
In February 2016, the Financial Accounting Standards Board (the “FASB”) issued Accounting Standard Codification (“ASC”) 
842. This has been one of the biggest topics in financial reporting for the past few years. ASC 842 redefines Generally 
Accepted Accounting Principles (“GAAP”) standards for the recognition of leases. 

Under ASC 842, lessees must record operating and finance leases as a liability and an equal right of use asset, based on 
the present value of future lease payments. Previously, operating leases were off-balance sheet contracts. The applicable 
discount rate is the rate implicit in the lease or the lessee’s incremental borrowing rate (private companies may elect to use 
a risk-free rate). ASC 842 defines the incremental borrowing rate as the rate that a lessee would have to pay to borrow on a 
collateralized basis an amount equal to the lease payments over a similar term in a similar economic environment.  The new 
leasing standards under ASC 842 are required to be implemented starting with December 2018 year-end filings for public 
companies, and December 2019 year-end filings for private companies. 

Lessees often lack the information necessary to determine the rate implicit in the lease; therefore, private and public 
companies may be required to estimate their incremental borrowing rates. The new standard creates two specific questions 
with regard to the incremental borrowing rate.

For public and private companies, what is an appropriate estimate of the incremental borrowing rate? 

A company may be able to look at its recent borrowings to estimate an incremental borrowing rate. However, the definition 
of an incremental borrowing rate creates a framework of three key factors: (1) collateralized basis; (2) similar term; and     
(3) in a similar economic environment. Therefore, market data may provide a more accurate analysis within that framework 
to estimate the incremental borrowing rate. 

As a simple example, consider Subject Company (a company in 
the food and beverage industry) with a five year operating lease 
with annual payments of $1.0 million starting on January 1, 2018. 
In order to develop an estimate of the incremental borrowing 
rate, a sample of nine comparable loans were identified and are 
presented in Supplemental Exhibit A. These loans were identified 
after first analyzing financial ratios for Subject Company to 
determine an appropriate credit rating. The sample had a range of 
yields of 4.5% to 8.5% with a median and mean of 5.8% and 5.9%, 
respectively. An incremental borrowing rate of 6.0% was selected 
based on the loan sample and qualitative, company-specific 
factors regarding Subject Company. 
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Current and industry specific loan data provides a framework for comparable market data. This data, in combination with 
a qualitative assessment of company specific factors, allows for a reasonable estimate of the incremental borrowing rate, 
especially when a company has not engaged in borrowings under similar circumstances of the lease.

 

For private companies, what is the impact of the application of a risk-free rate versus an incremental borrowing rate? 

Since ASC 842 allows lessees to select an appropriate discount rate based on the risk free rate or the incremental borrowing 
rate, private companies may want to consider the impact of the selected discount rate. The applicable discount rate can 
have significant implications for private companies when considering the use of a risk-free rate. 

Again, let’s consider the above Subject Company (again, a company in the food and beverage industry) with a five-year 
operating lease and annual payments of $1.0 million starting on January 1, 2018. Under the first scenario, we will apply the 
risk-free rate, based on the five-year U.S. Treasury rate of 2.20%. When doing so, the present value of the lease payments, 
and therefore the value of the operating lease liability and the right of use asset, was $4.7 million. See Supplemental  
Exhibit B. 

Under the second scenario, we will apply Subject Company’s estimated incremental borrowing rate. As previously 
discussed, an incremental borrowing rate of 6.0% was selected based on the loan sample presented in Supplemental  
Exhibit A, and qualitative, company-specific factors regarding Subject Company. Based on the previously discussed 
assumptions, the present value of lease payments was $4.3 million applying the estimated incremental borrowing rate of 
6.0%.  See Supplemental Exhibit B.

From the example above, the use of the estimated incremental borrowing rate, instead of the risk free rate, has an 
approximate $400,000 (or 7.6%) reduction to the operating lease liability and the right of use asset. Based on the example 
above, application of an estimated incremental borrowing rate, in comparison to a risk free rate, supports recognition of a 
reduced liability.



Current and industry specific loan data provides a framework for comparable market data. This data, in combination with
a qualitative assessment of company specific factors, allows for a reasonable estimate of the incremental borrowing rate,
especially when a company has not engaged in borrowings under similar circumstances of the lease.

Since our founding in 1988, Empire Valuation Consultants has grown into one of the nation’s leading and most respected 
independent valuation on firms, with a staff of over 75 employees in New York City, Boston, Rochester, West Hartford, and  
San Francisco. We bring excellence and integrity to every engagement through our team of highly skilled professionals who are 
experts in the valuation field.  Our valuations are prepared by senior accredited valuation experts holding one or more of the 
following professional credentials: CFA, ASA, IA, CPA, ABV, and CGMA.

We consistently work with all of the national, regional, and local public accounting firms. We have conducted hundreds of 
technical valuation reviews over the years with the Big Four accounting firms, major regional audit firms, and the Securities and 
Exchange Commission. We have the expertise to know what is required to facilitate these reviews and effectively respond to our 
clients’ questions and concerns. 
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