

BORROWING COSTS (AS-16)
A. Borrowing costs are defined as interest and other costs incurred relating to borrowing of funds. It includes the following costs or charges:
a. Interest and commitment charges on borrowing.

b. Amortisation of discounts relating to borrowing.

c. Amortisation of ancillary costs incurred in connection with arrangement of borrowing.

d. Finance charges when the asset acquired under finance leases (For example, if a generator is obtained on finance lease, which is going to form part of a huge power plant, financing costs incurred upto the time the power plant is ready will be capitalised).

e. Exchange difference arising from foreign currency borrowings to the extent that they are regarded as an adjustment to interest costs.

B. Not applicable: This does not deal with cost of Equity & Preference share capital.
C. Treatment: 
a. Borrowing cost which is directly/indirectly related to the acquisition, construction or production of qualifying asset should be capitalised. 

b. Other borrowing costs should be recognised as an expense in the period in which they are incurred (Debited to P&L a/c) (E.g.: Borrowings for working capital purposes).

D. Qualifying asset: An asset (tangible or intangible) which takes substantial period of time (ordinarily a period of 12 months) to get ready for its intended use or sale, is called qualifying asset. Assets that are ready for their intended use or sale when acquired are not qualifying assets. For example, if the machine was purchased and was ready for use, interest cannot be capitalized. However, if the machine was manufactured in house, interest could be capitalized if the manufacturing period was substantial. E.g.: Any tangible fixed assets, which are not ready for use - like plant and machinery.
E. Specific Borrowings: Specific borrowings are those which could have been avoided, if there is no expenditure on Q.A. (Amount borrowed is specifically for the purchase of qualifying assets).
F. General Borrowings: These are those which can’t be avoided, even if there is no expenditure on Q.A. 
G. Amount of borrowing costs eligible for capitalisation:

1. Specific borrowings: Borrowing cost to be capitalised = Actual borrowing cost incurred during the period less any income on the temporary investment of borrowed amount.

2. General borrowings: When these are used for the purpose of acquiring a qualifying asset.

a. Amount of borrowing cost to be capitalised should be deter​mined by applying a capitalisation rate (Cost of capital) to the expenditure on that asset. 
b. The capitalisation rate - weighted average cost of capital.
E.g. Determination of B.C. on General Borrowings (Weighted Average cost)

Step 1: Capitalization rate (Gen. bor. - 15% loan - 1,000 Lakhs, 10% Deb. - 1,000 Lakhs).

	Loan
	Principal  Lakhs
	Interest  lakhs

	15% Term loan 

10% Debentures 
	1000

1000
	150

100

	Total
	2000
	250


Capitalisation Rate =
250/2000 = 12.5%.

Step 2: Ascertain Expenditure incurred on Q.A. (Say 500 lakhs)

Step 3: Expenditure incurred X Capitalisation Rate i.e. 500 X 12.5%.

I. Suspension of capitalisation of borrowing cost: 

a. Suspension of activity for avoidable reasons (do not capitalise): Capitalisation of borrowing costs should be suspended during extended periods in which active production is interrupted.

b. Suspension of activity for unavoidable reasons (can continue to capitalise): Capitalisation of borrowing costs should not be suspended if there is a temporary delay and where such delay is necessary for getting asset ready. (e.g., maintaining of inventory (wine) and high water level for bridge construction)

J. Cessation of capitalisation of borrowing cost: 

a. It should cease when substantially all the activities necessary to prepare the qualifying assets for its intended use or sale are completed.  (borrowing cost incurred thereafter shall be debited to P&L a/c)

b. When the construction of a qualifying asset is completed in parts and a completed part is capable of being used while construction continues for the other parts, capitalization of borrowing costs in relation to that part should cease when substantially all the activities necessary to prepare that part for its intended use or sale are completed. (E.g.: A business park comprising several building’s each of which can be used individually, is an example of a qualifying asset for which each part is capable of being used while construction continues for the other parts).
ILLUSTRATIONS

Q.1. Borrowing cost on the loans taken specifically to construct captive power plant is being capitalised even after the commencement of commercial produc​tion. The management argues that the borrowing cost is attributable exclusively to power plant and therefore be capitalised. (Or) The company under audit borrowed funds for construction of a new plant. The work was completed and the plant was ready to be put to use on 28th February, 2004. The company capitalised the interest on borrowed funds for the period up to 31st March, 2004.

Sol.: The treatment is not Correct, as per AS 16, capitalisation of the borrowing cost shall cease when substantially all the activities necessary to prepare the qualifying assets for its intended use or sale are completed. Therefore borrowing cost related to the period after the commencement of commercial produc​tion should not be capitalised. 
Q.2. Interest on loans taken to meet the cost of holding of spirit upto maturity has been included in the value of stock as at the balance sheet date (The company is a manufacturer of liquor). Comment.

Sol.: As per AS 16, an asset which takes substantial period of time (ordinarily a period of 12 months) to get ready for its intended use or sale, is called qualifying asset. Assuming that the maturity period of liquor is more than 12 months, the treatment followed by the company is correct, as even inventory is also a qualifying asset. 
Q.3. The notes to accounts of X Ltd. for the year 2003-2004 include the following: “Interest on loan from banks and Financial Institutions and on Debentures specifically obtained for the Company’s Fertiliser Project amounting to Rs.1,80,00,000 has been capitalised during the year, which includes approximately Rs.1,70,00,000 capitalised in respect of the utilisation of loan and debenture money for the said purpose”. Is treatment correct? 

Sol.: AS 16 states that interest on borrowed funds can be capitalised for the period up to the completion of construction or acquisition of fixed assets, provided
 the funds is used for the purpose of construction or acquisition of fixed assets. In the given case, X Ltd. capitalised the finance costs of Rs.1,80,00,000 with the cost of the Fertiliser Project out of which the company has wrongly capitalised Rs.10,00,000 (1,80,00,000 – 1,70,00,000) with the cost of Fertiliser product.
Q.4. An amount of 50 crores was borrowed @ 12% p.a. on 1-1-04 for construction of plant. The plant is likely to take 3 years for its completion. The weighted average cost of capital being 14%, an amount of 7 crores has been capitalised for the year ending 31.12.2004. An income of 1 crore derived from temporary investment of surplus funds has been credited to P&L a/c.

Sol.: In case of Specific borrowings, borrowing cost to be capitalised = Actual borrowing cost incurred during the period less any income on the temporary investment of borrowed amount. Weighted average cost of capital is to be used in case of General borrowings. Since in this case it is a specific borrowing, interest to be capitalised is (50 X 12% - 1) = 5 crores.
Q.5. G Ltd. has incurred an amount of 80 Lakhs as borrowing cost during the year ended 31.12.04.                                                                                                                                  

                                                                                                                         (Rs. Lakhs)

	Borrowing
	Amount
	Date of borrowing
	Interest

	14% Debentures

12% Term loan

16% Secured loan
	200

300

400
	1.12.03

1.12.03

1.10.04
	28

36

16

80


The secured loan has been specifically raised for construction of factory building, which is likely to be completed in 2 years. The other qualifying assets in which these funds have been utilised: Plant I - 200 Lakhs, Roads - 100 Lakhs, Plant II - 100 Lakhs (Construction of these 3 at the year ending not yet completed). Compute the amount of borrowing cost to be capitalised for the year ended 31.12.04.

Sol.: Borrowing costs to be capitalised:

Interest on Specific borrowings (incurred in C.Y.) - 16 Lakhs

Interest on general borrowings (at weighted average cost of capital) - (200+100+100) X 12.8% = 51.2 

Weighted average cost of capital
	Borrowing
	Int.
	Wt.
	Products

	14% Debentures

12% Term loan
	14%

12%
	2

3
	28

36


Weighted average cost of capital: 64/5 = 12.8%.
Q.6. X Ltd. commenced construction of a dam in 2003. The construction of dam was suspended for the following reasons. Explain the accounting treatment.

a. Seasonal floods in the area leading to stoppage of construction.

b. Construction activity suspended owing to shifting of the construction equipment to another construction activity.
Sol.:

a. Suspension of activity for unavoidable reasons - can continue to capitalise.

b. Suspension of activity for avoidable reasons - capitalisation should be suspended.
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