Chapter 12 Borrowing Costs
Answer – Exercise 1

(a)(i)

Borrowing costs are interest and other costs incurred by an enterprise in connection with the borrowing of funds.
(a)(ii)

A qualifying asset is an asset that necessarily takes a substantial period of time to prepare for its intended use or sale.
(b)

In accordance with HKAS 23, borrowing costs should be recognised as an expense in the period in which they are incurred except to the extent that they are capitalized as being directly attributable to the acquisition, construction or production of a qualifying asset. However, it should be noted that, under HKAS 23, it allows entities to choose an accounting policy of expensing all borrowing costs as incurred, irrespective of whether they would otherwise be eligible of capitalization.
(c)(i)
The amount of interest to be capitalized:
	
	$

	HK$300,000 x 10% x 6/12
	15,000

	HK$200,000 x 10% x 3/12
	5,000

	
	20,000


(c)(ii)

Total interest charge for the year ended 31 December 1998 is:
	
	$

	HK$1,000,000 x 12%
	120,000

	HK$800,000 x 10% x 6/12
	40,000

	HK$500,000 x 14%
	70,000

	
	230,000


Capitalisation rate = Total general borrowing costs for the year ( Weighted average total general borrowings

=$230,000 ( [$1,000,000 + ($800,000 x 6/12) + $500,000] = 12.1%

The amount of interest to be capitalized:
	
	$

	HK$300,000 x 12.1% x 6/12
	18,150

	HK$200,000 x 12.1% x 3/12
	6,050

	
	24,200


(d)

Disclosure requirements on borrowing costs in accordance with HKAS 23 are:

(1)
The accounting policy adopted for borrowing costs;

(2)
The total borrowing costs incurred during the period;

(3)
The amount of borrowing costs capitalized during the period; and

(4)
The capitalization rate used to determine the amount of borrowing costs eligible for capitalization.

Answer – Exercise 2

Yes, in accordance with HKAS 23:

(i)
The activities necessary to prepare the asset for its intended use or sale encompass more than the physical construction of the asset.

(ii)
They include technical and administrative work prior to the commencement of physical construction, such as the activities associated with obtaining permits prior to the commencement of the physical construction.

Examination Style Questions
Answer 1

(a)

Where borrowing costs are directly incurred on a ‘qualifying asset’, they must be capitalised as part of the cost of that asset. A qualifying asset may be a tangible or an intangible asset that takes a substantial period of time to get ready for its intended use or eventual sale. Property construction would be a typical example, but it can also be applied to intangible assets during their development period. Borrowing costs include interest based on its effective rate (which incorporates the amortisation of discounts, premiums and certain expenses) on overdrafts, loans and (some) other financial instruments and finance charges on finance leased assets. They may be based on specifically borrowed funds or on the weighted average cost of a pool of funds. Any income earned from the temporary investment of specifically borrowed funds would normally be deducted from the amount to be capitalised.
Capitalisation should commence when expenditure is being incurred on the asset, which is not necessarily from the date funds are borrowed. Capitalisation should cease when the asset is ready for its intended use, even though the funds may still be incurring borrowing costs. Also capitalisation should be suspended if there is a suspension of active development of the asset.
Any borrowing costs that are not eligible for capitalisation must be expensed. Borrowing costs cannot be capitalised for assets measured at fair value.
(b)

The finance cost of the loan must be calculated using the effective rate of 7·5%, so the total finance cost for the year ended 31 March 2010 is $750,000 ($10 million x 7·5%). As the loan relates to a qualifying asset, the finance cost (or part of it in this case) can be capitalised under HKAS 23.
The Standard says that capitalisation commences from when expenditure is being incurred (1 May 2009) and must cease when the asset is ready for its intended use (28 February 2010); in this case a 10-month period. However, interest cannot be capitalized during a period where development activity is suspended; in this case the two months of July and August 2009. Thus only eight months of the year’s finance cost can be capitalised = $500,000 ($750,000 x 8/12). The remaining four-months finance costs of $250,000 must be expensed. HKAS 23 also says that interest earned from the temporary investment of specific loans should be deducted from the amount of finance costs that can be capitalised. However, in this case, the interest was earned during a period in which the finance costs were NOT being capitalised, thus the interest received of $40,000 would be credited to the income statement and not to the capitalised finance costs.
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