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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 2.5 years of its original 7 years of term
remaining when the new rules take effect, the impact on earnings in 2026 is £380,000 worse than
what it would have been as an operating lease, representing a 5.73% increase over the pre-existing 
straight-line rent.

Bluntly stated, by virtue of FRS effectively adopting IFRS 16, 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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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 5% - 15% in the year of transition (i.e., 2026). Companies with lease portfolios having longer average 
duration will typically 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 significant. 

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. 

Barclays 2018 annual report stated (see the relevant excerpt below), its annual operating lease rentals 
were equal to £329 Million for the year. It also reported its total future minimum operating lease payments 
at the time equated to £2.345 Billion, with the majority of that being related to leases with remaining terms 
longer than five years. 

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 Barclays' "wall" to be in the range of 5% - 15% greater than 
what its straight-line rent expense otherwise would have been under the old standards. Hence, if 2018's 
£329 Million of straight-line expense were to be consistent with what 2019's expense would otherwise 
have been, prior to its adoption of the new lease accounting standards, Barclays should have expected 
to see an increase in its lease expense - and hence reduction in net income, all else being equal - of 
between £17 - £50 Million during its first year under the new accounting standards.

Using Vodafone Group, PLC as the example, a similarly material impact could have been predicted 
back in 2018, or even earlier. 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 expected the impact to be material, Vodafone, however, should not have expected the 
percentage increase in the expense profile to be quite as large as Barclays. This is primarily due to the 
fact its 2019 Annual Report (for the fiscal year ending 31 March 2019, or the last period under the "old" 
lease accounting standards), disclosed €7.404 Billion of its total €10.816 Billion of future minimum 
operating lease payments were payments due within the next five years. In other words, the average 
duration of the leases in its portfolio was less than five years. Hence, where a lease with 2.5 years 
remaining at transition to the new standards yields roughly a 5.73% increase in the associated expense 
profile, considering the majority of Vodafone’s leases had less than 5 years of remaining term its should 
have expected to see an increase of 3% - 7% in its lease-related expenses. But given Vodafone’s 
significant lease obligations (excerpt from its 2019 Annual Report below), and considering its annual 
straight line rent expense for FYE 2019 was €3.8 Billion, even a 5% increase in those costs would 
represent a significant adoption "wall".

It is important to note the impact assessments above for Barclays and Vodafone are simply estimates 
based on a careful study of the mechanics of the new accounting standards, and based on real world 
analyses of various lease transactions, pre- and post-adoption 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. 
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Such a large increase would understandably cause some concern, but by the time the entire year was 
completed, the increase had moderated to be more in line with the expected “Great Wall” impact. In reviewing 
the Annual Report for the full 2020 fiscal year, Vodafone’s total lease-related P&L expense under IFRS 16 was 
reported to be €4,050 million as compared to its total lease-related P&L expense for fiscal year 2019 (i.e., the 
last year before adopting IFRS 16) which was €3,885 million. This represented a €165 million, or 4%, increase 
over the full prior year’s lease-related P&L expense of €3,885 million. Hence, for the full first year under IFRS 
16, Vodafone’s impact of the “Great Wall” was in line with our models and expectations, and highlights how 
the shorter-term nature of the majority of its lease portfolio helped soften the impact.

Important Question #2: “What can be done to shrink the height of the wall?”
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. 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 FRS 102 is to 
first quantify - on a lease by lease and 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 are not subject to capitalization if billed on a “net”, variable basis.

• Establishing the criteria by which renewal and termination options (including break dates)

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.

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

• Undertake a strategic review of space utilization across the company’s portfolio
in an effort to become more efficient and “right size” leases or 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 stakeholders (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 FRS 102 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 +1 949.284.6900 or info@LeaseCalcs.com, to get more info,
see a live demo or to get answers to any of your questions. 
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