IN THE INCOME TAX APPELLATE TRIBUNAL "D"” BENCH, MUMBAI
BEFORE SHRI VIJAY PAL RAO, JUDICIAL MEMBER AND
SHRI D. KARUNAKARA RAO, ACCOUNTANT MEMBER

IR 39T H./1.T.A. No.6169/M/2012
(freRoT a¥ / Assessment Year: 2009-2010)

London Star Diamond
Company (I) P. Ltd.,
1610/1611 Prasad Chambers,
Opera House, Mumbai -
400004.

FATH/
Vs.

DCIT, Rg 5(2),
R.No.571, 5" Floor, Aayakar
Bhavan, Mumbai — 400 020.

TYRI @1 d./PAN : AAACL 0576 B

(31dTereft /Appellant)

(I<Tf / Respondent)

3ot ST 39X & / Appellant by

Shri Soli Dasture and
Mr. Nikhil Ranjan

gt &7 31X ¥/ Respondent by

Dr. Dipak Ripote, DR

ge1a1s T dRIE / Date of Hearing

30.8.2013

OIYOTT T a1 /Date of Pronouncement : 11.10.2013

A /ORDER

PER D. KARUNAKARA RAO, AM:

This appeal filed by the assessee on 9.10.2012 is against the order of the CIT
(A)-9, Mumbai dated 10.7.2012 for the assessment year 2009-2010.

2. In this appeal, assessee filed the grounds of appeal, which was subsequently

revised vide letter dated 5.10.2012. The said revised grounds filed by the assessee

read as under:

“1.A. The Ld CIT (A) erred in fact and law in confirming the disallowance of
Forward Exchange Loss of Rs. 4,69,42,680/- claimed by the appellant in
the course of business incurred due to fluctuation in foreign exchange for
which the appellant had booked forward contracts with the bank against their
export receivables treating the same as speculation transaction & not
hedging transactions as claimed by the appellant.

B. The Ld CIT (A) further erred in fact and in law in not allowing this forward
contract loss of Rs. 4,69,42,680/- to be set off against the Profit and
Gains on account of exchange fluctuations on realization /
revaluation of the said receivables, this being directly related to the same
business transaction and which has been assessed to tax.
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C The CIT (A) erred in fact and in law in considering this losses as speculative
without taking into account the appellants contention on the issue viz;
[) These contracts were booked as permitted by RBI Regulations.
/i) The transactions were covered by the exception provided in section 43(5)(a)
on the Income Tax Act, 1961.”

3. Briefly stated relevant facts of the case are that the assessee is engaged in
the business of trading and manufacturing of rough and polished diamonds and filed
the return of income declaring the total income of Rs. 35,29,042/-. Assessment was
completed u/s 143(3) of the act determining the total income of Rs. 5,04,71,720/-.
Assessing Officer made addition of Rs. 4,69,42,680/-. Relevant facts leading to
the said addition include that the assessee being an exporter, made export of
diamonds and outstanding receivable in foreign currency and entered into forward
contracts with the Banks to hedge the exchange loss if any. Further, in accordance
with the statutes, he also revalued the outstanding export receivable too. The total
gain on account exchange difference on exports is Rs. 679.75 lacs on account of
both actual realization and revaluation of outstanding receivables. The loss
incurred on account of forward contracts to safeguard the outstanding receivables is
Rs. 469.43 lacs. Accordingly, assesse set off the loss against the said gain and
credited the net amount/ profit of Rs. 210.14 lacs to the profit and loss account.
During the assessment proceedings, AO made various enquiries with regard to this
credit entry and in response, assessee filed letters dated 29" and 30" November,
2011 which formed part of the assessment order. In these letters, the assessee
provided numerous statistical data to justify its stand. In brief, total forward
contracts entered into during the year works out to Rs. 135.99 Crs and the total
cancellation is Rs. 126.3 Crs, the net forward contract is Rs. 9.95 Crs. The total
exports in the year works out to Rs. 107.57 Crs. Total outstanding receivable in
foreign exchange is much higher than any of these figures. Briefly, the stand of the
assessee is that it entered into forward contracts with the banker to safeguard
against the exchange fluctuations of export considerations/sale profits. It is the
stated reasoning of the assessee, being an exporter, he has outstanding receivables
whose value in US dollar is always subjected to market fluctuations internationally.
Therefore, he needs to hedge the receivable against the exchange loss if any.

Accordingly, he entered into the forward contracts with the Banks as per the RBI
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guidelines. Thus, the gains as well as the loss constitute business gains and loss and
entitled for set off before the net gains is credited to the P and L Account. In this
regard and before the AO, the assessee relied on the exemptions provided in clause
(c) of the proviso to section 43(5) of the Act which provides for the definition of
“speculation transaction”. Clauses (a) to (e) of the said section provides for
exemption of certain facts from the definition of ‘speculation transaction’. Thus, the
assesse contended that the impugned loss is outside the scope of the “speculation
transaction” and the loss being integral part of the export business constitutes
‘business loss’. Consequently, the same is eligible for set off against the foreign
exchange gains earned by the assesse both on account of actual realizations and
revaluation of the outstanding receivables. Eventually, AO considered the above
submissions of the assessee and also examined the applicability of the provisions of
section 43(5) of the Act in general and clause (c) of the proviso to section 43(5) in
particular and held that the impugned transactions do not satisfy in all the conditions
specified in the said provisions. Relevant discussion is given in para 9 of the
assessment order. AO dismissed the applicability of clause (a) of the proviso to
section 43(5) stating that the assessee failed to demonstrate that the impugned
transactions were incurred for hedging the risk against the raw material or
merchandize. Similarly he rejected the applicability of clause (b) of section 43(5) of
the Act too. AO opined that the same applies to the stocks and shares. On the
applicability of clause (c) to section 43(5), AO dismissed the submissions of the
assessee stating that the said provisions apply only to a case of contract entered into
by a member of a forward market or an exchange which is not the case here.
Finally, on the applicability of clause (d) of the proviso to section 43(5), AO ruled out
the same considering the unfulfillment of the conditions specified therein. Thus, the
AO concluded that the foreign exchange contracts constitute speculative transactions
u/s 43(5) of the Act. AO also discussed the provisions of Explanation 2 to section 28
of the Act which provides for the explaining the deemed speculation business” and
held that the profit and loss arising from such transactions have to be computed
separately and treat the same as per the provisions relating to the ‘speculation

business’. In this context he also referred to the provisions of Explanation to section
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73 relating to ‘speculation loss’. Relying on the principles relating to the onus AO
held that the assessee failed to demonstrate that the transactions in question relates
to hedging transactions. AO analyzed the principles laid down by the AAR-New
Delhi, in the case of Sopropha S.A., re [2004] 268 ITR 37 and held that the said
principles are found unfulfilled for calling the impugned transactions as hedging
transactions. On the burden of proof issues, AO relied on the judgment of the
Hon'ble Supreme Court in the case of CIT vs. Joseph John [1968] 67 ITR 74 (SC).
Referring to the Delhi High Court judgment in the case of Delhi Flour Mills Co. Ltd
vs. CIT [1974] 95 ITR 151 (Delhi), AO opined that the foreign exchange transactions
cannot have any nexus with the export of diamonds. In this regard, AO is of the
opinion that the person selling cotton cannot enter into forward contract, say for
gold. He also discussed the judgment of Bombay High Court in the case of CIT vs.
Arjan Khimji & Co. [1950] 121 ITR 421 (Bom). Thus, AO concluded by stating that
the foreign exchange / currency derivative transactions are not covered by the
exclusions provided in the proviso to section 43(5) of the Act. Further, he held that
assessee failed to the establish that the transactions in question have the nature of
hedging transactions and he treated the loss of Rs. 4,69,42,680/- as the
speculation loss and made the addition. So far as the profit earned on actual
realization of export proceeds and the profits on revaluation of the outstanding
receivable is concerned, the AO taxed the as the business income of the assesse and
accordingly, denied the set off of the loss of Rs. 4,69,42,680/- against the gains of
Rs. 679.75 lacs. Aggrieved with the same, assessee filed the present appeal before
the CIT (A).

Before the CIT (A)

4. During the proceedings before the first appellate proceedings, assessee made
written submissions and mentioned that the impugned forward contracts (FCs) are
linked or incidental to the export invoices of the year and the outstanding
receivables related to the exports and therefore, these are hedging transactions and
constitutes business contracts. Assessee mentioned that, leaving 50% of the
contracts which are settled by delivery, rest of the transactions are either terminated

by the Bank on due / maturity dates due to commercial reasons because of non-
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realization of exports from the debtors. Further, the assesse mentioned that out of
the forward contracts cancelled prior to the due dates, some of these contracts are
cancelled three days prior in view of the week end holidays. Referring to the
terminated and cancelled Forward contracts on the due date or later, the assessee
reasoned that it directly imply the integral part of the export business and therefore,
the related loss constitutes ‘business loss’. Referring to the rest of the loss-yielded
FCs, which are cancelled prior to the due date, assesse mentioned that they are
cancelled to reduce the loss and it is a business decision of the assesse. Further,
assessee argued that the provisions of section 43(5) are not applicable to this case
as it applied only to the commodity including stocks and shares and relied on the
decision of the ITAT, Delhi in the case of Munjul Showa Ltd vs. DCIT, 94 TT] 227
(Delhi Tribunal). As per the assesse the forward contracts do no constitutes
‘commodity’, which is precondition for invoking the said subsection (5) of section 43
of the Act. Even if it is applied, the impugned FCs being hedging in nature are
covered by clause (a) to the proviso to section 43(5) of the Act. The outstanding
receivables are always higher than the forward contracts cumulatively. In large
number of transactions, the cancellation of contracts was done only on the maturity
and therefore, there are no speculative contracts. Assessee relied on the Bombay
High Court judgment in the case of CIT vs. Badridas Gauridu Pvt Ltd 261 TTR 256
and Ors and mentioned that the said judgment applied to the case of the assessee.
Regarding the AQ’s reliance on AAR Ruling in the case of Sopropha S.A. in re
(supra), assessee submitted that considering the fact that the assessee fulfills couple
of conditions and the impugned transactions must be treated as hedging
transactions. Further, assessee relied on RBI Circular dated 13.12.2006 and the
CBDT Circular No.23D dated 12.9.1960 and mentioned that RBI has no problem with
the impugned contracts as they are undergone to guard the risk of underlying
receivables and the claim of the assessee needs to be accepted. Assessee also
relied on the Dollar rate fluctuations from April 2008 to March 2009, which
registering per dollar appreciation from Rs. 39.9668 to Rs. 51.2062 during the year.
Eventually. CIT (A) considered and rejected above arguments of the assesse.

Eventually, assessee’s appeal was dismissed upholding the conclusions of the AO.
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Aggrieved with the decision of CIT (A), assessee filed the present appeal before the

Tribunal vide ground imported above.

BEFORE THE TRIBUNAL
Ld AR’s Arguments
5. Mr Soli Dasture and Mr. Nikhil Ranjan, Ld Counsels for the assessee appeared
before us. To start with, the back-ground facts of the case and the issues raised
before the Tribunal were explained. He mentioned that the CIT(A) erred in treating
the business transactions as the speculation one in nature and eventually erred in
not treating the loss of Rs 4,69,42,680/- as business loss of the assessee. Briefly
mentioning the grievances, Ld Counsel mentioned that, as claimed in the return of
income, AO should have allowed the claim of set off of the said loss against the
profits of the foreign exchange earned on actual realizations and revaluation of the
outstanding receivables in foreign exchange. He also relied on the exclusions

provided in the proviso to section 43(5) and also the RBI guidelines.

6. Elaborating the disputes and the issues, Ld Counsel submitted that the
assessee entered into the Forward Contracts (FCs) with the Banks as integral part
of the export business with the aim to safeguard against the foreign exchange
fluctuation of the US dollar vis avis the Indian currency and therefore, the FCs are
not speculative transactions or speculation business. To substantiate the same, he
mentioned that the total worth of the FCs entered during the year are Rs. 135.99
Crs and same constitute merely around 3% of the ‘Outstanding Receivable of export
proceeds in foreign currency’ in the beginning of the year. At no point of time, the

same exceeded the said trade receivables in currency.

7. One-to-One Correlation between the FCs Vs Invoices: Further on the
FCs being the integral part of the export business, Ld counsel mentioned that the
FCs and the export invoices are closely correlated and such correlation need not be
to the last rupee and the precise dates. In this regard, he relied on the judgments in
the case of M/s Friends and Friends Shijpping Pvt. Ltd, supra, and M/s
Panchasheel Ltd, supra and the CBDT Circular. To substantiate the same, Ld

counsel filed a statement of comparison between the dates and values of the FCs
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qua the export invoices raised in the year. Ld Counsel submitted that 1:1
correlation between the export invoices and foreign exchange contracts is not

required and broad matching should be sufficient.

8. Loss on cancellation of the FCs constitutes Business loss: Ld Counsel
explained the facts of the binding coordinate bench decision in the case of D
Kishore kumar and Co (2 SOT 769 (mum) and the judgments in the case of
Badridas Gauridu Pvt Ltd (supra) and mentioned that the FCs entered into with
the Banks to hedge the foreign exchange loss if any in respect of the core business
transactions constitutes its integral part and loss or gains is allowable as business
loss or gains as the case may be. Referring to the said decision in the case of D
Kishore kumar and Co supra, Ld Counsel mentioned that the 'the fact of
premature cancellation cannot alter the nature of the transaction’. In this case,
the issue was if the gains from the FCs constitutes ‘business profits’ and eligible for
deduction u/s 80HHC without invoking the Clause (baa) of the its Explanation.
Hon'ble Tribunal held that the FCs constitutes ‘integral part’ and the gains are
treated as 'profits of the business’ and in favour of the assessee. Referring to the
binding judgment of the Bombay High Court in the case of CIT vs. Badridas
Gauridu Pvt (supra), Ld Counsel mentioned that the losses earned by assessee,
exporter of cotton & not dealer in foreign exchange, relating to the FCs entered
into with the Banks, constitutes business loss and allowable for set off against the
business profits. In the process, judgment in the case of Sooraj Muill Magarmull
129 ITR 169 (para 3) from Calcutta High court is followed. Thus, Ld Counsel is
critical of the conclusions of the CIT (A) and manner of distinguishing the said
binding judgment on frivolous grounds. Ld Counsel is also critical of the CIT (A)’s
conclusions, who mistook the impugned FCs as currency derivatives, and
mentioned that these derivatives should have been treated differently in view of the
specific definition provided to derivatives in section 2(ac) of Securities Contract
Regulation Act, 1956.

9. Meaning of the expression "Commodity” used in section 43(5) of the
Act: Further, elucidating the provisions of section 43(5) relating to the definition of

‘speculation transaction’, Ld Counsel made various propositions stating that foreign
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exchange contract is not a commodity and therefore, there is no provision in law to
treat the impugned FCs as speculation transaction. He relied on the decision of the
Tribunal in the case of M/s. Gill & Co. Ltd vs. ICIT vide ITA No.216/M/2002 (AY
1996-97), dated 21% February, 2003, Voltas International Ltd vs. ACIT vide ITA
N0.2931/M/2005 (AY 1996-97) dated 18.7.2008; and Muwunjal Showa Ltd. vs
Deputy Commissioner Of Income Tax (2005) 94 TTJ Delhi 227, dated 26 June, 2003.
However, Ld Counsel fairly mentioned that the Hon'ble Calcutta High Court in the
case of CIT vs. Sooraj Mull Nagarmull [1981] 129 ITR 169 held differently and
FCs are treated as ‘commodity’. The Provisions of section 43(5) are invoked

validly only if the FCs constitutes the “commodity”.

10.  Clause (a) of section 43(5) of the Act - Meaning of the expression “in
respect of.."”: It is the argument of the assessee that the assessee is not a
dealer in the foreign exchange; but he is exporter of diamonds and the contracts are
entered into with the Bank in respect of the export invoices. The FCs, being the
hedging transactions, covered by the provisions of clause (a) of section 43(5) of the
Act are outside the scope of the speculation business. He also explained the
meaning of the expression “in respect of” in connection with export contracts of
the assessee and relied on the judgment of the Hon’ble Supreme Court in the case
of Renusagar Power Company Ltd vs General Electric Company And Anr
[1984] SCC (4) 679 dated 16 August, 1984 and judgment in the case reported in
AIR 1997 SC 1302 assuming that these are not covered by the said clause (a) of the
proviso to section 43(5) of the Act.

11. Referring to the Explanation 2 to section 28 of the Act: In this regard,
Ld Counsel mentioned that for constituting the speculation transaction as a
speculation business, the transaction must be of that nature of speculation and in
that case, the deemed business shall be deemed as distinct and separate from any
other business carried on by the assessee. If the transactions are not linked to the
export business of the assessee, the speculation transactions must not be treated as
speculation business. Therefore, incidentality or integral nature of the FCs

becomes relevant. Elaborating the same, Ld counsel mentioned that the provisions
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of section 73(1) will swing into operational only in case of speculation business and

not speculation transactions.

12. Damages on settlement of FCs- allowable deduction: Ld Counsel
submitted that the impugned losses are incidental to the FCs, which are
integral part of the export proceeds, should be treated as contracts. The
loss on breach of contract if any constitutes damages. Therefore, the
payment to bank constitutes a payment of damages for such breach of contracts,
which again allowable as business loss and not as speculation loss. In this regard, Ld
Counsel relied on the judgment of the Hon’ble Supreme Court in the case of CIT v.
Shantilal (P) Ltd [1983] 144 ITR 57 (SC) and the one reported in 207 ITR 198.

13. Distinguishing the decision in the case of S. Vinodkumar Diamonds
Pvt. Ltd: Bringing our attention to the decision of the ITAT, Mumbai in the case of
S. Vinodkumar Diamonds Pvt. Ltd vs. AddIl.CIT vide ITA No.506/M/2013, Ld Counsel
distinguished by stating that the loss on account of cancellation of FCs was actually
allowed by the AO and therefore, there is no dispute on this issue. However, the
dispute in this case revolves around if the ‘loss on revaluation of outstanding FCs’
whose maturity date falls in the next years’. On mentioning that the said decision is
not relevant for the impugned disputed here, Ld counsel filed a copy of the MA
arising from said ITA No.506/M/2013 and the same is pending for adjudication

before the Tribunal.

14. Factum of foreign exchange fluctuations — Need for hedging
transactions: Referring to the page 15 of the paper book, Ld Counsel mentioned
that during the year, the foreign exchange rate of the dollar varied from Rs. 39.97 to
Rs. 51.21 registering the variations nearly Rs. 12/- during the year. He also
demonstrated that the assessee has allowed to take the exposure on past
performance up to the average of previous three Financial Years actual turnover of
the year which is higher. Further, Ld Counsel mentioned that in case of non-
cancellation of said contracts by the assessee, the banker will in any way terminate
the same on the seventh working day after the maturity day (page 21 of the paper

book). Referring to the assessee’s failure to make extensions instead of
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cancellation, Ld Counsel mentioned that such extensions procedurally involve
opening fresh FCs on the cancellation of the contracts. Thereby it does not make

any difference so far as the final loss is concerned.
Ld DRs Arguments:

15.  Dr Deepak Pote, IRS appeared for the Revenue and made various arguments
substantiating the conclusions of the AO and the CIT(A). In this regard, Ld DR filed a
write up to summarize the Revenue’s stand. As per the same, the assessee’s
business is trading and manufacturing of rough and polished diamonds. Ld DR
questioned the assessee’s submission that the transactions of forward contracts are
a guard against outstanding receivables and questioned the assessee’s failure to
discharge the onus in this regard. He also questioned the claim of exclusions claimed
by the assessee from the clauses to the proviso to section 43(5) of the Act. He also
mentioned that the assessee failed to demonstrate the said claims and therefore,
failed to discharge the onus as held by the Supreme Court in the case of CIT v.
Joseph John [1968] 67 ITR 74 (SC). He also submitted certain data to show that
the total FCs on certain dates is more than the exports receivable and also
questioned the asssessee’s failure to demonstrate the paisa to paisa and date wise
correlation between the FCs and the Export Invoices. Relying on some statements
filed by the assessee, Ld DR pointed out that the period of forward contracts is not
4-6 months in all cases and pointed out certain contracts cancelled after a day or a
few days, which is one of the facets of speculation activity. He strongly relied on the
order of the AO and the CIT (A). Further, relying on the order of the CIT (A), Ld DR
distinguished the judgment of the jurisdictional High Court in the case of Badridas
Gauridu Pvt Ltd (supra) and the list of such distinguishing features include (i)
discharge of onus with regard to correlation of FCs with the export invoices; (ii)
failure of exports; (c) Soorajmull Nagarmull case, supra which was relied by Bombay
HC was decided on Income Tax lact, 1922; (d) facts about the RBI clearances were

not demonstrated by the assessee etc.
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Decision of the Tribunal

16. The issues for adjudication in this order include (i) if the FCs entered into with
the Bank constitutes the integral or incidental to the activity of export of the
diamonds by the assessee, who is not the dealer in foreign exchange. (ii) Further,
we need to examine if the AO is justified in not setting off against the profits on

actual realization or revaluation as speculation profits.
Scope of the Speculation Transactions and Business

17.  Before declaring the decisions of the Tribunal on the issues raised before us,
we find it relevant to scan the relevant provisions ie section 43(5) of the Act,

Explanation to section 28 etc.
Definitions of the speculation transaction on speculation business:

18. The provisions of section 43(5) provides for definition of ‘speculation

transactions’. The said provisions read as under:

43, (1)...

2)....

3)...

(4)....

(5) "speculative transaction” means a transaction in which a contract for the purchase or
sale of any commodity, including stocks and shares, is periodically or ultimately
settled otherwise than by the actual delivery or transfer of the commodity or scrips:

Provided that for the purposes of this clause—

(a) a contract in respect of raw materials or merchandise entered into by a
person in the course of his manufacturing or merchanting business to
guard against loss through future price fluctuations in respect of his
contracts for actual delivery of goods manufactured by him or
merchandise sold by him; or

(b) a contract in respect of stocks and shares entered into by a dealer or
investor therein to guard against loss in his holdings of stocks and
shares through price fluctuations; or

(c) a contract entered into by a member of a forward market or a stock
exchange in the course of any transaction in the nature of jobbing or
arbitrage to guard against loss which may arise in the ordinary course
of his business as such member; [or]

[(d) an eligible transaction in respect of trading in derivatives referred to
in clause [(ac)] of section 2 of the Securities Contracts (Regulation)
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Act, 1956 (42 of 1956) carried out in a recognised stock
exchange; [or]]

(e) an eligible transaction in respect of trading in commodity derivatives
carried out in a recognised association,

shall not be deemed to be a speculative transaction... ... .... v

19. The above provision provides that a transaction in which a contract in respect
of trading of ‘any commodity’ including stocks and shares is settled otherwise than
by the actual delivery or transfer of commodity / scrips. Here the meaning of
expression “any commodity” is a matter of debate. This definition provides for
exclusion of certain specified contracts discussed in clause (a) to (e) of the proviso
to section 43(5) of the Act. Clause (a) of the proviso deals with the hedging
contracts entered into in the course of manufacturing and merchandizing of the
business to guard against the losses through future price fluctuations in respect of
contracts for actual deliver. Clause (b) deals with the contracts entered into by
dealer or investor in respect of Stock Exchange and Clause (d) deals with an eligible
transaction in respect of trading derivatives carried out in a recognized Stock
Exchange. Clause (e) deals with eligible transactions in respect of the trading in
commodity derivatives carried out in a recognized association. These five types of
contracts / eligible transactions shall not be deemed as speculative transactions.
Although there is decision of the Tribunal where it is held that the FCs are not
commodities, considering the judgment of Hon'ble High court of Calcutta in the case
of Sooraj Muill Magarmull supra, which was followed by the judgment of
jurisdictional High Court in the case of Badridas Gauridu Pvt Ltd (supra), needs to
be followed by us. The principle of ‘judicial discipline’ assumes importance and
therefore, the “commodity” includes the ‘forward contract’. Thus, in principle, the
forward contracts, being commodity, should fall in the definition of ‘speculation
transaction” and the same is subjected to fulfillment of other conditions specified in
sub-section (5) of section 43 of the Act. Having held so, we shall now examine if the
impugned contracts/transactions constitute “hedging transactions” and covered
by the exclusion provisions of clause (a) to the proviso to section 43(5) of the Act.

The clause (a) of the proviso to section 43(5) provides for exclusion of the ‘hedging
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transaction’ from the definition of the ‘speculation transactions’. There are number
of judgments in support of the assessee and relevant ‘ratios’ or conclusions are

discussed in the succeeding paragraphs.

20. Before taking up these discussions, we shall now take up the provisions of
the Explanation to section 28 of the Act, which also provide definition of
‘Speculative Business”. The said explanation reads as under:

Explanation 2.—Where speculative transactions carried on by an assessee

are of such a nature as to constitute a business, the business (hereinafter

referred to as "speculation business”) shall be deemed to be distinct and
separate from any other business

21.  Explanation to section 28 uses the expression ‘speculative transactions carried
on by an assessee are of such a nature as to constitute a business’, and thus,
considering the nature of these transactions, the impugned FCs cannot be deemed
as the speculation business without going into the “nature of the transactions”.
For analyzing the nature, we need to examine why the FC transactions are entered,
how these transactions are dealt with during their sustenance till they are cancelled
by the assessee or terminated by the Banks and if they constitute hedging
transactions etc. Basing on the “nature”, certain speculation transactions shall
constitute as speculation business and such speculation business shall be deemed to
be distinguished and separate from any other business. Further, the provision of
section 73 relating to “loss in speculation business” is another relevant provision
in this regard. Thus, the Explanation 2 to section 73 also deals with deemed
speculation business where there is some trading activity of shares by the assessee
being other business activity. Now, we shall take up relevant judgments on the

subject raised before us.

22. Relevant judgmental laws: In this regard, relevant decisions include the
decision in the case of D Kishore kumar and Co supra, binding judgment of the
Bombay High Court in the case of CIT vs. Badridas Gauridu Pvt Ltd (supra),
judgment in the case of Sooraj Muill Magarmull 129 ITR 169 (para 3) from
Calcutta High Court. The judgments from the High Court of Ahmedabad in the cases
of Friends and Friends Shipping Pvt. Ltd (supra) and in the case of
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Panchamahal Steel Ltd (supra) are also relevant. These decisions / judgments are
unanimously relevant for the proposition that the FC transactions, when entered into
with the banks for hedging the losses due to foreign exchange fluctuations on the
export proceeds, are to be considered integral or incidental to the export activity
of the assessee. Therefore, the losses or gains constitute the business loss or gains
and not the speculation activities. In the preceding paragraphs of the order, in the
portions assigned to the AR’s arguments, we have analyzed these issues and the DR
has not provided any reasons to reject the said arguments of Ld Counsel for the
assessee. Therefore, in principle, we agree with the arguments of Ld Counsel for the
assessee. Further, we also agree with the Ld Counsel’s argument that the Yact of
premature cancellation cannot alter the nature of the transaction’. Thus, Ld
Counsel’s comments on CIT(A) conclusions on treating or equating the FCs as
‘derivatives’ of currency is also allowed considering the specific definition provided to
derivatives in section 2(ac) of Securities Contract Regulation Act, 1956 and it is not
the requirement of the law that the 1:1 correlation between the FCs and the export
invoices should exist and should be established by the assessee. So long as the total
value of the FCs does not exceed, the claim of the assessee is sustainable as
business loss. We have also analyzed the decisions relied on by Ld DR and find they
are distinguishable. Now, we shall proceed to import some conclusions of the said

decisions.
Relevant judgmental laws — Conclusions & Held portions

23. Relevant extracts from the cited judgments are inserted in the succeeding

paragraphs here as under:

A. Held portion in the case of D. Kishorekumar 2 SOT 769 (Mum)

"The details of forward exchange contract clearly show that all the forward
exchange contracts were in respect of each specific import order placed by the
assessee. The purpose of these transactions was clearly to minimise assessee’s
risk on account of fall in value of rupee, but the quantum of foreign exchange
covered by these forward contracts was limited to the extent of assessee’s
actual exposure in respect of import value commitments. That aspect is not
disputed. On these facts, even though the transactions having been settled
without delivery, the conditions of s. 43(5), describing speculative
transactions, are clearly fulfilled, the requirement of Expiln. 2 to s. 28 is not
fulfilled inasmuch as it cannot be concluded that the transactions are such a
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‘nature’ as to constitute a business by itself. These transactions are genuine
business transaction to hedge against increased cost of purchases of rough
diamond imports. It is a commonly accepted part of the financial management
practices today that the risk element, due rise in value of foreign currency in
respect of the import transactions entered, is minimised by entering into
forward contracts for purchase of that currency. This is particularly necessary
in @ market in which the value of domestic currency is falling, which is evident
from the fact that the assessee realized profits on cancellation of those
contracts. These transactions are integral part of the export business
and cannot be considered in isolation of the export business in the
course of which the transactions have been entered into. As a matter of
fact, this profit on cancellation of forward contracts is generally revenue
neutral because the question of profit on cancellation of forward contracts can
only arise in a situation when the value of foreign currency is increasing vis-a-
vis domestic currency, and when the foreign exchange value is so increasing
the ultimate payment made in foreign exchange by the assessee also
increases. ...... Since it is an undisputed position that the imports, in connection
with which the assessee had entered into forward contracts, actually took
place, this profit on cancellation of forward foreign exchange contracts
effectively only reduces the costs of purchases in respect of those imports, and
cannot be, by any logic, construed as transactions independent of assessee’s
business of importing rough diamonds and exporting cut and polished
diamonds. There is one more aspect of the matter, and that is the reason as to
why the forward contracts were cancelled midway and the profits were
booked on the same instead of using these contracts to actually meet the
foreign exchange requirements at the time of paying the import bills....... The
due dates of payment at that point of time were only 16 days to 77
days away. The decision as to whether further hedging against the increase in
foreign currency is warranted or not is essentially a commercial decision which
depends on a number of factors, most important factor being the trend of
currency markets at that point of time and businessman’s perception about
future trends of the currency market. For example, when a businessman
perceives that the market value of foreign currency vis-a-vis the domestic
currency will not go any higher or when the market starts the declining trend,
he may see business expediency in cancellation of contract. The fact of
premature cancellation, therefore, cannot alter the nature of
transaction. For all these reasons, the credit shown in the P&L a/c as
‘profit on cancellation of forward contracts’ is as integral part of the
export business, as purchases or imports..... The assessee succeeds on
this issue. In the result, the appeal is allowed.”

24.  Although, the said decision was pronounced in the context of section

80HC of the Act, the ratio of the said decision is of paramount importance.

B. Bombay High Court judgment in the case of CIT vs. Badridas Gauridu (P)
Ltd. [2004] 134 Taxman 376 (Bom.)

25. In this case, Honble High Court of Bombay answered the
following question in favour of the assesse and the question reads
that,-
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“"Whether, where assessee, not being a dealer in foreign exchange but an
exporter of cotton, had booked foreign exchange in forward market with
bank in order to hedge against losses, to claim deduction in respect of loss
suffered by it as a business loss”- Held yes.

25.1. Relevant finding is discussed in para 3 of the judgment and the

same reads as follows:-

"3. The assessee was not a dealer in foreign exchange. The assessee
was a cotton exporter. The assessee was an export house. Therefore,
foreign exchange contracts were booked only as incidental to the
assessee’s regular course of business. The Tribunal has recorded a
categorical finding to this effect in its order. The Assessing Officer has not
considered these facts. Under section 43(5) of the Income Tax Act,
“speculative transaction” has been defined to mean a transaction in which
a contract for the purchase or sale of commodity is settled otherwise than
by the actual delivery or transfer of such commodity. However, as stated
above, the assessee was not a dealer in foreign exchange. The assessee
was an exporter of cotton. In order to hedge against losses, the assessee
had booked foreign exchange in the forward market with the bank.
However, the export contracts entered into by the assessee for export of
cotton in some cases failed. In the circumstances, the assessee was
entitled to claim deduction in respect of Rs. 13.50 lakhs as a business loss.
This matter is squarely covered by the judgment of the Calcutta High
Court in the case of CIT vs. Sooraj Mull Nagarmull (1981) 129 ITR 169.”

Judgment of Calcutta High Court in the case of CIT vs. Sooraj
Mull Nagarmull [1981] 129 ITR 169 (Cal.)

Held: The assessee used to carry on export and import of jute business. In
the course of normal business it used to enter into foreign exchange
contracts in order to cover up loss and difference in foreign exchange
valuation. The assessee utilized part of the amount of the foreign exchange
covered. This finding of fact has not been challenged. If in the course of
normal carrying on of business certain loss or obligation or interest arise
these must be deferrable to the carrying on the business and these must
be incidental to the carrying on of the business. Undoubtedly, the
contract for foreign exchange as such can be treated as a contract for
commodity............. ”

The Conclusion of this judgment as reported reads as under:

Where in the normal course of business of import and export of jute, the
assessee entered into foreign exchange contract to cover up the losses and
differences in exchange valuation, the transaction is not a speculative
transaction.

26. The above extracts unanimously support that the FCs entered by the
assessee, an exporter and not the dealer in foreign exchange, with the Banks as

incidental to the export business, are business transactions and loss or gains is not
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of speculation nature. The only relevant decision cited by Ld DR is the one delivered
in the case of S.Vinodkumar Diamonds Pvt. Ltd, (supra) and in this
case, AO allowed the relevant loss as business loss and relevant portion is

extracted as under:

B S He further held that losses incurred by the assessee during
the year on account of change in value of currencies at the time of
payment was allowed while finalising the assessment, that M to M
losses were of notional losses and contingent in nature. Finally, loss on
a/c. of outstanding forward contract as on 31.03.2008 were
disallowed by him................

27. We have so far analyzed the scope of the legal propositions and relevant

judgments. Now, we shall apply the same to the issues raised in the appeal.
Analysis of the claims of the assessee and disputes etc.,

28.  The details of the claim made by the assessee in the return are tabulated as

under:
Gains (in Rs) Loss (in Rs) Difference (in
Rs)
Profit on payment of realisation of export receivables 4,31,44,019
Loss on cancellation of FCs 4,69,42,680
Profits on revaluation of o/s debtors as on 31.3.2009 2.48,13,534
6,79,57,553 4,69,42,680 2,10,14,873

29. Thus, the assessee credited Rs 2,10,14,873/- to the P & L account for the
year after set off and the same is the subject matter of dispute between the parties

as the AO did not allow such set off.

30. As explained earlier, AO treated whole of the loss of Rs 4,69,42,680/- as the
speculation loss of the assessee. The profile of the total forward contracts (FCs)

booked and cancellation of the FCs and the timing thereof are tabulated as under:

Total Amt Amount of Loss  on FCs | Loss  on FCs | Loss  on FCs | Total of 3+4+5
of FCs (US$) Cancelled FC Cancelled on/ | Cancelled 3 days | Cancelled prior (INR)
(US$) after due date | prior from due | to more than 3
(INR) date (INR) days (INR)
1 2 3 4 5 6
19,444,000 10,704,760 41,488,805 4,218,940 1,892,078 46,942,680

31. Thus, the above table suggests that out of the total loss, loss of

Rs. 4,14,88,805/- was to the Banks on account of loss on cancellation of matured
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FCs i.e., cancelled on or after the due date. This loss is payable to the Bank as part
of the termination of contracts after the full period of contract. It is attributable to
the genuine failure of the trade debtors, who failed to comply with the credit terms
and conditions. In other words, they are not the cases of premature termination or
cancellation of the impugned FCs. Whereas the other loss of Rs 42,18,940/- in
column 4 of the above table, it is stated that the assessee cancelled the contracts
three days in advance as the contract due dates fell in the weekend days, where the
books remain closed. Finally the loss of Rs 18,92,078/- is relevant to the FCs
cancelled prematurely and there is no specific explanation from the assessee in this
regard. However, the standard explanation revolves around the commercial nature
of decision of the assessee, which he can take after considering the facts and

circumstances and the said decision is taken for prevention of further losses if any.

32. Fluctuations — Related facts:- Further, the facts relating to Dollar
fluctuations are undisputed. The perusal of the chart furnished by the assessee
reflecting the dollar value in rupees in the month of April and found that the
fluctuations are varying from Rs. 39.8550 to Rs. 40.6550 in the month of April.
Further, assessee also furnished another chart for the FY under consideration
showing changing the dollar value for the year and it is the fact that the dollar value
per INR varied from Rs. 39.85 to Rs. 51.21 per $ registering the variations nearly
Rs. 12/- during the year.

33. Correlation of forward contracts vis-a-vis export invoices: Assessee
filed a chart furnishing the export invoices raised in the year under consideration and
related forward contracts booked and matured in the year under consideration. The
details suggest that there is a broad connection is established and of course it is not
up to the extent of rupee. It is the case of the Revenue that the correlation should
be precise to the last rupee of the invoice amount. The said argument was made
out by the assessee relying on the judgment of the Gujarat High Court in the case of
Friends and Friends Shipping Pvt. Ltd (supra) and Panchamahal Steel Ltd
(supra). Considering the above stated scope of the relevant provisions on one side
and the precedents on the other, now we shall take up the core issue of adjudication

of the grounds raised in the appeal and the fate of the impugned losses of Rs.
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4,69,42,680/-. Relevant portion from the judgment of the Gujarat High Court in

the case of Friends and Friends Shipping Pvt. Ltd (supra) is as follows:

"It is true that the CIT (A) has made some observations which would
prima facie suggest that there was no direct co-relation between the
exchange document and the precise contract. However, such observations
cannot be seen in isolation................

............. We find that the decisions of the Bombay High Court and the
Calcutta High Court noted above would cover the situation.

34. From the above analysis and summary of judgments, it is safely concluded
that the impugned FCs are “commodities”. However, considering the fact that
these FCs are integral part or incidental to the core business of export of
diamonds or the outstanding receivables of export proceeds, in principle, the
impugned FCs constitute ‘hedging transaction’ and not the ‘speculative
contracts’. As such, the banks do not entertain FCs of speculative nature with the
customers like the assessee, the exporter. As such, the extention of FCs, in case of
non-receipt of export proceeds on the due dates, is not allowed without cancelling
the existing FCs. However, the onus is on the assessee to explain satisfactorily why
the assessee resorted to premature cancellation of some FCs. Further, it is not the
requirement that there must be 1:1 precise correlation between FC and the
corresponding export invoice. So long as the total FCs does not exceed the exports
of the year plus outstanding export receivable, the FCs can constitute ‘hedging
transaction’. Further also, the ‘premature cancellation of FCs may not alter the
above conclusions so long as the assessee has valid and acceptable explanation for
such cancellations. It should not be the case, to start with, FC can be a ‘hedging
transaction’ but the ending of such FC is ‘speculation’. In the light of this synopsis of

our views in the matter, we shall not deliberate on the impugned losses.

35. The subdivisions of the loss of Rs. 4,69,42,680/-: we have already
tabulated above the three subdivisions of the impugned losses based on the timing
of the cancellation of the FCs. Broadly the loss is divided into two types and the

adjudication of the each subdivision of loss is given as under:

(a) Loss on Cancellation of Matured FCs amounting to Rs 4,14,88,805/-

relates to the FCs cancelled or terminated on or after the due date. In other words,
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the FCs booked as integral part of the export invoices lived its booking period in full
and they were either terminated by the Bank on or after due date of maturity date
of the contract as the actual realization were not received in time. These are not
premature cancellations by the assessee and therefore, in our considered view, the
said loss of Rs 4,14,88,805/-, being related to the FCs which are integral or
incidental to the exports of the diamonds, should be allowed as business loss in
view of the binding High Court or Tribunal decisions/judgments in the case of D
Kishore kumar and Co (supra), Badridas Gauridu Pvt Ltd (supra), Sooraj Muill
Magarmull, (supra) etc. Thus, loss arising from cancellation of the matured contracts
is allowed in favour of the assessee. Thus, this part of the ground of the assessee is

allowed.

(b) (i) Loss on Cancellation of Pre-matured FCs is the other segment of
loss relates to the FCs cancelled prior to the date of maturity. The question to be
answered by the assessee relates to the acceptability of the explanation for such
premature cancellation of the FCs before the due date of maturity of the contract. It
is a settled issue that the assessee has to discharge the onus on why he had to
resort to premature cancellation. In this case, the explanation of the assessee
revolves around the fact that the maturity of date of some of such premature
cancelled FCs fell during the week-end days and therefore, the assessee cancelled
such FCs three days prior to the due date. Related loss is quantified at Rs
42,18,940/-. In our opinion, the explanation of the assessee is acceptable and the
AO is directed to allow the claim and of course, after due verification of the factum
of week-ends. Thus, this part of the ground of the assessee is allowed as above

without going into the alternate arguments relating to “"damages”.

(ii) The other shade of loss of premature cancellation of FCs relates to the FCs
cancelled prior to longer than three days constitutes another fraction of the loss
and the assessee’s explanation in this regard revolves around the general
explanation of reduction of losses. Relevant loss is worked out at Rs 18,92,078/-.
This segment of losses relates to premature cancellations of the FCs and the
explanation of the assessee is very general. As such, premature cancellations should

also be allowed as business loss in view of the decisions discussed in the preceding
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paragraphs, so long as the related FCs are integral part of the exports. However,
there is something called for is the assessee’s explanation and its credibility and
acceptability by the AO. In our opinion, these explanations were not examined by
the lower authorities of the Revenue. Assessee needs to answer as to why it went
for premature termination and the onus is on the assessee as per the ratio of the SC
judgment in the case of Josef John (supra). Further, during the proceedings before
us, on this issue, Ld Counsel for the assessee put forwarded various new arguments
describing the impugned loss as ‘damages’ payable to the Banks for breach of
contracts or settlement of the contracts. These aspects are not emanating from the
orders of the lower authorities. One needs to study the correspondence with the
Banks and the RBI guidelines on the issue whether such payments to bank should
be treated as damages for breach of contract. One needs to examine who the
bank treats the same and relevant accounting principles. In this regard, Ld
Counsel also filed written submission too. In principle, this part of the losses relating
to premature cancellations of FCs amounting to Rs 18,92,078/- should be remanded
to the file of the AO for want of speaking order on this issue after considering the
cited judgments like Shantilal (P) Ltd [1983] 144 ITR 57 (SC) and others on this
issue. AO is directed to disallow this loss in the absence of specific explanation, if
any. As such, impugned order is deficient on these aspects of the issue. Thus, this

part of the ground is allowed pro-tanto.
36. In the result, the appeal of the assessee is partly allowed.

Order pronounced in the open court on 11" October, 2013.
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