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This presentation may not be copied or distributed 
without the prior written consent of LIS. LIS will 
accept no responsibility or liability for any relia nce 
placed on the contents of this presentation. No 
representation or warranty is made that any 
projection, forecast, assumption or estimate 
contained in this document should, or will be 
achieved.
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AUSTRALIAN RETAILERS ASSOCIATION

Retail Leases on the Balance Sheet

AUSTRALIAN RETAILERS ASSOCIATION

Who is the ARA?
• Established in 1904 as a “union” of retail employers

• National retail employer body registered with Fair 
Work Australia

• Peak body representing retail to all levels of 
government

• Services including:-
• Employment Relations advice 

• online ERMS
• OH&S consultantancy

• Tenancy advice 
• ShopsforShops
• ARA Insurance
• Retail Institute 

•registered training organisation
•online training 
•professional development



AUSTRALIAN RETAILERS ASSOCIATION

The Australian Accounting Standards 
Board (AASB) is following 
international trends toward revamping 
existing lease accounting rules by 
issuing a discussion paper (DP) 
outlining their preliminary views on a 
new accounting model. 

• criticism that current 
reporting standards are too reliant on 
subjective judgments 
• resulted in economically 
similar transactions being accounted 
for differently 
• has presented opportunities 
for entities to structure transactions to 
achieve a desired accounting effect

AUSTRALIAN RETAILERS ASSOCIATION

Current lease accounting

Under current standards, a lessee accounts 
for the lease either as 

• an asset and a liability 
(i.e. a capital/finance lease)

• or as an executory contract 
(i.e. an operating lease) 

depending on the terms of the lease. 

these accounting differences have led to 
inconsistent treatment for what is essentially 
the same transaction: the right to use a 
leased asset for a specified period. 



AUSTRALIAN RETAILERS ASSOCIATION

Proposal

Lessee to recognise an asset and a liability for all lease 
contracts on Balance Sheet

•The asset represents the lessee’s right to use the leased 
item for the lease term (a ‘right-of-use’ asset) 

•the liability represents its obligation to pay rentals.

•eliminate the operating lease classification for lessees.

•operating leases would no longer be “off-balance sheet”

•rental expense would no longer be straight-lined over the 
lease term. 

AUSTRALIAN RETAILERS ASSOCIATION

Rather, 

•an asset and a liability would be recognised in the balance 
sheet, and Amortisation (of the asset) and Interest expense 
(decreasing the liability) would be recognised in the profit & 
loss statement. 

•Recognize ’complex’ leases that include options, residual 
value guarantees and contingent rentals  (ie market 
reviews, CPI adjustments, turnover rentals).



AUSTRALIAN RETAILERS ASSOCIATION

Measurement:

Right of Use Asset

•Initially measure the right-of-use asset at cost. 

•Shown on Balance Sheet under “Property, plant and equipment”

•Cost is defined as “the present value of the lease payments discounted using the 
lessee’s incremental borrowing rate”.

•Definition of ‘Incremental borrowing rate’ is yet to be defined. Eg Bank borrowing rate, 

•The right-of-use asset would be subsequently amortised via the Amortisation expense 
over the shorter of the lease term and the economic life of the asset,

•Although the AASB believes that the right-of-use asset should be reviewed for 
impairment, they have yet to reach a preliminary view on how to perform that 
determination.

AUSTRALIAN RETAILERS ASSOCIATION

Measurement:

Obligation to pay rentals - Liability

•Initially measure the liability for its obligation to pay rentals equal to the “right of use’
asset

•Shown separately in the Balance Sheet under Liabilities
Ie the present value of the lease payments discounted using the lessee’s incremental 
borrowing rate. 

•The liability would be subsequently amortised to reflect payments made using an 
amortised cost based approach under which interest would be accrued on the 
outstanding obligation to pay rentals.

•Interest expense reduce the Liability

•The incremental borrowing rate. How is this to be determined? 

•Should the incremental borrowing rate used to discount lease payments be 
subsequently reassessed to reflect current market conditions? 



AUSTRALIAN RETAILERS ASSOCIATION

Changes in estimated cash flows

•Would require the lessee to recognise a 
single right-of-use asset and an 
obligation to pay rentals that takes into 
account renewal options and contingent 
rentals.

•Contingent rentals are lease rental 
payments that are not fixed and include:

•market reviews
•CPI adjustments
•Fixed % adjustments
•Turnover rentals

AUSTRALIAN RETAILERS ASSOCIATION

There are 3 types of cash flow 
adjustments proposed

1. Catch up method

2. Weighted probability 
method

3. Most likely approach



AUSTRALIAN RETAILERS ASSOCIATION

Catch-up approach 

items that may affect the lessee’s 
obligation to pay rentals

•adjust the obligation, to reflect the 
revised estimated cash flows by 
using a ‘catch-up’ approach at 
reporting date.

•adjust the carrying amount of the 
liability to the present value of the 
revised estimated cash flows, 
discounted by an appropriate rate.

AUSTRALIAN RETAILERS ASSOCIATION

Lease term : “Most likely Lease term” approach

Recognizes its obligation to pay rentals using “most likely lease term”

An example;

A lessee enters into a five-year lease of real estate. At the end of the first five 
years, the lessee has an option to renew the lease at the market rental rate (at 
the time of renewal) for another five years (the lessee then has the same 
option at the end of year 10). The lessee constructs significant leasehold 
improvements on the real estate that have a 10-year life.

Lease term     5 years 10 years 15 years
Probability        25%       45%       30%

The probabilities reflect the fact that the lessee generally will need more than five years to 
recover its investment in the location; however, there is a chance that it would be willing to 
bear the costs of non-renewal. 
Because of the existence of the leasehold improvements, management concludes that the 
most likely lease term is 10 years (i.e. the lease term with the highest probability). 
Consequently, under this approach, the lessee would determine that the lease term is 10 
years 



AUSTRALIAN RETAILERS ASSOCIATION

Contingent rentals

2 different approaches yet to be confirmed
•Probability weighted estimate”
•“Most likely rental payment“

An example;
A lessee enters into a five-year lease of a retail store. The lease is non-cancellable and the lessee has no 
option to extend the lease. The lessee is required to make fixed annual payments of $100. 
In addition, the lessee is required to make payments equal to 1 percent of sales from the leased store. 
The lessee forecasts the following sales for the store and assigns each outcome a probability.

Total forecasted sales, years 1-5 $10,000   $20,000   $35,000
Probability forecasted sales will occur         10%         60%       30%
Total fixed rentals, years 1-5 $500        $500 $500
Total contingent rentals
1% of forecast sales $100         $200      $350
Total estimated rentals, 
years 1-5 (CU) $600         $700      $850

The obligation to pay rentals using the probability-weighted estimate approach, ignoring the effects of 
discounting, is ((600 x 10%) + (700 x 60%) + (850 x 30%)) = $735

The obligation to pay rentals using the ‘most likely rental payment’ approach is  $700 (i.e. the rental 
payment with highest probability).

AUSTRALIAN RETAILERS ASSOCIATION

Impacts on Retailers

•Ability to raise finance

•Will banks and financiers recognize the “right of use asset”?
They will certainly recognize the liability ‘Obligation to pay rental’

•Will banks and financiers discount the value of the right of use asset?

•On what terms will banks and financiers lend to retailers?

•Impacts on working capital
•Impacts on fit out finance
•Impacts on start up businesses finance

•Asset amortization at a greater rate than interest expense.
•Asset value may decline rapidly (exponentially)
•Liability value may decline more slowly

•Does the retailer become technically ‘insolvent’



AUSTRALIAN RETAILERS ASSOCIATION

Impacts on Landlords

How will it affect relationships with retailers?

•Will options be offered or sought?
•Will guarantees be affected?
•Limited guarantees
•Exit clauses
•Deeds of release?

•Ability of landlords to raise capital for projects
•Valuations of leases based on vacant tenancies

No tenant – no rental
No rental – no ‘lease receivable’

•Landlord to seek replacement tenant or keep vacant?

AUSTRALIAN RETAILERS ASSOCIATION

Source of details: 

•Australian Accounting Standard Board (AASB) 
www.aasb.gov.au
Jess Lions 03 9617 7620 jlions@aasb.gov.au

•International Accounting Standards Board (IASB) 
www.ifrs.org

•US Financial Accounting Standards Board (FASB)

•Deloitte IAS Update “Boards issue preliminary views on 
lease accounting” April 2009
www.iasplus.com

Disclaimer: The information contained in this presentation is for discussion 
only. The ARA does not warrant the accuracy of this content. Parties must 
not rely on this information alone and should seek independent advice. 

Enquiries refer to AASB www.aasb.gov.au
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Questions?
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