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Understanding the accounting treatment of self-constructed assets is
essential for accurate financial reporting and compliance with accounting
standards. When a company undertakes the construction of an asset for its own
use, several complex issues arise, primarily revolving around how to
recognize costs and determine the appropriate valuation of the asset on the
balance sheet. These issues are often presented as multiple choice questions
in academic and professional examinations, emphasizing their importance in
the field of accounting. In this article, we will explore the two fundamental
accounting issues related to self-constructed assets, providing clarity on
their significance, the standards that govern them, and practical
implications.

What Are Self-Constructed Assets?
Self-constructed assets are assets that a company builds or develops
internally rather than purchasing from external suppliers. Examples include
manufacturing plants, warehouses, or specialized equipment designed for
specific operational needs. These assets are critical to a company's
operations and can involve significant investment in terms of time, labor,
and materials.

Constructing such assets involves various costs and accounting
considerations, which must be addressed carefully to ensure compliance with
accounting standards such as IFRS (International Financial Reporting
Standards) and GAAP (Generally Accepted Accounting Principles).

Important Accounting Issues Related To Self-
constructed Assets
The two primary accounting issues associated with self-constructed assets
are:

Recognition and Capitalization of Costs1.

Valuation and Measurement of the Asset2.

Each of these issues presents specific challenges and requires adherence to
established accounting principles to ensure proper financial reporting.



1. Recognition and Capitalization of Costs
The first major issue pertains to determining which costs incurred during the
construction process should be recognized as part of the asset's cost and
capitalized on the balance sheet.

Understanding the Concept
In accounting, only costs that contribute directly to bringing the asset to
its intended use should be capitalized. Costs incurred during construction
can be broadly categorized into:

Direct costs

Indirect costs

Administrative and overhead costs

The challenge lies in distinguishing between costs that should be capitalized
versus those that should be expensed in the period they are incurred.

Key Principles and Standards
According to IFRS (IAS 16 – Property, Plant and Equipment) and GAAP, the
following principles guide the recognition and capitalization:

All costs directly attributable to bringing the asset to its working
condition are capitalized.

Costs that are necessary for the construction, such as materials, labor,
and direct overheads, are included.

Administrative and general overhead costs are generally expensed unless
they are directly attributable to the construction project.

Interest costs during construction can also be capitalized as part of
the asset's cost, subject to specific criteria (see below).

Challenges in Practice
- Allocating Overhead Costs: Deciding which indirect costs are directly
attributable can be complex. Companies often develop allocation bases to
assign overheads accurately.
- Interest Capitalization: Determining when and how much interest to
capitalize involves assessing whether the expenditure qualifies under
standards like IAS 23 or ASC 835-20.
- Timing of Recognition: Recognizing costs at the right time ensures the
asset's value reflects actual expenditure, avoiding overstatement or
understatement.



2. Valuation and Measurement of Self-
constructed Assets
The second key issue involves measuring the asset's value upon completion and
during its useful life. Proper valuation impacts depreciation calculations
and financial ratios.

Initial Measurement
Once the asset is ready for use, it must be valued at its cost, which
includes:

All directly attributable costs incurred during construction

Relevant borrowing costs (if applicable)

Costs of bringing the asset to the location and condition necessary for
use

This initial measurement sets the foundation for subsequent depreciation and
impairment assessments.

Subsequent Measurement
Post-construction, organizations must decide whether to adopt a cost model or
a revaluation model (per IFRS):

Cost Model: The asset is carried at historical cost less accumulated
depreciation and impairment losses.

Revaluation Model: The asset is periodically revalued to fair value,
with revaluation surpluses or deficits recognized accordingly.

Most companies opt for the cost model due to its simplicity, but certain
assets may be revalued if there is an active market.

Depreciation and Impairment
- Depreciation begins once the asset is available for use, systematically
allocating the asset's cost over its useful life.
- Impairment reviews are conducted periodically to ensure the carrying amount
does not exceed recoverable amount, especially if market conditions change.

Additional Considerations and Practical
Implications
Beyond the two main issues, several other factors influence the accounting
for self-constructed assets:



Capitalization of Borrowing Costs
- Under standards like IAS 23, borrowing costs directly attributable to the
construction can be capitalized.
- Companies must carefully track and allocate these costs during the
construction period.

Project Management and Cost Control
- Effective project management ensures costs are accurately tracked,
facilitating proper recognition and valuation.
- Variances between estimated and actual costs can impact financial
statements and managerial decisions.

Disclosure Requirements
- Companies must disclose significant accounting policies related to self-
constructed assets.
- Details about capitalized costs, borrowing costs, and valuation methods
should be transparently reported.

Conclusion
The two critical accounting issues related to self-constructed
assets—recognition and capitalization of costs, and valuation and
measurement—are fundamental to accurate financial reporting. Proper handling
of these issues ensures that companies provide a true and fair view of their
assets, facilitate compliance with accounting standards, and enable
stakeholders to make informed decisions.

Understanding these issues is not only essential for accounting professionals
but also for students and auditors who evaluate financial statements. As
construction projects often involve complex costs and valuation
considerations, adherence to established principles and standards is
paramount to maintaining transparency and integrity in financial reporting.

Whether in academic multiple choice questions or practical application,
grasping these core issues will significantly enhance one's ability to
analyze, interpret, and apply accounting principles related to self-
constructed assets.

Frequently Asked Questions

What are the two main accounting issues related to
self-constructed assets?

The recognition of costs as assets and the appropriate method of capitalizing
those costs during construction.

Why is determining the capitalization of costs a



critical issue in accounting for self-constructed
assets?

Because it affects the reported assets and profits, ensuring costs are
accurately matched with the period benefiting from the asset.

Which accounting standard primarily addresses the
treatment of costs for self-constructed assets?

IAS 16 Property, Plant and Equipment or equivalent local standards provide
guidance on this matter.

How should costs incurred during the construction of
self-constructed assets be recognized?

Costs that enhance the asset's future economic benefits should be
capitalized, while others are expensed as incurred.

What is a common challenge in determining which costs
to capitalize in self-constructed assets?

Distinguishing between costs that should be capitalized and those that should
be expensed, such as overheads and indirect costs.

How does the timing of cost recognition impact the
financial statements of a company constructing its
own assets?

Proper timing ensures assets and profits are accurately reflected, preventing
overstatement or understatement of financial position.

What role does project management play in addressing
these accounting issues?

Effective project management helps in accurately tracking and allocating
costs, facilitating proper capitalization decisions.

In the context of self-constructed assets, what is
the significance of determining the 'cost of
construction'?

It determines the amount to be capitalized and directly impacts the asset's
carrying amount and depreciation calculations.

What are the implications of incorrectly accounting
for self-constructed assets?

It can lead to misstated financial statements, potential regulatory issues,
and incorrect decision-making based on inaccurate data.



Which approach is generally preferred for handling
costs related to self-constructed assets?

Capitalizing directly attributable costs and overheads that are necessary to
bring the asset to its intended use, following applicable accounting
standards.

Additional Resources
The Two Important Accounting Issues Related To Self-constructed Assets Are
Multiple Choice Question is a topic that delves into the complexities faced
by entities when accounting for assets they build themselves. Self-
constructed assets are an integral part of many businesses, especially those
involved in manufacturing, infrastructure projects, and large-scale
development initiatives. Proper recognition, measurement, and disclosure of
these assets are crucial for accurate financial reporting, compliance with
accounting standards, and informed decision-making by stakeholders. This
article explores the two primary accounting issues associated with self-
constructed assets, providing a comprehensive understanding of their
implications, challenges, and best practices.

Understanding Self-Constructed Assets

Before delving into the specific accounting issues, it is essential to
understand what constitutes a self-constructed asset. In essence, a self-
constructed asset is an asset that a company builds or develops internally
rather than purchasing externally. Examples include buildings, machinery,
infrastructure, or software developed in-house. These assets often require
substantial investment in terms of materials, labor, and overhead costs,
making their accounting treatment significant for financial accuracy and
transparency.

The accounting for self-constructed assets involves recognizing costs,
determining when to capitalize these costs, and measuring the asset's value
on the balance sheet. These processes are governed by standards such as the
International Accounting Standard (IAS) 16 — Property, Plant and Equipment,
and IAS 23 — Borrowing Costs, among others.

The Two Major Accounting Issues

The core of the discussion around self-constructed assets centers on two
principal accounting issues:

1. Recognition and Capitalization of Costs
2. Determination of Borrowing Costs and Their Capitalization

Each of these issues presents unique challenges and considerations that
influence how accurately an entity reports its financial position.



1. Recognition and Capitalization of Costs

One of the foremost issues in accounting for self-constructed assets is
deciding which costs should be capitalized as part of the asset and which
should be expensed. This decision directly impacts the balance sheet, profit
and loss statement, and overall financial health depiction.

Understanding the Issue

- Direct Costs: Costs directly attributable to constructing the asset, such
as materials, labor, and specific overheads, are generally capitalized.
- Indirect Costs: Overheads not directly linked to the construction activity,
like administrative expenses, require careful judgment to determine whether
they qualify for capitalization.
- Preliminary and Post-Construction Costs: Costs incurred during the planning
phase or after completing the asset may not be capitalized, depending on the
circumstances.

Standards and Guidelines

- IAS 16 states that all costs necessary to bring the asset to the condition
and location necessary for use should be capitalized.
- Costs that do not meet this criterion, such as administrative expenses or
costs incurred during the research phase, are expensed.

Challenges

- Differentiating between capital and revenue expenditure is often complex,
especially when costs are incurred simultaneously.
- Deciding on the treatment of internal labor costs, especially when
employees work on multiple projects.
- Allocating overheads accurately to specific assets.

Pros and Cons

Pros:

- Proper capitalization provides a more accurate reflection of an asset’s
value and the company’s investment.
- Facilitates better matching of costs with the revenues generated from the
asset.

Cons:

- Subjectivity and judgment are involved, leading to potential inconsistency.
- Risk of overstatement of assets if costs are improperly capitalized.
- Increased complexity in accounting processes.

Best Practices

- Implement clear policies for cost capitalization.
- Maintain detailed records to trace costs to specific projects.
- Regularly review capitalized costs for impairment or reclassification.

2. Determination of Borrowing Costs and Their



Capitalization

The second key issue pertains to borrowing costs and whether they should be
capitalized as part of the self-constructed asset. Borrowing costs are
interest and other costs incurred in connection with the borrowing of funds.

Understanding the Issue

- Entities often finance self-constructed assets through loans or credit
facilities.
- IAS 23 requires that borrowing costs directly attributable to the
acquisition, construction, or production of a qualifying asset should be
capitalized as part of the cost of that asset.

Standards and Criteria

- A qualifying asset is one that takes a substantial period of time to get
ready for its intended use or sale.
- Borrowing costs eligible for capitalization include interest expenses,
commitment fees, and other financing costs.

Challenges

- Determining which borrowing costs are directly attributable to the asset.
- Allocating borrowing costs when multiple loans are involved.
- Deciding when to cease capitalization, especially if the project is delayed
or suspended.

Pros and Cons

Pros:

- Capitalizing borrowing costs aligns with the matching principle, as costs
are recognized in the same period as the related asset.
- Improves the accuracy of asset valuation.

Cons:

- Complexity in calculating and allocating interest costs.
- Potential for manipulation or misstatement to inflate asset values.
- Additional administrative burden to track and allocate financing costs.

Best Practices

- Maintain detailed records of borrowings linked to specific projects.
- Use systematic and rational methods for allocating borrowing costs.
- Disclose the amount of borrowing costs capitalized and related policies in
financial statements.

Implications of These Issues on Financial
Reporting

The way companies handle these two accounting issues significantly influences
their financial statements and key performance indicators:



- Asset Valuation: Proper recognition ensures that assets are neither
undervalued nor overstated.
- Profitability Metrics: Capitalization affects expenses and profits;
excessive capitalization can inflate profits, while conservative approaches
may understate performance.
- Financial Ratios: Ratios such as return on assets (ROA), debt-to-equity,
and asset turnover are impacted by how self-constructed assets are accounted
for.
- Compliance and Audit: Adherence to standards reduces the risk of regulatory
scrutiny and audit issues.

Emerging Trends and Considerations

As accounting standards evolve and companies undertake more complex projects,
the issues surrounding self-constructed assets are gaining attention. Some
emerging considerations include:

- Use of Technology: Implementation of ERP systems to track costs accurately.
- Sustainability and Environmental Costs: Incorporating eco-friendly
initiatives into asset construction costs.
- Intangible Assets: Accounting for internally developed intangible assets,
such as software, presents similar issues.

Conclusion

Properly addressing the two major accounting issues related to self-
constructed assets—recognition and capitalization of costs and determination
of borrowing costs—is vital for accurate financial reporting. These issues
require careful judgment, adherence to accounting standards, and transparent
disclosures. While they pose challenges, implementing best practices and
maintaining rigorous internal controls can mitigate risks and ensure that
financial statements present a true and fair view of an entity's assets and
financial position.

Understanding these key issues not only aids accountants and financial
managers but also benefits investors, auditors, and regulatory bodies in
assessing a company's true economic standing. As industries grow and projects
become more complex, staying informed about evolving standards and best
practices remains essential for effective and compliant accounting of self-
constructed assets.
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