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[bookmark: _Toc442780672]Guidance on the application of the cost model for right-of-use assets
From reporting periods ending on or after 30 June 2026, Financial Reporting Direction 104 Leases (FRD 104) has mandated the use of the cost model for the subsequent measurement of all right-of-use assets (RoUA). Under the cost model, RoUA are subsequently measured at cost less accumulated depreciation, any accumulated impairment losses and any adjustments for the remeasurement of the lease liability. 
The purpose of this guidance is to provide further information on the application of the cost model, particularly focusing on impairment for RoUA, and outline the requirements for the transition from the revaluation model to the cost model for first-time application.
Transitional requirements
The cost model applies to the subsequent measurement of all RoUA from reporting periods ending 30 June 2026. This reflects a change in accounting policy for the subsequent measurement of right-of-use assets arising from market leases from the revaluation model to the cost model.
On transition to the cost model for RoUA arising from market leases, entities will use the modified retrospective approach, whereby:
The carrying amounts of the RoUA measured under the revaluation model as at the end of the prior reporting period will become the opening carrying amounts for the current reporting under the cost model. The comparative period balances for RoUA will not be restated.
For reporting periods ending on or after 30 June 2026 entities must measure right-of-use assets at cost less accumulated depreciation, impairment and adjustment for the lease liability. Entities must assess the RoUA for impairment at the end of each reporting period in accordance with this guidance and the requirements under AASB 136 Impairment of Assets and FRD 106 Impairment of Assets.
For the first reporting period after transition[footnoteRef:1] entities must disclose the change in accounting policy in their annual financial reports. An example of this disclosure can be found in the 2025-26 Model Report (both Tier 1 and Tier 2), as issued by DTF. [1:  For entities with a 30 June year end, the first year of application will be reporting periods ending 30 June 2026. For entities with a 31 December year end, the first year of application will be reporting periods ending 31 December 2026.] 

Any asset revaluation reserve balances for RoUA will be transferred to accumulated surplus once the RoUA is derecognised at the end of the lease term.
Impairment of right-of-use assets
At the end of each reporting period, entities must assess each RoUA to identify any indications of impairment. Only when indications of impairment are identified is the recoverable amount of the RoUA calculated. The recoverable amount is equal to the higher of the RoUA’s value in use and fair value less cost of disposal.
When the carrying amount of the RoUA exceeds its recoverable amount, an impairment loss is recognised in the Comprehensive operating statement – Other economic flows immediately, reducing the carrying value of the RoUA to its recoverable amount.
Following the recognition of an impairment loss, the depreciation charge for the RoUA should be adjusted in future periods based on the revised carrying amount, on a systematic basis over the remaining lease term/useful life.
Impairment indications
At the end of each reporting period, entities must assess each RoUA for both internal and external indications of impairment to determine if an impairment assessment has been triggered and the RoUA’s recoverable amount needs to be calculated.
Entities must assess RoUA for the following external and internal indications of impairment at a minimum. This list is not exhaustive and other indications of impairment may be identified, which will also require the recoverable amount to be determined.
Significantly cheaper alternatives to the leases are available, due to either restructures or other changes in operational requirements or unexpected changes in market rental rates
The leased asset has become surplus for the remaining lease term
There are significant changes to government policies or decisions that have an impact on the entity’s ability to benefit from the economic benefit arising from the leased asset
The leased asset has evidence of obsolescence or physical damage, or
Market interest rates have increased significantly since lease commencement, which would affect the discount rate used in calculating the RoUA’s value in use and decrease the recoverable amount materially. 
The concept of materiality should be applied in identifying whether the recoverable amount of an asset needs to be estimated. For example, if previous calculations show that an asset’s recoverable amount is significantly greater than its carrying amount, the entity need not re‑estimate the asset’s recoverable amount if no events have occurred that would eliminate that difference. Similarly, previous analysis may show that an asset’s recoverable amount is not sensitive to one (or more) of the indications listed, so when these indications are identified, the recoverable amount does not need to be determined (AASB 136.15).
If a decline in market rental prices is expected to be temporary, management may conclude that no impairment indication exists under AASB 136.
Recoverable amount
An RoUA’s recoverable amount is equal to the higher of the value in use (VIU) and the fair value less cost of disposal (FVLCOD). The recoverable amount is compared with the RoUA’s carrying amount. Where it is less than the carrying amount, the RoUA is impaired and the difference is recorded as an impairment loss. The recoverable amount only needs to be determined if there are indications of impairment. If there are no indications of impairment it is assumed the RoUA’s carrying amount does not materially differ from its recoverable amount.
Value in use
A RoUA’s value in use (VIU) is the present value of the future cash flows expected to be derived from an asset or cash generating unit.
Where possible, the VIU should be determined for the individual RoUA. If it is not possible to measure the VIU for the individual RoUA, the entity should instead use a cash generating unit (CGU). A CGU is the smallest identifiable group of RoUA, which includes the RoUA that generates cash flows and is independent of cash flows from other RoUA or groups of RoUA.
If there is no reason to believe the RoUA’s VIU materially exceeds its FVLCOD, the FVLCOD may be used as the recoverable amount and the entity will not be required to determine the VIU. Generally not-for-profit entities will not be required to calculate the VIU for RoUA, as not-for-profit entities primarily hold RoUA for continued service delivery, rather than generation of cash inflows, therefore the VIU will be significantly lower than the FVLCOD.
The method for estimating the RoUA’s VIU involves the following steps (AASB 136.31):
Estimating the future cash inflows and outflows to be derived from continuing use of the RoUA and from its ultimate disposal
Applying the appropriate discount rate to those future cash flows.
The following elements are included in the calculation of a RoUA’s VIU (AASB 136.30,32):
An estimate of the future cash flows the entity expects to derive from the RoUA
Expectations about possible variations in amount or timing of these cash flows
Time value of money, using current market risk-free rate of interest
The price for bearing the uncertainty inherent in the RoUA
Other factors, such as illiquidity, that market participants would reflect in pricing the future cash flows expected to be derived from the RoUA.
Elements (b), (d) and (e) can be reflected in either of the steps above (i.e. as adjustments to the future cash flows or as adjustments to the discount rate).
Fair value less cost of disposal
A RoUA’s fair value less cost of disposal (FVLCOD) is calculated using the fair value requirements in accordance with AASB 13 Fair Value Measurement. Entities can choose to undertake an internal valuation assessment or obtain external valuations to determine the FVLCOD. If the entity holds specialised RoUA and determining the FVLCOD is highly complex, entities are encouraged to engage external valuation expertise.
Cost of disposal is equal to the incremental costs directly attributable to the disposal of the RoUA, excluding any finance and income tax expenses. For RoUA, examples include costs of removing the RoUA, and costs directly incurred to bring the RoUA to the condition to it transfer back to the lessor. In most cases, the estimated cost of disposal for RoUA will be immaterial if the entity plan to hold the lease till expiry; however, the cost of disposal can be material if early termination or transfer of lease is expected.
Fair value less cost of disposal for general office accommodation leases
For general office accommodation leases, where there is an indication that there are cheaper alternative leases available, the FVLCOD will be based on rental market indices. These indices are held by the State Administration Unit within the Department of Government Services. To gain access to these indices, entities can reach out to ACLS Finance (DGS) aclsfinance@dgs.vic.gov.au.
These indices should only be applied to general office accommodation RoUA. For buildings other than general office accommodation, entities must seek market indications for that relevant building.
Where the impairment indications for a general office accommodation lease relates to non‑market factors, entities should not use these indices and instead undertake a managerial assessment to determine the FVLCOD.
Reversal of impairment losses
In addition to identifying any impairment indicators at the end of each reporting period, entities should assess for indications that an impairment loss recognised in prior periods for a RoUA may no longer exist or may have decreased. If there are indicators suggesting that the impairment loss may no longer exist or has decreased, the entity should estimate the recoverable amount of the RoUA.
If there has been a change in estimates used to determine the recoverable amount since the last impairment loss was recognised which results in the recoverable amount exceeding the carrying amount, entities should reverse a previously recognised impairment loss and increase the carrying amount of the RoUA. The increase in the carrying amount of the RoUA must not exceed the carrying amount that would have been determining (less depreciation) had no impairment loss been recognised in prior years.
General guidance
Disclosures
Example note disclosures, for use in entities’ annual financial report, can be found in the relevant year’s Model Report for Victorian Government Departments and/or Tier 2 Model Financial Report for Victorian public sector entities (Model Reports), as issued by DTF.
Model accounting policies disclosure, by way of Notes in the annual financial report, can also be found in the relevant year’s Model Report, as issued by DTF.
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