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Executive summary 

 

The focus of this thesis is the analysis of the new international accounting and 

financial reporting standard IFRS 16 - Leases and its effect on bonus systems. IFRS 16 - 

Leases was issued in January 2016, since the old leasing standard IAS 17 was outdated. IAS 

17 has allowed lessees and lessors to distinguish between operational and financial leases. 

This has lead to the fact that 85% of all leases worldwide are presented as operational leases, 

meaning that a huge amount of leases does not appear on the balance sheet. Up until now 

investors and other users of financial statements did not have a fair picture of the companies 

assets and liabilities and thus its health. Furthermore, the comparability of companies was 

not possible. In order to improve accounting quality, IFRS 16 - Leases defines new rules for 

lessee accounting, namely the capitalization of all leases. From January 1, 2019 all companies 

following IFRS will have to account for all substantial leases as financial leases, i.e. to put all 

substantial lease assets and lease liabilities on their balance sheet and recognize a 

depreciation and interest expense in their income statements. 

 

As a consequence, the results in the income statement, balance sheet, cash flow 

statement, as well as the results of many KPIs, ratios and measures will be affected by the 

new rules. Bonus systems, which are using financial measures for targets, are also going to 

be affected. In the theory section of the thesis, performance measures and incentive systems 

are elaborated, serving as groundwork for the later analysis.  

 

In order to show the effects on a company, which follows IFRS, has a huge amount of 

operational leases and is representative for an industry which is going to be affected by the 

new standard to a high degree, the trade company REWE Group is analyzed in form of a case 

study. The analysis of REWE Group supports the predictions of many expert groups, namely 

that IFRS 16 will have an effect on measures such as EBITDA, EBIT, NOPAT, ROIC and EVA. 

Therefore, companies using these performance measures need to prepare their employees 

and adjust the bonus contracts well in advance. Lastly, expert opinions and advice on how 

companies should prepare for the upcoming changes are presented. 
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1. Introduction 

 
In January 2016 the International Accounting Standards Board issued a new standard on 

leases, IFRS 16 - Leases, which is coming into force on January 1, 2019 and replacing the previous 

standard IAS 17 - Leases. The new standard provides new “principles for the recognition, 

measurement, presentation and disclosure of leases” (International Accounting Standards Board 

(b), 2016), which will improve financial reporting since the old lease contract caused lack of 

transparency and comparability between companies. This was due to the fact that IAS 17 

allowed the differentiation between operational and financial leases, leading to the majority of 

leases being classified as operational leases and thus staying off-balance. With the 

implementation of IFRS 16 lack of transparency about lease obligations of the customer, the 

lessee is going to be minimized as most lease obligations are going to be reported on the balance 

sheet by recognizing them as assets and liabilities. Hence, the distinction between operating and 

financial leases is eliminated for the lessee. The supplier, lessor, however, continues to classify 

leases as either operating or financial leases.  

The changes will not only affect the balance sheet of the lessee, but also the income 

statement, cash flow statement and consequently key ratios of companies. As management 

compensation, especially bonus systems, often depends on accounting numbers and ratios, 

companies will have to consider in which way and to which extent the implementation of IFRS 

16 will affect these systems. 

 

1.1 Purpose and research question 

The purpose and objective of this thesis is to identify the scope of the new IFRS 16 – 

Leases and which affects it will have on accounting practice in companies, which are using IFRS. 

Furthermore, the thesis focuses on how possible changes in accounting practice can affect bonus 

systems, which are based on accounting numbers and ratios. Hence the research question to be 

investigated and answered is the following: 

 

Which effects will IFRS 16 - Leases have on accounting numbers and consequently on bonus 

systems in companies that are using IFRS? 
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The following sub-questions are used in order to help answer and enlighten different sides of 

the research question: 

 What is the scope of IFRS 16? 

 Which changes in accounting practice will IFRS 16 bring? 

 How are bonus systems designed and which factors should be taken into consideration when 

they are designed and implemented? 

 Which accounting numbers and ratios are used in bonus systems and how will IFRS 16 affect 

them? 

 How can companies prepare for the changes in accounting numbers and effects on bonus 

systems? 

 

1.2 Methodology 

In this section the research methodology is presented. It explains the research methods, 

which are used in order to answer the research question of this thesis. This section follows the 

structure of the so-called “research onion”. (Saunders et al., 2008) 

 

Figure 1: Research onion (Saunders et al., 2008, p.108) 
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The research onion illustrates the different layers and steps of the research process. Also, 

it depicts different procedures for collecting data and doing analysis. (Saunders et al., 2008) As 

with a real onion, which is pealed from the outside to the inside, the starting point is the outer 

layer – the research philosophies. 

 

When starting a research process, the research philosophy should be defined first, as it 

contains important information about the researcher’s view on the world. (Saunders et al., 2008) 

Subsequently, it will influence the choice of research methods. In this thesis, the research 

philosophy follows the pragmatist view because the author is of the opinion that neither a 

positivist nor an interpretivist research philosophy can be applied to answer the research 

question. Instead, a combination of these two can help solving it.  

Positivism states that only knowledge, which is based on facts and natural phenomena, is 

trustworthy. Furthermore, society also follows general rules and the goal of research is 

explanation. On the contrary, interpretivism, as the word implies, is based on the interpretation 

and thus human interests and views of the researcher. Hence, this philosophy implies that reality 

is socially constructed and is based on meanings and understandings. (“Research- Philosophy: 

Interpretivism”, 2016) 

Both philosophies need to be applied, as on the one hand analyzing IFRS 16 and its effect 

on bonus systems requires the use of the positivist philosophy, and on the other hand, analyzing 

the possible outcomes of these effects on employees will be analyzed through interpretation. 

 

The next layer of the research onion is the research approach. It is further divided into 

two methods how to use theory: the deductive and the inductive research approach. By using 

the deductive approach the researcher develops a theory and hypothesis, tests it and in the end 

tries to “explain the causal relationship between variables” (Saunders et al., 2008, p. 125) in 

order to either confirm or reject the hypothesis. On the contrary the inductive research approach 

implies that the researcher collects information, usually using qualitative methods, tries to 

detect patterns and develops theory from the collected data. (Saunders et al., 2008)  

In this thesis the deductive approach is used because the study follows the typical flow of 

a deductive study and focuses on the causal relationship between IFRS 16 and bonus systems. 

Firstly, IFRS 16 is analyzed and a hypothesis of how the standard will affect accounting 

procedures and consequently bonus systems is constructed. Secondly, the hypothesis is tested 

on a case study, by showing how the standard will affect the accounting numbers of REWE Group, 



 

 7 

an international trade company. The results of the case study are supported by collected theory, 

as well as by interviews, conducted with experts from the Big Four. Lastly, the causal relationship 

is demonstrated and discussed. 

 

 

 

After the research philosophy and research approach have been defined, the next three 

layers of the research onion focus on the research design. Research design consists of the 

research strategies, choices and time horizons. The choices made in the research design are 

influenced by the choice of research question and the purpose of research. (Saunders et al., 2008) 

As mentioned before, this thesis is an exploratory study as it seeks to gain insight on a completely 

new topic, namely on how IFRS 16 affects bonus plans of managers. 

 

The typical way of doing an exploratory study is to search for literature and to conduct 

interviews. (Saunders et al., 2008) Therefore, the research strategy of this thesis is a literature 

review, a case study and the conduction of semi-structured expert interviews. A case study is “a 

strategy for doing research which involves an empirical investigation of a particular 

contemporary phenomenon within its real life context”. (Robson, 2002, p. 178) “The case study 

strategy also has considerable ability to generate answers to the question ‘why?’ as well as the 

‘what?’ and ‘how?’ questions.“ (Saunders et al., 2008, p. 145) In order to answer these questions 

a single case is used in this thesis, as it depicts a typical case of how IFRS 16 is going to affect 

accounting practice and thus bonus systems. The case study company is REWE Group, an 

international trade and retail company, which is headquartered in Germany. The decision to take 

REWE group as an example was due to the fact that trade and retail companies are going to be 

affected by the implementation of IFRS 16 to a very high degree. Furthermore, the organizational 

structure of trade and retail companies, with the various amounts of departments and stores, 

will positively contribute to the analysis and results. This is due to the fact that the performance 

of employees of such companies is measured on a variety of results and ratios, which are likely 

to be affected by IFRS 16. Hence, the analysis can be conducted on a bigger variety of results and 

ratios. 

analyzing IFRS 16

hypothesis about 
the effects on 

accounting and 
bonus systems

testing of 
hypothesis on 

case study
conclusion
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The reason for conducting semi-structured interviews with experts from the Big Four, 

namely with PwC and KPMG, was to gain a deeper insight and different angle to the research 

topic. The interview questions were prepared and sent to the interviewees in advance. The 

interviews lasted for about 30 minutes and were conducted in Denmark and Austria. Although 

the questions were prepared in detail, the author let the interviewees add related and relevant 

issues that could contribute to the analysis, even though they were not covered in the prepared 

questions. Further questions and sub-questions to the pre-stated ones were also asked during 

the interview, as they seemed relevant for a deeper understanding of the analysis.  

Even though the deductive approach usually uses quantitative research methods, in some 

instances, like in this thesis, a qualitative research is more suitable. Qualitative data refers to all 

non-numeric data, which is based on meanings expressed by words. (Saunders et al., 2009) 

Qualitative research gives the analyst a huge number of opportunities to explore and analyze a 

subject, as qualitative data is of ambiguous and elastic nature. On the contrary, a quantitative 

method derives meanings from numbers and collects results in numerical and statistical data. 

Although accounting numbers are used in order to show the effects of IFRS 16 on bonus systems, 

they are used in a qualitative and narrative way. In other words, they are used for qualitative 

analysis. Furthermore, the conducted interviews, the standard and collected literature, all 

represent forms of qualitative data used for the analysis of the research question As the research 

choice is both qualitative and quantitative, the research method used in this thesis is the mixed 

methods approach, where “both quantitative and qualitative data collection techniques and 

analysis procedures are used in a research design“. (Saunders et al, 2009, p.152) 

 

The time horizon chosen for this research is cross-sectional, as the research was time-

constrained and done at a particular time, namely of 4 months (mid January – mid May 2016). 

(Saunders et al., 2009) The expert interviews were conducted within a few weeks in the end of 

March and beginning of April 2016.  

 

The last layer of the research onion deals with the techniques and procedures of data 

collection and analysis. In this thesis primary and secondary data sources are used. Primary data 

sources refer to the “first occurrance of a piece of work” (Saunders et al., 2009, p.69), whereas 

secondary data sources are “subsequent publication[s] of primary literature“ (Saunders et al., 

2009, p.69). Primary sources, which are used in this thesis, are different publications of the IFRS 

Foundation, such as the published IFRS 16 standard, different reports about the new standard, 
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as well as data and information about the foundation. Furthermore, the information received 

during the interviews with the experts from the Big Four is also part of the primary data 

collection. The data and information for the case study analysis was taken directly from the 

annual report of REWE group and thus represent part of the primary data sources. Secondary 

data was collected through journals, books and publications. The reference list gives an overview 

of the different sources, which were used.  

 

1.3 Delimitation 

Since this thesis was written very soon after the publication of IFRS 16 - Leases, it is 

acknowledged that only a limited scope of its effect on accounting practice and bonus systems 

could be analyzed. Furthermore, the effects were analyzed on only one company, which is 

representing only one industry, which is going to be affected by the implementation of the new 

standard. An interview with the CEO, CFO and employees of the case company could not be 

conducted at this early stage, since the standard is going to be implemented after January 1, 2019 

and its real effects will be shown after this date. Moreover, the three conducted expert interviews 

show opinions of three individuals from two auditing companies of the Big Four per March / 

April 2016. Hence, these findings are limited to their personal perspective shortly after the 

publication of the standard. 

 

1.4 Outline 

The following chapters focus on how the new standard is going to affect accounting 

practice, especially for lessee accounting, and which consequences these changes have on 

accounting-based bonus plans. In order to get an understanding about the new principles of IFRS 

16, the process of developing a new standard and an overview of the new standard are 

presented. Further, the discussion about the changes which IFRS 16 will implicate sets 

groundwork for later analysis of its impact on bonus systems.  

In chapter 4 “Performance measures and incentives” an overview of performance 

measurement systems, incentives and accounting-based bonuses is given. Introducing the 

Principal Agency Theory in this chapter explains the theory and reasons behind manipulation of 

accounting results.  

After the theoretical chapters, a case study shows the impacts of IFRS 16 that companies 

are going to face, especially how results in the income statement, balance sheet and cash flow 
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statement are going to change. Thereafter, commonly used financial measures and the effect of 

IFRS 16 on them are discussed. Since the changes in financial measures will also have an impact 

on bonus systems, these effects are analyzed and discussed in chapter 7. Interviews with 

consultants from Denmark and Austria are implemented in the analysis, in order add more 

perspective on the subject and show how consulting companies prepare their customers for the 

changes and abatement of manipulation.  

In the last chapter a conclusion with all results and findings, as well as further research 

proposals are presented. 
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2. International Financial Reporting Standards 

 

International Financial Reporting Standards (IFRS) are international accounting rules 

which aim is to make financial statements more transparent, accountable, efficient and 

comparable across different countries. The International Accounting Standards Board (IASB) is 

constantly reviewing and interpreting old standards, as well as investigating if new standards 

need to be issued in order to improve the quality of financial statements. In the following sections 

the IFRS foundation and its work are presented. Thereafter, the standard making process is 

described. 

 

2.1 IFRS Foundation 

In 1973 the International Accounting Standards Committee (IASC) was founded in 

London, as the need for harmonization of accounting standards had been rising. The committee 

consisted of professional accounting bodies from all over the world (“IFRSF history”, 2016). Over 

the years the IASC had been developing and issuing standards, known as the International 

Accounting Standards (IAS). However, the committee did not get much attention until the year 

2000, when the European Union decided to cooperate and help with the further development of 

standards. In 2001 the IASC got restructured and the International Accounting Standards Board 

(IASB) took over as its successor. Additionally, the International Accounting Standards 

Committee Foundation (IASCF) was set up in Delaware, USA, with the task to monitor the work 

of the IASB (“Was sind IFRS und IAS”, 2016). The foundation’s main aim is to harmonize national 

and international accounting standards by developing high quality solutions. During that 

process different organs of the foundation are involved, as shown in diagram 1. 

 

2.1.1 Organizational structure 

The IFRS foundation consists of the following organs: 

 Monitoring Board 

 International Accounting Standards Committee Foundation (IASCF)  

 International Accounting Standards Board (IASB) 

 Standards Advisory Council (SAC) 
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 International Financial Reporting Interpretations Committee (IFRIC) 

 Accounting Standards Advisory Forum (ASAF) 

 

Diagram 1: Structure of IFRS Foundation 

 

The monitoring board appoints the trustees of the IASCF and makes sure that the trustees 

follow the rules and duties set in the IFRS Foundation Constitution. Furthermore, it serves as a 

link between the trustees and public authorities of the member countries, making sure that the 

authorities’ requests regarding investor protection, for example, are taken into consideration. 

The monitoring board consists of capital market authorities, such as the representatives of the 

Board and the Growth and Emerging Markets Committee of the International Organization of 

Securities Commissions (IOSCO), the European Commission (EC), Financial Services Agency of 

Japan (JFSA), US Securities and Exchange Commission (SEC) and many more. (“IFRSF monitoring 

board”, 2016) 

 

The IASCF consists of 22 trustees, who are appointed and monitored by the monitoring 

board. These trustees are auditors, analysts, professors, users, and other officials serving the 
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IASB	SAC	 IFRIC	
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public interest (“IFRSF trustees”, 2016). They are working voluntarily for the foundation for a 

term of three years (“IFRSF trustees (b)”, 2016). The IASCF appoints, monitors, reviews and 

funds the IASB and appoints the members of the Standards Advisory Council (SAC), as well as 

the International Financial Reporting Interpretations Committee (IFRIC). 

 

The IASB is composed of 16 fully employed members, who are in charge of developing and 

issuing new IFRS. The staff of the IASB receives suggestions and comments for improvement 

from interested parties. Additionally, the IASB holds meetings with interested parties and public 

discussions, does field visits and creates work groups in order to get better understanding of the 

issues. All board meetings, which take place once per month, are open to public and the 

broadcasted videos are available on the IASB website. (International Accounting Standards 

Committee Foundation, 2005) Furthermore, they are in charge of approving and issuing 

interpretations developed by the IFRS Interpretations Committee. (“IASB”, 2016) The old 

International Accounting Standards (IAS), which were previously issued by the IASC, are still 

valid and are being reviewed by the IASB for improvement. 

 

The SAC consists of 48 members, who are “investors, financial analysts and other users of 

financial statements, as well as preparers, academics, auditors, regulators, professional 

accounting bodies and standard-setters.” (“IFRS Advisory Council”, 2016) They represent 

groups which are interested in or affected by the work of the IASB. The members are appointed 

by the IASCF, to which they have to report. Their main task is to give technical advise to the IASB. 

 

The IFRIC consists of 14 members, who are professionals from different countries and 

backgrounds and who are appointed by the IASCF. They are responsible for interpreting the 

proposed standards and developing guidelines for the implementation of IFRS. In addition, they 

work closely together with national authorities in order to reach better harmonization of 

national accounting standards and IFRS. After the IASB publishes a draft of a standard, the IFRIC 

publishes draft interpretations, to which the public can comment. Furthermore, all meetings of 

the IFRIC are open to public. After collecting the comments from the public, the IFRIC sends the 

interpretation to the IASB for approval. (“IFRS Interpretations Committee”, 2016) 

 

The ASAF is a newly established part of the IFRS Foundation. It has been established with 

the aim of including national and regional standard-setters and bodies to support the IASB by 
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giving advice and contributing to the creation of globally accepted high-quality accounting 

standards. By providing local and regional knowledge and input, the ASAF makes sure that a 

broad range of topics and issues are considered and discussed. (“ASAF”, 2016) 

 

2.2 Standard setting process 

The standard setting or due process is divided up into 6 steps:  

 

 

step 1 – setting the agenda: 

The IASB’s goal is to provide users of financial statements, especially investors, with high 

quality information. The IASB staff is constantly reviewing, considering and collecting comments 

on issues that might be of interest to the IASB. Additionally, the IASB gets requests from the SAC, 

IFRIC and other interested parties to review, interpret or amend the standards. The summarized 

issues are presented to the IASB, which then decides if they are taken into the agenda of the next 

meeting. In some cases certain issues need further investigation. Therefore, the IASB organizes 

working groups, which often consist of partner standard-setting bodies, in order to provide more 

in-depth information on the issues. (“How we develop standards”, 2016; International 

Accounting Standards Committee Foundation, 2005) 

 

step 2 – project planning: 

After the IASB has added an issue to the activity agenda, it first considers if it should carry 

out the project alone or with another standard-setting institution. After that has been decided, 

the IASB creates a team, which consists of IASB staff members and, in case of cooperation with 

another standard setter, the staff members of the other institution. The Director of Technical 

Activities and the Director of Research, who are the most senior technical staff, supervise this 

1 • setting the agenda

2 • project planning

3 • development and publication of a discussion paper

4 • development and publication of an exposure draft

5 • development and publication of an IFRS

6 • procedures after an IFRS is issued
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team. (“How we develop standards”, 2016; International Accounting Standards Committee 

Foundation, 2005) 

 

step 3 – development and publication of a discussion paper: 

The purpose of the discussion paper is to give the public an introduction to a new issue. 

This step is not mandatory and can be skipped by the board. Usually the discussion paper 

includes an “overview of the issue, possible approaches in addressing the issue, preliminary view 

of its authors or the IASB and an invitation to comment.” (“How we develop standards”, 2016) 

The comment period lasts for 90 days. If the project is bigger than usual, the board may prolong 

this period. The discussion paper can be either drafted by the IASB or by a partner standard 

setter. After the comment period is over, the IASB collects, reviews, analyses and publishes the 

comments on the website. If the comments are not sufficient, the board can arrange field visits, 

meetings and public hearings. (International Accounting Standards Committee Foundation, 

2005) 

 

step 4 – Development and publication of an Exposure Draft: 

The exposure draft is the main tool with which the IASB communicates the proposal of a 

new standard to the public, which is asked to comment on it. During the development of the draft 

the IASB reflects on the issues raised by the research staff, as well as their recommendations. 

Further, it considers comments on the Discussion Paper and suggestions made by the SAC, 

standard-setters and the public. When the draft has been published, the public has 90 days to 

comment on it. Similar to the previous step, the board collects and analyses all received 

comments after the 90-day period and conducts field visits and meetings if necessary. (“How we 

develop standards”, 2016; International Accounting Standards Committee Foundation, 2005) 

 

step 5 – Development and publication of an IFRS: 

Before issuing a new IFRS, the IASB evaluates all comments received on the exposure 

draft. During the meetings they discuss these comments and decide if a new exposure draft needs 

to be published, in case that new issues emerged in the comments that had not been considered 

in the previous draft. Also, if the IASB did not understand the issues or did not incorporate the 

different viewpoints of the constituents, it will publish a new exposure draft. In that case the re-

exposure draft follows the same steps as the regular exposure draft. However, if a re-exposure 

is not necessary, the IASB staff creates a pre-ballot draft, which is reviewed by the IFRIC. After 
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all issues are resolved, the IASB members vote for the publication of the standard. If the majority 

is in favor of publishing it, the standard is issued. (“How we develop standards”, 2016; 

International Accounting Standards Committee Foundation, 2005) 

 

step 6 – Procedures after an IFRS is issued: 

After the publication of the IFRS, the IASB meets national and regional standard-issuing 

bodies and interested parties on a regular basis to discuss issues regarding the implementation 

of the standard and its impact. Furthermore, the IASB holds educational sessions and can 

introduce studies about the application of standards or based on the changes in the financial 

working environment or the comments of the SAC, IFRIC or other standard-setting bodies about 

the quality of the standards. (“How we develop standards”, 2016; International Accounting 

Standards Committee Foundation, 2005) 

 

2.3 IFRS in European Union 

After the IASB issued a new standard, the European Union needs to adopt the standard 

individually through the so-called “Endorsement Process”. The process starts with the IASB 

issuing a new standard. Then the European Financial Reporting Advisory Group (EFRAG) holds 

discussions with interest groups in order to find out their opinion. If the EFRAG is of the opinion 

that the new standard meets the endorsement requirements, it forwards the standard to the 

Commission. Together those 2 bodies work out possible economic effects of the implementation 

of the new standard into EU law. The Standards Advice Review Group (SARG) investigates if the 

endorsement suggestion made by the EFRAG is objective. If SARG give a positive opinion, the 

Commission issues an endorsement draft, which is voted on by the Accounting Regulatory 

Committee. If a majority votes for the proposal, then the European Parliament and the Council 

of the European Union have the right to counter its adoption within 3 months. If they do not 

oppose the draft or give a positive opinion about the draft, then the Commission adopts the 

regulation. The new regulation takes effect on the day, which is stated in the original standard. 

(“EU endorsement process”, 2016) 

If IFRS 16 - Leases passes trough the endorsement process, then it will enter into force in 

the EU countries on January 1, 2019. The EFRAG is expected to draft an endorsement advice in 

the second half of 2016. (EU endorsement status report, March 2016) 
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In the following chapter an introduction on IFRS 16 - Leases and which changes it is going 

to implicate will be presented and discussed. 
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3 IFRS 16 – Leases 

3.1 Introduction 

In January 2016 the IASB has issued a new leasing standard because the old leasing 

standard IAS 17 has been outdated. Since leasing is a very popular and useful activity for gaining 

access to assets without being exposed to asset-owning risk, as well as for obtaining finance, the 

new standard is going to affect many industries and companies. Under the old standard 

companies have been able to classify leases as either operating leases if no risks and rewards 

from ownership were transferred to the lessee, or as financial leases if all risks and rewards from 

ownership were transferred. According to IFRS Foundation, 85% of all leases worldwide are 

classified as operating leases. (“IFRS 16 Leases”, 2016) Thus, a huge number of lease assets and 

liabilities have not been visible on the balance sheet and investors have had to use estimates and 

different multiples to recalculate operational to financial leases in order to get the true and fair 

picture of companies. 

 

The new standard IFRS 16 – Leases “sets out [new] principles for the recognition, 

measurement, presentation and disclosure of leases.” (International Accounting Standards 

Board (b), 2016) Its aim is to improve the presentation of the true and fair picture of companies 

by disclosing all relevant information regarding leasing contracts, assets and liabilities. With the 

new standard all leases will be brought onto the balance sheet, hence showing a more accurate 

picture of the assets and especially the liabilities of a company. The disclosed information will 

show the impact leases have on financial statements, financial performance and cash flows. 

(IFRSF, 2016) The new standard will increase both the transparency of companies, as well as the 

comparability between them. IFRS 16 is going to enter into force on or after January 1, 2019. If a 

company adopts IFRS 15 - Revenue from Contracts with Customers, it is permitted to apply IFRS 

16 before the above-mentioned date. 

 

In the following a summary of the original standard, which was issued in January 2016, 

is presented. All information was taken from the officially issued full-length standard. 
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3.2 Scope of the standard 

IFRS 16 will be applied to all leases, as well as to right-of-use assets in a sublease. 

Exemptions of this rule apply in the following cases: 

 leases are of short-term nature 

 the asset is of low value 

 leases to explore for or use minerals, oil, natural gas and similar non-regenerative 

resources 

 leases of biological assets within the scope of IAS 41 – Agriculture held by a lessee 

 service concession arrangements within the scope of IFRIC 12 – Service Concession 

Arrangements 

 licences of intellectual property granted by a lessor within the scope of IFRS 15 – 

Revenue from Contracts with Customers 

 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 (IFRSF, 2016, p. 9f.) 

 

Leases that are either of short-term or low value shall be presented as expenses on either a 

straight-line or other appropriate basis in the income statement. 

 

Due to the fact that the new standard is more comprehensive than the old one, it will replace 

the standards: 

 IAS 17 – Leases 

 IFRIC 4 – Determining whether an Arrangement contains a Lease 

 SIC-15 – Operating Leases—Incentives 

 SIC-27 – Evaluating the Substance of Transactions Involving the Legal Form of a Lease 

 

3.3 Identifying a lease 

A contract contains a lease, if the contract gives the lessee the right to control an identified 

asset for a certain period of time in exchange for payment.  (IFRSF, 2016, p. 10) The right to 

control means that the lessee has the right to obtain the benefits from the use of the asset, as well 

as to direct the use of an identified asset. A period of time either refers to time in the common 

sense or the amount or extent to which an asset is used, e.g. number of units produced. 
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In order to assess if a contract contains a lease the following points have to be fulfilled: 

1) the asset has to be identified in the contract, i.e. it has to be explicitly specified, or 

implicitly specified when it is available for use 

2) the lessee shall be able to obtain all the economic benefits from the use of the lease 

asset 

3) the lessee shall direct the use of the leased asset by deciding for which purpose 

4) the lessee shall be able to decide in which way the asset is going to be used; or be able 

to operate it during the lease term; or be able to design the asset (one of these 3 

options has to apply) 

5) the supplier (lessor) shall not be able to substitute the leased asset 

 

If any of the above-mentioned points is not fulfilled, then the contract is not a lease. 

 

 

 

 

 

 

 

 

 

 

 

Diagram 2: assessment if contract contains a lease (IFRSF, 2016, p. 35) 

 

Companies shall regard each lease component separately from non-lease components in 

the contract as lease, unless the lessee decides not to separate lease from non-lease items. A 

lessee shall allocate the amount of the payment to each lease and non-lease item based on their 

stand-alone price if the contract holds more than one component (i.e. 1 lease item + 1 or more 

lease or non-lease items). The stand-alone price shall be set by investigating how much a lessor, 

or similar supplier, would charge for the same lease or non-lease item if it was the only item in 
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the contract. If a stand-alone price is not available, the lessee shall estimate it by using all existing 

information. (IFRSF, 2016, p. 10)  

The lessee can decide not to seperate lease from non-lease components. In this case the 

lessee shall account for both lease and non-lease components as a single lease. (IFRSF, 2016, p. 

11) 

 

The lease contract can contain certain protective rights in order to protect assets or 

personnel, or to follow laws and regulations. If this is the case, the rights shall not prevent the 

lessee to direct the use of the asset but only define the scope of the use. (IFRSF, 2016, p. 34) 

 

3.4 Lease term 

A lease term is the non-cancelable period, including both the periods covered by an 

option to extend the lease contract, as well as the periods covered by an option to terminate the 

lease. The certainty if the lessee is going to exercise the option to extend the lease or not to 

exercise the termination option decides if those periods are added to the lease term or not. 

Additionally, sufficient information about if the lessee is “reasonably certain to exercise or not 

to exercise” (IFRSF, 2016, p. 11) the option shall be collected.  

 

3.5 Lessee 

IFRS 16 stipulates that the lessee shall recognize all leases as assets and liabilities at the 

commencement date. The lessee shall recognize the right-of-use asset at cost, which includes the 

following items: 

 

a) “the amount of the initial measurement of the lease liability, [measured at the present 

value of the lease payments that are not paid at the commencement date and discounted 

using the interest rate implicit in the lease, or if that is not available, the lessee’s 

incremental borrowing rate] 

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 

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 
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to the condition required by the terms and conditions of the lease, unless those costs are 

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.” (IFRSF, 2016, p. 12) 

 

The liability shall be recognized at the present value of the lease payments (see point a) and 

comprise: fixed and variable lease payments; “amounts expected to be payable by the lessee 

under residual value guarantees; the exercise price of a purchase option if the lessee is 

reasonably certain to exercise that option; payments of penalties for terminating the lease, if the 

lease term reflects the lessee exercising an option to terminate the lease.” (IFRSF, 2016, p. 13) 

 

The subsequent measurement of the right-of-use asset should be based on a cost model, 

where the entity shall measure the asset at cost minus accumulated depreciation and 

accumulated impairment losses. The depreciation follows the rules of IAS 16- Property, Plant 

and Equipment, paragraph 32. The lessee shall depreciate the right-of-use asset from the starting 

date of the lease contract to the end of the useful life of the asset if the lease contract transfers 

ownership to the lessee at the end of the lease term or if the lessee is certain to exercise a 

purchase option. In any other case, the lessee shall depreciate the asset from the starting date to 

the earlier end of useful life or the end of the lease term. In addition, the entity shall adjust the 

cost for any changes in lease liability.  

During subsequent measurement of the liability, on the other hand, the lessee shall decrease 

the amount by the lease payments made and increase it by the interest paid on lease payments. 

If any changes in the future lease payments or the residual value to be payable occur, or if there 

is a change in the lease term or the assessment of a purchase option, the lessee shall remeasure 

the liability.  

 

A modification of a lease shall be accounted for as a separate lease, if the scope of the lease 

changes by adding one or more assets to the contract and if the fee for the lease increases by the 

amount equivalent to the stand-alone price of the asset increase.  

In case that the modification does not result in a separate lease, the lessee shall decrease the 

carrying amount of the leased asset if the lease modification decreases the scope of the lease and 

recognize any gain or loss in the profit and loss statement. In all other cases the lessee shall 

“make corresponding adjustment to the right-of-use asset.” (IFRSF, 2016, p. 16) 
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The lessee shall present all right-of use assets separately from other assets, as well as lease 

liabilities separately from other liabilities in the balance sheet. If the lessee does not present 

these items separately, the lessee shall reveal which line items in the financial statement contain 

lease assets or liabilities. 

Additionally, interest expense shall be presented separately from depreciation expense in 

the profit and loss statement, since interest is defined as finance cost. 

The cash flow statement shall contain the cash payments of the lease, the cash payments of 

the interest, as well as the cash payments of short-term and low value assets and any variable 

payments that are not included in the liabilities. 

 

Regarding the disclosure of information, the lessee shall provide all information about leases 

in either a note or a separate section in the financial statement. The information shall include 

“the amounts of the depreciation charge, the interest expense, expenses of short-term or low-

value lease assets, variable lease expenses that are not included in the liabilities, income from 

subleasing, all cash outflows, any additions to the lease assets, gains or losses of leaseback 

transactions, as well as the carrying amount of the leased asset at the end of the contract period.” 

(IFRSF, 2016, p. 17) 

 

3.6 Lessor 

A lessor will continue to classify leases as either finance or operating leases, depending on 

whether “all risk and rewards incidental to ownership of an underlying asset” (IFRSF, 2016, p. 

19) are transferred to the lessee or not. The following examples show situations in which a 

leasing contract shall be classified as finance lease: 

 

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 
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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 

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

major modifications  

f) the lessee can cancel the lease, the lessor’s losses associated with the cancellation are 

borne by the lessee 

g) 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) 

h) the lessee has the ability to continue the lease for a secondary period at a rent that is 

substantially lower than market rent.” (IFRSF, 2016, p. 19f.) 

 

In case that the lease is a finance lease, the lessor shall recognize it as receivables in the 

balance sheet. The amount to be recognized shall be equal to the net investment, which is 

calculated by summing the “fixed lease payments […] less any lease incentives payable, the 

variable lease payments […], any residual value guarantees […], the exercise price of a purchase 

option if the lessee is reasonably certain to exercise the option […], payments of penalties for 

terminating the lease” (IFRSF, 2016, p. 20) if the lessee is reasonably certain to exercise the 

option, and discounting this sum with the interest rate implied in the contract.  

 

On the contrary, operating leases are recognized, when no risk or rewards incidental to 

ownership are transferred to the lessee. The lessor shall recognize the received lease payments 

as income, and costs and depreciation as expense. Costs, that incur in obtaining a lease shall be 

added to the carrying amount of the underlying asset and shall be recognized over the lease term. 

(IFRSF, 2016, p. 22)  

 

Subleases shall be accounted for operating leases if the lessee has classified them as short-

term leases. In all other cases the sub-lease shall be accounted for in the same way as the head 

lease. 

 

In case of a finance lease, a modification shall be accounted for as a separate lease, if the scope 

of the lease changes by adding one or more assets to the contract and if the fee for the lease 
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increases by the amount equivalent to the stand-alone price of the asset increase. In cases where 

the modification does not result in a separate lease the lessor shall do the following: 

 If the modification implies that the lease should have been classified as an operating 

lease at the inception date, the lessor shall account for a new lease at the carrying 

amount of the asset. 

 In all other cases the lessor shall apply IFRS 9 – Financial Instruments. (IFRSF, 2016, 

p. 22) 

 

In case that the lease is classified as an operating lease, the lessor shall account for the 

modification as a new lease by considering any prepaid or accrued payments of the underlying 

asset as payments for the new lease. (IFRSF, 2016, p. 23) 

Lessors shall disclose all relevant information regarding leases in their financial statements 

and notes, so that the effect that leases have on the financial numbers becomes visible. The 

selling profit or loss, the finance income and “income relating to variable lease payments which 

are not included in the measurement of the net investment” (IFRSF, 2016, p. 23) shall be included 

for finance leases. For operating leases the lessor shall disclose lease income only. Furthermore, 

the lessor shall add information about the nature of leasing activities and a “risk management 

strategy it retains in the underlying assets”. (IFRSF, 2016, p. 23)  

 

3.7 Sale and leaseback transactions 

Sale and lease back transactions occur when an entity sells an asset to another entity and 

leases this asset back. The selling entity is called seller-lessee, whereas the entity buying the 

asset is called buyer-lessor. As a first step both parties have to apply IFRS 15 to identify if the 

transaction is a sale. In case that the transfer of the asset is a sale, the seller-lessee shall recognize 

the leaseback asset in the balance sheet at its previous carrying value. The buyer-lessor shall 

recognize the purchased asset applying appropriate standards and the lease using IFRS 16. 

If the transfer is not a sale, the seller-lessee shall leave the asset on the balance sheet and 

recognize a financial liability. The buyer-lessor shall only recognize a financial asset and not the 

asset itself. Both parties should apply IFRS 9 – Financial Instruments in this case. (IFRSF, 2016, 

p. 24f.) 

For all sale and leaseback transactions, which were entered before the date of the 

implementation of IFRS 16, the lessee shall continue to treat financial leases in the same way as 
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before. If the transaction was previously held as an operational lease, the lessee shall treat it as 

any other operational lease, which already existed on the date of implementation. In other 

words, the sale and operating lease shall be put on-balance. (IFRSF, 2016, p. 46f.)  

 

3.8 What does IFRS 16 change? 

With the introduction of the new standard the quality of information for the users of 

financial statements and comparability of companies shall increase. In order to achieve that, 

certain changes to the old standard had to be done. 

 

First of all, IFRS 16 presents a new definition of leases, which states that if a contract gives 

the lessee the right to control the asset, i.e. the right to obtain the benefits from the use of the 

asset, as well as to direct the use of an identified asset, then that contract contains a lease. In 

order to understand better when a contract contains a lease, the IASB states several examples as 

guidance: 

 The right to use an identified asset means that the asset needs to be explicitly or 

implicitly identified. An asset is identified if it is physically distinct. For example: 

If a company chooses to hire a telecommunications provider to transmit data and 

the provider clarifies in the contract, which fiber cables exactly are going to be 

used for the transmission, then the asset is identified. However, if the contract 

only states, which capacity of all cables the data transmission is going to use, then 

the asset is not identified. 

 If the lessor has the substantive right to substitute the asset during the lease term, 

then the lessee is not in control of the use and thus, the contract does not contain 

a lease. This would be the case if the lessor would have the ability to do it and 

benefit economically from doing so. 

 With the right to obtain economic benefits the lessee is allowed to take all 

economic benefits from the output and by-products of the asset. If that is not the 

case then the contract does not contain a lease. 

 The right to direct the use gives the lessee the right to determine and decide how 

and for which purpose the asset is going to be used. Furthermore, the lessee shall 

have the power to operate the asset during the whole lease term. (IFRSB, 2013) 
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One of the biggest changes, however, is the way the lessee will have to account for leases. 

Due to the fact, that over 85% of leases do not appear on the balance sheets of companies, which 

are using IFRS (“IFRS 16 Leases”, 2016), the IASB decided to make most leases visible for 

investors. Therefore, IFRS 16 abolishes the classification between operating and financial leases, 

which was possible under IAS 17. From January 1, 2019 all substantial leases have to be 

recognized as assets and liabilities on the balance sheet. As a consequence the lease assets and 

financial liabilities will increase on the balance sheet. Furthermore the lease assets will have to 

be amortized and interest expense will increase, which will consequently change the pattern of 

the income statement. The presentation of cash outflows in the cash flow statement will also be 

affected, as all cash outflows of operating leases will become part of financing cash outflows. In 

the cash flow statement the principal payment will be shown in the financing activities, while 

the interest portion will be part of other interests. The changes in the balance sheet, income 

statement and cash flow statement will also affect key financial ratios, debt covenants, lease or 

buy decisions and executive compensation, such as bonuses, which will be discussed in detail in 

chapters 5 to 7. 

 

The new standard, however, does not oblige the lessee to put short-term leases, i.e. leases 

with a period of less than one year, and low value leasing items onto the balance sheet. The IASB 

does not state the exact maximum amount for low value items. Nevertheless, examples of low 

value items are assets like laptops, computers, office furniture etc.  

 

When it comes to non-lease elements, IFRS 16 has many similar features as IFRS 15. This 

similarity gives companies incentives to start using IFRS 16 earlier, as it reduces costs and 

complexity of application. As mentioned in the previous section new standard gives the lessee 

the right to not separate the non-lease element from the lease. On the one hand, this practical 

expedient reduces the costs. On the other hand, it forces the lessee to recognize a liability on the 

balance sheet for a service, which is to be performed by the supplier. This might be unfavorable, 

as the service part of the lease would otherwise have stayed off-balance until the supplier 

performs. 

 

The new standard also brings changes to the sales and leaseback accounting. Under IFRS 

16 the seller-lessee will have to recognize all sales and leaseback transaction on the balance 

sheet, hence treating them as financial lease if the transaction is a sale, as defined under IFRS 15. 
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Thus, any off-balance sheet financing from these kinds of transactions will no longer be possible. 

As a consequence, lease assets and liabilities will increase. 

If the transaction does not contain a sale, then the lessee will activate a financial liability 

applying IFRS 9, and thus increase its financial liabilities. 

 

As presented in the previous section, the lessee will also have to disclose information 

about leases in a way which makes it possible for users of financial statements to assess which 

effect leases have on the company. Compared to IAS 17, the new standard requires a much more 

detailed disclosure than earlier. 

 

The accounting practice for lessors will not be affected. Like under IAS 17, the lessor will 

continue to classify leases as either financial or operating leases. Similar to the lessee accounting, 

the definition of a lease has changed and the lessor will be required to disclose all relevant 

information about leases, which show their effect on the financial performance of the company. 

 

As a result, the hypothesis about the effects of IFRS 16 on accounting practice and bonus 

systems is the following: 

 since all lease assets, except the ones which are excluded from the rules of the 

standard, will be capitalized, lease assets and lease liabilities are going to increase, 

hence increasing total assets and total equity and liabilities; 

 operational expenses will decrease, making EBITDA, EBIT and NOPAT rise; 

 depreciation expenses will rise; 

 interest expenses will increase; 

 total operating result will remain unchanged; 

 cash flow from operations will decline, while cash flow from financing activities 

will increase; 

 all financial measures, which are used for measuring performance and which are 

based on any of these numbers, such as ROIC, will be affected by the changes and 

will consequently affect targets in bonus systems 

 

These points will be tested and analyzed on the case company REWE Group in chapters 5 to 7. 
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4 Management Compensation and Incentives 

 

In the years 2008 – 2009 the financial crisis hit the world’s economy very hardly. The 

cause of the crisis was that banks in the US issued extreme amounts of loans to house owners, 

who were not able to pay back those loans. Due to the fact that banks were eager to make even 

more money, they repackaged those risky mortgage loans into collateralized debt obligations 

and sold the debt to other banks and investors. Hence, hundreds of banks and investors were 

dependent on the house owners paying back their loans. Once they did not pay back their debt, 

the whole system collapsed and led to a deep recession. 

One may ask: Why did banks issue huge amounts of risky mortgages? One of the reasons 

was that the Federal Reserve lowered the Federal Fund rate and thus created an environment 

for cheap money and easy credits. Another reason is that banks gave their employees incentives 

to maximize the amount of loans they issued no matter how risky they were. This example shows 

how important it is to design a good incentive system, which is creating value. 

 

Incentives play a crucial role for value creation of a company, as they help aligning 

employee’s interests to the objectives of the company. They also serve as a motivational tool and 

lever, which managers can use to stir employee’s actions. The most important motivational tool 

is extrinsic rewards, such as pay for performance.  

However, psychology of employees is a complex field and it takes more than just a good 

incentive to motivate people to align their interests to the company’s objectives. Therefore, when 

managers create an incentive system, they have to take into consideration many different 

factors, such as: the organizational architecture, decision management, the design criteria and 

choices, different ways of rewarding people, setting achievable targets, as well as manipulation 

of performance measures. These topics will be addressed in the following sections, giving an 

introduction to the analysis part, where the theories will be combined with the effects that IFRS 

16 will have on management compensation. 

 

 

4.1 Organizational Architecture 

The task of each company is “to coordinate the actions of groups of people and motivate 

them to carry out needed activities.” (Roberts, 2004, p. 1) In order to accomplish this task the 
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company needs to develop a structure for measuring performance, rewarding performance and 

partitioning decision rights. Together, these 3 systems are the “Organizational Architecture” or 

the so-called “three-legged stool”. (Zimmermann, 2011) The stool can only stand if all three legs 

are balanced. In other words, none of the legs can be shorter or longer because otherwise the 

stool cannot stand. Thus, a company has to focus on all three of them equally. 

 

The first leg of the stool is performance measurement. In order to be able to reward the 

performance of an employee, the performance needs to be measured. The system can be either 

objective or subjective. If the performance measurement is objective, it is based on verifiable and 

explicit measures, such as production quantity, sales, revenue etc. (Zimmermann, 2011) 

Objective performance measures are often called quantitative performance measures because 

they are numeric and readily available from the accounting system.  

Subjective performance measures, on the other hand, consist of hard-to-measure factors 

and are based on the subjective evaluation of the superior. (Zimmermann, 2011) They are used 

when good quantitative measures do not exist. That might be the case, when qualitative 

knowledge work is done, in hiring processes or when CEO’s performance is evaluated. Often they 

are also used to supplement quantitative performance measures, in order to make the 

subordinates also focus on other value creating factors. (Lazear & Gibbs, 2015) 

No matter, if objective or subjective performance measures are used, they must be 

aligned with the decision rights a person has. The performance measure cannot measure an area 

of work, in which the employee does not have any decision rights. (Zimmermann, 2011) 

 

Decision rights are allocated among the employees of the company. The typical structure 

would be one where the top of the hierarchy, i.e. the board and the CEO, has the biggest amount 

of decision rights. (Zimmermann, 2011) In theory this structure is called Centralized Decision 

Making. Ideally, decision rights should be allocated in a way, where employees who can take the 

best decision and have the knowledge to take that decision are given the rights to decide. 

Therefore, before designing the structure of the decision rights the nature of the company and 

processes shall be analyzed carefully, so that the right people get the right amount of decision 

rights. 

 

The third leg of the stool is the reward of the employee’s performance. This leg also serves 

as the incentive tool to motivate employees to perform tasks. For exceeding a targeted level of 
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performance the employee gets a monetary or non-monetary reward. Monetary awards are 

usually bonuses, higher salary or retirement benefits. Non-monetary rewards would be job-titles 

or a nicer office. (Zimmermann, 2011) As with the other two legs, this leg has to be connected to 

the performance measurement and decision rights. An employee cannot be rewarded for a 

performance that cannot be measured and for which the employee does not have any decision 

rights. 

 

4.2 Performance Measurement System – design criteria and choices 

Numerous measures are used for motivating employees’ performance. Literature 

classifies these measures into three broad categories. Market measures, on the one hand, reflect 

changes in stock prices or shareholders return. A second category includes accounting based 

measures, defined either in residual terms, e.g. net income after taxes, operating profit, residual 

income or EVA, or ratio terms such as ROI or ROE. Last but not least the third group includes 

different combinations of measures. (Merchant, 2006)  

Regardless of this multitude of choices of measures that can be chosen of, the most 

important criteria for choosing a measure is that it shows the employee’s level of exerted effort. 

(Milgrom & Roberts, 1992) In order to be able to achieve this, an increased focus should be 

reflected towards the design choices of the performance evaluation systems. The number of 

properties to the analysis of performance management system design varies from scholar to 

scholar. Merchant (2006) mentions six aspects: congruency, controllability, timeliness, accuracy, 

understandability and cost effectiveness. Oppositely Hansen (2014) indicates only four criteria 

that one should focus on: distortion, risk, manipulation and measurement costs, which will be 

described in detail. These criteria can also be described as costs of imperfect performance 

measurement systems.  

 

Distortion relates to the company’s coordination problem, by which the allocation of the 

employee’s resources towards value creating tasks is meant. As the choice of the performance 

measure and target setting inform the employee (agent) of the significance of their tasks, the 

performance measurement is as such defining guidelines for the actions and decisions of the 

agent. (Hansen, 2014) If the performance measure sets the weights between the tasks 

incorrectly, the performance measurement system is not designed well. 
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The distortion problem can further be divided into four parts: partial value creation, 

multi-tasking, externalities and adaptation. Partial value creation happens when the 

performance measure directs attention towards tasks and activities that are not valuable for the 

firm. Multi-tasking relates to problems that might occur in case the performance measurement 

system does not include all the tasks that are part of the employee’s job. In this case the employee 

focuses only on the tasks and targets included in the performance measurement system and the 

ones with higher incentives, thereby neglecting other tasks. The externality problem highlights 

the effects that performance of one employee might have on the costs and benefits of another 

organizational entity (employee, team, department, division etc.). These externalities can be 

either positive, e.g. employees benefiting from sitting in the same room while they work, or 

negative, e.g. an employee is being especially disruptive and noisy at the workplace. The 

employee should be rewarded for creating positive and punished for creating negative 

externalities. Last but not least, adaption relates to problems, which occur when it is difficult to 

specify which tasks will be value creating in the long run. Tasks might lose their initial value over 

time, which would lead to the incompleteness of the measurement system. (Hansen, 2014) 

 

Risk is another criterion present in the discussions about performance measurements. It 

is referring to the risk that the agent might encounter in case the real effort performed in a task 

fails to be reflected in the performance measure. Among the typical factors that might create 

these types of risks are external factors, decisions made by others affecting the agent’s 

performance or random/biased performance measures. Since higher risk increases the agent’s 

risk premium, the principal will prefer to use low-risk performance measures because this will 

be less costly for the firm. 

 

Manipulation is a behavior where the agent exploits the asymmetric information 

relationship between agent and principal for his/her own gain. As such the agent will be able to 

hide actions and information from the principal, which he/she can exploit. Hidden actions and 

information are notions related to moral hazard and adverse selection problems. Moral hazard 

describes actions represented in terms of shirking, which serve the agent’s own interests instead 

of those of the company. Adverse selection in turn is the possibility of selecting and manipulating 

the information that the agent has to communicate with the principal, hereby the agent 

promoting his own interests instead of the interests of the company. 
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Finally the last criterion - measurement cost, is represented by the costs of implementing, 

carrying out and maintaining the performance evaluation system. (Hansen, 2014) These costs 

are represented not only by the system costs of the resources that are necessary in developing 

and maintaining a system but also the resources that are used by the agents that are subject to 

the measures. 

 

Hansen (2014) argues that listing the series of design choices helps to create awareness 

of the design alternatives when a performance measurement system is designed. The design 

choices can be separated into two steps: the choice of performance measure and the target 

setting. (Hansen, 2014) 

Although there is a multitude of propositions in regards to design choices Hansen 

differentiates between four types of choices, which specifically cover directions in which 

performance measures often develop. In Figure 2 these movements are depicted, showing the 

initial system of performance measurement choices on the left hand side. 

 

 

 

 

 

Figure 2: The four movements related to the choice of performance measure (Hansen, 2014) 

 

Movement from one dimension to multidimensionality reflects on whether the 

performance measurement system should include a single dimension or multiple dimensions in 

terms of the agent’s job performance. The shifting focus from individual to collective measures 

is related to the level of the aggregation of the performance measures, in terms of how many 

performing units, e.g. employees, contribute to the results of one measure. The choice of either 
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objective or subjective measure focus on highlighting on whether the measures are based on a 

subjective judgment or an objective judgment verifiable by a third party. Lastly, the movement 

from absolute to relative discusses if the dimensions used for measuring performance are 

absolute or if they are determined by the comparison of agents, teams or divisions. 

 

The other key design choice in regards to the performance measurement systems is the 

choice of the target setting. It represents a way of identifying a high or low level of performance. 

Similarly to the design choice of performance measures Hansen discusses four design choices 

related to target setting. The analysis focuses on the movements from an initial system towards 

a number of alternative design choices. (Hansen, 2014) 

 

 

 

 

 

Figure 3: The four types of movements related to target setting (Hansen, 2014) 

 

In the movement from objective to subjective target setting the main question is on 

whether the target will be corrected and adjusted in regards to unexpected events. The 

discussion of movement from absolute to relative target setting introduces the options of either 

setting an absolute target ex-ante and measuring the agent’s performance against that, or 

measuring agent’s performance ex-post by comparing it with the performance of others and 

assessing if it has reached well or poor levels of performance. The shift from performance 

standards to actual performance speaks for itself, as the focus lies on if the performance is based 

on a specific standard or on actual registered performance. The last type of movement related to 
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target setting discusses whether the targets set should be highly or less achievable and how 

these movements affect the overall employee motivation. 

 

4.3 Performance Evaluation 

After the right performance measures and incentives, as well as targets have been chosen, 

the company needs to evaluate the performance of the employee. This task might be quite 

difficult, as the employees might work together in groups, where the individual performance is 

not easy to distinguish. They might also free ride or accomplish results due to lucky 

circumstances. It might also be difficult to quantify employee’s contribution. The point is that it 

is not always possible to observe the whole performance of an employee. As mentioned earlier, 

literature distinguishes between two ways of evaluating performance, namely subjective and 

quantitative performance measurement. (Lazear & Gibbs, 2015) 

 

Subjective performance measurement is especially necessary in situations, where the 

employee is confronted with uncontrollable and unforeseeable events, such as for example a fire 

burning down the plant. Also tasks, which are not possible to put into numbers, have to be 

evaluated using personal judgment. Subjective evaluation is not always pleasant to give, as the 

manager might have to give negative feedback. Employees also perceive subjective evaluation 

negatively because they fear that the superior’s judgment is biased. (Lazear & Gibbs, 2015) 

However, a good performance measurement system has to give both positive and 

negative feedback, in order to be effective. Subjective evaluation is reducing manipulation, as the 

manager is able to correct the measured performance for suspicious behavior. Furthermore, it 

gives the performance measurement system more flexibility because the managers can adjust it 

for uncontrollable risk and thus also increase incentives for risk taking, since the employee will 

be rewarded for good results and not be punished for bad results due to uncontrollable events. 

Another positive side of subjective evaluation is that it improves communication between 

employees and managers by making them work together on a day-to-day basis. By monitoring 

the employee every day, the manager also gets more insight and understanding of the 

employee’s action and can adjust them if needed. (Lazear & Gibbs, 2015) 

 

On the contrary, objective performance measurement is based on observable, verifiable, 

quantitative data, which can easily be accessed through the accounting system. Compensation 
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schemes and bonus systems are often based on accounting numbers. In some cases the numbers 

are directly tied to the compensation, in other cases a formula is used. (Lazear & Gibbs, 2015) 

Therefore, accounting systems play a significant role. They function as a monitoring tool and are 

reducing agency costs and problems if they are not under the control of the employees, who are 

monitored. Furthermore, their validity is checked by independent auditors and executive 

boards. (Zimmermann, 2011) 

However, in literature this method is also called the quantitative performance evaluation, 

as the term objective is misleading. Just because performance is measured on quantitative data 

it does not mean that it is objective. Although quantitative data can be checked and verified by 

external parties, it can also be manipulated and does not always show the employee’s 

contribution to the value creation. In the section “Agency theory” manipulation problems will be 

further discussed. (Lazear & Gibbs, 2015) 

 

As the topic in this thesis is how IFRS 16 - Leases will affect bonus systems, the focus lies 

on financial performance measures. Other choices of performance measures can be grouped into 

stock return and non-financial performance measures, such as customer or employee 

satisfaction, or product quality. (Petersen & Plenborg, 2012) No matter which group of measures 

is chosen it should reflect the link between employee’s effort and value creation of the company. 

Financial measures can either be absolute or relative measures. Absolute measures 

include financial results such as “sales, gross profit, EBIT, EBITDA, NOPAT and net earnings” 

(Peterson & Plenborg, 2012, p. 300) These measures are based on numbers from accounting and 

are widely used for performance measurement. The reasons for this are that these results can 

be used for a huge amount of employees, from top-management to lower management, that they 

can be easily communicated and are widely understood, and that they are verified by internal 

and external controls. (Peterson & Plenborg, 2012, p. 309) The negative aspects of absolute 

performance measures are that they are single-period measures, which do not account for risk 

and which can be manipulated.  

Return on invested capital (ROIC), return on equity (ROE) and economic value added 

(EVA) represent relative performance measures. Other financial performance measures are free 

cash flow, cash flow return and cash flow return on investment. The advantage of these measures 

is that they show in a better way, how performance is affecting firm value. Furthermore, they are 

self-correcting, which means that a change in accounting practice tends to increase or decrease 

the numerator, as well as the denominator to the same extent. Consequently these effects level 
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each other out and the relative performance measures can stay unaffected. For example an 

increase in finance lease, due to capitalization of operational leases, increases EBIT, as well as 

invested capital. The increase in both might level each other out, depending “on the terms in the 

lease contract such as the duration of the contract, the lifetime of the leased asset and the implicit 

discount factor.” (Peterson & Plenborg, 2012, p. 311) 

 

In chapters 6 and 7 the above-mentioned measures are discussed in more detail and the 

effects of IFRS 16 - Leases on them is shown on the results of a case company. 

 

4.4 Rewarding performance 

Once performance has been evaluated, the employee needs to either get rewarded or 

punished for his actions. There are different ways to pay for performance and how rewards can 

be tied to performance. In the following five different schemes will be presented, namely a linear, 

a reward, a penalty, a lump sum and a typical bonus scheme. 

 

 

 

 

 

 

 

Graph 1: Linear pay-for-performance scheme 

 

The linear pay for performance scheme directly links reward to performance, as higher 

performance leads to higher rewards. In this scheme the employee receives a base salary, which 

is the point of intercept with the y-axis. Multiplying a commission rate with the performance 

measure gives the amount of bonus the employee gets. The incentives can be either increased or 

decreased depending on the slope. A steeper slope, i.e. higher commission rate, will increase 

incentives, as the employee will earn more by working harder. (Lazear & Gibbs, 2009)  

In this scheme there is no upper limit. Therefore, it needs to be investigated if such a 

scheme makes sense in a market, where employee’s performance is exorbitant due to favorable 

market conditions. Furthermore, it should be considered how the company should adjust the 
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way it pays for performance when the company is having negative earnings. One of the solutions 

would be to could be that the company offsets the negative bonus against future positive 

bonuses. This could be done by implementing a bonus bank, “where bonuses are allocated over 

a number of years”. (Peterson & Plenborg, 2012, p.308) 

 

 

 

 

 

 

 

Graph 2: Reward pay-for-performance scheme 

 

In a reward pay for performance scheme the employee earns a base salary until a certain 

point T, which serves as an insurance against uncontrollable risk or bad luck. If the employee’s 

output exceeds point T, the employee can increase his salary. Providing pay with an insurance, 

can make the employee less risk averse because he will not be punished in the case of an 

uncontrollable event or if he makes a mistake. Furthermore, the company can increase the 

incentive intensity after point T, if T is not set too high. The reward scheme is useful when some 

amount of risk taking is important and when high levels of performance result in higher firm 

value. (Lazear & Gibbs, 2009) 
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Graph 3: Penalty pay-for-performance scheme 

 

On the contrary a penalty scheme punishes the employee for exceeding a certain 

threshold (point T). This scheme, however, is not very common. It might be used in cases, where 

performance, which is exceeding point T, is either not adding any value or is destroying value. 

(Lazear & Gibbs, 2009) 

 

 

 

 

 

 

 

Graph 4: Lump-sum pay-for-performance scheme 

 

Reward can also be paid out in form of so-called lump sum (graph 4), which is 

characterized by a jump in reward, when a certain threshold T is reached. A common example 

for this type of reward would be promotion or a lump-sum bonus. A lump-sum bonus is paid out 

if an employee reaches a certain target, for example, by reaching a certain amount of revenue or 

EBITDA. A reward scheme like this might be useful if performance should be within a certain 

band, in order to create value for the company. (Lazear & Gibbs, 2009) 
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Graph 5: Typical bonus scheme 

 

The typical bonus plan looks like graph 5. In this scheme a lower and an upper 

performance threshold are set. Under the lower threshold, the employee is only earning the base 

salary. When the lower performance target is reached, the bonus jumps like in the lump-sum 

scheme. Between this point and the upper performance threshold the employee has the so-called 

“incentive zone”, where reward increases with performance. After the upper performance target 

point is reached, the employee does not earn any bonus. It serves as a cap and makes sure that 

employees do not push for higher performance than it is valuable. Consultants call this bonus 

scheme the “80/20 plan” because the lower target is usually set at 80% and the upper threshold 

is set at 120% of the target performance. (Murphy & Jensen, 2011) 

 

4.5 Principal-Agent Problems 

Designing, creating and implementing a well functioning performance measurement and 

compensation system is a complex and difficult task. The reason behind it is that an employee’s 

behavior is not always easy to predict, observe and control. In addition, people act in self-

interest. As employees often do not have any ownership in the company and “do not bear all 

costs and benefits of their actions” (Roberts, 2004, p.1), they do not have any interest and 

motivation to act in a way that is value creating, unless the performance measurement system 

gives them the right incentives to do so. The conflict of interests between an employee and the 

organization is causing the so-called Principal-Agent problems. 

The Principal-Agent problem arises when the interests of the agent and principal 

differ, while the agent is working on behalf of the principal. Theory defines the principal as 

either the company’s owner, a manager or any other superior. The agent is the employee, who is 

performing tasks for the principal. The agent usually acts in self-interest, which is not always 
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aligned with the interest of the principal. Furthermore, employees are generally risk-averse and 

need to be compensated for taking risk. (Lazear & Gibbs, 2015) Therefore the principal needs to 

use incentives like wages and promotions to motivate the agent to work in his interest. 

Incentives and pay for performance can be monetary, like cash-payment, or non-monetary, like 

bigger office space, titles or interesting job assignments. (Lazear & Gibbs, 2015) In order to 

create incentives the principle has to be informed about the agent’s task, performance and 

interests. However, this might not be possible, since performance might be difficult to measure 

accurately or the agent might hide information. When perfect information does not exist, 

Holmström (1979) suggests taking any measure into the performance measurement system, 

which is informing about the agent’s performance. 

 

When a conflict of interest arises and the agent’s performance measurement and pay is 

based on pre-set targets, he will tend to manipulate those measures in order to achieve the 

highest outcome. (Jensen, 2003) The reason for that, as Roberts (2004) states, is that agents do 

not bear all costs and benefits of their efforts and that their behavior is not fully observable. Thus, 

it is impossible to create a contract, which captures and foresees all actions of an agent and 

includes all reward and punishment systems. (Roberts, 2004) Roberts (2004) gives four 

examples of agency problems: 

1) free riding, when tasks are performed in a group 

2) actions cannot be fully observed and verified by a third party and thus cannot be used 

to enforce actions and motivate 

3) failure to specify ex-ante what should be done in different circumstances 

4) taken actions are based on information, which is only available to the agent 

 

These are just a few examples on how the Principal-Agent problem can destroy firm value. 

Jensen (2003) defines two points in time, when the agent can manipulate the system:  

1) when targets are formulated, and 

2) in the realization process of targets 

 

If compensation is tied to a specific target, an employee will try to lower the target as much 

as possible when they are formulated, in order to get highly achievable targets. This 

manipulative action is called “adverse selection”. (Jensen, 2003) Employees usually have more 

information than the top-management, who is setting the targets, and can manipulate, i.e. hide, 
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change or destroy the information that top-management receives. (Jensen, 2003) For example, 

in case of a service company, sellers, who are compensated on the base of how many contracts 

they can sell, might state that it takes much longer time to get customers sign a contract than it 

actually does, in order to lower the amount of contracts they have to sell. If their superiors do 

not have any experience or information how much time the task occupies and trust their 

employees, they will set the target lower. 

The other case, when employees can manipulate the compensation system, is during the 

realization of targets. For example, if an employee realizes at the end of the year that he will miss 

the target, he might shift revenues from this year to the next one by writing off large amounts of 

assets or moving expenses from next year to this year in order to achieve the target more easily 

next year. This is most likely to happen if the pay for performance scheme is based on lump-sum 

or the typical bonus scheme (see graphs 4 and 5), where missing the target by a bit or by a lot 

does not make any difference as missing the target is not penalized in any way. 

 Employees might also threaten customers that prices will rise at the beginning of next year 

or give them discounts in order to make them place more orders and thus reach his target. In 

literature manipulation at this stage is called moral hazard. 

 

In his article “Paying People to lie”, Jensen (2003) states that most reward system cause 

people to lie about their performance because many performance measurement systems are 

designed in a way, which rewards employees if they lie. These systems of course create wrong 

incentives and should be abolished. Instead of bounding compensation to specific targets, 

companies should implement systems, which are increasing employee’s intrinsic motivation and 

thus productivity. (Osterloh & Frey, 2002)  

 

On the other hand, Zimmermann (2011) argues that the solution for agency problems lies in 

the decision process by clearly separating decision management and decision control. Decision 

management includes steps of a decision process, where a manager initiates or implements for 

example an idea or a target. Decision control refers to ratification and monitoring of decisions 

initiated and implemented in the decision management stages, as shown in Figure 2. The idea is 

to give employees of different hierarchical levels the right to either perform decision 

management or decision control. Top-management should control the decision process by 

ratifying and monitoring decisions, whereas lower management should manage, initiate and 

implement decisions. 
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Figure 2: Steps of decision-making process (Zimmermann, 2011, p. 151) 
 
 

In the initiation or brainstorming phase a manager suggests an idea to the top-level 

managers, for example the idea to lease a new asset. Top-management is reviewing and 

approving this request in the ratification phase. After that the manger is implementing his idea 

by leasing and setting up the asset. As a last step top-management is monitoring the performance 

of the manager and leased asset. This example shows a clear separation of the different steps, 

which the manager and top-management are taking. 

 

This model can also be used to visualize, where adverse selection and moral hazard might 

occur, in case that rewards are linked to targets. In the initiation phase the employee can use 

adverse selection in order to manipulate the setting of the targets. He might give wrong 

information to the superior, who is approving the targets in the ratification phase. In the 

implementation phase the employee can manipulate actual performance by for example shifting 

revenue from period to the other, as described above. In this stage moral hazard can be a 

problem if managers are opportunistic. 

 

With the implementation of the new IFRS 16 certain changes in performance measures and 

hence reward/bonus systems are expected. In the following three chapters the effects of the 

implementation are going to be analyzed and discussed on a case study. 
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5. Case Study – REWE Group 
 

5.1 Introduction 
 

In order to show how IFRS 16 – Leases is going to affect lessee companies, which hold a 

significant amount of operational leases, REWE Group was chosen as a case example for a lessee. 

REWE Group is an international trade, retail and tourism company, which is headquartered in 

Cologne, Germany. REWE operates on both the national and international level. In Germany 

REWE represents one of the biggest supermarket chains. Internationally it operates stores in 

Austria, Bulgaria, Croatia, Romania, Russia, Slovakia, the Czech Republic and Ukraine. The 

business segments represent full-range stores, discount stores, travel and tourism, as well as 

specialist do-it-yourself stores. The full-range store segment consists of supermarkets, 

consumer stores, the wholesale business and a national online business in Germany. The tourism 

segment includes travel agencies, organization of travels and operation of hotels. (“REWE Group 

Annual Report”, 2014) 

The published annual reports involve the results of the two parent companies, namely 

REWE Zentralfinanz eG, Cologne, and REWE- Zentral- Aktiengesellschaft, Cologne. The combined 

annual reports also include the results of 336 subsidiaries (2014) and show revenue of 42,5 

million Euros in 2014. (“REWE Group Annual Report”, 2014) 

 

The reason for taking REWE group as a case study on how IFRS 16 can affect accounting 

results and practices is the fact that the retail and trade industry is going to be affected the most 

by the implementation of the new standard. The reason for this is that companies in this industry 

lease huge amounts of assets, such as warehouses and stores, which are mainly presented as 

operating leases. According to a study conducted by PwC in the Netherlands, retail and trade are 

going to have the highest increase of net interest bearing debt and EBITDA, as shown in table 1 

and Appendix A.  
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Table 1: “The future of leasing” – Benchmark Study by PwC (Appendix A) 

 

Also, the IASB has published figures in its “Effects Analysis” of IFRS 16, which clearly 

show that the retail industry will have a tremendous increase of long-term liabilities if all leases 

are put on the balance sheet. (see table 2 and Appendix B) 

 

Table 2: Effect of IFRS 16 Leases (IASB (c), 2016, p 47/58) 

 

Although the airline industry is listed on top of table 2, the author of the thesis decided 

to use a retail company for showing the effects of IFRS 16. The reason is that retail companies 

consist of a various amount of (smaller) departments and stores, whose managers are measured 

on results and ratios, which are very likely to be affected by IFRS 16 - Leases. Thus, the analysis 

can be conducted on a bigger variety of results and ratios. Additionally, the study made by PwC 

(table 1) shows that retail and trade companies are going to face the biggest changes. Another 

reason for taking REWE Group as a case company is that it is following IFRS and thus will apply 

IFRS 16 - Leases from the beginning of 2019. 

 

In the following a short overview of REWE group’s accounting numbers is given. 

Thereafter, the operational leases are transformed into financial leases in order to show the 
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effect that IFRS 16 is going to have on REWE as a lessee. Lastly, the effects of the implementation 

are shown and discussed. 

 

5.2 REWE Group – Original Financial Statements 

The annual reports of REWE group were taken from their official website. As mentioned 

earlier they involve the results of the two parent companies, REWE Zentralfinanz eG, Cologne, 

and REWE- Zentral- Aktiengesellschaft, Cologne. The results, which are used in the analysis, are 

from the years 2012 to 2014, as the annual report for the financial year 2015 has not been 

published yet (per date April 15, 2016). 

The original and analytical income statements and balance sheets can be found in 

Appendix C.1 and C.2. In 2012, 2013 and 2014 REWE had a revenue of 41.060, 41.289 and 42.545 

million Euros, respectively. EBIT amounted to 404, 518 and 515 million Euros for the respective 

years, whereas net income was 100, 200 and 315 million Euros in the years 2012, 2013 and 

2014. The total assets, as well as total equity and liabilities add up to 15.789, 15.793 and 16.028 

Mio. Euros. (see Appendix C) 

 

5.3 Analytical Income Statement 

In order to be able to calculate financial ratios, the results from operating and financing 

activities need to be separated. The distinction between these two groups of activities is 

important as it shows the sources of value creation, which come from operations, as well as how 

these activities are financed. Thus, in order to create an analytical income statement and balance 

sheet, every item in the original income statement and balance sheet needs to be classified as 

either operating or financing activity. 

 

One of the key performance measures is operating earnings, before tax (EBIT) or after 

tax (NOPAT), as they represent profit from the company’s core business. (Petersen & Plenborg, 

2012) NOPAT is a figure which is not disclosed in the regular income statement and needs to be 

calculated in the analytical income statement. It is calculated by deducting tax on EBIT and 

adding back the tax shield. (see Appendix C.3) The tax shield is added back, as net financial 

expenses are tax deductible and thus offer a tax advantage. The tax shield results from 

multiplying the net financial expenses with the tax rate. NOPAT is an important figure, since it is 

used for calculating different ratios, which will be explained in detail later. 
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Another element of the analytical income statement is special items, which “include 

activities that are indirectly part of a firms’ core business.” (Petersen & Plenborg, 2012, p. 75) 

“Results from Companies accounted for using the equity method” and “Results from 

discontinued operations” (Appendix C.3) are considered as special items in REWE Group’s 

income statement. The reason is that according to the notes of the annual report, “Results from 

Companies accounted for using the equity method” are results from joint ventures and 

associates, which are not part of the core business. “Results from discontinued operations” come 

from businesses, operations and assets, which will no longer be operated or sold in the future. 

Consequently, they comprise parts of special items. 

 

After the analytical income statement was created, the balance sheet needs to be split up 

into operating and financing activities in order to get an analytical balance sheet. It should be 

noted that all items, which were marked “as operating or financing in the income statement, 

must be marked the same way in the balance sheet.” (Petersen & Plenborg, 2012, p. 73) As most 

of the items in REWE Group’s balance sheet belong to the operational activities, only the financial 

items will be discussed. “Other financial assets”, non-current and current, obviously belong to 

the financing activities of REWE. “Cash and cash equivalents” belong to financial activities, as this 

item is defined in the notes of the annual report as follows: 

“Cash includes cash, cheques and bank balances. Cash equivalents are short-term, highly 

liquid financial investments that can be converted into certain cash amounts at all times or 

within a maximum period of three months…” (“REWE Group Annual Report”, 2014, p. 64) 

 

“Non-current and Current assets held for sale and disposal groups”, as well as “Non-

current and Current liabilities held for sale and disposal groups”, belong to financing activities 

because the sale of these assets will reduce the interest-bearing debt and borrowing and hence 

is a way of financing. (Petersen & Plenborg, 2012, p. 90) 

 

“Non-controlling interests” belong to financial activities, as they “comprise third-party 

interests in the equity of consolidated subsidiaries.” (“REWE Group Annual Report”, 2014, p. 

103) 

“Employee benefits”, non-current and current, contain “defined contribution and defined 

benefit pension plans.” (“REWE Group Annual Report”, 2014, p. 65) They are part of financing 

activities, since they are interest bearing, i.e. discounted to present value “using the interest rate 
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for the most highly rated corporate bonds denominated in the currency in which the benefits 

will also be paid, and whose terms correspond to those of the pension obligation.” (“REWE Group 

Annual Report”, 2014, p. 65) 

 

“Other financial liabilities”, non-current and current, as the name implies, also belong to 

financing activities of REWE group and are assigned to one of the following groups (IAS 39): 

“financial liabilities held for trading, financial liabilities at fair value through profit or loss or 

other financial liabilities”. (“REWE Group Annual Report”, 2014, p. 67) 

 

In Appendix C both the published and analytical income statements and balance sheets 

are shown. 

 

5.4 Operational Leases 

In the notes of the annual reports REWE Group stated information about leases. If a lease 

agreement transfers all risks and rewards to the lessee, then the lease items of the contract are 

recognized as finance leases in REWE’s accounting. The asset is put under the balance line item 

“Property, Plant and Equipment”, whereas the payment obligations are presented within “Other 

financial liabilities”. “The basis of finance leases is recognised at fair value or at the lower present 

value of the minimum lease payments as at the acquisition date.” (“REWE Group Annual Report”, 

2014, p. 68) 

All contracts, which do not transfer all risks and rewards to the lessee, are recognized on 

a straight-line basis as operating leases under “Other operating expenses” in the Income 

Statement. (see table 3 and Appendix C.5) 

 

Table 3: Other Operating Expenses REWE Group 

 

Operating leases do not show up on the balance sheet and are only visible in the notes 

about “Other Operating Expenses” in the annual report. In that note all items of Other Operating 

Expenses are listed. However, there is no detailed information about the size and duration of the 

contracts, thus it is not evident how big the future liabilities of REWE Group are. 
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Operating leases amount to about 25% of all Other Operating Expenses. Thereby, they 

form the biggest group of Other Operating Expenses. (Appendix C.5) In order to make future 

liabilities and risk, which are hidden under operating leases, more visible, analysts have been 

using different methods to transform operating leases into financial leases until now. One of the 

methods used is the adjustment methodology by Moody’s, which is described in the following 

section. 

 

5.4.1 Adjustment of Operational Leases 

Moody’s financial statement adjustments have the goal to improve the comparability 

between companies. Due to the fact that every country has different accounting rules and 

that companies do not always apply the rules in the same way, since most accounting rules 

leave some space for interpretation, comparability becomes very difficult. Furthermore, 

these adjustments are also done to improve the assessment of credit risk and the calculation 

credit-relevant ratios. By standardizing the adjustments, Moody’s attempt to increase the 

transparency of companies. (Wingo & Dillow, 2015) 

IAS 17 distinguishes between operating and financing leases, each of them having 

different accounting rules. As already mentioned operating leases are kept off-balance and 

only the rent expense is reported in the income statement. According to Moody’s operational 

lease is also part of a company’s debt and represents a huge part of a company’s liabilities. 

(Wingo & Dillow, 2015) The capitalization of operating leases, i.e. putting the leases on 

balance, improves, on the one hand, the transparency of the financial health of a company, 

and on the other hand, the comparability between companies. After IFRS 16 steps into force, 

the recommended adjustments by Moody’s will no longer be necessary. However, since 

additional information about the length and size of operational leases expenses, especially 

about low value and short-term leases, of REWE Group is lacking, the full application of IFRS 

16 was not possible. Thus, the capitalization of leases followed Moody’s adjustment steps, 

which show the best possible and closest picture of REWE Group after the implementation 

of IFRS 16 with the currently available information. 

 

In the first adjustment step the rent expense of the operational lease needed to be 

extracted from total operational expenses. (Appendix C.5) Then, the operational lease was 

transformed into financial lease. This was done by multiplying the operational lease expense 
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with an industry specific multiple. (see “increase in asset/liability” in table 4) Moody’s published 

a table with industry sector multiples, which “were determined by reference to the present value 

of minimum lease commitments / annual rent expense for each rated issuer with leases in a 

sector.” (Wingo & Dillow, 2015, p.10) The sector multiple for retail companies is 5. (Wingo & 

Dillow, 2015) Hence, the capitalized lease expense of REWE Group amounts to five times the 

operational lease expense. This number was then taken to adjust the asset and equity sides of 

the balance sheet. (see Appendix C.5 and C.7) 

 

Table 4: Adjustment of Operational Leases, REWE Group 

 

Further, the income statement needed adjustments. The operational lease expense was 

reclassified to depreciation and interest expense. The interest expense was calculated by 

multiplying the capitalized leasing with the interest rate. The interest rate was computed by 

taking the information about the interest rate structure of fixed-interest liabilities to banks from 

the annual report (“REWE Group Annual Report”, 2014, p. 119) and calculating the weighted 

interest rate. (Appendix C.5) Another way of calculating the interest rate was done as well, 

namely to calculate the interest coverage ratio and then using the “Ratings, Interest Coverage 

Ratios and Default Spread for smaller non-financial service companies with market cap < $ 5 

billion” table by Aswath Damodaran (2016). The results are shown in Appendix C.5. Due to the 

fact that the 30-year government bond rate in Germany is very low at the moment (“Germany 

Bank Lending Rate”, 2016), the interest rate calculated with this method would be 1,82%. 

(Appendix C.5) However, it is unrealistic that REWE would get an interest, which is that low since 

the average lending rate for the analyzed years was around 3%. Therefore, this rate will not be 

used for further calculations. Instead the weighted average rate of 4,32% will be used, as it 

represents a more realistic number. 
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The depreciation represents the difference between the capitalized lease and the interest 

rate (table 4) and was added to the income statement under the line “Depreciation, amortisation 

and impairments”.  

It should be noted that all adjustments, which were done and are shown in the following 

sections, are a not an exact estimate of how IFRS 16 will affect REWE Group. This is because the 

adjustment done by applying Moody’s model is not an exact adjustment of operational lease, as 

the industry sector multiple is an average number for the whole industry and might not be 

exactly accurate for the case company. Furthermore, there is no disclosed information about the 

size and termination of the separate lease contracts. Therefore, the adjustment cannot take into 

account leases, which are excluded from IFRS 16, such as assets of low value and contracts with 

a length of less than 12 months. 

However, the completed adjustments show the possible outcomes and movements of 

certain items and results in the financial statement, after the capitalization of operational leases 

in a company like REWE Group, as well as the effect on ratios and KPIs.  

 

5.5 Results after the capitalization of leases 

In the following the results of the adjustments to the income statement and balance sheet are 

shown in tables 5, 6 and 7. The capitalization of operational leases changed the results in the 

original and analytical income statement in the following ways (table 5): 

 Other operating expenses dropped by 25% in all of the years. 

 EBITDA had the second biggest increase after depreciation, amortization and 

impairments, with over 120% in the 3 analyzed years. 

 Depreciation, amortization and impairments are the item with the highest increase 

after the capitalization of operational leases. They increased by 182% in 2014, 

198% in 2013, and 191% in 2012. 

 EBIT increased by 14% in 2014 and 2013, whereas it increased by 18% in 2012. 

 NOPAT also increased by 23%, 21% and 37% in the respective years. 

 Interest and similar expenses had big increases, namely by 66 – 105%. 

 Net income for the year, as expected, did not change. This is due to the fact that the 

amount of the decrease of other operational expenses is split up into and added 

to depreciation and interest expenses. In other words, depreciation and interest 
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expenses together rise by the amount of the capitalized operating leases and thus 

create a zero-sum game. 

 

Table 5: Results of REWE Group’s income statement before and after capitalization of 

leases 

 

The original and analytical balance sheets were also affected by the transformation of 

operational to financial leases, as shown in tables 6 and 7. Here is a summary of the changes: 

 

 The capitalization of leases means transforming all operational leases to finance 

leases and putting them on the balance sheet. Consequently, the assets and 

liabilities are going to increase. This can also be seen in the case example. 

Property, plant and equipment had an increase of over 100% (2014: 112%, 

2013:113%, 2012:122%). Other financial liabilities had a tremendous increase 

with 725%, 1154% and 1326% in the respective years. This is due to the fact that 

other financial liabilities were quite small earlier. In sum, total assets and total 

equity and liabilities rose by a bit over 50% in all years. 

 The analytical balance sheet has also changed. The line items property, plant and 

equipment, as well as other financial liabilities changed to the same amount as 

previously described in the original balance sheet. As a consequence, net 

operating non-current assets, as well as total operating assets increased as shown 

in table 7. Total financial liabilities had a huge jump, by over 300% in change in 

the respective years. 
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Table 6: Original balance sheet of REWE Group bsefore and after capitalization of 

operational leases 

 

 

Table 7: Analytical balance sheet of REWE Group bsefore and after capitalization of 

operational leases 

 

The cash flow statement was also published in the annual report and can be found in 

Appendix C.10. Cash flows show the cash that is transferred into and out a company and are 

divided into 3 categories: cash flows from operating, investing and financing activities. IFRS 16 - 

Leases will not only have an effect on the income statement and balance sheet, but also on the 

cash flow statement, as announced in the official publication of the standard. Also, according to 

other publications of the IFRS Foundation certain changes in the result of cash flows have to be 

expected. This is due to the fact that operational leases will no longer be part of operational 

expenses, as it used to be under IAS 17. Most of the operational lease expenses will be capitalized 

and put on-balance, except for items of low value and termination of less than 12 months. 

Therefore, the operational cash flow will increase by the amount of operational leases expenses, 

which will be subtracted from the income statement and put into the asset base.  
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On the contrary, the financial cash flow will decrease, since the cash payments for the 

principal, as well as interest portion of the lease liability shall be put into the financing activities. 

As expenses for both items will increase due to the regulation of IFRS 16, financial cash flow will 

decrease. 

 

The adjustments were also done for REWE Group’s cash flow statement. The whole, 

detailed cash flow statement with all adjustments is shown in Appendix C.11. The second line 

item in the cash flow statement called “financial result” increased due to the increase in interest, 

as already mentioned in the section about the income statement. In addition, the depreciation 

expense grew, since it was also taken from the income statement and changed by the increase in 

depreciation after the capitalization of leases. Both of these items had to be added back to the 

“Results from continuing operations” in order to get the cash flow from operations. As a result 

the cash flow from operating activities increased by: 1.662 Mio. Euros in 2014; 1.625 Mio. Euros 

in 2013; and 1.651 Mio. Euros in 2012. 

In the cash flow from financial activities, a new line item was added for the interest 

expense, since no information was stated in the notes of the annual report, where this kind of 

expense should be included. Furthermore, the amount of the principal portion of the liability was 

added to “Cash payments of finance lease liabilities”. The cash flow from financial activities 

decreased by 1.662, 1.625 and 1.651 Mio. Euros in the analyzed years. 

These results confirm what the publications of the IFRS Foundation claimed, namely that 

operational cash outflows will decrease and that financial cash outflows will increase. (IASB (a), 

2016) The results also show that the total result of cash flows will not change, as the decrease in 

operational cash outflows is equal to the increase in financial outflows. In a nutshell, after 

implementation of IFRS 16 - Leases the final results of the cash flow from operations will 

increase and the result of the cash flow from financing activities will decrease, while the result 

of the total cash flow will remain unchanged. 

 

 

 

All results from the case study analysis confirm the hypothesis stated in chapter 3, 

namely that: 

 operating expenses decline because operational lease expenses are capitalized 

and split up into depreciation and interest expenses, thus increasing EBITDA 
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 depreciation and amortization expenses rise, making EBIT and NOPAT not rise to 

same extent as EBITDA 

 interest expenses rise 

 net income for the year staying unchanged 

 the balance sheet grow due to the increase in lease assets and lease liabilities 

 results from cash flow from operating activities is increasing by the operational 

lease expense, whereas cash flow from financing activities is declining 

 

In the next chapter financial performance measures are taken under a closer look. The 

changes after the capitalization of leases on the most commonly used financial performance 

measures are described. Thereafter, an analysis of the effects on management bonus systems 

follows. 
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6. Measures commonly used in bonus systems 

 

In the previous chapter the implementation of IFRS 16 - Leases was shown on the case 

example REWE Group. The results showed that many numbers in the income statement, balance 

sheet and cash flow statement are changing, when operational leases are put on-balance. Bonus 

systems can be based on different measures, as already discussed in chapter 4. In this chapter, 

financial measures, which are most commonly used in bonus systems and which will be affected 

by IFRS 16, will be analyzed. In the following chapter effects and issues on bonus systems will be 

discussed. 

 

Petersen & Plenborg (2007) conducted a study on financial and non-financial measures in 

Danish listed companies. According to this study the most commonly used financial measures 

are EBIT, turnover, contribution margin, NOPAT, Cash flows, net income, EBITDA, ROE and ROIC. 

(Peterson & Plenborg, 2007) As described in chapter 4, these measures represent objective or 

quantitative measures. Relating to Hansen’s (2014) performance measures it can generally be 

said that these measures can capture multiple dimensions of an employee’s job, are collective, 

since many employees contribute to these measures, are objective and absolute, since they are 

not determined by the comparison of other employees, teams etc. They are all drawn from 

accounting systems. 

 With the implementation of IFRS 16 - Leases some of these measures will be affected in 

lessee companies because many companies have recognized most of their leasing contracts as 

operational leases until now. According to Koller et al. (2010) most off-balance sheet items, such 

as operational leases, bias performance measures and ratios. Therefore, measures calculated 

without taking off-balance sheet numbers into account can be biased either upwards or 

downwards. (Koller et al., 2010, p. 560) Table 8 shows an overview of the affected financial 

ratios, which will be discussed in detail. 
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upward change downward change 

EBITDA Cash flow from financing activities 

EBIT ROIC 

NOPAT EVA 

Cash flow from operating activities  

Table 8: Changes in financial measures after the implementation of IFRS 16 

 

EBITDA  

Earnings before interest, tax, depreciation and amortization represent the net income 

before interest, tax, depreciation and amortization and are a useful performance measure, as the 

result leaves out effects of financing and accounting decisions. The formula is as follows: 

 

𝐸𝐵𝐼𝑇𝐷𝐴 = 𝑁𝑒𝑡 𝑟𝑒𝑣𝑒𝑛𝑢𝑒 − 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑒𝑥𝑝𝑒𝑛𝑠𝑒𝑠 𝑒𝑥𝑐𝑙. 𝑑𝑒𝑝𝑟𝑖𝑐𝑖𝑎𝑡𝑖𝑜𝑛 𝑎𝑛𝑑 𝑎𝑚𝑜𝑟𝑡𝑖𝑧𝑎𝑡𝑖𝑜𝑛 

 

The results of REWE Group show that after the capitalization of operational leases, 

EBITDA was the result which was affected the most. In table 5 the percentage figures of change 

were shown. If operational leases are put on-balance, EBITDA of REWE Group rises with over 

120% in the analyzed years. 

Also, various publications of the IFRS foundation and the Big Four, as well as the 

conducted interviews support this finding. According to their expectations EBITDA is going to 

rise to the highest amount compared to other figures in the income statement. This will have 

major impact on bonus targets, which are aligned to the result of EBITDA in any way. Therefore, 

companies have to start making adjustments in their bonus plans and inform their employees in 

time, which will be discussed in detail in chapter 7. 

 

EBIT  

Earnings before interest and tax, or Operating Profit/Earnings, are a profitability 

measure, as they measure the profit that a company is generating from its operational activities, 

irrespective of how the company has financed the activities. The measure is calculated follows: 

 

𝐸𝐵𝐼𝑇 = 𝑁𝑒𝑡 𝑟𝑒𝑣𝑒𝑛𝑢𝑒 − 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑒𝑥𝑝𝑒𝑛𝑠𝑒𝑠 𝑖𝑛𝑐𝑙. 𝑑𝑒𝑝𝑟𝑖𝑐𝑖𝑎𝑡𝑖𝑜𝑛 𝑎𝑛𝑑 𝑎𝑚𝑜𝑟𝑡𝑖𝑧𝑎𝑡𝑖𝑜𝑛 
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After the capitalization of leases in the case company, EBIT rose to quite a high extent, 

although not as high as EBITDA. As shown in table 5, the change was between 14 and 18% in the 

respective years. This is due to the fact that the operating expenses for lease rental fell to a higher 

degree than the increase in the depreciation and amortization expense. 

 

NOPAT 

Net operating profit after tax represents profit results, where interest and non-operating 

and non-recurring gains and losses are excluded. Hence, NOPAT portrays the operating 

efficiency of a company by excluding its existing debt, which is the advantage of this measure. It 

is calculated as follows: 

 

𝑁𝑂𝑃𝐴𝑇 = 𝐸𝐵𝐼𝑇 − 𝑇𝑎𝑥𝑒𝑠 𝑜𝑛 𝐸𝐵𝐼𝑇 

 

In the previous section the change in NOPAT was illustrated in table 5. The upward 

change of 23%, 21% and 37% in the respective years will have a huge impact on bonus targets, 

which are based on NOPAT. 

 

Cash flow from operating activities  

Cash flow from operating activities shows how much cash the company generates from 

operating activities and hence how it is financing short-term capital. It is calculated by deducting 

or adding “adjustments for items with no cash flow effects (depreciation, provision, etc.), change 

in net working capital (inventories, receivables and operating liabilities), and corporate tax from 

EBIT” (Petersen & Plenborg, 2012, p. 51) 

 

EBIT 
+/ - adjustment for items with no cash flow effects 
+/- change in net working capital 
+/- corporate tax 

Cash flow from operating activities 
 

The results of the case study showed that cash flow from operating activities is going to 

increase, since operational expenses are going to fall after the capitalization of operational 

leases. 
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Cash flow from financing activities 

Cash flow from financing activities is a measure which shows how much cash the 

company has raised from or paid back to its investors (i.e. owners or lenders). Negative numbers 

show the cash outflow (e.g. the company paying back its debt or paying out dividends), whereas 

positive numbers show cash inflow (e.g. taking up new loans). 

The results from the case study show that cash flow from financing activities will fall, due 

to the rise in interest and financial lease expenses, meaning that REWE Group will have a higher 

cash outflow from financing activities. However, the net cash flow will not be affected since the 

outflow of cash was only reallocated, as discussed in the previous chapter. 

 

ROIC  

Return on invested capital is also a relative performance and profitability measure for 

operations, which shows the “return on capital invested in a firm’s net operating assets as a 

percentage.” (Petersen & Plenborg, 2012, p. 94) ROIC can be calculated either before or after tax: 

 

𝑅𝑂𝐼𝐶 𝑏𝑒𝑓𝑜𝑟𝑒 𝑡𝑎𝑥 =  
𝐸𝐵𝐼𝑇

𝐼𝑛𝑣𝑒𝑠𝑡𝑒𝑑 𝐶𝑎𝑝𝑖𝑡𝑎𝑙
 

 

𝑅𝑂𝐼𝐶 𝑎𝑓𝑡𝑒𝑟 𝑡𝑎𝑥 =  
𝑁𝑂𝑃𝐴𝑇

𝐼𝑛𝑣𝑒𝑠𝑡𝑒𝑑 𝐶𝑎𝑝𝑖𝑡𝑎𝑙
 

 

REWE’s return on invested capital before and after tax is shown in table 9. EBIT and 

NOPAT were computed as described above and in the previous chapter. Invested capital was 

calculated by summing net interest-bearing debt and total equity or by deducting total 

operational liabilities from total operating assets (see Appendix C.14). All results were also 

calculated for the scenario, after operational leases had been capitalized. Furthermore, the 

percentage of changes for the three analyzed years was computed. The capitalization of leases 

resulted in a decrease in ROIC before tax by over 50% (see table 9) and a decrease in ROIC after 

tax between 45 and 48% in the analyzed years. The decrease happened due to the fact that 

invested capital, which is the denominator, increased to a higher extent than EBIT and NOPAT 

(see Appendix C.12). Thus, the result of ROIC is lower than in the original state. In the case of 

REWE Group ROIC is not self-correcting as Pletersen & Plenborg (2012) predict, since invested 

capital increased to a higher extent than EBIT and NOPAT. However, Koller et al. (2010) support 

the finding of the case study. They argue that ROIC before the capitalization of leases is biased 
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upwards, “because the reduction in operating profit by rental expense is typically smaller than 

the reduction in invested capital caused by omitting assets.” (Koller et al., 2010, p. 561) 

Consequently, after the capitalization of leases, operating profit will increase to a smaller extent 

than invested capital, thus leading to an unbiased, smaller ROIC. Hence, REWE Group shows an 

expected downward movement of ROIC. It should be noted, that the extent to which ROIC might 

fall, depends on the capital structure and the size of operational leases, which are going to be 

capitalized. Therefore, the percentages of change, which is given here, are only applicable to 

companies with the same capital and leasing structure as REWE Group.  

That could, however, be different if the decrease in operational expenses and the increase 

in invested capital would be more correlated, thus leading to a smaller difference in ROIC. 

Another example would be if a lower industry sector multiple was used for transforming 

operational lease into financial leases or if the company had less operating leases in the income 

statement. In these cases, net interest bearing debt and total operating liabilities would not rise 

as much as in the case study. Hence, invested capital would be lower and ROIC might be higher. 

The increase in EBIT and NOPAT depends on the distribution of capital leases to depreciation 

and interest expenses, which in turn depends on the size of operating leases and the interest 

rate. 

As mentioned earlier, the adjustments made in the financial statements of REWE Group 

are estimates. In order to calculate an exact outcome, more information than the one available 

in the annual report is needed. 

 

 

Table 9: REWE’s ROIC before and after capitalization of operational leases 

 

EVA  

Economic value added is an estimate and synonym for “super profit, economic rents, 

above normal profit and economic profits” (Petersen & Plenborg, 2012, p. 96) of a firm and also 

represents a relative measure. This value is created when ROIC exceeds required rate of return 

(WACC). Therefore, EVA is a popular measure as it takes the cost of debt and cost of equity into 

account. (Petersen & Plenborg, 2012, p. 312) EVA is calculated with the following formula: 
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𝐸𝑉𝐴 = (𝑅𝑂𝐼𝐶 − 𝑊𝐴𝐶𝐶) ∗  𝐼𝑛𝑣𝑒𝑠𝑡𝑒𝑑 𝑐𝑎𝑝𝑖𝑡𝑎𝑙 

 

The results of EVA for the case company are demonstrated in table 10, before and after 

the capitalization of leases for the year 2014. The formulas and ways of how ROIC and invested 

capital were computed, have already been described before. The interesting part was to calculate 

WACC for REWE Group, since it is a privately held firm. Therefore, it was not possible to 

determine the market value of equity. Instead, the book value of equity was taken, since it is the 

best substitute. The levered beta was calculated by taking the unlevered beta of 0,76 for the retail 

sector (grocery and food) by Damodaran (2016) and multiplying it by 1 plus the financial 

leverage (=1 + NIBD/E). Further, the interest rate on net interest-bearing debt was calculated by 

taking a weighted average result of the published interest rates, as described earlier in chapter 

5. The Shareholders’ required rate of return was computed by taking the market risk premium 

and the risk-free rate from the publication by Fernandez et al. (2015) as a proxy. This publication 

contains statics on the risk-free rate and market risk premium for 41 countries. According to the 

conducted study the risk-free rate for Germany amounts to 1,3%, whereas the market risk 

premium is 5,1%. (Fernandez et al., 2015) In Appendix C.12 a table with detailed calculations 

can be found. 

 

As shown in table 10, EVA declines and becomes negative after the operating leases were 

put on-balance. This is the result of the ROIC declining, as explained earlier, and WACC exceeding 

it. It is acknowledged that the amount of changes in EVA also applies only to companies, which 

have the same capital and operational lease structure, as well as the same WACC as REWE Group. 

Therefore, the results can be different for other firms. Nevertheless, a downward change can be 

expected. 

Table 10: REWE Group’s EVA before and after capitalization of leases for 2014 
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Stock price 

During the interviews, which were conducted with the experts from the Big Four, a 

further measure was discussed, namely the stock price. The stock price represents the price of a 

single stock of a company. It is the maximum price a buyer is ready to pay in order to acquire it, 

and the minimum price a seller is willing to sell it for. 

According to the interviewed expert from PwC Austria, the implementation of IFRS 16 

might have a negative impact on the stock price. This might happen due to the increased 

transparency, since investors will have more information about the company’s liabilities. Hence, 

investor relations might have a hard time convincing and explaining to investors that nothing 

has actually changed. They might have to clarify that the firm did not put up more capital by 

increasing the liabilities, but that the increase is due to operational leases now being on-balance. 

This opinion was also shared with the experts from KPMG Austria and PwC Denmark. Therefore, 

companies need to communicate the changes to their investors well, in order not to loose them. 

If they manage to convince them and to retain a good relationship to their investors, then the 

share price will be unaffected. 

 

It should be noted that the above given list of examples is not a complete list of possible 

performance measures. It should serve as an overview of the most frequently used measures 

and of the effects IFRS 16 - Leases can have on companies, which have the same structure as 

REWE Group. 

For all the above-mentioned measures, which will be affected by the implementation of 

IFRS 16, companies need to be aware of and prepared for the changes. They will need to adjust 

the bonus targets of their employees and other items in the firm in advance. In the next chapters, 

it will be explained how bonuses will be affected, how employees can react on these changes and 

how firms can prepare for the implementation and challenges of the implementation of the new 

standard. 
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7. Possible effects of IFRS 16 on bonus plans in lessee companies 

 

Literature distinguishes 2 types of changes in accounting policies, namely voluntary and 

mandatory changes. (Petersen & Plenborg, 2012) The implementation of IFRS 16 - Leases is most 

likely going to be a mandatory change in the EU if the standard is passed through the 

endorsement process. In that case, companies with huge amounts of operational leases will not 

only have to change their accounting policies, but also consider how these changes are going to 

affect bonus plans. 

 

Also, when the interviewed experts were asked how they think IFRS 16 will affect bonus 

systems, the answer was clear from all three of them: Bonus systems will be affected if the targets 

are based on measures or KPIs, on which IFRS 16 - Leases has an impact. (Appendix D) 

 

As shown in the previous chapter, many measures, which are frequently used in 

performance measurement systems, will be affected by the implementation of the new standard. 

Therefore, the targets of the performance measures will have to be changed. According to the 

interviewed expert from PwC Austria there are two options: 

1) One option is to drop the thresholds of the targets if the measure is falling, so 

that achievement of the threshold can be achieved sooner at lower targeted 

measures. 

2) The other, and more difficult, option is to leave the current thresholds and 

recalculate the numbers by eliminating the effect of the standard. (see 

Appendix D) 

 

All three interviewed experts agreed that the first option, the adjustment and re-

negotiation of targets, which are based on financial measures, is the best solution, since the 

numbers already exist in accounting the accounting system and will not have to be re-calculated. 

The expert from PwC Denmark also added that these can be measured accurately and that any 

change in them can be explained with the new standard. (Appendix D) 
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Since the discussion will focus on the change of the level performance measures and 

targets, as well as which reward schemes will be affected, the theory behind it are the topics 

“target setting”, “performance evaluation”, “rewarding performance” and “Principal-Agency 

theory”, which were described in chapter 4. 

 

As a consequence of the change in performance measures, the following questions arise: 

 How will the changes in those measures affect bonus contracts? 

 How might employees react on it? 

 Which problems might arise? 

 How can companies prepare for the changes? 

 

In order to answer these questions, first the upward and downward changes of 

performance measures and its effect on bonus targets will be elaborated. Later, 2 scenarios are 

going to be used to explain consequences of changing the targets:  

 

 

 

The reason for analyzing both scenarios is that during the interview with the expert from 

PwC Austria, a survey from PwC was presented and discussed, which showed that many 

companies are not aware of the consequences that the new leasing standard will bring and do 

not plan any adjustments of their internal processes. (see Appendix E) Additionally, many 

companies do not have a proper system for keeping and managing their leasing contracts and 

hence do not know by how much their assets and liabilities will increase or how their financial 

statements are going to change. (see Appendix E) According to the study, many companies still 

use Microsoft Excel as the main tool for keeping record of their leasing contracts. (Appendix E) 

Thus, in that case they might not adjust any of their bonus targets in advance (i.e. before the 

implementation of IFRS 16), since they are not aware how and to which extent the new standard 

will affect them. This can cause different problems, which will be discussed in this chapter. 

However, according to the other 2 interviewed experts most companies using IFRS are 

aware of the consequences of the new standard and the changes they will have to implement. 

the company is 
aware of the 

consequences that 
IFRS 16 will bring

the company is 
unaware of the 
consequences
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Furthermore, consultants and auditors from the Big Four are preparing information material, 

checklists, workshops and meetings with their customers in order to prepare them. 

Consequently, these customers will be prepared in advance for any upcoming modifications. 

 

7.1 The upward effect of IFRS 16 on performance measures and targets 

In the previous chapter the analysis showed that the following performance measures 

are going to rise after the implementation of IFRS 16: 

 

 

 

The increase in any of these measures is going to affect all bonus targets, which are tied 

to them. The rise in these numbers will consequently make it possible to reach the preset 

threshold more easily or make bonuses rise to a higher extent, if they are tied to the measure on 

a linear basis. Hence, IFRS 16 - Leases will have a positive effect on these financial performance 

measures and the bonus systems they are used in. 

 

In case of a typical reward scheme, as presented in chapter 4, it will be easier to reach the 

threshold, above which a bonus is paid out. Furthermore, the bonus will rise faster within the 

incentive zone. However, if any of these measures overreaches the top-cap, then no extra bonus 

will be paid out.  

 

If the bonus is based on a lump-sum scheme, then the threshold might be reached more 

easily. However, after the threshold is reached, no increase in bonus payout can be expected.  

 

On the contrary, a linear reward scheme without any upper limit will allow the employee 

to earn as much bonus as possible. The steeper the slope of the reward scheme, the higher the 

bonus. 

 

However, if the bonus is following a penalty scheme, then the rise in the performance 

measure will not be beneficial for the employee, since the threshold after which he/she is not 

getting any reward is reached faster.  

EBITDA  EBIT NOPAT
CF from 

operations
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In the case of REWE Group, a store manager might be measured on any of these financial 

measures, since they show the operational results of a company’s entity or a store. The store 

manager will be happy about the implementation of IFRS 16 if no adjustments are done, as it will 

increase his chance to get a higher bonus without him working harder or manipulating any 

information, as discussed in Principal-Agency Theory in chapter 4.  

However, in the likely situation that the bonus target is going to be adjusted upwards for 

the changes of the implementation, the store manager will not get any additional increase in 

his/her bonus and then IFRS will not have any effect on the bonus system. Nevertheless, the 

targets for the following year might be increased even more, thus making it much harder for the 

employee to reach the target.  

Possible consequences and problems within both scenarios will be discussed in the 

following sections. 

 

7.1.1 Change of targets 

Target setting is one of the crucial parts when designing a performance measurement 

system. In chapter 4 different target setting design criteria were described. Since the targets, 

which are described in this thesis, are objective numbers from accounting systems, the way they 

are set can be classified as objective and absolute. (Hansen, 2014) Furthermore, they are 

performance targets, meaning that the performance is based on a specific standard. If they are 

achievable or not, depends on how they are set and on the policy of the company. 

 

As mentioned earlier the change or adjustment of targets will be analyzed for 2 scenarios: 

1) if the company is aware of the consequences, and 2) if the company is unaware of the 

consequences. 

 

Scenario 1: Company is aware of consequences 

As already mentioned, most companies will most likely inform themselves and prepare 

for the implementation of the new standard. One of the things they will also have to prepare for 

is the change in performance measures, which they use in bonus plans, and the consequences of 

it. 
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In case of an increase in performance measures, companies that are aware of the 

consequences will try to estimate the extent to which the measure will rise and adjust the targets 

in the bonus contracts upwards, so that they do not reward employees without them increasing 

their performance. In case of a regular pay-for-performance scheme, the outcome would look 

like in graph 6. 

 

 

 

 

 

 

 

 

Graph 6: Regular pay-for-performance scheme after adjustment of target 

 

The upward adjustment will follow the level of increase of EBITDA, EBIT, NOPAT and 

operational cash flow. The new levels of these measures might become the new targets if the 

company is of the opinion that after these levels are reached, the company is creating value. This 

kind of adjustment will most likely occur in the year before the company starts applying IFRS 16 

- Leases, when next year’s bonus plans and targets are negotiated. 

 

The employee will not have to work harder in order to reach the new target, if the target 

is adjusted upwards by the increase, which occurred due to capitalizing operational leases. If 

superiors communicate and explain the adjustment well and common trust between the 

superior and the subordinate exists, no bigger problems should be expected. 

 

However, if the communication with the employees does not go well or if the company 

uses the occasion to raise the target to a higher extent than the upward increase, which occurred 

due to the capitalization of leases, it can lead to distrust and dissatisfaction of the employees, 

since they might think that they have to work harder in order to reach the new target. 

Consequently, this leads to reluctance to perform harder for the same amount of reward and to 

fear of further increases in targets. Furthermore, it might also lead to adverse selection and 

moral hazard, in order to increase the reported level of performance measure and hence, to 
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reach the higher target. As described in the theory chapter about management compensation, 

adverse selection takes place in the initiation phase, whereas moral hazard happens in the 

implementation phase. In table 11 an overview of the possible manipulation actions is 

summarized. 

 

 

Table 11: Possible adjustments of measures within Adverse Selection and Moral Hazard 
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If communication fails or the company raises the targets to a much higher extent, then 

employees might be tempted to make the targets achievable (i.e. lower them) by for example 

estimating lower revenue results or increased operating expenses for next year in the initiation 

phase (adverse selection), when new targets are negotiated.  

 

Another way to manipulate the target setting process is to change the leasing contracts 

into rental contracts, which might occur if employees have the decision rights to do so and do 

not trust their superiors that targets will not increase by a higher extent. In this case the contract 

would be changed in the way that it does not meet the definition of a lease, as stated in the new 

standard. This would lead to leases staying off-balance and thus the measures not increasing. 

 

Once the targets are set, moral hazard can occur in the implementation phase. If targets 

are set higher than the justifiable amount, employees might recognize next years revenue in the 

current year or increase sales numbers by giving big discounts, in order to reach these targets in 

the year when IFRS 16 is implemented. These actions will, on the one hand, lead to achievement 

of bonuses in the current year, but on the other hand, make the achievement of targets harder in 

the following year. Therefore, employees might be tempted to take the so-called “big bath”, by 

for example writing down huge amounts of assets, in order not to reach the target in the current 

year and lower it for next year, thus making it more achievable. 

 

To conclude, even though a company is aware of the consequences and changes that IFRS 

16 - Leases is going to bring, it also has to prepare its employees for these changes. Superiors 

should have trust in their subordinates and be well informed about their performance and 

actions in order to be able to set and adjust their targets. If a Principal-Agency problem exists 

before IFRS 16 is implemented, it is likely that it will be intensified right before and after the 

implementation, in the initiation and implementation phases. Therefore, good communication 

and preparation are crucial for a smooth implementation. 
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Scenario 2: Company is unaware of consequences 

In the case that the company is not aware of the consequences and implements IFRS 16 

without changing the bonus targets, the employees will earn a higher bonus without increasing 

their level of performance. This will consequently lead to an increased satisfaction of employees. 

 

However, huge problems can arise once the company realizes the increase in financial 

measures and when it starts to change and adjust the targets in the bonus contracts. When 

targets are adjusted to the rise in performance measures due to the capitalization of leases, 

employees might try to either keep them low in the initiation phase, or lower them in order to 

make them more achievable once they are implemented. As already discussed in the previous 

section, adverse selection in the initiation phase, when the targets are set, and moral hazard, 

when targets are implemented, might occur, since employees might be reluctant to the upward 

changes in their targets. Table 11 gives an overview of possible actions. 

 

7.2 The downward effect of IFRS 16 on performance measures and targets 

Performance measures, which will decline due to the implementation of IFRS 16, are: 

 

 

 

The decrease in these performance measures will have an impact on bonus targets as 

well. For all pay-for-performance schemes, which were presented in chapter 4, it will be harder 

for the employee to reach the target, which is set in the bonus contract, and/or to receive higher 

payouts if the bonus is tied to a linear pay-for-performance scheme. Furthermore, if the measure 

is based on a linear scheme and becomes negative, the employee might not get any reward paid 

out at all. In case that the company uses a bonus bank, the negative bonus would decrease any 

future bonus earned. 

In all cases the employee will earn less reward if no adjustments to the targets are made 

and this might cause problems and dissatisfaction, which will be explained in the following 

paragraphs. Therefore, IFRS 16 will have a negative effect on these performance measures and 

thus bonus systems. 

CF from 
financing 

operations
ROIC EVA
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7.2.1 Change of targets 

Scenario 1: Company is aware of consequences 

If the company is aware of the consequences and if the performance measures drop, the 

company will lower the targets, so that the employees can reach them and do not get punished 

for the implementation of the standard. 

 

Problems can arise if the target is not adjusted at all or if it is not adjusted downwards to 

same extent as the measure fell. In these situations the employee might manipulate accounting 

numbers in order to either negotiate a lower target, or achieve the higher, less achievable target 

once it is set. In table 12 possible actions of adverse selection and moral hazard are presented. 

 

Table 12: Possible adjustments of measures within Adverse Selection and Moral Hazard  
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If the company is in the stage of adjusting the targets, but is reluctant to decrease them 

by the extent to which the measure has fallen due to the implementation of IFRS 16, the 

subordinates might make use of adverse selection in order to lower the targets more and thus 

make them more achievable. As shown in table 12, they might assume higher payments in the 

case of cash flow from financing activities or expect lower EBIT or NOPAT in the case of ROIC 

and consequently EVA.  

 

In the case that the target was not adjusted because the company thinks that the old 

threshold is the point where employee’s performance is starting to add value, the employee will 

be tempted to use moral hazard in order to be able to achieve the target without increasing 

his/her performance. As shown in table 12, the employee might lower the financial expenses if 

he/she is measured on cash flows from financing activities in order to achieve the higher target. 

In the case that the employee’s reward depends on ROIC or EVA, he/she might recognize higher 

EBIT or NOPAT (see table 12). 

 

 

Scenario 2: Company is unaware of consequences 

If the company is unaware of the consequences and does not adjust for the downward 

changes, employees will be dissatisfied and tempted to manipulate accounting figures by 

applying moral hazard in order to reach their bonus targets. In the case of ROIC, they can either 

increase EBIT or NOPAT, by for example recognizing next year’s revenue in the current year, or 

by decreasing invested capital. Table 12 gives an overview of the possible manipulation actions 

for the measures. 

 

When the company realizes the extent to which the implementation of IFRS 16 has 

affected its accounting results, it will most likely start to adjust the measures and targets 

downwards in order to make good for their employees not getting any bonus in the year of 

implementation. The problem, which might arise by doing so, is that employees might try to 

lower the targets even more by applying adverse selection, as shown in table 12. They might 

assume higher invested capital or lower EBIT or NOPAT in the case of ROIC and EVA, whereas in 

the case of cash flows from financing activities higher outflow of cash. Therefore, it is very 

important that the superiors are well informed about the subordinates tasks and actions. 
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Last but not least, the stock price will be discussed. Stock price can be used as a 

performance measure for top-management of a publicly traded company. Since REWE Group is 

a privately held firm, this measure could not be analyzed in detail. However, the assumption is 

that the stock price will either be unaffected by IFRS 16, or that it might decrease, as investors 

might be scared away, once all the liabilities are put on the balance sheet. Therefore, the 

company needs to communicate the changes and work on their investor-relationship in advance. 

If the stock price falls, the employees who are measured on this variable will be punished 

for implementing IFRS 16. In order to avoid the decline in stock price and hence losing their 

bonus, they might change lease contracts to rental contracts, even before the new standard is 

implemented.  

During the interview with the expert from KPMG this possibility was discussed. Top-

management might change their lease contracts to other forms of contracts in order to keep 

liabilities off-balance. One of the examples mentioned during the interview was that lessor 

companies could offer fleet-management services, where they own the whole fleet of cars, for 

example, and rent them out to a company, thus providing a rental service. This service expense 

would be accounted for as operational expense and would stay off-balance. Hence, the stock 

price, as well as all discussed financial measures, would stay unaffected by the implementation 

of IFRS 16. 

 

 

In a nutshell, for both groups of discussed measures companies can face difficulties either 

when initiating or implementing new targets. It should be noted that the above discussed 

problems and difficulties are just a few possible outcomes of the implementation of IFRS 16 and 

serve as an overview and introduction into future analysis. Due to the limited length of this 

thesis, the fact that companies use a variety of measures and that the effect of changes depends 

on the situation, not all possible problems and outcomes could be discussed. 

Nevertheless, it can be concluded that well informed and prepared companies, which are 

communicating the changes and their effects well to their employees, as well as to investors, will 

face fewer problems than companies which do not prepare or are not aware of the consequences. 

Additionally, it should be noted that companies which are already having principal agency 

problems, as described in chapter 4, will have a harder time implementing IFRS 16 than 

companies which have a trustful and good relationship towards their employees. 
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7.3 Further issues after the implementation of IFRS 16 

Once IFRS 16 - Leases is implemented, the lessee company needs to remeasure the lease 

liability if any changes in the future lease payments or the residual value to be payable occur, or 

if there is a change in the lease term or the assessment of a purchase option. (see chapter “IFRS 

16 – Leases”) For example, if the terminal period is expanded or the lease payments increase, 

the lease liability and asset need to be adjusted upwards. This will lead to higher NIBD and 

consequently higher invested capital and lower ROIC. If the adjustment is made downwards, 

then the opposite will happen. In both cases, those bonus measures, which are based on the 

affected results and accounting numbers, will need to be reassessed and renegotiated.  

 

As with financial leases, the “front-loading effect” will affect the structure of the income 

statement once most operational leases are put on-balance. The front-loading effect happens 

when interest expenses are higher at the beginning of the lease period than at the end. This is 

typical for financial leases since the interest expense is related to the outstanding lease 

obligation, which has not been settled at the beginning of the period yet. (Petersen & Plenborg, 

2012, p. 422 f.) Consequently, cash flows from financing activities will increase over time 

because of the decline in interest expenses if everything else stays the same. 

 

Concluding, the discussed performance measures in this thesis will be affected by the 

implementation of IFRS 16 both when the implementation takes place and after the 

implementation. Therefore, companies need to review their bonus contracts and performance 

measures on a frequent basis and include a clause in those contracts which “states [that if] 

changes in accounting estimates have material effect on the performance measure” (Petersen & 

Plenborg, 2012, p. 305) then contracts need to be re-negotiated.  

 

In the following chapter it will be explained how companies can prepare for the upcoming 

changes and which additional challenges they can expect. 
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8. How to prepare for the changes? 

 

In the previous chapter and sections the discussion was about how IFRS 16- Leases can 

be applied to a case company and which changes in financial measures and bonus targets can be 

expected. The standard was published in January 2016 and is going to take effect from January 

1, 2019. Hence, companies have 3 years to prepare for the up-coming changes. In the following 

sections possible challenges and problems with the implementation will be discussed, and 

several preparation steps and suggestions on how to overcome these challenges will be 

presented. These challenges and preparation steps were worked out during the interviews with 

the experts from KPMG, Austria and PwC, Austria and Denmark, and reflect their opinions. A 

summary of the interviews can be found in note form in Appendix D. 

 

As with every change, certain challenges and problems might arise. Especially, when it 

comes to new accounting standards, challenges need to be examined in advance, so that certain 

adjustments and arrangements can be done in time. Previously, the affect on ratios has been 

discussed in depth. In this section, the focus lies on other factors and parts of the company, which 

can be affected, others than ratios and bonuses. 

One of the biggest challenges, according to all 3 experts that were interviewed, is to make 

people aware that the changes will affect them. A study made by PwC in Germany showed that 

60% of all asked companies do not plan any adjustments of their internal processes for the new 

leasing standard (see Appendix D and E). Furthermore, more than half of the companies do not 

have any leasing contracts in their IT systems yet, and 27% of lessees do not even know where 

their leasing contracts are held and stored. (Appendix E) Therefore, the biggest challenge will be 

to change people’s mindset about leases and make them realize, that they already need to start 

preparing for the up-coming changes. 

Arrangements for the implementation will not only have to be made in the accounting 

departments, but in the whole organization. First, the departments and people who decide about 

and sign the leasing contracts have to be informed about the new standard. The disposal of the 

2 groups of leases, operational and financial, will have huge impacts on leasing contracts and 

how they are set up. Therefore, the legal department will also have to modify the contracts. 

Another department, which should be well informed, is the external communications 

department, as results and KPI’s will look differently after IFRS 16 is implemented.  
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Furthermore, the accounting and controlling department will require training, in order 

to be able to handle the requirements and increased workload. According to the expert from 

KPMG Austria, one of the big challenges will be the huge workload in the accounting department, 

as leases will have to be handled continuously after IFRS 16 takes effect. The reason for this is 

that IFRS 16 defines that the lease liability needs to be remeasured if any changes in the future 

lease payments or the residual value to be payable occur, or if there is a change in the lease term 

or the assessment of a purchase option. Thus, any changes in the above mentioned areas will 

have to be assessed on a continuous basis. In addition, the increased workload is caused by the 

link between assets and liabilities. The expert from KPMG Austria explained that this link also 

leads to more complicated accounting of contract modifications, as any change in the liabilities, 

needs to be linked and allocated to the belonging asset. Therefore, the link needs to be based on 

an IT solution, which very accurately tracks the contracts and the links. 

The IT system is the crucial tool for implementing the needed changes. The new standard 

can only be implemented with a well developed and functioning IT system, according to all three 

interviewed experts. The expert from PwC Austria also shared his experience that many 

companies still use Microsoft Excel for most operations. With the implementation of the new 

standard this will no longer be possible due to the high volume of workload. Thus, IT will be a 

huge field of activity.  

 

Implementing a new standard also comes with certain costs. Setting up an 

implementation project with consultants, the employee training and the development and 

implementation of an IT solution will cause costs. The level of costs will depend on the industry 

and on how much the company has already followed up on the new leasing standard. If time is 

also taken as a cost factor, then it should be taken into consideration. Especially the IT solution 

can take up a lot of time, as all three experts confirm. Also, making people aware of the changes 

and training them accordingly might be time-consuming. To sum up, implementing the new 

standard could be cost-intense.  

Therefore, companies have to prepare many different parts of the company and if they 

are using IFRS, follow up on any changes well in advance in order to avoid huge obstacles and 

costs. 
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9. Conclusion and further research 

 

For many years the IASB has been working on creating a new leasing standard, which is 

going to contribute to better quality of accounting practice and comparability between 

companies. In 2016 the long-awaited new leasing standard IFRS 16 was issued. The purpose of 

this thesis was to identify the scope of the standard, the changes in accounting practice that the 

new standard is going to imply and consequently how these changes might affect management 

bonus systems. 

 

In order to answer the research question and related sub-questions a thorough analysis 

of the new standard, in-depth literature research about performance measurement systems, a 

case study and expert interviews were completed. In conclusion the following answers to these 

questions have been found: 

 

IFRS 16 – Leases sets clear rules about when a contract contains a lease and how the 

leased assets have to be accounted for. Contrary to the old leasing standard, IFRS 16 requires 

lessees to put all substantial leases, meaning all leases, which are of high value and are leased for 

more than 12 months, onto the balance sheet. Hence, assets and liabilities of lessee companies 

will increase. Since leased assets are going to be part of total assets and treated like financial 

leases, they will have to be depreciated. Consequently, depreciation expenses on the profit and 

loss statement will rise. Additionally, interest expense on the lease liability will have to be 

presented in the profit and loss statement as well. These changes are going to alter results in the 

income statement, balance sheet, as well as the cash flow statement of all lessee companies, 

especially the ones that are holding significant amounts of operational leases at the moment. 

 

The analysis of the case company REWE Group, which in one of the industries that will 

be affected by IFRS 16 to highest extent, confirmed this statement. Since the case company 

belongs to the retail and trade industry and has huge amounts of operational leases expenses, 

the capitalization of these leases showed significant effects on their results. The income 

statement items such as depreciation and interest expenses grew, whereas operational expenses 

declined, resulting in EBITDA, EBIT and NOPAT increasing to a huge extent. On the balance sheet, 
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assets and interest bearing liabilities also expanded. Cash flows from operating activities rose, 

whereas cash flow from financing activities dropped. Net income, as well as total cash flow 

remained unaffected. 

 

Due to the fact that the above-mentioned results are most commonly used as or within 

financial performance measures, the changes are also going to affect performance measurement 

and reward systems, such as management bonus systems. The analysis of the most commonly 

used financial performance measures showed that the implementation of IFRS 16 is going to 

have an effect on bonuses systems, especially bonus targets. Since EBITDA, EBIT, NOPAT and 

cash flows from operating activities are going to rise, when IFRS 16 is applied, the standard will 

have a positive effect on these measures. Hence, it will be easier to achieve them. Measures such 

as ROIC, EVA and the cash flows from financing activities are going to decline. Hence, IFRS 16 

will have a negative effect on them. A further performance measure, which was analyzed, was 

the stock price. Stock price is expected to be negatively affected by the implementation of IFRS 

16 if investors withdraw their investments due to increased transparency of firm’s liabilities. 

However, if the company is working hard on maintaining a good relationship with their investors 

by informing and explaining why and how the changes have occurred, no huge effect of IFRS 16 

on the stock price should be expected. 

Therefore, companies using the above-mentioned or any other measure, which will be 

affected, have to re-negotiate and change targets in bonus plans, in order neither to reward their 

employees for the increase, nor to punish them for the fall in performance measures. The 

negotiation process for changing targets should be carried out in the year before IFRS 16 is 

implemented, so that the targets are already adjusted to the upcoming changes. 

Problems might arise especially if a Principal-Agency problem exists, such as distrust 

between the parties, lack of information, as well as lacking alignment of interests. Manipulation 

of results and information in form of adverse selection and moral hazard might take place, when 

either superiors and/or subordinates are trying to profit from the situation and changes. 

Therefore, it is crucial that both parties are well informed about for the upcoming changes and 

effects that IFRS 16 is going to have on accounting practice and bonus systems.  

 

Preparation of the whole company is going to be the key to avoid problems. All 

departments which are going to be affected or involved in the implementation of IFRS 16 need 

to be well prepared, informed and trained for the changes. Companies should expect a higher 
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work load within the next years, since the implementation will require an IT system, which is 

capable of carrying out all requirements, as well as training of staff and increased efforts in 

investor relationship.  

 

Since the topic about IFRS 16 – Leases is new and of high importance to many companies 

and industries, as they are going to be affected by it, further research within this topic might be 

interesting. Possible areas of research might be: case studies within different industries of the 

effects on bonus systems after IFRS 16 has been implemented; how companies prepare for the 

changes in their bonus systems; or deeper analysis of how Hansen’s or Merchant’s performance 

measurement design choices might be affected. Another interesting area within management 

accounting and IT could be to research, how IT systems need to be setup in order meet all 

requirements of IFRS 16. Lastly, the response of lessor companies on upcoming changes might 

also be an interesting area of research, such as offering of new products and rental solutions. 
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Appendix 
 

Appendix A: The future of leasing, PwC Benchmark Study, 2014 
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Appendix B: Effect of IFRS 16 Leases, Effects Analysis, IASB 
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Appendix C: REWE Group – Annual Report / Financial Data 
 

1. Original Income Statement 
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2. Original Balance Sheet 
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3. Analytical Income Statement 
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4. Analytical Balance Sheet 
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5. Calculations for capitalization of leases 
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Source: http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/ratings.htm 
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6. Income Statement after capitalization of leases 
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7. Balance Sheet after capitalization of leases 
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8. Analytical Income Statement after capitalization of leases 
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9. Analytical Balance Sheet after capitalization of leases 
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10. Cash Flow Statement 
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11. Cash Flow Statement after capitalization of leases 
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12. Financial Measures before and after capitalization of leases 
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Appendix D: Expert interviews 
 

Interview questions 
 

1. What is your opinion on the new IFRS 16? Do you think that there was a need for 
an updated leasing standard? 

2. If so, which inefficiencies and problems, which were caused by the old leasing 
standard, does the new standard address and solve? (e.g. lack of transparency 
about leases) 

3. How do you prepare your customers in order to implement the new standard?  
4. Which effects will the new standard have on companies? (e.g. accounting 

numbers, ratios, IT, staff?) 
5. In your opinion, how will the new standard affect compensation and bonus 

systems? Will it affect systems based on: 
o EBIT(DA) margins 
o Residual income 
o ROIC 
o EVA 
o Stock price 

6. What will the eventual problems be? 
7. How do you prepare your customers to deal with problems regarding changes in 

bonus systems? 
8. Do you think that the new standard will affect lease or buy decisions and in which 

way?  
9. Do you think that the new standard will affect sale-and-leaseback and in which 

way? 
10. Which industries are going to be affected the most? 
11. Do you expect high implementation cost? (e.g. costs for negotiation of new 

compensation contracts, training of staff, change in IT system) 
12. Do you see any other problems with the implementation of the new standard? 

Which? 
13. If you were a member of the IFRS Board, would you have done anything 

differently regarding IFRS 16? What could have been done better/ differently? 
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Notes from interview with PwC Copenhagen, Denmark 
 

 there was a need to update the old standard, reason: not because of the 2 types of 
leases, but because of the lines drawn between those two, it made companies 
adjust their lease agreements in order to be able to show it as an operating lease 
and thus keep it off the balance sheet  unwanted side-effects 

 it’s good to have 1 model 
 problem however that we have to put a lot of liabilities onto the balance sheet, 

which don’t meet the definition of a liability, there will be a liability + right of use 
asset, but the company can’t get rid of the liability easily + it is measured based 
on the expected lease term and not on the minimum lease term 

o e.g. leasing a building for 1 year but you expect to lease it for 10 years  
put the 10 years liability on the balance sheet although the real liability is 
only 1 year  over-stated liabilities + too high equity – liability leverage 

 preparation of standard: companies should try to guess the impact of the 
standard during 2016, it can have quite big impact on some of the key figures 

o 1st training for the auditors, what kind of impact can the standard have on 
any customer and go into more specific issues 

o annual updates about IFRS for customers during Oct-Dec 
o help them identify issues and then PwC goes out to help them 

 impact on accounting departments, practical issues with IT (e.g. additional SAP 
modules) 

 ratios 
o will be affected in some way  companies will adjust their bonus targets 
o ROIC: it might have some consequences, it is a number used to measure 

against other types of investments, if you start to compare your ROIC from 
outside as an investor, you already used some models to adjust operating 
lease, also IC, liabilities, interest, depreciation are guessed, so the new 
standard will show a better picture 

o ILW: take operating lease  finance lease 
o stock price: perhaps because the investors might get better information/ a 

more correct picture 
 change of bonus targets will not cause any objections because you can measure 

them quite accurately 
 ! make people aware of the changes 
 most of the leasing arrangements will not change anything primarily in the bonus 

systems, you just need to adjust the targets accordingly 
 companies, which analyze the impact of IFRS 16 on bonus targets on time, will 

change the targets and won’t face problems, whereas companies which don’t 
prepare on time might face some 

 lease or buy: companies will not have any option to keep anything off balance  
reconsider and look from a business point of view if it is better to buy the asset, 
lease companies will have to re-think and compete with banks to offer an 
attractive financing option 

 sale and lease back: 
o  no option to enter a sale-and-leaseback to get things off the balance sheet 
o companies will do it for financing reasons because they can release capital 

or liquidity or because it’s good business so they can get out of e.g. a 
building sooner  
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o it will increase the business impact on these issues 
 industries with a lot of operating leases 

o retail 
o airline 
o shipping 

 implementation cost 
o no extreme consequences, no external people or consultants as companies 

are used to changes in IFRS 
 other problems 

o too many disclosures requirements 
 reconsider the definition of the liability + disclosure requirements (too many as it 

is a waste of space in the annual report, investors spend approx. 15 min to read 
them, too many details that are secondary to business practice) 
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Notes from interview with KPMG Linz, Austria 
 

 there was a very strong need for the new standard 
 former chairman Tweedy said: it can’t be that airlines don’t have a single plane 

put on their balance sheet 
 the old standard does not show the right economics of a company  
 the standard is very good for the accounting as it will put almost all items on the 

balance sheet, thus they will be visible 
 lack of transparency, comparability was not in place (2 exactly same companies 

having completely different balance sheet), risk not visible 
 preparation:  

o training session, general one with people who might be impacted 
o sit together and do an impact analysis, industry specific issues, workshops 
o prepare work papers, checklists 
o providing IT solutions 
o bonus systems also one of the topics discussed in the generic meetings, 

present KPIs which will be affected, make customers aware of the changes 
in KPIs 

 parts affected: ratios, financing, contracts, accounting, IT 
 ratios: EBIT, EBITDA, EVA and stock price 

o EBITDA will increase 
o EVA – formula = impact! 
o stock price – might be if the assessment in the past based on the disclosed 

information is different from what now comes into the books 
 other problems:  

o the continuous handling of the leases, there is a continuous work load you 
have, people have to deal with the changes  having a process in place 
which captures all new leasing contracts correctly 

o change in mindset: not like earlier, now you have to do a continuous re-
assessment and make sure that you capture all changes  increased 
workload + ensuring to get all information/data ! link between people re-
assessing the contracts and entering the contracts and the ones who are 
sitting in the  accounting department 

 lease or buy: off balance  lease, if it is on balance  buy the asset, shift to buy 
assets 

o question: what is a lease, structure the contract in way that it is no a lease 
any more, in certain areas it might be possible e.g. cars – introducing fleet 
management, so offering more service, and thus avoiding on balance 
accounting 

o e.g. shopping centers: the whole lease payment is completely variable, 
linked to the revenue of the retailer  variable part is not included in 
lease 

o lessors thinking about long-term alternatives like fleet-management or 
having a variable part in the contract 

 sale-and-leaseback 
o if just financing  ok 
o if the reason is to get rid of the asset of the balance, then you won’t do it 

anymore 
 industries 
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o retailers: huge and significant amount of leases, 100% increase of 
liabilities 

 implementation cost: depends very heavily on industry 
o standard: quite clear what has to be done, although quite a lot of technical 

things and processes that have to be implemented 
o change in IT system 
o ongoing change, find solid solutions for the input data 

 the accounting of contract changes modifications is complicated, as there is a link 
between the asset and the liability, as soon as you estimate of the liability 
changes, it has to be linked and allocated to the asset, the link should be based on 
an IT solution, track very accurately the contracts and the links, also linked to 
P&L, also take impairment into consideration 

 lease-hold property with asset retirement obligation, e.g. retailers bring it back to 
the same state as before  balancing it with asset, so you will have 2 lines which 
are linked to each other (IFRIC 1) 

 clarify the classification of leasing in the balance sheet (is it a separate line item, 
is it a sub-group?), somewhere between a tangible and an intangible, maybe 
should be put as a separate line item, otherwise the comparability is hindered 

 affects on bonus systems: it depends on what bonus systems are based on, if 
there is a direct impact on the KPI of the bonus then there will be a need for 
change and a re-negotiation of the target 
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Notes from interview with PwC Wien, Austria 
 

 the new standard was overdue, the development of the standard took countless 
years 

 quote from former chairman of the IASB Mr. Tweedy (2008): Before I die I want 
to fly in an aircraft which is on the balance sheet of the airline 

 IAS 17 is an extremely old standard, rules driven, copied from old US GAAP, it 
was open to abuse and everyone abused it  trimming of performance indicators 
beyond the threshold of IAS 17 and thus having an operating lease instead of a 
fin. lease 

 new standard is doing what analysts have already been doing for a long time: 
gets liabilities on the balance sheet, as leases represent a massive liquidity 
commitment (now they will be immediately visible, not  just a list somewhere at 
the back where no one will ever read it) 

 up to date: everyone trimmed their balance sheet just below the threshold  I 
have an operating lease and no one could say anything, as IAS 17 does not have 
any numeric thresholds for the NPV  abuse because it’s a strictly rules driven 
standard 

 new standard does not have those strict rules, if you have a right of use capitalize 
it  fin. lease, makes life easier + missuse reduced 

 2009, exposure drafts, impulse events to sensitivise people to what is coming, so 
that people get aware and start preparing for the changes in time, especially for a 
standard like IFRS 16 which takes a huge amount of administrative effort to 
implement, send out brochures, during talks discuss implementation 
(implementation plannings on ppp) 

 areas affected: every single department in an entity, implications far reaching, 
such as who is responsible and allowed to sign leasing contracts, where are those 
people located  

o legal department which has to modify contracts, IT solutions (high 
volume! – Excel not solution!) 

o controlling – KPIs affected  brief controlling what is happening, 
o management board, external communication: e.g. listed company  

investor relation work because the numbers will suddenly look drastically 
different, not listed  communication with banks, suddenly different  
KPIs 

o accounting department 
EVERY SINGLE DEPARTMENT! 

 ratios: ppp 
o EBIT ratio will be negatively affected 
o EBITDA is likely to rise 
o RI – is going to move through the life of the lease, in the beginning lower 

RI as the interest is higher  FRONT loading effect! = one of criticisms of 
this standard as the leverage of the front loading effect is too high 

 interest will be lower at the end of the lease term 
o ROIC: definitely affected, as you will have more IC because of 

capitalization  so every number you will calculate using IC will be 
affected 

o EVA: formula on sheet has two leverage numbers! will be affected, EVA is 
not a defined performance indicator 
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o stock price: goes back to investor relations, hard time for investors 
communication department to convince the investors that nothing really 
has changed, you have not raised more capital by increasing your 
liabilities, it’s just that all the liabilities that were ticking in the 
background which are put on the balance sheet now  increased 
transparency 

 massive challenge: implementation of the standard, it is taken too lightly how 
much effort needs to be put into implementing the standard 

o “we don’t even know where the contracts are” 
o see handed out ppp for figures! 
o making of IT system and implementation of it always takes longer than 

planned, saying in IT: no implementation starts on time 
o risky attitude to not expect any changes 

 lease or buy: only to a certain degree as leasing is still a very good commercial 
financing form, not having to make the capital available immediately, spread the 
burden over a couple of years 

 sale and leaseback contracts: might change the use of it, charm of sales and 
leaseback contract is to get the asset out of the balance sheet, maybe even making 
a small profit on the book value and having cash available immediately, over the 
number of years I slowly pay back the asset, …. 

 industries: ppp, retail and trade, lease shops and warehouses 
 implementation cost:  

o impl. projects themselves, e.g. having consultants around doing the 
projects with the customers who are charging their services 

o IT software and implementation 
o trainings 

 other problems/challenges: biggest challenges: get people to understand that 
time is running out! 

 better: split up lessor and lessee accounting sooner, standard focuses mainly on 
lessee, more efficient: cut out the lessor, let them do the things the old way and 
only focus on the lessee, producing a combined standard might not have been the 
most efficient, lessors have complained that the standard has only focused on 
lessee and not so much on them 

 reconsider how you recalculate the key performance figures linked to bonus 
systems, some of them will be affected 

o either you drop the thresholds so that the achievement of the threshold is 
sooner at lower ratios/numbers, people will be able to achieve their 
targets sooner/at lower levels 

o or (more difficult) leave thresholds and recalculating the numbers by 
eliminating the effects of the standard 

o  take the first one, don’t have to change the contracts, just adjust the 
thresholds, you don’t have to rework the numbers from accounting, 
simply take them and adjust the targets 
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Appendix E: PwC Study on “How well are companies prepared?” 
 
 

 
 
 
Translation 
IASB Project plan: Leasing 
How well are companies prepared (PwC Leasing Study)? 
 
page 1 
54% of all interviewed companies do not keep their contract data in an IT system 
43 % of all companies, who are keeping their leasing contracts in IT systems, use Excel 
78% of lessees have more than 100 leasing contracts 
27% of lessees do not know where their contracts are kept 
 
tag 1: contract data is often managed in Excel/Access and not in a system 
tag 2: no implementation of a systematic data entry process 
tag 3: often 3 or more departments are managing the contracts 
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page 2 
60% of all interviewees are expecting a major impact on their company 
61% of all companies are still not sure how the settlement of leases should be done in 
the future 
62% of all companies are not sure in which program/system the settlement should be 
done 
60% do not plan any adjustments to their internal processes 
 
tag 1: contract are often stored in paper form within the departments and subsidiaries 
tag 2: Leasing project have shown that contract inventory is very time consuming 

 


