Is it mandatory to prepare profit and loss account during construction period 

Under the Companies Act, 1956:

Section 210(1) states: "At every annual general meeting of a company held in pursuance of Section 166, the Board of Directors of the company shall lay before the company - (a) a balance sheet as at the end of the period specified in sub-section (3); and (b) a profit and loss account for that period."

Section 210(3) states: "The profit and loss account shall relate - (a) in the case of the first annual general meeting of the company, to the period beginning with the incorporation of the company and ending with a day which shall not precede the day of the of the meeting by more than nine months..."
Hence, from the above, every company is required to prepare a profit and loss account from the date of incorporation of the company. 

DCA Circular (Letter No.2/17/64-PR, dated 29-1-1964) states: "The intention underlying Section 210 is that every company should render to its shareholders an account of its expenditure, and income even though they may have been incurred or received during the period of construction. It is no doubt true that a company does not really commence its business operations till the period of construction is over. There will, of course be no objection if such account is called “Development Account”, Expenditure during construction account” or by any other suitable name so long as these accounts, give details of the revenue expenditure and income during the period covered, in the manner required by Part II of Schedule VI. Subsection (3) of section 210 makes it quite clear that it is mandatory for every company to prepare a “profit and loss account” from the date of its incorporation."

As per Schedule VI, Part II, "The profit and loss account shall be so made out as clearly to disclose the result of the working of the company during the period covered by the account". It cannot be regarded as only Commencement of commercial operations reflects the 'result of the working' of the company rather other activities like construction or winding up activities also denote the working of the company.


Under the Companies (Accounting Standards) Rules 2006:

Now, the accounting pronouncements applicable to capitalization of assets are AS 10: Accounting for Fixed Assets and AS 26: Intangible Assets and the Guidance Note on Treatment of Expenditure during Construction Period has been withdrawn by the ICAI. Hence, now there is no concept of accumulating all the expenditure incurred into one account and then charging it off to revenue once the Commercial Operations are commenced.

As per Para 9.3 of AS 10 Accounting for Fixed Assets, Administration and other general overhead expenses are usually excluded from the cost of fixed assets because they do not relate to a specific fixed asset. Hence, all the general expenses cannot be capitalized and should be charged off profit and loss account i.e. Profit and loss account has to be prepared.

From the above, it is mandatory for each and every company to prepare Profit and loss account.
Under Income Tax Act 1961:
Any interest earned during the construction period is taxable in the hands of the assessee and it can not be set off against the preoperative expenditure. This is a well settled position as decided by Supreme Court Of India in the case of TUTICORIN ALKALI CHEMICALS AND FERTILIZERS LTD vs CIT 227 ITR 172. In this case The assessee deposited part of the borrowed funds on term-deposits. Following question was raised by ITAT for the consideration of the Apex Court 
"Whether, on the facts and in the circumstances of the case, interest derived by the assessee from the borrowed funds which were invested in short-term deposits with banks would be chargeable to tax under the head 'Income from other sources' or would go to reduce the interest payable by the assessee on the term loans secured by the assessee from financial institutions, which would be capitalized after the commencement of commercial production ?"
 
While deciding on the above matter, the Hon; ble Court has upheld the order of the ITAT in which the ITAT has ruled that the principles of accountancy were not always good law. 
The interest earned was income from other sources. It could not set off against interest payable. 

