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Concept No. 1 Meaning of Borrowing cost 

 

 Borrowing costs are interest and other 

costs incurred in connection with the 

borrowing of funds. 

 

It includes the following cost and charges 

 
Note: Cost or charges paid for pre closure / prepayment of loan shall not be treated as 
Borrowing cost. As per opinion of Expert Advisory committee of ICAI  prepayment fee 
paid for liquidating high cost debt and availing low cost debt in substitution of the 
high cost debt cannot be capitalised, as it is not borrowing cost as defined in AS – 16. 

Interest and commitment charges on any borrowing

Amortisation of discounts or premiums relating to borrowings

E.g: 1. Premium payable on redemption of debentures or 
Preference shares,  2. Discount on issue of debentures.

Amortisation of ancillary costs incurred for arrangement of 
borrowings

Finance charges when the assets under finance leases.

Exchange differences arising from foreign currency borrowings 

to the extent that they are regarded as 

an adjustment to interest costs. 

AS 16 - BORROWING COSTS 
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Concept No. 2 Objectives of this Standards: 

This standard prescribes rules for accounting treatment for borrowing costs  

1. Whether the borrowing costs should be capitalised along with the assets OR 
charged to profit and loss statement. 

In other words,  

Whether the cost of borrowings should be included in cost of asset or to be charged to 
P&L A/c. 

This standard deals with only borrowing costs and does not deal with cost of owner’s 

equity including preference capital i.e. Dividend because it is not cost but it is just 
distribution of profit. 
 

Concept No. 3 -  Recognition 

 

 

 

 

 

 

 

 

 

 

 

Borrowing Cost can be capitalised only when: 

1. Those borrowing costs, which are directly attributable to the acquisition, 
construction and production of qualifying asset. (Directly attributable cost 
means which would have been avoided if asset would not have acquired, 
purchased or constructed.) 

2. There are probable future economic benefit inflow, 
3. Borrowing cost can be measured reliably. 

   Qualifying 

Asset 

If Asset is not Qualifying 

Asset 

Charge to P & L Capitalise along 

with asset 

Borrowing costs directly related to 

Acquisition of Production of Construction of 
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Concept No. 4 - What is Qualifying Asset:

    

Examples of Qualifying Assets:

1. Any tangible or intangible fixed 
assets, which are in construction/ 
development process or tangible or 
intangible asset acquired but not 
ready for use or resale. Such as: 

A. Tangible - plant and machinery, 
Building   

B. Intangible Assets: Patent 

2.  Investment Property. 

ASSET

That nessesarily 
takes a substantial  

period of time 

To get ready for It's 
intended 

Use Sale

V’Smart Academy (88883 88886) AS 16 
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What is Qualifying Asset: 

                               

Examples of Qualifying Assets: 

Any tangible or intangible fixed 
assets, which are in construction/ 
development process or tangible or 
intangible asset acquired but not 

. Such as:  

plant and machinery, 

 

 

takes a substantial  

Sale

It depends on facts and circumstances of 

each case. Normally, period of 12 months 

is treated as substantial period of time 

unless shorter period can be justified

AS 16 - Borrowing Costs
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It depends on facts and circumstances of 

each case. Normally, period of 12 months 

is treated as substantial period of time 

unless shorter period can be justified 
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3. Inventories that require a 
substantial period.                           
(Normally more than one 
accounting period) to bring them 
in saleable condition. 

  
 

 
 

Concept No. 5 Commencement of capitalisation of borrowing Cost 

Conditions for Capitalisation of borrowing costs 

 

Asset preparation and development activities shall be in process. 

Activities includes taking approval from government for construction or purchase, 
Designing, Physical construction of asset, technical work prior to commencement of 
physical asset 

When necessary activities are not in progress, the interest incurred during that 

period should be charged to P&L statement.  
 
 
 
 
 
 
 
 
 
 

Asset preparation 
and development 

activities shall be in 
process. 

Expenditure on 
qualifying asset being 

incurred; 

Borrowing cost is 
incurred; 
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Concept No. 6 - Suspension / Cessation of capitalisation

If the period of suspension of capitalisation and after cessation of 

capitalisation, borrowing cost shall be debited to P&L A/c

When a qualifying asset is completed in parts / phases 

borrowing costs should be stopped / ceased when any completed
being used. 
 
 

1. How much amount should be capitalised

1. If amount is specifically borrowed for obtaining a qualifying asset

In this case an entity should capitalise the following amount: 

Actual borrowing costs incurred on borrowing during the 
period 

Less: Any income on the temporary investments of the 
borrowed amount 

Suspension of Capitalisation

Capitalisation of borrowing 
cost to be stopped for 

temporary period.

Capitalisation of borrowing 
costs should be suspended 
during extended period in 

which active development is 
interrupted . 

If there is any temporary delay 
during construction or 

production for making the asset 
ready for its intended use or sale 
- interest incurred in that period 

should not be suspended

Capitalisation process will start 
once the interrupted work is 

resumed.
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Suspension / Cessation of capitalisation

If the period of suspension of capitalisation and after cessation of 

capitalisation, borrowing cost shall be debited to P&L A/c 

 

When a qualifying asset is completed in parts / phases - Capitalisation of 
borrowing costs should be stopped / ceased when any completed part is capable of 

How much amount should be capitalised

If amount is specifically borrowed for obtaining a qualifying asset

In this case an entity should capitalise the following amount:  

Actual borrowing costs incurred on borrowing during the 

Less: Any income on the temporary investments of the 

Suspension of Capitalisation

Capitalisation of borrowing 
cost to be stopped for 

period.

Capitalisation of borrowing 
costs should be suspended 
during extended period in 

active development is 
interrupted . 

temporary delay 
during construction or 

production for making the asset 
ready for its intended use or sale 

interest incurred in that period 
should not be suspended. 

Capitalisation process will start 
once the interrupted work is 

resumed.

Cessation of Capitalisation

Capitalisation of borrowing 
cost to be stopped for 

permanently.

Capitalisation of borrowing 
costs should be stopped 

substantially all necessary 
activities are complete
asset is ready for its intended 

use or sale. 

If minor modifications
decoration etc. are 

can be considered as 
substantially completed. 
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Suspension / Cessation of capitalisation 

If the period of suspension of capitalisation and after cessation of 

 
Capitalisation of 

part is capable of 

How much amount should be capitalised? 

If amount is specifically borrowed for obtaining a qualifying asset  

XXX                                      

 

XXX 

Cessation of Capitalisation

Capitalisation of borrowing 
cost to be stopped for 

permanently.

Capitalisation of borrowing 
costs should be stopped when 

substantially all necessary 
activities are complete i.e. the 
asset is ready for its intended 

use or sale. 

minor modifications, like the 
decoration etc. are pending, it 

can be considered as 
substantially completed. 
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Amount to be capitalised XXX 

If funds are borrowed but not immediately required then such amount may be invested 
temporarily and income from such investments should be deducted from the borrowing 
costs incurred.  

2. If amount is generally borrowed and used for the purpose of obtaining 
qualifying Asset. 

Company may borrow amount through debentures, Bank Loan or other sources. 
This amount was borrowed for general business purpose and not borrowed 
specifically for construction or acquisition of assets. 

Afterwards entity uses this amount for purchase or construction of qualifying 
asset. 

In this case it is difficult to identify exact source of borrowing used for purchase or 
construction of asset. 

Therefore Amount of borrowing cost should be determined by applying weighted 
average of borrowing cost which is also known as capitalisation rate. 

In other words, capitalisation rate is weighted average rate of only general 
borrowings outstanding during the period. 

Capitalisation Rate 

Borrowing cost incurred during the year           x 100 
  Aggregate outstanding borrowings  
 

 
 

Aggregate outstanding borrowings 

Amount of borrowings x Number of months loan outstanding 
                                               12 Months 

 

 

Interest to be capitalised 

   Expenditure incurred on the asset x capitalisation rate x Period of utilisation 
          12 months 

 
Note: Total amount of capitalised borrowing cost shall not exceed the actual 
borrowing cost incurred during the period. 
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Concept No. 7 - Disclosures  
The entity should disclose the following in its financial statements: 

(a) The accounting policy adopted for borrowing costs; & 

(b) The amount of borrowing costs capitalised during the period. 
  
 

Concept No. 7 Exchange differences arising on foreign currency borrowings

(Read AS 11 to understand this concept)

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

This provision is applicable only if there is loss due to exchange difference from 
foreign currency borrowings & such loss is debited to P&L A/c.

Out of such fluctuation charge, some portion will be treated as borrowing costs as 
per this Standard subject to conditions. 

Translate amount of loan in Indian Currency at 
closing rate x  actual rate of interest on borrowing.

In Other words, (Loan outstanding in foreign 
currency x Closing rate) x actual rate of interest on 
borrowing.

Compute Interest that would have been paid if 
loan was taken in India (at interest rate 
applicable if loan is taken in India.)

Calculate increase in liability towards the 
principal amount due to increase in foreign 
currency rate.

Difference in loan amount to the extent of 
difference in interest rate  (step 2 
shall be treated as borrowing cost in addition 
to actual borrowing cost paid under step 1. 

V’Smart Academy (88883 88886) AS 16 
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Disclosures   
The entity should disclose the following in its financial statements: 

(a) The accounting policy adopted for borrowing costs; &  

(b) The amount of borrowing costs capitalised during the period.  

differences arising on foreign currency borrowings

(Read AS 11 to understand this concept) 

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

only if there is loss due to exchange difference from 
foreign currency borrowings & such loss is debited to P&L A/c. 

Out of such fluctuation charge, some portion will be treated as borrowing costs as 
per this Standard subject to conditions.  

Translate amount of loan in Indian Currency at 
closing rate x  actual rate of interest on borrowing.

In Other words, (Loan outstanding in foreign 
currency x Closing rate) x actual rate of interest on 

Compute Interest that would have been paid if 
loan was taken in India (at interest rate 
applicable if loan is taken in India.)

Calculate increase in liability towards the 
principal amount due to increase in foreign 
currency rate.

Difference in loan amount to the extent of 
difference in interest rate  (step 2 – step 1) 
shall be treated as borrowing cost in addition 
to actual borrowing cost paid under step 1. 
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The entity should disclose the following in its financial statements:  

 

differences arising on foreign currency borrowings 

Exchange differences arising from foreign currency borrowings to the extent that 

only if there is loss due to exchange difference from 

Out of such fluctuation charge, some portion will be treated as borrowing costs as 

 

step 1) 
shall be treated as borrowing cost in addition 
to actual borrowing cost paid under step 1. 
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Question 1  

When capitalisation of borrowing cost should cease as per Accounting Standard 16? 
 

 

Question 2  

A company capitalizes interest cost of holding investments and adds to cost of investment every year, 
thereby understating interest cost in profit and loss account. Comment on the accounting treatment 
done by the company in context of the relevant AS. 

 

Question 3  

GHI Limited obtained a loan for ₹ 70 lakhs on 15th April, 2010 from JKL Bank, to be utilized as  
under: 

 

 ₹ in lakhs 

Construction of Factory shed 25 

Purchase of Machinery 20 

Working capital 15 

Advance for purchase of Truck 10 

In March 2011, construction of the factory shed was completed and machinery, which was  
ready for its intended use, was installed. Delivery of Truck was received in the next financial  
year. Total interest of ₹ 9,10,000 was charged by the bank for the financial year ending  
31-03-2011. 

Show the treatment of interest under AS 16 and also explain the nature of Assets. 

 

Question 4 

On 1st April, 2011, Amazing Construction Ltd. obtained a loan of ₹ 32 crores to be utilized as  
under: 

(i) Construction of sea link across two cities: 
(Work was held up totally for a month during the year : ₹ 25 crores                     
due to high water levels) 

(ii) Purchase of equipments and machineries ₹ 3 crores 
(iii) Working capital : ₹ 2 crores 
(iv) Purchase of vehicles ₹ 50,00,000 
(v) Advance for tools/cranes etc. ₹ 50,00,000 
(vi) Purchase of technical know-how ₹ 1 crores 
(vii)  Total interest charged by the bank for the year ending ₹ 80,00,000  

31st March, 2012 

 

Show the treatment of interest by Amazing Construction Ltd. 
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Question 5 

Axe Limited began construction of a new plant on 1st April, 2011 and obtained a special loan  
of ₹ ͅ4,00,000 to finance the construction of the plant.  The rate of interest on loan was 10%. 

The expenditure that were made on the project of plant were as follows: 

 

 ₹ͅ 

1st April, 2011 5,00,000 

1st August, 2011 12,00,000 

1st January, 2012 2,00,000 

The company’s other outstanding non-speciLic loan was ₹ͅ 23,00,000 at an interest rate of 12%. The 
construction of the plant completed on 31st March, 2012.  You are required to: 

(a)   Calculate the amount of interest to be capitalized as per the provisions of AS  16 

“Borrowing Cost”. 

(b)   Pass a journal entry for capitalizing the cost and the borrowing cost in respect of the  
 plant. 

 

Question 6 

Suhana Ltd. issued 12% secured debentures of ₹ 100 Lakhs on 01.05.2013, to be utilized as  
under: 

 

Particulars Amount (₹ in lakhs) 

Construction of factory building 40 

Purchase of Machinery 35 

Working Capital 25 

In March 2014, construction of the factory building was completed and machinery was  
installed and ready for its intended use. Total interest on debentures for the financial year  
ended 31.03.2014 was ₹ 11,00,000. During the year 2013-14, the company had invested idle  
fund out of money raised from debentures in banks'  fixed deposit and had earned an interest  
of ₹ 2,00,000. 

Show the treatment of interest under Accounting Standard 16 and also explain nature of  
assets. 

 

Question 7 

M/s. Ayush Ltd. began construction of a new building on 1st January, 2014. It obtained ₹ 3 lakh 
special loan to finance the construction of the building on 1st January, 2014 at an interest rate of 
12% p.a. The company's other outstanding two non-specific loans were: 

 

Amount Rate of Interest 

₹ 6,00,000 11% p.a. 

₹ 11,00,000 13% p.a. 

The expenditure that were made on the building project were as follows:  
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 Amount  (₹) 

January, 2014 3,00,000 

April, 2014 3,50,000 

July, 2014 5,50,000 

December, 2014 1,50,000 

Building was completed on 31st December, 2014.  Following the principles prescribed in AS 16 
‘Borrowing Cost’, calculate the amount of interest to be capitalized and pass one Journal entry for 
capitalizing the cost and borrowing in respect of the building. 

 

Question 8 

Shan Builders Limited has borrowed a sum of US $ 10,00,000 at the beginning of Financial Year 
2014-15 for its residential project at LIBOR + 3 %. The interest is payable at the end of the   
Financial   Year.   At   the   time   of   availment,   exchange   rate   was ₹ 56   per US $ and the rate 
as on 31st March, 2015 ₹ 62 per US $. If Shan Builders Limited borrowed the loan in India in 
Indian Rupee equivalent, the pricing of loan would have been 10.50%. Compute Borrowing Cost 
and exchange difference for the year ending 31st March, 2015 as per applicable Accounting 
Standards. (Applicable LIBOR is 1%). 
 

 



















 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 



 

 

 

 

 

 

 

 



 



 



 



 



 



 



 



 



 



 



 



 



 



 


