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IMPACT OF LEASE LIABILITIES ON
ASSET LIGHT BUSINESSES
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/ In AS 116 /

Ind AS 116 defines a lease as: "A contract, or part

01 of a contract, that conveys the right to use an asset
(the underlying asset) for a period of time in
exchange for consideration.”

Key objectives of Ind AS 116
Bring most leases onto the balance sheet for lessees
by recognizing:

A Right-of-Use (ROU) Asset

A corresponding Lease Liability
Ensure that lease accounting reflects the economic
substance of the transaction rather than just its legal
form. Improve transparency and comparability in
financial statements.

Pre-Ind AS 116 (old standard — Ind AS 17)
02« Operating leases: Lease rentals were
expensed straight-line in P&L under “Rent” or
“Lease expenses” — classified as operating
expenses.
« This reduced EBITDA, because rent expense
sat above EBITDA

Post-Ind AS 116 (new standard)

03 «  Most leases (except short-term and low-value)
are capitalised: Recognise Right-of-Use (ROU)
Asset and Lease Liability.

* Lease liability is the present value of future
lease payments.

* In P&L: Depreciation on ROU Asset — sits
below EBITDA.

* Interest on Lease Liability — sits below EBITDA
(in finance cost).

*  The cash payment for the lease is the same as
before, but the classification changes.
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/ Lease Liability Impact on EBITDA /

EBITDA goes up (sometimes significantly) because the
old “lease rent” OPEX is removed from above EBITDA
and replaced by:

= Depreciation (non-EBITDA)

= |nterest (non-EBITDA)

Lease liability per se doesn't enter EBITDA — it's a
balance sheet item — but its existence shifts expenses
below EBITDA, inflating the metric.

Example: Suppose yearly operating lease payment =
%100 lakh.

" Old: Rent expense = X100 lakh — reduces
EBITDA by X100 lakh.

" New: Depreciation = X70 lakh + Interest = %30
lakh — EBITDA unchanged by these two items
because both are below EBITDA.

= Result: EBITDA 1 by X100 lakh compared to old
standard, even though total profit after tax may
be the same

Lease Liability Impact on EBITA

Lease Agreement Signed
Recognition of:

- Right-of-Use (ROU) Asset
- Lease Liability

)

During Lease Term

~\

Lease Payment
(Cash Outflow)

.

Split into:
- Interest Expense
(Below EBITDA)
- Principal Repaymeent
(Financing Cash Flow)

Profit & Loss Statement EEéﬁ(gA
- Depreciation of ROU Asset increases
(Within EBITDA adjustments — compared to
included in D&A, not EBITA) old operating
- Interest on Lease Liability lease model
| (Below EBITDA) (since rent

- expense is
no longer

Reported EBITDA ——> gogictod)
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/ EBITDA becomes “artificially” higher /

Because rent expense moves below EBITDA (split
01 into depreciation + interest), EBITDA jumps for
companies with big operating leases.
= An investor looking only at EBITDA growth
might think:
"Wow, operational profitability is improving!” —
when in reality, it's mostly an accounting shift.

This can distort:

= EV/EBITDA multiples (make the company look
cheaper than before)

= EBITDA margin trends (seem higher)

Investor Takeaway

02 Always adjust historical EBITDA to make it
comparable both before and after the
implementation of IN AS 116

Ind AS 116 significantly changes the presentation of
financial statements for companies with lease obligations.
While the reality of the business remains the same, key
performance and valuation metrics can be distorted if an
investor relies on reported figures without adjustments.
Comparing across sectors without adjusting for Ind AS 116
can misrepresent relative profitability and risk. For
valuation purposes, an informed investor strips away these
accounting distortions, ensuring decisions are based on
economic reality, not just reported figures.
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/ Lease Liability Impact on EBITDA /

Scenario

The company has:

* Annual lease payment: X100 lakh

= Revenue: 1,000 lakh

= Other operating costs (excl. lease): X700 lakh

= EBIT without leases: 300 lakh

= Lease term: 5 years, interest rate on lease
liability = 6%

= Depreciation on ROU Asset = X70 lakh/year

= |Interestin Year 1 on lease liability = 330 lakh

Impact Table — Before vs After Ind AS 116

Post-Ind AS 116(ROU Asset +

~ Metric Pre-Ind AS 116(Operating lease) Lease Liability)

Change & Investor Impact

Revenue

31,000 lakh 1,000 lakh No change

‘] Operating expenses (non-lease) |3700 lakh 700 lakh No change

Removed from OPEX - boosts

Lease / Rent expense %100 lakh — EBITDA artificially

1 3100 lakh » EV/EBITDA multiple

\| EBITDA 200 lakh 300 lakh
looks cheaper

Below EBITDA » no EBITDA
impact

Slight * due to timing (interest
lower than rentin year 1)

q Depreciation %0 lakh (other assets only) %70 lakh (ROU asset)

EBIT %200 lakh %230 lakh

Higher finance costs post-Ind AS

Interest expense %0 lakh %30 lakh 116

PBT 2200 lakh 200 lakh No long-term change; short-term
timing effect

PAT %140 lakh %140 lakh Same in total over lease term

%600 lakh (X100 lakh lease

| Total Debt (including leases) 500 lakh liability added)

Leverage ratios worsen

\

‘ Debt/EBITDA 2.5x 2.0x% (due to inflated EBITDA) Can mislead if lease debt ignored

%300 lakh (principal+interest

Operating Cash Flow (CFO) 200 lakh (after rent) moved to financing)

CFO artificially *

\| Free Cash Flow after leases 3100 lakh %100 lakh True cash reality unchanged
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CONTACT US

|A India Accelerator, A-41, 5t Floor, The Iconic Corenthum, Tower
C, Sector 62, NOIDA 201301, Uttar Pradesh, India

Gurugram Office:
SF-14, 2"d Floor, MGF Megacity Mall, MG Road, Gurugram,
122002, Haryana, India

Mumbai Office (Affiliate):
RKSA, 530, Kanakia Zillion, LBS Marg, CST Junction, BKC Annexe,
Kurla West, Mumbai — 400070, Maharashtra, India

BOARD: +91 1204998814

EMAIL: Charu Shorawal (charu.shorawal@k-zen.in)
Kapil Maheshwari (kapil. maheshwari@k-zen.in)

Services:
* Valuation and M&A Advisory
* Real Estate Valuations

*  Purchase Price Allocation

« ESOP and Strategic Consulting
 Expert Witness Services
Sustainability Transition
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