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FRS 116 Leases –
General Overview



Introduction
Summary

• Similar to FRS 17 (applies to contracts 
meeting definition of a lease)Scope

• Most leases recognised on balance 
sheet with narrow exemptions (low 
value/ short-term) for the lessee

Recognition

• Effective date: 1 January 2019

• Full retrospective application; or

• Retrospective application with reliefs
Transition



Introduction
Main changes to current practice
• No more operating leases

• No more straight-line rental expenses (front-end 
loading as for finance leases)

• Leases to be capitalised on balance sheet – recognise:

 Right-of-use asset (ROU asset)

 Lease liability

• Impacts to financial statements and bank covenants 

 EBITDA

 Gearing ratio

 Debt: Equity ratio



Introduction
Who will be impacted?

Likely industries most impacted

• Retailers

• Food & beverage (restaurants, café)

• Transportation & logistics (airlines, shipping)

• Travel & leisure

• … and all companies with significant real estate 
and equipment leases



Introduction
Who will be impacted?

Common types of leases

• Property

• Machinery and industrial equipment

• Passenger cars and light commercial vehicles

• Medium and heavy commercial vehicles

• ICT and office equipment

• Other equipment



Identifying a Lease



Identifying a Lease
Definition of a lease

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.’ 

Expense,
unless apply 

practical 
expedient

CapitaliseLease: The customer controls the use of an asset

Service: The supplier controls the use of an asset

Judgement: apply lease 
definition to distinguish

between leases & services



Identifying a Lease
Definition of a lease

• Distinction more significant with more leases now 
on the balance sheet

• Separating lease and service (i.e. non-lease) 
components

• No change to accounting for services, but choice to 
treat an entire contract as a lease (practical 
expedient)



Identifying a Lease

Yes

Is there an 
identified 

asset?

Does the lessee 
obtain the 
economic 
benefits?

Yes

Does the lessee 
have the right 
to direct use?

Yes

Contract 
contains a lease

No No No

The contract does not contain a lease; apply other 
applicable FRSs



Identifying a Lease
Identified asset – substitution rights

A supplier’s right would be substantive if both of the following conditions are 
met:

• The supplier has the practical ability to substitute alternative assets 
throughout the period of use; AND

• The supplier would benefit economically from the exercise of its right to 
substitute the asset.

In situations where it is not readily determinable 
whether a supplier has substantive substitution rights, a 
customer shall presume that any substitution right is 

not substantive.

If supplier (lessor) retains substantive right to 
substitute the asset

No identified asset



Identifying a Lease

Yes

Is there an 
identified 

asset?

Does the lessee 
obtain the 
economic 
benefits?

Yes

Does the lessee 
have the right 
to direct use?

Yes

Contract 
contains a lease

No No No

The contract does not contain a lease; apply other 
applicable FRSs



Identifying a Lease
Economic benefits
Indicators that lessee has the right to obtain substantial 
economic benefits include:
• Lessee has exclusive use of the asset throughout the lease 

period; or
• Sub-leasing the asset

Economic benefits from use of the asset include:
• Primary outputs
• By-products
(including potential cash flows derived from these items)



Identifying a Lease

Yes

Is there an 
identified 

asset?

Does the lessee 
obtain the 
economic 
benefits?

Yes

Does the lessee 
have the right 
to direct use?

Yes

Contract 
contains a lease

No No No

The contract does not contain a lease; apply other 
applicable FRSs



Identifying a Lease
Right to direct the use of asset

Who directs how 
and for what 

purpose the asset is 
used throughout the 

period of use?

Supplier

Predetermined due 
to nature of asset

Customer

Contract does not
contain a lease

Further analysis 
required

Contract contains a 
lease 

?



Identifying a Lease
Activity
A contract to transport a quantity of goods. The supplier offers different kinds of 

transportation services:

Scenario (i) Scenario (ii) Scenario (iii)

• Supplier can choose any 
cargo truck to fulfill each 
customer’s request.

• The truck may not 
transport only one 
customer’s goods, but also 
others.

• Truck is stored at supplier’s 
premises.

• Truck is specified in the 
contract (model and plat 
number).

• Truck can only transport 
customer’s good.

• Truck is stored at supplier’s 
premises.

• Customer pre-determined 
transportation schedule, 
supplier need to standby 
and follow the instruction.

• Even there is spare 
capacity, no other goods 
are allowed to be boarded 
on the same truck.

For each scenario, determine if there is a lease per FRS 116?

 



Identifying a Lease
Auditor’s considerations

Management’s judgement
“Leases vs Services”

• Critically evaluate and challenge 
management’s judgement 

• Understand and evaluate the facts, 
economic substance surrounding each 
significant judgement made by 
management

• Consider the appropriateness of 
management’s judgement

• Ensure relevant disclosure is made in 
financial statements

Completeness
Leases identified

• Understand of client’s business 
practice and operations

• Review management/ BOD’s minutes 
of meeting

• Review of significant contract entered
• Obtain understanding through 

interview and discussion with 
management, including operation 
staffs



Determining the Lease 
Term



Determining the Lease Term

Non-
cancellable 

period of the 
lease

Extension 
options if 

reasonably 
certain to 
exercise

Termination 
options if 

reasonably 
certain not to 

exercise

Lease Term

The lease term begins at the commencement date (ie. the date on
which the lessor makes the underlying asset(s) available for use by
the lessee) and includes any rent-free or reduced rent periods
provided to the lessee by the lessor.

Judgement: Lessee must
assess likelihood of 
exercising options.



Determining the Lease Term
Example – Extension and termination options

Question: How many years is the lease term?

A. 4 years B. 8 years

Scenario

• Non-cancellable lease contract to lease a building for 4 years initially, 
• Option to extend the lease by another 4 years at same rental cost.

To determine the lease term, lessee considers the following factors:
– Market rentals for comparable building in same area expected to  increase by 10% 

over the 8 year period covered by the lease. At inception of the lease, lease 
rentals are in accordance with current market rents.

– Lessee intends to stay in business in the same area for at least 10 years.
– The location of the building is ideal for relationships with suppliers and customers.



Determining the Lease Term
Revisions to the lease term

A lessee is required to reassess the likelihood of it exercising 
or failing to exercise options upon the occurrence of an event 
or a 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 the determination of 
the lease term, or not to exercise an option previously 
included in its determination of the lease term.

Remeasurements required 
for revised lease term



Determining the Lease Term
Auditor’s considerations

Management’s judgement
“ Likelihood of exercising options”

• Critically evaluate management’s judgement
• Corroborate management’s consideration with our own 

audit findings
• Consider reasonableness of management’s justifications 

on the lease term determined
• Consider disclosure in the financial statements



Recognition and 
Measurement



Recognition and Measurement
Overview

In scope of FRS 
116…

Recognition 
exemptions 

not applied…
Recognise

Right-of-use 
asset

Lease 
liability



Recognition and Measurement
Recognition exemptions

• Lease term is 12 months or less

• No purchase option

• Lease term includes reasonably certain options to 
terminate or extend lease

• Apply consistently by class of underlying asset

• Significant simplification to standard

Short-term 
leases

• Assessment made when asset is new; regardless of 
whether lease is material to the lessee

• Made on a lease by lease basis 

• The lessee can benefit from the use of the asset on its 
own or together with other resources readily available to 
the lessee; and 

• Underlying asset is not highly dependent/interrelated to 
other assets

Low-value 
leases



Recognition and Measurement
Lease liability
Measurement of the lease liability consists of the following 
components:

Residual 
Value 

Guarantee

Previous 
Payments

Lease 
Liability

Apply appropriate discount
rate

Fixed 
payments 
less lease 
incentive 

receivables

Certain 
Variable 

Payments

Purchase/ 
Termination 

Costs



Recognition and Measurement
Discount rate

Lease denominated in a foreign currency? 

• Lessee’s incremental borrowing rate should be the rate 
the lessee could obtain funding for the asset in the 
foreign currency

Can WACC be used as a proxy for the incremental 
borrowing rate?

• Generally not appropriate

• Does not generally representative of the rate an entity 
would pay on borrowings



Recognition and Measurement
Right-of-use asset

Measure of right-of-use asset is based on the lease liability 
plus additional items:

Lease 
Liability

Payments 
made at or 

prior to 
commence-

ment

Initial 
Direct 
Costs 

Costs to 
Remove 

or Restore

Right-of-
use Asset‐

Lease 
Incentives 
Received



Recognition and Measurement
Auditor’s considerations
Determining the value of lease 
liability and right-of-use asset

• Consider the appropriateness of 
discount rate applied (i.e. WACC should 
NOT be used)

• Evaluate and review management’s 
computation for lease liability as well as 
right-of-use asset

• Review for any changes in 
management’s estimate and 
judgements

• Ensure remeasurement is carried out in 
accordance with FRS 116

• Ensure modification is accounted for in 
accordance with FRS 116

Impairment assessment of 
right-of use asset (cost model 
under FRS 16)

• If indicator exists, review 
management’s impairment 
assessment

• Critically challenge management’s 
assumptions used in impairment 
assessment



Presentation and 
Disclosure



Presentation and Disclosure
Overview
FRS 116 fundamentally changes how leases are presented and how
they are ultimately expensed through profit or loss.

Statement of 
Financial Position

Statement of
Cash Flows

Statement of 
Profit or Loss

• Interest cost with 
other finance costs 
per FRS 1

• Amortisation of 
right-of-use assets

• Cash payments of lease 
liabilities as financing
activities

• Cash payments for interest in  
accordance with FRS 7’s 
requirements for interest 
paid

• Short-term, low-value and 
variable lease payments 
within operating activities

• Right-of-use assets
separate from other 
assets or same line 
as underlying asset 
type and disclose

• Lease liabilities 
separate from other 
liabilities or disclose 
line item



Presentation and Disclosure
Auditor’s considerations

Presentation & Disclosure

Review management’s classification and 
presentation of lease liability and right-of-
use asset in the financial statements



Overall Audit 
Considerations



Audit Considerations
Application of FRS 116

Challenge 
Management’s 

Judgements

• All lease contracts 
identified?

• Lease term is 
determined 
appropriately?

• Appropriate 
discount rate is 
applied?

Review ALL lease 
contracts

The devil is in the 
detail!



Further Audit Considerations

Understanding our clients

Systems notes – any new 

processes or controls affect 

the audit?

Group audits

Have all significant components and its 

auditor ready with the new requirements?

Transition method 

and adjustments

Presentation and 

Disclosure of lease 

liabilities, right-of-use 

assets, interest 

expenses

Impairment assessment 

on right-of-use assets 

capitalised



How can Auditors help 
prepare clients to 
comply with FRS 116?



Steps to Implementation of FRS 116
How far along should our clients be by now?

Review
lease  contracts 

and current 
treatment

Determine and 
assess impact 

(changes to 
current policy, 

processes, 
systems, key 

estimates, 
judgements)

Determine 
which 

transition
options to use

Change 
processes and 

systems 
(including 

documentation)

Put through 
adjustments to 

implement

1
2

3
4

5
6

Understand 

the standard 

and the 

potential 

impact areas

GATHER DATA



What Professional Services can 
Firm provide?

Accounting 
diagnostics 

Design conversion 

Conversion 
implementation



Thank you

This publication has been carefully prepared, but it has been written in general terms and should be seen
as broad guidance only. The publication cannot be relied upon to cover specific situations and you should
not act, or refrain from acting, upon the information contained therein without obtaining specific
professional advice. Please contact BDO LLP to discuss these matters in the context of your particular
circumstance. BDO LLP, its partners, employees and agents do not accept or assume any liability or duty
of care for any loss arising from any action taken or not taken by anyone in reliance on the information in
this publication or for any decision based on it. Copyright © 2018 BDO LLP. All rights reserved.
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