[bookmark: _GoBack]HM Treasury has published IFRS 16 Leases Application Guidance to aid implementation of the new accounting standard in the public sector.

IFRS 16 Leases is a new accounting standard that sets out the principles for the recognition, measurement, presentation and disclosure of leases. It replaces IAS 17. 

IFRS 16 is effective from 1 January 2019. However, UK public sector bodies which use IFRS accounting standards have deferred adoption of the standard until the financial year beginning 1 April 2020.  This includes central government bodies, local authorities and the NHS.  Two central government bodies – the Department for Digital, Culture, Media and Sport and Department for Transport – will early adopt IFRS 16 from 1 April 2019, as may some public corporations and other organisations.

HM Treasury’s Financial Reporting Manual (FReM), CIPFA /LASAAC’s Code of Practice and the NHS Group Accounting Manual will be updated in due course to reflect the introduction of IFRS 16. These sets of guidance will include adaptations and interpretations to IFRS 16 to make it suitable for implementation in the public sector. HM Treasury has also published IFRS 16 Leases Application Guidance to aid implementation in the public sector.  This guidance is publicly available at: https://www.gov.uk/government/publications/government-financial-reporting-manual-application-guidance

Lessee accounting

Under IFRS 16, for lessees, a single accounting model will replace the current finance / operating lease model.  Property leases with a term of more than 12 months will be captured by the lessee on their balance sheet. The lessee will recognise its right to use the underlying leased asset and an obligation to make lease payments. 

There are public sector-specific adaptations to IFRS 16 to ensure that intra-UK government arrangements and peppercorn leases are included in the scope of IFRS 16.

Determining the lease term is important. Lease term is defined as the non-cancellable period for which a lessee has the right to use an underlying asset, together with both i) periods covered by an option to extend the lease if the lessee is reasonably certain to exercise that option; and ii) periods covered by an option to terminate the lease if the lessee is reasonably certain not to exercise that option. 


Application of Cost or Revaluation model

Lessees are required to measure their right-of-use assets at current value in existing use or, if not in operational use, fair value. The application guide states that, in most cases, the IFRS 16 cost model will be an appropriate proxy for current value in existing use (or fair value). This is because right-of-use assets generally have shorter useful lives (i.e. lease terms) than their respective underlying assets and there will usually be provision for rent reviews or forms of indexation that will update rental payments for market conditions – factors that are captured in the IFRS 16 cost measurement approach.  Use of the cost model by an entity will negate the need for valuer input.  

It is the responsibility of the entity to determine whether the cost model is an appropriate proxy which can be used and this decision is to be taken individually on an asset-by-asset basis.  In making its decision, the entity is also expected to have regard to materiality and only where it considers that there would be a significant difference between the figure produced by the IFRS 16 cost model and that which would be produced by the revaluation model is use of the latter expected.  

Entities are to have regard to a number of indicators which, taken together, help identify instances where the cost model would not be an appropriate proxy for current value in existing use (or fair value). Indicators are:

· A longer-term lease has no provisions to update lease payments for market conditions (such as rent reviews), or if there is a significant period of time between those updates; and 
· The fair value or current value in existing use of the underlying asset is likely to fluctuate significantly due to changes in market prices. 

Peppercorn leases or leases provided for nil or nominal consideration will require application of the revaluation model as the IFRS 16 cost model would not result in an appropriate valuation for the right-of-use asset.

Revaluation Model

Where a valuer is instructed to apply the revaluation model to arrive at the current value in existing use of a lessee’s right-of-use asset, caution is necessary as the approach required is different to that which a valuer would traditionally adopt when valuing a lessee’s interest in a lease.  

The current value in existing use of a right-of-use asset is to be calculated on a ‘deprival or cost of replacement’ basis which involves reflecting the potential as well as actual rental outgoings of the asset, the purpose being to reflect the full value of the right-of-use asset to the entity were the entity to be deprived of the property and have to identically replace it.

The valuer is required to first identify the current market rental value for existing use that could be achieved for the right-of-use asset as at the valuation date, having regard to all the existing lease terms and conditions with the exception of any contractual review date.  

The valuer will reflect an assumption that the entity requires the entire right-of-use asset as designated for their use in the lease.  Using an appropriate market yield, that rental figure will then be capitalised for the full remaining lease term which has been determined (having regard to the definition of lease term above) from the valuation date (regardless of any contractual review date). 

Where a right-to-use asset’s rent comprises a base rent plus a variable payment based on factors such as sales or usage, such variable payments are not included in measurement of the liability or asset value under IFRS 16, regardless of which measurement model is applied.   It is only the 'base rent' (including any payments linked to indices or rates) that needs to be considered.  

Lessors

IFRS 16 substantially carries forward the existing lessor accounting requirements in IAS 17 with lessors continuing to classify their leases as either operating leases or finance leases.  


