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The era of off-balance sheet financing is officially closing for UK GAAP 
preparers. To help your team navigate the operational realities of the 

new standard, we’ve built the ultimate compliance roadmap.

This master resource is a direct product of our ongoing collaboration 
with UK accounting teams. We published our foundational FAQ guide 

in 2025 to address initial transition hurdles. Throughout 2026, we 
continued to listen, gathering a brand NEW set of distinct, complex 

questions straight from our webinar audiences.

We have fused both resources into this single, expanded volume. By 
adding these new 2026 technical scenarios—covering everything from 

synthetic borrowing rates to component unbundling—we’ve created 
the most complete, single-source FRS 102 lease accounting reference 

available today.
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Portfolio Scope & Asset Identification

The first hurdle in adopting the updated FRS 102 for lease accounting is strictly defining the perimeter of your lease 
portfolio. For lessees, the comfortable distinction between operating and finance leases has been removed, replaced 
by a single model that demands balance sheet recognition for nearly all contract-driven obligations.

This section addresses the foundational questions of scope—clarifying which entities must comply, how to handle 
complex intra-group arrangements, where the line is drawn between a lease and a service contract, and how to 
unbundle mixed invoices.

Does the transition to FRS 102 effectively 
eliminate the classification of “operating leases” 
for lessees, requiring all leases to be recognised 
on the balance sheet?

1

Yes, for the most part. Under the updated FRS 
102, the distinction between operating and 
finance leases is removed for lessees. You must 
recognise a Right-of-Use (ROU) asset and a 
Lease Liability for all leases. The only exceptions 
are if you proactively elect to use the short-term 
lease exemption (12 months or less) or the low-
value asset exemption (e.g., small IT equipment, 
office furniture).

Does the updated FRS 102 lease accounting 
standard apply to entities classified as “small” 
or “micro” under the Companies Act, or are 
they exempt?

2

“Small” entities applying FRS 102 Section 1A are in 
scope; they must recognise leases on the balance 
sheet just like larger entities. However, “Micro” 
entities applying FRS 105 are exempt. FRS 105 is 
based on a simplified historical cost framework, 
so micro-entities will continue to expense lease 
payments through the P&L as they are incurred 
(similar to the old operating lease model).

Are intra-group rentals of property, plant, or 
vehicles considered leases within the scope of 
FRS 102, requiring balance sheet recognition by 
the lessee subsidiary?

3

Yes. Intra-group arrangements are in scope if they 
meet the definition of a lease (an identifiable asset 
where the user controls the use). Even if there is 
no formal written contract, if the subsidiary has 
exclusive use of the asset and pays for it (even 
via intercompany account), a lease liability and 
ROU asset must be recognised in the subsidiary’s 
individual financial statements.

Does a contract fail to meet the definition of 
a lease under FRS 102 (specifically regarding 
the “right to control” and “substantially all the 
capacity”) if the lessee only has access to 50% 
or less of the asset’s capacity?

4

Likely yes, it would fail to be a lease. To be an 
identified asset, the lessee must typically have the 
right to obtain substantially all (implied >90%) of the 
economic benefits from the use of the asset. If you 
only have rights to 50% of a distinct asset’s capacity 
(e.g., 50% of the capacity of a fibre optic cable or a 
pipeline), and the portion is not physically distinct, 
you do not “control” the asset. This would likely be 
accounted for as a service contract, not a lease.

If an entity already holds property as an 
investment property measured at fair value, does 
the new FRS 102 lease standard still apply to the 
underlying lease agreements or valuation method?

5

If you are the Lessor (you own the property and 
rent it out), you continue to apply the specific 
investment property accounting (Fair Value 
through P&L) under Section 16; the new lease 
standard does not change the valuation of the 
investment property itself.

If you are the Lessee (you rent a property and 
then sub-let it as investment property), you 
must recognise the head lease as an ROU asset. 
You then measure that ROU asset at Fair Value 
(Section 16) rather than Cost (Section 20) if you 
classify it as investment property.
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Portfolio Scope & Asset Identification (continued)

The Core Rule: Service charges represent non-
lease components. You must exclude them from 
the lease liability calculation and expense them 
to the profit and loss (P&L) account as you incur 
them.

»

The Practical Expedient: FRS 102 permits 
an exception where you can elect, by class of 
underlying asset, to combine non-lease and lease 
components. If you select this option:

»

Market benchmarking or comparable data: 
Examine market data for similar properties or 
assets in the same geographical area where 
landlords unbundle the rent and service charges. 
For instance, if commercial property databases or 
local estate agents show that comparable space 
costs £25 per sq ft for pure rent, use this figure to 
calculate the relative split.

»

The residual approach: If you can reliably observe 
the stand-alone rental value of an equivalent “dry” 
asset (one without services), apply that market 
rate to the lease component first. Then, allocate 
the remaining contract balance to the service 
charge component.

»

The cost-plus approach: Estimate the underlying 
costs the lessor incurs to provide the maintenance 
or service element, add a reasonable industry 
profit margin, and use that total as the stand-alone 
price for the service component. Allocate the 
remaining contract amount to the rent.

»

Lessor or expert information: Request an informal 
breakdown or historical spending data from 
the landlord. Alternatively, instruct a chartered 
surveyor or independent valuer to provide an 
expert assessment of the service-to-rent ratio for 
that specific asset type.

»
You treat the entire payment (rent and 
service charge) as a single lease component.

You include the service charge in the lease 
liability and capitalise it into the right-of-use 
(ROU) asset.

Note: While this option simplifies tracking, it 
artificially inflates both your balance sheet liabilities 
and the ROU asset. This inflation can negatively 
impact key financial metrics, such as your gearing 
ratio and debt covenants.

If you do not apply the practical expedient, you must 
allocate the total contract consideration based on the 
relative stand-alone prices of the lease and non-lease 
components. If the contract lacks readily available 
stand-alone prices, FRS 102 requires you to estimate 
them, maximising the use of observable information. 
The best practical methods to achieve this include:

Should you include service charge payments in 
the lease liability calculation alongside rent? If 
the agreement does not explicitly break down 
the split between lease and maintenance 
components, how should you estimate the 
lease component?

6

By default, no. FRS 102 requires lessees to split a 
contract into lease components (the right to use 
the asset, such as rent) and non-lease components 
(services or maintenance, such as service charges).

NEW
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Portfolio Scope & Asset Identification (continued)

Do unique lease agreements, such as rented office 
plants or telephone systems where a service fee 
makes up the bulk of the cost, fall within the scope 
of balance sheet capitalisation?

7

Under the revised FRS 102 Section 20, specialised 
contracts like plant hire or telephone systems 
rarely end up on your balance sheet. While these 
agreements may contain elements of hire, they 
almost always avoid capitalisation through specific 
scoping rules and exemptions.

The standard applies to these two common scenarios 
as follows:

Rented office plants fail to meet the criteria for 
balance sheet capitalisation for two distinct reasons:

»

Telecom agreements represent “hybrid contracts.” 
They contain both a lease component (the physical 
handsets) and a non-lease component (the data line 
rental, maintenance, and telecom service).

»

No “identified asset.” For a lease to exist 
under the standard, the contract must specify 
an “identified asset.” Plant hire companies 
routinely replace, swap, or rotate seasonal 
and withered plants at their own discretion. 
Because the supplier maintains substantive 
substitution rights, FRS 102 classifies the 
arrangement as a service contract rather 
than a lease.

The service element. FRS 102 requires your 
team to separate non-lease service elements 
from the lease liability. You must expense 
these service costs directly to your profit and 
loss (P&L) account as they occur. You cannot 
capitalise them.

The low-value exemption. Even if your 
contract identifies specific, permanent 
feature trees, they would qualify for the low-
value asset exemption on an individual basis.

The handset element. This leaves only the 
value of the physical hardware. Because a 
single office handset represents a low-value 
asset when new, you can apply the low-value 
exemption to the hardware.

NEW
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Does applying the ‘short-term’ or ‘low-
value’ lease exemptions in FRS 102 require 
recognising the lease on the balance sheet, or 
is the requirement limited to note disclosures 
regarding future commitments?

1

It is limited to note disclosures. If you elect these 
exemptions, you do not recognise a Right-of-Use 
asset or Lease Liability on the balance sheet. 
Instead, you recognise the lease payments as an 
expense in the P&L on a straight-line basis over 
the lease term (similar to the old operating lease 
model). You must disclose the expense incurred 
and the future lease commitments in the notes.

What is the specific maximum lease term 
duration that qualifies as a ‘short-term lease’ 
under FRS 102 for the purpose of claiming an 
exemption from balance sheet recognition?

2

A short-term lease is a lease that, at the 
commencement date, has a lease term of 12 
months or less. Crucial Note: This includes any 
period covered by an option to extend the lease 
if the lessee is reasonably certain to exercise that 
option. A lease with a 6-month initial term and a 
“likely to be exercised” 12-month extension is not 
a short-term lease.

What is the monetary threshold or definition 
for a ‘low-value asset’ under FRS 102, and 
would assets like printers costing £10,000 or 
coffee machines costing £20,000 qualify for 
this exemption?

3

The standard does not set a hard currency cap, 
but the basis for conclusions (aligned with IFRS 
16) suggests a benchmark of approximately 
$5,000 (approx. £4,000) when the asset is new. 
Therefore, a £10,000 printer or £20,000 coffee 
machine would not qualify as low value and must 
be capitalised. “Low value” typically applies to 
tablets, small personal computers, telephones, 
and small office furniture.

Are leases of intangible assets, such as software 
application licences, within the scope of the FRS 102 
lease accounting standard, or are they excluded?

4

They are generally excluded. Leases of intangible assets 
(like software licences) are outside the scope of the 
Lease section (Section 20). Instead, they are accounted 
for under Section 18 (Intangible Assets other than 
Goodwill). Most software subscriptions are treated as 
service contracts or intangible assets, not leases.

Short-Term & Low-Value Exemptions (Including Bulk Assets)

While the updated FRS 102 standard mandates comprehensive balance sheet recognition, it provides strategic relief 
for specific asset categories. Understanding these recognition exemptions, specifically for short-term leases and low-
value assets, is critical for streamlining your compliance workload.

By correctly applying these accounting policy choices, you can prevent your balance sheet from becoming 
overburdened with immaterial items, such as office furniture or IT peripherals. This section clarifies the strict criteria 
for these exemptions and defines the boundary between bulk portfolios and individual units.
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5 Does a contract for the supply of uniforms, 
where the supplier cleans them and has the 
substantive right to substitute the items with 
different physical pieces, meet the definition 
of a lease (specifically regarding the ‘identified 
asset’ criteria) under FRS 102?

No. This arrangement fails the “Identified 
Asset” test. If the supplier has the substantive 
right to substitute the asset (i.e., they can 
swap the uniforms for others at any time for 
cleaning/repair and economically benefit from 
doing so), the customer does not control a 
specific asset. This is accounted for as a service 
contract, and the costs are expensed to the P&L 
as incurred.

6 If a lease covers a high volume of low-value items 
(such as 100 laptops at £40 each), do you apply the 
low-value exemption to the individual asset or the 
total contract value?

Under the revised FRS 102 Section 20, you apply 
the low-value asset recognition exemption on an 
individual, asset-by-asset basis. This assessment 
depends entirely on the absolute value of the 
underlying asset when new. You do not apply this 
exemption to the total aggregate value of the lease 
contract.

Therefore, when managing a lease for 100 laptops, 
you evaluate the value of a single laptop. Because 
an individual laptop qualifies as a low-value asset, 
the exemption applies to the entire contract. You 
can elect to expense these payments directly to the 
profit and loss (P&L) account, bypassing the need 
to capitalise a right-of-use (ROU) asset and lease 
liability on your balance sheet, regardless of the 
aggregate volume or total contract cost.

Short-Term & Low-Value Exemptions (Including Bulk Assets) (Continued)

BLOG POST

FRS 102 Embedded Leases:  
Your Preparedness Guide

NEW

https://finquery.com/blog/frs-102-embedded-leases/
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Vehicle Fleets & Salary Sacrifice Schemes

Vehicle fleets are typically a company’s second-largest lease liability after real estate. Under FRS 102, managing them 
just got significantly more complex due to shared pool cars and EV salary sacrifice schemes.

To get the accounting right, you must separate operational usage from legal liability. The critical step? Identifying the 
legal contract holder. Failing to do so risks a major audit mistake: incorrectly netting your lease obligations against 
employee payroll deductions instead of grossing them up on the balance sheet.

TOOL

Are company ‘pool cars’ subject to balance 
sheet recognition as Right-of-Use assets and 
lease liabilities under FRS 102, or are they 
treated differently from other vehicle leases?

1

Yes, they are subject to recognition. “Pool cars” 
are treated exactly the same as any other leased 
asset. If the company enters into a contract to 
rent the vehicle for more than 12 months, the 
company controls the asset. Therefore, you 
must recognise a Right-of-Use (ROU) asset and a 
Lease Liability on the balance sheet. There is no 
specific exemption for pool vehicles.

Does the ‘materiality’ of the net cost (lease 
expense less employee salary sacrifice 
deduction) affect the requirement to recognise 
the gross lease liability for salary sacrifice 
vehicles under FRS 102?

3

No. Materiality is assessed on the Gross 
balances (the Asset and Liability), not the net 
P&L impact. While the P&L impact might be 
neutral (Lease Expense vs. Salary Sacrifice 
Income), the Balance Sheet gross-up is likely 
material. Adding £1m of vehicle liabilities 
and £1m of assets significantly changes your 
gearing and return on asset ratios, which is 
material information for users of the accounts. 
You cannot “net” the asset and liability.

If a vehicle is provided to an employee where 
the employee is the primary signatory and legally 
liable for the contract (and the company merely 
facilitates payment via payroll), does the company 
recognise a lease liability under FRS 102?

4

No. If the employee is the contract holder and 
legally liable for the payments, the lease belongs 
to the employee, not the company. The company 
is acting merely as an agent facilitating payment.

Accounting: The company recognises no 
Lease Liability or ROU Asset. The payments 
made on behalf of the employee are simple 
P&L payroll/expense transactions.

»

How are Electric Vehicle (EV) salary sacrifice 
schemes accounted for by the employer under 
FRS 102—specifically, does the employer (who 
holds the head lease) need to recognise the 
full lease liability on their balance sheet?

2

Yes. In a typical salary sacrifice scheme, the 
employer is the lessee who signs the contract 
with the leasing company (e.g., Octopus, Zenith). 
The employer has the primary obligation to pay 
the lessor.

Balance Sheet: The employer must recognise 
the full Lease Liability and ROU Asset.

»

P&L: The salary sacrifice deduction is 
treated as a separate payroll/income 
arrangement with the employee and does 
not net off the liability to the lessor.

»
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Determining the Definitive Lease Term

Under FRS 102, the lease term is rarely just the date printed on the final page of your contract. Instead, it represents 
the period you are reasonably certain to remain in possession of the asset, requiring finance teams to look beyond the 
legal text and assess the economic reality of their operations.

This distinction is critical because the length of the lease term is the primary multiplier for your balance sheet liability. 
Whether evaluating a break clause in an office lease or determining the horizon of a rolling monthly contract, you must 
weigh economic incentives—such as significant leasehold improvements—against the flexibility to leave. This section 
clarifies how to document these judgements defensibly at the transition date.

Is the impact of a future break clause recognised at 
the initial measurement date of the lease liability, 
or is it ignored until the break option is actually 
exercised?

4

It is recognised at initial measurement. You must make a 
judgement call at Day 1 (Transition Date). If you decide 
the term is 5 years (exercising the break), you calculate 
the liability based on 5 years of payments. If your plans 
change later (e.g., at year 4 you decide to stay), you 
perform a Lease Remeasurement, adjusting the liability 
and ROU asset at that time.

How is the lease term determined for ‘rolling’ or open-
ended contracts with no specific end date (e.g., monthly 
rolling leases) under FRS 102?

5

Technically, the enforceable period is often just the 
notice period (e.g., 1 or 3 months). However, FRS 102 
looks at substance.

If the contract rolls monthly but you have significant 
economic incentives to stay (e.g., essential machinery 
installed), the lease term is the period for which you 
are reasonably certain to extend.

»

If there are no significant penalties or incentives 
to stay, the lease term is just the notice period. 
In this case, it usually qualifies as a Short-Term 
Lease and is exempt from the balance sheet.

»

For building leases, should the lease liability be 
measured based on the non-cancellable period up to 
the first break option, or the full duration of the lease?

3

It depends on the assessment in the previous question.

Example: A 10-year lease with a break at year 5.»

What criteria are used to decide whether to 
calculate the lease liability up to the break date 
or the full contractual end date (specifically 
regarding the ‘reasonably certain’ threshold)?

2

You must assess economic incentives. You may 
be “reasonably certain” to stay (and ignore the 
break) if:

You have spent significant money on 
Leasehold Improvements.

»

The rent is significantly below market rates 
(a “bargain”).

»

The location is critical to your operations.»
Moving would incur significant disruption 
costs.

»

How is the ‘lease term’ determined under FRS 
102 when a contract contains a lessee break 
option (an option to terminate the lease early)?

1

The lease term is the non-cancellable period 
minus the time period included in an option to 
terminate if the lessee is reasonably certain to 
exercise the option.

If you are reasonably certain you will stay 
past the break, you calculate the liability to 
the lease end date.

»

If you are not reasonably certain (i.e., you 
probably will leave), you calculate only to the 
break date.

»

Scenario A: You just installed a £500k custom 
fit-out. You are reasonably certain to stay. Lease 
Term = 10 years.

Scenario B: It is a generic office, and you are 
unsure of your long-term needs. You are not 
reasonably certain to stay. Lease Term = 5 years.
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Discount Rates, Calculations, & Present Value Nuances

One of the most technically challenging aspects of FRS 102 adoption is determining the appropriate discount rate. 
Because this single percentage drives the present value calculation of your entire lease liability, selecting the incorrect 
Incremental Borrowing Rate (IBR) can lead to material misstatements on the balance sheet.

Beyond the mathematics, UK and Irish finance teams must also grapple with legacy arrangements typical of the British 
and Irish property markets. The following questions clarify how to derive defensible borrowing rates at the date of 
transition, construct rates for entities without debt history, and avoid common timing distortions in your discounting 
mechanics.

When transitioning to FRS 102, should the 
Incremental Borrowing Rate (IBR) used to discount 
lease liabilities be determined at the original lease 
inception date or at the date of transition?

1

At the date of transition. When applying the modified 
retrospective approach (which most entities will use), 
you measure the lease liability at the date of transition 
(e.g., 1 Jan 2026) using the remaining lease payments 
discounted at the lessee’s incremental borrowing rate 
determined at that date. You do not need to go back 
and estimate what your borrowing rate was 5 years ago 
when the lease started.

Does FRS 102 permit the use of a portfolio discount rate 
(a single weighted average IBR) for a group of leases with 
similar characteristics (e.g., a fleet of vehicles) rather than 
calculating a unique rate for each lease?

3

Yes. As a practical expedient, FRS 102 allows you to 
apply a single discount rate to a portfolio of leases with 
reasonably similar characteristics (e.g., similar remaining 
lease term, similar class of underlying asset, similar 
economic environment). A fleet of 80 cars with similar 
lease terms is a perfect candidate for this simplification.

Can an entity use its ‘loss of interest’ rate 
(investment return rate) as the discount rate for 
lease liabilities under FRS 102, or is the Incremental 
Borrowing Rate (IBR) mandatory?

2

No, you cannot use an investment or “loss of interest” 
rate. The standard requires the rate implicit in the 
lease. If that cannot be readily determined (which 
is common), you must use the lessee’s Incremental 
Borrowing Rate (IBR) or the lessee’s Obtainable 
Borrowing Rate (OBR).

IBR Definition: 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.

»

OBR Definition: The rate of interest a 
lessee would have to pay to borrow, over a 
similar term, an amount similar to the total 
undiscounted value of lease payments to be 
included in the measurement of the lease 
liability.

»

4 In a lease calculation example, why is the recognised 
Lease Liability value (e.g., £94,179) lower than the total 
sum of the future lease payments (e.g., £108,000 or 
£120,000)?

Concept: A promise to pay £100 in five years is worth 
less than £100 today.

»

Calculation: The Lease Liability is the Present 
Value (PV) of the future payments, discounted 
using the interest rate (IBR).

»

The “Gap”: The difference between the 
£108,000 (cash you will pay) and the £94,179 
(liability today) is roughly £13,821. This amount 
will be recognised as Interest Expense in your 
P&L over the life of the lease, unwinding the 
discount.

»

The difference represents the Time Value of Money 
(Interest).
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Discount Rates, Calculations, & Present Value Nuances (Continued)

If a company has no existing borrowings or 
credit history, what specific benchmarks or rates 
should be used to determine the incremental 
borrowing rate (IBR)?

Under the revised FRS 102 Section 20, if your 
company has no existing borrowings, lacks a 
credit history, and cannot determine the interest 
rate implicit in the lease, you must build a 
“synthetic” rate to establish the correct discount 
factor.

Fortunately, FRS 102 provides a specific UK 
GAAP simplification called the obtainable 
borrowing rate (OBR). Your finance team can 
use this option alongside or instead of the 
traditional incremental borrowing rate (IBR). 
To determine your discount rate without a 
corporate borrowing history, use these specific 
benchmarks and structural building blocks:

5

The benchmark: A formal financing quote from 
a commercial high-street lender.

»

Step A: Risk-free base rate Select an observable, 
risk-free benchmark that matches the currency 
and the precise term of the lease (for example, a 
five-year lease requires a five-year benchmark).

»

Step B: Synthetic credit risk premium (The spread) 
Because you have no corporate credit history, you 
must estimate a proxy credit spread:

»

Step C: Asset-specific and collateral adjustment 
Leases operate as secured borrowings in economic 
substance, because the lessor retains the right to 
repossess the asset if you default.

»

The process: Approach your relationship bank 
and request an indicative quote: “What interest 
rate would you charge our business today for a 
fixed-term loan equal to the total value of these 
undiscounted lease payments?” Even without a 
prior borrowing footprint, corporate banks can 
provide an estimated lending rate based on your 
current balance sheet liquidity, net assets, and 
cash flow projections.

»

Before building a complex, synthetic IBR model, 
evaluate the OBR first. FRS 102 defines this as the 
rate you would pay to borrow an amount equal 
to the total undiscounted lease payments over a 
similar term.

If you must calculate a formal IBR instead, 
construct a synthetic rate using a Base Rate + 
Credit Spread + Asset Adjustment framework:

The FRS 102 alternative: Obtainable 
borrowing rate (OBR)

Market rate construction (The “top-down” 
IBR approach)

1

2

For GBP leases: Use Sterling Overnight Index 
Average (SONIA) swap rates or UK Gilt yields 
for the corresponding lease duration. Swap 
rates are generally preferred by auditors as they 
more accurately reflect commercial corporate 
financing realities.

For EUR leases (Republic of Ireland): Use Euro 
Interbank Offered Rate (Euribor) swap curves or 
Irish government bond yields.

Peer benchmarking: Reference published 
commercial banking data or corporate bond 
indices for unrated small and medium-sized 
enterprises (SMEs) operating within your specific 
sector.

Property leases: Real estate represents high-
quality collateral. You should reduce your 
synthetic unsecured borrowing rate (typically by 
1% to 2%) to reflect a secured lending position.

Alternative: You can use the Bank of England 
base rate (or European Central Bank main 
refinancing rate) as a baseline, adjusted for 
the term structure if the lease spans a longer 
duration.

Scorecard mapping: Map your core financial 
ratios (such as your current liquidity ratio, 
interest coverage, and net asset position) against 
commercial credit-scoring tools to determine 
where an equivalent unrated business falls. 
Typically, a well-capitalised, unrated SME 
commands a spread of 2.5% to 5.0% above the 
risk-free base rate.

Equipment and IT leases: Laptops, office 
hardware, and specialised machinery depreciate 
rapidly and offer minimal recovery value to a 
lender. Keep the collateral adjustment at zero, 
leaving the IBR closer to an unsecured corporate 
borrowing rate.

NEW
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Discount Rates, Calculations, & Present Value Nuances (Continued)

6 Is it acceptable to discount total annual lease payments 
using an annual IBR, or must you discount monthly 
payments using a monthly equivalent rate for the net 
present value (NPV) calculation?

Under FRS 102 Section 20, if your lease agreement 
dictates monthly payments, you should discount 
those payments on a monthly basis using a monthly 
equivalent rate. While the guidance does not explicitly 
ban annual discounting, aggregating monthly cash 
outflows into a single annual figure distorts the time 
value of money. This approach artificially understates 
your lease liabilities, and your auditors will likely reject 
it during the month-end close review.

Discounting frequency impact summary
The table below outlines how different discounting 
frequencies affect your balance sheet accuracy and 
audit readiness during the month-end close:

Discounting 
frequency

Impact on lease 
liability

Audit compliance 
status

Annually  
(in arrears)

Understates your 
true balance 
sheet liability by 
ignoring the timing 
of monthly cash 
outflows.

Rejected (fails 
to reflect true 
economic 
substance)

Annually  
(in advance)

Overstates 
your balance 
sheet liability by 
miscalculating the 
timing of payments.

Rejected 
(creates material 
misstatement risk)

Monthly  
(matching actual 
cash flows)

Calculates the 
accurate net 
present value (NPV) 
based on your 
actual payment 
schedules.

Approved (fully 
compliant with FRS 
102 standards)

Summary formula for your audit trail

To give your auditors complete confidence, 
document your derivation clearly using 
verifiable market inputs:

OBR/IBR = Term-Matched Swap Rate + SME 
Unrated Credit Spread − Collateral Discount (for 
Property)

Common Pitfall to Avoid: Do not substitute your 
weighted average cost of capital (WACC) for your 
borrowing rate. WACC blends the cost of debt 
with the cost of equity. Because equity carries 
higher risk and demands higher returns, using 
WACC artificially inflates your discount rate. This 
distortion inappropriately understates the true 
scale of your lease liabilities and misrepresents 
your gearing ratios and debt covenants on the 
balance sheet.

»

Materiality Guidance:
Annual discounting is only acceptable if your lease portfolio 
is small enough that the mathematical variance remains 
completely immaterial to your financial statements. 
However, relying on manually calculated materiality 
justifications introduces unnecessary risk when auditors 
review your lease accounting data. 

NEW
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Lease agreements in the UK and Ireland are rarely static, flat-fee arrangements. From rent-free incentives negotiated 
at inception to annual CPI-linked reviews and eventual dilapidation obligations, the cash flows associated with a lease 
fluctuate significantly over its life.

Under FRS 102, accurately capturing these variables requires a strict distinction between what constitutes a 
capitalised lease liability and what remains a period expense. This section breaks down the specific accounting 
mechanics for incentives, variable payments, and restoration costs, ensuring your initial measurement and subsequent 
remeasurements accurately reflect the economic substance of the contract.

How are variable lease payments linked to an 
index (e.g., CPI) or a market rate accounted 
for under FRS 102 at initial recognition versus 
subsequent measurement?

2

Initial Recognition: You do not forecast future 
inflation. You calculate the liability using the 
index/rate as it stands at the commencement 
date (or transition date). If the rent is “Current 
Rent + CPI,” you assume the CPI stays flat for 
the whole lease.

Subsequent Measurement: When the rent 
actually changes (e.g., the annual review 
happens and rent goes up), you must 
remeasure the lease liability using the new 
cash flows. This increase typically adjusts the 
ROU Asset upwards, not the P&L.

»

How are rent-free periods or lease incentives 
treated in the initial measurement of the lease 
liability and right-of-use asset under FRS 102?

1

Lease Liability: You calculate the liability by 
discounting only the payments that will actually be 
made. If months 1–6 are free, you input £0 for those 
months in your calculation. This naturally lowers 
the Present Value (liability).

ROU Asset: The starting value of the asset is 
the Lease Liability plus any initial direct costs, 
minus any lease incentives received (like cash 
payments from the landlord).

»

How is a retrospective rent increase (agreed after a scheduled rent review 
date) accounted for under FRS 102 lease remeasurement rules?

3

The lease liability is remeasured when the uncertainty is resolved (i.e., when the new rent is agreed).

You recalculate the liability using the new agreed rental amount for the remaining term.»
The difference between the old liability and new liability is adjusted against the ROU Asset.»
Any “catch-up” payment for the retrospective period is generally settled in cash and reduces the 
accrued liability or is expensed if it relates to a past period not provided for, though typically it’s treated 
as part of the remeasurement adjustment.

»

4 Are variable lease payments based on performance 
or usage (such as turnover rent or percentage of 
sales) included in the measurement of the lease 
liability under FRS 102?

Accounting: These are recognised as an expense in 
the Profit & Loss account in the period they occur, 
exactly as they were under the old standard.

»

No. Variable payments that depend on sales, usage, 
or profits (turnover rent) are excluded from the 
lease liability.

Hybrid Leases: If a lease has a fixed base rent + % 
turnover, you capitalise the fixed base rent and 
expense the turnover portion.

»

Are dilapidation costs (obligations to restore the 
underlying asset to its original condition) included in 
the measurement of the lease liability or the right-of-
use asset under FRS 102?

5

Lease Liability: No. The lease liability represents the 
obligation to make rental payments to the lessor. 
Dilapidations are a separate obligation.

ROU Asset: Yes. The estimated cost of dismantling/
restoring the asset (dilapidations) is added to the 
cost of the Right-of-Use Asset.

»

The Credit Entry: The credit side goes to a 
Provision for Dilapidations (under Section 21 / 
IAS 37), not the Lease Liability.

»

Variable Payments, Incentives, & Dilapidations
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What is the mandatory effective date for 
the adoption of the updated FRS 102 lease 
accounting standards for a company with a 
financial year-end of 31st March (specifically 
regarding years ending 2026 or 2027)?

1

The amendments are expected to apply to 
accounting periods beginning on or after 1 
January 2026.

For a 31 March year-end: Your first 
accounting period under the new rules 
will be the year starting 1 April 2026 
and ending 31 March 2027.

»

Transition Date: Your “date of initial 
application” would be the start of that 
period: 1 April 2026.

»

If a lease has a remaining term of less than 
12 months at the date of initial application 
(transition date), does the lessee need to 
recognise a right-of-use asset and lease 
liability, or can it apply the short-term 
lease exemption?

2

You can apply a specific transition practical 
expedient. Even if the original lease was 3 
years long, if the remaining term at the date of 
transition is less than 12 months, you can elect 
to treat it as a Short-Term Lease.

Result: You do not capitalise it. You 
continue to expense the payments in the 
P&L for the final remaining months.

» Does FRS 102 require the restatement of 
comparative financial information for the 
prior period upon initial adoption of the 
lease standard?

5

Generally, no. Most entities will adopt the 
Modified Retrospective Approach. Under this 
approach, you do not restate the prior year’s 
figures (comparatives). Instead, you recognise 
the cumulative effect of initially applying the 
standard as an adjustment to the opening 
balance of Retained Earnings at the date of 
initial application (e.g., 1 Jan 2026). The prior 
year (2025) remains exactly as it was reported 
under the old rules.

For a lease with only 6 months remaining at the 
transition date (e.g., 1 Jan 2026), is a retrospective 
adjustment to retained earnings required, or can 
the lease be expensed until expiry?

3

No adjustment to retained earnings is required 
if you use the practical expedient mentioned in 
the previous question. You simply ignore the 
capitalisation requirements and expense the 
remaining 6 months of rent.

Note: If you choose not to use the expedient 
(unlikely), you would theoretically capitalise 
it, but the value would be immaterial and 
amortised fully within 6 months, making it 
administrative work for zero benefit.

»

When transitioning to FRS 102 midway through a 10-
year lease, is the lease liability measured based on the 
remaining future payments from the transition date, or 
the original 10-year payment stream?

4

It is based on the remaining future payments only.

Liability Calculation: You look at the payments 
due after the transition date (e.g., from 1 Jan 
2026 to the lease end in 2031). You discount 
these remaining 5 years of payments to their 
present value at 1 Jan 2026. You do not include 
the 5 years of history in the liability calculation.

»

 Transition Mechanics, Historical Balances, & Sector Applications

The transition to the updated FRS 102 lease accounting raises immediate practical concerns regarding historical data: 
must you reopen closed financial years, and how do you reconcile legacy balances like deferred rent against the new 
single-model approach? Fortunately, the standard favours pragmatism over perfection, predominantly utilising the 
Modified Retrospective Approach to avoid the administrative burden of restating prior year comparatives.

This section details the specific accounting mechanics required at the date of initial application, handling hire 
purchase carry-forwards, addressing complex UK land anomalies, and deploying look-back simplifications for highly 
decentralised institutional portfolios.
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How are existing deferred rent balances or 
lease incentive accruals (recognised under the 
previous operating lease model) treated upon 
transition to FRS 102, and do they adjust the 
opening Right-of-Use asset value?

6

You must derecognise them. Under the 
modified retrospective method, the 
Right-of-Use (ROU) Asset is measured 
at an amount equal to the Lease Liability, 
adjusted by the amount of any prepaid or 
accrued lease payments.

The Adjustment: If you have a 
Deferred Rent balance (a credit, 
usually from a rent-free period), you 
Debit the Deferred Rent to remove it, 
and Credit the ROU Asset.

»

Result: This reduces the opening 
value of the ROU Asset. You do 
not write it off to P&L or Retained 
Earnings directly; it is absorbed into 
the asset valuation.

»

When a subsidiary transitions to FRS 102 
using the carrying amounts determined 
for the consolidated group accounts 
(Group Carrying Value), where is the 
difference between the group value and 
the subsidiary’s local legacy balances (such 
as prepayments) recorded?

7

The difference is posted to Opening 
Retained Earnings.

Scenario: The Group provides you with 
an ROU Asset of £100k and Liability of 
£105k. Your local books still have a £2k 
Prepayment.

»

Mechanics: You book the Asset (£100k) 
and Liability (£105k). You remove the 
Prepayment (£2k). The figures won’t 
balance perfectly because the Group 
values likely used a different inception 
date/rate.

»

Plug: The balancing figure is the “catch-up” 
adjustment to Opening Retained Earnings.

»

If an entity already voluntarily applies IFRS 16 for 
its accounts, are there significant differences or 
advantages to adopting FRS 102 instead?

8

FRS 102 is heavily aligned with IFRS 16, so the 
numbers will be very similar.

Advantage of FRS 102: It generally requires 
fewer disclosures than full IFRS 16. If you 
are a UK entity, FRS 102 is the natural 
standard unless you are a listed group.

»

Advantage of Staying IFRS 16: If you 
already did the work to convert to IFRS 16, 
switching back to FRS 102 might just be 
administrative churn. However, FRS 101 
(IFRS with reduced disclosures) is often 
the preferred route for subsidiaries of IFRS 
parents.

»

How does the updated standard affect assets and 
liabilities that you have already capitalised on the 
balance sheet under legacy hire purchase agreements?

9

For existing hire purchase (HP) agreements, the 
transition to the revised FRS 102 Section 20 is 
primarily administrative. Because you have already 
capitalised these contracts under the previous 
finance lease framework, the transition creates no 
immediate net financial impact on your balance sheet 
or profit and loss (P&L) account.

On the transition date, you simply carry forward the 
historical carrying amount of the legacy finance lease 
asset and liability as the opening balances for your 
right-of-use (ROU) asset and lease liability.

While the underlying figures do not change, your 
accounting team must ensure these agreements are 
brought into your central contract repository. This 
allows you to update financial statement disclosures, 
align them with the new ROU accounting model, and 
present a clear, unified audit trail to your auditors 
without disrupting your financial ratios.

 Transition Mechanics, Historical Balances, & Sector Applications (continued)

NEW



18

How are very long-term leases (e.g., 999-
year leases or 200-year leases) classified 
and measured under FRS 102, and does the 
length of the term automatically classify 
them as finance leases or purchases?

10

Extremely long leases (like 999 years) are 
virtually always classified as Finance Leases 
because the lease term covers the major 
part of the asset’s economic life.

Accounting: You recognise the asset 
and liability.

»

However: If the payments are nominal, 
the liability may be a small amount.

»

Land vs. Buildings: Note that land has 
an indefinite life, but a 999-year lease 
transfers substantially all risks and 
rewards of ownership, so it is effectively 
treated as a bought asset.

»

How do you account for a long leasehold 
interest under FRS 102 where a 
substantial premium was paid upfront and 
the ongoing rental payments are nominal 
(‘peppercorn’ rent)?

11

The Premium: The large upfront payment is 
capitalised as part of the cost of the Right-of-
Use Asset (or Property, Plant & Equipment if 
deemed a purchase). It is already paid, so it 
does not create a lease liability.

The Peppercorn Rent: The Lease Liability is 
the present value of the future payments. 
If the future rent is £1/year (peppercorn), 
the Lease Liability is effectively zero.

»

Result: You have a large asset on the 
balance sheet (from the premium) and a 
negligible or zero lease liability. The asset 
is then depreciated over its useful life.

»

If we hold long residential leaseholds with terms 
of 125+ years, where we paid a one-off upfront 
premium and owe only a nominal “peppercorn” 
ground rent, do these contracts fall entirely outside 
the scope of the updated rules?

12

Technically, no. These long leaseholds remain 
within the scope of the revised FRS 102 Section 
20 because they legally constitute lease 
arrangements. Practically, however, the updated 
rules create a net-zero impact on your financial 
statements, meaning you do not need to alter your 
existing accounting treatment.

This neutral impact occurs because of how the 
standard treats the cash flows associated with 
these specific property assets:

 Transition Mechanics, Historical Balances, & Sector Applications (continued)

The upfront premium: Your team already 
capitalises the initial one-off payment 
on the balance sheet as an investment 
property, measuring it at fair value under 
FRS 102 Section 16.

»

The nominal ongoing payments: Because 
the lease requires only a “peppercorn” 
ground rent, your future cash outflows are 
effectively non-existent. When you run a 
nominal or zero-value payment through 
a net present value (NPV) calculation, the 
resulting lease liability rounds down to 
zero.

»

Because there is no meaningful lease liability to 
recognise, you do not need to calculate a separate 
right-of-use (ROU) asset, record new balancing 
entries, or adjust your debt covenants. These 
portfolios present zero risk of balance sheet 
inflation, allowing your Controller to maintain 
standard reporting workflows during the month-
end close while remaining fully compliant with the 
2026 mandates.

NEW
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For higher education institutions that are not restating 
comparatives but are restating opening reserves, what 
are the best practices for managing the “look-back” 
period without disrupting the finance team?

13

For higher education (HE) institutions adopting 
the revised FRS 102 Section 20 using the modified 
retrospective approach—which aligns with the 
standard HE financial year starting 1 August 
2026—managing the “look-back” period cleanly 
is a significant operational challenge. Because 
university portfolios are highly decentralised—with 
lease contracts spread across estates, central IT, 
procurement, and individual academic schools—a 
poorly managed data collection process can easily 
stall your year-end audit.

To streamline this transition and protect your 
month-end close timeline, employ these five data 
management practices:

 Transition Mechanics, Historical Balances, & Sector Applications (continued)

The strategic benefit: This option completely 
removes the need to historical look-back to the 
original commencement date to calculate years of 
accumulated depreciation. Your accounting team 
only needs to evaluate the remaining future cash 
flows from the date of initial application  
(1 August 2026).

»

The strategy: Group your look-back leases into clear 
categories—such as vehicle fleets, IT infrastructure, 
or off-campus student accommodation blocks—and 
apply a single, weighted-average discount rate 
calculated on 1 August 2026. This saves days of 
manual treasury research and provides a clean, 
auditable methodology for your external review.

»

The rule: Apply the hindsight practical expedient 
permitted under the updated standard.

»

The efficiency: Use the actual outcomes known 
to your business today. If an estate break option 
passed without being exercised or an extension 
was formally signed in 2024, use that reality to 
determine the remaining lease term as of  
1 August 2026.

»

Under the modified retrospective transition 
framework, FRS 102 allows you to choose how to 
measure your right-of-use (ROU) assets on a lease-
by-lease basis. For your legacy portfolio, select the 
option where the opening ROU asset value equals 
the opening lease liability, adjusted for any prepaid 
or accrued rent.

Instead of researching historical incremental borrowing 
rates (IBRs) or obtainable borrowing rates (OBRs) for the 
original start dates of every historical contract, you can 
apply a single discount rate to a portfolio of leases with 
reasonably similar characteristics.

Do not spend valuable time trying to reconstruct 
what management’s intent or expectations were 
years ago regarding lease renewals, break options, 
or market rent reviews.

Opt for the “asset equals liability” approach

Apply the portfolio approach to discount rates

Deploy the “hindsight” practical expedient

1

3

2NEW
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BLOG POST

Why Waiting Until 2026 to Think 
About FRS 102 is a Mistake for UK 
Accounting Teams

 Transition Mechanics, Historical Balances, & Sector Applications (continued)

The 12-month rule: You can treat any lease that 
expires within 12 months of your transition 
date (meaning contracts ending on or before 
31 July 2027) as a short-term lease. Bypassing 
capitalisation for these agreements keeps them off 
the balance sheet entirely.

»

The exact remaining lease term calculated from 1 
August 2026.

»

Current baseline lease payments and the exact 
payment frequency (such as monthly or quarterly in 
advance).

»

The exemptions first: Remove all low-value items—
such as office laptops, desktop screens, and multi-
functional printers (MFDs)—from your look-back 
workflow immediately using the asset-by-asset 
exemption.

»

Any outstanding tenant incentives, including 
remaining unamortised rent-free periods.

»

Direct linkages to inflation indices (such as CPI or 
RPI) for upcoming rent review periods.

»

Before your team begins extracting contract data, 
establish strict parameters to minimise the volume of 
files requiring full financial engineering:

HE institutions suffer from deep departmental data 
silos. To prevent fragmented data delivery, central 
finance must issue a locked, standardised data-
capture template directly to estates, procurement, 
and IT managers. Ensure this template captures 
only the specific variables required for the forward-
looking calculation from the transition date onwards:

Filter out the short-term and low-value population 
early

Standardise data collection across university 
directorates

4

5

By automating the processing of these standardised 
templates through a specialised system like FinQuery, 
your Controller can secure a solid accounting 
foundation, reduce the stress of the financial close, 
and give your FP&A head the strategic visibility 
needed for multi-year university budgeting.

https://finquery.com/blog/why-waiting-frs-102-is-a-mistake-for-uk-finance-teams/
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How are UK lending institutions responding to the 
changes in financial ratios (specifically higher EBITDA 
and higher reported debt) caused by the transition to 
FRS 102 lease accounting in loan covenants?

3

Most banks are well-prepared for this.

Frozen GAAP: Many loan agreements have 
“Frozen GAAP” clauses, meaning you calculate 
covenants as if the old accounting rules (FRS 102 
prior to 2026) still applied.

»

Renegotiation: If you do not have Frozen GAAP, 
you may breach “Debt to Equity” or “Leverage” 
ratios (because Debt is higher) even though 
“Interest Cover” might improve (because 
EBITDA is higher). You should open a dialogue 
with your lender early to reset covenant levels 
to reflect the new normal.

»

Under FRS 102, how is the lease expense recognised 
in the Profit & Loss account split between depreciation 
and finance costs, and is this treatment identical to the 
traditional finance lease accounting model?

1

Yes, it is identical to the traditional finance lease model.

Depreciation: The Right-of-Use Asset is depreciated 
(usually on a straight-line basis) over the lease term. 
This appears in Operating Expenses (but is added back 
for EBITDA).

»

Interest: The Lease Liability unwinds over time, 
creating an Interest Expense. This appears in 
Finance Costs.

»

P&L Profile: This results in a “front-loaded” 
expense profile—total costs are higher in the 
early years of the lease (high interest) and lower 
in later years, unlike the flat profile of the old 
operating lease rent.

»

Does the reclassification of operating lease payments 
into depreciation and interest expense under FRS 102 
result in an increase in reported EBITDA?

2

Previously: The entire rental payment was an 
Operating Expense, reducing EBITDA.

»
Yes, significantly.

Now: The rental payment is split into Depreciation and 
Interest. Both of these are excluded from EBITDA.

»

Result: Your Operating Profit and EBITDA will rise 
immediately upon transition, while your Net Profit 
(before tax) will likely decrease slightly in the short 
term due to the front-loaded interest.

»

Financial Statements Impact (P&L, Tax, EBITDA & Banking)

The adoption of the updated FRS 102 lease accounting is not merely a balance sheet exercise; it fundamentally alters 
the geography of your Profit & Loss account. By replacing flat rental expenses with depreciation and interest, the 
standard creates a front-loaded expense profile that can distort net profit trends and radically shift key performance 
metrics.

These changes ripple outwards to your external stakeholders. A sudden spike in EBITDA combined with a surge 
in reported debt can inadvertently trigger breaches in banking covenants or alter your tax position, particularly 
regarding the Corporate Interest Restriction (CIR). This section explores how to manage these optical shifts with 
lenders and HMRC.
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4 Does the transition to FRS 102 lease accounting change 
the calculation of UK Corporation Tax and taxable profit, 
particularly regarding the deductibility of depreciation 
and interest versus rental payments?

Deduction: You typically deduct the Depreciation and 
Interest expense charged to the P&L, rather than the 
cash rent paid.

»

Generally, Tax follows Accounts for leases (unless specific 
Capital Allowance rules apply, which is rare for standard 
property leases).

Timing Difference: Because the accounting expense 
is front-loaded (higher interest early on), your tax 
deduction might be higher in early years compared to 
the old straight-line rent, creating a timing difference 
and a Deferred Tax impact.

»

Warning: The interest portion is now subject to the 
Corporate Interest Restriction (CIR), which limits 
tax relief on interest to 30% of taxable EBITDA. This 
could restrict your deductions if you are a highly 
leveraged group.

»

How should an entity account for a Right-of-Use asset under 
FRS 102 if the underlying asset is no longer in use (vacated) 
or the lease is considered onerous?

5

The Liability: The Lease Liability remains on the balance 
sheet and continues to unwind.

»

You apply Impairment rules (Section 27).

The Asset: If the asset is no longer used (e.g., a vacant 
office), it has no economic benefit. You must test it for 
impairment and likely write the ROU Asset down to its 
recoverable amount (which may be zero or the value of a 
potential sublet).

»

Onerous Contract: You generally do not create 
a separate “Onerous Lease Provision” unless the 
unavoidable costs exceed the economic benefits and you 
haven’t already impaired the asset. Impairing the asset is 
the primary mechanism.

»

Financial Statements Impact (P&L, Tax, EBITDA & Banking) (Continued)

TOOL

FREE GUIDE

Your Guide to Choosing FRS 102 
Lease Accounting Software

https://finquery.com/download-your-guide-to-choosing-frs-102-lease-accounting-software/
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What is the correct journal entry coding for a 
monthly rent invoice received from a vendor 
under FRS 102, considering the split between 
lease liability reduction and interest expense?

1

There are two common methods.

Integrating FRS 102 Section 20 into a 10-year financial 
forecast requires a direct shift from flat operational 
budgeting to dynamic structural modelling. To help 
your financial planning and analysis (FP&A) team adapt 
your long-term planning models, use the following 
framework:

Is it permissible under FRS 102 to post lease 
accounting journal entries (depreciation 
and interest) on an annual basis rather than 
monthly, particularly for subsidiaries aligning 
with a parent company’s reporting cycle?

2

Compliance: FRS 102 does not mandate 
monthly bookkeeping, only that the financial 
statements at the reporting date are correct.

»

Yes, provided you only issue external financial 
statements annually.

Risk: If you produce monthly management 
accounts, posting annually will distort your 
monthly results (showing huge profits in 
months 1-11 and a large adjustment in month 
12). For accurate management reporting, 
monthly journals are strongly recommended.

»

Method A (Direct): Code the invoice directly 
to the Lease Liability account (Balance Sheet) 
instead of “Rent Expense” (P&L). You then post 
a separate journal to recognise the Interest 
Expense (Dr Interest, Cr Lease Liability) to 
accrue the time value of money.

»

Method B (Reversal - Preferred for AP Teams): 
Let the AP team code the invoice to “Rent 
Expense” as usual. Then, post a recurring 
monthly journal that:

»

Credits Rent Expense  
(to remove it).

Debits Depreciation  
(Operating Expense).

Debits Interest Expense 
(Finance Cost). This is often 
easier than training AP staff  
on liability accounts.

What are the key commercial benefits or strategic 
arguments to present to SME management teams 
to justify the administrative effort required for the 
transition to FRS 102 lease accounting?

3

Improved EBITDA: This is the biggest selling point. 
Moving rent to “Interest & Depreciation” instantly 
boosts EBITDA, a key metric for bank covenants and 
business valuation.

Exit Readiness: If the owner plans to sell, buyers 
will scrutinise off-balance sheet liabilities. Having 
them recognised and clean makes due diligence 
faster and increases buyer confidence.

»

Better Decision Making: It forces the business 
to actually track lease expirations and costs 
accurately, preventing “accidental” rollovers of 
unwanted equipment or property leases.

»

Beyond statutory reporting, how should your finance 
team integrate lease accounting changes into long-term 
financial forecasting and 10-year budgets?

4

Monthly Close Operations, Budget Forecasting, & System Selection

The transition to FRS 102 lease accounting is not merely a year-end compliance exercise; it requires a fundamental 
redesign of your monthly close process. For operational finance teams, the challenge shifts from simply paying the rent, 
to actively managing a complex liability, requiring new workflows for the Purchase Ledger and updated forecasting 
protocols.

This final section tackles operational deployment: from coding AP entries to integrating dynamic lease modifications 
and asset insurance write-offs directly into your multi-year corporate models. Crucially, we outline the parameters for 
selecting automated solutions over error-prone spreadsheet networks.

The shift: Straight-line depreciation and a declining 
interest curve replace traditional straight-line rent.

»

The forecast impact: Total lease expenses run 
higher in the early years of a contract. If you plan 
significant asset expansions in years one to three, 
your projected net profit will dip temporarily before 
recovering later in the decade.

»

EBITDA adjustment: Because you strip rent out of 
operating costs, EBITDA will permanently step up 
across your 10-year horizon.

»

Model the front-loading P&L curve1

NEW
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Debt covenants: Your team must treat 
forecasted lease liabilities as debt-like 
obligations. Ensure your 10-year model tracks 
the tapering of these liabilities against banking 
covenants, capital allocations, and future 
borrowing capacity.

»

While total cash outflow remains unchanged, the 
classification within your 10-year model shifts 
significantly:

Return on capital employed (ROCE): Because your 
balance sheet will permanently carry inflated right-
of-use (ROU) assets, your projected ROCE baseline 
will look lower, meaning your Controller must 
recalibrate this metric for stakeholders.

»

Principal repayments move into financing activities.»
Inflated operating costs: Leaving full rental invoices 
in your monthly management accounts artificially 
understates your mid-year EBITDA and profit 
margins by hiding the shift to depreciation and 
interest.

»

Hidden liabilities: Your balance sheet fails to 
reflect your true contract-driven obligations, which 
can lead to unexpected breaches of bank debt 
covenants when you finally run the calculations.

»

The year-end audit bottleneck: Pushing these 
calculations to the end of the year creates a 
high-stress data pile-up for your accounting team, 
increasing the risk of manual spreadsheet errors 
right when you need to accelerate the close.

»
Capital allocation: Because leasing no longer 
provides off-balance-sheet financing, your 
investment hurdles must categorise both leasing 
and buying as balance sheet expansions.

»

Interest payments remain in operating activities 
or financing activities, depending on your chosen 
accounting policy.

»

Macro modelling: Tie your 10-year forecast directly 
to macroeconomic projections, such as UK Gilt 
yield curves, to dynamically adjust your projected 
incremental borrowing rate (IBR) for future lease 
renewals.

»

The forecast impact: Your projected cash flows from 
operating activities will appear higher. Your model 
must decouple this metric from standard liquid cash 
targets to prevent your team from overcommitting 
future budgets.

»

Project higher gearing and lower ROCE

Reclassify cash flow typologies

Operational Impact of Delayed Postings

Equalise “lease versus buy” capital appraisals

2

3

4

Given the complexity of monthly recalculations, 
can private companies post lease adjustments to 
the nominal ledger quarterly or annually to save 
time during the month-end close?

5

From a strict regulatory standpoint, yes. FRS 
102 and the Financial Reporting Council (FRC) 
do not dictate the frequency of your internal 
bookkeeping entries during the financial year. 
They only require that your financial statements 
provide a true and fair view at your formal 
reporting date, which is typically your financial 
year-end.

However, while your external auditors will 
accept a year-end “true-up” journal, your internal 
stakeholders, board members, or lenders likely 
will not. Bypassing monthly ledger adjustments 
creates significant distortions in your mid-year 
financial reporting.

By automating these calculations with a 
specialised financial operating system like 
FinQuery, your team can post accurate monthly 
journals instantly. This gives your Controller 
complete peace of mind during the monthly 
close and provides your FP&A head with the 
reliable financial intelligence needed for accurate 
forecasting.

Monthly Close Operations, Budget Forecasting, & System Selection (Continued)

NEW
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How should you adjust a vehicle lease on the 
balance sheet if an accident or write-off results 
in a total loss, but the contract has remaining 
years and the insurance payout does not cover 
the full outstanding liability?

6

Under the revised FRS 102 Section 20, you 
treat a vehicle total loss as an involuntary early 
lease termination. Because the physical asset 
no longer exists and can no longer provide 
future economic benefits, you must immediately 
derecognise the right-of-use (ROU) asset 
from your balance sheet. You must then adjust 
the remaining lease liability to reflect your 
final commercial settlement with the finance 
provider.

To account for an insurance shortfall and 
terminate the lease cleanly during your month-
end close, follow this three-step process:

1	 Derecognise the ROU asset: Remove the 
remaining carrying value of the right-of-use 
asset from your balance sheet. Charge any 
leftover net book value directly to your 
profit and loss (P&L) account as a loss on 
disposal.

2	 Settle the lease liability: The lessor will 
usually issue a final termination invoice 
or settlement figure. Adjust your balance 
sheet lease liability to match this final legal 
obligation.

The Automated Advantage: Managing 
an unexpected total loss manually across 
multiple spreadsheets introduces significant 
compliance risks to your finance department. 
If your accounting team forgets to remove the 
asset or miscalculates the terminating interest 
adjustments, your balance sheet will carry 
phantom assets and inaccurate liabilities that 
catch the attention of external auditors.

A purpose-built financial operating system like 
FinQuery automates this entire termination 
workflow. Your Controller simply enters the 
termination date, and the intelligent automation 
engine recalculates the asset balances, 
generates the required journal entries, and 
updates your financial statement disclosures.

3	 Record the financial impact: If the 
insurance payout fails to cover the full 
settlement figure, you must recognise the 
shortfall as an immediate expense in the 
P&L account.

Monthly Close Operations, Budget Forecasting, & System Selection (Continued)
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There is no legal requirement under FRS 102 or from 
the Financial Reporting Council (FRC) mandating 
the use of specialised lease accounting software. The 
standard remains entirely tool-agnostic. From a strict 
compliance perspective, spreadsheets are legally 
acceptable, provided your formulas generate accurate 
journal entries, maintain a clear audit trail, and fully 
satisfy the expanded disclosure requirements of the 
revised Section 20.

However, for a scaling business, the true question is 
not legality, but operational risk. At this scale, tracking 
lease data across individual files creates severe 
vulnerabilities that can compromise your financial 
integrity.

Is there a regulatory mandate to use dedicated 
lease accounting software, or do auditors accept 
spreadsheets as an adequate tool for FRS 102 
compliance?

7

Monthly Close Operations, Budget Forecasting, & System Selection (Continued)

Key-person dependency: When complex FRS 102 
calculations, such as tracking variable payments 
or lease modifications, live within highly custom 
desktop files, your entire compliance process relies 
on the detailed knowledge of one or two individuals. 
If those team members depart, your month-end 
close process can face immediate paralysis.

»

An intelligent automation engine: The software 
centralises your contracts, automates lease data 
abstraction, and calculates exact ROU assets and 
lease liabilities with guaranteed mathematical 
accuracy.

»

Data decentralisation: Relying on disconnected 
files inevitably fosters data silos between finance, 
legal, operations, and procurement. Without a 
single, reliable source of truth, enforcing internal 
controls becomes impossible, and your team must 
waste valuable hours reconciling conflicting data 
sets during an already high-pressure financial close.

»

Automated journal entries: By generating and 
posting compliant journal entries directly, the 
system removes human error and eliminates the 
need for manual calculations.

»

Manual data entry risk: Manual entry is inherently 
unreliable. Simple human errors—such as a typo, a 
broken file link, or an incorrect discount formula—
introduce costly inaccuracies. These errors quickly 
catch the attention of auditors, increasing audit 
scrutiny and risking financial restatements.

»

An instant audit trail: All modifications, 
assumptions, and borrowing rates are stored in a 
secure, central repository, allowing your team to 
present a verified, transparent package to your 
auditors with absolute confidence.

»

The spreadsheet liability matrix

The specialised software advantage

Before deciding to manage your transition manually, 
your finance team must evaluate three core operational 
risks:

Your core Enterprise Resource Planning (ERP) system 
is built for transactional efficiency and general 
ledger management, but it often lacks the nuanced 
functionality required to handle complex right-of-use 
(ROU) calculations or asset disclosures. A purpose-built 
solution like FinQuery acts as a specialised financial 
operating system that augments your existing ERP. 
Rather than replacing your accounting foundation, it 
connects with your workflow to provide clear, strategic 
benefits:

NEW
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Managing FRS 102 compliance manually is a high-risk gamble. Spreadsheets create a fragile 
environment where a single broken cell or missed index adjustment leads to audit failures, tight 
month-end bottlenecks, and distorted financial metrics.

FinQuery replaces spreadsheet risk with automated precision. Our platform centralises your 
portfolio into a Unified Subledger, automating everything from initial ROU asset recognition to 
complex lease modifications. By replacing manual workflows with automated compliance, your 
finance team can safeguard bank covenants, secure total visibility, and guarantee an audit-ready 
balance sheet.

Summary: Streamline Your FRS 102 Compliance
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Transitioning to FRS 102 is not a one-time event. Ongoing 
compliance requires robust processes and tools. 

FinQuery helps you stay compliant by:

Providing a centralised platform 
for managing all lease data

Automating calculations and 
journal entries

Generating compliant reports

Tracking all lease modifications

Alerting you to key lease dates 
and changes

Ensuring data accuracy with 
built-in controls

Learn more at FinQuery.com
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