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* 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.

* The rate of interest that a lessee would have to
pay to borrow on a collateralized basis over a
similar term an amount equal to the lease
payments in a similar economic environment.
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Subsidiaries’ incremental borrowing rate (updated October 2018)

The FASB indicated in the Basis for Conclusions (BC 201) of ASU 2016-02 that it might be
appropriate in some cases for a subsidiary to use its parent’s incremental borrowing rate as the
discount rate. Determining whether it is appropriate to do so for a subsidiary's lease will depend on
the facts and circumstances. For instance, if a subsidiary does not have a separate treasury
function and the group’s funding is managed centrally at the group level, the lease
negotiation may result in the parent entity providing a guarantee of the lease. In this
situation, it might be appropriate to use the parent's incremental borrowing rate. In all cases the
subsidiary would need to carefully evaluate its relationship with its parent, including any

guarantees to support the use of the parent’s incremental borrowing rate.
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FRS 16 BC161 states that the rate should “take into account the credit standing of the lessee, . .. the
nature and quality of the collateral provided and the economic environment in which the
transaction occurs”. In addition, IFRS 16.BC160 refers to the use of a discount rate that reflects how

a contract is priced.

It is therefore important to determine whether the lease payments are secured based on the

creditworthiness of the individual lessee entity in isolation or also taking into consideration

the credit standing of other entities of the group. If the lease payments are explicitly

guaranteed by other entities of the group, then using a ‘group’ incremental borrowing rate would

be appropriate if this has affected the pricing of the lease contract.

The lessee’s incremental borrowing rate is, as noted in IFRS 16.BC160, intended to reflect the

pricing of a lease contract (rather than the creditworthiness of the reporting entity more generally).
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