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 Lessee cannot claim depreciation 
under section 32 in the absence of 
legal ownership; to avail the benefit 
of depreciation lessee has to 
undertake the construction activity 
himself as per Explanation 1 

April 6, 2017 

In brief 

The Apex Court (SC), in a recent case1, held that since the taxpayer (lessee) had not become the owner of the 
immovable property in question, depreciation could not be allowed to the taxpayer as per section 32 of the 
Income-tax Act, 1961 (the Act). The title in the immovable property could not be passed from lessor firm when 
its value was more than INR 100, unless it was executed on a proper stamp paper and was duly registered with 
the sub-registrar. In the absence thereof, the taxpayer could not be said to be the owner of the immovable 
property and depreciation could not be allowed in such circumstances. On the alternative argument of claiming 
depreciation under Explanation 1 to section 32, the SC held that the lessee was entitled to depreciation on the 
capital expenditure incurred by him by way of renovation, extension or improvement to the building and not on 
the construction carried out by the owner, the cost of which was subsequently reimbursed by the lessee. 

 

In detail 

Background 

 In this case, the taxpayer1 
(lessee) was a private limited 
company, running a super 
speciality hospital in Thrissur 
Town in central Kerala. 

 Earlier a partnership firm was 
set up to run a hospital on land 
belonging to the firmand it 
started the construction of the 
hospital building. 

 As it was felt expedient to form 
a private limited company to 
run and manage the hospital 
(then under construction), a 

                                                             
1 Civil Appeal No. 3360 of 2006 
(Supreme Court) 

company was formed for the 
said purpose and was 
incorporated on 30 December, 
1988. 

 Thereafter, an agreement was 
entered into between the firm 
and the company and it was 
agreed that the firm would 
complete the construction of 
the building and hand over 
possession to the taxpayer on 
the condition that the entire 
cost of construction shall be 
borne by the taxpayer. 

 The taxpayer took possession 
of the building on its 
completion on 18 December, 

1991 and started the hospital 
operations with effect from 19 
December, 1991. 

 The accounts of the taxpayer 
have been debited with the 
cost of construction of the 
building, i.e., INR 13.7 million. 
The accounts of the firm were 
also credited with the payment 
of INR 10.6 million made by 
the taxpayer. 

 The balance amount payable 
by the taxpayer to the firm 
was carried as liability in 
taxpayer’s balance sheet, for  
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which the firm had a lien on 
the building. The balance 
amount was also paid to the 
firm in due course.  

 The one time building tax 
payable by the owner of the 
building under the Kerala 
Building Tax Act was also paid 
by the taxpayer.  

 As the ownership of the land 
had to remain with the firm, 
the taxpayer agreed to lease 
the land from the firm for a 
monthly ground rent of Rs.100 
from 1 April 1993.  

 The taxpayer filed its first tax 
return for assessment year 
(AY) 1992-93 in which it 
claimed depreciation on the 
building part under section 32 
of the Act on the ground that it 
had become the “owner of the 
property.” 

 The tax officer rejected the 
aforesaid claim of taxpayer 
holding that it had not become 
the owner of the property 
during the relevant AY. 

 The taxpayer preferred an 
appeal before the 
Commissioner of Income-tax 
(Appeals), which met with the 
same fate. However, in further 
appeal before the Income-tax 
Appellate Tribunal (Tribunal), 
the taxpayer succeeded. 

 Revenue filed an appeal before 
the High Court (HC), against 
the order of the Tribunal, 
which was allowed by HC in 
favour of the Revenue. 

Issues before the SC 

 Whether the taxpayer would 
be considered as “owner” for 
claiming depreciation under 
section 32 of the Act? 

 Whether depreciation can be 
allowed to taxpayer, where 
construction is carried out by 
the owner-lessor and 

                                                             
2 CIT v. Poddar Cement (P) Limited [1997] 
226 ITR 625 (SC)  

expenditure is reimbursed by 
taxpayer-lessee under the 
terms of Explanation 1 to 
section 32 of the Act? 

Taxpayer’s contention 

 The taxpayer contented that it 
had become the “owner of the 
property” for the purpose of 
section 32 Act, and was 
eligible for claim of 
depreciation. 

 It also contended that even 
otherwise, it had become the 
lessee of the property in 
question, and since the 
construction was undertaken 
from taxpayer’s funds, by 
virtue of Explanation (1) to 
section 32 of the Act, the 
taxpayer was entitled to claim 
depreciation.  

Revenue’s contention 

The Revenue contented that the 
taxpayer had not become the 
owner of the property in question 
during the relevant assessment 
year, and hence, not eligible for 
depreciation.  

SC’s ruling 

 The SC held that the building 
constructed by the firm 
belonged to the firm. As the 
property in question was an 
immovable property, the title 
in the said property could not 
pass unless it was executed on 
a proper stamp paper and was 
duly registered with the sub-
registrar. In the absence of 
transfer of title, it could not be 
said that the taxpayer had 
become the owner of the 
building. 

 Further, the SC also 
mentioned that it was only 
when the taxpayer held a lease 
or other right of occupancy 
and any capital expenditure 
was incurred by the taxpayer 
on the construction of any 
structure or doing of any work 

3 Mysore Minerals Limited v. CIT [1999] 
239 ITR 775 (SC) 

in or in relation to and by way 
of renovation or extension of 
or improvement to the 
building, that the taxpayer 
would be entitled to 
depreciation to the extent of 
any such expenditure.  

 In the present case, the 
records show that the 
construction was undertaken 
by the firm. It was a different 
thing that the taxpayer had 
reimbursed the amount. The 
construction was not carried 
out by the taxpayer. Therefore, 
the Explanation 1 to section 32 
would not come to the aid of 
the taxpayer. 

The takeaways 

Section 32 allows depreciation on 
buildings, etc., which are owned 
by the taxpayer and used for its 
business and profession. 
Therefore, the word “owned” is at 
the core of the controversy. Is it 
only an absolute owner or an 
owner of the asset as understood 
in its legal sense who can claim 
the depreciation? The Indian 
judiciary has—in few instances—
interpreted this issue.  

The SC in the case of Poddar 
Cement Limited2 and Mysore 
Minerals Limited3 held that 
beneficial ownership is relevant 
for claim of depreciation under 
the provisions of the Act. 

However, in the present case, the 
SC has upheld the concept of legal 
ownership for the purpose of 
claiming depreciation. Hence, the 
present ruling may further lead to 
controversies in the claim of 
depreciation on account of 
ownership of assets without the 
transfer of legal title. 

Let’s talk 

For a deeper discussion of how this 
issue might affect your business, 
please contact your local PwC advisor
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