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On 13 January 2016, the International Accounting Standards Board (IASB)
announced IFRS 16, a new accounting standard relating to the accounting
treatment of leases. In short, the new standard requires lessees to recognise
certain operating leases on their balance sheet, contrary to the previous off-
balance sheet model. Given its significantimpact, parties were urged to
consider the impact of the new standards on their loan documentation. After a
lengthy transition period, IFRS 16 will take effecton 1 January 2019. This
article seeks to remind readers of the impact of IFRS 16, particularly in the
context of loan agreements. However, more fundamentally, we will also
explore how parties have (or have not, as the case may be) used the last three
years to prepare for the change.

Background

From 1 January 2019, IFRS 16 will replace the current arrangement under IAS 17, which treats finance leases
and operating leases differently. Under IAS 17, finance leases are treated as debt, such that the ‘purchase
price’ for the lease is noted as a liability on the balance sheet of the purchasing company and the leased asset
is noted as an asset (and depreciates over time). Conversely, operating leases remain off-balance sheet, with
lease payments charged to the lessee’s income statement as an operating expense. Accordingly, it is
common for operating leases not to be taken into account when calculating the financial indebtedness of a
company, as such amount is derived from its balance sheet position.

IFRS 16 seeks to remowe this distinction and treat all leases the same for the purposes of lessee accounting;
a shift in line with the general trend being adopted globally. Consequentially, all references to “operating
lease” and “finance lease” for this purpose will become obsolete. Companies operating in the retail, transport
and telecommunications sectors are expected to suffer the most following the change, as these typically rely
heavily on property and equipment hires through leases. However, every company that draws this distinction
will be impacted by the change, to a lesser or greater extent.

The abowe is a high-level summary only and readers should be aware that certain exceptions exist, for
example, leases with a term of less than 12 months or in respect of ‘low value’ assets, which may receive
treatment akin to an “operating lease” under the IAS 17 regime.

Impact on Loan Documentation

Whilst the above highlights the main accounting implications of the convergence of accounting treatment,
below we consider the consequential impact on certain key facilities agreement provisions. For the purposes


https://www.whitecase.com/law/practices/banking
https://www.whitecase.com/law/practices/capital-markets
https://www.whitecase.com/people/gareth-eagles
https://www.whitecase.com/people/emma-foster
mailto:rizwan.latif@whitecase.com
https://www.whitecase.com/people/amitaben-patel

of the below and each other instance in this article, we are assuming that the relevant facilities agreement
definition will now take account of operating leases as debt in all cases:

Financial covenants:

In most cases, facilities agreements take into account finance leases as part of the “Financial Indebtedness”
and “Borrowings” definition, disregarding operating leases. Broadly speaking, with operating leases moving
onto the balance sheet, any amounts payable under the leasing arrangements (whether these are considered
operating or finance leases under IAS 17) will constitute debt, which in turn will increase the “Financial
Indebtedness,” as well as “Borrowings” and/or “Total Debt” figures for the purposes of financial covenant
testing. Equally, “Finance Charge” figures are expected to be higher in recognition of the interest component
of the leases. On the other side of the leverage, fixed charge cover and interest cover ratios, “EBITDA”
numbers are also expected to be higher (although not by a corresponding amount to the increase in debt
quantum), as EBIT (or operating profits), being the starting point of the “EBITDA” definition in facilities
agreements, will no longer be reduced by the lease payment due under operating leases. The popularity of
‘covenant-lite’ and ‘covenant-loose’ structures will generally lessen this impact; however, if financial covenants
are included in loan documentation, it is still advisable for borrowers and lenders to check if the borrower
group is in compliance with their financial covenants and obtaining the benefit of any agreed headroom;

Undertakings and events of default:

Facilities agreements will contain a restriction on the incurrence of “Financial Indebtedness,” which may be (i)
in the form of an agreed cap (which could be significantly depleted by the inclusion of operating leases); (ii) a
grower basket based on “EBITDA” (the size of which will increase on the basis of the discussions abowe) or
assets (again expected to increase as operating leases will now also constitute a company’s assets); or (iii)
based on an agreed financial ratio (which again, will be impacted per the discussions abowe). Likewise, the
ability to make restricted payments and/or make acquisitions is often also tied to such thresholds or agreed
ratios. Similarly, as a result of the increase in “Financial Indebtedness,” borrowers should consider whether
any de minimis agreed as part of the cross-default and certain other events of default need to be increased to
prevent inadvertent breach. Lenders and borrowers should consider whether the impact of IFRS 16 will affect
the commercial agreement on these points and whether such thresholds need to be revisited; and

Guarantor cowverage:

Facilities agreements usually contain a guarantor coverage test, based on assets and “EBITDA” (although
increasingly based solely on “EBITDA”). With asset and “EBITDA” numbers inflated by the impact of IFRS 16,
it may be easier for borrowers to meet the agreed thresholds. Lenders may wish to consider whether it would
be preferable to increase such threshold or use a different compliance metric, potentially a reason to reprise
the turnover-based guarantor coverage test.

Current Market Approach

Given the adverse consequences that IFRS 16 could have for both borrowers and lenders under facilities
agreements, on 14 June 2016, the LMA updated its recommended form of facilities agreement to provide an
optional change to the definition of Finance Leases. The effect of this change is to presenve the pre-IFRS 16
position (namely, commercially retaining the distinction between operating and finance leases). Whilst the
language is optional and aimed primarily at deals signed prior to the IFRS 16 effective date, the language is
being universally adopted. In fact, in most top-tier sponsor deals, it is usual for additional language to be
included in the construction clause of facilities agreements presening the IAS 17 position.

Additionally, it is usual for borrowers and lenders to agree that Frozen GAAP shall apply, which again
preserves the pre-IFRS 16 position. Frozen GAAP allows a borrower to deliver its financial statements and
report on compliance with any financial covenants and guarantor coverage test using the same accounting
principles, practices and policies it used for the preparation of its original financial statements. Implementation
of Frozen GAAP can be by means of production of two sets of accounts (one for the purposes of compliance
with accounting standards and one for the purposes of compliance with the facilities agreement); however, the
more common approach is for the borrower’s auditors to provide a reconciliation statement alongside the
company’s latest accounts, such that the accounts are based on IFRS 16, but the reconciliation statement
shows the position under IAS 17.
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What Does The Future Hold?

Interestingly, the current market approach shows a general reluctance by both borrowers and lenders to
accept the new accounting standards; parties instead appearing to have utilised the options available to
presenve the status quo. Howewer, whilst relying on Frozen GAAP is viable in the short-term, it does not
provide a long-term solution. Firstly, not only is the production of two sets of accounts (or providing a
reconciliation statement) expensive for companies, it can also be time-consuming; companies will be required
to maintain both accounting systems and then analyse both sets of data to produce the relevant deliverables.
Separately, once IFRS 16 is effective, borrowers and lenders signing new loan documentation would need to
agree to use original financial statements and produce a base case model based on a previous accounting
standard, which seemsiillogical. Ultimately, Frozen GAAP is intended to be a temporary solution, drafting
usually anticipating that borrowers and lenders will enter into good faith negotiations to amend facilities
agreements as required.

Accordingly, rather than treating IFRS 16 as the elephant in the room, it would be advisable for borrowers and
lenders, particularly for new transactions, to embrace IFRS 16 in original financial statements and the related
base case models, with financial covenants, thresholds, baskets and ratios being adjusted accordingly.
Likewise for existing deals, borrowers and lenders should use the opportunity to consider whether covenants
and relevant thresholds should be reset so that borrowers can submit financial statements based on the new
accounting standards, rather than relying on Frozen GAAP.

With the supply-demand imbalance currently favouring sponsors, some have questioned why sponsors are
not aggressively canvassing for loan documentation to be updated to reflect IFRS 16. Some have suggested
that the limited adverse consequences for sponsors and borrowers in maintaining the status quo is the reason
for this: a number of facilities agreements contain senior leverage financial ratios only and therefore other
forms of financial indebtedness are not taken into account, reducing the likelihood of a financial covenant
breach. On the other hand, lenders may also be concerned with making the switchover, with suggestions from
some debt analysts that the new standards create opportunity for manipulation by borrowers. Borrowers
could, for example, use their commercial bargaining power to obtain leases of terms of less than 12 months
(and therefore take advantage of the short-term lease exemption) or, alternatively, ensure substitutability of
the asset or restrictions on its ability to exercise control (such that the arrangement does not constitute a lease
for the purposes of the new standard).

Notwithstanding these concerns and the reluctance from most market participants to adopt the new standards,
some market participants may see a smooth transition over to IFRS 16. Those with significant operating
leases may have been using EBITDAR (the “R” representing “before rental expenses”) rather than EBITDA.
Such parties will see a position similar to that to be enjoyed under IFRS 16, as contrary to the IAS 17 position
(whereby the operating lease payment reduces the EBITDA figure, as this amounted to operating expenses),
this already negates the rentalimpact of assets and therefore assists in reducing the impact of operating
leases coming onto balance sheets. For most borrowers, however, this will not be the adopted metric and
parties will still be expectedto grapple with (and ultimately accept) the accounting standard change.
Interestingly, however, some advocates for change have suggested that merely accepting the position is not
enough, and instead, IFRS 16 should be viewed as the much-needed catalyst to instigate even further change
in the market. One such change may be to move away from using EBITDA as a key performance indicator
altogether, on the basis that the test is purely subjective (being a number derived from financial statemernits by
a borrower rather than a clear line item); an argument compounded by increasing discussions and concern
with respect to add-backs to EBITDA as part of facilities agreement negotiations. Instead, some have
suggested that cashflow or operating cashflow be used as the preferred testing measure as these can
potentially be less easily manipulated. Only time will tell if these are viable options.

Conclusion

Parties are advised to familiarise themselves with IFRS 16 and look to implement the standards into their
facilities agreement ahead of the upcoming effective date. It is surprising to see such reluctance amongst
market participants to accept the new accounting standards, with parties instead focussed on presenving their
current arrangements. Atthe other end of the spectrum, some market participants are pushing for significant
changes in market dynamics through suggesting new performance measures. It is unclear how the market will
react to this. What is clear, however, is that despite the extensive implementation period, the market is still not
ready for IFRS 16, and time is nearly up.
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