
Accounting Standards are an Accountant’s Problem 
 

There is a profound change coming to the way that operating leases are accounted for. If you are yet 
to be acquainted with IFRS16 or you are well aware of it but “accounting has it under control” this 
article will hopefully encourage you to get involved with implementation – this project is going to be 
a team effort! 

As a quick recap, IFRS16 (otherwise known as AASB16) will bring most operating leases onto the 
balance sheet. This article will delve into a very small part of the standard that gives some insight 
into why Treasurers really need to be engaged to ensure compliance with the standard. 

What is an incremental borrowing rate? 
 

There is a concept that will be relied on heavily within the standard of an “incremental borrowing 
rate” in determining the initial liability for a lease where the lessor will not tell you what rate they 
have used. While prima facie an incremental borrowing rate may be quite straight forward for 
accounting to determine, the devil is always in the detail. Specifically, the definition of the lessee’s 
incremental borrowing rate is (emphasis my own), “The rate of interest that a lessee would have to 
pay to borrow over a similar term, and with a similar security, the funds necessary to obtain an asset 
of a similar value to the right-of-use asset in a similar economic environment.” 

If your borrowings, like many Australian corporates, consist primarily of unsecured revolving bank 
debt with maturities ranging from 3 to 5 years then your next incremental dollar to be borrowed 
(easy to calculate) is likely to look very different to your incremental borrowing rate for the purposes 
of IFRS16. For example, a 10 + 5 + 5 lease with fixed 3% annual increments for a building may well 
require an incremental borrowing rate that represents a 20-year, fixed-rate borrowing with 
commercial real-estate as security. I think the accountants are going to need some help. 

Incremental borrowing rate complexities 
One particular nuance of the calculation of an appropriate incremental borrowing rate definition is 
that of the similar term in determining the rate of interest. Using the example above, simply adding 
your estimation of your margin for a 20-year secured borrowing to the 20-year swap rate is unlikely 
to get you in the ball-park. This is because the implied liability in a lease is amortising, unlike your 
unsecured borrowings. Therefore two term-adjustments are required to ensure duration 
equivalency to genuinely satisfy the requirements of the standard – to the base rate, as indicated 
below, and to your margin. 



 

Does it even matter? 
Very few accountants are likely to immediately grasp the complexity of determining the incremental 
borrowing rate (the margin adjustments are beyond the scope of this article), and the discussion is 
likely to quickly turn to materiality. This is clearly a conversation that will need to be had with your 
external auditors, but it helps to be informed prior to those discussions. Below, you can see the 
impact that different incremental borrowing rates have on the initial Right-of-Use Asset value at the 
inception of the lease, with details mentioned earlier. 

 

As indicated, the range of Right-Of-Use Asset values at inception of a 20-year lease with 3% annual 
increments ranges from $13.8M to $19.7M depending on your determined incremental borrowing 
rate. Whether this spread is material is for discussion with your external auditors, however keep in 



mind that these initial values drive interest costs and depreciation amounts also so there is more 
than one dimension to the determination. 

This has been a very quick dive into the issue of the incremental borrowing rate in the context of 
IFRS16. If there is one takeaway from this exploration it is this: sooner or later your accountants are 
going to engage you on IFRS16. You have time to make it a considered conversation now – the same 
is unlikely to be the case in July 2019. 

Cale Bennett CFTP(Snr) is a member of the FTA’s Technical Committee. A former ASX-100 Treasurer, 
Cale is co-founder of Arkava, a fintech lab that has created an app to do the calculations for IFRS16 
for you. You can have your IFRS16 problems solved at https://leases16.com. 

 


