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Interest on loan taken for acquiring
fixed assets

|saue:

The Assessee is an existing manufacturing
company. It obtains term loan from bank for
acquiring plant and machinery. Important datesare
asunder:

1. Dateofinvoice—01/01/2011
2. Disbursement of loan—15/01/2011

3. Instalation of plant and machinery — 25/01/
2011

4. Dateof put touse—01/03/2011

TheA.O. isof theview that interest pertaining to
period between disbursement of loani.e., 15/01/
2011 and the date of actual put to use of plant and
machinery i.e., 01/03/2011 is required to be
disallowed as per the provisions of proviso to
section 36(1)(iii) of thel.T.Act, 1961.

Proposition:

It issubmitted that interest paid on loan taken for
acquiring fixed asset cannot be disallowed. The
proviso to section 36(1)(iii) will be applied only
when thereis substantial period of time between
the loan obtained and the asset being put to use.
Even otherwise, it issubmitted that if the situation
isnot covered by section 36(1)(iii) such deduction
ispermissible u/s37(1) astheinterest expenditure
iswholly and exclusively incurred for the purpose
of business.

View againg the proposition:

When the asset isacquired out of borrowed funds,
interest onthetermloanisrequired to be capitdized
from the date of disbursement of loantill such date
on which the plant and machinery isput to usein
the busi ness of the assessee company.

Section 36(1)(iii) of the I.T.Act provides for the
alowability of expenditureincurred on account of
interest on borrowed capital for the purpose of
business. As such, if any interest expenditure is
incurred for the purpose of the profitsand gains of
the business, then the same is an allowable
expenditure out of profits and gains of business.
However, proviso to section 36(1)(iii) states as
under:

“Provided that any amount of interest paid, in
respect of capital borrowed for acquisition of an
asset for extension of existing businessor professon
(whether capitalizedin thebooksof account or not);
for any period beginning fromthe date on which
such asset wasfirst put to use, shall not beallowed
asdeduction”

It is submitted that when assessee acquired plant
and machinery during the year by obtaining term
loan, theinterest expenditure on suchtermloanis
required to be capitalizedtill the date on which such
asset isactually put to use. Such interest cannot be
treated asrevenue expenditure evenif theinterest
for such period is written off to profit and loss
account.

View in favor of the assessee:

The expression “purpose of business” is
comprehensive enough to cover expenditure of
revenue nature aswell asof capital nature because
both the types of expenditure can beincurred for
the business purposes. Therefore, even if a
borrowing ismade for incurring an expenditure of
capital nature, it remainsborrowing for the purpose
of business.

Calico Dyeing & Printing Worksvs. CIT (1958)
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ITOvs. Reliable Chemicals (1982) 4 TTJ (Bom)
497

What sub-clause (iii) emphasizesisthe user of the
capital and not the user of the asset which comes
into existence as aresult of the utilization of the
borrowed capital.

Calico Dyeing & Printing Works Ltd. Vs. CIT
(1958) 34 ITR 265 (Bom)

CIT vs. Insotex Pvt Ltd. (1984) 150 ITR 195

Let me now refer to the effect of amendment by
which proviso isadded to section 36(1)(iii).

Thissection hasbeen amended w.ef 12 April, 2004
by insertion of aprovisotoit. According to thesaid
proviso, no deduction will be allowed in respect of
any amount of interest paid in respect of capital
borrowed for acquisition of an asset for the period
beginning from the date on which capital is
borrowed for theacquisition of asset till thedate on
which the asset acquired by using such borrowed
capital isfirst put to use. However, let me now refer
to Accounting Standard 16 (AS 16) on Accounting
for Borrowing Cost.

- AS-16 dealswith the accounting treatment of
borrowing cost in relation to the Qualifying
Assets

- A Qualifying Asset (QA) is an asset that
necessarily takesasubstantial period of timeto
get ready for itsintended use.

- In Para 3 of AS-16, Borrowing Costs are
described to include interest and other costs
incurred by an enterprisein connection with the
borrowing of funds

- Para 6 of AS-16 provides for recognition of
Borrowing Costsas: “ Borrowing coststhat are
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directly attributable to the acquisition,
construction or production of agualifying asset
should be capitalized as part of the cost of that
asset. Theamount of borrowing cost eligiblefor
capitalization should be determined in
accordance with thisstatement. Other borrowing
costsshould berecognized asan expenseinthe
period in which they areincurred.”

Following are thethree important i ssuesrelevant
in the context of aQA

a Commencement of capitalization
b) Suspension of capitalization and
c) Cessationof capitalization

According to Para14 of AS-16, the capitalization
of borrowing costs, as part of the cost of a
qualifying asset, should commence when all the
following conditionsare satisfied

a) Expenditurefortheacquisition, construction
or production of aqualifying asset is being
incurred

b) Borrowing costsare beingincurred and

c) Activitiesthat are necessary to preparetheasset
foritsintended use or salearein progress.

From the above mandate of Accounting Standard,
it isvery clear that the borrowing cost has to be
treated asrevenue expenditureintheyearinwhich
same are incurred except where the borrowing is
directly connected with acquisition, construction or
production of a qualifying asset. As per the
Accounting Standard, thequalifying asset isan asset
that necessarily takesasubstantial period of timeto
get ready for its intended use. When the asset is
ready for use, it isno more agualifying asset and
hencetheinterest cost cannot be capitalized to the
cost of fixed asset.

Summation:

Itissubmitted that thereisalwaysashort timelag
between the disbursement of |oan and asset being
put to usein amanufacturing concern. If thetime
lagissubstantially long, then only the question of
disallowance of interest arises. When the asset is
acquired, it isalso necessary that the view can be
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taken that the asset is ready for use. Actual user
will take place after the trial s have been taken and
looking to thefacts of the case it can be observed
that the time period for disbursement of loan and
actual user is very short which is practical and
imperative in respect of every asset in a
manufacturing organi zation.

As per the mandate of Accounting Standard 16
(AS-16) on Accounting for Borrowing Cost, it is
specificaly provided that interest can be capitdized
only inrespect of “qualifying asset”. And it states
that agualifying asset isan asset that necessarily
takesasubstantial period of timeto get ready for its
intended use. Assets which are ready for the
intended use when acquired are not gqualifying
assetand hencetheassessee cannot capitalizeinterest

to the cost of qualifying asset and the same hasto
bewritten off to the profit and lossaccount and the
deduction u/s 36(1)(iii) cannot be denied. If itis
not done, there would be breach of As-16 which
will makethefinancia statement untrueand unfair.
Thetimelagin our case between theloan disbursed
and the asset used isvery short and henceitisnot
possibleto capitalizethe cost of interest.

It isfurther submitted that in my opinion assessee
isotherwise entitled to deduction of such interest
w's37(1) assuch situation isnot covered by section
36(2)(iii). As per section 37(1), any expenditure
incurred wholly and exclusively for the purpose of
businessisrequired to be alowed as deduction u/s
37(0).
ooo
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