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Spevcer Cheah

Strategic Business Reporting

IAS 23: BORROWING COSTS

SCOPE

The objective of IAS 23 is to prescribe the accounting treatment for borrowing costs. Borrowing costs include interest
on bank overdrafts and borrowings, amortisation of discounts or premiums on borrowings, finance charges on
finance leases and exchange differences on foreign currency borrowings where they are regarded as an adjustment
to interest costs.

IAS 23 Borrowing costs refers to all interest incurred on loan taken to acquire or construct a qualifying asset. A
qualifying asset is an asset that will take substantial time to get ready for its intended use.

Example:
Which of the below asset can be freated as a qualifying asset under IAS 23 Borrowing Costs.

[0 Development costs that do not meet the criteria of IAS 38

[0 Construction of investment properties

[0 The entity took a loan to construct an equipment for sale to a customer. The construction will fake
approximately 8 months.

BORROWING COSTS

Borrowing costs refers to the interest incurred on the loan. However, there may be other costs incurred such as
discount on issue, premium on redemption, issue costs or even exchange differences arising from foreign borrowings.
All these costs are used to determine the effective interest rate for capitalization.

Example:

ABC issued $10 million 3% bond on 1 January 2019 for $8.5 million. The bond will mature in 3 years-time where
it will be redeemed at $11 million. The entity incurs an issue cost of $0.5 million. During the year there was a
penalty of $0.2 million for late payment of interest.

Which of the following can be capitalized as part of IAS 23 Borrowing Costs?
0 3% coupon rate

O $1.5 million discount on issue

0 $1 million premium on redemption

O $0.5 million issue costs

0 $0.2 million penalty
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CAPITALISATION RATE

Borrowing cost may include:
e interest expense calculated by the effective interest method under IFRS o,

e If the entity has a specific borrowing, the interest rate capitalised is the interest rate incurred. However if it
involved general borrowing, the entity will have to use the WEIGHTED AVERAGE INTEREST RATE.

Total Interest
WI/A interest rate =

Total Loan Amount

COMMENCEMENT & CESSATION OF CAPITALISATION

An entity will commence capitalisation only when all the following three conditions are
met;

* The borrowing costs incurred
* The activities to get the asset ready for use has started
* The expenses are incurred

In the event, there is any temporary suspension any borrowing costs incurred during the period will be written-off
as expense. Capitalisation of borrowing cost will cease when the asset is ready for use.

Commencement Cessation
e Interestincurred Temporary

: Assets is ready for use
e Activities started Suspen5|on

e Expensesincurred
Borrowing cost incurred written off
to expense

000
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Example:
On 1 January 2017, ABC took a $500 million loan to finance the construction of a property which is expected
to take two years to complete. The construction of the property started on 1 April 2017.

The loan drawn-down was as follows:
1 January 2017 $200 million
1 April 2017 $300 million

Construction of the property was halted for a month in July due to a mistake by the architect. Meanwhile a
temporary income of $500,000 was earned in September 2017.

Assuming that the borrowing cost is 10%, determine the borrowing cost capitalized and also written off for the
year ended 31 December 2017.

Solution:
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PYQ: Mar/June 2016

Emcee, a public limited company, is a sports organisation which owns several football and basketball team:s.
It has a financial year end of 31 May 2016. Emcee needs a new stadium to host sporting events which will be
included as part of Emcee’s property, plant and equipment. Emcee therefore commenced construction on
a new stadium on 1 February 2016, and this confinued until its completion which was after the year end of 31
May 2016. The direct costs were $20 million in February 2016 and then $50 million in each month until the year
end. Emcee has not taken out any specific borrowings to finance the construction of the stadium, but it has
incurred finance costs on its general borrowings during the period, which could have been avoided if the
stadium had not been constructed. Emcee has calculated that the weighted average cost of borrowings
for the period 1 February-31 May 2016 on an annualised basis amounted fo 9% per annum. Emcee needs
advice on how to tfreat the borrowing costs in its financial statements for the year ending 31 May 2016.

Required:
Discuss how the above events would be shown in the financial statements of Emcee under International
Financial Reporting Standards.

(6 marks)

Solution:

ﬂorrowing costs

9AS 23 allows a éorrowinﬂ cost to be caﬁifaﬁze/ i}[ the inferest incurred is on a loan taken to acc]uire or construct a
quﬂﬁ'@i@ asset. The construction of a stadium is a c;mﬁ@i@ asset thus the interest can be m/yifa/izm(

Commencement X cessation of capitalization
T

Emcee can on@ start mﬁifaﬁzaﬁan once the éarmwiry cost incurved and the expenses and activities to ﬂel‘ the asset rm@
for use started.

Thus, it will start mpifﬂﬁzaﬁon ont “Feérmry 2016 and once the stadium is reﬂ@ for use, Emcee wi//n‘oﬁ mpiz‘aﬁzaﬁon.

‘We{/qﬁfe/ Fluemdqe costof éormwi;tqy
Y an entity ﬁmjenem/ éormwiry, w@ﬁfe&/ average cost of Eorrowiryy would be used. Thus, Emeee will use its w@ﬁfep/
average cost of 9%,
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