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incidental to the conduct of the business-Indian |ncone-tax
Act, 1922 (Il O 1922), S. 10(1), (2)(Xi), (2)(XV).

HEADNOTE:

The appel | ant engaged an agent for the purposes of « carrying
on his business and conferred on himlarge powers of nmanage-
ment including authority to operate on bank accounts. Wile
acting under such authority the agent w'thdrew noneys from
the bank and used themfor the discharge of his persona
debt s. The appellant was able to recover from the agent
only a part of the amount m sappropriated by him /and the
bal ance had to be witten off at the end of the accounting
year as irrecoverable. The question was whet her the anpunt
which was misappropriated and found irrecoverable was
al  owabl e as a deduction under the Indian | ncone-tax Act in
determining the profits of the appellant.

Hel d, that the amount in question is not allowable either as
a bad debt under s. 10(2)(Xi) or as a business expenditure
under S. 10(2)(XV) O the Indian Income-tax Act, 1922. It
can, however, be deducted in conmputing the profits of the
appel I ant under
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S. 10(1) of the Act as a loss incidental to the carrying
on of his business.

Where an agent or an enpl oyee of a businessman in charge of
the business is given authority to operate on the bank
accounts and withdraws nmoneys in the purported exercise of
that authority, his action is referable to his character as
such authorised agent or enployee and any |loss resulting
from msappropriation of the noney by him would be one
incidental to the carrying on of the business, and it is not
necessary to show that the noney was w thdrawmn for the
conduct of the business.

Curtis v. J. & G Odfield, (1925) 9 Tax Cas. 319 and Ramm-
swam Chettiar v. Conm ssioner of Income-tax, Madras, (1930)
I.L.R 53 Mad. 904, explained and di sti ngui shed.
Venkat achal apat hy lyer v. Conmi ssioner of |ncome-tax, (1951)
20 I.T.R 363, Lord's Dairy FarmLtd. v. Conm ssioner of
I ncometax, (1955) 27 I.T.R 700 and Motipur Sugar Factory
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Ltd. v. Conmi ssioner of Income-tax, (1955) 28 |.T.R 128,
approved.

JUDGVENT:

ClVIL APPELLATE JURI SDICTION: Givil Appeal No. 149 of 1956.
Appeal by special |eave fromthe judgnent and order dated
December 22, 1954, of the former Nagpur Hi gh Court in M sc.
Cvil Case No. 36 of 1954.

R J. Kolah, J. M Thakar, Ranesh A. Shroff, J. B
Dadachanji, S. N Andley and Raneshwar Nath, for the
appel | ant.

H. N. Sanyal, Additional Solicitor-General of India,

K. N. Raj agopal a Sastri .and R. H Dhebar, for the respondent.
1958. April 25. The Judgnent of the Court was delivered by
VENKATARAMA Al YAR J.-This is an appeal against the judgnent
of the H gh Court of Nagpur in a reference under s. 66(1) of
the Indian | nconme-tax Act, 1922, hereinafter referred to as
the Act.

The appellant— is the sole proprietor of a firm called
Bansi |l al Abirchand Kasturchand, which carries on business as
noney-| enders, dealers in shares and bullion and conm ssion

agents in Bonbay, Calcutta and other " places. He is a
resi dent of Bi kaner, and manages the
692

busi ness at the several places through agents. During the
rel evant period, ‘the agent of the firmat Bonbay was one
Chandr at an, who hel d a power-of-attorney dated May 13, 1944,
conferring on him large powers of managenment  including
authority to operate on bank accounts. During the period,
Novermber 15, 1944, to Novenber 23,1944, the agent . withdrew
from the firms bank account sums aggregating to Rs.
2,30,636-4-0, and applied them in satisfaction of his
personal debts incurred in speculative transactions. On
Novenber 25, 1944, the cashier of the firmsent a telegram
to the appellant informng himof (the true state of 'affairs.
Ther eupon, the appellant went to Bonbay on Decenber 3, 1944,
and on the 4th, cancelled the power-of-attorney given'to the
agent, and by notice dated Decenber 6, 1944, called upon him
to pay the anpbunts withdrawn by him The agent replied on
December 8, 1944, admitting the m sappropriation of the
amounts and pleading for mercy. On January 16,1945, the
appellant filed a suit against himin the H gh Court  of
Bonbay for recovery of Rs. 2,30,636-4-0 and that was decreed
on February 20, 1945. A sumof Rs. 28,000 was recovered
from Chandratan and adjusted towards the decree and the
bal ance of Rs. 2,02,442-13-9 was witten off at the end of
the accounting year as irrecoverable.

Before the Income-tax authorities, the dispute related to
the question whether this amobunt of Rs. 2,02,442-13-9 was an
admi ssi bl e deduction. The Tribunal found that the anmount in
guestion represented the |oss sustained by the appellant
owi ng to m sappropriation by his agent, Chandratan, but held
on the authority of the decisionin Curtis v. J. & G

O dfield, Limted (1) that it was not a trading |oss and
therefore could not be allowed. On the application of the
appel lant, the Tribunal referred the follow ng question of
| aw for the decision of the Hi gh Court, Nagpur

VWet her the said sumof Rs. 2,02,442-13-9 being part of the
amount enbezzl ed by the assessee’s Munimis allowable as a
deducti on under the Indian |Incone-

(1) (1925) 9 Tax Cas. 319.

693

tax Act either under Section 10(1) or wunder the genera
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principles of determining the profit and loss of the
assessee or Section 10(2)(xv) ? "

The |earned Judges held that the case was governed by the
decision in Curtisv. J. & G Odfield, Limted (1), and
answered the question against the appellant. An application
under s. 66(A)(2) for a certificate was al so dism ssed and
thereafter, the appellant applied for and-obtained | eave to
appeal to this Court under Art. 136, and that is how the
appeal cones before us.

The question whether noneys enbezzled by an agent or
enpl oyee are all owabl e as deduction in conputing the profits
of a business wunder s. 10 of the Act has cone up for
consideration frequently before the Indian courts, and the
deci si ons have not been quite uniform Bef ore di scussing
them it is necessary that we shoul d exanmi ne the principles
that are in law applicable to the determnation of the
guestion. Three grounds have been put forward in support of
the claim for deduction: (1) that the los 3 sustained by
reason of enbezzlenent is a bad debt allowable under s.
10(2)(xi). of the Act; (2) that it is a business expense
falling within's. 10(2)(xv) of the Act; and (3) that it is a
tradi ng | oss, which nust be taken into account in conputing
the profits under s. 10(1) of the Act. As regards the first
ground, the authorities have consistently held that the
deduction is not adnissible under s. 10(2)(xi) of the Act,
and that, in our view, is correct. A debt arises out of a
contract between the parties, express or inplied, and when
an agent m sappropriates nonies belonging to his enployer in
fraud of himand in breach of his obligations to him it
cannot be said that ~he owes  those nonies under any
agreenent . He is no doubt liable in lawto nmake good that
amount, but that 1is not an obligation arising out of a
contract, express or inplied. Nor does it nmake a difference
that in the accounts of the business the ampunts enbezzl ed
are shown as debits, the amunts realised towards them if
any, as credits, and the balance is finally witten off.
They are nerely journal entries adjusting the accounts and

do not inport a contractual liability.
(1) (1925) 9 Tax Cas. 319.
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Nor can a claim for deduction be admtted -under S.
10(2) (xv), because npneys which are wthdrawm by the
enpl oyee out of the business till without authority and in
fraud of the proprietor can in no sense be said to be " an
expenditure |aid out or expended wholly and exclusively "
for the purpose of the business. The controversy therefore
narrows itself to the question whether amounts [ost through
enbezzl ement by an enpl oyee are a trading | oss which could
be deducted in computing the profits of a business under s.
10(1). It is to be noted that while s. 10(1) inposes a
charge on the profits or gains of a trade, it “does not
provi de how those profits are to be computed. Section 10(2)
enuner ates various itens which are adm ssible as deducti ons,
but it is well settled that they are not exhaustive of —al
al l owances which could be nmade in ascertaining profits
taxable wunder s. 10(1). In |Inconetax conm ssioner V.
chitnavis (1), the point for decision was whether a bad debt
could be deducted under s. 10(1) of the Act, there having
been in the Act, as it then stood, no provi si on
corresponding to s. 10(2)(xi) for deduction of such a debt.
In answering the question in the affirmative, Lord Russe
observed

" Al'though the Act nowhere in terns authorizes the deduction
of bad debts of business, such a deduction is necessarily
al l owabl e. \What are chargeable in income-tax in respect of
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a business are the profits and gains of a year; and in
assessing the anount of the profits and gains of a year

account nust necessarily be taken of all |osses incurred,
otherwise you wuld not arrive at the true profits and
gains."

It is likewise well settled that profits and gains which are
liable to be taxed under s. 10(1) are what are understood to
be such according to ordinary comercial principles. ,The
word " profits....... is to be understood ", observed Lord
Hal sbury in Gresham Life Assurance Society v. Styles (2), "
in its natural and proper sense-in a sense which no
commercial man would m sunderstand ". Referring to these
observa-

(1) (1932) L. R 59 I.A 290, 296, 297.

(2)(1892) A.C. 309, 315; 3 Tax Cas. 185, 188.
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tions, Lord Macmillan said in Pondi cherry Rai | way
Co. v. | ncone-tax ~ Conm-ssi oner (1):" English authorities can
only be utilized with caution in the consideration of Indian
i ncome-tax ~cases owing to the differences in the relevant
| egi sl ation, but the principle laid down by Lord Chancellor
Hal sbury in G esham Life- Assurance Society V. Styles (2),
is of general application unaffected by the specialities of
the English tax system "

The result is that 'when a claimis made for a deduction for
which there is no specific provision in-'s. 10(2), whether it
is admissible or not will depend on whether, having regard

to accepted commercial practice and trading principles, it
can be said to arise out of the carrying on of the business
and to be incidental to it. If that is established, then

the deduction nmust be all owed, provided of course there is
no prohibition against it, express or inplied, in the Act.
These being the governing principles, in -deciding whether
loss resulting from enbezzlement by ~an enployee in a
busi ness is admi ssible as a deduction under s. 10(1)  what
has to be considered is whether it arises out of the
carrying on of the business.and is incidental  to it.
Viewing the question as a businessman would, it / seens
difficult to maintain that it does not. A business
especially such as is calculated to yield taxable profits
has to be carried on through agents, cashiers, clerks and
peons. Salary and renmuneration paid to themare adnissible
under s. 10(2)(xv) as expenses incurred for the purpose of
the business. |f enploynent of agents is incidental to the
carrying on of business, it must logically follow that
| osses which are incidental to such enploynment are also
incidental to the carrying on of the business. Human nature
being what it is, it is inpossible to rule out. the
possibility of an enpl oyee taking advantage of his position
as such enployee and msappropriating the funds of his
enpl oyer, and the loss arising from such misappropriation
must be held to arise out of the carrying on of business and
to be incidental to it.

(1) (21931) L.R 58 I.A 239, 252.

(2) (1892) A C 309, 315; 3 Tax Cas. 185, 188
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And that is howit would be dealt with according to ordinary
commer ci al principles of trading.

At the same time, it should be enphasised that the loss for
whi ch a deduction could be made under s. 10(1) must be one
that springs directly fromthe carrying on of the business
and is incidental to it and not any |oss sustained by the
assessee, even if it has sone connection with his business.
If, for exanple, a thief were to break overnight into -,he
prem ses of a noneyl ender and run away with funds secured
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therein, that nmust result in the depletion of the resources
available to himfor lending and the loss nmust, in that

sense, be a business loss, but it is not one incurred in the
running of the business, but is one to which all owners of
properties are exposed whet her they do business or not. The
loss in such a case may be said to fall on the assessee not
as a person carrying on business but as owner of funds.
This distinction, though fine, is very nmaterial as on it

wi Il depend whet her deduction could be nade under s. 10(1)
or not.

W may now examine the authorities in the light of the
principl es stated above. In Jagar nat h Ther ani V.

Conmi ssioner of Inconme-tax (1), the facts were that the
assessee who was carrying on business entrusted a sum of Rs.
25,000 to his gumastha for paynment to a creditor, but he
enbezzled it. The question referred for the opinion of the
H gh Court was whether that. sum could be allowd as
deduction in the conmputation of profits. |In answering it in
the affirmative, the | earned Judges observed that according
to the ‘practice obtaining in England, suns enbezzled by
enpl oyees were allowed as deductions and referred to
statenents of the law to that effect from Sanders’ |ncone-
tax and Super-tax, Miurray and Carters’ @uide to Income-tax
Practice and to ‘the following passage in Snel | i ngs’
Dictionary of |ncone-tax and Super-Tax Practice:

,,If a loss by enbezzl enent can be said to be necessarily
incurred in carrying on the trade it~ is - allowable as.
deduction from profits. 1In an ordinary case it springs
directly fromthe necessity of deputing

(1)(1925) I.L.R 4 Pat. 385.
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certain duties to an enployee, and should therefore be
all oned. "

They accordingly all owed the deduction as "a |oss incidenta
to the conduct of the business".

In Ramaswam Chettiar v. Conmi ssioner of |ncone-Tax, Madras
(1), the assessee was carrying on banking business in
several places in India and in Burna. On Cctober 21, 1926
thieves broke into the strong roomin the business prem ses
at  Mul mi engyum and stole cash and currency notes ~of the
value of Rs. 9,335. The question was whether this anount
could be allowed as a deduction. It was held by the
majority of the Jndges that it could not be. I'n the
judgrment of the |earned Chief Justice, the law was thus
st at ed:

" If any one is paid a sumdue to himas profits and he puts

that in his pocket and on his way hone is robbed of it, it
would be, | think, difficult to contend that such a | oss was
incidental to his business. Still nmore so when he has

reached his hone and put those profits in a strong room or
sonme other place regarded by himto be a place of safety. 1
can well understand that, in cases where the collection of
profits or paynent of debts due is entrusted to a gumastha
or servant for collection and that person runs away w th the
noney or otherwi se inproperly deals with it, the assessee
should be allowed a deduction because such a loss as that
would be incidental to his business. He has to enploy
servants for the purpose of collecting sunms of noney due to
himand there is the risk that such servant nay prove to be
di shonest and instead of paying the profits over to him
convert themto his own use. But | cannot distinguish the
present case fromthe case of any professional man or trader
who, having collected his profits, is subsequently robbed of
them by a stranger to his business. |In this case, none of
the thieves were the then servants of the assessee, although
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one of them had fornmerly been his cook
These observations, while they support the right of the
asssee to deduction of loss resulting from

(1)(21930) I.L. R 53 Mad. 904, 906, 907.
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enbezzl ement by an enpl oyee, al so show the extent and limts
of that right.

In Bansidhar Onkarnmal V. Conmi ssioner of Inconmetax (1),
there was a theft of noney by an accountant, but it took
pl ace after the office hours, and it was held, follow ng the
deci sion in Ramaswam Chettiar v. Comm ssioner of |ncone-tax
(2) that it could not be allowed as a deduction under s.
10(1) of the Act, as it was not incidental to the carrying
on of the trade. But it was observed by Narasi mhamJ. who
delivered the |eading judgnent that it nmight have made a
difference if the theft had been by the accountant during

the of fice hours. ~1n Venkatachal apathy Iyer v. Commi ssioner
of Income-tax (3), the assessees were a firm of nerchants
engaged in the business of selling yarn. |Its accountant was

one Rajarathnam|yengar, whose duty it was to receive cash
on sal es, nmake di sbursenents and nmaintain accounts. He duly
entered all the transactions in the cash book but when
striking the balance at the end of each day he short-
totalled the receipts and overtotalled the di sbursenments and
m sappropriated the difference. The question was whether
the amounts thus enbezzled could be deducted. On a review
of the authorities, Satyanarayana Rao and Raghava Rao JJ.
held that the | oss was incidental to the carrying on of the
busi ness and shoul d be all owed. ~The appel |l ant ' contends that
this decision is decisive in his favour ; but the |[earned
Judges of the Court below were of the opinion that on the
facts it was distinguishable and that the present case fel
within the decision in Curtis v. J. & G Odfield, Linted
(4).

It is necessary to exam ne the decision in Curtis v.J. & G
oldfield (4) somewhat closely, as the main controversy in
the Indian courts has been as to what was precisely
determ ned therein. There, the facts were that the managi ng
director of a conpany who was in exclusive control of its
busi ness, had, availing hinself of his position as such
managi ng director, wthdrawn | arge anbunts fromtime to time
and applied themto his own personal affairs. This went  on
for

(1) [21949] 17 I.T.R 247.

(3) [1951] 20 I.T.R 363.

(2) (1930) I.L.R 53 Muad. 904, 906, 907.

(4) (1925) 9 Tax Cas. 319.
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several years prior to his death, and thereafter, the fraud
was discovered, and the amobunts overdrawn by him were
witten off as irrecoverable. The question was  whether
these anmounts could be allowed as a deduction, and it was
answered in the negative by Rowatt J. Now, it should be
observed that the |earned Judge did not say that anobunts
enbezzl ed by an enployee in the course of business woul d not
be adm ssi bl e deductions. On the other hand, he observed:

" 1 quite think, wth M. Latter, that if you have a
busi ness...... in the course of which you have to enploy
subordi nates, and owi ng to the negligence or the dishonesty
of the subordi nates some of the receipts of the business do
not find their way into the till, or sone of the bills are
not collected at all, or sonething of that sort, that nmay be
an expense connected with and arising out of the trade in
the nost conpl ete sense of the word."

He went on to observe:
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" 1 do not see that there is any evidence at all that there
was a loss in the trade in that respect. It sinply neans
that the assets of the Conpany noneys which the Conpany had
got and which had got home to the Conpany, got into the
control of the Managing Director of the Conpany, and he took
themout. 1t seems to nme that what has happened is that he
has nade away with, receipts of the Conpany de hors the
trade altogether in virtue of his position as Mnaging
Director in the office and being in a position to do exactly
what he |ikes."

Thus, what the Ilearned Judge really finds is that the
enbezzl ement was not connected with the carrying on of the
trade but was outside it, and on that finding, the decision
can only be that the deduction should be disallowed. But
the I|earned Judges in the Court bel ow woul d appear to have
read the above observations as nmeaning that, as a rule of
| aw, embezzl enents made prior to the receipts of the amounts
by the assessees would be incidental to the carrying on of
the trade and therefore adm ssible, but that enbezzlenents
89
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made after receipt are not connected with the carrying on of
the trade and are therefore inadnissible. W do not so read
those observations. It is a question turning on the facts
of each case whether the enbezzlenent in respect of which
deduction is claimed took place in the carrying on of the
busi ness, and the observations of the | earned Judge that it
did not so take place have referenceto the facts of that
case, and can afford no assistance in deciding whether in a
gi ven case the enbezzlenent was incidental to the conduct of
t he busi ness or not.

Now, in Curtisv. J. & G Odfield Limted(l), the  conpany
was doing business in wne and spirit, ~and in such a
business it is possible to hold that when once the price is
realised and put into the bank, the trading has ceased and
that the subsequent operations on the bank account are not
incidental to the carrying on of ‘the trade. But here, we
are dealing with a banking business, which consists in
maki ng advances, realising them and making fresh advances,
and for that purpose, it is necessary not nerely to deposit
amounts in banks but also to withdraw them That is to say,
a continuous operation on the bank account isincidental to
the conduct of the business. The theory that when once
noneys are put into the bank they have " got hone " and that
their subsequent w thdrawal fromthe bank woul d be de~ hors

the business, will be altogether out of place in a -business
such as banking. It will be a wholly unrealistic view to
take of the matter, to hold that the realisations have
reached the till when they are deposited in the  bank, and

that that marks the term nus of the business activities in
noney- | endi ng.

It should also be nentioned that in Curtis v. J. &G
ol dfield (1) though the assessee was a conpany, it was found
that the shares were all held by the nenbers of the Adfield
famly, that the conpany had no auditor and no m nutes book,
that there was Cc an al nbst entire absence of bal ance sheets
", and that one of the menmbers, M. J. E. AQdfield, was in

managenent with wi de powers. |In view of the fact that he
(1) (1925) 9 Tax Cas. 319.
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had a | arge nunber of shares in the conmpany and that it was
in substance a private conpany, his withdrawals would be
nore |ike a partner overdrawi ng his account with the firm
than an agent enbezzling the funds of his enployer, and it
could properly be held that such overdraw ng has nothing to
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do with the trading activities of the firm whose profits
are to be taxed. It would, therefore, be an error to
suppose that the observations nade by Rowatt J. in the

above context could be regarded as an authority for the
broad proposition that as a matter of law, and irrespective
of the nature of business, there could be no business
activities with reference to noneys after they have been
collected, and that, in consequence, enbezzlenent thereof
could not be incidental to the carrying on of business. And
we should further add that it would nake no difference in
the admissibility of the deduction whether the enployee
occupi es a subordinate position in the establishnment or is
an agent with | arge powers of nanagenent.
Subsequent to the decision now under appeal, the Bonbay Hi gh
Court had occasion to consider this question in Lord s Dairy
Farm Ltd. v. Comm ssioner of Income-tax (1). On a review of
the authorities including the decision in Curtis v. J. & G
O dfield, Limted (2), Chagla C. J. and Tendol kar J. held
that | oss caused to a business by defal cation of an enpl oyee
was a trading loss, and that it could be deducted under s.
10(1). ln Motipur Sugar Factory Ltd. v. Conmi ssioner of
I ncome-tax (3), an enpl oyee who had been entrusted with the
funds of a conpany for purposes of distribution anpng
sugarcane growers i'n accordance with statutory rules, was
robbed of themon the way. It was held by Ramaswan and
Sahai JJ. that the loss was incidental to the conduct of the
trade, and nust be allowed. W agree with the decisions in
Venkat achal apathy ‘lyer v. Commi ssioner of Inconetax (4),
Lord’s Dairy Farm Ltd. v. Conm ssioner of Income-tax (1) and
Mot i pur Sugar Factory Ltd. v. Conm ssioner of Income-tax(3).

(1) [21955] 27 I.T.R_700.(2) (1925) 9 Tax Cas.
319.

(3) [1955] 28 I.T.R 128.(4) [1951] 20 I1.T.R 3683.
702
It was argued for the respondent that there was no evidence,
much 1|ess proof, that when Chandratan wi thdrew funds from
the bank, he did so for the purpose of making any /advance,
and that, therefore, the w thdrawal could not be  held to
have been for the conduct of the trade. That, in our
opi nion, is not necessary. Wen once it is established that
Chandratan was in charge of the business, that he had
authority to operate on the bank accounts, and that he wth-
drew the noneys in the purported exercise of that authority,
his actionis referable to his character as agent, and any
loss resulting from m sappropriation of funds by him woul d
be a loss incidental to the carrying on of the business. It
was al so contended that the power-of-attorney dated May 13,
1944, under which Chandratan was constituted agent related
not only to the business of the appellant but also to his
private affairs, and that there was no proof that the
enbezzl ement was in respect of the business assets  of the
appel l ant and not of his private funds. No such question
was raised before the Income-tax authorities, and ‘their
finding assunes that the nobneys which were m sappropriated
wer e business funds. W are also not satisfied that, onits
true construction,, the authority conferred on the agent by
the power-of.attorney extended to the personal affairs of
the appel |l ant.
In the result, we are of opinion that the | oss sustained by
the appellant as a result of m sappropiriation by Chandratan
is one which is incidental to the carrying, on of his
busi ness, and that it should therefore deducted in conputing
the profits under s. 10(1) of the, Act. In this view, the
order of the lower court nust be set aside and the reference
answered in the, affirmative. The appellant will get his
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costs
bel ow.
appeal
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