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EMBEZZLEMENT LOSS

Whether |oss on account of embezzlement by an
employee can be allowed as deduction while
computing businessincome?

Issue

When embezzlement takes place in a business
organizationitisallowable asabusiness|oss.

Proposition

L oss caused due to embezzlement by employee or
agent isallowable as deduction. However, thereis
no specific section allowing such deduction and
hence it is proposed that the loss caused to the
employer by the embezzlement by theemployeeis
incidental to businessand thesameisallowable as
deduction.

View against the proposition

It is submitted that there is no provision in the
Incometax Act for deduction of embezzlement loss.
It can not be claimed as expenditure incurred for
the purposeof business. However, theHon Madras
High Court in the case of Gothamchand Galada
vs CIT (1961) 421 TR 418, haslaiddown exclusive
testsfor allowability of thesaid loss.

“The test to apply in deciding whether a loss
sustai ned by a businessman, when an employee of
his embezzled funds left in the charge of that
employee, congtitutesatrading | ossof the business
of the employer iswhether the |losswasincidental
to the carrying on of that business. Was the
employment of the employeein thenormal course
of that business and was it a normal incidental of
the conduct of that business?Was the entrustment
of the funds of the employer to that employeein
the normal course of the conduct of that business?

Was the loss caused to the employer by the
embezzlement by the employee incidental to that
entrugment? These questions have to be answered
from the view point of a prudent man of business.
If these tests are satisfied then the losswould be a
tradingloss”

Thus, as per this decison it is very clear that he
assessee will have to prove that the embezzlement
loss isin the normal course of business and it is
normal incidental of the conduct of that business.
The entrustment of the funds of the employer to
the employee must be in the normal course of the
conduct of that business. It is debatable whether
when employee drawing salary of Rs. 10,000/- is
handed over blank signed cheques is normal
conduct of the business? In my opinion it is not
and henceit can not be claimed asnormal trading
loss.

Further itissubmitted that if embezzlement isdone
by the partner of the partnership firm thenalso the
| oss can not be claimed asincidenta tothe carrying
on the business. Further if the funds are made
available to an agent and embezzlement loss is
caused which is not normal incidence of the
busi nessthen also such loss can not be allowed as
deduction.

It isfurther submitted that if no proceeding have
beeninitiated against the defaulting empl oyee then
the assessee will have to establish that the
embezzlement loss have been incurred by leading
strong evidences.

The assessee should have made necessary attempt
torecover thelossfromthe personsconcerned and
had failed or he hasnot made such attempt because
it was uselessin view of the financial position of
the person concerned. But where, the assessee did
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not make attempt to recover the amount and the
financial position of the person was not bad, the
amount cannot be allowed to be deducted as | oss.
[CIT vs Ashwani Kumar Liladhar (1997) 143CTR
449 (AlD)].

View in favor of the Assessee

L oss caused due to embezzlement by employee or
agent is allowable as deduction. It has been held
by the hon’ble Supreme Court in the case of
Badridas Dagavs. CIT 34 ITR 10, asfollows:

“A businessespecially such asiscalculated to yield
taxabl e profits hasto be carried on through agents,
cashiers, clerksand peons. If employment of agents
isincidental to the carrying on of business, it must
logically follow that losseswhich areincidental to
such employment are alsoincidenta tothe carrying
on of the business. Human nature being what it is,
is impossible to rule out the possibility of an
empl oyee taking advantage of hispositionassuch
employee and misappropriating the funds of his
employer, and the loss arising from such
misappropriation must be held to arise out of the
carrying on of businessand to beincidental toit.”

Summation

Isit theyear inwhich deductionfor losson account
of embezzlement isthe year in which took place,
or it was discovered, or it was quantified? Courts
have not taken a uniform view on the matter. It is
agreed that embezzlement inthe courseof business
isdeductible, asdecided in Badridas Dagavs. CIT
[1958] 34 ITR 10 (SC), though thereisno specific
provison inlaw for allowing thesame. Theyear in
which the amount could be allowed is generally
taken to be the year in which embezzlement took
place. In Associated Banking Corporation of India
Ltd. Vs CIT [1965] 56 ITR 1 (SC), it was pointed
out that embezzlement resultsin trading | oss, when
the embezzlement takes place, whether the
employer was aware or not. It isin this context
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that it was decided in Shitla Prasad Shyamlal vs.
CIT [1991] 1881 TR 514 (All) that deduction need
not await fina outcomeof thecriminal proceedings
taken agai nst the embezzl er.

In the case of Bombay ForgingsPvt. Ltd.Vs. CIT
206 ITR 562 where it was pointed out that the
quantification at the time of preparation of final
accounts can be taken asthe basisand be allowed
inthe year of embezzlement. Where the extent of
embezzlement was not ascertainable during the
year, the claim in the year in which it was
ascertained by the Chartered Accountant after
examination of accounts and receipt of report by
the assessee wasnot accepted, asthe Tribunal found
that it should have been claimedintheearlier year,
when the embezzlement took place. With respect
thisdecision does not appear to have laid down the
correct pogtion of law. Itissubmitted that Lossdue
to embezzlement does not necessarily arise the
moment embezzlement takes place. If the assesse
detects or become aware of the loss|ater, thenitis
only on such detection that the loss can be said to
have incurred. Also, in case the proceedings for
recovery of the amount are initiated, the loss
“matures’ only when thereis reasonable cause to
concludethat the amount cannot berecovered. Itis
al 0 useful torefer to the decision of their lordships
in the case of Dinesh MillsLtd. vs. CIT 254 ITR
673, where it was decided that the embezzlement
lossclaimedshall beadmissibleifitisnot posshble
to recover the lossfrom the person responsible for
the same.

However, the CBDT Circular No. 35-D (XLVII-
20) of 1965, F.No. 10/48/65 — IT (Al), dated
24.11.1965 directs the assessing officer to allow
loss arising due to embezzlement by employeesin
theyear inwhich it wasdiscovered.
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