under this recognition principle all its property, plant and equipment costs at the 
time they are incurred. These costs include costs incurred initially to acquire or construct an item of 
property, plant and equipment and costs incurred subsequently to add to, replace part of, or 
service it. The cost of an item of property, plant and equipment may include costs incurred relating 
to leases of assets that are used to construct, add to, replace part of or service an item of property, 
plant and equipment, such as depreciation of right-of-use assets. 

Measurement of cost 

 ...  

27 [Deleted] The cost of an item of property, plant and equipment held by a lessee under a finance 
lease is determined in accordance with HKAS 17. 

 ...  

Depreciation 

 ...  

44 An entity allocates the amount initially recognised in respect of an item of property, plant and 
equipment to its significant parts and depreciates separately each such part. For example, it may 
be appropriate to depreciate separately the airframe and engines of an aircraft, whether owned or 
subject to a finance lease. Similarly, if an entity acquires property, plant and equipment subject to 
an operating lease in which it is the lessor, it may be appropriate to depreciate separately amounts 
reflected in the cost of that item that are attributable to favourable or unfavourable lease terms 
relative to market terms. 

 ...  
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Derecognition 

 ...  

68 The gain or loss arising from the derecognition of an item of property, plant and equipment 
shall be included in profit or loss when the item is derecognised (unless HKAS 17 
HKFRS 16 Leases requires otherwise on a sale and leaseback). Gains shall not be classified 
as revenue. 

 ...  

69 The disposal of an item of property, plant and equipment may occur in a variety of ways (eg by sale, 
by entering into a finance lease or by donation). The date of disposal of an item of property, plant 
and equipment is the date the recipient obtains control of that item in accordance with the 
requirements for determining when a performance obligation is satisfied in HKFRS 15. HKAS 17 
HKFRS 16 applies to disposal by a sale and leaseback. 

 ...  

Effective date 

 ...  

81L HKFRS 16, issued in May 2016, deleted paragraphs 4 and 27 and amended paragraphs 5, 10, 44 
and 68–69. An entity shall apply those amendments when it applies HKFRS 16. 

 

HKAS 21 The Effects of Changes in Foreign Exchange Rates 

 

Paragraph 16 is amended and paragraph 60K is added. 

 

Monetary items 

16 The essential feature of a monetary item is a right to receive (or an obligation to deliver) a fixed or 
determinable number of units of currency. Examples include: pensions and other employee 
benefits to be paid in cash; provisions that are to be settled in cash; lease liabilities; and cash 
dividends that are recognised as a liability. Similarly, a contract to receive (or deliver) a variable 
number of the entity’s own equity instruments or a variable amount of assets in which the fair value 
to be received (or delivered) equals a fixed or determinable number of units of currency is a 
monetary item. Conversely, the essential feature of a non-monetary item is the absence of a right 
to receive (or an obligation to deliver) a fixed or determinable number of units of currency. 
Examples include: amounts prepaid for goods and services (eg prepaid rent); goodwill; intangible 
assets; inventories; property, plant and equipment; right-of-use assets; and provisions that are to 
be settled by the delivery of a non-monetary asset. 

Effective date and transition 

 … 

60K HKFRS 16 Leases, issued in May 2016, amended paragraph 16. An entity shall apply that 
amendment when it applies HKFRS 16. 
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HKAS 23 Borrowing Costs 

 

Paragraph 6 is amended and paragraph 29C is added. 

 

Definitions 

 ...  

6 Borrowing costs may include: 

(a) ...  

(d) finance charges interest in respect of finance leases liabilities recognised in accordance 
with HKAS 17 HKFRS 16 Leases; and 

(e) ...  

Effective date 

 ...  

29C HKFRS 16, issued in May 2016, amended paragraph 6. An entity shall apply that amendment 
when it applies HKFRS 16. 

 

HKAS 32 Financial Instruments: Presentation 

 

Paragraph 97S is added and paragraphs AG9 and AG10 in the Application Guidance are amended. 

 

Effective date and transition 

 ...  

97S HKFRS 16 Leases, issued in May 2016, amended paragraphs AG9 and AG10. An entity shall 
apply those amendments when it applies HKFRS 16. 

 

Appendix 

Definitions (paragraphs 11–14) 

Financial assets and financial liabilities 

 ...  



LEASES 

©  Copyright 58 HKFRS 16 

AG9 Under HKAS 17 Leases a finance lease is regarded as primarily A lease typically creates an 
entitlement of the lessor to receive, and an obligation of the lessee to pay, a stream of payments 
that are substantially the same as blended payments of principal and interest under a loan 
agreement. The lessor accounts for its investment in the amount receivable under a finance the 
lease contract rather than the leased underlying asset itself that is subject to the finance lease. 
Accordingly, a lessor regards a finance lease as a financial instrument. An operating lease, on the 
other hand, is regarded as primarily an uncompleted contract committing the lessor to provide the 
use of an asset in future periods in exchange for consideration similar to a fee for a service. Under 
HKFRS 16, a lessor does not recognise its entitlement to receive lease payments under an 
operating lease. The lessor continues to account for the leased underlying asset itself rather than 
any amount receivable in the future under the contract. Accordingly, a finance lease is regarded as 
a financial instrument and an operating lease is not regarded as a financial instrument (except as 
regards individual payments currently due and payable) a lessor does not regard an operating 
lease as a financial instrument, except as regards individual payments currently due and payable 
by the lessee. 

AG10 Physical assets (such as inventories, property, plant and equipment), leased right-of-use assets 
and intangible assets (such as patents and trademarks) are not financial assets. Control of such 
physical assets, right-of-use assets and intangible assets creates an opportunity to generate an 
inflow of cash or another financial asset, but it does not give rise to a present right to receive cash 
or another financial asset. 

 ...  

 

HKAS 37 Provisions, Contingent Liabilities and Contingent Assets 

 

Paragraph 5 is amended and paragraph 102 is added. 

 

Scope 

 ...  

5 When another Standard deals with a specific type of provision, contingent liability or contingent 
asset, an entity applies that Standard instead of this Standard. For example, some types of 
provisions are addressed in Standards on: 

(a) ...  

(c) leases (see HKAS 17 HKFRS 16 Leases). However, as HKAS 17 contains no specific 
requirements to deal with operating leases that have become onerous, this Standard 
applies to such cases this Standard applies to any lease that becomes onerous before 
the commencement date of the lease as defined in HKFRS 16. This Standard also 
applies to short-term leases and leases for which the underlying asset is of low value 
accounted for in accordance with paragraph 6 of HKFRS 16 and that have become 
onerous; 

(d) ...  

Effective date 

 ...  
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102 HKFRS 16, issued in May 2016, amended paragraph 5. An entity shall apply that amendment 
when it applies HKFRS 16. 

 

HKAS 38 Intangible Assets 

 

Paragraphs 3, 6 and 113 are amended, paragraph 114, as amended by HKFRS 15, is amended and 
paragraph 130L is added. 

 

Scope 

 … 

3 If another Standard prescribes the accounting for a specific type of intangible asset, an entity 
applies that Standard instead of this Standard. For example, this Standard does not apply to: 

(a) ...  

(c) leases that are within the scope of HKAS 17 of intangible assets accounted for in 
accordance with HKFRS 16 Leases. 

(d) ...  

6 In the case of a finance lease, the underlying asset may be either tangible or intangible. After initial 
recognition, a lessee accounts for an intangible asset held under a finance lease in accordance 
with this Standard. Rights held by a lessee under licensing agreements for items such as motion 
picture films, video recordings, plays, manuscripts, patents and copyrights are excluded from the 
scope of HKAS 17 and are within the scope of this Standard and are excluded from the scope of 
HKFRS 16. 

...  

Retirements and disposals 

 ...  

113 The gain or loss arising from the derecognition of an intangible asset shall be determined 
as the difference between the net disposal proceeds, if any, and the carrying amount of the 
asset. It shall be recognised in profit or loss when the asset is derecognised (unless 
HKAS 17 HKFRS 16 requires otherwise on a sale and leaseback.) Gains shall not be 
classified as revenue. 

114 The disposal of an intangible asset may occur in a variety of ways (eg by sale, by entering into a 
finance lease, or by donation). The date of disposal of an intangible asset is the date that the 
recipient obtains control of that asset in accordance with the requirements for determining when a 
performance obligation is satisfied in HKFRS 15 Revenue from Contracts with Customers. 
HKAS 17 HKFRS 16 applies to disposal by a sale and leaseback. 

Transitional provisions and effective date 

 ...  
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130L HKFRS 16, issued in May 2016, amended paragraphs 3, 6, 113 and 114. An entity shall apply 
those amendments when it applies HKFRS 16. 

 

HKAS 39 Financial Instruments: Recognition and Measurement 

 

Paragraph 2 is amended, paragraph 103V is added and paragraph AG33 in the Application Guidance is amended 
for an entity that has not adopted HKFRS 9 Financial Instruments. HKAS 39 and its Application Guidance are not 
amended for an entity that has adopted HKFRS 9. 

 

Scope 

2 This Standard shall be applied by all entities to all types of financial instruments except: 

(a) ...  

(b) rights and obligations under leases to which HKAS 17 HKFRS 16 Leases applies. 
However: 

(i) finance lease receivables (ie net investments in finance leases) and 
operating lease receivables recognised by a lessor are subject to the 
derecognition and impairment provisions of this Standard (see 
paragraphs 15–37, 58, 59, 63–65 and Appendix A paragraphs AG36–AG52 
and AG84–AG93); 

(ii) finance lease payables liabilities recognised by a lessee are subject to the 
derecognition provisions in paragraph 39 of this Standard (see 
paragraphs 39–42 and Appendix A paragraphs AG57–AG63); and 

(iii) ...  

Effective date and transition 

 ...  

103V HKFRS 16, issued in May 2016, amended paragraphs 2 and AG33. An entity shall apply those 
amendments when it applies HKFRS 16. 

 

Appendix A 

Embedded derivatives (paragraphs 10–13) 

 ...  

AG33 The economic characteristics and risks of an embedded derivative are closely related to the 
economic characteristics and risks of the host contract in the following examples. In these 
examples, an entity does not account for the embedded derivative separately from the host 
contract. 

(a) ...  
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(f) An embedded derivative in a host lease contract is closely related to the host contract if 
the embedded derivative is (i) an inflation-related index such as an index of lease 
payments to a consumer price index (provided that the lease is not leveraged and the 
index relates to inflation in the entity’s own economic environment), (ii) contingent rentals 
variable lease payments based on related sales or (iii) contingent rentals variable lease 
payments based on variable interest rates. 

(g) ...  

 

HKAS 40 Investment Property 

 

Given the extensive changes to HKAS 40 Investment Property, the full text of this Standard with the proposed 
changes to it has been reproduced at the end of Appendix D. 

 

HKAS 41 Agriculture 

 

Paragraph 2 is amended and paragraph 64 is added. 

 

Scope 

 ...  

2 This Standard does not apply to: 

(a) ...  

(e) right-of-use assets arising from a lease of land related to agricultural activity (see 
HKFRS 16 Leases). 

...  

Effective date and transition 

 ...  

64 HKFRS 16, issued in May 2016, amended paragraph 2. An entity shall apply that amendment 
when it applies HKFRS 16. 
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HK(IFRIC)-Int 1 Changes in Existing Decommissioning, Restoration and 
Similar Liabilities 

 

The References paragraph is amended. 

 

References 

• HKFRS 16 Leases 

• HKAS 1 Presentation of Financial Statements (as revised in 2007) 

• ...  

 

Paragraph 2 is amended and paragraph 9B is added. 

 

Scope 

2 This Interpretation applies to changes in the measurement of any existing decommissioning, 
restoration or similar liability that is both: 

(a) recognised as part of the cost of an item of property, plant and equipment in accordance 
with HKAS 16 or as part of the cost of a right-of-use asset in accordance with HKFRS 16; 
and 

(b) ...  

Effective date 

 … 

9B HKFRS 16, issued in May 2016, amended paragraph 2. An entity shall apply that amendment 
when it applies HKFRS 16. 

 

HK(IFRIC)-Int 12 Service Concession Arrangements 

 

The References paragraph is amended. 

 

References 

• ...  
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• HKFRS 15 Revenue from Contracts with Customers 

• HKFRS 16 Leases 

• ...  

• HKAS 17 Leases 

• ...  

• HK(IFRIC)-Int 4 Determining whether an Arrangement contains a Lease 

• ...  

 

Paragraph 28F is added. 

 

Effective date 

 ...  

28F HKFRS 16, issued in May 2016, amended paragraph AG8. An entity shall apply that amendment 
when it applies HKFRS 16. 

 

In Appendix A, paragraph AG8 is amended. 

 

Appendix A 

Scope (paragraph 5) 

 … 

AG8 The operator may have a right to use the separable infrastructure described in paragraph AG7(a), 
or the facilities used to provide ancillary unregulated services described in paragraph AG7(b). In 
either case, there may in substance be a lease from the grantor to the operator; if so, it shall be 
accounted for in accordance with HKAS 17 HKFRS 16. 

 

HK(SIC)-Int 29 Service Concession Arrangements: Disclosures 

 

The References paragraph is amended. 
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References 

• HKFRS 16 Leases 

• ...  

• HKAS 17 Leases (as revised in 2003) 

• ...  

 

Paragraph 5 is amended. 

 

Issue 

 ...  

5 Certain aspects and disclosures relating to some service concession arrangements are already 
addressed by existing Hong Kong Financial Reporting Standards (eg HKAS 16 applies to 
acquisitions of items of property, plant and equipment, HKAS 17 HKFRS 16 applies to leases of 
assets, and HKAS 38 applies to acquisitions of intangible assets). However, a service concession 
arrangement may involve executory contracts that are not addressed in Hong Kong Financial 
Reporting Standards, unless the contracts are onerous, in which case HKAS 37 applies. Therefore, 
this Interpretation addresses additional disclosures of service concession arrangements. 

 

The Effective date paragraph is amended. 

 

Effective date 

… 

An entity shall apply the amendment in paragraphs 6(e) and 6A for annual periods beginning on or after 
1 January 2008. If an entity applies HK(IFRIC)-Int 12 for an earlier period, the amendment shall be applied 
for that earlier period. 

HKFRS 16, issued in May 2016, amended paragraph 5. An entity shall apply that amendment when it 
applies HKFRS 16. 

 

HK(SIC)-Int 32 Intangible Assets—Web Site Costs 

 

The References paragraph is amended. 
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References 

• ...  

• HKFRS 15 Revenue from Contracts with Customers 

• HKFRS 16 Leases 

• ...  

• HKAS 17 Leases (as revised in 2003) 

• ...  

 

Paragraph 6, as amended by HKFRS 15, is amended. 

 

Issue 

 ...  

6 HKAS 38 does not apply to intangible assets held by an entity for sale in the ordinary course of 
business (see HKAS 2 and HKFRS 15) or leases that fall within the scope of HKAS 17 of intangible 
assets accounted for in accordance with HKFRS 16. Accordingly, this Interpretation does not apply 
to expenditure on the development or operation of a web site (or web site software) for sale to 
another entity or that is accounted for in accordance with HKFRS 16. When a web site is leased 
under an operating lease, the lessor applies this Interpretation. When a web site is leased under a 
finance lease, the lessee applies this Interpretation after initial recognition of the leased asset. 

 

The Effective date paragraph is amended. 

 

Effective date 

… 

HKFRS 15 Revenue from Contracts with Customers, issued in July 2014, amended the ‘References’ section 
and paragraph 6. An entity shall apply that amendment when it applies HKFRS 15. 

HKFRS 16, issued in May 2016, amended paragraph 6. An entity shall apply that amendment when it 
applies HKFRS 16. 
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HKAS 40 Investment Property 

 

Given the extensive changes to HKAS 40 Investment Property, the full text of this Standard, as amended by 
HKFRS 15, with the proposed changes to it has been reproduced. New text is underlined and deleted text is 
struck through. 

 

Hong Kong Accounting Standard 40 
Investment Property 

Objective 

1 The objective of this Standard is to prescribe the accounting treatment for investment property and 
related disclosure requirements. 

Scope 

2 This Standard shall be applied in the recognition, measurement and disclosure of 
investment property. 

3 [Deleted] Among other things, this Standard applies to the measurement in a lessee’s financial 
statements of investment property interests held under a lease accounted for as a finance lease 
and to the measurement in a lessor’s financial statements of investment property provided to a 
lessee under an operating lease. This Standard does not deal with matters covered in HKAS 17 
Leases, including: 

(a) classification of leases as finance leases or operating leases; 

(b) recognition of lease income from investment property (see also HKFRS 15 Revenue from 
Contracts with Customers); 

(c) measurement in a lessee’s financial statements of property interests held under a lease 
accounted for as an operating lease; 

(d) measurement in a lessor’s financial statements of its net investment in a finance lease; 

(e) accounting for sale and leaseback transactions; and 

(f) disclosure about finance leases and operating leases. 

4 This Standard does not apply to: 

(a) biological assets related to agricultural activity (see HKAS 41 Agriculture and HKAS 16 
Property, Plant and Equipment); and 

(b) mineral rights and mineral reserves such as oil, natural gas and similar non-regenerative 
resources. 

Definitions 

5 The following terms are used in this Standard with the meanings specified: 

Carrying amount is the amount at which an asset is recognised in the statement of financial 
position. 
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Cost is the amount of cash or cash equivalents paid or the fair value of other consideration 
given to acquire an asset at the time of its acquisition or construction or, where applicable, 
the amount attributed to that asset when initially recognised in accordance with the specific 
requirements of other HKFRSs, eg HKFRS 2 Share-based Payment. 

Fair value is the price that would be received to sell an asset or paid to transfer a liability in 
an orderly transaction between market participants at the measurement date. (See 
HKFRS 13 Fair Value Measurement). 

Investment property is property (land or a building—or part of a building—or both) held (by 
the owner or by the lessee as a right-of-use asset under a finance lease) to earn rentals or 
for capital appreciation or both, rather than for: 

(a) use in the production or supply of goods or services or for administrative 
purposes; or 

(b) sale in the ordinary course of business. 

Owner-occupied property is property held (by the owner or by the lessee as a right-of-use 
asset under a finance lease) for use in the production or supply of goods or services or for 
administrative purposes. 

Classification of property as investment property or owner-occupied 
property 

6 [Deleted] A property interest that is held by a lessee under an operating lease may be 
classified and accounted for as investment property if, and only if, the property would 
otherwise meet the definition of an investment property and the lessee uses the fair value 
model set out in paragraphs 33–55 for the asset recognised. This classification alternative 
is available on a property-by-property basis. However, once this classification alternative is 
selected for one such property interest held under an operating lease, all property 
classified as investment property shall be accounted for using the fair value model. When 
this classification alternative is selected, any interest so classified is included in the 
disclosures required by paragraphs 74–78. 

7 Investment property is held to earn rentals or for capital appreciation or both. Therefore, an 
investment property generates cash flows largely independently of the other assets held by an 
entity. This distinguishes investment property from owner-occupied property. The production or 
supply of goods or services (or the use of property for administrative purposes) generates cash 
flows that are attributable not only to property, but also to other assets used in the production or 
supply process. HKAS 16 applies to owned owner-occupied property and HKFRS 16 applies to 
owner-occupied property held by a lessee as a right-of-use asset. 

8 The following are examples of investment property: 

(a) land held for long-term capital appreciation rather than for short-term sale in the ordinary 
course of business. 

(b) land held for a currently undetermined future use. (If an entity has not determined that it 
will use the land as owner-occupied property or for short-term sale in the ordinary course 
of business, the land is regarded as held for capital appreciation.) 

(c) a building owned by the entity (or a right-of-use asset relating to a building held by the 
entity under a finance lease) and leased out under one or more operating leases. 

(d) a building that is vacant but is held to be leased out under one or more operating leases. 

(e) property that is being constructed or developed for future use as investment property. 

9 The following are examples of items that are not investment property and are therefore outside the 
scope of this Standard: 
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(a) property intended for sale in the ordinary course of business or in the process of 
construction or development for such sale (see HKAS 2 Inventories), for example, 
property acquired exclusively with a view to subsequent disposal in the near future or for 
development and resale. 

(b) [deleted] 

(c) owner-occupied property (see HKAS 16 and HKFRS 16), including (among other things) 
property held for future use as owner-occupied property, property held for future 
development and subsequent use as owner-occupied property, property occupied by 
employees (whether or not the employees pay rent at market rates) and owner-occupied 
property awaiting disposal. 

(d) [deleted] 

(e) property that is leased to another entity under a finance lease. 

10 Some properties comprise a portion that is held to earn rentals or for capital appreciation and 
another portion that is held for use in the production or supply of goods or services or for 
administrative purposes. If these portions could be sold separately (or leased out separately under 
a finance lease), an entity accounts for the portions separately. If the portions could not be sold 
separately, the property is investment property only if an insignificant portion is held for use in the 
production or supply of goods or services or for administrative purposes. 

11 In some cases, an entity provides ancillary services to the occupants of a property it holds. An 
entity treats such a property as investment property if the services are insignificant to the 
arrangement as a whole. An example is when the owner of an office building provides security and 
maintenance services to the lessees who occupy the building. 

12 In other cases, the services provided are significant. For example, if an entity owns and manages a 
hotel, services provided to guests are significant to the arrangement as a whole. Therefore, an 
owner-managed hotel is owner-occupied property, rather than investment property. 

13 It may be difficult to determine whether ancillary services are so significant that a property does not 
qualify as investment property. For example, the owner of a hotel sometimes transfers some 
responsibilities to third parties under a management contract. The terms of such contracts vary 
widely. At one end of the spectrum, the owner’s position may, in substance, be that of a passive 
investor. At the other end of the spectrum, the owner may simply have outsourced day-to-day 
functions while retaining significant exposure to variation in the cash flows generated by the 
operations of the hotel. 

14 Judgement is needed to determine whether a property qualifies as investment property. An entity 
develops criteria so that it can exercise that judgement consistently in accordance with the 
definition of investment property and with the related guidance in paragraphs 7–13. Paragraph 
75(c) requires an entity to disclose these criteria when classification is difficult. 

14A Judgement is also needed to determine whether the acquisition of investment property is the 
acquisition of an asset or a group of assets or a business combination within the scope of 
HKFRS 3 Business Combinations. Reference should be made to HKFRS 3 to determine whether it 
is a business combination. The discussion in paragraphs 7–14 of this Standard relates to whether 
or not property is owner-occupied property or investment property and not to determining whether 
or not the acquisition of property is a business combination as defined in HKFRS 3. Determining 
whether a specific transaction meets the definition of a business combination as defined in 
HKFRS 3 and includes an investment property as defined in this Standard requires the separate 
application of both Standards. 

15 In some cases, an entity owns property that is leased to, and occupied by, its parent or another 
subsidiary. The property does not qualify as investment property in the consolidated financial 
statements, because the property is owner-occupied from the perspective of the group. However, 
from the perspective of the entity that owns it, the property is investment property if it meets the 
definition in paragraph 5. Therefore, the lessor treats the property as investment property in its 
individual financial statements.  
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Recognition 

16 An owned Iinvestment property shall be recognised as an asset when, and only when: 

(a) it is probable that the future economic benefits that are associated with the 
investment property will flow to the entity; and 

(b) the cost of the investment property can be measured reliably. 

17 An entity evaluates under this recognition principle all its investment property costs at the time they 
are incurred. These costs include costs incurred initially to acquire an investment property and 
costs incurred subsequently to add to, replace part of, or service a property. 

18 Under the recognition principle in paragraph 16, an entity does not recognise in the carrying 
amount of an investment property the costs of the day-to-day servicing of such a property. Rather, 
these costs are recognised in profit or loss as incurred. Costs of day-to-day servicing are primarily 
the cost of labour and consumables, and may include the cost of minor parts. The purpose of these 
expenditures is often described as for the ‘repairs and maintenance’ of the property. 

19 Parts of investment properties may have been acquired through replacement. For example, the 
interior walls may be replacements of original walls. Under the recognition principle, an entity 
recognises in the carrying amount of an investment property the cost of replacing part of an 
existing investment property at the time that cost is incurred if the recognition criteria are met. The 
carrying amount of those parts that are replaced is derecognised in accordance with the 
derecognition provisions of this Standard. 

19A An investment property held by a lessee as a right-of-use asset shall be recognised in accordance 
with HKFRS 16. 

Measurement at recognition 

20 An owned investment property shall be measured initially at its cost. Transaction costs 
shall be included in the initial measurement. 

21 The cost of a purchased investment property comprises its purchase price and any directly 
attributable expenditure. Directly attributable expenditure includes, for example, professional fees 
for legal services, property transfer taxes and other transaction costs. 

22 [Deleted] 

23 The cost of an investment property is not increased by: 

(a) start-up costs (unless they are necessary to bring the property to the condition necessary 
for it to be capable of operating in the manner intended by management), 

(b) operating losses incurred before the investment property achieves the planned level of 
occupancy, or 

(c) abnormal amounts of wasted material, labour or other resources incurred in constructing 
or developing the property. 

24 If payment for an investment property is deferred, its cost is the cash price equivalent. The 
difference between this amount and the total payments is recognised as interest expense over the 
period of credit. 

25 [Deleted] The initial cost of a property interest held under a lease and classified as an 
investment property shall be as prescribed for a finance lease by paragraph 20 of HKAS 17, 
ie the asset shall be recognised at the lower of the fair value of the property and the present 
value of the minimum lease payments. An equivalent amount shall be recognised as a 
liability in accordance with that same paragraph. 
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26 [Deleted] Any premium paid for a lease is treated as part of the minimum lease payments for this 
purpose, and is therefore included in the cost of the asset, but is excluded from the liability. If a 
property interest held under a lease is classified as investment property, the item accounted for at 
fair value is that interest and not the underlying property. Guidance on measuring the fair value of a 
property interest is set out for the fair value model in paragraphs 33–35, 40, 41, 48, 50 and 52 and 
in HKFRS 13. That guidance is also relevant to the measurement of fair value when that value is 
used as cost for initial recognition purposes. 

27 One or more investment properties may be acquired in exchange for a non-monetary asset or 
assets, or a combination of monetary and non-monetary assets. The following discussion refers to 
an exchange of one non-monetary asset for another, but it also applies to all exchanges described 
in the preceding sentence. The cost of such an investment property is measured at fair value 
unless (a) the exchange transaction lacks commercial substance or (b) the fair value of neither the 
asset received nor the asset given up is reliably measurable. The acquired asset is measured in 
this way even if an entity cannot immediately derecognise the asset given up. If the acquired asset 
is not measured at fair value, its cost is measured at the carrying amount of the asset given up. 

28 An entity determines whether an exchange transaction has commercial substance by considering 
the extent to which its future cash flows are expected to change as a result of the transaction. An 
exchange transaction has commercial substance if: 

(a) the configuration (risk, timing and amount) of the cash flows of the asset received differs 
from the configuration of the cash flows of the asset transferred, or 

(b) the entity-specific value of the portion of the entity’s operations affected by the transaction 
changes as a result of the exchange, and 

(c) the difference in (a) or (b) is significant relative to the fair value of the assets exchanged. 

For the purpose of determining whether an exchange transaction has commercial substance, the 
entity-specific value of the portion of the entity’s operations affected by the transaction shall reflect 
post-tax cash flows. The result of these analyses may be clear without an entity having to perform 
detailed calculations. 

29 The fair value of an asset is reliably measurable if (a) the variability in the range of reasonable fair 
value measurements is not significant for that asset or (b) the probabilities of the various estimates 
within the range can be reasonably assessed and used when measuring fair value. If the entity is 
able to measure reliably the fair value of either the asset received or the asset given up, then the 
fair value of the asset given up is used to measure cost unless the fair value of the asset received 
is more clearly evident. 

29A An investment property held by a lessee as a right-of-use asset shall be measured initially at its 
cost in accordance with HKFRS 16. 

Measurement after recognition 

Accounting policy 

30 With the exceptions noted in paragraphs 32A and 34, an entity shall choose as its 
accounting policy either the fair value model in paragraphs 33–55 or the cost model in 
paragraph 56 and shall apply that policy to all of its investment property. 

31 HKAS 8 Accounting Policies, Changes in Accounting Estimates and Errors states that a voluntary 
change in accounting policy shall be made only if the change results in the financial statements 
providing reliable and more relevant information about the effects of transactions, other events or 
conditions on the entity’s financial position, financial performance or cash flows. It is highly unlikely 
that a change from the fair value model to the cost model will result in a more relevant 
presentation. 

32 This Standard requires all entities to measure the fair value of investment property, for the purpose 
of either measurement (if the entity uses the fair value model) or disclosure (if it uses the cost 
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model). An entity is encouraged, but not required, to measure the fair value of investment property 
on the basis of a valuation by an independent valuer who holds a recognised and relevant 
professional qualification and has recent experience in the location and category of the investment 
property being valued. 

32A An entity may: 

(a) choose either the fair value model or the cost model for all investment property 
backing liabilities that pay a return linked directly to the fair value of, or returns 
from, specified assets including that investment property; and 

(b) choose either the fair value model or the cost model for all other investment 
property, regardless of the choice made in (a). 

32B Some insurers and other entities operate an internal property fund that issues notional units, with 
some units held by investors in linked contracts and others held by the entity. Paragraph 32A does 
not permit an entity to measure the property held by the fund partly at cost and partly at fair value. 

32C If an entity chooses different models for the two categories described in paragraph 32A, sales of 
investment property between pools of assets measured using different models shall be recognised 
at fair value and the cumulative change in fair value shall be recognised in profit or loss. 
Accordingly, if an investment property is sold from a pool in which the fair value model is used into 
a pool in which the cost model is used, the property’s fair value at the date of the sale becomes its 
deemed cost. 

Fair value model 

33 After initial recognition, an entity that chooses the fair value model shall measure all of its 
investment property at fair value, except in the cases described in paragraph 53. 

34 [Deleted] When a property interest held by a lessee under an operating lease is classified as 
an investment property under paragraph 6, paragraph 30 is not elective; the fair value 
model shall be applied. 

35 A gain or loss arising from a change in the fair value of investment property shall be 
recognised in profit or loss for the period in which it arises. 

36–39 [Deleted] 

40 When measuring the fair value of investment property in accordance with HKFRS 13, an entity 
shall ensure that the fair value reflects, among other things, rental income from current leases and 
other assumptions that market participants would use when pricing investment property under 
current market conditions. 

40A When a lessee uses the fair value model to measure an investment property that is held as a 
right-of-use asset, it shall measure the right-of-use asset, and not the underlying property, at fair 
value. 

41 Paragraph 25 HKFRS 16 specifies the basis for initial recognition of the cost of an interest in a 
leased property an investment property held by a lessee as a right-of-use asset. Paragraph 33 
requires the interest in the leased property investment property held by a lessee as a right-of-use 
asset to be remeasured, if necessary, to fair value if the entity chooses the fair value model. In a 
lease negotiated When lease payments are at market rates, the fair value of an interest in a leased 
property an investment property held by a lessee as a right-of-use asset at acquisition, net of all 
expected lease payments (including those relating to recognised lease liabilities), should be zero. 
This fair value does not change regardless of whether, for accounting purposes, a leased asset 
and liability are recognised at fair value or at the present value of minimum lease payments, in 
accordance with paragraph 20 of HKAS 17. Thus, remeasuring a leased right-of-use asset from 
cost in accordance with paragraph 25 HKFRS 16 to fair value in accordance with paragraph 33 
(taking into account the requirements in paragraph 50) should not give rise to any initial gain or 
loss, unless fair value is measured at different times. This could occur when an election to apply 
the fair value model is made after initial recognition. 
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42–47 [Deleted] 

48 In exceptional cases, there is clear evidence when an entity first acquires an investment property 
(or when an existing property first becomes investment property after a change in use) that the 
variability in the range of reasonable fair value measurements will be so great, and the probabilities 
of the various outcomes so difficult to assess, that the usefulness of a single measure of fair value 
is negated. This may indicate that the fair value of the property will not be reliably measurable on a 
continuing basis (see paragraph 53). 

49 [Deleted] 

50 In determining the carrying amount of investment property under the fair value model, an entity 
does not double-count assets or liabilities that are recognised as separate assets or liabilities. For 
example: 

(a) equipment such as lifts or air-conditioning is often an integral part of a building and is 
generally included in the fair value of the investment property, rather than recognised 
separately as property, plant and equipment. 

(b) if an office is leased on a furnished basis, the fair value of the office generally includes the 
fair value of the furniture, because the rental income relates to the furnished office. When 
furniture is included in the fair value of investment property, an entity does not recognise 
that furniture as a separate asset. 

(c) the fair value of investment property excludes prepaid or accrued operating lease income, 
because the entity recognises it as a separate liability or asset. 

(d) the fair value of investment property held by a lessee as a right-of-use asset under a 
lease reflects expected cash flows (including contingent rent that is variable lease 
payments that are expected to become payable). Accordingly, if a valuation obtained for 
a property is net of all payments expected to be made, it will be necessary to add back 
any recognised lease liability, to arrive at the carrying amount of the investment property 
using the fair value model. 

51 [Deleted] 

52 In some cases, an entity expects that the present value of its payments relating to an investment 
property (other than payments relating to recognised liabilities) will exceed the present value of the 
related cash receipts. An entity applies HKAS 37 Provisions, Contingent Liabilities and Contingent 
Assets to determine whether to recognise a liability and, if so, how to measure it. 

Inability to measure fair value reliably 

53 There is a rebuttable presumption that an entity can reliably measure the fair value of an 
investment property on a continuing basis. However, in exceptional cases, there is clear 
evidence when an entity first acquires an investment property (or when an existing property 
first becomes investment property after a change in use) that the fair value of the 
investment property is not reliably measurable on a continuing basis. This arises when, and 
only when, the market for comparable properties is inactive (eg there are few recent 
transactions, price quotations are not current or observed transaction prices indicate that 
the seller was forced to sell) and alternative reliable measurements of fair value (for 
example, based on discounted cash flow projections) are not available. If an entity 
determines that the fair value of an investment property under construction is not reliably 
measurable but expects the fair value of the property to be reliably measurable when 
construction is complete, it shall measure that investment property under construction at 
cost until either its fair value becomes reliably measurable or construction is completed 
(whichever is earlier). If an entity determines that the fair value of an investment property 
(other than an investment property under construction) is not reliably measurable on a 
continuing basis, the entity shall measure that investment property using the cost model in 
HKAS 16 for owned investment property or in accordance with HKFRS 16 for investment 
property held by a lessee as a right-of-use asset. The residual value of the investment 
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property shall be assumed to be zero. The entity shall continue to apply HKAS 16 or 
HKFRS 16 until disposal of the investment property. 

53A Once an entity becomes able to measure reliably the fair value of an investment property under 
construction that has previously been measured at cost, it shall measure that property at its fair 
value. Once construction of that property is complete, it is presumed that fair value can be 
measured reliably. If this is not the case, in accordance with paragraph 53, the property shall be 
accounted for using the cost model in accordance with HKAS 16 for owned assets or HKFRS 16 
for investment property held by a lessee as a right-of-use asset. 

53B The presumption that the fair value of investment property under construction can be measured 
reliably can be rebutted only on initial recognition. An entity that has measured an item of 
investment property under construction at fair value may not conclude that the fair value of the 
completed investment property cannot be measured reliably. 

54 In the exceptional cases when an entity is compelled, for the reason given in paragraph 53, to 
measure an investment property using the cost model in accordance with HKAS 16 or HKFRS 16, 
it measures at fair value all its other investment property, including investment property under 
construction. In these cases, although an entity may use the cost model for one investment 
property, the entity shall continue to account for each of the remaining properties using the fair 
value model. 

55 If an entity has previously measured an investment property at fair value, it shall continue 
to measure the property at fair value until disposal (or until the property becomes 
owner-occupied property or the entity begins to develop the property for subsequent sale 
in the ordinary course of business) even if comparable market transactions become less 
frequent or market prices become less readily available. 

Cost model 

56 After initial recognition, an entity that chooses the cost model shall measure all of its 
investment properties in accordance with HKAS 16’s requirements for that model, other 
than those that meet the criteria to be classified as held for sale (or are included in a 
disposal group that is classified as held for sale) in accordance with HKFRS 5 Non-current 
Assets Held for Sale and Discontinued Operations. Investment properties that meet the 
criteria to be classified as held for sale (or are included in a disposal group that is classified 
as held for sale) shall be measured in accordance with HKFRS 5. 

After initial recognition, an entity that chooses the cost model shall measure investment 
property: 

(a) in accordance with HKFRS 5 Non-current Assets Held for Sale and Discontinued 
Operations if it meets the criteria to be classified as held for sale (or is included in 
a disposal group that is classified as held for sale); 

(b) in accordance with HKFRS 16 if it is held by a lessee as a right-of-use asset and is 
not held for sale in accordance with HKFRS 5; and 

(c) in accordance with the requirements in HKAS 16 for the cost model in all other 
cases. 

Transfers 

57 Transfers to, or from, investment property shall be made when, and only when, there is a 
change in use, evidenced by: 

(a) commencement of owner-occupation, for a transfer from investment property to 
owner-occupied property; 

(b) commencement of development with a view to sale, for a transfer from investment 
property to inventories; 
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(c) end of owner-occupation, for a transfer from owner-occupied property to 
investment property; or 

(d) commencement of an operating lease to another party, for a transfer from 
inventories to investment property. 

(e) [deleted] 

58 Paragraph 57(b) requires an entity to transfer a property from investment property to inventories 
when, and only when, there is a change in use, evidenced by commencement of development with 
a view to sale. When an entity decides to dispose of an investment property without development, 
it continues to treat the property as an investment property until it is derecognised (eliminated from 
the statement of financial position) and does not treat it as inventory. Similarly, if an entity begins to 
redevelop an existing investment property for continued future use as investment property, the 
property remains an investment property and is not reclassified as owner-occupied property during 
the redevelopment. 

59 Paragraphs 60–65 apply to recognition and measurement issues that arise when an entity uses 
the fair value model for investment property. When an entity uses the cost model, transfers 
between investment property, owner-occupied property and inventories do not change the carrying 
amount of the property transferred and they do not change the cost of that property for 
measurement or disclosure purposes. 

60 For a transfer from investment property carried at fair value to owner-occupied property or 
inventories, the property’s deemed cost for subsequent accounting in accordance with 
HKAS 16, HKFRS 16 or HKAS 2 shall be its fair value at the date of change in use. 

61 If an owner-occupied property becomes an investment property that will be carried at fair 
value, an entity shall apply HKAS 16 for owned property and HKFRS 16 for property held by 
a lessee as a right-of-use asset up to the date of change in use. The entity shall treat any 
difference at that date between the carrying amount of the property in accordance with 
HKAS 16 or HKFRS 16 and its fair value in the same way as a revaluation in accordance with 
HKAS 16. 

62 Up to the date when an owner-occupied property becomes an investment property carried at fair 
value, an entity depreciates the property (or the right-of-use asset) and recognises any impairment 
losses that have occurred. The entity treats any difference at that date between the carrying 
amount of the property in accordance with HKAS 16 or HKFRS 16 and its fair value in the same 
way as a revaluation in accordance with HKAS 16. In other words: 

(a) any resulting decrease in the carrying amount of the property is recognised in profit or 
loss. However, to the extent that an amount is included in revaluation surplus for that 
property, the decrease is recognised in other comprehensive income and reduces the 
revaluation surplus within equity. 

(b) any resulting increase in the carrying amount is treated as follows: 

(i) to the extent that the increase reverses a previous impairment loss for that 
property, the increase is recognised in profit or loss. The amount recognised in 
profit or loss does not exceed the amount needed to restore the carrying 
amount to the carrying amount that would have been determined (net of 
depreciation) had no impairment loss been recognised. 

(ii) any remaining part of the increase is recognised in other comprehensive income 
and increases the revaluation surplus within equity. On subsequent disposal of 
the investment property, the revaluation surplus included in equity may be 
transferred to retained earnings. The transfer from revaluation surplus to 
retained earnings is not made through profit or loss. 

63 For a transfer from inventories to investment property that will be carried at fair value, any 
difference between the fair value of the property at that date and its previous carrying 
amount shall be recognised in profit or loss. 



LEASES 

©  Copyright 75 HKFRS 16 

64 The treatment of transfers from inventories to investment property that will be carried at fair value 
is consistent with the treatment of sales of inventories. 

65 When an entity completes the construction or development of a self-constructed 
investment property that will be carried at fair value, any difference between the fair value of 
the property at that date and its previous carrying amount shall be recognised in profit or 
loss. 

Disposals 

66 An investment property shall be derecognised (eliminated from the statement of financial 
position) on disposal or when the investment property is permanently withdrawn from use 
and no future economic benefits are expected from its disposal. 

67 The disposal of an investment property may be achieved by sale or by entering into a finance  
lease. The date of disposal for investment property that is sold is the date the recipient obtains 
control of the investment property in accordance with the requirements for determining when a 
performance obligation is satisfied in HKFRS 15. HKAS 17 HKFRS 16 applies to a disposal 
effected by entering into a finance lease and to a sale and leaseback. 

68 If, in accordance with the recognition principle in paragraph 16, an entity recognises in the carrying 
amount of an asset the cost of a replacement for part of an investment property, it derecognises 
the carrying amount of the replaced part. For investment property accounted for using the cost 
model, a replaced part may not be a part that was depreciated separately. If it is not practicable for 
an entity to determine the carrying amount of the replaced part, it may use the cost of the 
replacement as an indication of what the cost of the replaced part was at the time it was acquired 
or constructed. Under the fair value model, the fair value of the investment property may already 
reflect that the part to be replaced has lost its value. In other cases it may be difficult to discern how 
much fair value should be reduced for the part being replaced. An alternative to reducing fair value 
for the replaced part, when it is not practical to do so, is to include the cost of the replacement in 
the carrying amount of the asset and then to reassess the fair value, as would be required for 
additions not involving replacement. 

69 Gains or losses arising from the retirement or disposal of investment property shall be 
determined as the difference between the net disposal proceeds and the carrying amount of 
the asset and shall be recognised in profit or loss (unless HKAS 17 HKFRS 16 requires 
otherwise on a sale and leaseback) in the period of the retirement or disposal. 

70 The amount of consideration to be included in the gain or loss arising from the derecognition of an 
investment property is determined in accordance with the requirements for determining the 
transaction price in paragraphs 47–72 of HKFRS 15. Subsequent changes to the estimated 
amount of the consideration included in the gain or loss shall be accounted for in accordance with 
the requirements for changes in the transaction price in HKFRS 15. 

71 An entity applies HKAS 37 or other Standards, as appropriate, to any liabilities that it retains after 
disposal of an investment property. 

72 Compensation from third parties for investment property that was impaired, lost or given up 
shall be recognised in profit or loss when the compensation becomes receivable. 

73 Impairments or losses of investment property, related claims for or payments of compensation 
from third parties and any subsequent purchase or construction of replacement assets are 
separate economic events and are accounted for separately as follows: 

(a) impairments of investment property are recognised in accordance with HKAS 36; 

(b) retirements or disposals of investment property are recognised in accordance with 
paragraphs 66–71 of this Standard; 

(c) compensation from third parties for investment property that was impaired, lost or given 
up is recognised in profit or loss when it becomes receivable; and 
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(d) the cost of assets restored, purchased or constructed as replacements is determined in 
accordance with paragraphs 20–29 of this Standard. 

Disclosure 

Fair value model and cost model 

74 The disclosures below apply in addition to those in HKAS 17 HKFRS 16. In accordance with 
HKAS 17 HKFRS 16, the owner of an investment property provides lessors’ disclosures about 
leases into which it has entered. An entity A lessee that holds an investment property as a 
right-of-use asset under a finance or operating lease provides lessees’ disclosures as required by 
HKFRS 16 for finance leases and lessors’ disclosures as required by HKFRS 16 for any operating 
leases into which it has entered. 

75 An entity shall disclose: 

(a) whether it applies the fair value model or the cost model. 

(b) [deleted] if it applies the fair value model, whether, and in what circumstances, 
property interests held under operating leases are classified and accounted for as 
investment property. 

(c) when classification is difficult (see paragraph 14), the criteria it uses to distinguish 
investment property from owner-occupied property and from property held for sale 
in the ordinary course of business. 

(d) [deleted] 

(e) the extent to which the fair value of investment property (as measured or disclosed 
in the financial statements) is based on a valuation by an independent valuer who 
holds a recognised and relevant professional qualification and has recent 
experience in the location and category of the investment property being valued. If 
there has been no such valuation, that fact shall be disclosed. 

(f) the amounts recognised in profit or loss for: 

(i) rental income from investment property; 

(ii) direct operating expenses (including repairs and maintenance) arising 
from investment property that generated rental income during the period; 

(iii) direct operating expenses (including repairs and maintenance) arising 
from investment property that did not generate rental income during the 
period; and 

(iv) the cumulative change in fair value recognised in profit or loss on a sale 
of investment property from a pool of assets in which the cost model is 
used into a pool in which the fair value model is used (see paragraph 32C). 

(g) the existence and amounts of restrictions on the realisability of investment 
property or the remittance of income and proceeds of disposal. 

(h) contractual obligations to purchase, construct or develop investment property or 
for repairs, maintenance or enhancements. 

Fair value model 

76 In addition to the disclosures required by paragraph 75, an entity that applies the fair value 
model in paragraphs 33–55 shall disclose a reconciliation between the carrying amounts of 
investment property at the beginning and end of the period, showing the following: 
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(a) additions, disclosing separately those additions resulting from acquisitions and 
those resulting from subsequent expenditure recognised in the carrying amount of 
an asset; 

(b) additions resulting from acquisitions through business combinations; 

(c) assets classified as held for sale or included in a disposal group classified as held 
for sale in accordance with HKFRS 5 and other disposals; 

(d) net gains or losses from fair value adjustments; 

(e) the net exchange differences arising on the translation of the financial statements 
into a different presentation currency, and on translation of a foreign operation 
into the presentation currency of the reporting entity; 

(f) transfers to and from inventories and owner-occupied property; and 

(g) other changes. 

77 When a valuation obtained for investment property is adjusted significantly for the purpose 
of the financial statements, for example to avoid double-counting of assets or liabilities that 
are recognised as separate assets and liabilities as described in paragraph 50, the entity 
shall disclose a reconciliation between the valuation obtained and the adjusted valuation 
included in the financial statements, showing separately the aggregate amount of any 
recognised lease obligations liabilities that have been added back, and any other 
significant adjustments. 

78 In the exceptional cases referred to in paragraph 53, when an entity measures investment 
property using the cost model in HKAS 16 or in accordance with HKFRS 16, the 
reconciliation required by paragraph 76 shall disclose amounts relating to that investment 
property separately from amounts relating to other investment property. In addition, an 
entity shall disclose: 

(a) a description of the investment property; 

(b) an explanation of why fair value cannot be measured reliably; 

(c) if possible, the range of estimates within which fair value is highly likely to lie; and 

(d) on disposal of investment property not carried at fair value: 

(i) the fact that the entity has disposed of investment property not carried at 
fair value; 

(ii) the carrying amount of that investment property at the time of sale; and 

(iii) the amount of gain or loss recognised. 

Cost model 

79 In addition to the disclosures required by paragraph 75, an entity that applies the cost 
model in paragraph 56 shall disclose: 

(a) the depreciation methods used; 

(b) the useful lives or the depreciation rates used; 

(c) the gross carrying amount and the accumulated depreciation (aggregated with 
accumulated impairment losses) at the beginning and end of the period; 
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(d) a reconciliation of the carrying amount of investment property at the beginning 
and end of the period, showing the following: 

(i) additions, disclosing separately those additions resulting from 
acquisitions and those resulting from subsequent expenditure recognised 
as an asset; 

(ii) additions resulting from acquisitions through business combinations; 

(iii) assets classified as held for sale or included in a disposal group classified 
as held for sale in accordance with HKFRS 5 and other disposals; 

(iv) depreciation; 

(v) the amount of impairment losses recognised, and the amount of 
impairment losses reversed, during the period in accordance with 
HKAS 36; 

(vi) the net exchange differences arising on the translation of the financial 
statements into a different presentation currency, and on translation of a 
foreign operation into the presentation currency of the reporting entity; 

(vii) transfers to and from inventories and owner-occupied property; and 

(viii) other changes. 

(e) the fair value of investment property. In the exceptional cases described in 
paragraph 53, when an entity cannot measure the fair value of the investment 
property reliably, it shall disclose: 

(i) a description of the investment property; 

(ii) an explanation of why fair value cannot be measured reliably; and 

(iii) if possible, the range of estimates within which fair value is highly likely to 
lie. 

Transitional provisions 

Fair value model 

80 An entity that has previously applied SSAP 13 (2000) and elects for the first time to classify 
and account for some or all eligible property interests held under operating leases as 
investment property shall recognise the effect of that election as an adjustment to the 
opening balance of retained earnings for the period in which the election is first made. In 
addition: 

(a) if the entity has previously disclosed publicly (in financial statements or otherwise) 
the fair value of those property interests in earlier periods (measured on a basis 
that satisfies the definition of fair value in HKFRS 13), the entity is encouraged, but 
not required: 

(i) to adjust the opening balance of retained earnings for the earliest period 
presented for which such fair value was disclosed publicly; and 

(ii) to restate comparative information for those periods; and 

(b) if the entity has not previously disclosed publicly the information described in (a), 
it shall not restate comparative information and shall disclose that fact. 
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80A An entity that has previously applied SSAP 13 (2000) for investment properties other than 
those dealt with under paragraph 80 and chooses to use the fair value model under this 
Standard shall report the effect of applying this Standard on its effective date (or earlier) as 
an adjustment to the opening balance of retained earnings for the period in which this 
Standard is first applied. In addition: 

(a) if the entity has previously disclosed publicly (in financial statements or otherwise) 
the fair value of those property interests in earlier periods (determined on a basis 
that satisfies the definition of fair value in paragraph 5 and the guidance in 
paragraphs 36-52), the entity is encouraged, but not required: 

(i) to adjust the opening balance of retained earnings for the earliest period 
presented for which such fair value was disclosed publicly; and 

(ii) to restate comparative information for those periods; and 

(b) if the entity has not previously disclosed publicly the information described in (a), 
it shall not restate comparative information and shall disclose that fact. 

81 This Standard requires a treatment different from that required by HKAS 8. HKAS 8 requires 
comparative information to be restated unless such restatement is impracticable. 

82 When an entity first applies this Standard, the adjustment to the opening balance of retained 
earnings includes the reclassification of any amount held in revaluation surplus for investment 
property.  

Cost model 

83 Except as provided in paragraph 83A, HKAS 8 applies to any change in accounting policies that is 
made when an entity first applies this Standard and chooses to use the cost model. The effect of 
the change in accounting policies includes the reclassification of any amount held in revaluation 
surplus for investment property. 

83A An entity that has previously applied SSAP 13 (2000) or has previously taken advantage of 
the exemption under SSAP 13 (2000) from compliance with its requirements and chooses to 
use the cost model under this Standard is permitted to deem the carrying amount of an 
investment property immediately before applying this Standard on its effective date (or 
earlier) as the cost of that property. Any adjustments, including the reclassification of any 
amount previously held in revaluation reserve for investment property, shall be made to the 
opening balance of retained earnings for the period in which this Standard is first applied. 
Depreciation on deemed cost commences from the time at which this Standard is first 
applied. 

83B Paragraph 83A may apply in cases where an entity had previously applied the transitional 
provisions set out in SSAP 13 (2000) to state investment property at pre September 1994 carrying 
amount.  

84 The requirements of paragraphs 27–29 regarding the initial measurement of an investment 
property acquired in an exchange of assets transaction shall be applied prospectively only 
to future transactions.  

Business Combinations 

84A Annual Improvements Cycle 2011–2013 issued in January 2014 added paragraph 14A and a 
heading before paragraph 6. An entity shall apply that amendment prospectively for 
acquisitions of investment property from the beginning of the first period for which it 
adopts that amendment. Consequently, accounting for acquisitions of investment property 
in prior periods shall not be adjusted. However, an entity may choose to apply the 
amendment to individual acquisitions of investment property that occurred prior to the 
beginning of the first annual period occurring on or after the effective date if, and only if, 
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information needed to apply the amendment to those earlier transactions is available to the 
entity. 

HKFRS 16 

84B An entity applying HKFRS 16, and its related amendments to this Standard, for the first time 
shall apply the transition requirements in Appendix C of HKFRS 16 to its investment 
property held as a right-of-use asset. 

Effective date 

85 An entity shall apply this Standard for annual periods beginning on or after 1 January 2005. 
Earlier application is encouraged. If an entity applies this Standard for a period beginning 
before 1 January 2005, it shall disclose that fact. 

85a If an entity decides to apply this Standard for an earlier period, it is not required to apply all the 
HKASs with the effective date for that same period. However, it is required to apply the 
amendments set out in the appendix on amendments to other pronouncements for that earlier 
period(s). 

85A HKAS 1 Presentation of Financial Statements (as revised in 2007) amended the terminology 
used throughout HKFRSs. In addition it amended paragraph 62. An entity shall apply those 
amendments for annual periods beginning on or after 1 January 2009. If an entity applies 
HKAS 1 (revised 2007) for an earlier period, the amendments shall be applied for that earlier 
period. 

85B Paragraphs 8, 9, 48, 53, 54 and 57 were amended, paragraph 22 was deleted and paragraphs 53A 
and 53B were added by Improvements to HKFRSs issued in October 2008. An entity shall apply 
those amendments prospectively for annual periods beginning on or after 1 January 2009. An 
entity is permitted to apply the amendments to investment property under construction from any 
date before 1 January 2009 provided that the fair values of investment properties under 
construction were measured at those dates. Earlier application is permitted. If an entity applies the 
amendments for an earlier period it shall disclose that fact and at the same time apply the 
amendments to paragraphs 5 and 81E of HKAS 16 Property, Plant and Equipment. 

85C HKFRS 13, issued in June 2011, amended the definition of fair value in paragraph 5, amended 
paragraphs 26, 29, 32, 40, 48, 53, 53B, 78–80 and 85B and deleted paragraphs 36–39, 42–47, 49, 
51 and 75(d). An entity shall apply those amendments when it applies HKFRS 13. 

85D Annual Improvements Cycle 2011–2013 issued in January 2014 added headings before 
paragraph 6 and after paragraph 84 and added paragraphs 14A and 84A. An entity shall apply 
those amendments for annual periods beginning on or after 1 July 2014. Earlier application is 
permitted. If an entity applies those amendments for an earlier period it shall disclose that fact. 

85E HKFRS 15 Revenue from Contracts with Customers, issued in July 2014, amended paragraphs 
3(b), 9, 67 and 70. An entity shall apply those amendments when it applies HKFRS 15. 

85F HKFRS 16, issued in May 2016, amended the scope of HKAS 40 by defining investment property 
to include both owned investment property and property held by a lessee as a right-of-use asset. 
HKFRS 16 amended paragraphs 5, 7, 8, 9, 16, 20, 30, 41, 50, 53, 53A, 54, 56, 60, 61, 62, 67, 69, 
74, 75, 77 and 78, added paragraphs 19A, 29A, 40A and 84B and its related heading and deleted 
paragraphs 3, 6, 25, 26 and 34. An entity shall apply those amendments when it applies 
HKFRS 16. 

 

Withdrawal of SSAP 13 

86 This Standard supersedes SSAP 13 Accounting for Investment Properties (revised in 2000). 
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Basis for Conclusions on 
IFRS 16 Leases 

HKFRS 16 is based on IFRS 16 Leases. In approving HKFRS 16, the Financial Reporting 
Standards Committee of the Hong Kong Institute of Certified Public Accountants considered and 
agreed with the IASB’s Basis for Conclusions on IFRS 16. Accordingly, there are no significant 
differences between HKFRS 16 and IFRS 16. The IASB’s Basis for Conclusions is reproduced 
below. The paragraph numbers of IFRS 16 referred to below generally correspond with those in 
HKFRS 16. 
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Basis for Conclusions on IFRS 16 Leases 

This Basis for Conclusions accompanies, but is not part of, IFRS 16. 

Introduction 

BC1 This Basis for Conclusions summarises the IASB’s considerations in developing IFRS 16 Leases. 
It includes the reasons for accepting particular views and rejecting others. Individual Board 
members gave greater weight to some factors than to others. 

BC2 IFRS 16 is also accompanied by an Effects Analysis. The Effects Analysis describes the likely 
costs and benefits of IFRS 16, which the IASB has prepared based on insight gained through the 
exposure of proposals and feedback on these proposals, and through the IASB’s analysis and 
consultation with stakeholders. 

Overview 

Why the need to change previous accounting? 

BC3 The previous accounting model for leases required lessees and lessors to classify their leases as 
either finance leases or operating leases and to account for those two types of leases differently. It 
did not require lessees to recognise assets and liabilities arising from operating leases, but it did 
require lessees to recognise assets and liabilities arising from finance leases. The IASB, together 
with the US national standard-setter, the Financial Accounting Standards Board (FASB) (together 
‘the Boards’), initiated a joint project to improve the financial reporting of leasing activities under 
IFRS and US Generally Accepted Accounting Principles (US GAAP) in the light of criticisms that 
the previous accounting model for leases failed to meet the needs of users of financial statements. 
In particular: 

(a) information reported about operating leases lacked transparency and did not meet the 
needs of users of financial statements. Many users adjusted a lessee’s financial 
statements to capitalise operating leases because, in their view, the financing and assets 
provided by leases should be reflected on the statement of financial position (‘balance 
sheet’). Some tried to estimate the present value of future lease payments. However, 
because of the limited information that was available, many used techniques such as 
multiplying the annual lease expense by eight to estimate, for example, total leverage and 
the capital employed in operations. Other users were unable to make adjustments—they 
relied on data sources such as data aggregators when screening potential investments or 
making investment decisions. These different approaches created information 
asymmetry in the market. 

(b) the existence of two different accounting models for leases, in which assets and liabilities 
associated with leases were not recognised for operating leases but were recognised for 
finance leases, meant that transactions that were economically similar could be 
accounted for very differently. The differences reduced comparability for users of financial 
statements and provided opportunities to structure transactions to achieve a particular 
accounting outcome. 

(c) the previous requirements for lessors did not provide adequate information about a 
lessor’s exposure to credit risk (arising from a lease) and exposure to asset risk (arising 
from the lessor’s retained interest in the underlying asset), particularly for leases of 
equipment and vehicles that were classified as operating leases. 

BC4 The Boards decided to address the first two criticisms by developing a new approach to lessee 
accounting that requires a lessee to recognise assets and liabilities for the rights and obligations 
created by leases. IFRS 16 requires a lessee to recognise assets and liabilities for all leases with a 
term of more than 12 months and for which the underlying asset is not of low value. The IASB 
concluded that such an approach will result in a more faithful representation of a lessee’s assets 
and liabilities and, together with enhanced disclosures, greater transparency of a lessee’s financial 
leverage and capital employed. To address the third criticism, IFRS 16 requires enhanced 
disclosure by lessors of information about their risk exposure. 
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Background 

BC5 In March 2009 the Boards published a joint Discussion Paper Leases: Preliminary Views. The 
Discussion Paper set out the Boards’ preliminary views on lessee accounting, proposing a 
‘right-of-use’ accounting model. Feedback on the Discussion Paper generally supported the 
‘right-of-use’ model for lessees, by which a lessee would recognise a right-of-use asset and a 
lease liability at the commencement date of the lease. The Discussion Paper did not discuss lessor 
accounting in any detail. 

BC6 In August 2010 the Boards published a joint Exposure Draft Leases (the ‘2010 Exposure Draft’). 
The Boards developed the 2010 Exposure Draft after considering the comment letters received on 
the Discussion Paper, as well as input obtained from their Lease Accounting Working Group and 
from others who were interested in the financial reporting of leases. The 2010 Exposure Draft: 

(a) further developed the ‘right-of-use’ accounting model for lessees that had been proposed 
in the Discussion Paper, and that respondents had generally supported. 

(b) added proposals for changes to lessor accounting. The Boards decided to include lessor 
accounting in the proposals in response to comments from respondents to the Discussion 
Paper. Some respondents had recommended that the Boards develop accounting 
models for lessees and lessors on the basis of a consistent rationale. The Boards also 
saw merit in developing lessor accounting proposals at the same time as they were 
developing proposals for recognising revenue (which the IASB subsequently finalised in 
IFRS 15 Revenue from Contracts with Customers). 

BC7 For lessors, the 2010 Exposure Draft proposed a dual accounting model: 

(a) for some leases, a lessor would apply a ‘performance obligation’ approach. Applying this 
approach, a lessor would recognise a lease receivable and a liability at the 
commencement date, and would also continue to recognise the underlying asset. 

(b) for other leases, a lessor would apply a ‘derecognition’ approach. Applying this approach, 
a lessor would derecognise the underlying asset, and recognise a lease receivable and 
any retained interest in the underlying asset (a ‘residual asset’) at the commencement 
date. 

BC8 The 2010 Exposure Draft also included detailed proposals on the measurement of the lessee’s 
lease liability and the lessor’s lease receivable. Of particular note was its proposal that in 
estimating the lease payments, a lessee should: 

(a) assume the longest possible term that was more likely than not to occur, taking into 
account any options to extend or terminate the lease; and 

(b) include an estimate of variable lease payments, if those payments could be measured 
reliably. 

BC9 The Boards received 786 comment letters in response to the 2010 Exposure Draft. The Boards 
also conducted extensive outreach on the proposals in the 2010 Exposure Draft. Round table 
discussions were held in Hong Kong, the United Kingdom and the United States. Workshops were 
organised in Australia, Brazil, Canada, Japan, South Korea, the UK and the US. Members of the 
Boards also participated in conferences, working group meetings, discussion forums, and 
one-to-one discussions that were held across all major geographical regions. In 2011 and 2012, 
while redeliberating the proposals in the 2010 Exposure Draft, the Boards conducted additional 
targeted outreach with more than 100 organisations. The purpose of the targeted outreach was to 
obtain additional feedback to assist the Boards in developing particular aspects of the revised 
proposals. The targeted outreach meetings involved international working group members, 
representatives from accounting firms, local standard-setters, users and preparers of financial 
statements, particularly those from industries most affected by the lease accounting proposals. 
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BC10 Responses to the 2010 Exposure Draft indicated that: 

(a) there was general support for lessees recognising assets and liabilities arising from a 
lease. That support was consistent with comments received on the Discussion Paper. 

(b) there were mixed views on the effects of the proposed right-of-use model on a lessee’s 
profit or loss. The effect was that a lessee would recognise two separate expenses in its 
statement of profit or loss and other comprehensive income (‘income 
statement’)—depreciation of the right-of-use asset and interest on the lease liability. 
Some respondents supported the identification of two separate expenses, on the grounds 
that leases are a source of finance for a lessee and should be accounted for accordingly. 
However, others did not support these effects because they thought that they would not 
properly reflect the economics of all lease transactions. In particular, some respondents 
referred to shorter-term property leases as examples of leases that, in their view, were 
not financing transactions from either the lessee’s or lessor’s perspective. 

(c) many respondents disagreed with the proposals for lessor accounting: 

(i) some respondents were concerned that the dual accounting model proposed for 
lessors was not consistent with the single accounting model proposed for 
lessees. 

(ii) many respondents opposed the performance obligation approach. In the view of 
those respondents, the approach would artificially inflate a lessor’s assets and 
liabilities. 

(iii) some respondents recommended applying the derecognition approach to all 
leases. However, many disagreed with the proposal to prevent a lessor from 
accounting for the effects of the time value of money on the residual asset. 

(iv) some respondents thought that the lessor accounting requirements in IAS 17 
Leases and FASB Topic 840 Leases work well in practice and supported 
retaining those requirements. 

(d) almost all respondents were concerned about the cost and complexity of the proposals, in 
particular the proposals regarding the measurement of the lessee’s lease liability and the 
lessor’s lease receivable. Some questioned whether lease payments to be made during 
optional extension periods would meet the definition of an asset (for the lessor) or a 
liability (for the lessee). Others suggested that it would be extremely difficult in many 
cases to estimate variable lease payments if the amounts depended on future sales or 
use of the underlying asset and that such estimates would be subject to a high level of 
measurement uncertainty. Many expressed a view that, because of the amount of 
judgement involved, the cost of including variable lease payments and payments to be 
made during optional periods in the measurement of lease assets and lease liabilities 
would outweigh the benefit for users of financial statements. 

(e) many respondents also were concerned about the breadth of the scope of the proposals, 
indicating that the proposed definition of a lease had the potential to capture some 
contracts that they considered to be for services. 

BC11 The Boards considered the feedback received on the 2010 Exposure Draft and observed that it 
would not be possible to reflect the views of all stakeholders because stakeholders did not have a 
united view of the economics of leases. However, in response to views that the economics of 
leases can be different the Boards decided to develop a revised model that identified two classes 
of leases and specified different requirements for each type. The classification depended on the 
extent to which the lessee was expected to consume the economic benefits embedded in the 
underlying asset. 

BC12 Consequently, in May 2013 the Boards published a second joint Exposure Draft Leases (the ‘2013 
Exposure Draft’). The 2013 Exposure Draft proposed: 

(a) for lessees, simpler measurement requirements and a dual approach for the recognition 
and measurement of expenses related to a lease: 
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(i) for leases for which the lessee was expected to consume more than an 
insignificant amount of the economic benefits embedded in the underlying asset, 
a lessee would apply an approach similar to that proposed in the 2010 
Exposure Draft, ie recognise depreciation of the right-of-use asset and interest 
on the lease liability separately in the income statement. 

(ii) for leases for which the lessee was expected to consume only an insignificant 
amount of the economic benefits embedded in the underlying asset, a lessee 
would recognise a single lease expense in the income statement. This 
approach was based on the view that a single lease expense would provide 
better information about leases for which the lessee in essence is paying mainly 
for the use of the underlying asset and is expected to consume only an 
insignificant amount of the economic benefits embedded in the underlying asset 
itself. 

(b) for lessors, a dual approach for the recognition and measurement of lease assets: 

(i) for leases for which the lessee was expected to consume more than an 
insignificant portion of the economic benefits embedded in the underlying asset, 
a lessor would recognise its residual interest in the underlying asset separately 
from its receivable from the lessee. 

(ii) for other leases, a lessor would recognise the underlying asset, ie apply 
requirements similar to those in IAS 17 for operating leases. 

BC13 The Boards received 641 comment letters in response to the 2013 Exposure Draft. In addition, the 
Boards conducted extensive outreach on the proposals in the 2013 Exposure Draft, including: 

(a) consultations with over 270 users of financial statements based in Australia, Belgium, 
Canada, France, Hong Kong, Japan, the Netherlands, New Zealand, Sweden, 
Switzerland, the UK and the US; 

(b) fieldwork meetings with individual preparers of financial statements from various 
industries including consumer goods, retail, aviation, oil and gas, telecommunications 
and automotive industries. These meetings were held in Brazil, France, Germany, Japan, 
Spain, the UK and the US and included detailed discussions about the costs of 
implementation for those entities. 

(c) round table discussion held in London, Los Angeles, Norwalk, São Paulo and Singapore. 
These discussions were attended by approximately 100 stakeholder representatives. 

(d) meetings with the IASB’s advisory bodies—the Capital Markets Advisory Committee, the 
Global Preparers Forum, the IFRS Advisory Council and the Accounting Standards 
Advisory Forum. 

(e) outreach meetings with various other individual preparers and groups of preparers, 
standard-setters and regulators. These meetings included presentations during 
accounting conferences and at industry forums, and meetings with individual 
organisations or groups. 

(f) project webcasts that attracted over 2,000 participants. 

BC14 The feedback received on the proposals in the 2013 Exposure Draft indicated that: 

(a) consistently with the views they had expressed on the 2010 Exposure Draft, many 
stakeholders supported the recognition of a right-of-use asset and a lease liability by a 
lessee for all leases of more than 12 months in duration. These stakeholders included the 
majority of users of financial statements consulted, who were of the view that the 
proposed recognition of assets and liabilities by a lessee would provide them with a better 
starting point for their analyses. 
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(b) nonetheless, many stakeholders had significant concerns about the proposed lessee 
accounting model. Some were of the view that the previous lessee accounting model in 
IAS 17 did not need to be changed, or that deficiencies in that model could be rectified by 
improving the disclosure requirements, instead of changing the recognition and 
measurement requirements. Others disagreed with one or more specific aspects of the 
proposed lessee accounting model, such as the proposed dual approach or the proposal 
to periodically reassess the measurement of lease assets and lease liabilities. 

(c) many stakeholders thought that the measurement proposals in the 2013 Exposure Draft 
represented a significant improvement over the proposals in the 2010 Exposure Draft, 
especially relating to simplifications in respect of variable lease payments and payments 
under renewal and purchase options. Nonetheless, the majority of stakeholders still had 
concerns about the cost and complexity of the proposals in the 2013 Exposure Draft. 
Specific areas of the proposals that stakeholders highlighted as being particularly costly 
or complex included the dual lessee and lessor accounting models (both the lease 
classification proposals and the accounting requirements), the reassessment proposals, 
the disclosure proposals and the scope of the transactions subject to the proposals. 

(d) the majority of stakeholders disagreed with the proposed lessor accounting model. Most 
of these stakeholders were of the view that the previous lessor accounting model in IAS 
17 was not fundamentally flawed and should not be changed. 

BC15 The Boards considered the feedback they had received in response to the different models 
proposed in the 2010 and 2013 Exposure Drafts. The Boards confirmed their previous decision 
that a lessee should be required to recognise right-of-use assets and lease liabilities for all leases 
(with limited exceptions). However, the Boards reached different decisions with respect to the 
expense recognition model. For the reasons described in paragraphs BC41–BC56, the IASB 
decided to adopt a single lessee accounting model in which a lessee would account for all leases 
as providing finance. In the light of all of the feedback received, the IASB is of the view that this 
model provides the most useful information to the broadest range of users of financial statements. 
The IASB thinks that the model also addresses many of the concerns raised by stakeholders about 
cost and complexity, and the concerns raised about the conceptual basis of the dual model 
proposed in the 2013 Exposure Draft (see paragraph BC45). In contrast, the FASB decided to 
adopt a dual lessee expense recognition model, classifying leases in a similar manner to the 
previous US GAAP requirements for distinguishing between operating leases and capital leases. 
In making these decisions, the Boards observed that, for lessees with a portfolio of leases starting 
and ending at different times, any difference in reported profit or loss between IFRS and US GAAP 
is not expected to be significant for many lessees. 

BC16 There are a number of other differences between IFRS 16 and the decisions made by the FASB, 
mainly because of the different decisions reached on the lessee accounting model. This Basis for 
Conclusions summarises only the reasons for decisions made by the IASB and reflected in IFRS 
16. Paragraphs BC303–BC310 summarise the differences between IFRS 16 and the decisions 
made by the FASB. 

BC17 In response to feedback received, the IASB and the FASB also decided to substantially carry 
forward the lessor accounting requirements in IAS 17 and Topic 840 respectively. 

BC18 IFRS 16 addresses many of the concerns raised by stakeholders about the cost and complexity of 
the proposals in the 2010 and 2013 Exposure Drafts. In addition to the single lessee accounting 
model, which removes the need for lessees to classify leases, and the decision to substantially 
carry forward the lessor accounting requirements in IAS 17, the IASB decided to: 

(a) permit a lessee not to recognise assets and liabilities for short-term leases and leases of 
low-value assets; 

(b) confirm that an entity may apply the Standard at a portfolio level for leases with similar 
characteristics; 

(c) further simplify the measurement requirements for lease liabilities, in particular the 
requirements for variable lease payments, payments during optional periods and the 
reassessment of lease liabilities; 
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(d) simplify the requirements for separating lease and non-lease components of a contract; 

(e) change the lessee disclosure requirements to enable lessees to more effectively focus 
disclosures on the most significant features of their lease portfolios; and 

(f) simplify the lessee transition requirements. 

The approach to lease accounting 

BC19 All contracts create rights and obligations for the parties to the contract. Lessee accounting in 
IFRS 16 considers the rights and obligations created by a lease from the perspective of the lessee. 
As discussed further in paragraphs BC105–BC126, a lease is defined as a ‘contract, or part of a 
contract, that conveys the right to use an asset (the underlying asset) for a period of time in 
exchange for consideration’. The lessee accounting model in IFRS 16 reflects the economics of a 
lease because, at the commencement date, a lessee obtains the right to use an underlying asset 
for a period of time, and the lessor has delivered that right by making the asset available for use by 
the lessee. 

BC20 A lessee has the right to use an underlying asset during the lease term and an obligation to make 
payments to the lessor for providing the right to use that asset. The lessee also has an obligation to 
return the underlying asset in a specified condition to the lessor at the end of the lease term. The 
lessor has a right to receive payments from the lessee for providing the right to use the underlying 
asset. The lessor also retains rights associated with ownership of the underlying asset. 

BC21 Having identified the rights and obligations that arise from a lease, the IASB considered which of 
those rights and obligations create assets and liabilities for the lessee and lessor. 

Rights and obligations arising from a lease that create assets and 
liabilities for the lessee 

Right to use an underlying asset 

BC22 The IASB’s Conceptual Framework for Financial Reporting (Conceptual Framework) defines an 
asset as ‘a resource controlled by the entity as a result of past events and from which future 
economic benefits are expected to flow to the entity’. The IASB concluded that a lessee’s right to 
use an underlying asset meets the definition of an asset for the following reasons:  

(a) the lessee controls the right to use the underlying asset throughout the lease term. Once 
the asset is made available for use by the lessee, the lessor is unable to retrieve or 
otherwise use the underlying asset for its own purposes during the lease term, despite 
being the legal owner of the underlying asset. 

(b) the lessee has the ability to determine how to use the underlying asset and, thus, how it 
generates future economic benefits from that right of use. This ability demonstrates the 
lessee’s control of the right of use. For example, suppose a lessee leases a truck for four 
years, for up to a maximum of 160,000 miles over the lease term. Embedded in the right 
to use the truck is a particular volume of economic benefits or service potential that is 
used up over the period that the truck is driven by the lessee. After the truck is made 
available for use by the lessee, the lessee can decide how it wishes to use up or 
consume the economic benefits embedded in its right of use within the parameters 
defined in the contract. The lessee could decide to drive the truck constantly during the 
first three years of the lease, consuming all of the economic benefits in those first three 
years. Alternatively, it could use the truck only during particular months in each year or 
decide to use it evenly over the four-year lease term. 

(c) the right to control and use the asset exists even when a lessee’s right to use an asset 
includes some restrictions on its use. Although restrictions may affect the value and 
scope of a lessee’s right to use an asset (and thus the payments made for the right of 
use), they do not affect the existence of the right-of-use asset. It is not unusual for 
restrictions to be placed on the use of owned assets as well as leased assets. For 
example, assets acquired from a competitor may be subject to restrictions on where they 
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can be used, how they can be used or to whom they can be sold; assets that are used as 
security for particular borrowings may have restrictions placed on their use by the lender; 
or a government may place restrictions on the use or transfer of assets in a particular 
region for environmental or security reasons. Those restrictions do not necessarily result 
in the owner of such assets failing to control those assets—the restrictions may simply 
affect the economic benefits that will flow to the entity from the asset and that will be 
reflected in the price that the entity is willing to pay for the asset. Similarly, such 
restrictions do not prevent a lessee from controlling a right-of-use asset. 

(d) the lessee’s control of the right of use arises from past events—not only the commitment 
to the lease contract but also the underlying asset being made available for use by the 
lessee for the duration of the non-cancellable period of the lease. Some have noted that 
the lessee’s right to use an asset is conditional on the lessee making payments during the 
lease term, ie that the lessee may forfeit its right to use the asset if it does not make 
payments. However, unless the lessee breaches the contract, the lessee has an 
unconditional right to use the underlying asset. Its position is similar to that of an entity 
that had made an instalment purchase and has not yet made the instalment payments. 

BC23 The IASB also considered the proposed definition of an asset in the May 2015 Exposure Draft The 
Conceptual Framework for Financial Reporting (the ‘Conceptual Framework Exposure Draft’). That 
exposure draft proposes to define an asset as ‘a present economic resource controlled by the 
entity as a result of past events’ and defines an economic resource as ‘a right that has the potential 
to produce economic benefits’. In the IASB’s view, a lessee’s right to use an underlying asset 
would meet this proposed definition of an asset, for the reasons described in paragraph BC22. 

BC24 Consequently, the IASB concluded that the lessee’s right to use an underlying asset meets both 
the existing and proposed definitions of an asset. 

Obligation to make lease payments 

BC25 The Conceptual Framework defines a liability as ‘a present obligation of the entity arising from past 
events, the settlement of which is expected to result in an outflow from the entity of resources 
embodying economic benefits’. The IASB concluded that the lessee’s obligation to make lease 
payments meets the definition of a liability for the following reasons: 

(a) the lessee has a present obligation to make lease payments once the underlying asset 
has been made available to the lessee. That obligation arises from past events—not only 
the commitment to the lease contract but also the underlying asset being made available 
for use by the lessee. Unless the lessee renegotiates the lease, the lessee has no right to 
cancel the lease and avoid the contractual lease payments (or termination penalties) 
before the end of the lease term. 

(b) the obligation results in a future outflow of economic benefits from the lessee—typically 
contractual cash payments in accordance with the terms and conditions of the lease. 

BC26 The IASB also considered the Conceptual Framework Exposure Draft, which proposes to define a 
liability as ‘a present obligation of the entity to transfer an economic resource as a result of past 
events’. In the IASB’s view, a lessee’s obligation to make lease payments would also meet this 
definition of a liability for the reasons described in paragraph BC25. 

BC27 Consequently, the IASB concluded that a lessee’s obligation to make lease payments meets both 
the existing and proposed definitions of a liability. 

Obligation to return the underlying asset to the lessor 

BC28 The lessee controls the use of the underlying asset during the lease term, and has an obligation to 
return the underlying asset to the lessor at the end of the lease term. That obligation is a present 
obligation that arises from past events (the underlying asset being made available for use by the 
lessee under the terms of the lease contract). 

BC29 Some are of the view that there is an outflow of economic benefits at the end of the lease term 
because the lessee must surrender the underlying asset, which will frequently still have some 
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potential to generate economic benefits. However, in the IASB’s view, there is no outflow of 
economic benefits (other than incidental costs) from the lessee when it returns the leased item, 
because the lessee does not control the economic benefits associated with the asset that it returns 
to the lessor. Even if the lessee has physical possession of the underlying asset, it has no right to 
obtain the remaining economic benefits associated with the underlying asset once the lease term 
expires (ignoring any options to extend the lease or purchase the underlying asset). Once it 
reaches the end of the lease term, the position of the lessee is like that of an asset custodian. The 
lessee is holding an asset on behalf of a third party, the lessor, but has no right to the economic 
benefits embodied in that asset at the end of the lease term. 

BC30 Consequently, the IASB concluded that the lessee’s obligation to return the underlying asset does 
not meet the definition of a liability in the Conceptual Framework. The IASB is of the view that the 
changes proposed to the definition of a liability in the Conceptual Framework Exposure Draft would 
not affect this conclusion. 

BC31 Having considered whether the lessee’s right to use an underlying asset, obligation to make lease 
payments and obligation to return the underlying asset meet the definition of an asset or a liability, 
the IASB considered the lessee accounting model. This is discussed in paragraphs BC41–BC56. 

Why leases are different from service contracts for the lessee 

BC32 The IASB concluded that leases create rights and obligations that are different from those that 
arise from service contracts. This is because, as described in paragraph BC22, the lessee obtains 
and controls the right-of-use asset at the time that the underlying asset is made available for use 
by the lessee. 

BC33 When the lessor makes the underlying asset available for use by the lessee, the lessor has fulfilled 
its obligation to transfer the right to use that asset to the lessee—the lessee now controls that right 
of use. Consequently, the lessee has an unconditional obligation to pay for that right of use. 

BC34 In contrast, in a typical service contract, the customer does not obtain an asset that it controls at 
commencement of the contract. Instead, the customer obtains the service only at the time that the 
service is performed. Consequently, the customer typically has an unconditional obligation to pay 
only for the services provided to date. In addition, although fulfilment of a service contract will often 
require the use of assets, fulfilment typically does not require making those assets available for use 
by the customer throughout the contractual term. 

Rights and obligations arising from a lease that create assets and 
liabilities for the lessor 

Lease receivable 

BC35 When the lessor makes the underlying asset available for use by the lessee, the lessor has fulfilled 
its obligation to transfer the right to use that asset to the lessee—the lessee controls the right of 
use. Accordingly, the lessor has an unconditional right to receive lease payments (the lease 
receivable). The lessor controls that right—for example, it can decide to sell or securitise that right. 
The right arises from past events (not only the commitment to the lease contract but also the 
underlying asset being made available for use by the lessee) and is expected to result in future 
economic benefits (typically cash from the lessee) flowing to the lessor. 

BC36 Consequently, the IASB concluded that the lessor’s lease receivable meets the definition of an 
asset in the Conceptual Framework. The IASB is of the view that the changes proposed to the 
definition of an asset in the Conceptual Framework Exposure Draft would not affect this 
conclusion. 

Rights retained in the underlying asset 

BC37 Although the lessor transfers the right to use the underlying asset to the lessee at the 
commencement date, the lessor has the right to the underlying asset at the end of the lease term 
(and retains some rights to the underlying asset during the lease term; for example, the lessor 
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retains title to the asset). Consequently, the lessor retains some of the potential economic benefits 
embedded in the underlying asset. 

BC38 The lessor controls the rights that it retains in the underlying asset. A lessor can often, for example, 
sell the underlying asset (with the lease attached) or agree at any time during the initial lease term 
to sell or re-lease the underlying asset at the end of the lease term. The lessor’s rights to the 
underlying asset arise from a past event—the purchase of the underlying asset or commitment to a 
head lease, if the lessor subleases the asset. Future economic benefits from the lessor’s retained 
rights in the underlying asset are expected to flow to the lessor, assuming that the lease is for 
anything other than the full economic life of the underlying asset. The lessor would expect to obtain 
economic benefits either from the sale, re-lease or use of the underlying asset at the end of the 
lease term. 

BC39 Consequently, the IASB concluded that the lessor’s rights retained in the underlying asset meet 
the definition of an asset in the Conceptual Framework. The IASB is of the view that the changes 
proposed to the definition of an asset in the Conceptual Framework Exposure Draft would not 
affect this conclusion. 

BC40 Having considered whether the lessor’s lease receivable and rights retained in the underlying 
asset meet the definition of an asset, the IASB considered the lessor accounting model. This is 
discussed in paragraphs BC57–BC66. 

The lessee accounting model 

BC41 Having concluded that the lessee’s right to use the underlying asset meets the definition of an 
asset and the lessee’s obligation to make lease payments meets the definition of a liability (as 
described in paragraphs BC22–BC40), the IASB then considered whether requiring a lessee to 
recognise that asset and liability for all leases would improve financial reporting to the extent that 
the benefits from the improvements would outweigh the costs associated with such a change. 

BC42 The IASB considered comments from respondents to the Discussion Paper and the 2010 and 
2013 Exposure Drafts, and from participants at consultation meetings (including meetings with 
users of financial statements) as described in paragraphs BC9 and BC13. In the light of these 
comments, the IASB concluded that there would be significant benefits from requiring a lessee to 
recognise right-of-use assets and lease liabilities for all leases (except short-term leases and 
leases of low-value assets as described in paragraphs BC87–BC104), particularly for users of 
financial statements and others who have raised concerns about the extent of off balance sheet 
financing provided through operating leases. 

BC43 The IASB considered the costs associated with requiring a lessee to recognise right-of-use assets 
and lease liabilities for all leases throughout its redeliberations. In the light of comments from 
respondents to the 2010 and 2013 Exposure Drafts, IFRS 16 contains a number of simplifications 
and practical expedients to address concerns about costs. The costs and benefits of the lessee 
accounting model are discussed extensively in the Effects Analysis. 

BC44 The IASB also consulted extensively on the approach to the recognition of lease expenses. The 
feedback from that consultation emphasised that different stakeholders have different views about 
the economics of lease transactions. Some view all leases as providing finance. Some view almost 
no leases as providing finance. Others think that the economics are different for different leases. 

BC45 The 2010 Exposure Draft proposed a single lessee expense recognition model that was based on 
the premise that all leases provide finance to the lessee. The IASB received a significant amount of 
feedback in response to the 2010 Exposure Draft with stakeholders expressing differing views. In 
the light of this feedback, the IASB decided to expose for comment an alternative lessee expense 
recognition model—a dual model—that was responsive to those stakeholders who thought that a 
dual model would provide more useful information than a single model. Applying the dual model 
proposed in the 2013 Exposure Draft, leases would have been classified based upon the extent to 
which the lessee was expected to consume the economic benefits embedded in the underlying 
asset. Although some stakeholders supported that model, the feedback received in response to 
the proposals reiterated the mixed views that had been received throughout the project regarding 
lessee accounting. In particular: 
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(a) some stakeholders, including most users of financial statements, were of the view that all 
leases provide finance to lessees and, thus, create assets and ‘debt-like’ liabilities. 
Consequently, they supported a single lessee expense recognition model according to 
which a lessee would recognise interest on those debt-like liabilities separately from 
depreciation of lease assets for all leases. 

(b) some were of the view that a lessee receives equal benefits from use of the underlying 
asset in each period and pays equal amounts for that benefit. Consequently, they 
supported a single lessee expense recognition model in which a lessee would allocate 
the total cost of the lease to each period on a straight-line basis to reflect the pattern in 
which the lessee consumes benefits from use of the underlying asset. These 
stakeholders also noted that a decision to lease assets rather than purchase them is 
sometimes made in order to obtain operational flexibility (rather than to obtain finance). 
Consequently, they were of the view that a single straight-line lease expense would be a 
more faithful representation of the transaction in the income statement. 

(c) some supported a single lessee expense recognition model because they had concerns 
about the cost and complexity of a dual expense recognition model. They noted the 
administrative benefits of removing the need for a lease classification test and having 
only one method of accounting for all leases. They also questioned whether more than 
one expense recognition pattern would provide useful information to users of financial 
statements. 

(d) some supported a single lessee expense recognition model for conceptual reasons. They 
thought that, if all leases are recognised on a lessee’s balance sheet, any attempt to 
differentiate between those leases in the income statement would be arbitrary and result 
in inconsistencies with the accounting for a non-financial asset and a financial liability in 
the balance sheet. Many also criticised the accounting that would result from a dual 
model that required the recognition of assets and liabilities together with a single, 
straight-line lease expense (as was proposed for some leases in the 2013 Exposure 
Draft). This is because, under that model, the right-of-use asset would have been 
measured as a balancing figure. 

(e) some stakeholders noted that any dual model perpetuates the risk of structuring to gain a 
particular accounting outcome. 

(f) some stakeholders thought that there are real economic differences between different 
leases, particularly between property leases and leases of assets other than property. 
These stakeholders recommended a dual lessee expense recognition model in which a 
lessee would recognise a single, straight-line lease expense for most property leases. 
They recommended such a model because they view property lease expenses as an 
important part of operating expenses, particularly for entities such as retailers, hoteliers 
and restaurateurs. 

(g) some stakeholders recommended retaining a dual model that classified leases using the 
classification principle in IAS 17. They thought that recognition of a single, straight-line 
lease expense for all leases previously classified as operating leases would appropriately 
reflect the benefit that the lessee receives evenly over the lease term. This accounting 
would also align the lease expense more closely with lease payments, which some 
stakeholders viewed as preferable. 

BC46 The IASB also consulted many users of financial statements (see paragraphs BC9 and BC13). 
Most users consulted (including almost all of those who analyse industrial, airline, transport and 
telecommunications sectors) were of the view that leases create assets and ‘debt-like’ liabilities. 
Consequently, they thought that recognising interest on lease liabilities separately from 
depreciation of right-of-use assets would be beneficial to their analyses, particularly in assessing 
the operating performance of an entity. The separate recognition of those expenses would be 
particularly beneficial for those users of financial statements who use reported information for their 
analyses without making further adjustments—it would create greater comparability in the income 
statement between entities that borrow to buy assets and those that lease similar assets. 
Separating interest and depreciation would also provide coherency between the lessee’s balance 
sheet and income statement (ie the interest expense would correspond to the lease liabilities 
presented as financial liabilities, and depreciation would correspond to the right-of-use assets 
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presented as non-financial assets). This coherency is important for some analyses, such as 
calculating return on capital employed and some leverage ratios. 

BC47 Credit analysts consulted were generally of the view that all leases create assets and ‘debt-like’ 
liabilities for lessees. Consequently, they saw benefit in recognising interest on lease liabilities 
separately from depreciation of right-of-use assets. Many of those credit analysts already adjust a 
lessee’s income statement for operating leases to estimate an allocation of operating lease 
expense between depreciation and interest. 

BC48 Most users of the financial statements of retailers, hoteliers and restaurateurs (ie those entities that 
typically have significant amounts of leased property) expressed support for a model that would 
recognise a single lease expense for property leases. Some of those users view leases of property 
as executory contracts. For them, a single lease expense recognised within operating expenses 
would have best satisfied their needs. However, other users of the financial statements of retailers, 
hoteliers and restaurateurs had estimated an allocation of operating lease expense between 
depreciation and interest in their analyses based on previous lessee accounting requirements. 
Consequently, those users thought that requiring a lessee to recognise interest on lease liabilities 
separately from depreciation of right-of-use assets would provide them with information that is 
useful for their analyses. 

BC49 The IASB also considered the adjustments made by those lessees that, in applying the previous 
lessee accounting requirements, reported lease-adjusted ‘non-GAAP’ information alongside their 
financial statements. These lessees often reported ratios based on amounts in the balance sheet, 
income statement and statement of cash flows that were adjusted to reflect the amounts that would 
have been reported if operating leases were accounted for as financing transactions (as is required 
by IFRS 16). For example, a commonly reported amount was lease-adjusted return on capital 
employed which was often calculated as (a) operating profit adjusted for the estimated interest on 
operating leases; divided by (b) reported equity plus financial liabilities adjusted to include liabilities 
for operating leases. 

BC50 The IASB also observed that the consequence of any model that requires both the recognition of 
right-of-use assets and lease liabilities in the balance sheet together with a single, straight-line 
lease expense in the income statement (as was proposed for some leases in the 2013 Exposure 
Draft) would be a lack of coherency between the primary financial statements. In particular, any 
such model: 

(a) would result in a lessee recognising a financial liability in the balance sheet without 
presenting a commensurate interest expense in the income statement. Similarly, a lessee 
would recognise a non-financial asset without any commensurate depreciation in the 
income statement. These inconsistencies could distort ratio analyses performed on the 
basis of the amounts reported in the primary financial statements. 

(b) would require either the right-of-use asset or the lease liability to be measured as a 
balancing figure. This is because measuring (i) the right-of-use asset on the basis of cost 
less accumulated depreciation and impairment; and (ii) the lease liability using an 
effective interest method would generally not result in a straight-line lease expense. 

BC51 Consequently, the IASB concluded that: 

(a) a lessee model that separately presents depreciation and interest for all leases 
recognised in the balance sheet provides information that is useful to the broadest range 
of users of financial statements. The IASB reached this conclusion for three main 
reasons: 

(i) most users of financial statements consulted think that leases create assets and 
‘debt-like’ liabilities for a lessee. Consequently, they benefit from lessees 
recognising interest on those liabilities in a similar way to interest on other 
financial liabilities, because that enables them to perform meaningful ratio 
analyses. The same is true regarding the recognition of depreciation of 
right-of-use assets in a similar way to depreciation of other non-financial assets 
such as property, plant and equipment. The model is particularly beneficial for 
those users that rely on reported information without making adjustments. 
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(ii) the model is easy to understand—a lessee recognises assets and financial 
liabilities, and corresponding amounts of depreciation and interest. 

(iii) the model addresses the concern of some users of financial statements that a 
dual model would perpetuate the risk of structuring to create a particular 
accounting outcome. 

(b) accounting for all leases recognised in the balance sheet in the same way appropriately 
reflects the fact that all leases result in a lessee obtaining the right to use an asset, 
regardless of the nature or remaining life of the underlying asset. 

(c) a single model reduces cost and complexity by removing the need to classify leases and 
the need for systems that can deal with two lessee accounting approaches. 

BC52 In reaching its decisions relating to the lessee expense recognition model, the IASB observed that 
much of the negative feedback received in response to the single model proposed in the 2010 
Exposure Draft related to the proposed measurement of lease assets and lease liabilities—in 
particular, the requirements for a lessee to estimate future variable lease payments and to 
determine the lease term based on the longest possible term that was more likely than not to occur. 
The measurement proposals for variable lease payments and optional lease periods were 
simplified in the 2013 Exposure Draft, and these simplifications have been retained in IFRS 16. As 
described in paragraph BC18, the IASB also introduced a number of further simplifications and 
exemptions after considering feedback on the 2013 Exposure Draft. The IASB expects the simpler 
measurement requirements and exemptions in IFRS 16 to alleviate many of the concerns that 
were received in response to the single model proposed in the 2010 Exposure Draft. 

BC53 Consequently, the IASB decided to require a single lessee accounting model for all leases 
recognised in a lessee’s balance sheet. This model requires a lessee to depreciate the right-of-use 
asset similarly to other non-financial assets and to account for the lease liability similarly to other 
financial liabilities. 

Other approaches considered for the lessee accounting model 

BC54 The IASB also considered an approach similar to the lessee accounting requirements that have 
been decided upon by the FASB. Applying that approach, a lessee would generally recognise a 
single, straight-line lease expense for leases that would have been classified as operating leases 
applying IAS 17. 

BC55 Most lessees that predominantly lease property supported such an approach, as did some users of 
financial statements that analyse entities that predominantly lease property. In the view of those 
lessees and users, recognising lease expenses for property leases on a straight-line basis reflects 
the nature of the transaction. For example, some noted that, when a lessee enters into a typical 
five-year lease of retail space, the lessee is simply paying to use the retail space rather than 
consuming any of the value of the underlying asset. In their view, a lessee should recognise these 
rentals on a straight-line basis. 

BC56 The IASB did not adopt the approach decided upon by the FASB because, in its view: 

(a) information reported under the single lessee accounting model specified in IFRS 16 
would provide the most useful information to the broadest range of users of financial 
statements as described in paragraphs BC46–BC52; and 

(b) the costs for preparers under the approach decided upon by the FASB would be broadly 
similar to the costs of the single lessee accounting model specified in IFRS 16. For both 
approaches, the most significant cost associated with a new lessee accounting model 
would be the cost associated with recognising and measuring right-of-use assets and 
lease liabilities for all leases. Although the approach decided upon by the FASB would 
have retained the classification requirements of IAS 17 (which are familiar to lessees), it 
would still have required a lessee to recognise right-of-use assets and lease liabilities on 
a discounted basis for all leases (with some exceptions). 
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The lessor accounting model 

BC57 Having concluded that the lessor’s lease receivable and rights retained in the underlying asset 
both meet the definition of an asset (as described in paragraphs BC35–BC40), the IASB 
considered whether requiring a lessor to recognise those assets for all leases would improve 
financial reporting to the extent that the benefits from the improvements would outweigh the costs 
associated with such a change. 

BC58 The IASB considered the feedback received throughout the project regarding lessor accounting 
and concluded that the costs associated with making changes to lessor accounting would be 
difficult to justify at this time because most stakeholders (including users of financial statements) 
were of the view that lessor accounting in IAS 17 is not ‘broken’. Consequently, the IASB decided 
to substantially carry forward the lessor accounting model in IAS 17. 

BC59 In reaching this decision, the IASB noted that criticisms of the accounting model for leases under 
IAS 17 were primarily focused on lessee accounting. Consequently, when the IASB initially added 
the Leases project to its agenda, the project was intended to address only lessee accounting and 
not lessor accounting. 

BC60 The IASB had earlier proposed to address lessor accounting in response to feedback received 
from some respondents to the Discussion Paper (as described in paragraph BC6). Those 
respondents had asked the IASB to address both lessee and lessor accounting at the same time 
because they thought that developing consistent and symmetrical accounting for lessees and 
lessors would be beneficial. In addition, some users of financial statements had argued that the 
lessor accounting model in IAS 17 did not provide sufficient information about a lessor’s exposure 
to residual asset risk (ie the risks retained as a result of its remaining interest in the underlying 
asset). Accordingly, the IASB proposed changes to lessor accounting in the 2010 and 2013 
Exposure Drafts that were more symmetrical with the lessee accounting model ultimately included 
in IFRS 16, because these proposals would have required a lessor to recognise a lease receivable 
for all (or many) leases. 

BC61 The feedback received in response to the proposals in the 2010 and 2013 Exposure Drafts 
highlighted that the majority of stakeholders did not support changing the lessor accounting model 
in IAS 17. In particular, stakeholders observed that: 

(a) the lessor accounting model in IAS 17 is well understood. 

(b) most users of financial statements do not currently adjust lessors’ financial statements for 
the effects of leases—indicating that the lessor accounting model in IAS 17 already 
provides users of financial statements with the information that they need. In addition, 
investors generally analyse the financial statements of individual entities (and not a 
lessee and lessor of the same underlying asset). Accordingly, it is not essential that the 
lessee and lessor accounting models are symmetrical. 

(c) in contrast to lessee accounting, lessor accounting in IAS 17 is not fundamentally flawed 
and should not be changed solely because lessee accounting is changing. 

BC62 Some stakeholders also acknowledged that their views on lessor accounting had changed over the 
life of the Leases project. These stakeholders noted that they had originally suggested that the 
IASB should address lessor accounting at the same time as lessee accounting. However, in 
response to the 2013 Exposure Draft, they suggested that no changes should be made to lessor 
accounting. These stakeholders had changed their views primarily for cost-benefit reasons. 

BC63 In the light of this feedback, the IASB concluded that requiring a lessor to recognise a lease 
receivable for all leases would not improve financial reporting to the extent that the benefits from 
the improvements would outweigh the costs associated with such a change. 

BC64 Nonetheless, the IASB decided to change selected elements of the lessor accounting model in IAS 
17 in the light of the decisions made about the lessee accounting model. In particular, the IASB 
made changes to the accounting for subleases, the definition of a lease, initial direct costs and 
lessor disclosures. 
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BC65 Accordingly, IFRS 16 substantially carries forward the lessor accounting requirements in IAS 17, 
with the exception of the definition of a lease (see paragraphs BC105–BC126), initial direct costs 
(see paragraph BC237) and lessor disclosures (see paragraphs BC251–BC259). IFRS 16 also 
includes requirements and examples on subleases (see paragraphs BC232–BC236) in the light of 
the new lessee accounting requirements, and includes requirements on lease modifications (see 
paragraphs BC238–BC240). The IASB has also incorporated into this Basis for Conclusions 
material from the Basis for Conclusions on IAS 17 that discusses matters relating to the lessor 
accounting requirements that are carried forward in IFRS 16 (see paragraphs BCZ241–BCZ250). 
That material is contained in paragraphs denoted by numbers with the prefix BCZ. In those 
paragraphs cross-references to IFRS 16 have been updated accordingly and necessary editorial 
changes have been made. 

BC66 The IASB also decided to carry forward substantially all of the wording in IAS 17 with respect to 
lessor accounting. This is because any changes to the words in the Standard would have a risk of 
unintended consequences for lessors applying IFRS 16 and may imply that changes in application 
of the lessor accounting requirements were intended when that was not the case. 

Scope (paragraphs 3–4) 

BC67 The IASB decided that the scope of IFRS 16 should be based on the scope of the leases 
requirements in IAS 17. IAS 17 applies to all leases, with specified exceptions. 

BC68 Accordingly, IFRS 16 contains scope exceptions for: 

(a) leases to explore for or use minerals, oil, natural gas and similar non-regenerative 
resources. IFRS 6 Exploration for and Evaluation of Mineral Resources specifies the 
accounting for rights to explore for and evaluate mineral resources. 

(b) leases of biological assets within the scope of IAS 41 Agriculture held by a lessee. IAS 41 
specifies the accounting for biological assets, other than bearer plants, which are within 
the scope of IAS 16. Consequently, leases of bearer plants such as orchards and 
vineyards held by a lessee are within the scope of IFRS 16. 

(c) service concession arrangements within the scope of IFRIC 12 Service Concession 
Arrangements (see paragraph BC69). 

(d) licences of intellectual property granted by a lessor within the scope of IFRS 15. There 
are specific requirements relating to those licences within IFRS 15. 

(e) leases of intangible assets held by a lessee (see paragraphs BC70–BC71). 

Service concession arrangements 

BC69 The IASB decided to exclude from the scope of IFRS 16 service concession arrangements within 
the scope of IFRIC 12. Consistently with the conclusions in IFRIC 12, any arrangement within its 
scope (ie that meets the conditions in paragraph 5 of the Interpretation) does not meet the 
definition of a lease. This is because the operator in a service concession arrangement does not 
have the right to control the use of the underlying asset. For this reason, the IASB considered 
whether it was necessary to explicitly exclude from the scope of IFRS 16 service concession 
arrangements within the scope of IFRIC 12. However, such a scope exclusion had been included 
in IFRIC 4 Determining whether an Arrangement contains a Lease, and stakeholders informed the 
IASB that including a scope exclusion for service concession arrangements in IFRS 16 would 
provide clarity in this respect. 

Intangible assets 

BC70 IFRS 16 excludes from its scope rights held by a lessee under licensing agreements within the 
scope of IAS 38 Intangible Assets for such items as motion picture films, video recordings, plays, 
manuscripts, patents and copyrights. This is because these licensing agreements are accounted 
for applying IAS 38. 
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BC71 IFRS 16 also states that a lessee may, but is not required to, apply IFRS 16 to leases of other 
intangible assets. The IASB did not want to prevent a lessee from applying IFRS 16 to leases of 
intangible assets for which there are no specific requirements in other Standards. The IASB 
acknowledged that there is no conceptual basis for excluding leases of intangible assets from the 
scope of IFRS 16 for lessees. However, the IASB concluded that a separate and comprehensive 
review of the accounting for intangible assets should be performed before requiring leases of 
intangible assets to be accounted for applying the requirements of IFRS 16. Many stakeholders 
agreed with this approach. 

Onerous contracts 

BC72 The IASB decided not to specify any particular requirements in IFRS 16 for onerous contracts. The 
IASB made this decision because: 

(a) for leases that have already commenced, no requirements are necessary. After the 
commencement date, an entity will appropriately reflect an onerous lease contract by 
applying the requirements of IFRS 16. For example, a lessee will determine and 
recognise any impairment of right-of-use assets applying IAS 36 Impairment of Assets. 

(b) for leases that have not already commenced, the requirements for onerous contracts in 
IAS 37 Provisions, Contingent Liabilities and Contingent Assets are sufficient. The 
requirements in IAS 37 apply to any contract (and hence any lease contract) that meets 
the definition of an onerous contract in that Standard. 

Subleases 

BC73 The IASB decided that an entity should account for leases of right-of-use assets (ie subleases) in 
the same way as other leases. Accordingly, subleases are within the scope of IFRS 16 (see 
paragraphs BC232–BC236). 

Inventory 

BC74 IFRS 16 does not specifically exclude leases of inventory from its scope. The term ‘leased 
inventory’ is sometimes used to describe purchases of non-depreciating spare parts, operating 
materials, and supplies that are associated with leasing another underlying asset. The IASB noted 
that few of these transactions, if any, would meet the definition of a lease because a lessee is 
unlikely to be able to hold an asset that it leases (and that is owned by another party) for sale in the 
ordinary course of business, or for consumption in the process of production for sale in the ordinary 
course of business. Accordingly, the IASB decided that a scope exclusion was not necessary. 

Non-core assets 

BC75 Information about assets that are not essential to the operations of an entity is sometimes of less 
interest to users of financial statements, because those assets are often less significant to the 
entity. Accordingly, some think that the costs associated with recognising and measuring the 
assets and liabilities arising from leases of non-core assets could outweigh the benefits to users. 
For example, information about assets and liabilities arising from leases of delivery vans is 
important to assess the operations of a delivery company, but it may not be important for 
materiality reasons in assessing the operations of a bank that uses vans to deliver supplies to its 
retail banking locations. Consequently, the IASB considered whether to exclude leases of non-core 
assets from IFRS 16. 

BC76 Although some Board members favoured such an approach, the IASB noted that: 

(a) defining ‘core’ and ‘non-core’ would be extremely difficult. For example, would office 
buildings used by a bank be a core asset, and would the conclusion be different if the 
bank has retail banking operations? Would an entity consider some offices or cars to be 
core assets and others non-core? If core assets were defined as those essential to the 
operations of an entity, it could be argued that every lease would be a lease of a core 
asset. Otherwise, why would an entity enter into the lease? 
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(b) different entities might interpret the meaning of non-core assets differently, thereby 
reducing comparability for users of financial statements. 

(c) other Standards do not distinguish between core and non-core purchased assets. 
Because of this, it would be difficult to justify distinguishing a right-of-use asset relating to 
a core asset from one that relates to a non-core asset. 

BC77 Consequently, IFRS 16 does not make any distinction in accounting on the basis of whether the 
underlying asset is core to an entity’s operations. 

Long-term leases of land 

BC78 A long-term lease of land is sometimes regarded as being economically similar to the purchase of 
the land. Consequently, some stakeholders suggested that long-term leases of land should be 
excluded from the scope of IFRS 16. However, the IASB decided not to specifically exclude such 
leases from the scope of IFRS 16 because: 

(a) there is no conceptual basis for differentiating long-term leases of land from other leases. 
If the contract does not transfer control of the land to the lessee, but gives the lessee the 
right to control the use of the land throughout the lease term, the contract is a lease and 
should be accounted for as such. 

(b) for a long-term lease of land (for example, a 99-year lease), the present value of the 
lease payments is likely to represent substantially all of the fair value of the land. In this 
case, the accounting applied by the lessee will be similar to accounting for the purchase 
of the land. If the lessee obtains control of the land, it will account for the contract as the 
purchase of the land by applying IAS 16 Property, Plant and Equipment, rather than by 
applying IFRS 16. 

BC79 The IASB also noted that the IFRS Interpretations Committee had received questions about 
distinguishing between a lease and a sale or purchase when legal title to the underlying asset is 
not transferred. This is discussed in paragraphs BC138–BC140. 

Leases of investment property at fair value 

BC80 The IASB considered whether leases of investment property measured at fair value should be 
excluded from the scope of IFRS 16. It considered such an exclusion because many users of the 
financial statements of investment property lessors informed the IASB that the requirements of IAS 
40 Investment Property provide useful information about the leasing activities of a lessor, 
especially when the fair value model is used. However, the IASB concluded that a lessor of 
investment property should apply IAS 40 when accounting for its investment property and apply 
IFRS 16 when accounting for the lease. That is similar to how IAS 17 and IAS 40 interacted. 
Accordingly, a user of financial statements would obtain fair value information about investment 
property subject to operating leases, which is required by IAS 40, and information about rental 
income earned by the lessor, which is required by IFRS 16. 

Embedded derivatives 

BC81 The IASB decided to require an entity to separate from a lease any derivatives embedded in the 
lease (as defined in IFRS 9 Financial Instruments), and account for the derivatives applying IFRS 9. 
Nonetheless, IFRS 16 includes specific requirements for features of a lease such as options and 
residual value guarantees that may meet the definition of a derivative. The IASB noted that the 
lease accounting model in IFRS 16 was not developed with derivatives in mind and, thus, IFRS 16 
would not provide an appropriate basis on which to account for derivatives. Accordingly, if 
derivatives embedded in leases were not accounted for separately, unrelated derivative contracts 
could be bundled with leases to avoid measuring the derivatives at fair value.  

Portfolio application (paragraph B1) 

BC82 The 2010 and 2013 Exposure Drafts would not have precluded an entity from applying the leases 
requirements at a portfolio level. However, many entities noted that the 2011 Exposure Draft 
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Revenue from Contracts with Customers proposed guidance on applying its requirements at a 
portfolio level (which has subsequently been confirmed in IFRS 15). These stakeholders asked 
whether the absence of guidance on this subject meant that an entity would not be permitted to 
apply IFRS 16 at a portfolio level. 

BC83 In response to these concerns, the IASB decided to add application guidance on portfolios to IFRS 
16. The guidance clarifies that an entity is permitted to apply the requirements in IFRS 16 to a 
portfolio of leases with similar characteristics, if the entity reasonably expects that the effects on 
the financial statements of applying IFRS 16 to the portfolio would not differ materially from 
applying IFRS 16 to the individual leases within that portfolio. This approach may be particularly 
useful for lessees with a large number of similar leases. 

Materiality 

BC84 Many lessees expressed concerns about the costs of applying the requirements in IFRS 16 to 
leases that are large in number but low in value, particularly when the aggregate value of those 
leases would have little effect on the financial statements as a whole. These lessees thought that 
applying the requirements of IFRS 16 to those leases would involve a significant amount of time 
and effort without a corresponding benefit in terms of the effect on reported information. 

BC85 In the light of these concerns, the IASB considered including explicit guidance on materiality within 
IFRS 16—either an explicit reminder that immaterial leases are excluded from the scope of IFRS 
16 or by providing clarity about how the concept of materiality in the Conceptual Framework and in 
IAS 1 Presentation of Financial Statements applies to leases. The IASB observed that the concept 
of materiality applies to leases, however, other Standards do not provide materiality guidance 
about particular transactions and events. The IASB also noted that applying materiality 
considerations to the requirements in IFRS 16 is no different from applying those considerations to 
the requirements of other Standards. Accordingly, the IASB decided not to provide specific 
guidance on materiality within IFRS 16. The IASB concluded that it would be appropriate, and 
consistent with other Standards, to rely on the materiality guidance in the Conceptual Framework 
and in IAS 1. Nonetheless, IFRS 16 includes some recognition exemptions as described in 
paragraphs BC87–BC104. 

BC86 In making this decision not to include materiality guidance in IFRS 16, the IASB noted that a lessee 
would not be required to apply the recognition and measurement requirements in IFRS 16 if the 
effect of doing so would not be material to its financial statements. Similarly, if a lessee’s leasing 
activities are material to its financial statements, but the effect of measuring lease liabilities on a 
discounted basis is not material, the lessee would not be required to measure its lease liabilities on 
a discounted basis and could instead, for example, measure them on an undiscounted basis. 

Recognition exemptions (paragraphs 5–8) 

Short-term leases 

BC87 The IASB concluded that the benefits of requiring a lessee to apply all of the requirements in IFRS 
16 to short-term leases do not outweigh the associated costs. In considering how to reduce the 
costs for lessees, the IASB considered both the nature and the scope of a possible exemption. 

Nature of the exemption 

BC88 The IASB considered simplifying the measurement requirements for short-term leases. Specifically, 
it considered exempting lessees from the requirement to discount the payments used to measure 
the assets and liabilities arising from short-term leases. Many stakeholders, however, thought that 
this exemption would provide insufficient cost relief for lessees because it would still require an 
entity to track a possibly large volume of leases of a low value. 

BC89 The IASB concluded that, even with simplified measurement requirements, the benefits of 
requiring a lessee to recognise right-of-use assets and lease liabilities for short-term leases would 
not outweigh the associated costs. Consequently, paragraph 5(a) of IFRS 16 permits a lessee to 
elect not to apply the recognition requirements to short-term leases. Instead, a lessee can 
recognise the lease payments associated with short-term leases as an expense over the lease 
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term, typically on a straight-line basis. The IASB decided that this choice should be made by class 
of underlying asset. 

BC90 In the light of the feedback that an exemption for short-term leases did not provide sufficient relief 
for leases of low-value assets, the IASB also developed a separate exemption for those leases 
(see paragraphs BC98–BC104). 

Definition of ‘short-term’ 

BC91 The IASB first considered defining a short-term lease as a lease that, at the commencement date, 
has a maximum possible term of 12 months or less. However, many stakeholders thought that a 
short-term lease exemption defined in this way would provide limited cost relief for lessees. These 
stakeholders noted that, in their experience, a lease rarely has a maximum possible term of 12 
months or less. For example, stakeholders suggested that many leases that run month-to-month 
would not qualify for the exemption. 

BC92 In the light of these comments, the IASB considered expanding the short-term lease exemption to 
leases of more than 12 months. Some stakeholders had suggested that ‘short-term’ should be up 
to five years. The IASB, however, did not adopt this approach because, for example, three-year 
leases are more likely to give rise to material assets and liabilities than 12 month leases, and the 
objective of the project was to ensure greater transparency about an entity’s leasing activities. 

BC93 Instead, the IASB decided to expand the short-term lease exemption by making the determination 
of duration of short-term leases consistent with the determination of lease term, thus considering 
the likelihood of extension options being exercised or termination options not being exercised (see 
paragraphs BC152–BC159). Accordingly, IFRS 16 defines a short-term lease as a lease that, at 
the commencement date, has a lease term of 12 months or less. 

BC94 In reaching this decision, the IASB considered the risk that leases could be structured to meet the 
short-term lease exemption. The IASB concluded that this risk is mitigated by the economic 
consequences of a short-term lease for a lessor. There would often be an economic disincentive 
for lessors to grant shorter term leases, because shortening the lease term would increase the risk 
associated with a lessor’s residual interest in the underlying asset. Consequently, the IASB is of 
the view that a lessor would often either demand increased lease payments from the lessee to 
compensate for this change in risk or refuse to shorten the non-cancellable period of the lease. In 
addition, the IASB noted the rigour that lessees are expected to apply when determining the lease 
term, as described in paragraphs B37–B40 of IFRS 16. This should reduce the risk of 
non-substantive break clauses being inserted within contracts solely for accounting purposes. The 
IASB also decided that a lessee should reassess the lease term of a short-term lease by treating it 
as a new lease if that lease term changes. 

BC95 The IASB observed that little incremental information would be lost by defining short-term leases 
by reference to the IFRS 16 determination of lease term, instead of the maximum possible term. 
That is because a lessee would include only lease payments for the duration of the lease term as 
an asset and a liability, irrespective of the maximum possible term. For example, for a lease with 
an extension option after six months which the lessee is not reasonably certain to exercise, the 
lease term is six months. If that lease were not captured by the short-term lease exemption 
(because the maximum term is longer than the lease term), the lessee would include only lease 
payments for the six-month lease term in measuring the asset and liability. Consequently, by 
aligning the determination of short-term with the determination of lease term, the only incremental 
change in information would be that the lessee would no longer reflect the six months of lease 
payments on its balance sheet. 

BC96 The IASB also considered whether identifying short-term leases using the IFRS 16 determination 
of lease term would be more complex to apply, because more judgement would be needed to 
identify that lease term than the maximum term. However, on the basis of feedback received, the 
IASB concluded that any additional complexity in determining the lease term would be more than 
compensated for by the additional cost relief provided overall as a result of: 

(a) applying the exemption to a wider group of leases; and 
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(b) requiring lessees to perform only one assessment of lease term for the purposes of both 
identifying whether the lease is a short-term lease and measuring the assets and 
liabilities for leases that are not short-term. 

BC97 The IASB also decided to require a lessee to disclose the expense related to short-term leases for 
which the lessee has elected to apply the short-term lease exemption (see paragraph 53(c) of 
IFRS 16 and paragraph BC217(c)). In the IASB’s view, this disclosure provides useful information 
to users of financial statements about the lease payments that are excluded from lease liabilities as 
a consequence of the short-term lease exemption. 

Leases of low-value assets 

BC98 As noted in paragraph BC84, many lessees expressed concerns about the costs of applying the 
requirements of IFRS 16 to leases that are large in number but low in value. They suggested that 
such an exercise would require a significant amount of effort with potentially little effect on reported 
information. 

BC99 In the light of these concerns, the IASB decided to provide a recognition exemption for leases of 
low-value assets. Consequently, IFRS 16 permits a lessee to elect, on a lease-by-lease basis, not 
to apply the recognition requirements of IFRS 16 to leases for which the underlying asset is of low 
value. 

BC100 In developing the exemption, the IASB attempted to provide substantive relief to preparers while 
retaining the benefits of the requirements in IFRS 16 for users of financial statements. The IASB 
intended the exemption to apply to leases for which the underlying asset, when new, is of low value 
(such as leases of tablet and personal computers, small items of office furniture and telephones). 
At the time of reaching decisions about the exemption in 2015, the IASB had in mind leases of 
underlying assets with a value, when new, in the order of magnitude of US$5,000 or less. A lease 
will not qualify for the exemption if the nature of the underlying asset is such that, when new, its 
value is typically not low. The IASB also decided that the outcome of the assessment of whether an 
underlying asset is of low value should not be affected by the size, nature, or circumstances of the 
lessee—ie the exemption is based on the value, when new, of the asset being leased; it is not 
based on the size or nature of the entity that leases the asset. 

BC101 The IASB conducted fieldwork to assess the effect that low-value asset leases would have if the 
right-of-use assets and lease liabilities were recognised in the financial statements of lessees. On 
the basis of this fieldwork, the IASB observed that, in most cases, assets and liabilities arising from 
leases within the scope of the exemption would not be material, even in aggregate. The IASB 
considered whether these findings demonstrated that the exemption would be of limited benefit to 
lessees because most leases that would be within its scope might instead be excluded from the 
recognition requirements of IFRS 16 by applying the concept of materiality in the Conceptual 
Framework and in IAS 1. However, in the light of feedback received from preparers of financial 
statements, the IASB concluded that the exemption would provide substantial cost relief to many 
lessees (and, in particular, smaller entities) by removing the burden of justifying that such leases 
would not be material in the aggregate. 

BC102 The IASB acknowledged the risk that the aggregate value of leases captured by the exemption 
might be material in some cases. The IASB’s fieldwork suggested that the aggregate value is most 
likely to be material for large assets made up of a number of individual leases of low-value assets 
(such as IT equipment made up of individually low-value component parts). Consequently, the 
IASB decided that if an underlying asset is highly dependent on, or highly interrelated with, other 
underlying assets, a lessee should not apply the recognition exemption to the lease of that 
individual asset. Similarly, the IASB decided that a lessee should not apply the recognition 
exemption to a lease of an underlying asset if the lessee cannot benefit from that underlying asset 
on its own or together with other readily available resources, irrespective of the value of that 
underlying asset. 

BC103 The IASB decided that the recognition exemption for leases of low-value assets should be applied 
on a lease-by-lease basis. A requirement to apply the exemption by class of underlying asset, 
instead of lease-by-lease, would have introduced a burden on lessees to assess every individual 
asset within a class. Consequently, in the IASB’s view, the recognition exemption for leases of 
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low-value assets will be easier to apply, and of more benefit to lessees, if applied on a 
lease-by-lease basis. 

BC104 The IASB also decided to require a lessee to disclose the amount of the expense recognised 
related to leases of low-value assets for which the lessee has elected to apply the recognition 
exemption (see paragraph 53(d) of IFRS 16 and paragraph BC217(c)). In the IASB’s view, this 
disclosure provides useful information to users of financial statements about the amount of lease 
payments that are excluded from lease liabilities as a consequence of a lessee applying the 
exemption relating to leases of low-value assets. 

Identifying a lease (paragraphs 9–17) 

Definition of a lease (paragraphs 9–11) 

BC105 IFRS 16 defines a lease on the basis of whether a customer controls the use of an identified asset 
for a period of time, which may be determined by a defined amount of use. If the customer controls 
the use of an identified asset for a period of time, then the contract contains a lease. This will be 
the case if the customer can make the important decisions about the use of the asset in a similar 
way to that in which it makes decisions about owned assets that it uses. In such cases, the 
customer (the lessee) has obtained the right to use an asset (the right-of-use asset) that it should 
recognise in its balance sheet (subject to the recognition exemptions in paragraph 5 of IFRS 16). In 
contrast, in a service contract, the supplier controls the use of any assets used to deliver the 
service. 

BC106 The 2010 Exposure Draft essentially retained the definition of a lease in IAS 17 and the 
accompanying requirements in IFRIC 4. Many respondents expressed concerns about the 
population of contracts that would be captured by the proposed requirements (and in particular that 
some contracts that they viewed as service contracts would be captured). Respondents also 
identified practice issues with IFRIC 4, such as difficulties in assessing the pricing structure of a 
contract, and questioned why the control criteria used in IFRIC 4 to define a lease were different 
from the control proposals that were then being developed within the context of revenue 
recognition and the control principle in IFRS 10 Consolidated Financial Statements. 

BC107 Accordingly, in the 2013 Exposure Draft, the IASB proposed changes to the guidance on the 
definition of a lease to address those concerns. The 2013 Exposure Draft proposed using a control 
principle as the means of distinguishing between a service and a lease, and to align the principle 
with that in other Standards. Respondents generally supported these changes. However, many 
respondents stressed the increased importance of the definition of a lease, noting that the 
assessment of whether a contract contains a lease would generally determine whether a customer 
would recognise lease assets and lease liabilities. Some of these respondents thought that the 
IASB had not provided adequate guidance to support consistent application of the proposed 
definition to more complicated scenarios. 

BC108 Accordingly, IFRS 16 generally retains the approach to the definition of a lease that was proposed 
in the 2013 Exposure Draft, but makes a number of changes to clarify the IASB’s intentions and 
reduce the risk of inconsistent application. 

BC109 The IASB is of the view that, in most cases, the assessment of whether a contract contains a lease 
should be straightforward. A contract will either fail to meet the definition of a lease by failing to 
meet many of the requirements or will clearly meet the requirements to be a lease without requiring 
a significant amount of judgement. However, application guidance has been added to make it 
easier for entities to make the lease assessment for more complicated scenarios. 

BC110 IFRS 16 requires an entity to assess whether a contract contains a lease at inception of the 
contract, rather than at commencement. This is because a lessor is required to classify a lease as 
either a finance lease or an operating lease at the inception date; this is consistent with the 
previous lessor lease classification requirements in IAS 17, which the IASB decided not to change. 
In addition, a lessee is required to disclose information about leases not yet commenced to which 
the lessee is committed if that information is relevant to users of financial statements. 
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Identified asset 

BC111 The first requirement for a contract to meet the definition of a lease in IFRS 16 is that a customer 
should control the use of an identified asset. The requirement for an identified asset is substantially 
the same as the requirement in IFRIC 4 for the contract to depend on the use of a specified asset. 
It is important to know what the asset is in order to assess whether the customer has the right to 
control the use of that asset and, for example, to determine which asset finance lessors should 
derecognise. Nonetheless, when assessing at the inception date whether there is an identified 
asset, an entity does not need to be able to identify the particular asset (for example, a specific 
serial number) that will be used to fulfil the contract to conclude that there is an identified asset. 
Instead, the entity simply needs to know whether an identified asset is needed to fulfil the contract 
from commencement. If that is the case, then an asset is implicitly specified. IFRS 16 clarifies that 
an asset can be implicitly specified at the time that the asset is made available for use by the 
customer. 

BC112 IFRS 16 includes requirements on asset substitution. If a supplier has a substantive right to 
substitute the asset throughout the period of use, then there is no identified asset and the contract 
does not contain a lease. This is because the supplier (and not the customer) controls the use of 
an asset if it can substitute the asset throughout the period of use. 

BC113 The IASB has included application guidance to help determine the circumstances in which 
substitution rights are substantive. This guidance focuses on whether the supplier has the practical 
ability to substitute the asset and would benefit economically from doing so. The IASB’s intention in 
including this guidance is to differentiate between: 

(a) substitution rights that result in there being no identified asset because the supplier, 
rather than the customer, controls the use of an asset; and 

(b) substitution rights that do not change the substance or character of the contract because 
it is not likely, or practically or economically feasible, for the supplier to exercise those 
rights. 

If a substitution clause is not substantive because it does not change the substance of the contract, 
then that substitution clause should not affect an entity’s assessment of whether a contract 
contains a lease. The IASB thinks that, in many cases, it will be clear that the supplier would not 
benefit from the exercise of a substitution right because of the costs associated with substituting an 
asset. 

BC114 Substitution rights may not be substantive for a number of reasons. Some substitution rights are 
not substantive because the contract restricts when a supplier can substitute the asset. For 
example, if a contract states that a supplier can substitute the asset only on a specified future date 
or after the occurrence of a specified event, that substitution right is not substantive because it 
does not give the supplier the practical ability to substitute the asset throughout the period of use. 
Other substitution rights are not substantive even if the supplier contractually has the right to 
substitute the asset at any time. For example, if a supplier substitutes an asset for purposes of 
repair and maintenance, or if a supplier would benefit from substitution only in circumstances that 
are not considered likely to arise, those substitution rights are not substantive, regardless of 
whether those circumstances are specified in the contract. 

BC115 Stakeholders raised concerns that in some cases it would be difficult, if not impossible, for a 
customer to determine whether a supplier’s substitution right is substantive. Difficulties may arise 
because the customer often does not have information about the costs of substitution that would 
be incurred by the supplier. On the basis of this feedback, the IASB decided to state in IFRS 16 
that, if a customer cannot readily determine whether a supplier has a substantive substitution right, 
then the customer should presume that any substitution right is not substantive. It is intended that a 
customer should assess whether substitution rights are substantive if it is reasonably able to do 
so—if substitution rights are substantive, then the IASB thinks that this would be relatively clear 
from the facts and circumstances. However, the requirement is also intended to clarify that a 
customer is not expected to exert undue effort in order to provide evidence that a substitution right 
is not substantive. 
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BC116 IFRS 16 also clarifies that an asset must be physically distinct to be an identified asset. The IASB 
concluded that a customer is unlikely to have the right to control the use of a capacity portion of a 
larger asset if that portion is not physically distinct (for example, if it is a 20 per cent capacity 
portion of a pipeline). The customer is unlikely to have the right to control the use of its portion 
because decisions about the use of the asset are typically made at the larger asset level. Widening 
the notion of an identified asset to possibly capture portions of a larger asset that are not physically 
distinct might have forced entities to consider whether they lease assets used to fulfil any contract 
for services, only to conclude that they do not. Consequently, the IASB concluded that widening 
the definition to include capacity portions of a larger asset would increase complexity for little 
benefit. 

The right to control the use of an identified asset 

BC117 IFRS 16 contains application guidance regarding what it means to have the right to control the use 
of an asset. The IASB decided that, to control the use of an asset, a customer is required to have 
not only the right to obtain substantially all of the economic benefits from use of an asset 
throughout the period of use (a ‘benefits’ element) but also the ability to direct the use of that asset 
(a ‘power’ element), ie a customer must have decision-making rights over the use of the asset that 
give it the ability to influence the economic benefits derived from use of the asset throughout the 
period of use. Without any such decision-making rights, the customer would have no more control 
over the use of the asset than any customer purchasing supplies or services. If this were the case, 
the customer would not control the use of the asset. This guidance is consistent with the concept of 
control in IFRS 10 and IFRS 15, and with the IASB’s proposals regarding control in the Conceptual 
Framework Exposure Draft. IFRS 10 and IFRS 15 define control to require both a ‘benefits’ 
element and a ‘power’ element. 

Right to obtain substantially all of the economic benefits from use of the identified 
asset 

BC118 IFRS 16 clarifies that only the economic benefits arising from use of an asset, rather than the 
economic benefits arising from ownership of that asset, should be considered when assessing 
whether a customer has the right to obtain the benefits from use of an asset. A lease does not 
convey ownership of an underlying asset; it conveys only the right to use that underlying asset. 
Accordingly, the IASB concluded that, when considering whether a contract contains a lease, a 
customer should not consider economic benefits relating to ownership of an asset (for example, 
tax benefits as a result of owning an asset). However, a customer should consider benefits relating 
to the use of the asset (for example, renewable energy credits received from the use of an asset or 
by-products resulting from the use of an asset). 

Right to direct the use of the identified asset 

BC119 IFRS 16 clarifies that a customer has the right to direct the use of an asset if it has the right to 
direct how and for what purpose the asset is used throughout the period of use (ie the right to make 
relevant decisions about how and for what purpose the asset is used throughout the period of use). 
If the supplier has that right, the supplier directs the use of the asset and, thus, no lease exists. 

BC120 In the IASB’s view, the decisions about how and for what purpose an asset is used are more 
important in determining control of the use of an asset than other decisions to be made about use, 
including decisions about operating and maintaining the asset. This is because decisions about 
how and for what purpose an asset is used determine how, and what, economic benefits are 
derived from use. How and for what purpose an asset is used is a single concept, ie ‘how’ an asset 
is used is not assessed separately from ‘for what purpose’ an asset is used. Decisions regarding 
operating an asset are generally about implementing the decisions about how and for what 
purpose an asset is used and are dependent upon (and subordinate to) those decisions. For 
example, a supplier’s operational decisions would have no effect on the economic benefits derived 
from use of an asset if the customer decides that the asset should not be used. In addition, if the 
supplier makes decisions about operating or maintaining an underlying asset, it often does so to 
protect its interest in that asset. The IASB observed that considering decisions about how and for 
what purpose an asset is used can be viewed as similar to considering the decisions made by a 
board of directors when assessing control of the entity. Decisions made by a board of directors 
about the operating and financing activities of an entity are generally the decisions that matter in 
that control assessment, rather than the actions of individuals in implementing those decisions. 
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BC121 The IASB noted that, in some cases, decisions about how and for what purpose an asset is used 
are predetermined and cannot be made by either the customer or the supplier during the period of 
use. This could happen if, for example, all decisions about how and for what purpose an asset is 
used are agreed between the customer and supplier in negotiating the contract and cannot be 
changed after the commencement date, or are, in effect, predetermined by the design of the asset. 
The IASB noted that it would expect decisions about how and for what purpose an asset is used to 
be predetermined in relatively few cases. 

BC122 The approach to determining whether a customer has the right to direct the use of an identified 
asset changes if the decisions about how and for what purpose an asset is used are 
predetermined. IFRS 16 clarifies that, if decisions about how and for what purpose an asset is 
used are predetermined, a customer can still direct the use of an asset if it has the right to operate 
the asset, or if it designed the asset in a way that predetermines how and for what purpose the 
asset will be used. In either of these cases the customer controls rights of use that extend beyond 
the rights of a customer in a typical supply or service contract (ie the customer has rights that 
extend beyond solely ordering and receiving output from the asset). In these cases, the customer 
has the right to make (or has made in the case of design) decisions that affect the economic 
benefits to be derived from use of the asset throughout the period of use. Although the IASB thinks 
that each of these cases represents a scenario in which the customer directs the use of an asset, it 
expects that, for most leases, the assessment of whether a customer directs the use of an asset 
will be based on identifying the party that decides how and for what purpose an asset is used. 

BC123 IFRS 16 also clarifies that only decisions made during the period of use (and not before the period 
of use) should be considered in the control assessment, unless the customer designed the asset in 
a way that predetermines how and for what purpose the asset will be used. In the IASB’s view, if a 
customer specifies the output from an asset at or before the beginning of the period of use (for 
example, within the terms of the contract), and cannot change that specification during the period 
of use, it generally does not control the use of an asset. In that case, it would have no more 
decision-making rights than any customer in a typical supply or service contract. 

BC124 In addition, IFRS 16 provides application guidance about protective rights—for example, terms and 
conditions included in the contract to protect the supplier’s interest in the underlying asset or other 
assets, to protect its personnel or to ensure the supplier’s compliance with applicable laws and 
regulations. In the IASB’s view, such protective rights define the scope of the rights obtained by a 
customer without preventing a customer from having the right to direct the use of that asset. 
Accordingly, protective rights may affect the price paid for the lease (ie a lessee may pay less for 
the use of the asset if it is more restricted in its use of that asset). However, protective rights 
generally would not affect the existence of the customer’s right to direct the use of the asset. 

Other approaches considered for the definition of a lease 

BC125 In developing IFRS 16, the IASB considered alternatives suggested by stakeholders regarding the 
definition of a lease. The main alternatives considered are described below: 

(a) Financing component: the IASB considered requiring a lease to be a financing 
arrangement for the right to use an asset. In other words, there would have to be a clearly 
identifiable financing component for a contract to contain a lease. However, the IASB did 
not adopt this approach because: 

(i) in the IASB’s view, it is appropriate to focus on whether the customer has 
obtained control of a right-of-use asset to determine whether a contract contains 
a lease. The right-of-use asset gives rise to a corresponding lease liability if 
payments are made over time, but exists even if there is no lease liability (for 
example, when lease payments are fully prepaid). If an entity obtains the right to 
use an asset for a period of time, the contract contains a lease, regardless of 
the timing of payments for that right of use. The focus on the asset obtained in a 
lease also distinguishes leases from other contracts, such as service or supply 
arrangements. 

(ii) many of the suggested indicators of ‘financing arrangements’ focus on the form 
of the payments, and on those payments being similar to payments within a 
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loan agreement. The IASB was concerned that if it focused on the form of an 
arrangement, rather than its substance: 

(A) many existing leases, including many existing finance leases and 
property leases, would no longer meet the definition of a lease, even 
when it is clear that the customer has obtained a right of use at 
contract commencement. 

(B) it would be relatively easy to structure a contract to fail to meet the 
definition of a lease by, for example, changing the payment structure, 
while not changing the customer’s right to use an asset. 

 

(b) IFRS 15: the IASB considered whether to link the requirements on the definition of a 
lease more closely to the requirements in IFRS 15, in particular the requirements on 
whether a good or service is ‘distinct’. Applying such an approach, the concept of ‘distinct’ 
could have been used to distinguish between contracts that contain distinct lease and 
service components (that an entity should unbundle and account for separately) and 
those that do not contain distinct lease and service components (and therefore would be 
accounted for entirely as a contract for services). The IASB did not adopt this approach 
because: 

(i) the ‘distinct’ requirements in IFRS 15 were developed to address a different 
objective from that of identifying a lease. They were developed to identify the 
nature of an entity’s promises in a contract with a customer to ensure the most 
appropriate allocation and recognition of revenue. In contrast, the lease 
definition requirements aim to identify whether a customer has obtained the 
right to use an asset and, therefore, should recognise the assets and liabilities 
associated with that transaction. Because the ‘distinct’ requirements in IFRS 15 
were developed for a different purpose, applying those requirements might have 
resulted in customers failing to recognise items that meet the conceptual 
definition of assets and liabilities (see paragraphs BC22–BC27). The IASB 
thinks that control is a more appropriate basis on which to make this 
determination. 

(ii) the IASB was concerned that a requirement to determine whether lease and 
service components were distinct would add unnecessary complexity to the 
guidance. This is because such an approach was expected to result in little 
difference in outcomes and yet would have included an additional requirement 
that could have been complicated to interpret and apply within the context of 
leases. 

(c) Stand-alone utility: the IASB considered whether to specify that a customer controls the 
use of an asset only if that asset has stand-alone utility to the customer, ie only if the 
customer has the ability to derive the economic benefits from use of an asset, either on its 
own or together with other resources that could be sourced in a reasonable period of time. 
The IASB decided not to add this criterion because: 

(i) the additional criterion is not necessary to appropriately determine if a customer 
controls the use of an asset. Such an approach is not used elsewhere in IFRS 
when assessing control of an asset, such as the purchase of an item of property, 
plant and equipment. 

(ii) entities might reach different conclusions for contracts that contain the same 
rights of use, depending on differences in customers’ resources or suppliers’ 
business models. 

(iii) assessing whether the criterion had been met would have been subjective and 
required judgement beyond that required to apply the definition of a lease in 
IFRS 16. It may also have had unintended consequences. In addition, the IASB 
did not identify any existing scenarios for which the inclusion of such a criterion 
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would have been expected to change the lease conclusion. Consequently, the 
IASB concluded that the costs of including such a criterion would outweigh any 
possible benefits. 

(d) Substantial services: the IASB considered whether to require an entity to account for a 
contract with lease and service components entirely as a service if the service 
components are substantial and are the predominant portion of the overall contract. The 
IASB decided not to include this requirement. Again, in the IASB’s view, if a contract 
conveys to the customer the right to use an asset, the contract contains a lease. The 
presence of services, no matter how substantial, does not change the rights of use that a 
lessee obtains. The IASB was concerned that similar rights of use could be accounted for 
differently because services of a more significant value had been bundled together with 
some right-of-use assets and not with others. 

Assessing whether a contract contains a lease when the customer is a joint 
arrangement 

BC126 When two or more parties form a joint arrangement of which they have joint control as defined in 
IFRS 11 Joint Arrangements, those parties can decide to lease assets to be used in the joint 
arrangement’s operations. The joint arrangement might be a joint venture or a joint operation. The 
contract might be signed by the joint arrangement itself if the joint arrangement has its own legal 
identity, or it might be signed by one or more of the parties to the joint arrangement on behalf of the 
joint arrangement. In these cases, the IASB decided to clarify that an entity should consider the 
joint arrangement to be the customer when assessing whether the contract contains a lease 
applying paragraphs 9–11 of IFRS 16—ie the parties to the joint arrangement should not each be 
considered to be a customer. Accordingly, if the parties to the joint arrangement collectively have 
the right to control the use of an identified asset throughout the period of use through their joint 
control of the arrangement, the contract contains a lease. In that scenario, it would be 
inappropriate to conclude that a contract does not contain a lease on the grounds that each of the 
parties to the joint arrangement either obtains only a portion of the economic benefits from use of 
the underlying asset or does not unilaterally direct the use of the underlying asset. 

Cancellable leases 

BC127 For the purposes of defining the scope of IFRS 16, the IASB decided that a contract would be 
considered to exist only when it creates rights and obligations that are enforceable. Any 
non-cancellable period or notice period in a lease would meet the definition of a contract and, thus, 
would be included as part of the lease term. To be part of a contract, any options to extend or 
terminate the lease that are included in the lease term must also be enforceable; for example the 
lessee must be able to enforce its right to extend the lease beyond the non-cancellable period. If 
optional periods are not enforceable, for example, if the lessee cannot enforce the extension of the 
lease without the agreement of the lessor, the lessee does not have the right to use the asset 
beyond the non-cancellable period. Consequently, by definition, there is no contract beyond the 
non-cancellable period (plus any notice period) if there are no enforceable rights and obligations 
existing between the lessee and lessor beyond that term. In assessing the enforceability of a 
contract, an entity should consider whether the lessor can refuse to agree to a request from the 
lessee to extend the lease. 

BC128 Accordingly, if the lessee has the right to extend or terminate the lease, there are enforceable 
rights and obligations beyond the initial non-cancellable period and the parties to the lease would 
be required to consider those optional periods in their assessment of the lease term. In contrast, a 
lessor’s right to terminate a lease is ignored when determining the lease term because, in that case, 
the lessee has an unconditional obligation to pay for the right to use the asset for the period of the 
lease, unless and until the lessor decides to terminate the lease. 

BC129 The IASB considered whether applying enforceability to leases in this way might encourage 
entities to add a clause to a lease that does not have economic substance, for example, stating 
that the lease could be cancelled at any point, knowing that, in practice, it would not be cancelled. 
However, the IASB is of the view that such clauses are unlikely to be added because there often is 
an economic disincentive for either the lessor or lessee to agree to their inclusion. For example, if a 
lessor has priced a contract assuming that the lessee will not cancel the contract, including such a 
clause would put the lessor at risk of being exposed to higher residual asset risk than had been 
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anticipated when pricing the contract, which would be an economic disincentive for the lessor. 
Conversely, if the lessor has priced the contract assuming that the lessee will or may cancel the 
contract, the lessee would be likely to have to pay higher rentals to compensate the lessor for 
taking on more residual asset risk. Those higher rentals would be an economic disincentive for the 
lessee, if it does not intend to cancel the contract. 

Combination of contracts (paragraph B2) 

BC130 The IASB noted that, although it is usually appropriate to account for contracts individually, it is 
also necessary to assess the combined effect of contracts that are interdependent. An entity may 
enter into a number of contracts in contemplation of one another such that the transactions, in 
substance, form a single arrangement that achieves an overall commercial objective that cannot 
be understood without considering the contracts together. For example, assume that a lessee 
enters into a one-year lease of an asset with particular characteristics. The lessee also enters into 
a one-year lease for an asset with those same characteristics starting in one year’s time and a 
similar forward contract starting in two years’ time and in three years’ time. The terms and 
conditions of all four contracts are negotiated in contemplation of each other such that the overall 
economic effect cannot be understood without reference to the series of transactions as a whole. 
In effect, the lessee has entered into a four-year lease. In such situations, accounting for the 
contracts independently of each other might not result in a faithful representation of the combined 
transaction. 

BC131 The IASB noted that some view the concept of faithful representation in the Conceptual 
Framework as sufficient to identify the circumstances in which contracts should be combined. 
However, in the IASB’s view, it is beneficial to add more clarity as to when to combine contracts 
within the context of leases, particularly with respect to sale and leaseback transactions, short-term 
leases and leases of low-value assets. 

BC132 Consequently, the IASB decided to specify in IFRS 16 circumstances in which contracts should be 
combined and accounted for as a single contract. The requirements are similar to those in IFRS 15 
and consistent with the concepts proposed in the Conceptual Framework Exposure Draft. 

Separating components of a contract (paragraphs 12–17 and 
B32–B33) 

BC133 Some contracts contain both lease and non-lease (service) components. For example, a contract 
for a car may combine a lease with maintenance services. In addition, many contracts contain two 
or more lease components. For example, a single contract may include leases of land, buildings 
and equipment. 

Separating lease components 

BC134 IFRS 16 contains requirements for determining whether a contract that contains a lease has only 
one lease component or a number of lease components. The IASB noted that the identification of 
separate lease components in a lease contract is similar to the identification of performance 
obligations in a revenue contract—in both circumstances, an entity is trying to identify whether a 
customer or a lessee is contracting for a number of separate deliverables or contracting for one 
deliverable that may incorporate a number of different assets. Accordingly, rather than developing 
new requirements addressing how to identify separate lease components, the IASB decided to 
include in IFRS 16 requirements similar to those in IFRS 15 on the identification of performance 
obligations. The IASB intends that those requirements in IFRS 16 are applied in a similar way to 
their application within the context of a revenue contract in IFRS 15. 

Separating lease and non-lease components 

BC135 The objective of the Leases project is to change the accounting for leases—not the accounting for 
services. The IASB, therefore, took the view that IFRS 16 should apply only to the lease 
components of any contract. The accounting for services (or the service components of a contract) 
should not be affected, regardless of whether the contract is only for services or includes the 
purchase, or lease, of an asset as well as services. Accordingly, IFRS 16 requires: 
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(a) a lessor to separate lease components and non-lease components of a contract. On the 
basis of feedback received from lessors, the IASB concluded that a lessor should be able 
to separate payments made for lease and non-lease components. This is because the 
lessor would need to have information about the value of each component, or a 
reasonable estimate of it, when pricing the contract. 

(b) a lessee to separate lease components and non-lease components of a contract, unless 
it applies a practical expedient whereby it is not required to separate a lease component 
from any associated non-lease components and can instead elect to treat these as a 
single lease component. The IASB decided to permit this practical expedient for cost 
benefit reasons and in response to requests from preparers not to require separation in 
all scenarios. In the IASB’s view, the practical expedient will reduce cost and complexity 
for some lessees, while not creating significant issues of comparability. This is because, 
in general, a lessee is not expected to adopt the practical expedient for contracts with 
significant service components because that would significantly increase the lessee’s 
lease liabilities for those contracts. The IASB expects that lessees are likely to adopt this 
practical expedient only when the non-lease components of a contract are relatively 
small. 

BC136 IFRS 16 requires a lessor to allocate the consideration in a contract to lease components and 
non-lease components applying the requirements in IFRS 15 on allocating the transaction price to 
performance obligations. This approach will ensure consistency for entities that are both a lessor 
and a seller of goods or services in the same contract. The IASB concluded that the approach 
applied by a lessor should not be different from the approach applied by a seller to allocate 
consideration in a revenue contract with more than one performance obligation. 

BC137 If a lessee separates lease and non-lease components of a contract, IFRS 16 requires the lessee 
to allocate the consideration to those components on the basis of the relative stand-alone price of 
each lease component and the aggregate stand-alone price of the non-lease components. The 
IASB acknowledged that the stand-alone price of lease and non-lease components might not be 
readily available and, consequently, decided to permit the use of estimates, maximising the use of 
observable information. In the IASB’s view, the use of estimated stand-alone prices by a lessee, if 
observable prices are not readily available, addresses some of the most significant concerns 
raised by both lessors and lessees with respect to the separation of lease and non-lease 
components: lessors had expressed concerns about providing pricing information to lessees and 
lessees had expressed concerns that obtaining observable stand-alone pricing information that is 
not readily available could be onerous and costly. The IASB also observed that applying the 
previous requirements in IAS 17, a lessee had been required to allocate the consideration in a 
contract between lease and non-lease components using estimates of the relative fair value of 
those components. The IASB was not aware of any significant practical difficulties in applying 
those requirements. 

Distinguishing between a lease and a sale or purchase 

BC138 The IASB considered whether to include requirements in IFRS 16 to distinguish a lease from the 
sale or purchase of an asset. The IFRS Interpretations Committee had received questions about 
whether particular contracts that do not transfer legal title of land should be considered to be a 
lease or a purchase of the land. 

BC139 The IASB decided not to provide requirements in IFRS 16 to distinguish a lease from a sale or 
purchase of an asset. There was little support from stakeholders for including such requirements. 
In addition, the IASB observed that: 

(a) the accounting for leases that are similar to the sale or purchase of the underlying asset 
would be similar to that for sales and purchases applying the respective requirements of 
IFRS 15 and IAS 16; and 

(b) accounting for a transaction depends on the substance of that transaction and not its 
legal form. Consequently, if a contract grants rights that represent the in-substance 
purchase of an item of property, plant and equipment, those rights meet the definition of 
property, plant and equipment in IAS 16 and would be accounted for applying that 
Standard, regardless of whether legal title transfers. If the contract grants rights that do 
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not represent the in-substance purchase of an item of property, plant and equipment but 
that meet the definition of a lease, the contract would be accounted for applying IFRS 16. 

BC140 IFRS 16 applies to contracts that convey the right to use an underlying asset for a period of time 
and does not apply to transactions that transfer control of the underlying asset to an entity—such 
transactions are sales or purchases within the scope of other Standards (for example, IFRS 15 or 
IAS 16).  

Recognition and the date of initial measurement: lessee (paragraphs 
22–23 and 26) 

Inception versus commencement of a lease 

BC141 IFRS 16 requires a lessee to initially recognise and measure right-of-use assets and lease 
liabilities at the commencement date (ie the date on which the lessor makes the underlying asset 
available for use by the lessee). 

BC142 Recognising assets and liabilities arising from a lease at the commencement date is consistent 
with the lessee accounting model, in which a lessee recognises an asset representing its right to 
use an underlying asset for the period of the lease and a liability representing its obligation to make 
lease payments. A lessee does not obtain and control its right to use the underlying asset until the 
commencement date. Before that date, the lessor has not yet performed under the contract. 
Although a lessee may have a right and an obligation to exchange lease payments for a 
right-of-use asset from the date of inception, the lessee is unlikely to have an obligation to make 
lease payments before the asset is made available for its use. The IASB noted that an obligation to 
exchange payments for a right-of-use asset could be onerous if the terms of the exchange are 
unfavourable. In such circumstances, a lessee could have an onerous contract liability before the 
commencement date. That liability would be accounted for consistently with other onerous 
contracts applying IAS 37. 

BC143 The IASB noted that its intentions with respect to initial measurement of right-of-use assets and 
lease liabilities were that the measurement would reflect the nature of the transaction and the 
terms and conditions of the lease. That would require a lessee to look to the terms and conditions 
agreed to in the contract at the inception date (which could be before the commencement date). 
However, if the inception date was considered to be the date of initial measurement, that could 
result in a lessee recognising a gain or loss relating to changes between the dates of inception and 
commencement when recognising lease assets and lease liabilities at the commencement date. 
Therefore, the IASB decided to align the date of recognition with the date of initial measurement of 
right-of-use assets and lease liabilities. 

BC144 The IASB noted that this approach has the following benefits: 

(a) it clarifies that a gain or loss should not arise on initial recognition of right-of-use assets 
and lease liabilities by a lessee. 

(b) it removes the need to add requirements (and thus potentially increase complexity) on 
how to account for changes to the terms and conditions of a lease, or assumptions used 
in measuring right-of-use assets and lease liabilities, between the inception date and the 
commencement date. Any changes to a lease that occur after the inception date and 
before the commencement date are taken into account when initially measuring the 
right-of-use asset and lease liability at the commencement date. 

(c) it is more consistent with the measurement date for other transactions, such as the 
acquisition of property, plant and equipment. 
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Measurement: lessee (paragraphs 23–46) 

Measurement bases of the right-of-use asset and the lease liability 

BC145 The IASB decided to require a cost measurement basis for the right-of-use asset and lease liability, 
with cost measured by reference to the present value of the lease payments. The IASB concluded 
that this approach will provide useful information to users of financial statements. This is because it 
is consistent with the approach used to measure other similar assets and liabilities and thus is 
expected to result in more comparable information than other approaches. The IASB also 
concluded that using a cost measurement basis will be less costly for preparers than other 
approaches. 

BC146 The IASB considered whether to refer to other Standards rather than specify in IFRS 16 the initial 
and subsequent measurement of the right-of-use asset and lease liability. The IASB did not adopt 
an approach that would refer to other Standards because: 

(a) the approach would have been inconsistent with the IASB’s decision not to apply a 
components approach to lease accounting (see paragraph BC153). For example, if a 
lessee were to account for all of the features of a lease applying other Standards, the 
requirements on financial instruments may have routinely required options in a lease to 
be accounted for separately. 

(b) the approach could have been complex to apply, particularly when a lease contains 
relatively common features such as extension options, variable lease payments and 
residual value guarantees. 

Initial measurement of the right-of-use asset (paragraphs 23–25) 

BC147 The IASB decided that a lessee should measure the right-of-use asset at cost, defined as: 

(a) the present value of the lease payments; 

(b) any initial direct costs incurred by the lessee (see paragraphs BC149–BC151); and 

(c) an estimate of costs to be incurred by the lessee in dismantling and removing the 
underlying asset, restoring the site on which it is located or restoring the underlying asset 
to the condition required by the terms and conditions of the lease, unless those costs are 
incurred to produce inventories. 

BC148 The IASB considered whether a lessee should initially measure the right-of-use asset at fair value, 
which may provide more relevant information about the economic benefits to be derived from use 
of the underlying asset. However, initial measurement of a right-of-use asset at cost is consistent 
with the measurement of many other non-financial assets, such as assets within the scope of 
IAS 16 and IAS 38. Measuring right-of-use assets on a basis similar to that used to measure the 
underlying asset maintains the comparability of amounts reported for leased and owned assets, 
which contributes to the usefulness of the information provided to users of financial statements. 
Furthermore, measuring the right-of-use asset at cost is less complex and less costly for entities 
than measuring that asset at fair value, because there often is not an active market for right-of-use 
assets. The IASB thinks that, for many leases, a cost measurement basis will also provide a 
reasonable approximation of the fair value of the right-of-use asset at the commencement date. 

Initial direct costs (paragraph 24(c)) 

BC149 IFRS 16 requires a lessee to include initial direct costs in the initial measurement of the right-of-use 
asset and depreciate those costs over the lease term. Including initial direct costs in the 
measurement of the right-of-use asset is consistent with the treatment of costs associated with 
acquiring other non-financial assets (for example, property, plant and equipment and intangible 
assets). 

BC150 The IASB decided that lessees and lessors should apply the same definition of initial direct costs. 
This decision was made primarily to reduce complexity in applying IFRS 16. As described in 
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paragraph BC237, the IASB also decided that the definition of initial direct costs for lessors should 
be consistent with the definition of ‘incremental costs’ in IFRS 15. Consequently, IFRS 16 defines 
initial direct costs as incremental costs of obtaining a lease that would not have been incurred if the 
lease had not been obtained. 

BC151 The IASB considered whether initial direct costs incurred by lessees should be allocated between 
the right-of-use asset and the lease liability at the commencement date. However, the IASB 
concluded that such an approach could be costly for entities to apply, with little incremental benefit 
for users of financial statements. 

Initial measurement of the lease liability 

Lease term: options to extend or terminate a lease (paragraphs 
18–19) 

BC152 Leases often grant the lessee a right to extend a lease beyond the non-cancellable period, or to 
terminate a lease before the end of the lease period. Depending on the terms and conditions of the 
option, a three-year lease with an option to extend for two years could be economically similar to a 
three-year non-cancellable lease or a five-year non-cancellable lease. However, a lease with 
options would never be exactly the same as a lease without any options. 

BC153 There are a number of different ways that an entity could reflect duration-related options that exist 
in leases: 

(a) a components approach, in which options in a lease are recognised and measured as 
separate components of the lease. The IASB did not adopt a components approach 
because it would have created a complex lease accounting model, would have been 
difficult to apply because options may be difficult to measure, and would have ignored the 
interrelationship between the term of a lease and the exercise of options. 

(b) a disclosure approach, in which an entity recognises a lease liability or a lease receivable 
for the non-cancellable period and discloses the existence of any options to extend the 
term. Although simple to apply, the IASB did not adopt this approach because the 
measurement of lease assets and lease liabilities would ignore the existence of options, 
including those that are virtually certain to be exercised. Consequently, this approach 
would potentially misrepresent the assets and liabilities arising from a lease. 

(c) a measurement approach, in which options in a lease are included in the measurement of 
lease assets and lease liabilities using a particular method. That method could be, for 
example: 

(i) a probability-weighted measurement method (in which the measurement of 
lease assets and lease liabilities reflects the probability of each possible lease 
term); 

(ii) a probability threshold method (in which an entity includes optional periods in 
the lease term if the exercise of the options meets a specified threshold, for 
example reasonably certain, virtually certain or more likely than not); or 

(iii) an economic incentive method (in which an entity includes optional periods in 
the lease term if an entity has an economic incentive to exercise the option). 

BC154 Different views were expressed on whether optional periods should be included within an entity’s 
determination of the lease term. Some stakeholders were of the view that payments to be made 
during future optional periods do not meet the definition of a liability for the lessee (or an asset for 
the lessor) until those options are exercised. This is because, before the exercise date, a lessee 
can avoid those payments by choosing to exercise a termination option or not to exercise an 
extension option. These stakeholders suggested limiting the lease term to the contractually 
committed period, ie the non-cancellable period. In addition, some stakeholders expressed 
concerns that including future optional periods within the lease term would not distinguish between, 
for example, a five-year non-cancellable lease and a three-year lease with an option to extend for 
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two years. In their view, an entity with a five-year non-cancellable lease is in a different economic 
position from an entity with a three-year lease with an option to extend for two years that may or 
may not be exercised. 

BC155 Conversely, many stakeholders thought that because options to extend or terminate leases affect 
the economics of those leases, there is a need to include some options when determining the 
lease term. If a lessee expects to exercise an option to extend the lease term, some think that 
including that longer lease term in the measurement of the right-of-use asset and lease liability 
would provide a more faithful representation of the economics of the lease. Inclusion of some 
renewal options is also needed to mitigate the risk of lessees inappropriately excluding lease 
liabilities from the balance sheet (for example, by excluding lease payments in optional periods for 
which the lessee has a clear economic incentive to exercise those options). 

BC156 In the IASB’s view, the lease term should reflect an entity’s reasonable expectation of the period 
during which the underlying asset will be used because that approach provides the most useful 
information. Over the course of the Leases project, the IASB considered a number of ways of 
determining that reasonable expectation of what the term will be. These included: 

(a) requiring an entity to determine the lease term as the longest possible term that is more 
likely than not to occur. Many stakeholders disagreed with this approach because, in their 
view, it would have been complex to apply to thousands of leases (which some entities 
have), and it would include payments in optional periods, which many stakeholders did 
not view as liabilities. 

(b) requiring an entity to include in the lease term optional periods for which the lessee has a 
significant economic incentive to exercise an option. Under this approach, an expectation 
of exercise alone (and without any economic incentive to do so) would not be sufficient. 
The IASB noted that requiring an economic incentive provides a threshold that is more 
objective than a threshold based solely on management’s estimates or intention, and 
consequently would help to address concerns that other approaches would be complex 
to apply. However, stakeholders were concerned about the costs of implementing any 
new concept regarding the lease term, particularly for entities with decentralised leasing 
operations and large volumes of leases with diverse individual lease term clauses. These 
stakeholders also asked whether a significant economic incentive threshold was similar 
to the ‘reasonably certain’ threshold that existed in IAS 17. They suggested that, if the 
IASB viewed the ‘significant economic incentive’ threshold as similar to the ‘reasonably 
certain’ threshold in IAS 17, the IASB should retain the terminology in IAS 17. They 
argued that the IAS 17 terminology was well understood, which would help to achieve 
consistent application between entities. 

BC157 In the light of the feedback received, the IASB decided to retain the concept in IAS 17 that the 
lease term used to measure a lease liability should include optional periods to the extent that it is 
reasonably certain that the lessee will exercise its option to extend (or not to terminate) the lease. 
The IASB observed that applying the concept of ‘reasonably certain’ requires judgement and, 
therefore, also decided to provide application guidance in IFRS 16 to help entities to apply this 
concept. Accordingly, when initially determining the lease term, an entity should consider all 
relevant facts and circumstances that create an economic incentive for the lessee to exercise that 
option. The IASB decided to include guidance on the types of facts and circumstances that an 
entity should consider for two reasons: 

(a) to help entities identify the relevant factors, which are not confined to the contractual 
payments during the optional periods. For example, within the context of property leases, 
the IASB noted the relevance of considering the costs of finding a new location at the end 
of the non-cancellable period and of relocating to that new location, or the importance of 
the location (for example, a head office or a flagship store) to the lessee. 

(b) to reduce the risk of non-substantive break clauses being inserted within contracts solely 
to reduce the lease term beyond what is economically reasonable for the lessee. 

BC158 The IASB observed that a lessee is sometimes obliged to choose between one or more options in 
a lease contract, each of which will result in an outflow of economic benefits for the lessee. In such 
cases, a lessee considers how the arrangement is most faithfully represented in the financial 
statements. For example, a lease contract might contain a set of options that results in: 



LEASES 

©  Copyright 39 HKFRS 16 BC 

(a) a choice for the lessee that represents an in-substance fixed payment. This might be the 
case, for example, if a lessee has the choice of either exercising an option to extend a 
lease or purchasing the underlying asset. The set of payments that aggregate to the 
lowest amount (on a discounted basis) from the available realistic options is the minimum 
amount that the lessee is obliged to pay. In the IASB’s view, this minimum amount is an 
in-substance fixed payment that should be recognised as part of the cost of the 
right-of-use asset and as a liability by the lessee (see paragraph B42(c) of IFRS 16). 

(b) a choice for the lessee that represents a guarantee provided to the lessor under which 
the lessee guarantees the lessor a minimum or fixed cash return regardless of whether 
an option is exercised. Such a situation might occur, for example, if an extension option is 
associated with a residual value guarantee or a termination penalty under which the 
lessor is guaranteed to receive an economic inflow at least equivalent to the payments 
that would be made by the lessee during the optional period. In the IASB’s view, such an 
arrangement creates an economic incentive for the lessee to exercise the option to 
extend (or not to terminate) the lease (see paragraph B38 of IFRS 16). 

BC159 Subsequent measurement of options to extend or terminate a lease is discussed in paragraphs 
BC184–BC187. 

Discount rate (paragraph 26) 

BC160 The IASB’s objective in specifying the discount rate to apply to a lease is to specify a rate that 
reflects how the contract is priced. With this in mind, the IASB decided that, if readily determinable 
by the lessee, a lessee should use the interest rate implicit in the lease. 

BC161 The interest rate implicit in the lease is likely to be similar to the lessee’s incremental borrowing 
rate in many cases. This is because both rates, as they have been defined in IFRS 16, take into 
account the credit standing of the lessee, the length of the lease, the nature and quality of the 
collateral provided and the economic environment in which the transaction occurs. However, the 
interest rate implicit in the lease is generally also affected by a lessor’s estimate of the residual 
value of the underlying asset at the end of the lease, and may be affected by taxes and other 
factors known only to the lessor, such as any initial direct costs of the lessor. Consequently, the 
IASB noted that it is likely to be difficult for lessees to determine the interest rate implicit in the 
lease for many leases, particularly those for which the underlying asset has a significant residual 
value at the end of the lease. 

BC162 Accordingly, IFRS 16 requires a lessee to discount the lease liability using the interest rate implicit 
in the lease if that rate can be readily determined. If the interest rate implicit in the lease cannot be 
readily determined, then the lessee should use its incremental borrowing rate. In reaching this 
decision, the IASB decided to define the lessee’s incremental borrowing rate to take into account 
the terms and conditions of the lease. The IASB noted that, depending on the nature of the 
underlying asset and the terms and conditions of the lease, a lessee may be able to refer to a rate 
that is readily observable as a starting point when determining its incremental borrowing rate for a 
lease (for example, the rate that a lessee has paid, or would pay, to borrow money to purchase the 
type of asset being leased, or the property yield when determining the discount rate to apply to 
property leases). Nonetheless, a lessee should adjust such observable rates as is needed to 
determine its incremental borrowing rate as defined in IFRS 16. 

Lease payments 

Variable lease payments (paragraph 27(a)–(b)) 

BC163 Some or all of the lease payments for the right to use an asset during the lease term can be 
variable. That variability arises if lease payments are linked to: 

(a) price changes due to changes in a market rate or the value of an index. For example, 
lease payments might be adjusted for changes in a benchmark interest rate or a 
consumer price index. 
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(b) the lessee’s performance derived from the underlying asset. For example, a lease of 
retail property may specify that lease payments are based on a specified percentage of 
sales made from that property. 

(c) the use of the underlying asset. For example, a vehicle lease may require the lessee to 
make additional lease payments if the lessee exceeds a specified mileage. 

Variable lease payments that are in-substance fixed lease payments 

BC164 In-substance fixed lease payments are payments that may, in form, contain variability but that in 
substance are unavoidable. IFRS 16 requires a lessee to include in-substance fixed lease 
payments in the measurement of lease liabilities because those payments are unavoidable and, 
thus, are economically indistinguishable from fixed lease payments. The IASB understands that 
this approach is similar to the way in which entities applied IAS 17, even though IAS 17 did not 
include explicit requirements in this respect. In response to requests from stakeholders, IFRS 16 
also includes examples in the application guidance of the types of payments that are considered to 
be in-substance fixed payments to help in applying the requirement. 

Variable lease payments that depend on an index or a rate 

BC165 For similar reasons, the IASB decided to include variable lease payments that depend on an index 
or a rate in the measurement of lease liabilities. Those payments meet the definition of liabilities for 
the lessee because they are unavoidable and do not depend on any future activity of the lessee. 
Any uncertainty, therefore, relates to the measurement of the liability that arises from those 
payments and not to the existence of that liability. 

BC166 In the IASB’s view, forecasting techniques could be used to determine the expected effect of 
changes in an index or a rate on the measurement of lease liabilities. However, forecasting 
changes in an index or a rate requires macroeconomic information that may not be readily 
available to all entities, and may result in measurement uncertainty. The IASB noted that the 
usefulness of the enhanced information obtained using such a forecast often might not justify the 
costs of obtaining it, particularly for those lessees with a high volume of leases. The IASB 
considered requiring a lessee to use forward rates when measuring lease liabilities if those rates 
are readily available. However, it decided not to do so because this would reduce comparability 
between those using forward rates and those not doing so. Consequently, at initial recognition, 
IFRS 16 requires a lessee to measure payments that depend on an index or a rate using the index 
or rate at the commencement date (ie a lessee does not estimate future inflation but, instead, 
measures lease liabilities using lease payments that assume no inflation over the remainder of the 
lease term). 

BC167 Subsequent measurement of variable lease payments that depend on an index or a rate is 
discussed in paragraphs BC188–BC190. 

Variable lease payments linked to future performance or use of an underlying asset 

BC168 There are differing views about whether variable payments linked to future performance or use of 
an underlying asset meet the definition of a liability. Some think that a lessee’s liability to make 
variable lease payments does not exist until the future event requiring the payment occurs (for 
example, when the underlying asset is used, or a sale is made). Others think that a lessee’s 
obligation to make variable lease payments exists at the commencement date by virtue of the 
lease contract and receipt of the right-of-use asset. Consequently, they think that all variable lease 
payments meet the definition of a liability for the lessee because it is the amount of the liability that 
is uncertain, rather than the existence of that liability. 

BC169 The IASB decided to exclude variable lease payments linked to future performance or use of an 
underlying asset from the measurement of lease liabilities. For some Board members, this decision 
was made solely for cost-benefit reasons. Those Board members were of the view that all variable 
lease payments meet the definition of a liability for the lessee. However, they were persuaded by 
the feedback received from stakeholders that the costs of including variable lease payments linked 
to future performance or use would outweigh the benefits, particularly because of the concerns 
expressed about the high level of measurement uncertainty that would result from including them 
and the high volume of leases held by some lessees. Other Board members did not think that 
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variable lease payments linked to future performance or use meet the definition of a liability for the 
lessee until the performance or use occurs. They regarded those payments to be avoidable by the 
lessee and, accordingly, concluded that the lessee does not have a present obligation to make 
those payments at the commencement date. In addition, variable lease payments linked to future 
performance or use could be viewed as a means by which the lessee and lessor can share future 
economic benefits to be derived from use of the asset. 

Residual value guarantees (paragraph 27(c)) 

BC170 The IASB decided that a lessee should account for a residual value guarantee that it provides to 
the lessor as part of the lease liability (and as part of the cost of the right-of-use asset). In reaching 
this decision, the IASB noted that payments resulting from a residual value guarantee cannot be 
avoided by the lessee—the lessee has an unconditional obligation to pay the lessor if the value of 
the underlying asset moves in a particular way. Accordingly, any uncertainty relating to the 
payment of a residual value guarantee does not relate to whether the lessee has an obligation. 
Instead, it relates to the amount that the lessee may have to pay, which can vary in response to 
movements in the value of the underlying asset. In that respect, residual value guarantees are 
similar to variable lease payments that depend on an index or a rate for the lessee. 

BC171 Therefore, the IASB decided that a lessee should estimate the amount expected to be payable to 
the lessor under residual value guarantees and include that amount in the measurement of the 
lease liability. In the IASB’s view, the measurement of a residual value guarantee should reflect an 
entity’s reasonable expectation of the amount that will be paid. 

BC172 The IASB considered whether a lessee should recognise and measure residual value guarantees 
as separate components of a lease, because such guarantees are linked to the value of the 
underlying asset and may meet the definition of a derivative. However, the IASB noted that 
residual value guarantees are often interlinked with other terms and conditions in a lease so that 
accounting for the guarantees as separate components could diminish the relevance and faithful 
representation of the information provided. Recognising such guarantees separately could also be 
costly to apply. 

Options to purchase the underlying asset (paragraph 27(d)) 

BC173 The IASB decided that purchase options should be included in the measurement of the lease 
liability in the same way as options to extend the term of a lease (ie the exercise price of a 
purchase option would be included in the measurement of a lease liability if the lessee is 
reasonably certain to exercise that option). This is because the IASB views a purchase option as 
effectively the ultimate option to extend the lease term. A lessee that has an option to extend a 
lease for all of the remaining economic life of the underlying asset is, economically, in a similar 
position to a lessee that has an option to purchase the underlying asset. Accordingly, the IASB 
concluded that, for the same reasons underlying the decision to include extension options, 
including the exercise price within the measurement of a lease liability if the lessee is reasonably 
certain to exercise the option provides the most useful information to users of financial statements. 

Subsequent measurement of the right-of-use asset (paragraphs 
29–35) 

BC174 The IASB decided that, after the commencement date, a lessee should measure the right-of-use 
asset at cost less accumulated depreciation and accumulated impairment losses, adjusted for 
remeasurements of the lease liability (see paragraph BC192). Paragraphs BC41–BC56 include a 
detailed discussion of the feedback received on the lessee accounting model and the basis for the 
IASB’s decisions regarding the subsequent measurement of a lessee’s right-of-use asset. 

BC175 The IASB did not adopt an alternative approach whereby a lessee would be required to measure 
the right-of-use asset at fair value after initial measurement, because this approach would be: 

(a) inconsistent with the subsequent measurement of many other non-financial assets; and 

(b) more complex and costly for entities to apply than a cost-based approach, because it 
requires the use of both current expected cash flows and current interest rates. 
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Impairment of the right-of-use asset (paragraph 33) 

BC176 The IASB decided that a lessee should apply the impairment requirements of IAS 36 to the 
right-of-use asset. In the IASB’s view, this requirement enables users of financial statements to 
better compare assets that a lessee owns with those that it leases. In addition, it could be difficult 
for a lessee to implement an impairment model for right-of-use assets that is different from the 
model applied to other non-financial assets, particularly if a lessee is required to assess a group of 
assets (comprising both leased and owned assets) for impairment together. 

Other measurement models for the right-of-use asset (paragraphs 34–35) 

BC177 IFRS permits the revaluation of non-financial assets, such as property, plant and equipment. 
Accordingly, the IASB saw no reason not to allow a lessee to revalue right-of-use assets, albeit 
only if the lessee revalues similar classes of owned assets. 

BC178 IFRS also permits investment properties to be measured at fair value. IAS 40 requires an entity to 
measure all investment property using the same measurement basis (either the cost model or the 
fair value model). This is because measuring all investment property on the same basis provides 
more useful information than allowing an entity to choose the measurement basis for each property. 
IFRS 16 has amended the scope of IAS 40 by defining investment property to include both owned 
investment property and investment property held by a lessee as a right-of-use asset. This results 
in lessees using either the cost model and disclosing fair value, or using the fair value model, 
depending on whether the lessee accounts for the remainder of its investment property under the 
cost model or the fair value model. In the IASB’s view, this approach will provide useful information 
to users of financial statements about the fair value of investment property held by a lessee as a 
right-of-use asset, which is consistent with information provided about owned investment property. 

BC179 Some stakeholders expressed concerns about the costs of determining the fair value of 
right-of-use assets (whether for disclosure or measurement purposes). The IASB acknowledged 
that there might be costs involved with determining the fair value of right-of-use assets, particularly 
for entities that are not in the property industry but sublease property, for example, because that 
property is not needed for use within their business. However, the IASB noted that there are two 
factors that will lessen the likelihood that entities that are not in the property industry will hold 
investment property as a right-of-use asset: 

(a) IFRS 16 requires an entity to classify a sublease by reference to the right-of-use asset 
arising from the head lease (see paragraphs BC233–BC234). Consequently, an 
intermediate lessor would classify a sublease as a finance lease if it subleases the asset 
for all or most of the remaining term of the head lease. In those cases, the intermediate 
lessor would apply finance lease accounting (ie recognise a net investment in the 
sublease rather than the underlying right-of-use asset) and, thus, would not be required 
to apply the requirements of IAS 40. The IASB observed that entities that are not in the 
property industry that wish to reduce property costs would generally aim to secure a 
sublease for the entire remaining period of the head lease, which (if successful) would 
result in finance lease accounting. 

(b) entities that are not in the property industry may not be within the scope of IAS 40 if they 
sublease a property under an operating lease with the intention of subsequently using the 
property within their own business. Such a property would not meet the definition of an 
investment property in IAS 40 because it would not be held solely for rentals, capital 
appreciation or both. 

BC180 In the IASB’s view it should be relatively straightforward to determine the fair value of right-of-use 
assets if the sublease does not contain any options or variable lease payments. Determining the 
fair value would involve projecting the cash flows that the entity expects to receive from subleasing 
the asset. The IASB concluded that, for an entity that is not in the property industry, determining 
these cash flows would normally be relatively straightforward because it is likely that a sublease 
would already be in place. 

BC181 Some stakeholders asked that IAS 40 provide additional requirements on measuring the fair value 
of right-of-use assets if leases have variable and optional payments, or if there is no active market 
for the right-of-use asset. In the IASB’s view, the principles in IFRS 13 Fair Value Measurement 
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and IAS 40 are sufficient to help lessees to measure the fair value of those right-of-use assets. In 
particular, the IASB noted that paragraph 50(d) of IAS 40 explains when to include in the 
measurement of the right-of-use asset options and variable lease payments that are not included 
in the measurement of the lease liability. 

Subsequent measurement of the lease liability (paragraphs 20–21 
and 36–43) 

BC182 The IASB decided that a lessee should measure lease liabilities similarly to other financial liabilities 
using an effective interest method, so that the carrying amount of the lease liability is measured on 
an amortised cost basis and the interest expense is allocated over the lease term. 

BC183 IFRS 16 does not require or permit a lessee to measure lease liabilities at fair value after initial 
measurement. In the IASB’s view, this approach would have been: 

(a) inconsistent with the subsequent measurement of many other non-derivative financial 
liabilities, thus decreasing comparability for users of financial statements; and 

(b) more complex and costly for entities to apply than a cost-based approach, because it 
requires the use of both current expected cash flows and current interest rates. 

Reassessment of options (paragraph 20) 

BC184 In principle, the IASB is of the view that users of financial statements receive more relevant 
information if lessees reassess extension, termination and purchase options on a regular basis. 
The resulting information is more relevant because reassessment reflects current economic 
conditions, and using a lease term established at the commencement date throughout the lease 
could be misleading. 

BC185 However, requiring reassessment at each reporting date would be costly for an entity with many 
leases that include options. The IASB considered ways in which IFRS 16 could address that 
concern while still providing useful information to users of financial statements. It decided that an 
appropriate balance would be achieved by: 

(a) requiring reassessment only upon the occurrence of a significant event or a significant 
change in circumstances that affects whether the lessee is reasonably certain to exercise, 
or not to exercise, an option to extend a lease, to terminate a lease or to purchase an 
underlying asset. The IASB noted that this requirement is similar in some respects to the 
approach taken for the impairment of long-lived assets (other than goodwill and 
indefinite-lived intangible assets) in IAS 36. IAS 36 does not require impairment testing at 
each reporting date. Instead, an entity tests for impairment when there has been an 
indication that the asset may be impaired. 

(b) requiring reassessment only if the significant event or significant change in circumstances 
is within the control of the lessee. Limiting the reassessment requirement in this way 
means that a lessee is not required to reassess options in response to purely 
market-based events or changes in circumstances. 

BC186 The IASB noted that an entity will need to apply judgement in identifying significant events or 
significant changes in circumstances that trigger reassessment and that it would be impossible to 
provide a list of all possible triggering events. Nonetheless, the IASB decided to provide some 
examples of possible triggering events to help entities apply that judgement. 

BC187 The IASB considered but did not adopt the following approaches: 

(a) requiring a lessee to reassess options when there has been a change in facts or 
circumstances that would indicate that there is a significant change in the right-of-use 
asset or lease liability. Many stakeholders thought that it could be difficult to interpret 
when a change in the right-of-use asset or lease liability is significant. In addition, 
stakeholders were concerned about both the costs of performing reassessment and, if 
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relevant, the costs associated with demonstrating that reassessment was not required, 
which might be as costly as reassessing options at each reporting date. 

(b) requiring a lessee to reassess options when the lessee has, or no longer has, a 
significant economic incentive that would make exercise of an option reasonably certain. 
Many stakeholders thought that the cost of applying this approach would exceed any 
benefit, because an entity might incur significant costs in continuously assessing and 
monitoring relevant factors that give rise to a significant economic incentive even though 
the lease term conclusion might not change. 

Reassessment of variable lease payments that depend on an index or a rate 
(paragraph 42(b)) 

BC188 In principle the IASB is of the view that users of financial statements receive more relevant 
information about a lessee’s lease liabilities if the lessee updates the measurement of its liabilities 
to reflect a change in an index or a rate used to determine lease payments (including, for example, 
a change to reflect changes in market rental rates following a market rent review). For example, 
without such remeasurement, the measurement of the lease liability for a 20-year property lease, 
for which lease payments are linked to an inflation index, is unlikely to provide users of financial 
statements with useful information about the entity’s future cash outflows relating to that lease 
throughout the lease term. 

BC189 Some stakeholders expressed concerns about the cost of performing reassessments each time a 
rate or an index changes, and questioned whether the benefits for users of financial statements 
would outweigh the costs for lessees. For example, some stakeholders noted that the total 
expenses related to leases recognised in profit or loss by a lessee would be substantially the same, 
regardless of whether the lessee remeasures the lease liability for changes in an index or a rate. 

BC190 In the light of this feedback, the IASB decided that a lessee should reassess variable lease 
payments that are determined by reference to an index or a rate only when there is a change in the 
cash flows resulting from a change in the reference index or rate (ie when the adjustment to the 
lease payments takes effect). The IASB noted that this approach is less complex and costly to 
apply than requiring a lessee to reassess variable lease payments at each reporting date. This is 
because a lessee would typically be expected to report its financial results more frequently than the 
occurrence of a contractual change in the cash flows of a lease with payments that depend on an 
index or a rate. 

Reassessment of residual value guarantees (paragraph 42(a)) 

BC191 The IASB decided that lessees should reassess the amounts expected to be payable under 
residual value guarantees, because that provides more relevant information to users of financial 
statements, by reflecting current economic conditions. 

Accounting for the effects of reassessing lease payments (paragraph 39) 

BC192 The IASB decided that, if a lessee remeasures its lease liability to reflect changes in future lease 
payments, the lessee should recognise the amount of the remeasurement as an adjustment to the 
cost of the right-of-use asset. The IASB considered whether some changes to the measurement of 
the lease liability should be recognised in profit or loss because, for example, the reassessment of 
an option or a change in an index or a rate could be viewed as an event relating to the current 
period. However, the IASB decided that a lessee should recognise the remeasurement as an 
adjustment to the right-of-use assets for the following reasons: 

(a) a change in the assessment of extension, termination or purchase options reflects the 
lessee’s determination that it has acquired more or less of the right to use the underlying 
asset. Consequently, that change is appropriately reflected as an adjustment to the cost 
of the right-of-use asset. 

(b) a change in the estimate of the future lease payments is a revision to the initial estimate 
of the cost of the right-of-use asset, which should be accounted for in the same manner 
as the initial estimated cost. 
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(c) the requirement to update the cost of the right-of-use asset is similar to the requirements 
in IFRIC 1 Changes in Existing Decommissioning, Restoration and Similar Liabilities. 
IFRIC 1 requires an entity to adjust the cost of the related asset for a change in the 
estimated timing or amount of the outflow of resources associated with a change in the 
measurement of an existing decommissioning, restoration or similar liability. 

Reassessment of the discount rate (paragraphs 41 and 43) 

BC193 The IASB decided that, in most cases, an entity should not reassess the discount rate during the 
lease term. This approach is generally consistent with the approach applied to financial 
instruments accounted for using the effective interest method. The IASB noted that in other 
Standards in which the discount rate is required to be reassessed, it is typically because the 
liability to which the discount rate relates is measured on a current value measurement basis. 

BC194 Nonetheless, in the IASB’s view, there are some circumstances in which an entity should reassess 
the discount rate. Consequently, IFRS 16 requires a lessee to remeasure the lease liability using 
revised payments and a revised discount rate when there is a change in the lease term or a 
change in the assessment of whether the lessee is reasonably certain to exercise an option to 
purchase the underlying asset. In the IASB’s view, in those circumstances, the economics of the 
lease have changed and it is appropriate to reassess the discount rate to be consistent with the 
change in the lease payments included in the measurement of the lease liability (and right-of-use 
asset). 

BC195 The IASB also decided that, in a floating interest rate lease, a lessee should use a revised discount 
rate to remeasure the lease liability when there is a change in lease payments resulting from 
changes in the floating interest rate. This approach is consistent with the requirements in IFRS 9 
for the measurement of floating-rate financial liabilities subsequently measured at amortised cost. 

Foreign currency exchange 

BC196 IFRS 16 does not provide specific requirements on how a lessee should account for the effects of 
foreign currency exchange differences relating to lease liabilities that are denominated in a foreign 
currency. Consistently with other financial liabilities, a lessee’s lease liability is a monetary item 
and consequently, if denominated in a foreign currency, is required to be remeasured using closing 
exchange rates at the end of each reporting period applying IAS 21 The Effects of Changes in 
Foreign Exchange Rates. 

BC197 Some stakeholders suggested that a lessee should recognise any foreign currency exchange 
differences as an adjustment to the carrying amount of the right-of-use asset. This approach would 
treat translation adjustments as an update to the cost of the right-of-use asset, which is initially 
measured on the basis of the initial measurement of the lease liability. These stakeholders are of 
the view that lease payments denominated in a foreign currency are in effect another form of 
variable lease payment, and should be accounted for similarly to variable lease payments that 
depend on an index or a rate. These stakeholders also questioned whether useful information will 
be obscured as a result of the profit or loss volatility that might arise as a result of recognising 
foreign currency exchange differences on a lessee’s lease liability in profit or loss. 

BC198 The IASB decided that any foreign currency exchange differences relating to lease liabilities 
denominated in a foreign currency should be recognised in profit or loss, for the following reasons: 

(a) this approach is consistent with the requirements for foreign exchange differences arising 
from other financial liabilities (for example, loans and previous finance lease liabilities 
accounted for applying IAS 17). 

(b) a lessee with a liability denominated in a foreign currency is exposed to foreign currency 
risk. Consequently, foreign currency exchange gains or losses recognised in profit or loss 
faithfully represent the economic effect of the lessee’s currency exposure to the foreign 
exchange risk. 

(c) if a lessee enters into derivatives to hedge its economic exposure to foreign currency risk, 
the recognition of foreign currency exchange differences relating to lease liabilities as an 
adjustment to the cost of right-of-use assets would prevent a natural offset of the 
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economic exposure in profit or loss. This is because an entity would recognise any 
change in the foreign currency risk for the derivatives in profit or loss, whereas it would 
recognise the corresponding change in lease liabilities in the balance sheet—thus 
introducing volatility as a result of reducing exposure to foreign currency risk. This 
mismatch could distort the reported economic position of the lessee. 

(d) in the IASB’s view, subsequent changes to a foreign exchange rate should not have any 
effect on the cost of a non-monetary item. Consequently, it would be inappropriate to 
include such changes in the remeasurement of the right-of-use asset. 

BC199 Although this approach could result in volatility in profit or loss from the recognition of foreign 
currency exchange differences, an entity would disclose those changes separately as foreign 
currency exchange gains or losses. Accordingly, it would be clear to users of financial statements 
that the gain or loss results solely from movements in foreign exchange rates. Because this 
approach is consistent with the requirements for foreign currency exchange differences in IAS 21, 
the IASB concluded that it was not necessary to include any specific requirements in IFRS 16. 

Lease modifications (paragraphs 44–46) 

BC200 IAS 17 did not address the accounting for lease modifications. The IASB decided that it would be 
useful to include a general framework for accounting for lease modifications in IFRS 16 because 
modifications occur frequently for many types of leases. 

BC201 The IASB decided to define a lease modification as a change in the scope of a lease (for example, 
adding or terminating the right to use one or more underlying assets, or extending or shortening 
the contractual lease term), or the consideration for a lease, that was not part of the original terms 
and conditions of the lease. In defining lease modifications, the IASB differentiated between 
scenarios resulting in the remeasurement of existing lease assets and lease liabilities that are not 
lease modifications (for example, a change in lease term resulting from the exercise of an option to 
extend the lease when that option was not included in the original lease term) and those resulting 
in a lease modification (for example, a change in the lease term resulting from changes to the 
terms and conditions of the original lease). 

BC202 The IASB decided that an entity should further distinguish between those lease modifications that, 
in substance, represent the creation of a new lease that is separate from the original lease and 
those that, in substance, represent a change in the scope of, or the consideration paid for, the 
existing lease. Consequently, IFRS 16 requires a lessee to account for a lease modification as a 
separate lease if the modification increases the scope of the lease by adding the right to use one or 
more underlying assets and the consideration paid for the lease increases by an amount 
commensurate with the stand-alone price for the increase in scope. 

BC203 For those lease modifications that do not result in a separate lease, the IASB decided that a lessee 
should remeasure the existing lease liability using a discount rate determined at the effective date 
of the modification. The IASB decided that: 

(a) for lease modifications that decrease the scope of a lease, a lessee should decrease the 
carrying amount of the right-of-use asset to reflect the partial or full termination of the 
lease and recognise a corresponding gain or loss. In the IASB’s view, this gain or loss 
appropriately reflects the economic effect of the partial or full termination of the existing 
lease resulting from the decrease in scope. 

(b) for all other lease modifications, a lessee should make a corresponding adjustment to the 
carrying amount of the right-of-use asset. In these cases, the original lease is not 
terminated because there is no decrease in scope. The lessee continues to have the right 
to use the underlying asset identified in the original lease. For lease modifications that 
increase the scope of a lease, the adjustment to the carrying amount of the right-of-use 
asset effectively represents the cost of the additional right of use acquired as a result of 
the modification. For lease modifications that change the consideration paid for a lease, 
the adjustment to the carrying amount of the right-of-use asset effectively represents a 
change in the cost of the right-of-use asset as a result of the modification. The use of a 
revised discount rate in remeasuring the lease liability reflects that, in modifying the lease, 
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there is a change in the interest rate implicit in the lease (which the discount rate is 
intended to approximate). 

BC204 The IASB concluded that this approach results in accounting outcomes that faithfully represent the 
substance of a lease modification and will closely align gain or loss recognition with a 
corresponding change in the lessee’s rights and obligations under the lease. This is because a 
lease gives rise to both a right-of-use asset and a lease liability. Accordingly, a lease modification 
can result in a change to the lessee’s rights (ie a change to the right-of-use asset), a change to the 
lease liability, or both. 

BC205 The IASB considered requiring a lessee to distinguish between changes to a lease that are 
substantial and those that are not substantial, in a manner similar to that required for contract 
modifications relating to financial liabilities within the scope of IFRS 9. This approach would require 
a lessee to account for the lease modification as (a) a new lease, when the change represents a 
substantial modification; or (b) a continuation of the original lease, when the change does not 
represent a substantial modification. However, the IASB did not adopt this approach because, as a 
result of the link to the right-of-use asset, it could result in outcomes that would not faithfully 
represent the differing nature of each of those changes. For example, there are scenarios in which 
this approach would result in the extinguishment of the original lease (and the recognition of a 
corresponding gain or loss in profit or loss) when the lessee continues to have all of the rights it 
had in the original lease after the modification. 

Presentation: lessee (paragraphs 47–50) 

Statement of financial position (paragraphs 47–48) 

BC206 The IASB decided that, if not presented separately in the balance sheet, right-of-use assets should 
be included within the same line item as similar owned assets. The IASB concluded that, if 
right-of-use assets are not presented as a line item, presenting similar leased and owned assets 
together would provide more useful information to users of financial statements than other 
approaches. This is because a lessee often uses owned assets and leased assets for the same 
purpose and derives similar economic benefits from the use of owned assets and leased assets. 

BC207 However, the IASB noted that there are differences between a right-of-use asset and an owned 
asset, and that users of financial statements may want to know the carrying amount of each 
separately. For example, right-of-use assets may be viewed as being (a) less risky than owned 
assets, because a right-of-use asset may not embed residual asset risk; or (b) more risky than 
owned assets, because the lessee may need to replace the right-of-use asset at the end of the 
lease term, but may not be able to secure a similar rate for the replacement lease. Accordingly, 
IFRS 16 requires a lessee to provide information about the carrying amount of right-of-use assets 
separately from assets that are owned, either in the balance sheet or in the notes. 

BC208 Similarly, the IASB decided that a lessee should present lease liabilities separately from other 
liabilities, either in the balance sheet or in the notes. In reaching this decision, the IASB noted that 
leasing is an important activity for many lessees. Although a lease liability shares many common 
characteristics with other financial liabilities, a lease liability is contractually related to a 
corresponding asset and often has features, such as options and variable lease payments, that 
differ from those typically found in other liabilities. Thus, presenting lease liabilities separately from 
other financial liabilities (along with the disclosure requirements discussed in paragraphs 
BC212–BC230) provides users of financial statements with information that is useful in 
understanding an entity’s obligations arising from lease arrangements. The IASB also noted that 
paragraph 55 of IAS 1 requires a lessee to further disaggregate line items in the balance sheet if 
such presentation is relevant to an understanding of the lessee’s financial position. 

Statement of profit or loss and other comprehensive income 
(paragraph 49) 

BC209 The IASB decided that a lessee should present interest expense on the lease liability separately 
from the depreciation charge for the right-of-use asset in the income statement. The IASB 
concluded that a lessee would provide more useful information to users of financial statements by 
presenting interest on the lease liability together with interest on other financial liabilities and 



LEASES 

©  Copyright 48 HKFRS 16 BC 

depreciation of the right-of-use asset together with other similar expenses (for example, 
depreciation of property, plant and equipment). Paragraphs BC41–BC56 include a discussion of 
the basis for the IASB’s decisions relating to amounts recognised in profit or loss by a lessee. 

Statement of cash flows (paragraph 50) 

BC210 The IASB’s decisions on the presentation of lease cash outflows are linked to the nature of the 
right-of-use asset and lease liability, and the presentation of expenses arising from a lease in the 
income statement. In the IASB’s view, it would be misleading to portray payments in one manner in 
the income statement and in another in the statement of cash flows. 

BC211 Consequently, the IASB decided that a lessee should classify the principal portion of cash 
repayments of the lease liability as financing activities in the statement of cash flows and classify 
cash payments relating to interest consistently with other interest payments. This approach is 
consistent with the requirements in IAS 7 Statement of Cash Flows for cash flows relating to 
financial liabilities and provides comparability between interest paid on leases and interest paid on 
other financial liabilities. This approach also results in a lessee accounting for a lease consistently 
in the balance sheet, income statement and statement of cash flows. For example, a lessee (a) 
measures and presents the lease liability similarly to other financial liabilities; (b) recognises and 
presents interest relating to that liability in a similar manner to interest on other financial liabilities; 
and (c) presents cash paid relating to interest on lease liabilities similarly to interest on other 
financial liabilities. 

Disclosure: lessee (paragraphs 51–60) 

BC212 In determining the disclosures for leases, the IASB considered the following: 

(a) the disclosure requirements of IAS 17; 

(b) the disclosure requirements for financial liabilities in IFRS 7 Financial Instruments: 
Disclosures; 

(c) the disclosure requirements for non-current assets such as property, plant and 
equipment; 

(d) work on other related projects such as the Disclosure Initiative (a broad-based initiative to 
explore how disclosures in IFRS financial reporting can be improved); and 

(e) feedback received on the disclosure proposals in the 2010 and 2013 Exposure Drafts. 

BC213 The IASB received significant feedback regarding lessee disclosures. In particular: 

(a) many lessees had significant concerns about the costs of complying with the disclosures 
proposed in the 2010 and 2013 Exposure Drafts. This was a particular concern for 
lessees with a high volume of leases with unique terms and conditions. These lessees 
suggested that there should be no need to expand the disclosure requirements beyond 
those in IAS 17 if the lessee accounting model in IFRS 16 provides the information that 
investors need. These lessees also argued that the proposed lessee disclosure 
requirements did not seem to be consistent with the IASB’s efforts to address ‘disclosure 
overload’ in other projects (ie increases in the volume of disclosures and a perceived 
reduction in the quality and usefulness of those disclosures). 

(b) in contrast, many users of financial statements thought that the detailed disclosure 
requirements proposed in the 2010 and 2013 Exposure Drafts would provide useful 
information. Over the course of the project, the IASB held meetings with investors and 
analysts to discuss how particular disclosures would be used in their analysis and which 
disclosures would be the most useful. 

(c) both preparers and users of financial statements had concerns that lengthy detailed 
disclosure requirements could lead to the use of ‘boilerplate’ statements rather than the 
provision of useful information. These stakeholders were particularly concerned about the 
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risk of material information being ‘lost’ within lengthy and complex financial statement 
notes. Similarly, many stakeholders suggested that IFRS 16 should explicitly state that 
entities should apply materiality in determining the extent to which disclosures are 
required. 

(d) some users of financial statements noted that the most useful information would be 
different for different lease portfolios. These users noted that, for leases with complex 
terms and conditions (which, for some entities, are the leases in which users are most 
interested), compliance with standardised disclosure requirements often does not meet 
their information needs. 

BC214 In response to this feedback, the IASB decided to:  

(a) include an overall disclosure objective in IFRS 16 (paragraphs BC215–BC216); 

(b) require a lessee to disclose quantitative information about its right-of-use assets, and 
expenses and cash flows related to leases (paragraphs BC217–BC223); and 

(c) require a lessee to disclose any additional information that is necessary to satisfy the 
overall disclosure objective, and to supplement this requirement with a list of user 
information needs that any additional disclosures should address (paragraphs 
BC224–BC227). 

Overall disclosure objective (paragraph 51) 

BC215 Consistently with other recently issued Standards, the IASB decided that IFRS 16 should specify 
an overall objective for lessee disclosures. In the IASB’s view, a clear objective should improve the 
interpretation and implementation of the disclosure requirements. This is because a lessee is 
required to assess whether the overall quality and informational value of its lease disclosures are 
sufficient to meet the stated objective. 

BC216 The IASB considered stakeholder suggestions that an explicit statement about materiality would 
be useful in applying the lessee disclosure requirements. However, such statements are not 
included in other Standards. The concept of materiality in the Conceptual Framework and in IAS 1 
is pervasive across IFRS and applies to the requirements in IFRS 16 in the same way that it 
applies to the requirements in all other Standards. The IASB thought that including a statement 
about materiality within the disclosure requirements in IFRS 16 might be interpreted as implying 
that materiality does not apply to the disclosure requirements in other Standards, because 
materiality is not explicitly mentioned in those Standards. The IASB is of the view that implicit in the 
overall disclosure objective is the notion that the level of detail provided in disclosures should 
reflect the significance of a lessee’s leasing activities to its financial statements. The IASB 
concluded that guidance on applying the overall disclosure objective would be helpful to lessees 
but noted that such guidance is already provided in paragraphs 30A and 31 of IAS 1. 

Disclosures about right-of-use assets, and expenses and cash 
flows related to leases (paragraph 53) 

BC217 The IASB decided that there are particular items of information that, if material, should be 
disclosed by lessees to meet the information needs of users of financial statements. The IASB 
noted the importance of comparable information being provided by different lessees and that 
comparability could be achieved by including some specific disclosure requirements in IFRS 16. 
These disclosure requirements relate to the information that users of financial statements have 
identified as being most useful to their analyses and, consequently, that they would like to have for 
all lease portfolios that are material to an entity. Consequently, IFRS 16 requires a lessee to 
disclose: 

(a) the carrying amount of right-of-use assets, and depreciation charge for those assets, split 
by class of underlying asset. This information is useful in understanding the nature of a 
lessee’s leasing activities and in comparing entities that lease their assets with those that 
purchase them. 
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(b) interest expense on lease liabilities. Together with the disclosure of the carrying amount 
of lease liabilities separately from other liabilities (see paragraph BC208), this disclosure 
provides information about a lessee’s lease obligations and finance costs. 

(c) the expenses related to short-term leases and leases of low-value assets accounted for 
applying paragraph 6 of IFRS 16, and the expense related to variable lease payments not 
included in the measurement of lease liabilities. These disclosures provide information 
about lease payments for which assets and liabilities are not recognised in the balance 
sheet. 

(d) total cash outflow for leases. This disclosure was identified by users of financial 
statements as providing the most useful information about lease cash flows and is 
expected to help in forecasting future lease payments. 

(e) additions to right-of-use assets. This disclosure provides comparable information about 
capital expenditure on leased and owned assets. 

(f) gains and losses arising from sale and leaseback transactions. This disclosure helps to 
better understand the unique characteristics of sale and leaseback transactions and the 
effect that such transactions have on a lessee’s financial performance. 

(g) income from subleasing right-of-use assets. This disclosure is useful because, along with 
the information about expenses related to leases discussed above, it provides a complete 
depiction of the overall income statement effect of an entity’s leasing activities. 

Maturity analysis (paragraph 58) 

BC218 IFRS 16 requires a lessee to disclose a maturity analysis for lease liabilities applying paragraphs 
39 and B11 of IFRS 7. 

BC219 Users of financial statements identified the main objective of a maturity analysis as being to help 
them understand liquidity risk and estimate future cash flows. The IASB’s view is that the 
requirements of IFRS 7 achieve this objective, and also provide a lessee with the flexibility to 
present the maturity analysis that is most relevant to its particular lease portfolio. 

BC220 The IASB considered whether IFRS 16 should instead include more prescriptive requirements for a 
maturity analysis similar to that required by IAS 17 (for example, by requiring a lessee to disclose 
undiscounted lease payments in each of the first five years and a total for the periods thereafter). 
Feedback from users of financial statements relating to the maturity analysis requirements of IAS 
17 was generally positive. In particular, the prescriptive nature of the requirement ensured that 
different lessees provided information that was comparable. 

BC221 Applying IFRS 7 to lease liabilities requires lessees to apply judgement in selecting time bands for 
the maturity analysis. The IASB thinks that, in a scenario in which disclosing undiscounted cash 
flows for each of the first five years and a total for the periods thereafter provides the most useful 
information to users of financial statements, the requirements of IFRS 7 should lead a lessee to 
disclose this level of detail. In contrast, in a scenario in which an alternative (and possibly more 
detailed) set of time bands provides the most useful information to users of financial statements, 
the requirements of IFRS 7 should lead a lessee to disclose that alternative and more useful set of 
time bands. For example, for a portfolio of 15–20 year leases, the requirements of IFRS 7 should 
lead a lessee to provide a more detailed maturity analysis than a single amount for the years 
beyond the fifth year. 

BC222 In addition, the IASB is of the view that it is appropriate to apply the same maturity analysis 
disclosure requirements to lease liabilities as those applied to other financial liabilities. This is 
because the lessee accounting model in IFRS 16 is based on the premise that a lease liability is a 
financial liability (for the reasons described in paragraphs BC46–BC51). 

BC223 The IASB decided not to require the disclosure of a maturity analysis of non-lease components. 
The IASB thinks that users of financial statements would find information about the maturities of 
any contractual commitments of an entity useful, regardless of the nature of the entity’s rights 
under the contract. However, the IASB noted that it could be misleading to require the disclosure of 



LEASES 

©  Copyright 51 HKFRS 16 BC 

contractual commitments for services that are embedded within a lease without also requiring the 
disclosure of contractual commitments for services that are provided as part of other contracts. 
The IASB decided that adding such a disclosure requirement would be beyond the scope of the 
Leases project. 

Additional disclosures (paragraph 59) 

BC224 Many leases contain more complex features, which can include variable payments, termination 
and extension options and residual value guarantees. These features of a lease are often 
determined on the basis of the individual circumstances of the parties to the contract and, in some 
cases, are particularly complex or are unique to the particular contract. The feedback received 
from stakeholders demonstrated that, for these features of a lessee’s lease portfolio, a standard 
disclosure requirement for all entities is unlikely to meet the needs of users of financial statements. 

BC225 With respect to these more complex features, IFRS 16 requires a lessee to disclose any material 
entity-specific information that is necessary in order to meet the disclosure objective and is not 
covered elsewhere in the financial statements. IFRS 16 supplements this requirement with a list of 
user information needs that any additional disclosures should address, and with illustrative 
examples of disclosures that a lessee might provide in complying with the additional disclosure 
requirements. The IASB noted that these examples are not exhaustive. Nonetheless, the IASB 
thinks that the illustrative examples are useful in demonstrating that judgement should be applied 
in determining the most useful and relevant disclosures, which will depend on a lessee’s individual 
circumstances. In the IASB’s view, this approach facilitates the provision of more relevant and 
useful disclosures by (a) discouraging the use of generic or ‘boilerplate’ statements; and (b) 
enabling a lessee to apply judgement to identify the information that is relevant to users of financial 
statements and focus its efforts on providing that information. 

BC226 The IASB acknowledged that, for lessees with many complex, unique or otherwise significant lease 
arrangements, there are likely to be incremental costs associated with the additional disclosure 
requirements in paragraph 59 of IFRS 16. However, the IASB thinks that: 

(a) the measurement requirements in IFRS 16 are simplified in several ways that are 
expected to reduce the cost of applying IFRS 16 for a lessee, but also mean that users of 
financial statements need additional information to understand any significant features 
that are excluded from the measurement of lease liabilities. For example, a lessee is not 
required to include payments during optional periods unless those payments are 
reasonably certain to occur (see paragraphs BC152–BC159). Similarly, a lessee is not 
required to reassess variable lease payments unless they depend on an index or a rate 
and there is a change in future lease payments resulting from a change in the reference 
index or rate (see paragraphs BC188–BC190). 

(b) many lessees will not need to provide any additional disclosures as a result of these 
requirements. This is because the disclosures required by paragraphs 53 and 58 of IFRS 
16 are expected to provide sufficient information for those leases that do not have 
complex or unique features. In the IASB’s view, it is appropriate that greater cost will be 
required in preparing lease disclosures for entities whose leasing activity is particularly 
complex or unique. 

BC227 The IASB considered requiring disclosure of specific information about these more complex 
features. Such information could have included, for example, the basis and terms and conditions 
on which variable lease payments and options are determined. However, lessees informed the 
IASB that this information would be difficult to capture in a meaningful way, particularly for large or 
diverse lease portfolios. Some users of financial statements also expressed concerns that such an 
approach could lead to ‘boilerplate’ compliance statements, which generally do not provide useful 
information. The approach taken enables lessees to determine the best way to provide information 
while considering both the costs of providing that information and the information needs of users of 
financial statements. 
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Presentation of lessee disclosures in the notes to the financial 
statements (paragraphs 52 and 54) 

BC228 IFRS 16 requires a lessee to disclose information about its leases in a single note or separate 
section in its financial statements, and to present quantitative information in a tabular format, 
unless another format is more appropriate. On the basis of feedback from users of financial 
statements, the IASB thinks that this presentation best conveys an overall understanding of a 
lessee’s lease portfolio and improves the transparency of the information. In the IASB’s view, 
presenting all lessee disclosures in a single note or separate section will often be the most 
effective way to present information about leases in the systematic manner required by paragraph 
113 of IAS 1. 

Other approaches considered for lessee disclosure 

BC229 Rather than creating specific lease disclosure requirements, the IASB considered an alternative 
approach whereby a lessee would be required to disclose information about its right-of-use assets 
applying the disclosure requirements for property, plant and equipment in IAS 16, and information 
about its lease liabilities applying the disclosure requirements for financial liabilities in IFRS 7. 
Those supporting this approach thought that it would be consistent with the lessee accounting 
model in IFRS 16. 

BC230 Although noting that there are significant similarities between right-of-use assets and other assets 
and between lease liabilities and other financial liabilities, the IASB did not adopt this approach 
because: 

(a) it would not provide specific information to users of financial statements about some 
features of a lessee’s lease portfolio that are common in lease arrangements (such as 
variable payments, options to extend or terminate leases and residual value guarantees). 
Similarly, it would not provide information about some right-of-use assets and lease 
liabilities that are not recognised in the balance sheet (such as those arising from 
short-term leases and leases of low-value assets) as a consequence of some of the 
simplifications that have been introduced in IFRS 16. 

(b) information about a lessee’s lease portfolio might be obscured by being included within 
different disclosures about different types of assets and liabilities. Consequently, this 
approach might compromise the transparency and usefulness of lease information for 
users of financial statements. 

Lessor: accounting (paragraphs 61–97) 

BC231 Paragraphs BC57–BC66 discuss the basis for the IASB’s decision to substantially carry forward 
the IAS 17 lessor accounting requirements. The IASB also decided to carry forward substantially 
all of the language used in the IAS 17 lessor accounting requirements (with the exception of 
editorial amendments). Consequently, the significant differences between the lessor accounting 
requirements in IFRS 16 and those in IAS 17 are primarily a direct consequence of the lessee 
accounting model in IFRS 16. 

Subleases 

BC232 IFRS 16 requires an intermediate lessor to account for a head lease and a sublease as two 
separate contracts, applying both the lessee and lessor accounting requirements. The IASB 
concluded that this approach is appropriate because in general each contract is negotiated 
separately, with the counterparty to the sublease being a different entity from the counterparty to 
the head lease. Accordingly, for an intermediate lessor, the obligations that arise from the head 
lease are generally not extinguished by the terms and conditions of the sublease. 
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Classification (paragraph B58) 

BC233 The IASB decided that, when classifying a sublease, an intermediate lessor should evaluate the 
lease by reference to the right-of-use asset arising from the head lease and not by reference to the 
underlying asset. This is because: 

(a) an intermediate lessor (ie the lessor in a sublease) does not own the underlying asset 
and does not recognise that underlying asset in its balance sheet. In the IASB’s view, the 
intermediate lessor’s accounting should be based on the asset that the intermediate 
lessor controls (ie the right-of-use asset) and not the underlying asset that is controlled by 
the head lessor. 

(b) an intermediate lessor’s risks associated with a right-of-use asset can be converted into 
credit risk by entering into a sublease, the term of which covers most or all of the term of 
the head lease. Accounting for such a sublease as a finance lease (by classifying it by 
reference to the right-of-use asset) would reflect that risk, because the intermediate 
lessor would recognise the net investment in the sublease (a receivable) rather than a 
right-of-use asset. 

(c) if a sublease is for all of the remaining term of the corresponding head lease, the 
intermediate lessor no longer has the right to use the underlying asset. In the IASB’s view, 
it is appropriate for an intermediate lessor in such a case to derecognise the right-of-use 
asset and recognise the net investment in the sublease. 

BC234 The IASB observed that, in classifying a sublease by reference to the right-of-use asset arising 
from the head lease, an intermediate lessor will classify more subleases as finance leases than it 
would have done if those same subleases were classified by reference to the underlying asset. 
Accordingly, a lessor may classify similar leases (for example, those with a similar lease term for a 
similar underlying asset) differently depending on whether the lessor owns or leases the underlying 
asset. However, the IASB concluded that any difference in classification reflects real economic 
differences. The intermediate lessor only has a right to use the underlying asset for a period of time. 
If the sublease is for all of the remaining term of the head lease, the intermediate lessor has in 
effect transferred that right to another party. In contrast, in an operating lease of an owned asset, 
the lessor would expect to derive economic benefits from the underlying asset at the end of the 
lease term. 

Presentation 

BC235 IFRS 16 does not include requirements relating to the presentation of subleases. This is because 
the IASB decided that specific requirements were not warranted because there is sufficient 
guidance elsewhere in IFRS. In particular, applying the requirements for offsetting in IAS 1, an 
intermediate lessor should not offset assets and liabilities arising from a head lease and a sublease 
of the same underlying asset, unless the financial instruments requirements for offsetting are met. 
The IASB considered whether to create an exception that would permit or require an intermediate 
lessor to offset assets and liabilities arising from a head lease and a sublease of the same 
underlying asset. However, the IASB noted that the exposures arising from those assets and 
liabilities are different from the exposures arising from a single net lease receivable or lease liability, 
and concluded that presenting these on a net basis could provide misleading information about an 
intermediate lessor’s financial position, because it could obscure the existence of some 
transactions. 

BC236 For the same reasons, the IASB also decided that an intermediate lessor should not offset lease 
income and lease expenses relating to a head lease and a sublease of the same underlying asset, 
unless the requirements for offsetting in IAS 1 are met. 

Initial direct costs (paragraphs 69 and 83) 

BC237 IFRS 16 defines initial direct costs consistently with the definition of incremental costs of obtaining 
a contract in IFRS 15. Defining initial direct costs in this way means that the costs incurred by a 
lessor to obtain a lease are accounted for consistently with costs incurred to obtain other contracts 
with customers. 
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Lease modifications (paragraphs 79–80 and 87) 

BC238 IFRS 16 requires a lessor—like a lessee—to account for a modification to a finance lease as a 
separate lease if:  

(a) the modification increases the scope of the lease by adding the right for the lessee to use 
one or more underlying assets; and 

(b) the consideration received for the lease increases by an amount commensurate with the 
stand-alone price for the increase in scope. 

This is because, in the IASB’s view, such a modification in substance represents the creation of a 
new lease that is separate from the original lease. This requirement is substantially aligned with 
equivalent requirements in IFRS 15 that require a seller to account for modifications that add 
distinct goods or services as separate contracts if those additional goods or services are priced 
commensurately with their stand-alone selling price. 

BC239 For modifications to a finance lease that are not accounted for as a separate lease, IFRS 16 
requires a lessor to account for the modification applying IFRS 9 (unless the lease modification 
would have been classified as an operating lease if the modification had been in effect at the 
inception date). The IASB expects that this approach will not result in any substantive change to 
previous lessor accounting for modifications of finance leases. This is because, although IAS 17 
did not include requirements relating to lease modifications, the IASB understands that a lessor 
generally applied an approach that was consistent with the requirements in IFRS 9 (or the 
equivalent requirements in IAS 39 Financial Instruments: Recognition and Measurement) to the 
net investment in a finance lease. 

BC240 IFRS 16 requires a lessor to account for a modification to an operating lease as a new lease from 
the effective date of the modification, considering any prepaid or accrued lease payments relating 
to the original lease as part of the lease payments for the new lease. This approach is consistent 
with the approach required by IFRS 15 if, at the time of a contract modification (that is accounted 
for as a separate contract), the remaining goods or services to be transferred are distinct from the 
goods or services already transferred. It is also expected that this approach will not result in any 
substantive change to previous lessor accounting. 

Lessor: classification of leases—leases of land and buildings (2003 and 
2009 amendments to IAS 17) (paragraphs B55–B57) 

Land element in long-term leases 

BCZ241 In 2009, the IASB amended the IAS 17 requirements for classification of the land element in 
long-term leases. IAS 17 had previously stated that a lease of land with an indefinite economic life 
would normally be classified as an operating lease. However, in 2009, the IASB removed that 
statement from IAS 17, having concluded that it might lead to a classification of land that does not 
reflect the substance of the transaction. 

BCZ242 In reaching this conclusion the IASB had considered the example of a 999-year lease of land and 
buildings. It had noted that, for such a lease, significant risks and rewards associated with the land 
during the lease term would have been transferred by the lessor despite there being no transfer of 
title. 

BCZ243 The IASB had also noted that the lessor in leases of this type will typically be in a position 
economically similar to an entity that sold the land and buildings. The present value of the residual 
value of the property in a lease with a term of several decades would be negligible. The IASB had 
concluded that the accounting for the land element as a finance lease in such circumstances would 
be consistent with the economic position of the lessor. 

BCZ244 The IASB replaced the previous guidance with a statement (now in paragraph B55 of IFRS 16) that, 
in determining whether the land element is an operating lease or a finance lease, an important 
consideration is that land normally has an indefinite economic life. 
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Allocation of lease payments between land and buildings 

BCZ245 In 2003, the IASB introduced into IAS 17 the requirement for a lessor to assess the classification of 
the land element of a lease separately from the buildings element. The Exposure Draft of the 2003 
amendments had further proposed that, whenever necessary for the purposes of classification, the 
lease payments should be allocated between the land and building elements in proportion to their 
relative fair values at the inception of the lease. However, respondents to that Exposure Draft had 
questioned whether the relevant fair values were the fair values of the underlying land and 
buildings or the fair values of the leasehold interests in the land and buildings. 

BCZ246 In redeliberating that Exposure Draft, the IASB noted that an allocation of the lease payments by 
reference to the relative fair values of the underlying land and buildings would not reflect the fact 
that land often has an indefinite economic life, and therefore would be expected to maintain its 
value beyond the lease term. In contrast, the future economic benefits of a building are likely to be 
used up, at the least to some extent, over the lease term. Therefore, it would be reasonable to 
expect that the lease payments relating to the building would be set at a level that enabled the 
lessor not only to make a return on initial investment, but also to recoup the value of the building 
used up over the term of the lease. In the case of land, the lessor would not normally need 
compensation for using up the land. 

BCZ247 Therefore, the IASB decided to clarify in the 2003 amendments that the allocation of the lease 
payments is weighted to reflect their role in compensating the lessor, and not by reference to the 
relative fair values of the underlying land and buildings. In other words, the weighting should reflect 
the leasehold interest in the land element and the buildings element of the lease at the inception 
date. In the extreme case that a building is fully depreciated over the lease term, the lease 
payments would need to be weighted to provide a return plus the full depreciation of the building’s 
value at the inception of the lease. The leasehold interest in the land would, assuming a residual 
value that equals its value at the inception of the lease, have a weighting that reflects only a return 
on the initial investment. These clarifications are now in paragraph B56 of IFRS 16. 

Impracticability of split between land and buildings 

BCZ248 When amending IAS 17 in 2003, the IASB considered how to treat leases for which it is not 
possible to measure the two elements reliably (for example, because similar land and buildings are 
not sold or leased separately). One possibility would be to classify the entire lease as a finance 
lease. However, the IASB noted that it may be apparent from the circumstances that classifying the 
entire lease as a finance lease is not representationally faithful. In view of this, the IASB decided 
that when it is not possible to measure the two elements reliably, the entire lease should be 
classified as a finance lease unless it is clear that both elements should be classified as an 
operating lease. This requirement is now in paragraph B56 of IFRS 16. 

Exception to the requirement to separate the land and buildings 
elements 

BCZ249 When amending IAS 17 in 2003, the IASB discussed whether to allow or require an exception from 
the requirement to separate the land and buildings elements in cases in which the present value of 
the land element at the inception of the lease is small in relation to the value of the entire lease. In 
such cases the benefits of separating the lease into two elements and accounting for each 
separately may not outweigh the costs. The IASB noted that generally accepted accounting 
principles in Australia, Canada and the US allow or require such leases to be classified and 
accounted for as a single unit, with finance lease treatment being used when the relevant criteria 
are met. The IASB decided to allow land and buildings to be treated as a single unit when the land 
element is immaterial. This exception is now in paragraph B57 of IFRS 16. 

BCZ250 Some stakeholders requested guidance on how small the relative value of the land element needs 
to be in relation to the total value of the lease. The IASB decided not to introduce a bright line such 
as a specific percentage threshold. The IASB decided that the normal concepts of materiality 
should apply. 
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Lessor: disclosure (paragraphs 89–97) 

BC251 IFRS 16 enhances the previous lessor disclosure requirements in IAS 17 to enable users of 
financial statements to better evaluate the amount, timing and uncertainty of cash flows arising 
from a lessor’s leasing activities. The enhancements are in response to views expressed by some 
stakeholders that the lessor accounting model in IAS 17 did not provide sufficient information 
relating to all elements of a lessor’s leasing activities. In particular, some investors and analysts 
requested additional information about a lessor’s exposure to residual asset risk. 

Table of income (paragraphs 90–91) 

BC252 IFRS 16 requires a lessor to disclose information about the different components of lease income 
recognised during the reporting period. This requirement is similar to the requirement in IFRS 15 
for an entity to disclose a disaggregation of revenue recognised during the reporting period into 
categories. 

Information about residual asset risk (paragraph 92(b)) 

BC253 Academic research, outreach performed and feedback received throughout the project highlighted 
that the main concern associated with lessor disclosure in IAS 17 was the lack of information about 
a lessor’s exposure to credit risk (associated with the lease payments receivable from the lessee) 
and asset risk (associated with the lessor’s residual interest in the underlying asset). Particularly 
for leases classified as operating leases, lessors could retain significant residual asset risk and 
little, if any, information was generally available about that exposure to risk in the financial 
statements. 

BC254 A decline in the market value of, for example, leased equipment and vehicles at a rate greater than 
the rate the lessor projected when pricing the lease would adversely affect the profitability of the 
lease. Uncertainty about the residual value of the underlying asset at the end of the lease is often a 
lessor’s primary risk. Accordingly, IFRS 16 requires a lessor to disclose information about how it 
manages its risk associated with any rights it retains in the underlying asset. The IASB also noted 
that disclosing information about residual asset risk will also provide users of financial statements 
with useful information about the distribution of risk for a lessor between credit risk relating to lease 
payments receivable and residual asset risk related to the interest in the underlying asset. 

BC255 The IASB considered requiring a lessor to disclose the fair value of residual assets at each 
reporting date. However, the IASB concluded that such a requirement could be onerous for lessors. 
Although it is fundamental to a lessor’s business that the lessor manage its exposure to residual 
asset risk, the IASB thought that the costs associated with having to disclose, and have audited, 
fair value information about residual assets would outweigh the benefit for users of financial 
statements. 

Information about assets subject to operating leases (paragraphs 
95–96) 

BC256 The IASB observed that a lessor accounts for assets leased under operating leases similarly to 
owned assets that are held and used (for example, in the lessor’s operations). However, leased 
and owned assets are typically used for different purposes—ie leased assets generate rental 
income rather than contributing towards any other revenue-generating activity of the lessor. For 
that reason, the IASB concluded that users of financial statements would benefit from obtaining 
information about leased assets that generate rental income separately from owned assets held 
and used by the lessor. Consequently, IFRS 16 requires a lessor to disaggregate each class of 
property, plant and equipment into assets subject to operating leases and assets not subject to 
operating leases. 

Maturity analyses (paragraphs 94 and 97) 

BC257 IFRS 16 requires a lessor to disclose a maturity analysis of the undiscounted lease payments to be 
received on an annual basis for a minimum of each of the first five years following the reporting 
date and a total of the amounts for the remaining years. 
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BC258 The IASB noted that this requirement would provide more information about a lessor’s liquidity risk 
than previous requirements in IAS 17 (which had, instead, required a maturity analysis showing 
lease payments due in three bands: within one year, in the second to fifth years and after five 
years). In the IASB’s view, a more detailed maturity analysis will enable users of financial 
statements to more accurately forecast future lease cash flows and estimate liquidity risk. The 
IASB does not expect the incremental cost (compared to the IAS 17 requirements) to be significant 
because lessors typically needed the same information to provide the disclosures required by IAS 
17. The IASB also noted that some lessors had already disclosed a maturity analysis relating to 
lease payments to be received in more detail than was required by IAS 17. 

Changes in net investment in finance leases (paragraph 93) 

BC259 IFRS 16 requires a lessor to provide a qualitative and quantitative explanation of the significant 
changes in the net investment in finance leases during the reporting period to allow users of 
financial statements to understand these significant changes. On the basis of the feedback 
received, the IASB concluded that this information is useful to users of financial statements and is 
not otherwise available. 

Sale and leaseback transactions (paragraphs 98–103) 

BC260 In a sale and leaseback transaction, one entity (the seller-lessee) transfers an asset to another 
party (the buyer-lessor) and leases back that same asset. IAS 17 included specific requirements 
on sale and leaseback transactions and the IASB decided that it would be helpful to continue to 
include specific requirements for sale and leaseback transactions in IFRS 16. 

When a sale occurs 

BC261 The IASB decided that, within the context of a sale and leaseback transaction, the transfer of an 
asset is accounted for as a sale only if the transfer meets the requirements in IFRS 15 for the 
transfer of an asset. In the IASB’s view, applying the recognition requirements of IFRS 15 to sale 
and leaseback transactions will be beneficial for both preparers and users of financial statements 
because it will increase comparability between sales entered into as part of sale and leaseback 
transactions and all other sales. The IASB observed that, in considering whether a transaction 
should be accounted for as a sale and leaseback transaction, an entity should consider not only 
those transactions structured in the form of a legal sale and leaseback, but should also consider 
other forms of transactions for which the economic effect is the same as a legal sale and leaseback 
(for example, a sale and leaseback transaction may be structured in the form of a lease and 
leaseback). 

BC262 In reaching its decisions on sale and leaseback transactions, the IASB noted that:  

(a) the presence of a leaseback (ie the seller-lessee obtaining the right to use the underlying 
asset for a period of time) does not, in isolation, preclude the seller-lessee from 
concluding that it has transferred the underlying asset to the buyer-lessor. This is 
because a lease is different from the purchase or sale of the underlying asset, in that a 
lease does not transfer control of the underlying asset to the lessee; instead, it transfers 
the right to control the use of the underlying asset for the period of the lease. 
Consequently, if there are no features in a sale and leaseback transaction that prevent 
sale accounting, the buyer-lessor is considered to obtain control of the underlying asset, 
and immediately transfer the right to control the use of that asset to the seller-lessee for 
the lease term. The fact that the buyer-lessor purchases the underlying asset from the 
entity that is the lessee in the subsequent leaseback does not change the buyer-lessor’s 
ability to obtain control of the underlying asset. 

(b) many lessors purchase from a third party an asset that will be the subject of a lease only 
when the terms and conditions of the lease have already been negotiated. The lessor 
may not receive physical possession of the asset until the end of the lease term (for 
example, a vehicle could be delivered directly by a manufacturer to the lessee, even 
though the lessor purchases the vehicle from the manufacturer). Similarly, the 
buyer-lessor may not receive physical possession of the underlying asset in a sale and 
leaseback transaction until the end of the lease term. In the IASB’s view, these 
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circumstances do not, in isolation, preclude the seller-lessee from concluding that it has 
transferred the underlying asset to the buyer-lessor. In both cases, the IASB concluded 
that it is appropriate for the lessor to be deemed to control the asset immediately before 
the commencement date (if the sale of the underlying asset otherwise meets the 
requirements in IFRS 15 for the transfer of an asset). 

(c) IFRS 15 states that if an entity has a right to repurchase an asset (a call option), the 
customer does not obtain control of the asset, because the customer is limited in its ability 
to direct the use of, and obtain substantially all of the remaining benefits from the asset, 
even though the customer may have physical possession of the asset. Consequently, if 
the seller-lessee has a substantive repurchase option with respect to the underlying asset, 
then no sale has occurred. 

BC263 The IASB considered, but did not adopt, an alternative approach whereby IFRS 16 would require a 
higher threshold than the IFRS 15 threshold for recognising a sale within the context of a sale and 
leaseback transaction because many stakeholders expressed concerns about such an approach. 
In particular, they questioned the rationale for having a higher threshold for sale accounting in a 
sale and leaseback transaction than for any other sale. Some were also of the view that different 
thresholds for achieving sale accounting in IFRS 15 and IFRS 16 would not be operational. The 
IASB also noted that some of the structuring concerns relating to sale and operating leaseback 
transactions that had existed under IAS 17 would be substantially reduced by the lessee 
accounting model in IFRS 16, which requires the recognition of lease assets and lease liabilities by 
the seller-lessee. 

BC264 The IASB considered whether to include additional application guidance in IFRS 16 regarding the 
determination of whether there is a sale in a sale and leaseback transaction. Such guidance would 
be intended to help entities to apply the IFRS 15 requirements relating to the satisfaction of 
performance obligations to sale and leaseback transactions. However, the IASB concluded that 
this was not necessary because, in its view, the principles in IFRS 15 can be applied appropriately 
and consistently to sale and leaseback transactions without any further guidance. 

BC265 The IASB also decided that, if the transfer of the asset does not meet the requirements for a 
transfer in IFRS 15, then no sale is recognised by the seller-lessee and no purchase is recognised 
by the buyer-lessor. Instead, the seller-lessee and buyer-lessor will account for any amounts 
received or paid relating to the leaseback as a financial asset or a financial liability applying IFRS 9. 
This is because such a transaction represents, in substance, a financing arrangement. 

Gain or loss on a sale and leaseback 

BC266 The IASB decided that the gain or loss recognised by a seller-lessee on a completed sale in a sale 
and leaseback transaction should reflect the amount that relates to the rights transferred to the 
buyer-lessor. In reaching this decision, the IASB considered requiring the sale element of the 
transaction (ie the sale of the underlying asset) to be accounted for applying IFRS 15 because, 
from a legal standpoint, the seller-lessee will often have sold the entire underlying asset to the 
buyer-lessor. However, from an economic standpoint, the seller-lessee has sold only its interest in 
the value of the underlying asset at the end of the leaseback—it has retained its right to use the 
asset for the duration of the leaseback. The seller-lessee had already obtained that right to use the 
asset at the time that it purchased the asset—the right of use is an embedded part of the rights that 
an entity obtains when it purchases, for example, an item of property, plant and equipment. 
Accordingly, in the IASB’s view, recognising the gain that relates to the rights transferred to the 
buyer-lessor appropriately reflects the economics of the transaction. 

BC267 The lease payments and the sale price in a sale and leaseback transaction are typically 
interdependent because they are negotiated as a package. For example, the sale price might be 
more than the fair value of the asset because the leaseback rentals are above a market rate; 
conversely the sale price might be less than the fair value because the leaseback rentals are below 
a market rate. Accounting for the transaction using those amounts could result in the misstatement 
of gains or losses on disposal of the asset for the seller-lessee and the misstatement of the 
carrying amount of the asset for the buyer-lessor. Consequently, IFRS 16 requires that if the sale 
consideration or leaseback rentals are not at market rates, any below-market terms should be 
accounted for as a prepayment of lease payments and any above-market terms should be 
accounted for as additional financing provided by the buyer-lessor to the seller-lessee. Similarly, 
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IFRS 16 requires the seller-lessee to measure the right-of-use asset as a proportion of the asset 
retained as a result of the leaseback—consequently any off-market terms are effectively 
accounted for in measuring the gain or loss on sale. 

Effective date and early application (paragraph C1) 

BC268 In determining the effective date of IFRS 16, the IASB considered feedback received from 
preparers about the amount of time they would need to implement the requirements of IFRS 16 in 
the light of the transition requirements. The IASB also considered feedback received from both 
users and preparers of financial statements about the interaction of IFRS 16 with the 
implementation of other recently issued Standards (most notably IFRS 9 and IFRS 15). 

BC269 The IASB acknowledged that users of financial statements would generally prefer the effective 
date of IFRS 16 to be 1 January 2018. This is because users would prefer IFRS 16 to have the 
same effective date as IFRS 9 and IFRS 15—this would avoid accounting uncertainty arising from 
entities implementing new Standards over a number of years. Users of financial statements also 
noted that, in their view, the effective date of IFRS 16 should be as soon as possible in the light of 
the significant improvements in financial reporting that will result from the implementation of IFRS 
16. Consequently, they did not support a period of three years between publication of IFRS 16 and 
the effective date. 

BC270 However, almost all preparers that provided feedback indicated that an effective date of 1 January 
2018 would not give them adequate time to implement IFRS 16, IFRS 9 and IFRS 15. The majority 
of preparers reported that they would need approximately three years to implement the 
requirements of IFRS 16 between publication and the effective date. 

BC271 The IASB concluded that implementation of IFRS 16 by 1 January 2018 would not be achievable 
for all preparers taking into consideration that entities are also required to implement IFRS 9 and 
IFRS 15 in that period of time. Consequently, the IASB decided that an entity is required to apply 
IFRS 16 for annual reporting periods beginning on or after 1 January 2019. 

BC272 The IASB also decided to permit early application of IFRS 16 for entities that apply IFRS 15 on or 
before the date of initial application of IFRS 16. In reaching this decision, the IASB noted that early 
application would allow any entity that wishes to apply IFRS 16 at the same time as IFRS 9 and 
IFRS 15 to do so. The IASB also noted that early application might be beneficial to an entity that 
adopts IFRS for the first time between the publication of IFRS 16 and its effective date. However, 
the IASB decided to limit early application of IFRS 16 to entities that also apply IFRS 15. This is 
because some of the requirements of IFRS 16 depend on an entity also applying the requirements 
of IFRS 15 (and not the Standards that were superseded by IFRS 15). 

Transition (paragraphs C2–C20) 

Definition of a lease (paragraphs C3–C4) 

BC273 The IASB decided that an entity is not required to reassess whether contracts are, or contain, 
leases on transition to IFRS 16. Consequently, an entity can choose to apply the requirements of 
IFRS 16 to all existing contracts that met the definition of a lease applying the requirements of IAS 
17 and IFRIC 4. Similarly, an entity does not need to apply IFRS 16 to existing contracts that did 
not meet the definition of a lease applying the requirements of IAS 17 and IFRIC 4. 

BC274 Preparers provided feedback that it could be costly for them to reassess all of their existing 
contracts using the definition of a lease requirements in IFRS 16. The IASB observed that it 
envisages only a limited number of scenarios in which application of the lease definition 
requirements in IFRIC 4 would result in a different outcome from the application of the lease 
definition guidance in IFRS 16. The IASB identified a small population of contracts that would be 
classified as leases applying IFRIC 4 but as service contracts applying IFRS 16, and none for 
which the converse is expected to be true. The IASB expects that the consequence of an entity not 
reassessing its existing contracts applying the lease definition requirements in IFRS 16 would be 
the recognition of slightly more leases on transition to IFRS 16 than would otherwise be the case. 
On this basis, the IASB concluded that the costs of requiring entities to reassess existing contracts 
applying the lease definition guidance in IFRS 16 would not be justified. 



LEASES 

©  Copyright 60 HKFRS 16 BC 

Lessees (paragraphs C5–C13) 

BC275 The IASB decided that, on transition, a lessee should apply IFRS 16 using either of the following 
methods: 

(a) retrospectively to each prior reporting period presented applying IAS 8 Accounting 
Policies, Changes in Accounting Estimates and Errors; or 

(b) retrospectively with the cumulative effect of initially applying IFRS 16 recognised as an 
adjustment to the opening balance of retained earnings (or other component of equity, as 
appropriate) of the annual reporting period that includes the date of initial application. The 
IASB decided that, applying this approach, a lessee is permitted to apply some optional 
practical expedients on a lease-by-lease basis (see paragraphs BC282–BC287). 

BC276 The IASB decided not to require a full retrospective approach for all lessees because the costs of 
such an approach could be significant and would be likely to outweigh the benefits. A full 
retrospective approach would require entities to determine the carrying amounts of all leases in 
existence at the earliest comparative period as if those leases had always been accounted for 
applying IFRS 16 and to restate comparative information. That could be impracticable for entities 
that have thousands of leases. Nonetheless, the IASB did not wish to prohibit entities from 
applying a full retrospective approach, because that approach would provide better information to 
users of financial statements than other approaches. Consequently, the IASB decided to permit 
entities to choose to apply IFRS 16 fully retrospectively with restatement of comparative 
information. 

BC277 The IASB also rejected a prospective approach (ie applying IFRS 16 only to leases that commence 
after the date of transition). Although such an approach would be the least costly for preparers to 
apply, the information provided would not be beneficial for users of financial statements, 
particularly for entities that enter into long-term operating leases. For example, some entities enter 
into operating leases with lease terms of 20 to 30 years. For such entities, a user would not obtain 
the full benefits of IFRS 16 or full comparability of lease accounting for up to 30 years after 
implementing the new requirements, because the accounting for leases during that period would 
not be consistent. This is because right-of-use assets and lease liabilities would not be recognised 
for leases that were previously classified as operating leases applying IAS 17. 

Retrospective application with the cumulative effect recognised at the date of 
initial application 

BC278 In the 2010 and 2013 Exposure Drafts, the IASB had proposed simplifying the full retrospective 
approach by introducing a number of practical expedients on transition (some of which are 
included in IFRS 16). However, feedback from preparers indicated that, although helpful, the 
practical expedients proposed in the 2010 and 2013 Exposure Drafts would mitigate little of the 
implementation challenge of a retrospective transition approach. Furthermore, although users of 
financial statements find the trend information from restated comparative periods useful, many also 
acknowledged that the costs of full retrospective application with restatement of comparative 
information would be significant for many lessees and might not be justified. 

BC279 In the light of this feedback, the IASB decided to allow an entity to apply IFRS 16 retrospectively 
(with some practical expedients), with the cumulative effect of initially applying IFRS 16 recognised 
at the date of initial application (referred to as the ‘cumulative catch-up’ transition method). The 
IASB observed that the cumulative catch-up transition method responds to feedback from 
stakeholders by eliminating the need to restate financial information in comparative periods on 
transition and thereby reducing costs. The cost of restating comparative data could be significant 
because the implementation of IFRS 16 affects a number of elements of the financial statements. 

BC280 Because comparative information will not be restated under the cumulative catch-up transition 
method, the IASB decided to require additional disclosures to help users of financial statements to 
understand the effect of applying IFRS 16 for the first time. Consequently, IFRS 16 requires an 
entity using the cumulative catch-up transition method to disclose information on transition about 
leases that were previously classified as operating leases. This disclosure requirement replaces 
the requirements of paragraph 28(f) of IAS 8—ie a lessee applying the cumulative catch-up 
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transition method is not required to disclose the amount of the adjustment to each financial 
statement line item that is normally required by IAS 8 on initial application of a new Standard. 

BC281 The IASB observed that the cumulative catch-up transition method and the required disclosures 
mean that a lessee does not need to operate two different sets of accounting requirements at any 
point. Consequently, the IASB concluded that this approach would substantially reduce the overall 
cost of implementing IFRS 16 while enabling information to be provided to users of financial 
statements to explain the effect of the change in accounting for leases previously classified as 
operating leases. 

Leases previously classified as operating leases 

BC282 To reduce the costs of implementing IFRS 16, the IASB decided to introduce a number of 
additional practical expedients relating to leases previously classified as operating leases for a 
lessee that adopts the cumulative catch-up transition method. 

Right-of-use assets (paragraph C8(b)) 

BC283 Determining the measurement of the right-of-use asset under a retrospective approach could be 
onerous, because it would require a lessee to determine the initial measurement of the lease 
liability for leases that may have commenced many years before transition to IFRS 16. 
Consequently, the 2010 Exposure Draft proposed that the right-of-use asset should be measured 
at an amount equal to the lease liability on transition, adjusted for any impairment. However, many 
stakeholders noted that this approach would increase lease-related costs artificially in the years 
immediately following transition to IFRS 16 (because the depreciation charge would typically be 
higher than if IFRS 16 had always been applied). These stakeholders thought that the artificial 
increase in the depreciation charge immediately after transition would distort the financial 
information provided to users of financial statements. 

BC284 In response to this feedback, the 2013 Exposure Draft proposed that a lessee calculate 
right-of-use assets in a similar manner to a full retrospective approach, but using information 
available at the date of transition. However, many preparers thought that the cost of capturing 
historical information, such as lease start dates and historical payment schedules, would still be 
significant—particularly for entities with a high volume of leases. 

BC285 On the basis of the feedback received, the IASB concluded that it is not possible to provide one 
method of measuring the right-of-use asset on transition that would (a) avoid an artificial higher 
expense related to leases following initial application of IFRS 16; and (b) address the cost 
concerns of preparers. Consequently, the IASB decided to permit lessees to choose, on a 
lease-by-lease basis, how to measure the right-of-use asset on transition to IFRS 16. Paragraph 
C8(b) permits a lessee either to measure the right-of-use asset as if IFRS 16 had always been 
applied or to measure the right-of-use asset at an amount equal to the lease liability (adjusted by 
the amount of any previously recognised prepaid or accrued lease payments). 

BC286 Although acknowledging that a choice of approach could result in reduced comparability, the IASB 
concluded that permitting a choice of measurement approaches for the right-of-use asset on 
transition to IFRS 16 should be largely ‘self-policing’ in terms of application. This is because the 
effect of the less costly option (measuring the right-of-use asset equal to the lease liability, 
adjusted by the amount of any previously recognised prepaid or accrued lease payments) is an 
increase in operating expense (ie higher depreciation) for the remainder of the term of the lease. 
The IASB concluded that a lessee is expected to select the less costly option only for leases for 
which the costs of applying a more accurate transition approach outweigh the benefit of achieving 
a ‘correct’ post-transition income statement. The IASB expects this to apply to leases that are high 
in volume but low in value but not to leases such as long-term leases of property or large 
equipment. 

Other practical expedients 

BC287 To further ease the costs on transition, the IASB also decided to allow a lessee to elect to use one 
or more of the following practical expedients. 
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continued… 

 

Practical expedient Rationale 

Portfolio approach 

A lessee may apply 
a single discount 
rate to a portfolio of 
leases with 
reasonably similar 
characteristics. 

The IASB expects that permitting a lessee to apply a single discount rate 
to a portfolio of similar leases on transition will provide cost savings to 
lessees and will not have a significant effect on reported information. For 
leases for which the right-of-use asset is measured at an amount equal to 
the lease liability (adjusted by the amount of any previously recognised 
prepaid or accrued lease payments) on the date of initial application (see 
paragraph BC285), this practical expedient will enable a lessee to apply 
the transition requirements collectively to portfolios of leases of similar 
assets in similar economic environments with the same end date. 

Previously recognised onerous lease provisions 

A lessee may rely 
on its assessment 
of whether leases 
are onerous 
applying IAS 37 
immediately before 
the date of initial 
application and 
adjust the 
right-of-use asset 
at the date of initial 
application by the 
amount of any 
provision for 
onerous leases 
recognised 
immediately before 
the date of initial 
application. This 
approach is an 
alternative to 
performing an 
impairment review. 

It could be costly for a lessee to perform an impairment review of each of 
its right-of-use assets on transition to IFRS 16. In addition, any onerous 
operating lease liability identified applying IAS 37 is likely to reflect 
impairment of the right-of-use asset. Accordingly, the IASB concluded 
that this practical expedient will provide a cost saving to lessees on initial 
application of IFRS 16 without any significant effect on reported 
information. 

Leases for which the lease term ends within 12 months 

A lessee may elect 
not to apply the 
requirements of 
IFRS 16 to leases 
for which the term 
ends within 12 
months of the date 
of initial application. 

For a lessee that does not restate its comparative information, leases for 
which the term ends within 12 months of the date of initial application are 
very similar in effect to those captured by the short-term lease exemption 
and thus similar considerations apply (see paragraphs BC87–BC97). In 
addition, feedback from lessees indicated that this practical expedient will 
provide a significant cost saving on initial application of IFRS 16. 
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continued… 

Practical expedient Rationale 

Initial direct costs 

A lessee may 
exclude initial direct 
costs from the 
measurement of 
the right-of-use 
asset at the date of 
initial application. 

The IASB expects that including initial direct costs in the measurement of 
right-of-use assets would not have a significant effect on reported 
information. Consequently, the IASB decided that the cost for lessees of 
requiring initial direct costs to be identified and included in the 
measurement of right-of-use assets would outweigh the benefits in terms 
of reported information. 

Use of hindsight 

A lessee may use 
hindsight in 
applying IFRS 16, 
for example, in 
determining the 
lease term if the 
contract contains 
options to extend or 
terminate the 
lease. 

Permitting lessees to apply hindsight on transition to IFRS 16 will result in 
useful information, particularly with respect to areas of judgement such as 
the determination of lease term for contracts that contain options to 
extend or terminate a lease. Feedback from stakeholders also indicated 
that permitting the use of hindsight will make initial application of IFRS 16 
somewhat simpler for lessees. 

 

Leases previously classified as finance leases (paragraph C11) 

BC288 The lessee accounting model in IFRS 16 is similar to the accounting requirements for finance 
leases in IAS 17. Consequently, IFRS 16 does not contain detailed transition requirements for 
leases previously classified as finance leases if a lessee elects to apply the cumulative catch-up 
transition approach. For these leases, IFRS 16 requires a lessee to measure the carrying amount 
of the right-of-use asset and the lease liability at the date of initial application of IFRS 16 as the 
carrying amount of the lease asset and lease liability immediately before that date applying the 
finance lease accounting requirements in IAS 17. 

Lessors (paragraphs C14–C15) 

BC289 The lessor accounting requirements in IFRS 16 are substantially unchanged from those in IAS 17. 
Consequently, the IASB decided that a lessor is not required to make any adjustments on 
transition and should account for its leases applying IFRS 16 from the date of initial application 
(except for intermediate lessors in a sublease—see paragraphs BC290–BC291). 

BC290 Subleases that were classified by an intermediate lessor as operating leases applying IAS 17 may 
be classified as finance leases applying IFRS 16. This is because IFRS 16 requires an 
intermediate lessor to evaluate the classification of a sublease by reference to the right-of-use 
asset arising from the head lease and not by reference to the underlying asset as was required by 
IAS 17. If an intermediate lessor were to continue to apply previous operating lease accounting to 
these subleases, it would recognise the right-of-use asset arising from the head lease, despite the 
fact that, in effect, it no longer has a right to use the underlying asset. The IASB thought that this 
could be misleading for users of financial statements. 

BC291 Consequently, IFRS 16 requires an intermediate lessor to reassess a sublease that was classified 
as an operating lease applying IAS 17 at the date of initial application to determine whether the 
sublease should be classified as an operating lease or a finance lease applying IFRS 16, and to 
account for it accordingly. 
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Sale and leaseback transactions before the date of initial 
application (paragraphs C16–C18) 

BC292 In response to feedback from stakeholders, the IASB decided to provide transition requirements for 
sale and leaseback transactions that are consistent with the general transition requirements for all 
leases. Consequently, a seller-lessee should not perform any retrospective accounting specific to 
the sale element of a sale and leaseback transaction on transition to IFRS 16. A seller-lessee is 
required to account for the leaseback on transition to IFRS 16 in the same way as it accounts for 
any other lease that is in existence at the date of initial application. 

BC293 The IASB considered requiring a lessee to reassess historic sale and leaseback transactions to 
determine whether the transfer would have been accounted for as a sale applying IFRS 15. 
However, the IASB concluded that the costs of performing the reassessment would not be justified. 

BC294 The IASB also decided that a seller-lessee should apply the approach to gain or loss recognition 
on sale and leaseback transactions in IFRS 16 (described in paragraph BC266) only to sale and 
leaseback transactions entered into after the date of initial application of IFRS 16. The IASB 
concluded that the costs of applying a retrospective approach would outweigh the benefits in terms 
of reported information. 

Consequential amendments 

Investment property 

BC295 IFRS 16 amends the scope of IAS 40 by defining investment property to include both owned 
investment property and investment property held by a lessee as a right-of-use asset. A summary 
of the IASB’s considerations in developing the amendments to the scope of IAS 40 is described in 
paragraphs BC178–BC181. 

Business combinations 

BC296 The IASB decided that when the acquiree in a business combination is a lessee, the acquirer 
should measure the acquiree’s lease liability at the present value of the remaining lease payments 
as if the acquired lease were a new lease at the date of acquisition. The acquiree’s right-of-use 
asset should be measured at an amount equal to the lease liability, with an adjustment for any 
off-market terms present in the lease. 

BC297 The IASB considered whether an acquirer should be required to follow the general principle in 
IFRS 3 Business Combinations and measure the acquiree’s right-of-use assets and lease liabilities 
at fair value on the date of acquisition. However, in the IASB’s view, the costs associated with 
measuring lease assets and lease liabilities at fair value would outweigh the benefits because 
obtaining fair value information might be difficult and, thus, costly. The IASB also noted that, when 
the acquiree is a lessee, the requirements of IFRS 3 (as amended by IFRS 16) for the 
measurement of lease assets and lease liabilities would result in the recognition of a net carrying 
amount for the lease at the date of acquisition that approximates the fair value of the lease at that 
date. 

BC298 The IASB also considered whether to require an acquirer to recognise assets and liabilities relating 
to any off-market terms if an acquiree is the lessee in a lease for which either the short-term lease 
or low-value asset lease exemptions described in paragraph 5 of IFRS 16 are applied. Such a 
requirement would be consistent with the general principles of IFRS 3, under which assets and 
liabilities relating to contracts with off-market terms are recognised separately in the balance sheet 
and not subsumed within goodwill on acquisition. However, the IASB observed that the effect of 
any such off-market terms would rarely be material for short-term leases and leases of low-value 
assets. Consequently, it decided not to include this requirement in IFRS 3. 
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Transition for first-time adopters of IFRS 

BC299 The IASB considered whether the transition relief for lessees in paragraphs C2–C19 of IFRS 16 
should also apply to lessees applying IFRS 1 First-time Adoption of International Financial 
Reporting Standards. 

BC300 The IASB decided that a first-time adopter of IFRS should be permitted to apply some of the 
transition reliefs available to an existing IFRS preparer. This is because first-time adopters will face 
issues similar to those faced by existing IFRS preparers, and the transition requirements provide 
relief when first applying the requirements of IFRS 16. However, the IASB decided that a first-time 
adopter is not permitted to apply those transition reliefs that depend upon the lease having 
previously been accounted for applying IAS 17. This is because the IASB is not aware of, nor is it 
possible to consider, the accounting for leases required by every other GAAP. The amounts 
recognised in accordance with other GAAPs could be significantly different from the amounts 
recognised applying IAS 17 and IFRS 16. 

BC301 The IASB also decided that a first-time adopter should apply IFRS 16 at the date of transition to 
IFRSs as defined in IFRS 1. Accordingly, a first-time adopter is not able to apply the transition relief 
provided in IFRS 16, which permits a lessee not to restate comparative information. A first-time 
adopter is required to restate comparative information applying IFRS 1 for all elements of its 
financial statements. For this reason, the IASB concluded that it would be inconsistent and 
impractical for a first-time adopter to not restate comparative information about leases in its first 
IFRS financial statements. 

BC302 The IASB also decided not to permit a first-time adopter of IFRS to apply the transition relief in 
IFRS 16 for leases classified as finance leases applying IAS 17. The transition relief in IFRS 16 
requires an IFRS preparer to measure the carrying amount of the right-of-use asset and the lease 
liability at the date of initial application of IFRS 16 as the carrying amount immediately before that 
date applying IAS 17. The rationale for this requirement is that the requirements of IAS 17 for 
leases classified as finance leases were similar to the requirements of IFRS 16. However, as 
described in paragraph BC300 above, the IASB cannot consider the accounting required by every 
other GAAP for leases that would have been classified as finance leases applying IAS 17. 
Consequently, the IASB concluded that carrying forward a first-time adopter’s previous accounting 
could be misleading to users of financial statements, and could result in a lack of comparability with 
other IFRS preparers, perhaps for many years after first implementing IFRS. 

Comparison with FASB decisions 

BC303 The IASB and the FASB reached different decisions about the lessee accounting model. The 
differences largely affect leases that were previously classified as operating leases. There are a 
number of other differences between IFRS 16 and the decisions made by the FASB, primarily 
because of the different decisions reached on the lessee accounting model. The following 
paragraphs set out the main differences between IFRS 16 and the decisions made by the FASB. 

Lessee accounting model 

BC304 IFRS 16 applies a single lessee accounting model, which views all leases recognised in the 
balance sheet as providing finance. The IASB’s reasons are explained in paragraphs BC41–BC56. 
The FASB decided upon a dual lessee accounting model that requires a lessee to classify leases 
in a similar manner to the previous US GAAP requirements for distinguishing between operating 
leases and capital leases. Under the FASB lessee accounting model, a lessee: 

(a) accounts for finance leases (ie leases previously classified as capital leases) similarly to 
the IASB model; and 

(b) accounts for operating leases by: 

(i) recognising right-of-use assets and lease liabilities; 

(ii) measuring lease liabilities in the same way as they would be measured applying 
IFRS 16, but without a requirement to reassess variable lease payments; 
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(iii) recognising a single lease expense typically on a straight-line basis over the 
lease term; and 

(iv) presenting total cash paid within operating activities in the statement of cash 
flows. 

Subleases 

BC305 IFRS 16 requires an intermediate lessor to classify a sublease as either an operating lease or a 
finance lease by reference to the right-of-use asset arising from the head lease and not by 
reference to the underlying asset. The IASB’s reasons are explained in paragraphs BC233–BC234. 
The FASB decided to require an intermediate lessor to determine the classification of the sublease 
by reference to the underlying asset. 

Sale and leaseback transactions 

BC306 In a sale and leaseback transaction, IFRS 16 requires a seller-lessee to recognise only the amount 
of any gain or loss on sale that relates to the rights transferred to the buyer-lessor. The IASB’s 
reasons are explained in paragraph BC266. The FASB decided to require a seller-lessee to 
account for any gain or loss on sale consistently with the guidance that would apply to any other 
sale of an asset. 

Presentation, disclosure and transition 

BC307 There are a number of differences between the presentation, disclosure and transition 
requirements of IFRS 16 and the decisions made by the FASB. These differences are primarily a 
consequence of either the differences between the lessee accounting models or differences 
between other requirements of IFRS and US GAAP that are relevant to leases (for example, 
differences in the general disclosure requirements applicable to financial liabilities). 

Recognition exemption for leases of low-value assets 

BC308 IFRS 16 permits a lessee not to apply the recognition requirements to leases for which the 
underlying asset is of low value. The IASB’s reasons are explained in paragraphs BC98–BC104. 
The FASB decided not to include such an exemption. 

Reassessment of variable lease payments 

BC309 IFRS 16 requires a lessee to reassess variable lease payments that depend on an index or a rate 
when there is a change in the future lease payments resulting from a change in the reference index 
or rate. The IASB’s reasons are explained in paragraphs BC188–BC190. The FASB decided not to 
include any requirements to reassess variable lease payments. 

Lessor accounting 

BC310 Both the IASB and the FASB decided to substantially carry forward the previous lessor accounting 
requirements in IAS 17 and Topic 840 respectively. Consequently, there are a number of 
differences between the lessor accounting requirements in IFRS 16 and the decisions made by the 
FASB that are effectively carried forward from previous lessor accounting requirements. 
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Dissenting Opinion 

Dissent of Wei-Guo Zhang 

DO1 Mr Zhang supports the lessee accounting requirements in IFRS 16. However, Mr Zhang voted 
against publication of IFRS 16 for the following reasons: 

(a) firstly, Mr Zhang does not support retaining a dual accounting model for lessors while 
requiring a single accounting model for lessees; and 

(b) secondly, Mr Zhang disagrees with the recognition exemption for leases of low-value 
assets. 

Lessor accounting 

DO2 Mr Zhang agrees with the right-of-use lessee accounting model and believes that it should be 
applied symmetrically to lessor accounting. Mr Zhang is of the view that a lessor should recognise 
a lease receivable and a residual asset for all leases for which a lessee recognises a lease liability 
and a right-of-use asset. He believes that it is conceptually inconsistent to require a single 
accounting model for lessees while retaining a dual accounting model for lessors. 

DO3 Mr Zhang agrees with the IASB’s view set out in paragraphs BC35–BC36 that a lessor’s right to 
receive lease payments arising from a lease is a financial asset. Mr Zhang believes that this 
financial asset should be reflected as such in a lessor’s financial statements, and thus Mr Zhang 
disagrees with the conclusions reached in paragraphs BC57–BC66 regarding the costs and 
benefits of changing the lessor accounting model in IAS 17. This is because the nature of the risks 
associated with a financial asset are different from those of the underlying asset, and information 
about those different risks is of great importance to users of a lessor’s financial statements. 

DO4 Additionally, Mr Zhang is concerned about the complexity and potential for misapplication of the 
dual lessor accounting model. Mr Zhang acknowledges that this dual model is consistent with the 
requirements in IAS 17. However, Mr Zhang notes that one of the biggest criticisms of IAS 17 was 
the potential for complexity and structuring inherent in a dual model. Mr Zhang believes that two 
transactions that are economically the same could be structured in a way that results in those 
transactions being accounted for differently under the dual lessor accounting model. 

Leases of low-value assets 

DO5 Mr Zhang also disagrees with the recognition exemption for leases of low-value assets of a lessee 
because he does not believe that these leases should be treated differently from a lessee’s other 
leases. 

DO6 Mr Zhang believes that the recognition exemption for leases of low-value assets is unnecessary. 
This is because, in his view, the materiality guidance in IFRS and the recognition exemption for 
short-term leases in IFRS 16 should be sufficient to identify those leases for which the costs of 
recognising assets and liabilities would outweigh the benefits. When leases of low-value assets are 
material in the aggregate, Mr Zhang believes that recognising assets and liabilities has significant 
benefit. Mr Zhang also thinks that the costs of recognising assets and liabilities would be mitigated 
because an entity would have a record of leases of low-value assets for internal control purposes. 
The only incremental cost might be the cost associated with applying a discount rate to the lease 
payments. 

DO7 Mr Zhang believes that the recognition exemption has the potential to set an inappropriate 
precedent by implying that the materiality guidance in IFRS is insufficient to capture contracts for 
which the costs of applying IFRS outweigh the benefits. Mr Zhang believes that a similar argument 
could be used to justify many other exemptions from applying the requirements in IFRS. 

DO8 Mr Zhang also notes that the recognition exemption for leases of low-value assets could create the 
same tension between leasing and buying low-value assets that existed applying the requirements 
of IAS 17. Mr Zhang is concerned that entities that require material amounts of low-value assets 
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would be incentivised to lease those assets rather than buy them in order to achieve off balance 
sheet accounting. 

DO9 Finally, Mr Zhang is concerned about the operationality of determining whether an asset is of ‘low 
value’. Mr Zhang notes that paragraph BC100 states that ‘at the time of reaching decisions about 
the exemption in 2015, the IASB had in mind leases of underlying assets with a value, when new, 
in the order of magnitude of US$5,000 or less.’ Mr Zhang does not think that this reference to 
US$5,000 is appropriate. He notes that the same asset, when new, can have a different value in 
different markets, and that the value of a particular asset, when new, can change over time. 
Moreover, many countries or regions use different currencies, and exchange rates for those 
currencies change over time. Mr Zhang acknowledges that the exemption is optional and, thus, 
that entities are not required to apply the exemption. Nonetheless, Mr Zhang is of the view that 
stating a quantitative amount based on a particular currency may cause difficulties in applying the 
exemption among entities in different jurisdictions over time. 
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Appendix  
Amendments to the Basis for Conclusions on other Standards 

This appendix describes the amendments to the Basis for Conclusions on other Standards that the IASB 
made when it finalised IFRS 16. 

Amended paragraphs are shown with deleted text struck through and new text underlined. 

IAS 40 Investment Property 

 

In the Basis for Conclusions, paragraph BC10A and its related heading are added. 

 

IFRS 16 Leases 

BC10A IFRS 16 Leases amended the scope of IAS 40 by defining investment property to include both 
owned investment property and investment property held by a lessee as a right-of-use asset. A 
summary of the IASB’s considerations in developing the amendments to the scope of IAS 40 are 
set out in paragraphs BC178–BC181 of IFRS 16. 
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continued… 

IFRS 16 Leases  
Illustrative Examples 

These examples accompany, but are not part of, IFRS 16. They illustrate aspects of IFRS 16 but are not 
intended to provide interpretative guidance. 

IE1 These examples portray hypothetical situations illustrating how an entity might apply some of the 
requirements in IFRS 16 to particular aspects of a lease (or other contracts) on the basis of the 
limited facts presented. The analysis in each example is not intended to represent the only manner 
in which the requirements could be applied, nor are the examples intended to apply only to the 
specific industry illustrated. Although some aspects of the examples may be present in actual fact 
patterns, all relevant facts and circumstances of a particular fact pattern would need to be 
evaluated when applying IFRS 16. 

Identifying a lease (paragraphs 9–11 and B9–B30) 

IE2 The following examples illustrate how an entity determines whether a contract is, or contains, a 
lease. 

Example 1—Rail cars 

Example 1A: a contract between Customer and a freight carrier (Supplier) provides Customer 
with the use of 10 rail cars of a particular type for five years. The contract specifies the rail cars; 
the cars are owned by Supplier. Customer determines when, where and which goods are to be 
transported using the cars. When the cars are not in use, they are kept at Customer’s premises. 
Customer can use the cars for another purpose (for example, storage) if it so chooses. 
However, the contract specifies that Customer cannot transport particular types of cargo (for 
example, explosives). If a particular car needs to be serviced or repaired, Supplier is required to 
substitute a car of the same type. Otherwise, and other than on default by Customer, Supplier 
cannot retrieve the cars during the five-year period. 

The contract also requires Supplier to provide an engine and a driver when requested by 
Customer. Supplier keeps the engines at its premises and provides instructions to the driver 
detailing Customer’s requests to transport goods. Supplier can choose to use any one of a 
number of engines to fulfil each of Customer’s requests, and one engine could be used to 
transport not only Customer’s goods, but also the goods of other customers (ie if other 
customers require the transportation of goods to destinations close to the destination requested 
by Customer and within a similar timeframe, Supplier can choose to attach up to 100 rail cars to 
the engine). 

The contract contains leases of rail cars. Customer has the right to use 10 rail cars for five years. 

There are 10 identified cars. The cars are explicitly specified in the contract. Once delivered to 
Customer, the cars can be substituted only when they need to be serviced or repaired (see 
paragraph B18). The engine used to transport the rail cars is not an identified asset because it is 
neither explicitly specified nor implicitly specified in the contract. 

Customer has the right to control the use of the 10 rail cars throughout the five-year period of 
use because: 

(a) Customer has the right to obtain substantially all of the economic benefits from use of 
the cars over the five-year period of use. Customer has exclusive use of the cars 
throughout the period of use, including when they are not being used to transport 
Customer’s goods. 

 



LEASES 

©  Copyright 6 HKFRS 16 IE 

continued… 

Example 1—Rail cars 

 

(b) Customer has the right to direct the use of the cars because the conditions in 
paragraph B24(a) exist. The contractual restrictions on the cargo that can be 
transported by the cars are protective rights of Supplier and define the scope of 
Customer’s right to use the cars. Within the scope of its right of use defined in the 
contract, Customer makes the relevant decisions about how and for what purpose the 
cars are used by being able to decide when and where the rail cars will be used and 
which goods are transported using the cars. Customer also determines whether and 
how the cars will be used when not being used to transport its goods (for example, 
whether and when they will be used for storage). Customer has the right to change 
these decisions during the five-year period of use. 

Although having an engine and driver (controlled by Supplier) to transport the rail cars is 
essential to the efficient use of the cars, Supplier’s decisions in this regard do not give it the right 
to direct how and for what purpose the rail cars are used. Consequently, Supplier does not 
control the use of the cars during the period of use. 

Example 1B: the contract between Customer and Supplier requires Supplier to transport a 
specified quantity of goods by using a specified type of rail car in accordance with a stated 
timetable for a period of five years. The timetable and quantity of goods specified are equivalent 
to Customer having the use of 10 rail cars for five years. Supplier provides the rail cars, driver 
and engine as part of the contract. The contract states the nature and quantity of the goods to be 
transported (and the type of rail car to be used to transport the goods). Supplier has a large pool 
of similar cars that can be used to fulfil the requirements of the contract. Similarly, Supplier can 
choose to use any one of a number of engines to fulfil each of Customer’s requests, and one 
engine could be used to transport not only Customer’s goods, but also the goods of other 
customers. The cars and engines are stored at Supplier’s premises when not being used to 
transport goods. 

The contract does not contain a lease of rail cars or of an engine. 

The rail cars and the engines used to transport Customer’s goods are not identified assets. 
Supplier has the substantive right to substitute the rail cars and engine because: 

(a) Supplier has the practical ability to substitute each car and the engine throughout the 
period of use (see paragraph B14(a)). Alternative cars and engines are readily 
available to Supplier and Supplier can substitute each car and the engine without 
Customer’s approval. 

(b) Supplier would benefit economically from substituting each car and the engine (see 
paragraph B14(b)). There would be minimal, if any, cost associated with substituting 
each car or the engine because the cars and engines are stored at Supplier’s premises 
and Supplier has a large pool of similar cars and engines. Supplier benefits from 
substituting each car or the engine in contracts of this nature because substitution 
allows Supplier to, for example, (i) use cars or an engine to fulfil a task for which the 
cars or engine are already positioned to perform (for example, a task at a rail yard 
close to the point of origin) or (ii) use cars or an engine that would otherwise be sitting 
idle because they are not being used by a customer. 

Accordingly, Customer does not direct the use, nor have the right to obtain substantially all of 
the economic benefits from use, of an identified car or an engine. Supplier directs the use of the 
rail cars and engine by selecting which cars and engine are used for each particular delivery and 
obtains substantially all of the economic benefits from use of the rail cars and engine. Supplier is 
only providing freight capacity. 
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Example 2—Concession space 

A coffee company (Customer) enters into a contract with an airport operator (Supplier) to use a 
space in the airport to sell its goods for a three-year period. The contract states the amount of 
space and that the space may be located at any one of several boarding areas within the airport. 
Supplier has the right to change the location of the space allocated to Customer at any time 
during the period of use. There are minimal costs to Supplier associated with changing the 
space for the Customer: Customer uses a kiosk (that it owns) that can be moved easily to sell its 
goods. There are many areas in the airport that are available and that would meet the 
specifications for the space in the contract. 

The contract does not contain a lease. 

Although the amount of space Customer uses is specified in the contract, there is no identified 
asset. Customer controls its owned kiosk. However, the contract is for space in the airport, and 
this space can change at the discretion of Supplier. Supplier has the substantive right to 
substitute the space Customer uses because: 

(a) Supplier has the practical ability to change the space used by Customer throughout the 
period of use (see paragraph B14(a)). There are many areas in the airport that meet 
the specifications for the space in the contract, and Supplier has the right to change 
the location of the space to other space that meets the specifications at any time 
without Customer’s approval. 

(b) Supplier would benefit economically from substituting the space (see paragraph 
B14(b)). There would be minimal cost associated with changing the space used by 
Customer because the kiosk can be moved easily. Supplier benefits from substituting 
the space in the airport because substitution allows Supplier to make the most 
effective use of the space at boarding areas in the airport to meet changing 
circumstances. 

 
  



LEASES 

©  Copyright 8 HKFRS 16 IE 

 

Example 3—Fibre-optic cable 

Example 3A: Customer enters into a 15-year contract with a utilities company (Supplier) for the 
right to use three specified, physically distinct dark fibres within a larger cable connecting Hong 
Kong to Tokyo. Customer makes the decisions about the use of the fibres by connecting each 
end of the fibres to its electronic equipment (ie Customer ‘lights’ the fibres and decides what 
data, and how much data, those fibres will transport). If the fibres are damaged, Supplier is 
responsible for the repairs and maintenance. Supplier owns extra fibres, but can substitute 
those for Customer’s fibres only for reasons of repairs, maintenance or malfunction (and is 
obliged to substitute the fibres in these cases). 

The contract contains a lease of dark fibres. Customer has the right to use the three dark fibres 
for 15 years. 

There are three identified fibres. The fibres are explicitly specified in the contract and are 
physically distinct from other fibres within the cable. Supplier cannot substitute the fibres other 
than for reasons of repairs, maintenance or malfunction (see paragraph B18). 

Customer has the right to control the use of the fibres throughout the 15-year period of use 
because: 

(a) Customer has the right to obtain substantially all of the economic benefits from use of 
the fibres over the 15-year period of use. Customer has exclusive use of the fibres 
throughout the period of use. 

(b) Customer has the right to direct the use of the fibres because the conditions in 
paragraph B24(a) exist. Customer makes the relevant decisions about how and for 
what purpose the fibres are used by deciding (i) when and whether to light the fibres 
and (ii) when and how much output the fibres will produce (ie what data, and how much 
data, those fibres will transport). Customer has the right to change these decisions 
during the 15-year period of use. 

Although Supplier’s decisions about repairing and maintaining the fibres are essential to their 
efficient use, those decisions do not give Supplier the right to direct how and for what purpose 
the fibres are used. Consequently, Supplier does not control the use of the fibres during the 
period of use. 

Example 3B: Customer enters into a 15-year contract with Supplier for the right to use a 
specified amount of capacity within a cable connecting Hong Kong to Tokyo. The specified 
amount is equivalent to Customer having the use of the full capacity of three fibre strands within 
the cable (the cable contains 15 fibres with similar capacities). Supplier makes decisions about 
the transmission of data (ie Supplier lights the fibres, makes decisions about which fibres are 
used to transmit Customer’s traffic and makes decisions about the electronic equipment that 
Supplier owns and connects to the fibres). 

The contract does not contain a lease. 

Supplier makes all decisions about the transmission of its customers’ data, which requires the 
use of only a portion of the capacity of the cable for each customer. The capacity portion that will 
be provided to Customer is not physically distinct from the remaining capacity of the cable and 
does not represent substantially all of the capacity of the cable (see paragraph B20). 
Consequently, Customer does not have the right to use an identified asset. 
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continued… 

 Example 4—Retail unit 

Customer enters into a contract with a property owner (Supplier) to use Retail Unit A for a 
five-year period. Retail Unit A is part of a larger retail space with many retail units. 

Customer is granted the right to use Retail Unit A. Supplier can require Customer to relocate to 
another retail unit. In that case, Supplier is required to provide Customer with a retail unit of 
similar quality and specifications to Retail Unit A and to pay for Customer’s relocation costs. 
Supplier would benefit economically from relocating Customer only if a major new tenant were to 
decide to occupy a large amount of retail space at a rate sufficiently favourable to cover the 
costs of relocating Customer and other tenants in the retail space. However, although it is 
possible that those circumstances will arise, at inception of the contract, it is not likely that those 
circumstances will arise. 

The contract requires Customer to use Retail Unit A to operate its well-known store brand to sell 
its goods during the hours that the larger retail space is open. Customer makes all of the 
decisions about the use of the retail unit during the period of use. For example, Customer 
decides on the mix of goods sold from the unit, the pricing of the goods sold and the quantities of 
inventory held. Customer also controls physical access to the unit throughout the five-year 
period of use. 

The contract requires Customer to make fixed payments to Supplier, as well as variable 
payments that are a percentage of sales from Retail Unit A. 

Supplier provides cleaning and security services, as well as advertising services, as part of the 
contract. 

The contract contains a lease of retail space. Customer has the right to use Retail Unit A for five 
years. 

Retail Unit A is an identified asset. It is explicitly specified in the contract. Supplier has the 
practical ability to substitute the retail unit, but could benefit economically from substitution only 
in specific circumstances. Supplier’s substitution right is not substantive because, at inception of 
the contract, those circumstances are not considered likely to arise (see paragraph B16). 

Customer has the right to control the use of Retail Unit A throughout the five-year period of use 
because: 

(a) Customer has the right to obtain substantially all of the economic benefits from use of 
Retail Unit A over the five-year period of use. Customer has exclusive use of Retail 
Unit A throughout the period of use. Although a portion of the cash flows derived from 
sales from Retail Unit A will flow from Customer to Supplier, this represents 
consideration that Customer pays Supplier for the right to use the retail unit. It does not 
prevent Customer from having the right to obtain substantially all of the economic 
benefits from use of Retail Unit A. 

(b) Customer has the right to direct the use of Retail Unit A because the conditions in 
paragraph B24(a) exist. The contractual restrictions on the goods that can be sold from 
Retail Unit A, and when Retail Unit A is open, define the scope of Customer’s right to 
use Retail Unit A. Within the scope of its right of use defined in the contract, Customer 
makes the relevant decisions about how and for what purpose Retail Unit A is used by 
being able to decide, for example, the mix of products that will be sold in the retail unit 
and the sale price for those products. Customer has the right to change these 
decisions during the five-year period of use. 
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continued… 

 Example 4—Retail unit 

Although cleaning, security, and advertising services are essential to the efficient use of Retail 
Unit A, Supplier’s decisions in this regard do not give it the right to direct how and for what 
purpose Retail Unit A is used. Consequently, Supplier does not control the use of Retail Unit A 
during the period of use and Supplier’s decisions do not affect Customer’s control of the use of 
Retail Unit A. 

 

Example 5—Truck rental 

Customer enters into a contract with Supplier for the use of a truck for one week to transport 
cargo from New York to San Francisco. Supplier does not have substitution rights. Only cargo 
specified in the contract is permitted to be transported on this truck for the period of the contract. 
The contract specifies a maximum distance that the truck can be driven. Customer is able to 
choose the details of the journey (speed, route, rest stops, etc.) within the parameters of the 
contract. Customer does not have the right to continue using the truck after the specified trip is 
complete. 

The cargo to be transported, and the timing and location of pick-up in New York and delivery in 
San Francisco, are specified in the contract. 

Customer is responsible for driving the truck from New York to San Francisco. 

The contract contains a lease of a truck. Customer has the right to use the truck for the duration 
of the specified trip. 

There is an identified asset. The truck is explicitly specified in the contract, and Supplier does 
not have the right to substitute the truck. 

Customer has the right to control the use of the truck throughout the period of use because: 

(a) Customer has the right to obtain substantially all of the economic benefits from use of 
the truck over the period of use. Customer has exclusive use of the truck throughout 
the period of use. 

(b) Customer has the right to direct the use of the truck because the conditions in B24(b)(i) 
exist. How and for what purpose the truck will be used (ie the transportation of 
specified cargo from New York to San Francisco within a specified timeframe) is 
predetermined in the contract. Customer directs the use of the truck because it has the 
right to operate the truck (for example, speed, route, rest stops) throughout the period 
of use. Customer makes all of the decisions about the use of the truck that can be 
made during the period of use through its control of the operations of the truck. 

Because the duration of the contract is one week, this lease meets the definition of a short-term 
lease. 
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continued… 

Example 6—Ship 

Example 6A: Customer enters into a contract with a ship owner (Supplier) for the transportation 
of cargo from Rotterdam to Sydney on a specified ship. The ship is explicitly specified in the 
contract and Supplier does not have substitution rights. The cargo will occupy substantially all of 
the capacity of the ship. The contract specifies the cargo to be transported on the ship and the 
dates of pickup and delivery. 

Supplier operates and maintains the ship and is responsible for the safe passage of the cargo 
on board the ship. Customer is prohibited from hiring another operator for the ship or operating 
the ship itself during the term of the contract. 

The contract does not contain a lease. 

There is an identified asset. The ship is explicitly specified in the contract and Supplier does not 
have the right to substitute that specified ship. 

Customer has the right to obtain substantially all of the economic benefits from use of the ship 
over the period of use. Its cargo will occupy substantially all of the capacity of the ship, thereby 
preventing other parties from obtaining economic benefits from use of the ship. 

However, Customer does not have the right to control the use of the ship because it does not 
have the right to direct its use. Customer does not have the right to direct how and for what 
purpose the ship is used. How and for what purpose the ship will be used (ie the transportation 
of specified cargo from Rotterdam to Sydney within a specified timeframe) is predetermined in 
the contract. Customer has no right to change how and for what purpose the ship is used during 
the period of use. Customer has no other decision-making rights about the use of the ship during 
the period of use (for example, it does not have the right to operate the ship) and did not design 
the ship. Customer has the same rights regarding the use of the ship as if it were one of many 
customers transporting cargo on the ship. 

Example 6B: Customer enters into a contract with Supplier for the use of a specified ship for a 
five-year period. The ship is explicitly specified in the contract and Supplier does not have 
substitution rights. 

Customer decides what cargo will be transported, and whether, when and to which ports the 
ship will sail, throughout the five-year period of use, subject to restrictions specified in the 
contract. Those restrictions prevent Customer from sailing the ship into waters at a high risk of 
piracy or carrying hazardous materials as cargo. 

Supplier operates and maintains the ship and is responsible for the safe passage of the cargo 
on board the ship. Customer is prohibited from hiring another operator for the ship of the 
contract or operating the ship itself during the term of the contract. 

The contract contains a lease. Customer has the right to use the ship for five years. 

There is an identified asset. The ship is explicitly specified in the contract, and Supplier does not 
have the right to substitute that specified ship. 
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continued… 

Example 6—Ship 

Customer has the right to control the use of the ship throughout the five-year period of use 
because: 

(a) Customer has the right to obtain substantially all of the economic benefits from use of 
the ship over the five-year period of use. Customer has exclusive use of the ship 
throughout the period of use. 

(b) Customer has the right to direct the use of the ship because the conditions in 
paragraph B24(a) exist. The contractual restrictions about where the ship can sail and 
the cargo to be transported by the ship define the scope of Customer’s right to use the 
ship. They are protective rights that protect Supplier’s investment in the ship and 
Supplier’s personnel. Within the scope of its right of use, Customer makes the relevant 
decisions about how and for what purpose the ship is used throughout the five-year 
period of use because it decides whether, where and when the ship sails, as well as 
the cargo it will transport. Customer has the right to change these decisions throughout 
the five-year period of use. 

Although the operation and maintenance of the ship are essential to its efficient use, Supplier’s 
decisions in this regard do not give it the right to direct how and for what purpose the ship is 
used. Instead, Supplier’s decisions are dependent upon Customer’s decisions about how and 
for what purpose the ship is used. 

 

Example 7—Aircraft 

Customer enters into a contract with an aircraft owner (Supplier) for the use of an explicitly 
specified aircraft for a two-year period. The contract details the interior and exterior 
specifications for the aircraft. 

There are contractual and legal restrictions in the contract on where the aircraft can fly. Subject 
to those restrictions, Customer determines where and when the aircraft will fly, and which 
passengers and cargo will be transported on the aircraft. Supplier is responsible for operating 
the aircraft, using its own crew. Customer is prohibited from hiring another operator for the 
aircraft or operating the aircraft itself during the term of the contract. 

Supplier is permitted to substitute the aircraft at any time during the two-year period and must 
substitute the aircraft if it is not working. Any substitute aircraft must meet the interior and 
exterior specifications in the contract. There are significant costs involved in outfitting an aircraft 
in Supplier’s fleet to meet Customer’s specifications. 

The contract contains a lease. Customer has the right to use the aircraft for two years. 

There is an identified asset. The aircraft is explicitly specified in the contract and, although 
Supplier can substitute the aircraft, its substitution right is not substantive because the 
conditions in paragraph B14(b) do not exist. Supplier’s substitution right is not substantive 
because of the significant costs involved in outfitting another aircraft to meet the specifications 
required by the contract such that Supplier is not expected to benefit economically from 
substituting the aircraft. 
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Example 7—Aircraft 

Customer has the right to control the use of the aircraft throughout the two-year period of use 
because: 

(a) Customer has the right to obtain substantially all of the economic benefits from use of 
the aircraft over the two-year period of use. Customer has exclusive use of the aircraft 
throughout the period of use. 

(b) Customer has the right to direct the use of the aircraft because the conditions in 
paragraph B24(a) exist. The restrictions on where the aircraft can fly define the scope 
of Customer’s right to use the aircraft. Within the scope of its right of use, Customer 
makes the relevant decisions about how and for what purpose the aircraft is used 
throughout the two-year period of use because it decides whether, where and when 
the aircraft travels as well as the passengers and cargo it will transport. Customer has 
the right to change these decisions throughout the two-year period of use. 

Although the operation of the aircraft is essential to its efficient use, Supplier’s decisions in this 
regard do not give it the right to direct how and for what purpose the aircraft is used. 
Consequently, Supplier does not control the use of the aircraft during the period of use and 
Supplier’s decisions do not affect Customer’s control of the use of the aircraft. 

 

Example 8—Contract for shirts 

Customer enters into a contract with a manufacturer (Supplier) to purchase a particular type, 
quality and quantity of shirts for a three-year period. The type, quality and quantity of shirts are 
specified in the contract. 

Supplier has only one factory that can meet the needs of Customer. Supplier is unable to supply 
the shirts from another factory or source the shirts from a third party supplier. The capacity of the 
factory exceeds the output for which Customer has contracted (ie Customer has not contracted 
for substantially all of the capacity of the factory). 

Supplier makes all decisions about the operations of the factory, including the production level at 
which to run the factory and which customer contracts to fulfil with the output of the factory that 
is not used to fulfil Customer’s contract. 

The contract does not contain a lease. 

The factory is an identified asset. The factory is implicitly specified because Supplier can fulfil 
the contract only through the use of this asset. 

Customer does not control the use of the factory because it does not have the right to obtain 
substantially all of the economic benefits from use of the factory. This is because Supplier could 
decide to use the factory to fulfil other customer contracts during the period of use. 

Customer also does not control the use of the factory because it does not have the right to direct 
the use of the factory. Customer does not have the right to direct how and for what purpose the 
factory is used during the three-year period of use. Customer’s rights are limited to specifying 
output from the factory in the contract with Supplier. Customer has the same rights regarding the 
use of the factory as other customers purchasing shirts from the factory. Supplier has the right to 
direct the use of the factory because Supplier can decide how and for what purpose the factory 
is used (ie Supplier has the right to decide the production level at which to run the factory and 
which customer contracts to fulfil with the output produced). 
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Example 8—Contract for shirts 

Either the fact that Customer does not have the right to obtain substantially all of the economic 
benefits from use of the factory, or that Customer does not have the right to direct the use of the 
factory, would be sufficient in isolation to conclude that Customer does not control the use of the 
factory. 

 

Example 9—Contract for energy/power 

Example 9A: a utility company (Customer) enters into a contract with a power company 
(Supplier) to purchase all of the electricity produced by a new solar farm for 20 years. The solar 
farm is explicitly specified in the contract and Supplier has no substitution rights. The solar farm 
is owned by Supplier and the energy cannot be provided to Customer from another asset. 
Customer designed the solar farm before it was constructed—Customer hired experts in solar 
energy to assist in determining the location of the farm and the engineering of the equipment to 
be used. Supplier is responsible for building the solar farm to Customer’s specifications, and 
then operating and maintaining it. There are no decisions to be made about whether, when or 
how much electricity will be produced because the design of the asset has predetermined those 
decisions. Supplier will receive tax credits relating to the construction and ownership of the solar 
farm, while Customer receives renewable energy credits that accrue from use of the solar farm. 

The contract contains a lease. Customer has the right to use the solar farm for 20 years. 

There is an identified asset because the solar farm is explicitly specified in the contract, and 
Supplier does not have the right to substitute the specified solar farm. 

Customer has the right to control the use of the solar farm throughout the 20-year period of use 
because: 

(a) Customer has the right to obtain substantially all of the economic benefits from use of 
the solar farm over the 20-year period of use. Customer has exclusive use of the solar 
farm; it takes all of the electricity produced by the farm over the 20-year period of use 
as well as the renewable energy credits that are a by-product from use of the solar 
farm. Although Supplier will receive economic benefits from the solar farm in the form 
of tax credits, those economic benefits relate to the ownership of the solar farm rather 
than the use of the solar farm and, thus, are not considered in this assessment. 

(b) Customer has the right to direct the use of the solar farm because the conditions in 
paragraph B24(b)(ii) exist. Neither Customer, nor Supplier, decides how and for what 
purpose the solar farm is used during the period of use because those decisions are 
predetermined by the design of the asset (ie the design of the solar farm has, in effect, 
programmed into the asset any relevant decision-making rights about how and for 
what purpose the solar farm is used throughout the period of use). Customer does not 
operate the solar farm; Supplier makes the decisions about the operation of the solar 
farm. However, Customer’s design of the solar farm has given it the right to direct the 
use of the farm. Because the design of the solar farm has predetermined how and for 
what purpose the asset will be used throughout the period of use, Customer’s control 
over that design is substantively no different from Customer controlling those 
decisions. 
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Example 9—Contract for energy/power 

Example 9B: Customer enters into a contract with Supplier to purchase all of the power 
produced by an explicitly specified power plant for three years. The power plant is owned and 
operated by Supplier. Supplier is unable to provide power to Customer from another plant. The 
contract sets out the quantity and timing of power that the power plant will produce throughout 
the period of use, which cannot be changed in the absence of extraordinary circumstances (for 
example, emergency situations). Supplier operates and maintains the plant on a daily basis in 
accordance with industry-approved operating practices. Supplier designed the power plant 
when it was constructed some years before entering into the contract with Customer—Customer 
had no involvement in that design. 

The contract does not contain a lease. 

There is an identified asset because the power plant is explicitly specified in the contract, and 
Supplier does not have the right to substitute the specified plant. 

Customer has the right to obtain substantially all of the economic benefits from use of the 
identified power plant over the three-year period of use. Customer will take all of the power 
produced by the power plant over the three-year period of use. 

However, Customer does not have the right to control the use of the power plant because it 
does not have the right to direct its use. Customer does not have the right to direct how and for 
what purpose the plant is used. How and for what purpose the plant is used (ie whether, when 
and how much power the plant will produce) is predetermined in the contract. Customer has no 
right to change how and for what purpose the plant is used during the period of use. Customer 
has no other decision-making rights about the use of the power plant during the period of use 
(for example, it does not operate the power plant) and did not design the plant. Supplier is the 
only party that can make decisions about the plant during the period of use by making the 
decisions about how the plant is operated and maintained. Customer has the same rights 
regarding the use of the plant as if it were one of many customers obtaining power from the 
plant. 

Example 9C: Customer enters into a contract with Supplier to purchase all of the power 
produced by an explicitly specified power plant for 10 years. The contract states that Customer 
has rights to all of the power produced by the plant (ie Supplier cannot use the plant to fulfil other 
contracts). 

Customer issues instructions to Supplier about the quantity and timing of the delivery of power. 
If the plant is not producing power for Customer, it does not operate. 

Supplier operates and maintains the plant on a daily basis in accordance with industry-approved 
operating practices. 

The contract contains a lease. Customer has the right to use the power plant for 10 years. 

There is an identified asset. The power plant is explicitly specified in the contract and Supplier 
does not have the right to substitute the specified plant. 
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Customer has the right to control the use of the power plant throughout the 10-year period of 
use because: 

(a) Customer has the right to obtain substantially all of the economic benefits from use of 
the power plant over the 10-year period of use. Customer has exclusive use of the 
power plant; it has rights to all of the power produced by the power plant throughout 
the 10-year period of use. 

(b) Customer has the right to direct the use of the power plant because the conditions in 
paragraph B24(a) exist. Customer makes the relevant decisions about how and for 
what purpose the power plant is used because it has the right to determine whether, 
when and how much power the plant will produce (ie the timing and quantity, if any, of 
power produced) throughout the period of use. Because Supplier is prevented from 
using the power plant for another purpose, Customer’s decision-making about the 
timing and quantity of power produced, in effect, determines when, and whether, the 
plant produces output. 

Although the operation and maintenance of the power plant are essential to its efficient use, 
Supplier’s decisions in this regard do not give it the right to direct how and for what purpose the 
power plant is used. Consequently, Supplier does not control the use of the power plant during 
the period of use. Instead, Supplier’s decisions are dependent upon Customer’s decisions about 
how and for what purpose the power plant is used. 

 

Example 10—Contract for network services 

Example 10A: Customer enters into a contract with a telecommunications company (Supplier) 
for network services for two years. The contract requires Supplier to supply network services 
that meet a specified quality level. In order to provide the services, Supplier installs and 
configures servers at Customer’s premises—Supplier determines the speed and quality of data 
transportation in the network using the servers. Supplier can reconfigure or replace the servers 
when needed to continuously provide the quality of network services defined in the contract. 
Customer does not operate the servers or make any significant decisions about their use. 

The contract does not contain a lease. Instead, the contract is a service contract in which 
Supplier uses the equipment to meet the level of network services determined by Customer. 

There is no need to assess whether the servers installed at Customer’s premises are identified 
assets. This assessment would not change the analysis of whether the contract contains a lease 
because Customer does not have the right to control the use of the servers. 

Customer does not control the use of the servers because Customer’s only decision-making 
rights relate to deciding upon the level of network services (the output of the servers) before the 
period of use—the level of network services cannot be changed during the period of use without 
modifying the contract. For example, even though Customer produces the data to be 
transported, that activity does not directly affect the configuration of the network services and, 
thus, it does not affect how and for what purpose the servers are used. 

Supplier is the only party that can make relevant decisions about the use of the servers during 
the period of use. Supplier has the right to decide how data is transported using the servers, 
whether to reconfigure the servers and whether to use the servers for another purpose. 
Accordingly, Supplier controls the use of the servers in providing network services to Customer. 
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Example 10B: Customer enters into a contract with an information technology company 
(Supplier) for the use of an identified server for three years. Supplier delivers and installs the 
server at Customer’s premises in accordance with Customer’s instructions, and provides repair 
and maintenance services for the server, as needed, throughout the period of use. Supplier 
substitutes the server only in the case of malfunction. Customer decides which data to store on 
the server and how to integrate the server within its operations. Customer can change its 
decisions in this regard throughout the period of use. 

The contract contains a lease. Customer has the right to use the server for three years. 

There is an identified asset. The server is explicitly specified in the contract. Supplier can 
substitute the server only if it is malfunctioning (see paragraph B18). 

Customer has the right to control the use of the server throughout the three-year period of use 
because: 

(a) Customer has the right to obtain substantially all of the economic benefits from use of 
the server over the three-year period of use. Customer has exclusive use of the server 
throughout the period of use. 

(b) Customer has the right to direct the use of the server (because the conditions in 
paragraph B24(a) exist). Customer makes the relevant decisions about how and for 
what purpose the server is used because it has the right to decide which aspect of its 
operations the server is used to support and which data it stores on the server. 
Customer is the only party that can make decisions about the use of the server during 
the period of use. 

 

Leases of low-value assets and portfolio application (paragraphs 5–6, B1 
and B3–B8) 

IE3 The following example illustrates how a lessee might (a) apply paragraphs B3–B8 of IFRS 16 to 
leases of low-value assets; and (b) determine portfolios of leases to which it would apply the 
requirements in IFRS 16. 
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A lessee in the pharmaceutical manufacturing and distribution industry (Lessee) has the 
following leases: 

(a) leases of real estate (both office buildings and warehouses). 

(b) leases of manufacturing equipment. 

(c) leases of company cars, both for sales personnel and senior management and of 
varying quality, specification and value. 

(d) leases of trucks and vans used for delivery purposes, of varying size and value. 

(e) leases of IT equipment for use by individual employees (such as laptop computers, 
desktop computers, hand held computer devices, desktop printers and mobile 
phones). 

(f) leases of servers, including many individual modules that increase the storage 
capacity of those servers. The modules have been added to the mainframe servers 
over time as Lessee has needed to increase the storage capacity of the servers. 

(g) leases of office equipment: 

(i) office furniture (such as chairs, desks and office partitions); 

(ii) water dispensers; and 

(iii) high-capacity multifunction photocopier devices. 

Leases of low-value assets 

Lessee determines that the following leases qualify as leases of low-value assets on the basis 
that the underlying assets, when new, are individually of low value: 

(a) leases of IT equipment for use by individual employees; and 

(b) leases of office furniture and water dispensers. 

Lessee elects to apply the requirements in paragraph 6 of IFRS 16 in accounting for all of those 
leases. 

Although each module within the servers, if considered individually, might be an asset of low 
value, the leases of modules within the servers do not qualify as leases of low-value assets. This 
is because each module is highly interrelated with other parts of the servers. Lessee would not 
lease the modules without also leasing the servers. 

Portfolio application 

As a result, Lessee applies the recognition and measurement requirements in IFRS 16 to its 
leases of real estate, manufacturing equipment, company cars, trucks and vans, servers and 
high-capacity multifunction photocopier devices. In doing so, Lessee groups its company cars, 
trucks and vans into portfolios. 
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Lessee’s company cars are leased under a series of master lease agreements. Lessee uses 
eight different types of company car, which vary by price and are assigned to staff on the basis 
of seniority and territory. Lessee has a master lease agreement for each different type of 
company car. The individual leases within each master lease agreement are all similar 
(including similar start and end dates), but the terms and conditions generally vary from one 
master lease agreement to another. Because the individual leases within each master lease 
agreement are similar to each other, Lessee reasonably expects that applying the requirements 
of IFRS 16 to each master lease agreement would not result in a materially different effect than 
applying the requirements of IFRS 16 to each individual lease within the master lease 
agreement. Consequently, Lessee concludes that it can apply the requirements of IFRS 16 to 
each master lease agreement as a portfolio. In addition, Lessee concludes that two of the eight 
master lease agreements are similar and cover substantially similar types of company cars in 
similar territories. Lessee reasonably expects that the effect of applying IFRS 16 to the 
combined portfolio of leases within the two master lease agreements would not differ materially 
from applying IFRS 16 to each lease within that combined portfolio. Lessee, therefore, 
concludes that it can further combine those two master lease agreements into a single lease 
portfolio. 

Lessee’s trucks and vans are leased under individual lease agreements. There are 6,500 leases 
in total. All of the truck leases have similar terms, as do all of the van leases. The truck leases 
are generally for four years and involve similar models of truck. The van leases are generally for 
five years and involve similar models of van. Lessee reasonably expects that applying the 
requirements of IFRS 16 to portfolios of truck leases and van leases, grouped by type of 
underlying asset, territory and the quarter of the year within which the lease was entered into, 
would not result in a materially different effect from applying those requirements to each 
individual truck or van lease. Consequently, Lessee applies the requirements of IFRS 16 to 
different portfolios of truck and van leases, rather than to 6,500 individual leases. 

Allocating consideration to components of a contract (paragraphs 12–16 
and B32–B33) 

IE4 The following example illustrates the allocation of consideration in a contract to lease and 
non-lease components by a lessee. 

 

Example 12—Lessee allocation of consideration to lease and non-lease components of a 

contract 

Lessor leases a bulldozer, a truck and a long-reach excavator to Lessee to be used in Lessee’s 
mining operations for four years. Lessor also agrees to maintain each item of equipment 
throughout the lease term. The total consideration in the contract is CU600,000

(a)
, payable in 

annual instalments of CU150,000, and a variable amount that depends on the hours of work 
performed in maintaining the long-reach excavator. The variable payment is capped at 2 per 
cent of the replacement cost of the long-reach excavator. The consideration includes the cost of 
maintenance services for each item of equipment. 
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Example 12—Lessee allocation of consideration to lease and non-lease components of a 

contract 

Lessee accounts for the non-lease components (maintenance services) separately from each 
lease of equipment applying paragraph 12 of IFRS 16. Lessee does not elect the practical 
expedient in paragraph 15 of IFRS 16. Lessee considers the requirements in paragraph B32 of 
IFRS 16 and concludes that the lease of the bulldozer, the lease of the truck and the lease of the 
long-reach excavator are each separate lease components. This is because: 

(a) Lessee can benefit from use of each of the three items of equipment on its own or 
together with other readily available resources (for example, Lessee could readily 
lease or purchase an alternative truck or excavator to use in its operations); and 

(b) although Lessee is leasing all three items of equipment for one purpose (ie to engage 
in mining operations), the machines are neither highly dependent on, nor highly 
interrelated with, each other. Lessee’s ability to derive benefit from the lease of each 
item of equipment is not significantly affected by its decision to lease, or not lease, the 
other equipment from Lessor. 

Consequently, Lessee concludes that there are three lease components and three non-lease 
components (maintenance services) in the contract. Lessee applies the guidance in paragraphs 
13–14 of IFRS 16 to allocate the consideration in the contract to the three lease components 
and the non-lease components. 

Several suppliers provide maintenance services for a similar bulldozer and a similar truck. 
Accordingly, there are observable standalone prices for the maintenance services for those two 
items of leased equipment. Lessee is able to establish observable stand-alone prices for the 
maintenance of the bulldozer and the truck of CU32,000 and CU16,000, respectively, assuming 
similar payment terms to those in the contract with Lessor. The long-reach excavator is highly 
specialised and, accordingly, other suppliers do not lease or provide maintenance services for 
similar excavators. Nonetheless, Lessor provides four-year maintenance service contracts to 
customers that purchase similar long-reach excavators from Lessor. The observable 
consideration for those four-year maintenance service contracts is a fixed amount of CU56,000, 
payable over four years, and a variable amount that depends on the hours of work performed in 
maintaining the long-reach excavator. That variable payment is capped at 2 per cent of the 
replacement cost of the long-reach excavator. Consequently, Lessee estimates the stand-alone 
price of the maintenance services for the long-reach excavator to be CU56,000 plus any variable 
amounts. Lessee is able to establish observable stand-alone prices for the leases of the 
bulldozer, the truck and the long-reach excavator of CU170,000, CU102,000 and CU224,000, 
respectively. 

Lessee allocates the fixed consideration in the contract (CU600,000) to the lease and non-lease 
components as follows: 

   

 

CU Bulldozer Truck Long-reach 
excavator 

Total 

 

Lease 170,000 102,000 224,000 496,000 

Non-lease 104,000 

Total fixed consideration 600,000 
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Example 12—Lessee allocation of consideration to lease and non-lease components of a 

contract 

Lessee allocates all of the variable consideration to the maintenance of the long-reach 
excavator, and, thus, to the non-lease components of the contract. Lessee then accounts for 
each lease component applying the guidance in IFRS 16, treating the allocated consideration as 
the lease payments for each lease component. 

(a) In these Illustrative Examples, currency amounts are denominated in ‘currency units’ (CU). 

Lessee measurement (paragraphs 18–41 and B34–B41) 

IE5 The following example illustrates how a lessee measures right-of-use assets and lease liabilities. It 
also illustrates how a lessee accounts for a change in the lease term. 

 

Example 13—Measurement by a lessee and accounting for a change in the lease term 

Part 1—Initial measurement of the right-of-use asset and the lease liability 

Lessee enters into a 10-year lease of a floor of a building, with an option to extend for five years. 
Lease payments are CU50,000 per year during the initial term and CU55,000 per year during the 
optional period, all payable at the beginning of each year. To obtain the lease, Lessee incurs 
initial direct costs of CU20,000, of which CU15,000 relates to a payment to a former tenant 
occupying that floor of the building and CU5,000 relates to a commission paid to the real estate 
agent that arranged the lease. As an incentive to Lessee for entering into the lease, Lessor 
agrees to reimburse to Lessee the real estate commission of CU5,000 and Lessee’s leasehold 
improvements of CU7,000. 

At the commencement date, Lessee concludes that it is not reasonably certain to exercise the 
option to extend the lease and, therefore, determines that the lease term is 10 years. 

The interest rate implicit in the lease is not readily determinable. Lessee's incremental borrowing 
rate is 5 per cent per annum, which reflects the fixed rate at which Lessee could borrow an 
amount similar to the value of the right-of-use asset, in the same currency, for a 10-year term, 
and with similar collateral. 

At the commencement date, Lessee makes the lease payment for the first year, incurs initial 
direct costs, receives lease incentives from Lessor and measures the lease liability at the present 
value of the remaining nine payments of CU50,000, discounted at the interest rate of 5 per cent 
per annum, which is CU355,391. 

Lessee initially recognises assets and liabilities in relation to the lease as follows. 

Right-of-use asset CU405,391 

 Lease liability CU355,391 

 Cash (lease payment for the first year) CU50,000 

Right-of-use asset CU20,000 

 Cash (initial direct costs) CU20,000 
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Cash (lease incentive) CU5,000 

 Right-of-use asset CU5,000 

Lessee accounts for the reimbursement of leasehold improvements from Lessor applying other 
relevant Standards and not as a lease incentive applying IFRS 16. This is because costs incurred 
on leasehold improvements by Lessee are not included within the cost of the right-of-use asset. 

Part 2—Subsequent measurement and accounting for a change in the lease term 

In the sixth year of the lease, Lessee acquires Entity A. Entity A has been leasing a floor in 
another building. The lease entered into by Entity A contains a termination option that is 
exercisable by Entity A. Following the acquisition of Entity A, Lessee needs two floors in a 
building suitable for the increased workforce. To minimise costs, Lessee (a) enters into a 
separate eight-year lease of another floor in the building leased that will be available for use at 
the end of Year 7 and (b) terminates early the lease entered into by Entity A with effect from the 
beginning of Year 8. 

Moving Entity A’s staff to the same building occupied by Lessee creates an economic incentive 
for Lessee to extend its original lease at the end of the non-cancellable period of 10 years. The 
acquisition of Entity A and the relocation of Entity A’s staff is a significant event that is within the 
control of Lessee and affects whether Lessee is reasonably certain to exercise the extension 
option not previously included in its determination of the lease term. This is because the original 
floor has greater utility (and thus provides greater benefits) to Lessee than alternative assets that 
could be leased for a similar amount to the lease payments for the optional period—Lessee 
would incur additional costs if it were to lease a similar floor in a different building because the 
workforce would be located in different buildings. Consequently, at the end of Year 6, Lessee 
concludes that it is now reasonably certain to exercise the option to extend its original lease as a 
result of its acquisition and planned relocation of Entity A. 

Lessee's incremental borrowing rate at the end of Year 6 is 6 per cent per annum, which reflects 
the fixed rate at which Lessee could borrow an amount similar to the value of the right-of-use 
asset, in the same currency, for a nine-year term, and with similar collateral. Lessee expects to 
consume the right-of-use asset’s future economic benefits evenly over the lease term and, thus, 
depreciates the right-of-use asset on a straight-line basis. 

  



LEASES 

©  Copyright 23 HKFRS 16 IE 

continued… 

continued… 

Example 13—Measurement by a lessee and accounting for a change in the lease term 

The right-of-use asset and the lease liability from Year 1 to Year 6 are as follows. 

   Lease liability  Right-of-use asset  

 Year  

Beginning 
balance 

CU 

Lease 
payment 

CU 

5% 
interest 

expense 
CU 

Ending 
balance 

CU  

Beginning 
balance 

CU 

Depreciation 
charge 

CU 

Ending 
balance 

CU  

 1  355,391 - 17,770 373,161  420,391 (42,039) 378,352  

 2  373,161 (50,000) 16,158 339,319  378,352 (42,039) 336,313  

 3  339,319 (50,000) 14,466 303,785  336,313 (42,039) 294,274  

 4  303,785 (50,000) 12,689 266,474  294,274 (42,039) 252,235  

 5  266,474 (50,000) 10,823 227,297  252,235 (42,039) 210,196  

 6  227,297 (50,000) 8,865 186,162  210,196 (42,039) 168,157  

At the end of the sixth year, before accounting for the change in the lease term, the lease liability 
is CU186,162 (the present value of four remaining payments of CU50,000, discounted at the 
original interest rate of 5 per cent per annum). Interest expense of CU8,865 is recognised 
in Year 6. Lessee’s right-of-use asset is CU168,157. 

Lessee remeasures the lease liability at the present value of four payments of CU50,000 followed 
by five payments of CU55,000, all discounted at the revised discount rate of 6 per cent per 
annum, which is CU378,174. Lessee increases the lease liability by CU192,012, which 
represents the difference between the remeasured liability of CU378,174 and its previous 
carrying amount of CU186,162. The corresponding adjustment is made to the right-of-use asset 
to reflect the cost of the additional right of use, recognised as follows. 

Right-of-use asset CU192,012 

   Lease liability CU192,012 

Following the remeasurement, the carrying amount of Lessee’s right-of-use asset is CU360,169 
(ie CU168,157 + CU192,012). From the beginning of Year 7 Lessee calculates the interest 
expense on the lease liability at the revised discount rate of 6 per cent per annum. 

The right-of-use asset and the lease liability from Year 7 to Year 15 are as follows.  

   Lease liability  Right-of-use asset  

 Year  

Beginning 
balance 

CU 

Lease 
payment 

CU 

6% 
interest 

expense 
CU 

Ending 
balance 

CU  

Beginning 
balance 

CU 

Depreciation 
charge 

CU 

Ending 
balance 

CU  

 7  378,174 (50,000) 19,690 347,864  360,169 (40,019) 320,150  

 8  347,864 (50,000) 17,872 315,736  320,150 (40,019) 280,131  

 9  315,736 (50,000) 15,944 281,680  280,131 (40,019) 240,112  

 10  281,680 (50,000) 13,901 245,581  240,112 (40,019) 200,093  

 11  245,581 (55,000) 11,435 202,016  200,093 (40,019) 160,074  

 12  202,016 (55,000) 8,821 155,837  160,074 (40,019) 120,055  
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Example 13—Measurement by a lessee and accounting for a change in the lease term 

 13  155,837 (55,000) 6,050 106,887  120,055 (40,019) 80,036  

 14  106,887 (55,000) 3,113 55,000  80,036 (40,018) 40,018  

 15  55,000 (55,000) - -  40,018 (40,018) -  

  

Variable lease payments (paragraphs 27, 39, 42(b) and 43) 

IE6 The following example illustrates how a lessee accounts for variable lease payments that depend 
on an index and variable lease payments not included in the measurement of the lease liability. 

 

Example 14—Variable lease payments dependent on an index and variable lease payments 

linked to sales 

Example 14A—Lessee enters into a 10-year lease of property with annual lease payments of 
CU50,000, payable at the beginning of each year. The contract specifies that lease payments 
will increase every two years on the basis of the increase in the Consumer Price Index for the 
preceding 24 months. The Consumer Price Index at the commencement date is 125. This 
example ignores any initial direct costs. The rate implicit in the lease is not readily determinable. 
Lessee's incremental borrowing rate is 5 per cent per annum, which reflects the fixed rate at 
which Lessee could borrow an amount similar to the value of the right-of-use asset, in the same 
currency, for a 10-year term, and with similar collateral. 

At the commencement date, Lessee makes the lease payment for the first year and measures 
the lease liability at the present value of the remaining nine payments of CU50,000, discounted 
at the interest rate of 5 per cent per annum, which is CU355,391. 

Lessee initially recognises assets and liabilities in relation to the lease as follows. 

Right-of-use asset CU405,391 

 Lease liability CU355,391 

 Cash (lease payment for the first year) CU50,000 

Lessee expects to consume the right-of-use asset’s future economic benefits evenly over the 
lease term and, thus, depreciates the right-of-use asset on a straight-line basis. 

During the first two years of the lease, Lessee recognises in aggregate the following related to 
the lease. 

Interest expense CU33,928 

 Lease liability CU33,928 

Depreciation charge CU81,078 (CU405,391 ÷ 10 × 2 years) 

 Right-of-use asset CU81,078 
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Example 14—Variable lease payments dependent on an index and variable lease payments 

linked to sales 

At the beginning of the second year, Lessee makes the lease payment for the second year and 
recognises the following. 

Lease liability CU50,000 

 Cash CU50,000 

At the beginning of the third year, before accounting for the change in future lease payments 
resulting from a change in the Consumer Price Index and making the lease payment for the third 
year, the lease liability is CU339,319 (the present value of eight payments of CU50,000 
discounted at the interest rate of 5 per cent per annum = CU355,391 + CU33,928 – CU50,000). 

At the beginning of the third year of the lease the Consumer Price Index is 135. 

The payment for the third year, adjusted for the Consumer Price Index, is CU54,000 (CU50,000 
× 135 ÷ 125). Because there is a change in the future lease payments resulting from a change in 
the Consumer Price Index used to determine those payments, Lessee remeasures the lease 
liability to reflect those revised lease payments, ie the lease liability now reflects eight annual 
lease payments of CU54,000. 

At the beginning of the third year, Lessee remeasures the lease liability at the present value of 
eight payments of CU54,000 discounted at an unchanged discount rate of 5 per cent per 
annum, which is CU366,464. Lessee increases the lease liability by CU27,145, which 
represents the difference between the remeasured liability of CU366,464 and its previous 
carrying amount of CU339,319. The corresponding adjustment is made to the right-of-use asset, 
recognised as follows. 

Right-of-use asset CU27,145 

 Lease liability CU27,145 

At the beginning of the third year, Lessee makes the lease payment for the third year and 
recognises the following. 

Lease liability CU54,000 

 Cash CU54,000 

Example 14B—Assume the same facts as Example 14A except that Lessee is also required to 
make variable lease payments for each year of the lease, which are determined as 1 per cent of 
Lessee’s sales generated from the leased property. 

At the commencement date, Lessee measures the right-of-use asset and the lease liability 
recognised at the same amounts as in Example 14A. This is because the additional variable 
lease payments are linked to future sales and, thus, do not meet the definition of lease 
payments. Consequently, those payments are not included in the measurement of the asset and 
liability. 
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Example 14—Variable lease payments dependent on an index and variable lease payments 

linked to sales 

Right-of-use asset CU405,391 

 Lease liability CU355,391 

 Cash (lease payment for the first year) CU50,000 

Lessee prepares financial statements on an annual basis. During the first year of the lease, 
Lessee generates sales of CU800,000 from the leased property. 

Lessee incurs an additional expense related to the lease of CU8,000 (CU800,000 × 1 per cent), 
which Lessee recognises in profit or loss in the first year of the lease. 

Lease modifications (paragraphs 44–46) 

IE7 Examples 15–19 illustrate the requirements of IFRS 16 regarding lease modifications for a lessee. 

 

Example 15—Modification that is a separate lease 

Lessee enters into a 10-year lease for 2,000 square metres of office space. At the beginning of 
Year 6, Lessee and Lessor agree to amend the original lease for the remaining five years to 
include an additional 3,000 square metres of office space in the same building. The additional 
space is made available for use by Lessee at the end of the second quarter of Year 6. The 
increase in total consideration for the lease is commensurate with the current market rate for the 
new 3,000 square metres of office space, adjusted for the discount that Lessee receives 
reflecting that Lessor does not incur costs that it would otherwise have incurred if leasing the 
same space to a new tenant (for example, marketing costs). 

Lessee accounts for the modification as a separate lease, separate from the original 10-year 
lease. This is because the modification grants Lessee an additional right to use an underlying 
asset, and the increase in consideration for the lease is commensurate with the stand-alone 
price of the additional right-of-use adjusted to reflect the circumstances of the contract. In this 
example, the additional underlying asset is the new 3,000 square metres of office space. 
Accordingly, at the commencement date of the new lease (at the end of the second quarter of 
Year 6), Lessee recognises a right-of-use asset and a lease liability relating to the lease of the 
additional 3,000 square metres of office space. Lessee does not make any adjustments to the 
accounting for the original lease of 2,000 square metres of office space as a result of this 
modification. 
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Example 16—Modification that increases the scope of the lease by extending the contractual 

lease term 

Lessee enters into a 10-year lease for 5,000 square metres of office space. The annual lease 
payments are CU100,000 payable at the end of each year. The interest rate implicit in the lease 
cannot be readily determined. Lessee’s incremental borrowing rate at the commencement date 
is 6 per cent per annum. At the beginning of Year 7, Lessee and Lessor agree to amend the 
original lease by extending the contractual lease term by four years. The annual lease payments 
are unchanged (ie CU100,000 payable at the end of each year from Year 7 to Year 14). 
Lessee's incremental borrowing rate at the beginning of Year 7 is 7 per cent per annum. 

At the effective date of the modification (at the beginning of Year 7), Lessee remeasures the 
lease liability based on: (a) an eight-year remaining lease term, (b) annual payments of 
CU100,000 and (c) Lessee’s incremental borrowing rate of 7 per cent per annum. The modified 
lease liability equals CU597,130. The lease liability immediately before the modification 
(including the recognition of the interest expense until the end of Year 6) is CU346,511. Lessee 
recognises the difference between the carrying amount of the modified lease liability and the 
carrying amount of the lease liability immediately before the modification (CU250,619) as an 
adjustment to the right-of-use asset. 

 

 Example 17—Modification that decreases the scope of the lease 

Lessee enters into a 10-year lease for 5,000 square metres of office space. The annual lease 
payments are CU50,000 payable at the end of each year. The interest rate implicit in the lease 
cannot be readily determined. Lessee’s incremental borrowing rate at the commencement date 
is 6 per cent per annum. At the beginning of Year 6, Lessee and Lessor agree to amend the 
original lease to reduce the space to only 2,500 square metres of the original space starting from 
the end of the first quarter of Year 6. The annual fixed lease payments (from Year 6 to Year 10) 
are CU30,000. Lessee's incremental borrowing rate at the beginning of Year 6 is 5 per cent per 
annum. 

At the effective date of the modification (at the beginning of Year 6), Lessee remeasures the 
lease liability based on: (a) a five-year remaining lease term, (b) annual payments of CU30,000 
and (c) Lessee’s incremental borrowing rate of 5 per cent per annum. This equals CU129,884. 

Lessee determines the proportionate decrease in the carrying amount of the right-of-use asset 
on the basis of the remaining right-of-use asset (ie 2,500 square metres corresponding to 50 per 
cent of the original right-of-use asset). 

50 per cent of the pre-modification right-of-use asset (CU184,002) is CU92,001. Fifty per cent of 
the pre-modification lease liability (CU210,618) is CU105,309. Consequently, Lessee reduces 
the carrying amount of the right-of-use asset by CU92,001 and the carrying amount of the lease 
liability by CU105,309. Lessee recognises the difference between the decrease in the lease 
liability and the decrease in the right-of-use asset (CU105,309 – CU92,001 = CU13,308) as a 
gain in profit or loss at the effective date of the modification (at the beginning of Year 6). 

Lessee recognises the difference between the remaining lease liability of CU105,309 and the 
modified lease liability of CU129,884 (which equals CU24,575) as an adjustment to the 
right-of-use asset reflecting the change in the consideration paid for the lease and the revised 
discount rate. 
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Example 18—Modification that both increases and decreases the scope of the lease 

Lessee enters into a 10-year lease for 2,000 square metres of office space. The annual lease 
payments are CU100,000 payable at the end of each year. The interest rate implicit in the lease 
cannot be readily determined. Lessee’s incremental borrowing rate at the commencement date 
is 6 per cent per annum. At the beginning of Year 6, Lessee and Lessor agree to amend the 
original lease to (a) include an additional 1,500 square metres of space in the same building 
starting from the beginning of Year 6 and (b) reduce the lease term from 10 years to eight years. 
The annual fixed payment for the 3,500 square metres is CU150,000 payable at the end of each 
year (from Year 6 to Year 8). Lessee's incremental borrowing rate at the beginning of Year 6 is 7 
per cent per annum. 

The consideration for the increase in scope of 1,500 square metres of space is not 
commensurate with the stand-alone price for that increase adjusted to reflect the circumstances 
of the contract. Consequently, Lessee does not account for the increase in scope that adds the 
right to use an additional 1,500 square metres of space as a separate lease. 

The pre-modification right-of-use asset and the pre-modification lease liability in relation to the 
lease are as follows. 

 

Year 

 Lease liability  Right-of-use asset  

  

Beginning 
balance 

6% 
interest 

expense 

Lease 
payment 

Ending 
balance 

 

Beginning 
balance 

Depreciation 
charge 

Ending 
balance 

 

  CU CU CU CU  CU CU CU  

 1  736,009 44,160 (100,000) 680,169  736,009 (73,601) 662,408  

 2  680,169 40,810 (100,000) 620,979  662,408 (73,601) 588,807  

 3  620,979 37,259 (100,000) 558,238  588,807 (73,601) 515,206  

 4  558,238 33,494 (100,000) 491,732  515,206 (73,601) 441,605  

 5  491,732 29,504 (100,000) 421,236  441,605 (73,601) 368,004  

 6  421,236     368,004    

At the effective date of the modification (at the beginning of Year 6), Lessee remeasures the 
lease liability on the basis of: (a) a three-year remaining lease term, (b) annual payments of 
CU150,000 and (c) Lessee’s incremental borrowing rate of 7 per cent per annum. The modified 
liability equals CU393,647, of which (a) CU131,216 relates to the increase of CU50,000 in the 
annual lease payments from Year 6 to Year 8 and (b) CU262,431 relates to the remaining three 
annual lease payments of CU100,000 from Year 6 to Year 8. 

Decrease in the lease term 

At the effective date of the modification (at the beginning of Year 6), the pre-modification 
right-of-use asset is CU368,004. Lessee determines the proportionate decrease in the carrying 
amount of the right-of-use asset based on the remaining right-of-use asset for the original 2,000 
square metres of office space (ie a remaining three-year lease term rather than the original 
five-year lease term). The remaining right-of-use asset for the original 2,000 square metres of 
office space is CU220,802 (ie CU368,004 ÷ 5 × 3 years). 

At the effective date of the modification (at the beginning of Year 6), the pre-modification lease 
liability is CU421,236. The remaining lease liability for the original 2,000 square metres of office 
space is CU267,301 (ie present value of three annual lease payments of CU100,000, 
discounted at the original discount rate of 6 per cent per annum). 
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Example 18—Modification that both increases and decreases the scope of the lease 

Consequently, Lessee reduces the carrying amount of the right-of-use asset by CU147,202 
(CU368,004 – CU220,802), and the carrying amount of the lease liability by CU153,935 
(CU421,236 – CU267,301). Lessee recognises the difference between the decrease in the 
lease liability and the decrease in the right-of-use asset (CU153,935 – CU147,202 = CU6,733) 
as a gain in profit or loss at the effective date of the modification (at the beginning of Year 6). 

Lease liability CU153,935 

   Right-of-use asset CU147,202 

   Gain CU6,733 

At the effective date of the modification (at the beginning of Year 6), Lessee recognises the 
effect of the remeasurement of the remaining lease liability reflecting the revised discount rate 
of 7 per cent per annum, which is CU4,870 (CU267,301 – CU262,431), as an adjustment to the 
right-of-use asset. 

Lease liability CU4,870 

   Right-of-use asset CU4,870 

Increase in the leased space 

At the commencement date of the lease for the additional 1,500 square metres of space (at the 
beginning of Year 6), Lessee recognises the increase in the lease liability related to the increase 
in scope of CU131,216 (ie present value of three annual lease payments of CU50,000, 
discounted at the revised interest rate of 7 per cent per annum) as an adjustment to the 
right-of-use asset. 

Right-of-use asset CU131,216 

   Lease liability CU131,216 

The modified right-of-use asset and the modified lease liability in relation to the modified lease 
are as follows. 

 

Year 

 Lease liability  Right-of-use asset  

  

Beginning 
balance 

7% 
interest 

expense 

Lease 
payment 

Ending 
balance 

 

Beginning 
balance 

Deprecia- 
tion 

charge 

Ending 
balance 

 

  CU CU CU CU  CU CU CU  

 6  393,647 27,556 (150,000) 271,203  347,148 (115,716) 231,432  

 7  271,203 18,984 (150,000) 140,187  231,432 (115,716) 115,716  

 8  140,187 9,813 (150,000) -  115,716 (115,716) -  
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Example 19—Modification that is a change in consideration only 

Lessee enters into a 10-year lease for 5,000 square metres of office space. At the beginning of 
Year 6, Lessee and Lessor agree to amend the original lease for the remaining five years to 
reduce the lease payments from CU100,000 per year to CU95,000 per year. The interest rate 
implicit in the lease cannot be readily determined. Lessee’s incremental borrowing rate at the 
commencement date is 6 per cent per annum. Lessee's incremental borrowing rate at the 
beginning of Year 6 is 7 per cent per annum. The annual lease payments are payable at the end 
of each year. 

At the effective date of the modification (at the beginning of Year 6), Lessee remeasures the 
lease liability based on: (a) a five-year remaining lease term, (b) annual payments of CU95,000 
and (c) Lessee’s incremental borrowing rate of 7 per cent per annum. Lessee recognises the 
difference between the carrying amount of the modified liability (CU389,519) and the lease 
liability immediately before the modification (CU421,236) of CU31,717 as an adjustment to the 
right-of-use asset. 

 

Subleases (paragraph B58) 

IE8 Examples 20–21 illustrate the application of the requirements in IFRS 16 for an intermediate lessor 
that enters into a head lease and a sublease of the same underlying asset. 

 

Example 20—Sublease classified as a finance lease 

Head lease—An intermediate lessor enters into a five-year lease for 5,000 square metres of 
office space (the head lease) with Entity A (the head lessor). 

Sublease—At the beginning of Year 3, the intermediate lessor subleases the 5,000 square 
metres of office space for the remaining three years of the head lease to a sublessee. 

The intermediate lessor classifies the sublease by reference to the right-of-use asset arising 
from the head lease. The intermediate lessor classifies the sublease as a finance lease, having 
considered the requirements in paragraphs 61–66 of IFRS 16. 

When the intermediate lessor enters into the sublease, the intermediate lessor: 

(a) derecognises the right-of-use asset relating to the head lease that it transfers to the 
sublessee and recognises the net investment in the sublease; 

(b) recognises any difference between the right-of-use asset and the net investment in the 
sublease in profit or loss; and 

(c) retains the lease liability relating to the head lease in its statement of financial position, 
which represents the lease payments owed to the head lessor. 

During the term of the sublease, the intermediate lessor recognises both finance income on the 
sublease and interest expense on the head lease. 
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Example 21—Sublease classified as an operating lease 

Head lease—An intermediate lessor enters into a five-year lease for 5,000 square metres of 
office space (the head lease) with Entity A (the head lessor). 

Sublease—At commencement of the head lease, the intermediate lessor subleases the 5,000 
square metres of office space for two years to a sublessee. 

The intermediate lessor classifies the sublease by reference to the right-of-use asset arising 
from the head lease. The intermediate lessor classifies the sublease as an operating lease, 
having considered the requirements in paragraphs 61–66 of IFRS 16. 

When the intermediate lessor enters into the sublease, the intermediate lessor retains the lease 
liability and the right-of-use asset relating to the head lease in its statement of financial position. 

During the term of the sublease, the intermediate lessor: 

(a) recognises a depreciation charge for the right-of-use asset and interest on the lease 
liability; and 

(b) recognises lease income from the sublease. 

Lessee disclosure (paragraphs 59 and B49–B50) 

IE9 Example 22 illustrates how a lessee with different types of lease portfolios might comply with the 
disclosure requirements described in paragraphs 59 and B49 of IFRS 16 about variable lease 
payments. This example shows only current period information. IAS 1 Presentation of Financial 
Statements requires an entity to present comparative information. 
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Example 22—Variable payment terms 

Lessee with a high volume of leases with some consistent payment terms 

Example 22A: a retailer (Lessee) operates a number of different branded retail stores—A, B, 
C and D. Lessee has a high volume of property leases. Lessee’s group policy is to negotiate 
variable payment terms for newly established stores. Lessee concludes that information about 
variable lease payments is relevant to users of its financial statements and is not available 
elsewhere in its financial statements. In particular, Lessee concludes that information about 
the proportion of total lease payments that arise from variable payments, and the sensitivity of 
those variable lease payments to changes in sales, is the information that is relevant to users 
of its financial statements. This information is similar to that reported to Lessee’s senior 
management about variable lease payments. 

Some of the property leases within the group contain variable payment terms that are linked to 
sales generated from the store. Variable payment terms are used, when possible, in newly 
established stores in order to link rental payments to store cash flows and minimise fixed 
costs. Fixed and variable rental payments by store brand for the period ended 31 December 
20X0 are summarised below. 

 

 Stores Fixed 
payments 

Variable 
payments 

Total 
payments 

Estimated annual 
impact on total brand 
rent of a 1% increase 

in sales 

  No. CU CU CU % 

 Brand A 4,522 3,854 120 3,974 0.03% 

 Brand B 965 865 105 970 0.11% 

 Brand C 124 26 163 189 0.86% 

 Brand D 652 152 444 596 0.74% 

  6,263 4,897 832 5,729 0.15% 

Refer to the management commentary for store information presented on a like-for-like basis 
and to Note X for segmental information applying IFRS 8 Operating Segments relating to 
Brands A–D. 

Example 22B: a retailer (Lessee) has a high volume of property leases of retail stores. Many 
of these leases contain variable payment terms linked to sales from the store. Lessee’s group 
policy sets out the circumstances in which variable payment terms are used and all lease 
negotiations must be approved centrally. Lease payments are monitored centrally. Lessee 
concludes that information about variable lease payments is relevant to users of its financial 
statements and is not available elsewhere in its financial statements. In particular, Lessee 
concludes that information about the different types of contractual terms it uses with respect to 
variable lease payments, the effect of those terms on its financial performance and the 
sensitivity of variable lease payments to changes in sales is the information that is relevant to 
users of its financial statements. This is similar to the information that is reported to Lessee’s 
senior management about variable lease payments. 
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Example 22—Variable payment terms 

Many of the property leases within the group contain variable payment terms that are linked to 
the volume of sales made from leased stores. These terms are used, when possible, in order 
to match lease payments with stores generating higher cash flows. For individual stores, up to 
100 per cent of lease payments are on the basis of variable payment terms and there is a wide 
range of sales percentages applied. In some cases, variable payment terms also contain 
minimum annual payments and caps. 

Lease payments and terms for the period ended 31 December 20X0 are summarised below. 

  
 Stores Fixed 

payments 
Variable 

payments 
Total payments 

   No. CU CU CU 

 Fixed rent only 1,490 1,153 - 1,153 

 
Variable rent with no 
minimum 986 - 562 562 

 Variable rent with minimum 3,089 1,091 1,435 2,526 

   5,565 2,244 1,997 4,241 

A 1 per cent increase in sales across all stores in the group would be expected to increase 
total lease payments by approximately 0.6–0.7 per cent. A 5 per cent increase in sales across 
all stores in the group would be expected to increase total lease payments by approximately 
2.6–2.8 per cent. 

Lessee with a high volume of leases with a wide range of different payment terms 

Example 22C: a retailer (Lessee) has a high volume of property leases of retail stores. These 
leases contain a wide range of different variable payment terms. Lease terms are negotiated 
and monitored by local management. Lessee concludes that information about variable lease 
payments is relevant to users of its financial statements and is not available elsewhere in its 
financial statements. Lessee concludes that information about how its property lease portfolio 
is managed is the information that is relevant to users of its financial statements. Lessee also 
concludes that information about the expected level of variable lease payments in the coming 
year (similar to that reported internally to senior management) is also relevant to users of its 
financial statements. 

Many of the property leases within the group contain variable payment terms. Local 
management are responsible for store margins. Accordingly, lease terms are negotiated by 
local management and contain a wide range of payment terms. Variable payment terms are 
used for a variety of reasons, including minimising the fixed cost base for newly established 
stores or for reasons of margin control and operational flexibility. Variable lease payment 
terms vary widely across the group: 

(a) the majority of variable payment terms are based on a range of percentages of store 
sales; 

(b) lease payments based on variable terms range from 0–20 per cent of total lease 
payments on an individual property; and 

(c) some variable payment terms include minimum or cap clauses. 
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Example 22—Variable payment terms 

The overall financial effect of using variable payment terms is that higher rental costs are 
incurred by stores with higher sales. This facilitates the management of margins across the 
group. 

Variable rent expenses are expected to continue to represent a similar proportion of store 
sales in future years. 

 

IE10 Example 23 illustrates how a lessee with different types of lease portfolios might comply with the 
disclosure requirements described in paragraphs 59 and B50 of IFRS 16 about extension options 
and termination options. This example shows only current period information. IAS 1 requires an 
entity to present comparative information. 

 

Example 23—Extension options and termination options 

Lessee with a high volume of leases, that have a wide range of different terms and 
conditions, which are not managed centrally 

Example 23A: Lessee has a high volume of equipment leases with a wide range of different terms 
and conditions. Lease terms are negotiated and monitored by local management. Lessee concludes 
that information about how it manages the use of termination and extension options is the information 
that is relevant to users of its financial statements and is not available elsewhere in its financial 
statements. Lessee also concludes that information about (a) the financial effect of reassessing 
options and (b) the proportion of its short-term lease portfolio resulting from leases with annual break 
clauses is also relevant to users of its financial statements. 

Extension and termination options are included in a number of equipment leases across the group. 
Local teams are responsible for managing their leases and, accordingly, lease terms are negotiated 
on an individual basis and contain a wide range of different terms and conditions. Extension and 
termination options are included, when possible, to provide local management with greater flexibility 
to align its need for access to equipment with the fulfilment of customer contracts. The individual 
terms and conditions used vary across the group. 

The majority of extension and termination options held are exercisable only by Lessee and not by the 
respective lessors. In cases in which Lessee is not reasonably certain to use an optional extended 
lease term, payments associated with the optional period are not included within lease liabilities. 

During 20X0, the financial effect of revising lease terms to reflect the effect of exercising extension 
and termination options was an increase in recognised lease liabilities of CU489. 

In addition, Lessee has a number of lease arrangements containing annual break clauses at no 
penalty. These leases are classified as short-term leases and are not included within lease liabilities. 
The short-term lease expense of CU30 recognised during 20X0 included CU27 relating to leases with 
an annual break clause. 
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Example 23—Extension options and termination options 

Lessee with a high volume of leases with some consistent terms and options 

Example 23B: a restaurateur (Lessee) has a high volume of property leases containing penalty-free 
termination options that are exercisable at the option of Lessee. Lessee’s group policy is to have 
termination options in leases of more than five years, whenever possible. Lessee has a central 
property team that negotiates leases. Lessee concludes that information about termination options is 
relevant to users of its financial statements and is not available elsewhere in its financial statements. 
In particular, Lessee concludes that information about (a) the potential exposure to future lease 
payments that are not included in the measurement of lease liabilities and (b) the proportion of 
termination options that have been exercised historically is the information that is relevant to users of 
its financial statements. Lessee also notes that presenting this information on the basis of the same 
restaurant brands for which segment information is disclosed applying IFRS 8 is relevant to users of 
its financial statements. This is similar to the information that is reported to Lessee’s senior 
management about termination options. 

Many of the property leases across the group contain termination options. These options are used to 
limit the period to which the group is committed to individual lease contracts and to maximise 
operational flexibility in terms of opening and closing individual restaurants. For most leases of 
restaurants, recognised lease liabilities do not include potential future rental payments after the 
exercise date of termination options because Lessee is not reasonably certain to extend the lease 
beyond that date. This is the case for most leases for which a longer lease period can be enforced 
only by Lessee and not by the landlord, and for which there is no penalty associated with the option. 

Potential future rental payments relating to periods following the exercise date of termination options 
are summarised below. 

 Business 
segment 

Lease liabilities 
recognised 

(discounted) 
 

Potential future lease payments not included in lease liabilities 
(undiscounted)  

 
 Payable during 

20X1–20X5 
Payable during 

20X6–20Y0 
Total 

 

  CU  CU CU CU  

 Brand A 569  71 94 165  

 Brand B 2,455  968 594 1,562  

 Brand C 269  99 55 154  

 Brand D 1,002  230 180 410  

 Brand E 914  181 321 502  

  5,209  1,549 1,244 2,793  
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continued… 

Example 23—Extension options and termination options 

The table below summarises the rate of exercise of termination options during 20X0. 

 Business 
segment 

 

 

Termination 
option 

exercisable 
during 20X0 

 Termination option 
not exercised 

 Termination option 
exercised 

 

    No. of leases  No. of leases  No. of leases  

 Brand A  33  30  3  

 Brand B  86  69  17  

 Brand C  19  18  1  

 Brand D  30  5  25  

 Brand E  66  40  26  

    234  162  72  

Example 23C: Lessee has a high volume of large equipment leases containing extension 
options that are exercisable by Lessee during the lease. Lessee’s group policy is to use 
extension options to align, when possible, committed lease terms for large equipment with 
the initial contractual term of associated customer contracts, whilst retaining flexibility to 
manage its large equipment and reallocate assets across contracts. Lessee concludes that 
information about extension options is relevant to users of its financial statements and is not 
available elsewhere in its financial statements. In particular, Lessee concludes that (a) 
information about the potential exposure to future lease payments that are not included in 
the measurement of lease liabilities and (b) information about the historical rate of exercise 
of extension options is the information that is relevant to users of its financial statements. 
This is similar to the information that is reported to Lessee’s senior management about 
extension options.  

Many of the large equipment leases across the group contain extension options. These 
terms are used to maximise operational flexibility in terms of managing contracts. These 
terms are not reflected in measuring lease liabilities in many cases because the options are 
not reasonably certain to be exercised. This is generally the case when the underlying large 
equipment has not been allocated for use on a particular customer contract after the 
exercise date of an extension option. The table below summarises potential future rental 
payments relating to periods following the exercise dates of extension options. 
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continued… 

continued… 

Example 23—Extension options and termination options 

 Business 
segment 

 Lease liabilities 
recognised 

(discounted) 

Potential future lease 
payments not 

included in lease 
liabilities (discounted) 

 Historical rate of 
exercise of extension 

options 
 

  CU CU  %  

 Segment A 569 799  52%  

 Segment B 2,455 269  69%  

 Segment C 269 99  75%  

 Segment D 1,002 111  41%  

 Segment E 914 312  76%  

  5,209 1,590  67%  

  

Sale and leaseback transactions (paragraphs 98–103) 

IE11 Example 24 illustrates the application of the requirements in paragraphs 99–102 of IFRS 16 for a 
seller-lessee and a buyer-lessor. 

 

Example 24—Sale and leaseback transaction 

An entity (Seller-lessee) sells a building to another entity (Buyer-lessor) for cash of 
CU2,000,000. Immediately before the transaction, the building is carried at a cost of 
CU1,000,000. At the same time, Seller-lessee enters into a contract with Buyer-lessor for the 
right to use the building for 18 years, with annual payments of CU120,000 payable at the end of 
each year. The terms and conditions of the transaction are such that the transfer of the building 
by Seller-lessee satisfies the requirements for determining when a performance obligation is 
satisfied in IFRS 15 Revenue from Contracts with Customers. Accordingly, Seller-lessee and 
Buyer-lessor account for the transaction as a sale and leaseback. This example ignores any 
initial direct costs. 

The fair value of the building at the date of sale is CU1,800,000. Because the consideration for 
the sale of the building is not at fair value, Seller-lessee and Buyer-lessor make adjustments to 
measure the sale proceeds at fair value. The amount of the excess sale price of CU200,000 
(CU2,000,000 – CU1,800,000) is recognised as additional financing provided by Buyer-lessor to 
Seller-lessee. 

The interest rate implicit in the lease is 4.5 per cent per annum, which is readily determinable by 
Seller-lessee. The present value of the annual payments (18 payments of CU120,000, 
discounted at 4.5 per cent per annum) amounts to CU1,459,200, of which CU200,000 relates to 
the additional financing and CU1,259,200 relates to the lease—corresponding to 18 annual 
payments of CU16,447 and CU103,553, respectively. 

Buyer-lessor classifies the lease of the building as an operating lease. 
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continued… 

Example 24—Sale and leaseback transaction 

Seller-lessee 

At the commencement date, Seller-lessee measures the right-of-use asset arising from the 
leaseback of the building at the proportion of the previous carrying amount of the building that 
relates to the right of use retained by Seller-lessee, which is CU699,555. This is calculated as: 
CU1,000,000 (the carrying amount of the building) ÷ CU1,800,000 (the fair value of the building) 
× CU1,259,200 (the discounted lease payments for the 18-year right-of-use asset). 

Seller-lessee recognises only the amount of the gain that relates to the rights transferred to 
Buyer-lessor of CU240,355 calculated as follows. The gain on sale of building amounts to 
CU800,000 (CU1,800,000 – CU1,000,000), of which: 

(a) CU559,645 (CU800,000 ÷ CU1,800,000 × CU1,259,200) relates to the right to use the 
building retained by Seller-lessee; and 

(b) CU240,355 (CU800,000 ÷ CU1,800,000 × (CU1,800,000 – CU1,259,200)) relates to 
the rights transferred to Buyer-lessor. 

At the commencement date, Seller-lessee accounts for the transaction as follows. 

Cash CU2,000,000 

Right-of-use asset CU699,555 

 Building CU1,000,000 

 Financial liability CU1,459,200 

 Gain on rights transferred CU240,355 

Buyer-lessor 

At the commencement date, Buyer-lessor accounts for the transaction as follows. 

Building CU1,800,000 

Financial asset CU200,000 (18 payments of CU16,447, 
discounted at 4.5 per cent per annum) 

 Cash CU2,000,000 

After the commencement date, Buyer-lessor accounts for the lease by treating CU103,553 of 
the annual payments of CU120,000 as lease payments. The remaining CU16,447 of annual 
payments received from Seller-lessee are accounted for as (a) payments received to settle the 
financial asset of CU200,000 and (b) interest revenue. 
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Appendix  
Amendments to guidance on other Standards 

This appendix describes the amendments to guidance on other Standards that the IASB made when it 
finalised IFRS 16. 

Amended paragraphs are shown with deleted text struck through and new text underlined. 

IFRS 1 First-time Adoption of International Financial Reporting Standards 

In the Implementation Guidance, paragraph IG4, IG14 and its related heading, IG22 and Example 7 are 
amended. Paragraphs IG15–IG16, IG204–IG206 and their related heading and Example 202 are deleted. 

IAS 10 Events after the Reporting Period 

 ...  

IG4 Paragraphs 14–17 of the IFRS do not override requirements in other IFRSs that base 
classifications or measurements on circumstances existing at a particular date. Examples include: 

(a) the distinction between finance leases and operating leases for a lessor (see IAS 17 
IFRS 16 Leases and paragraph IG14); 

(b) ...  

IAS 17 IFRS 16 Leases 

IG14 At the date of transition to IFRSs, a lessee or lessor classifies leases as operating leases or 
finance leases on the basis of circumstances existing at the inception of the lease (IAS 17 IFRS 16 
paragraph 1366). Lease classification is reassessed only if there is a lease modification. In some 
cases, the lessee and the lessor may agree to change the provisions of the lease, other than by 
renewing the lease, in a manner that would have resulted in a different classification in accordance 
with IAS 17 had the changed terms been in effect at the inception of the lease. If so, the revised 
agreement is considered as a new agreement over its term. However, cChanges in estimates (for 
example, changes in estimates of the economic life or of the residual value of the leased property 
underlying asset) or changes in circumstances (for example, default by the lessee) do not give rise 
to a new classification of a lease. 

IG15 [Deleted] When IAS 17 was revised in 1997, the net cash investment method for recognising 
finance income of lessors was eliminated. IAS 17 permits finance lessors to eliminate this method 
prospectively. However, the transitional provisions in IAS 17 do not apply to an entity’s opening 
IFRS statement of financial position (paragraph 9 of the IFRS). Therefore, a finance lessor 
measures finance lease receivables in its opening IFRS statement of financial position as if the net 
cash investment method had never been permitted. 

IG16 [Deleted] SIC-15 Operating Leases—Incentives applies to lease terms beginning on or after 1 
January 1999. However, a first-time adopter applies SIC-15 to all leases, whether they started 
before or after that date. 

IFRS 3 Business Combinations 

IG22 The following examples illustrate the effect of Appendix C of the IFRS, assuming that a first-time 
adopter uses the exemption. 

...  
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IG Example 7 Business combination—finance lease in which the acquiree was a lessee not 

capitalised in accordance with previous GAAP 

Background 

Parent L’s date of transition to IFRSs is 1 January 20X4. Parent L acquired subsidiary M on 15 
January 20X1 and did not capitalise subsidiary M’s finance leases in which subsidiary M was a 
lessee. If subsidiary M prepared financial statements in accordance with IFRSs, it would 
recognise finance lease obligations liabilities of CU300 and leased right-of-use assets of CU250 
at 1 January 20X4. 

Application of requirements 

Parent L has elected not to apply the transition reliefs in paragraphs D9 and D9B-D9E of this 
Standard. In its consolidated opening IFRS statement of financial position, parent L recognises 
finance lease obligations liabilities of CU300 and leased right-of-use assets of CU250, and 
charges CU50 to retained earnings (paragraph C4(f)). 

IFRIC 4 Determining whether an Arrangement contains a Lease 

IG204 [Deleted] IFRIC 4 specifies criteria for determining, at the inception of an arrangement, whether the 
arrangement contains a lease. It also specifies when an arrangement should be reassessed 
subsequently. 

IG205 [Deleted] Paragraph D9 of the IFRS provides a transitional exemption. Instead of determining 
retrospectively whether an arrangement contains a lease at the inception of the arrangement and 
subsequently reassessing that arrangement as required in the periods before transition to IFRSs, 
entities may determine whether arrangements in existence on the date of transition to IFRSs 
contain leases by applying paragraphs 6–9 of IFRIC 4 to those arrangements on the basis of facts 
and circumstances existing on that date. 

 

IG Example 202 Determining whether an arrangement contains a lease 

Background 

An entity’s first IFRS financial statements are for a period that ends on 31 December 20Y7 and 
include comparative information for 20Y6 only. Its date of transition to IFRSs is therefore 1 
January 20Y6. 

On 1 January 20X5 the entity entered into a take-or-pay arrangement to supply gas. On 1 
January 20Y0, there was a change in the contractual terms of the arrangement. 

Application of requirements 

On 1 January 20Y6 the entity may determine whether the arrangement contains a lease by 
applying the criteria in paragraphs 6–9 of IFRIC 4 on the basis of facts and circumstances 
existing on that date. Alternatively, the entity applies those criteria on the basis of facts and 
circumstances existing on 1 January 20X5 and reassesses the arrangement on 1 January 20Y0. 
If the arrangement is determined to contain a lease, the entity follows the guidance in 
paragraphs IG14–IG16. 
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IG206 [Deleted] Paragraph D9A of IFRS 1 provides a transitional exemption in addition to that discussed 
in paragraph IG205. The exemption in paragraph D9A applies only to arrangements that were 
assessed in the same manner as required by IFRIC 4. If arrangements exist at the date of 
transition to IFRSs that an entity did not assess under previous GAAP in the same manner as 
required by IFRIC 4 to determine whether they contain a lease, the entity may apply the transition 
exemption discussed in paragraph IG205. 

IFRS 3 Business Combinations 

 

In the Illustrative Examples, paragraph IE34 is amended. 

 

Contract-based intangible assets 

IE34 Contract-based intangible assets represent the value of rights that arise from contractual 
arrangements. Customer contracts are one type of contract-based intangible asset. If the terms of 
a contract give rise to a liability (for example, if the terms of an operating lease or a customer 
contract are unfavourable relative to market terms), the acquirer recognises it as a liability 
assumed in the business combination. Examples of contract-based intangible assets are: 

 

Class Basis 

...  ...  

Lease agreements (whether the acquiree is the lessee or the lessor) Contractual 

...  ...  

...   

IFRS 4 Insurance Contracts 

 

In the Implementation Guidance, IG Example 1 is amended. 
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IG Example 1: Application of the definition of an insurance contract 

...  

1.15 Residual value insurance or residual value 
guarantee. Guarantee by one party of the fair 
value at a future date of a non-financial asset 
held by a beneficiary of the insurance or 
guarantee. 

Insurance contract within the scope of the IFRS 
(unless changes in the condition of the asset 
have an insignificant effect). The risk of changes 
in the fair value of the non-financial asset is not a 
financial risk because the fair value reflects not 
only changes in market prices for such assets (a 
financial variable) but also the condition of the 
specific asset held (a non-financial variable). 
However, if the contract compensates the 
beneficiary only for changes in market prices and 
not for changes in the condition of the 
beneficiary’s asset, the contract is a derivative 
and within the scope of IAS 39. 
Residual value guarantees given by a lessee 
under a finance lease are within the scope of IAS 
17 IFRS 16 Leases. 

  ... 

IFRS 5 Non-current Assets Held for Sale and Discontinued Operations 

 

In the Implementation Guidance, Example 4 is amended. 

Completion of sale expected within one year (paragraph 8) 

Example 4 

To qualify for classification as held for sale, the sale of a non-current asset (or disposal group) must be 
highly probable (paragraph 7), and transfer of the asset (or disposal group) must be expected to qualify for 
recognition as a completed sale within one year (paragraph 8). That criterion would not be met if, for 
example: 

(a) ...  

(b) an entity is committed to a plan to ‘sell’ a property that is in use, and the transfer of the property will 
be accounted for as a sale and finance leaseback as part of a sale and leaseback transaction, but 
the transfer does not qualify to be accounted for as a sale in accordance with paragraph 99 of 
IFRS 16 Leases and, instead, will be accounted for in accordance with paragraph 103 of IFRS 16. 
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IFRS 7 Financial Instruments: Disclosures 

 

In the Implementation Guidance paragraph IG31A and its related heading are added. 

 

Liquidity risk disclosures (paragraph 39(a)) 

IG31A The following examples illustrate how an entity might meet the disclosure requirement in 
paragraph 39(a). 

Illustrating the application of paragraph 39(a) 

 

Undiscounted cash flows: Non-derivative financial liabilities 

Maturity 

 Total less than 
1 month 

1–3 
months 

3–6 
months 

6 
months –

1 year 

1–3 
years 

3–5 
years 

more 
than 5 
years 

Bank borrowings 1,625    285 740 600  

Lease liabilities 2,300 70 140 210 400 750 620 110 

Trade and other 
payables 350 70 190 90     

 

Illustrating the application of paragraph 39(a) 

 

Undiscounted cash flows: Non-derivative financial liabilities 

Maturity 

 Total less 
than 1 
year 

1–2 
years 

2–3 
years 

3–4 
years 

4–5 
years 

5–7 
years 

7–10 
years 

more 
than 10 
years 

Bank borrowings 3,100 40 300 38 280 2,442    

Lease liabilities 4,400 500 500 480 430 430 790 800 470 

Trade and other 
payables 95 95        
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Illustrating the application of paragraph 39(a) 

 

Undiscounted cash flows: Non-derivative financial liabilities 

Maturity 

 Total less than  
1 month 

1–6 
months 

6 
months–1 

year 

1–2 years 2–3 years more than 
3 years 

Bonds 2,100 7 34 40 79 1,940  

Lease liabilities* 4,970   340 310 290 4,030 

Trade and other 
payables 980 280 700     

 

*Further information about the maturity of lease liabilities is provided in the table below: 

 

Maturity 

 Total less than  
1 year 

1–5  
years 

5–10 
years 

10–15 
years 

15–20 
years 

20–25 
years 

Lease liabilities 4,970 340 1,200 1,110 1,050 970 300 

IFRS 15 Revenue from Contracts with Customers 

 

In the Illustrative Examples, paragraph IE321 is amended. 

 

Example 62—Repurchase agreements 

 ...  

IE321 In accordance with paragraphs B70–B71 of IFRS 15, the entity accounts for the transaction as a 
lease in accordance with IAS 17 IFRS 16 Leases. 

IAS 7 Statements of Cash Flows 

 

In the Illustrative Examples, Example A is amended. 
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A Statement of cash flows for an entity other than a financial institution 

 ...  

3 The following additional information is also relevant for the preparation of the statements of cash 
flows: 

• ...  

• during the period, the group acquired property, plant and equipment and right-of-use 
assets relating to property, plant and equipment with an aggregate cost of 1,250, of which 
900 was acquired by means of finance leases related to right-of-use assets. Cash 
payments of 350 were made to purchase property, plant and equipment. 

• ...  

 

Direct method statement of cash flows (paragraph 18(a)) 

   20X2 

...     

Cash flows from financing activities    

...     

Payment of finance lease liabilities (90)   

...     

 

Indirect method statement of cash flows (paragraph 18(b)) 

   20X2 

...     

Cash flows from financing activities    

...     

Payment of finance lease liabilities (90)   

...     
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Notes to the statement of cash flows (direct method and indirect method) 

...  

B. Property, plant and equipment 

During the period, the Group acquired property, plant and equipment and right-of-use assets relating to 
property, plant and equipment with an aggregate cost of 1,250, of which 900 was acquired by means of 
finance leases related to right-of-use assets. Cash payments of 350 were made to purchase property, plant 
and equipment. 

IAS 34 Interim Financial Reporting 

 

In the Illustrative Examples, paragraphs B7 and C7 are amended. 

 

Contingent Variable lease payments 

B7 Contingent Variable lease payments based on sales can be an example of a legal or constructive 
obligation that is recognised as a liability. If a lease provides for contingent variable payments 
based on the lessee achieving a certain level of annual sales, an obligation can arise in the interim 
periods of the financial year before the required annual level of sales has been achieved, if that 
required level of sales is expected to be achieved and the entity, therefore, has no realistic 
alternative but to make the future lease payment. 

C Examples of the use of estimates 

 ...  

C7 Revaluations and fair value accounting: IAS 16 Property, Plant and Equipment allows an entity 
to choose as its accounting policy the revaluation model whereby items of property, plant and 
equipment are revalued to fair value. IFRS 16 Leases allows a lessee to measure right-of-use 
assets applying the revaluation model in IAS 16 if those right-of-use assets relate to a class of 
property, plant and equipment to which the lessee applies the revaluation model in IAS 16. 
Similarly, IAS 40 Investment Property requires an entity to measure the fair value of investment 
property. For those measurements, an entity may rely on professionally qualified valuers at annual 
reporting dates though not at interim reporting dates. 

...  

IAS 37 Provisions, Contingent Liabilities and Contingent Assets 

 

In the Illustrative Examples, in Section C, Example 8 is deleted. 

 

Example 8 An onerous contract 

[Deleted] An entity operates profitably from a factory that it has leased under an operating lease. During 
December 20X0 the entity relocates its operations to a new factory. The lease on the old factory continues 
for the next four years, it cannot be cancelled and the factory cannot be re-let to another user. 
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Present obligation as a result of a past obligating event – The obligating event is the signing of the lease 
contract, which gives rise to a legal obligation. 

An outflow of resources embodying economic benefits in settlement – When the lease becomes 
onerous, an outflow of resources embodying economic benefits is probable. (Until the lease becomes 
onerous, the entity accounts for the lease under IAS 17 Leases.) 

Conclusion – A provision is recognised for the best estimate of the unavoidable lease payments (see 
paragraphs 5(c), 14 and 66). 

IFRIC 12 Service Concession Arrangements 

 

In the Implementation Guidance, Information note 1 is amended. Information note 2, as amended by IFRS 15, is 
amended. 
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Information note 1 

Accounting framework for public-to-private service arrangements 

...  

The diagram below summarises the accounting for service arrangements established by IFRIC 12. 

 

  

Does the grantor control or regulate what 
services the operator must provide with the 

infrastructure, to whom it must provide them, 

and at what price? OUTSIDE 
 THE SCOPE OF 

 THE INTERPRETATION 
SEE INFORMATION NOTE 2 

Does the grantor control, through ownership, 
beneficial entitlement or otherwise, any 

significant residual interest in the infrastructure 
at the end of the service arrangement? 

Or is the infrastructure used in the 
arrangement for its entire useful life? 

Is the infrastructure constructed or 
acquired by the operator from a 
third party for the purpose of the 

service arrangement? 

No 

No 

Yes 

Is the infrastructure existing 
infrastructure of the grantor to 

which the operator is given access 
for the purpose of the service 

arrangement? 

No 

No 

Yes 

Yes 

Yes 

WITHIN THE SCOPE OF THE INTERPRETATION 

Operator does not recognise infrastructure as property, plant and equipment or as a leased right-of-use asset. 

Does the operator have a 
contractual right to receive 

cash or other financial asset 
from or at the direction of the 

grantor as described in 

paragraph 16? 

Does the operator have a 
contractual right to charge 

users of the public 
services as described in  

paragraph 17? 

OUTSIDE 
 THE SCOPE OF 

 THE INTERPRETATION 

SEE PARAGRAPH 27 

Yes Yes 

Operator recognises a financial 
asset to the extent that it has a 

contractual right to receive cash or 
another financial asset as 

described in paragraph 16 

Operator recognises an 
intangible asset to the extent 

that it has a contractual right to 
receive an intangible asset as 

described in paragraph 17 

No 
No 
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Information note 2 

References to IFRSs that apply to typical types of public-to-private 
arrangements 

...  

The table sets out the typical types of arrangements for private sector participation in the provision of public 
sector services and provides references to IFRSs that apply to those arrangements. The list of 
arrangements types is not exhaustive. The purpose of the table is to highlight the continuum of 
arrangements. It is not the IFRIC’s intention to convey the impression that bright lines exist between the 
accounting requirements for public-to-private arrangements. 

 

Category Lessee Service provider Owner 

Typical 
arrangement 
types 

Lease 
(eg 

Operator 
leases 
asset 
from 

grantor) 

Service 
and/or 

maintenance 
contract 
(specific 
tasks eg 

debt 
collection) 

Rehabilitate-operate-transfer Build- 
operate-transfer 

Build-own-operate 100% 
Divestment/ 
Privatisation

/ 
Corporation 

Asset 
ownership 

 Grantor Operator 

Capital 
investment 

Grantor Operator 

Demand risk Shared Grantor Operator and/or Grantor Operator 

Typical 
duration 

8–20 
years 

1–5 years 

 25–30 years 

Indefinite  
(or may be 
limited by 
licence) 

Residual 
interest 

  Grantor Operator 

Relevant 
IFRSs 

 IAS 17 

IFRS 16  

IFRS 15  IFRIC 12 IAS 16 

 




