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Amendments to IAS/HKAS 23 Borrowing Costs

The International Accounting Standards Board (IASB) published amendments

to IAS 23 Borrowing Costs last month. This article discusses the key features

of IAS 23R, its implications for financial reporting and action that management
should take. HKAS 23R is expected to be published by the Hong Kong Institute of
Certified Public Accountants (HKICPA) in due course.

The current version of IAS 23 provides management with a policy choice.
Management can opt to capitalise borrowing costs relating to qualifying assets
or expense the borrowing costs. IAS 23R removes this option and requires
management to capitalise borrowing costs attributable to qualifying assets.
Qualifying assets are assets that take a substantial time to get ready for their
intended use or sale. An example of this is self-constructed assets such as
buildings, machinery and internally developed software (intangible assets).

Key implications

¢ Management no longer has the option to expense borrowing costs on
qualifying assets. The impact of this change depends on the current policy for
borrowing costs. Companies already capitalising borrowing costs will not have
much difficulty applying the change. They need, however, to be aware of a
change that was made to the scope of IAS 23.

e |AS 23R only applies to qualifying assets measured at cost. Qualifying assets
measured at fair value are outside the scope. This may have an impact on
companies with investment properties, or companies with biological assets.

¢ Inventories that are routinely manufactured, or otherwise produced in large
quantities on a repetitive basis, are outside the scope of IAS 23R. Inventories
like whisky and wine will no longer be eligible for capitalisation under IAS 23R.

e Companies that expense borrowing costs under their current accounting
policy must identify their qualifying assets. Examples of these are production
companies who often construct their own assets for use in the production
process and telecom companies who often construct their own network.
However, qualifying assets can also appear in less obvious industries,
for example, a retail company might build or redevelop its own stores.

Other examples of qualifying assets are product development costs and
implementation of new IT systems.

The capitalisation of borrowing costs on qualifying assets sometimes lead to
practical questions, such as what are the qualifying assets? Over which period
must management capitalise the borrowing costs? What general borrowings
must be included in the determination of the capitalisation rate? This will be more
complicated in group situations when different subsidiaries have qualifying assets
and different borrowings (specific and general) at different rates. The standard
recognises the difficulty and states that management must exercise judgment.
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Remaining differences from US GAAP

The changes to the standard were made as part of the short-term convergence
project between IASB and US Financial Accounting Standards Board (FASB).
Although the most significant difference will be removed, IAS 23R does not
eliminate all the differences between US GAAP and IFRS. The remaining
differences are in the definitions of borrowing costs and qualifying assets. For
example, US GAAP does not allow exchange differences to be included; they are
included in IAS 23R. Investments accounted for by the equity method may be
qualifying assets under US GAAP; they are not qualifying assets under IAS 23R.

Action to take now

While IAS 23R is not mandatory until 2009 calendar years, management should
start to consider:

Early adoption — some companies will choose to adopt the new guidance
early to align their IFRS and US GAAP reporting or may want to designate a
particular date from when it will apply IAS 23R.

Identification of qualifying assets — companies must identify the assets for
which it must start capitalising borrowing costs.

Determination of the appropriate borrowing cost — companies must determine
which specific borrowings and general borrowings are to be included in the
calculation of the borrowing costs to be capitalised. They will also need to
determine the capitalisation rate in the case of general borrowings.

Systems and controls — the determination and computation of borrowing costs
to be capitalised requires updates to information systems and controls.

Summary of IAS 23R requirements

A qualifying asset is an asset that necessarily takes a substantial period of
time to get ready for its intended use or sale.

Borrowing costs are interest and other costs that an entity incurs in
connection with the borrowing of funds. These may include interest

on borrowings; amortisation of discounts or premiums on borrowings;
amortisation of ancillary costs; finance charges in respect of finance leases;
and exchange differences arising from foreign currency borrowings to the
extent that they are regarded as adjustment to interest costs.

An entity must determine which borrowings are to be allocated to the
qualifying asset. In the case of specific borrowings, the borrowing costs of
these specific borrowings less any investment income are capitalised as
part of the cost of the qualifying asset.

In the case of general borrowings, an entity must calculate a capitalisation
rate based on the weighted average of the borrowing costs applicable
other than the borrowings made specifically for the purpose of obtaining
the qualifying asset.

Commencement of capitalisation is the date when an entity incurs
expenditures for the qualifying asset, incurs borrowing costs and
undertakes activities that are necessary to prepare the assets for their
intended use or sale. In case of suspension of activities during extended
periods, an entity suspends capitalisation. An entity stops capitalisation
of borrowing costs when substantially all the activities necessary are
complete.

IAS 23R is applicable for periods beginning on or after 1 January 2009. Early
adoption is encouraged, but this should be disclosed. However, an entity
may designate any date before the effective date and apply the Standard to
borrowing costs relating to all qualifying assets for which the commencement
date for capitalisation is on or after that date.
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