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The Great Wall: Companies
reporting under IFRS are about
to hit the wall due to new lease
accounting standards.

Every company that reports under IFRS will take
a hit to profitability simply due to the transition

to the new lease accounting rules.

Any company reporting financial results

based upon International Financial Reporting
Standards ("IFRS"), regardless of whether they are
headquartered in Austria, Canada or Zimbabwe,
and even including the international divisions of
companies headquartered in the US, had better
be prepared for the impact of the new lease
accounting standards.

It has been widely reported the advent of the new
lease accounting standards from both the IASB and
FASB will result in virtually all leases being recorded
on corporate balance sheets. However, much less
attention has been paid to the critical distinction

in the way leases will affect net income under the
IASB's version of the new accounting standards as
compared to the FASB's version of these new rules.
While the distinction is favorable for IFRS reporting
entities that care about EBITDA, the broader view of
the impact on overall net income is unpleasant at
best, and perhaps much worse.

LeaseCalcs

Ultimately the issue comes down to this: the
IASB's version of the new lease accounting
standards classifies all leases as “Finance” leases.'
Finance leases are effectively no different than

a capital lease under current IFRS (and GAAP)
standards. These leases are “on balance sheet”
and the expense that runs through the P&L is a
combination of front-loaded interest expense and
amortization expense. This is contrasted against
today's “operating lease” under current IFRS (and
GAAP), which provides straight-line rent expense
during the lease term, and also as contrasted
against the FASB's “new"” operating lease (i.e.,
FASB's new capitalized operating lease which
was referred to as a “Type B" lease over the past
few years), which likewise yields straight line rent

expense on the P&L.

Since the overwhelming majority of real estate
leases today, whether under IFRS or GAAP, are
classified as operating leases, the IASB's decision
to classify all leases as Finance leases completely
changes the “profile” of the way in which a lease
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affects the year to year profitability for any firm reporting under IFRS. In other words, while companies
reporting under IFRS today have largely classified their existing real estate leases as operating leases,
when the new standards take effect all of those leases will automatically be converted to the new
‘Finance” lease model, and it is at that point all companies reporting under IFRS run into the “Great Wall"

How Big Is the Wall?

It's big. Perhaps not “you can see it from space,” big, but big enough to have a material impact on budgets,
earnings forecasts and potentially even valuations. A few examples can help to illustrate the impact the
change of accounting standards will have on net income for companies reporting under IFRS. The following
examples include a few routine assumptions, including that the tenant is reporting under IFRS, has classified
the leases as operating leases under existing lease accounting rules and will transition to the new accounting
standards in 2019.2

Example #1 — A longer term lease

In this example, a tenant in London signed a long term lease in 2014 to occupy 130,000 square
feet of office space for 20 years. The terms and structure of the lease are all “market” or standard
lease terms such as usual increases in rents over the term, some free rent, tenant improvement
allowances, etc. In other words, a typical long term lease obligation. But as the graph below shows,
when the new lease accounting standards take effect in 2019, converting this one lease from an
operating lease to a finance lease will create a £1.74 Million reduction in earnings as compared

to what would have occurred had the lease continued to be accounted for as an operating lease
with straight line rent. In this example, the £1.74 Million increase in expense profile represents a
13.7% increase in the total P&L expense (i.e., straight line rent, SGRA expenses, tenant improvement
amortization, etc.), and a 22.2% increase in just the straight line rent expense as compared against
the sum of the new interest and amortization expense hitting the P&L.

Profit and Loss
£20,000,000 I Canary Wharf - 20 Yr -

g Operatin
Canary Wharf - 20 Yr - Finance: £14,465,559 ey
Il Canary Wharf - 20 Yr - Finance

£15,000,000
£10,000,000
£5,000,000

£0
2014 2016 2018 2020 2022 2024 2026 2028 2030 2032 2034
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Example #2 — A lease nearing the end of its term

This second example serves to illustrate that even leases much closer to expiration when the new
accounting standards take effect will also contribute to the “Great Wall" effect, though to a lesser
extent. This example uses the same core assumptions as Example 1 above in order to provide as
much of an apples-to-apples comparison as possible, but uses a shorter overall lease term of 7
years. As shown below, despite the fact this lease only has 3.5 years of its original 8 years of term
remaining when the new rules take effect, the impact on earnings in 2019 is £420,000 worse than
what it would have been as an operating lease, representing a 4% increase in the overall P&L impact
and 7.76% increase over pre-existing straight line rent.

Profit and Less 2019
Canary Wharf - 7 Years - Finance: £10,883,759
£12,000,000 Il Canary Wharf - 7 Years -
Operating
£9.000.000 [ | C.anary Wharf - 7 Years -
Finance
£6,000,000
£3,000,000
£0
2014 2015 2016 2017 2018 2019 2020 2021 2022

Bluntly stated, under the IFRS’ version of the new lease accounting standards, regardless of whether a lease
has a lot or a little bit of term remaining when the new standards take effect, profitability will be impaired
simply due to the change in accounting standards. To be clear, every lease in a company'’s portfolio that has
more than 12 months of remaining term when the new standards take effect adds to the height of the wall.
The result is cumulative. A Great Wall.

But Wait ... Doesn't It Get Better?

The front-loaded nature of the expense profile for Finance leases under the new accounting standards certainly
means the wall gives way to what might be described as a valley or a canyon near the end of the lease term.
Put another way, in looking at the graphs for the two examples above, it is clear the P&L impact of these
Finance leases is less in the waning years of their respective lease terms than it otherwise would have been
had they remained as operating leases during those same time periods. This should mean that if a company
has a longer term view of the situation, on the whole their net income results would be the same, because the
betterment — the “canyon” — in future years offsets the wall in the years immediately following transition to the
new standards.

There is one significant problem with this theory, however. For the vast majority of leases — anecdotally in the
range of 70% or more — the full benefit of the “canyon” will never materialize. To understand why, simply think
of what happens with most real estate leases as they near expiration. One, two or even three or more years

in advance of lease expiration, the tenant negotiates with its landlord to extend or otherwise modify its lease.
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Under the new lease accounting standards, the minute it signs an amendment to extend or renew its lease, the
asset and liability values associated with the amended lease are recalculated (i.e., resulting in a much higher
asset and liability recorded on the balance sheet). With a recalculated, and larger, asset and liability on the
balance sheet, the amount of amortization expense and interest expense running through the P&L also jumps —
significantly — thereby not just filling in the “canyon” but essentially creating another wall.

In other words, in the vast majority of cases, the tenant will
never realize the full benefit of the reduction in P&L expense
near the end of the term of its various leases. The implication
of which is, no, it does not get better. Companies reporting
under IFRS, will see a permanent, and potentially material,
reduction to earnings on the horizon.

Important Question #1: “Exactly how big is the wall?”

The answer to this question is dependent a series of factors, all of which will vary from company to company.
Obviously, the number of leases in a firm's portfolio will be a key issue, but a firm with 50 leases could
experience a better or worse outcome than a company with 100 leases given the underlying characteristics
of those leases. In thinking about the issues that most greatly contribute to the building of the wall, firms will
need to get a clear understanding of the following:

* Length of lease term remaining at the effective date of the new standards.®

* Which renewal or termination options will need to be included in the accounting due to
it being reasonably certain, given the presence of a significant economic incentive for the
tenant to exercise the option, that the tenant would in fact exercise the option(s).

* The “net” base rent charges remaining at the effective date of the new standards, noting that
gross leases will need to be bifurcated between “net” base rent and service components not
subject to capitalization. This will need to include assumptions, as applicable, for the
renewal periods mentioned above.

* The structure and timing of those net rent payments, as the timing and rate of future rent
increases affects not just the calculation of lease liability and right of use asset, but also
determines the periodic interest expense that hits the P&L.

» The amount of any deferred rent credits on each existing operating lease that will be
included in the corresponding calculation of the new Right of Use Asset when the new
standards take effect.

* The firm’'s incremental borrowing rate on the effective date of the new standards
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(really an estimation of it at this point).

Upon transition to the new standards in comparing the current straight line rent expense against the new
interest and amortization expense, most companies will find their portfolio-wide expense profile increases
by 15% - 25%. Companies with lease portfolios having longer average duration will be at the higher end

of this range, while companies with shorter duration leases will be at the lower end. Regardless of where
a company finds itself in this range, considering real estate expense is typically one of the three largest
expenses affecting earnings, these increases are all material.

To put this into real world perspective, consider the impact on two companies in different industries, both
reporting under IFRS: Barclay's PLC and Vodafone Group, PLC. Both are public companies headquartered
in the UK and both report financial results under IFRS. Utilizing the range of expected expense increase
above affecting net income in 2019, we can estimate the impact on these firms.

Barclay's 2015 annual report states (see the relevant excerpt below), its annual operating lease rentals
were equal to £5600 Million for the year. It also reports its total future minimum operating lease payments
will equate to £3.377 Billion, with the majority of that being related to leases with remaining terms longer
than five years. As such, with the majority of its lease obligations being of a duration longer than five
years, it would not be unreasonable to expect the overall height of Barclay’'s “wall” to be in the range

of 16% - 20% greater than what its straight line rent expense otherwise would have been under current
standards. Hence, if 2015's £500 Million of straight line rent expense were to be consistent with what
2019's expense would otherwise have been, Barclay's could expect to see an increase in its lease expense
— and hence reduction in net income, all else being equal — of between £75 - £100 Million.

Operating lease commitments

The Group leases various offices, branches and other premises under non-cancellable operating lease arrangements. With such operating lease

arrangements, the asset is kept on the lessor’s balance sheet and the Group reports the future minimum lease payments as an expense over the
lease term. The leases have various terms, escalation and renewal rights. There are no contingent rents payable.

Operating lease rentals of £500m (2014: £594m) have been included in administration and general expenses.

The future minimum lease payments by the Group under non-cancellable operating leases are as follows:

2015 B 2014
Property Equipment Property Equipment
Em Em £fm fm
Not more than one year 376 1 403 41
Over one year but not mare than five years 1,127 11 1,147 106
QOver five years 1,874 - 2,036 -
Total 3377 12 3,586 147

Total future minimum sublease payments to be received under non-cancellable subleases were £1m (2014: £99m).

Using Vodafone Group, PLC as the example, a similarly material impact looms just over the horizon. In
fact, on page 95 of its 2016 Annual Report, Vodafone stated the following with respect to the new lease

accounting standards:
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“Vodafone is assessing the impact of the accounting
changes that will arise under IFRS 16; however, the
changes are expected to have a material impact on
the consolidated income statement and consolidated
statement of financial position.”

While it correctly expects the impact to be material, Vodafone, however, may not find the percentage
increase in the expense profile to be quite as large as Barclay's. This is primarily due to the fact its 2016
Annual Report discloses £5.040 Billion of its total £7.862 Billion of future minimum operating lease
payments are payments due within the next five years. In other words, the average duration of the leases
in its portfolio is arguably less than five years. Hence, where a lease with 3.5 years remaining at transition
yields roughly a 7.76% increase in the associated expense profile, if the majority of Vodafone's leases
have less than 5 years of remaining term it could expect to see an increase of 7% - 10% in its lease-related
expenses. But given Vodafone's significant lease obligations (see excerpt from its 2016 Annual Report
below), this would translate into a £70 Million - £100 Million impact on earnings, as its annual straight line
rent expense otherwise would have been approximately £1 Billion in 2019.

Rentals payable under operating leases are charged to the income statement on a straight-line basis over the term of the relevant lease.
Benefits received and receivable as an incentive to enter into an operating lease are also spread on a straight-line basis over the lease term.

Operating lease commitments

The Group has entered into commercial leases on certain properties, network infrastructure, motor vehicles and items of equipment.
The leases have various terms, escalation clauses, purchase options and renewal rights, none of which are individually significant to the Group.

Future minimum lease payments under non-cancellable operating leases comprise:

2016 2015

£m Em

Within one year 1,527 1,403
Inmore than one year but less than two years 1,096 925
In more than two years but less than three years 988 797
In more than three years but less than four years 797 698
In more than four years but less than five years 632 550
In more than five years 2822 2,207
7,862 6,580

The total of future minimum sublease payments expected to be received under non-cancellable subleases is £397 million (2015: £358 million).

It is important to note the impact assessments above for Barclay's and Vodafone are simply estimates based
on a careful study of the mechanics of the new accounting standards. But with the information above and a
tool purposely built for the job — LeaseCalcs — a company can quickly and easily establish the true height of
the wall, whether on a lease-by-lease basis, a portfolio wide basis or even just for a representative sampling
of the company's leases. It is worth noting that companies working with any of the leading commercial
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real estate brokerage firms who already subscribe to LeaseCalcs should be able to ask their brokers for
assistance in quantifying the height of their wall. Importantly, the sooner any company understands the

true magnitude and height of the wall, the sooner they will be able to take action to reduce its impact.

Important Question #2: “What can be done to shrink the height of the wall?”

The first and most important step in understanding what can be done to mitigate the impact of the new
lease accounting standards for firms reporting under IFRS is to first quantify — on a lease by lease and on
an aggregate basis — the size of the wall a company is facing. By virtue of understanding how each lease is
contributing to the size of the wall, a strategy for improving what would otherwise be the impact on net

income can be designed and effectively implemented. The strategy will include some or all of the following:

* Restructuring existing “gross” leases to be either “net” or at least "modified gross” leases
such that property taxes and insurance costs are billed on a net basis. Why? In short,
because the property taxes and insurance costs embedded in gross rental rates are subject
to capitalization, but those costs are not subject to capitalization if billed on a “net” basis.

* Establishing the criteria by which renewal and termination options are being classified as
‘reasonably certain” to be exercised in order to reduce or increase, respectively, the
frequency with which these options are included in a company’s accounting results. By
shortening the overall term of a lease via the avoidance of renewal options or inclusion of
termination options being incorporated in accounting results, the related asset and liability
values will be reduced, thereby reducing amortization and interest expense.

* Renegotiating existing leases in advance of the effective date of the new standards in order
to reduce the post-effective date rental rates. This could be done in a way to take advantage
of market conditions where rents have declined as compared to current lease rates being
paid (i.e., a "blend and extend”, but being mindful of how the “extend” plays into the building
of the wall), or potentially to “recast” the rent stream to increase rental rates before the
effective date in exchange for a reduction following the effective date (though most
landlords may not find this appealing).

* Restructuring longer term leases where the entirety of the existing lease term may not
be strategically necessary or valuable.

* Undertaking a strategic review of space utilization across the company'’s portfolio
in an effort to become more efficient and “right size” leases or otherwise consolidate

where possible.
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Each of these strategic steps requires time, expertise — whether internal
or external — and engagement with existing landlords and/or the “market”.
Consequently, most firms will find greater success with a process that
includes a cross-functional team of internal stake holders (corporate

real estate, finance / accounting, operations, etc.), technology solutions
and their brokerage advisors. It is also worth noting that a firm's external
auditors will certainly have a role to play, but that role comes at the end

of the process where the accounting results are audited, and not at the
beginning of the process where leases are negotiated and structured.
Hence, ensuring a firm's brokerage advisors are well versed in the
nuances of the new accounting standards, and equipped with the

right tools for the job, is of utmost importance.

Critically, for any company reporting under IFRS there is a window

of opportunity between now and the effective date of the new lease
accounting standards to prepare for, and mitigate, the impact of the Great
Wall. Firms that wait to address this will find they have fewer options and a
lessened ability to drive significant improvement on the P&L. Many firms,
including LeaseCalcs' corporate subscribers and all of the commercial
real estate brokerage firms already subscribed to LeaseCalcs, are
already taking steps to understand and implement these strategies —

and doing so successfully.

The Great Wall lies ahead. Proactive, strategically minded companies can limit its impact.
But just as the real Great Wall was not built in a day, a company cannot reduce the impact

of the lease accounting wall overnight. If you need help getting started, LeaseCalcs can help.

Contact us today at 949.284.6900 or info@LeaseCalcs.com, to get more info,

see a live demo or to get answers to any of your questions.

T A“Finance” lease is the newest name for what both the IASB and FASB had been referring to as a “Type A" lease over the past several years as they worked to finalize the new standards.
2 The effective date of the new lease accounting standards varies slightly based upon whether a company is a public company or private / non-profit entity. Public companies are required
to be on the new standards by 2019, though they may elect to transition in 2018 to align their accounting changes with the changes to revenue recognition accounting standard changes.
Private companies have one additional year to adopt the new rules.

3 This assumes the company will be utilizing the “Modified Retrospective Approach” as opposed to the “Fully Retrospective Approach’, for purposes of transitioning to the new standards.
If a company were to elect the “Fully Retrospective Approach” it would essentially need all of the listed information from the beginning of each lease term.

© LeaseCalcs, Inc. 2016
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