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The rat race of world is best depicted in the fascinating deals of business where no matter how small or large the organizations maybe, the ultimate driving force are profits. It is this pursuit that drives all business to optimize resources, minimize expenses and at the same time have a clear tax planning or simply save taxes - “Have the cake and eat it too”.
This draws our attention to the key determining factors of profits – Business expenditure and business loss and it takes many a smart brain to do a balancing act between these two. For example, In case you find Rs.100 on the road and lose it, do you call it as loss? It is actually not a loss as you have not spent anything or risked anything to earn or get it. But in case you have earned your salary and lose it then it can be said as loss as you have spent your time, energy on it.  
Thus In our daily life we often interchange the word expenditure with loss and vice versa without legally understanding the terms. When we look into the context of legal provisions of the Income tax Act, the rules and exceptions which will be applicable while considering allowability of expenditure may not be applicable in case of consideration of business loss. Business loss can be considered as per normal principles of accounting and commerce.
The term “Expenditure” as per Advanced Tax Lexicon denotes it as ‘Spending’ or paying out or away. It does not necessarily involve actual delivery of a parting with money or property. If there are cross claims and as a result of the accounting the balance due is only paid, the amount which is debited against the settlement of accounts may appropriately be termed ‘expenditure’.
“Expenditure is not necessarily confined to the money which has been actually paid off, it covers a liability which has accrued or which has been incurred although it may have to be discharged at a future date. However a contingent liability which may have to be discharged in future cannot be considered as expenditure”. 
The term “Loss” as per Advanced Tax Lexicon denotes a disadvantage, forfeiture of money or goods or negative profit (the 
Amount by which the expense of a transaction or project exceed income).
Thus the distinction between Expenditure and Loss is very important and has been considered by the Supreme Court in the case of Dr. Quereshi. Vs Commissioner of Income Tax –

Here, the appellant was carrying on his profession as a doctor and held Heroin (contraband article under Narcotic Drugs and Psychotropic Substances Act, 1985) as stock in trade. The appellant while transporting a huge quantity of such goods in his jeep was arrested by the CBI authorities as possession of such article was illegal under NDPS act. The CBI sleuths further conducted raid at his residence and seized several contraband drugs manufactured in his clandestine laboratory.
The assessee – appellant filed his return for the Assessment Year 1986-87. In this assessment the assessee claimed that since the heroin seized from him forms part of his stock-in-trade, the same has to be allowed as a deduction while computing his profits and gains from business/profession as it is a trading loss in the normal course of business. 
The Assessment Officer did not accept the contention of the assessee and disallowed the same to the extent of the assessed value of heroin seized and added the same as income from undisclosed source. The aggrieved assessee filed an appeal with CIT (Appeal) which was upheld in favour of the revenue. 
Assessee than preferred an appeal with tribunal against the order of CIT (Appeal), the tribunal passed the order in favour of the assessee.
The revenue aggrieved by the tribunal judgement filed an appeal with the high court. 

The High Court accepted the reasoning of the Tribunal that loss of heroin held as stock-in-trade was a business loss.  However, the High Court considered and applied the explanation to section 37(1) and observed as follows: -

In its judgment, the High Court has relied on the explanation to Section 37 of the Income Tax Act which states:
"The assessee in this case was engaged in profession of doctor. He had nothing to do with the contraband article Heroin for carrying on his profession. It is an admitted fact that possession of Heroin is an offence under NDPS Act. In this view, the rigour of explanation to Section 37 was fully satisfied and hence the question claiming any deduction for the value of seized article did not arise nor was an assessee entitled to claim any such deduction who was found indulging in such heinous and illegal business unconnected with his pious professional activity. Indeed, it was disgrace for a doctor community where one doctor was found indulging in doing such kind of activities against the humanity". 

"S.37 Explanation - For the removal of doubts, it is hereby declared that any expenditure incurred by an assessee for any purpose which is an offence or which is prohibited by law shall not be deemed to have been incurred for the purpose of business or profession and no deduction or allowance shall be made in respect of such expenditure".
The appellant aggrieved by the order of high court filed an appeal with the Supreme Court. The learned counsel of appellant, contended that Section 37 of the Act has no application in this case since Section 37 relates to business expenditure, and in this case we are not concerned with business expenditure but with business loss.  The Supreme Court agreed with this contention. 
Supreme Court was of the view that the High Court had adopted an emotional and moral approach rather than a legal approach. Though it fully agreed with the High Court that the assessee was committing a highly immoral act in illegally manufacturing and selling heroin, it was of the opinion that cases are to be decided Court on legal principles and not on one's own moral views. “Law is different from morality”, as the positivist jurists Bentham and Austin pointed out. 

Once it is found that the heroin seized formed part of the stock-in-trade of the assessee, it follows that the seizure and confiscation of such stock-in-trade has to be allowed as a business loss. Loss of stock-in-trade has to be considered as a trading loss. The Apex Court for the reasons given above said, the impugned judgment of the High Court cannot be sustained and it was set aside and the order of the Tribunal stood restored and the appeal was allowed. 

The explanation to Section 37 has really nothing to do with the present case as it is not a case of business expenditure, but of business loss. Business losses are allowable on ordinary commercial principles in computing profits. The Supreme Court held that such Explanation applies to expenditure incurred for any purpose which is an offence or which is prohibited by law. The said Explanation does not cover loss arising from any illegal business activity. Thus the claim of the assessee was upheld by the Supreme Court.
The above decision of Supreme Court clearly draws a distinction between the two terms Expenditure and Loss. It is not necessary that any income should have been earned as a result of expenditure but any expenditure is expended wholly and exclusively for the purpose of earning income. Loss is nothing but negative income which arises when there is excess of expenditure over income. 
In the above case the assessee incurs a loss as a result of seizure of goods (not because of expenditure) hence the decision taken by the Supreme Court stands good. 
But the authors are of the opinion that any business loss to incur there should primarily be expenditure (However it is not necessary that all expenditure will lead to loss) so the same should have been disallowed and some consideration should have also been given on the grounds of humanity and other existing laws in force. 
The above apex court decision is like holding Lord Krishna responsible for the MAHABHARATA war without actually sighting his intention. 

