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Present appeal is filed by assessee against order dated 14/10/2019
passed by Ld.CIT(A)-2, Bangalore for A.Y. 2013-14 on following

grounds of appeal:

“1. The learned Assessing Officer had erred in passing the
order in the manner passed by him and the learned CIT (A)
has erred in partially confirming the same. The orders
passed being bad in law and liable to be quashed.
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2. In any case and uwithout prejudice, the learned
Assessing officer had erred in disallowing the entire
deduction of Rs. 1,47,84,501 claimed u/s I OAA of the Act
holding that

i) the appellant had artificially inflated the profits of
eligible SEZ units by making voluntary adjustments.

ii) the appellant had failed to substantiate the adjustments
made while computing the profits of the eligible
undertaking;

And the learned CIT(A) has erred in confirming the same.
The reasoning given by the Authorities below being totally
contrary to available facts and law are to be disregarded
and the denial of deduction as claimed is to be deleted.

3. In any case and without further prejudice, the learned
assessing officer had erred in holding that the appellant
has not apportioned various general expenses incurred to
SEZ unit, thereby inflated the profit of the eligible unit and
the learned CIT(A) has erred in confirming the same. The
Conclusions of authorities below being contrary to facts
and law applicable are to be rejected.

4. The learned Assessing officer had erred in disallowing a
sum of Rs. 4,81,257/- being premium on options contract
as speculative in nature and the learned CIT(A) has erred
in confirming the same. On proper appreciation of facts
and the law applicable, the payment is made to hedge the
currency fluctuations. There is no speculation at all. The
disallowance as made being totally erroneous is to be
deleted.

5. The appellant is entitled to set off of brought forward
losses from earlier years and same is to be allowed to
appellant.

6. The learned Assessing Officer has erred in levying
Interest U/s. 234B and 234C of the 1.T. Act 1961. The
appellant denies the liability to pay interest. The interest
debited is bad in law and on facts has to be deleted
entirely.

7. In view of the above and on other grounds to be
adduced at the time of hearing, it is requested that
impugned order be quashed or atleast additions made to
income be deleted, the deduction u/s.10AA of the Act be
allowed to appellant in the manner claimed by it, premium
on option contract be allowed, the claim for set off of
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brought forward losses be allowed and interest levied be
also deleted.”

2. Brief facts of the case are as under:

2.1 Assessee is a company and filed its return of income declaring
Nil on 28/09/2013. The case was selected for scrutiny under CASS
and notice u/s. 143(2) r.w.s. 142(1) was issued in response to
which the representative of assessee appeared before the Ld.AO and
filed requisite details.

2.2 The Ld.AO observed that assessee is engaged in the business of
service sector providing IT enabled services, BPO services etc. The
Ld.AO observed that assessee claimed deduction u/s. 10AA from
three types of unit. One being STPI unit and other being SEZ unit,
both in India and the last being USA branch in the following

manner.

STPI Unit SEZ Unit US Branches Total

Profit as per

bal aceonnt | (1,02,29,825) | 18,36,610 | 3,86,07,153 | 3,02,13,938

IAdd: Transfer

Pricing Billing 5,52,19,775 | 1,22,29,483 | (6,74,49,258)

4,49,89,950 | 1,40,66,093 | (2,88,42,105) | 3,02,13,938

2.3 The Ld.AO was of the opinion that the assessee converted the
loss of STPI unit into profit and the profit of USA branch into loss.
The assessee was therefore asked to substantiate the claim. The
Ld.AO also noted that due to additional transfer pricing billing, the
profit of SEZ wunit was converted from Rs.18,36,610/- to
Rs.1,40,66,093/- and ultimately the claim of assessee u/s. 10AA
was at Rs.1,47,84,501/-. The Ld.TPO noted that the assessee
declared a voluntary TP adjustment in the computation of income
only to increase the profit of SEZ unit and to claim enhanced

benefit u/s. 10AA of the Act. The Ld.TPO was therefore of the
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opinion that, the assessee has not substantiated the voluntary TP
adjustment and the nature source thereof, in order to comply with
the claim of deduction u/s. 10AA of the Act.
2.4 The Ld.TPO also noted that the assessee had claimed a
premium on option contract of Rs.4,81,257/-, that was disallowed
by the Ld.AO as speculative in nature. The Ld.AO further noted
that assessee had not debited any expenses incurred on the
investments made towards tax free income as per section 14A of the
Act and therefore a disallowance of Rs.57,677/- was computed by
the Ld.AO by resorting to Rule 8D(2)(iii) of the IT Rules.
2.5 Aggrieved by the above additions made, the assessee preferred
appeal before the Ld.CIT(A). The Ld.CIT(A) after considering the
submissions made by the assessee upheld the disallowances made
by the Ld.AO in respect of the deduction claimed u/s. 10AA and
disallowance made u/s. 14A of the Act. With respect to the claim of
premium paid on option contracts, the Ld.CIT(A) held that the
assessee failed to highlight the receivables / payables against which
the hedging transaction were undertaken, and in the absence of
such working, the findings of the Ld.AO were that, the losses are
speculative in nature can be set off against only speculative income.
He thus upheld the observations of the Ld.AO and confirmed the
disallowance made.
2.6 Aggrieved by the order of Ld.CIT(A), assessee is in appeal before
this Tribunal.
3. The Ld.AR at the outset submitted that assessee has raised
grounds only in respect of following two issues
Issue — 1: Claim of deduction under section 10AA of Rs.1,47,84,501
Issue - 2: Deduction of premium paid on option contracts

amounting to Rs.4,81,257.
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4. The Ld.AR submitted that Ground nos. 2-3 are in respect of Issue
1. The Ld.AR vide synopsis submitted as under:-

“2.1 The Appellant during the year operated from two STPI
and one SEZ unit. The bills/invoices for services are
generally raised by respective units. However, in certain
cases, the US branch undertook the function of billing for
services rendered by the Indian STPI/SEZ units. This was
done for business and strategic reasons and at the
insistence of the US clients (detailed in the submissions
made to the CIT(A) @ Page 57 of the paperbook). This
modus operandi has continued in the subsequent years for
the purposes of billing/invoicing its US clientele. This
practice for the subsequent years remained undisturbed.
The return of income for those years has been accepted by
the Department without proposing any adjustments.
Having allowed the deduction for subsequent years and on
the principle of consistency, the deduction claimed by the
Appellant under section 10AA for the year under appeal
should be allowed following the Apex court decisions in
CIT vs. Excel Industries Ltd 358 ITR 295 (SC); Radhasoami
Satsang Saomi Bagh v. CIT [1992] 193 ITR 321 (SC);
Bharat Sanchar Nigam Ltd. v. Union of India [2006] 282
ITR 273.

Reallocation of revenue from branch to STPI and SEZ units

2.2 The Appellant provided detailed charts to substantiate
that the services were rendered from STPI and SEZ units
in India and that merely the billing for such services was
undertaken by the US branch office. [Page 148-150 of the
paperbook].

2.3 The above mentioned charts depicted the activity wise
and unit wise services rendered to US clients. The
following services were rendered by the STPI and SEZ
units to US clients:

a) Charting

b) Coding

c) Data Processing

d) Survey Programming

e) SP-Dimension

f) Project Management

2.4 The chart also depicts the following:

a) Month-wise details of headcount of employees employed
for services rendered by the SEZ and STPI units to US
clients.

b) Month-wise details of number of hours worked by
employees for services rendered by the SEZ and STPI
units.
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c) Month-wise details of the bills raised for the above
services rendered by the SEZ and STPI units to US clients
d) An amount of USD 2,24,848 was billed by the US
branch for the services rendered by the SEZ unit from
India. The translated to an amount of Rs. 1,22,29,483
(approx. USD/INR rate = 54.39) which was reallocated to
the SEZ unit.

e) An amount of USD 10,14,920 was billed by the US
branch for the services rendered by the STPI unit from
India. This translated to an amount of Rs. 5,52,19,775
(approx. USD/INR rate=54.39) which was reallocated to
the STPI unit.

The Appellant also wishes to submit that employee wise
details at both the SEZ and STPI units are also available to
corroborate these detailed charts.

2.5 The revenues were reallocated from the US branch to
the STPI and SEZ units on a rational, logical and scientific
basis. Hence, the deduction as claimed by the Appellant
under section 10AA should be allowed.

Adjustment under section 92C(4)

2.6 As per the learned AO deduction under section 10AA
was not permissible as per the provisions of section 92C(4)
of the Act. The first proviso to section 92C(4) states that no
deduction under section 10A or section 10AA or section
10B or under Chapter VIA shall be allowed in respect of
the amount of income by which the total income has been
enhanced in line with determination of the Arm's Length
Price ('ALP') by the assessing officer/ TPO.

2.7 The reallocation of revenue of the branch does not
constitute an international transaction. Transactions
between a foreign Branch and an Indian Head Office do
not constitute an international transaction under Chapter X
of the Act. The branch office is an apparition, it is merely a
projection of the head office on foreign soil. It is not an
autonomous body. The status of a branch would also be
resident’. As no non-resident is involved, the impugned
reallocation is not governed by TP provisions. The entire
exercise of the learned AO is bad in law.

2.8 Such principles have been enunciated by the Delhi
Tribunal in the case of Aithent Technologies (P.) Ltd. vs.
DCIT [2016] 74 taxmann.com 214 (Delhi - Trib.) and [2015]
54 taxmann.com 261 (Delhi - Trib.) [Page No. 174-200 of
the case law compilation]. The findings of the tribunal is as
follows:


http://taxmann.com/
http://taxmann.com/
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"The final accounts of foreign branch office, including all
the items of income, expenses, assets and liabilities are
merged with the accounts of head office and the
accumulated income so determined is liable to tax in India.
When the sale made by the Indian Head office is
considered as purchase of the foreign branch office and
the figures of head office and branch office are
consolidated, any under or over invoicing becomes tax
neutral. Even if for a moment, the contention of the revenue
is accepted as correct that the head office earned profit
from its branch office, then such profit earned would
constitute additional cost of the Branch office. On
aggregation of the accounts of the Head office and branch
office, such income of the Head Office would be set off with
the equal amount of expense of the Branch Office, leaving
thereby no separately identifiable income on account of
this transaction. So the over or under invoicing between
the Indian head office and foreign branch office is always
income-tax neutral in the case of an Indian enterprise
having a permanent establishment outside India. Making a
transfer pricing adjustment in respect of the international
transactions between the Indian head office and the
foreign branch office will result into charging tax on income
which is more than legitimately due to the exchequer.
Obviously, this is impermissible. The rationale in not
applying the provisions of Chapter-X on transactions
between the head office and branch office is limited only
on an Indian enterprise having branch office abroad"
Further, it was also held that - "Reverting to the extant
context, it is apparent that when the assessee is only one
entity in dealings between the head office and its branch
office, such inter se dealings cease to be commercial
transactions in the primary sense, what to talk of an
international transaction, whose pre-requisite S a
transaction between two or more associated enterprises.
Since the branch office in Canada is only a branch office
and not a separate entity distinct from the assessee, the
transactions between the head office and branch office in
Canada could not be considered as international
transaction.”

2.9 Even otherwise, the denial of deduction under section
10AA is only when the TPO makes the adjustment. The
deduction is not to be denied when the assessee is himself
making the adjustment. This view is fortified by the
jurisdictional Tribunal in iGate Global Solutions Ltd vs.
ACIT [2008] 24 SOT 3 (URO) (Bang.) [Page 163-171 of the
paperbook] wherein it was held that the assessee itself
computed arm's length price and disclosed income on the
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basis of said price, it could not be regarded as a case
where there was enhancement of income due to
determination of arm's length price by the TPO. In such
circumstances, the appellant is entitled to deduction under
section 10AA in respect of income declared in return.
Similar observations have been upheld by the Delhi
Tribunal in GS Engineering & Constructions India (P.) Ltd
[2018] 100 taxmann.com 66 (Delhi Trib.) [Page 160-163 of
the paperbook].

2.10 The conclusion of the learned AO that the deduction
under section 10AA is to be given only after the setting off
of loss of other units is also incorrect. The Supreme Court
in Yokogawa's case 391 ITR 274 held that deduction
under section 10AA has to be immediately on computing
the income of the eligible undertaking under Chapter IV
uninfluenced by the results of the other undertakings. The
ratio of the Supreme Court decision in Yokogawa's case is
applicable also to deduction under section 10AA.

2.11 On the basis of the above, the denial of deduction
under section 10AA by the AO is incorrect, contrary to law
and facts. The addition to the total income on this count is
liable to be deleted.”

On the contrary, the Ld.Sr.DR placed reliance on orders passed by
authorities below.

We have perused the submissions advanced by both sides in the
light of records placed before us.

5. We note that the entire premises of disallowance u/s. 10AA of the
Act is only on the basis that the assessee has not rendered any
additional work for which, there is a voluntary TP adjustment
declared by the assessee. The revenue is doubting the rendition of
work for the income earned against which the voluntary TP
adjustment is made. Voluminous details were filed by assessee
before the authorities below in the form of bills, invoices, in respect
of the services rendered by the STPI units in India.

6. Further, we note that the Ld.CIT(A) observed that, there is no
allocation of expenses between the STPI unit / SEZ unit, due to

which, the disallowance was made. The Ld.AR referred to page 91
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of the paper book which has been filed before the authorities below
that gives the bifurcation of expenditure between the STPI / SEZ
unit, non-STPI, non-SEZ unit and US branch. For the sake of
convenience, the same is scanned and placed as Annexure — 1.
7. We note that none of these details were considered by the
revenue authorities. In the interest of justice, we remand this issue
back to the Ld.AO to verify all the details in respect of the rendition
of services by the STPI/SEZ unit in India, against which voluntary
TP adjustment of Rs.6,74,49,258/- was made, and the allocation of
expenses by the assessee as per the Annexure — 1 placed herewith.
The Ld.AO shall carry out necessary verification in respect of the
claim, and the assessee is directed to file all necessary documents
in support of and as called by the Ld.AO in order to adjudicate this
issue. The Ld.AO is directed to give proper opportunity of being
heard to assessee.
Accordingly, Ground nos. 2-3 raised by assessee stands partly
allowed for statistical purposes.
8. Ground no. 4 is in respect of mark to market loss claimed by
assessee. It is submitted that assessee is engaged in online market
research and data analysis. It exports its services and is entitled to
receive the consideration in foreign exchange. The consideration
received by assessee after conversion depended on exchange rates
prevalent on the date of conversion. As the future exchange rates
could not be predicted, the assessee was exposed to foreign
exchange fluctuation risks. During the year under consideration,
assessee entered into option contract with ICICI Bank to hedge
itself from foreign currency exposure due to fluctuation risks. The
Ld.AR submitted that the total premium charged by the ICICI Bank
was Rs.19,25,000/- and the details of the contract entered into by
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assessee and ICICI Bank is at pages 93-96 of the paper book. He
submitted that as the spot rate was higher than the strike rate of
the option contract, and therefore the assessee did not exercise the
options and as such the option contracts were not settled by actual
delivery. The assessee had therefore charged a sum of Rs.
4,81,251/- to the Profit and Loss Account as three options which
were expiring in January , February and March of 2013 were not
exercised (i.e., Rs. 19,25,000 X 12/3). This sum was claimed as a
deduction in computing the appellant's taxable business income.
8.1 It is a submission of the Ld.AR that the terms and conditions
of the hedge manifests that the purpose of buying the put option
helps the assessee in hedging the risk of the underlying foreign
currency receivables against movements in exchange rate beyond
the strike rate by paying premium (Page 94 of the paperbook).

8.2 He also submitted that the assessee did not exercise the
options for the month of January, February and March as the
spot rate was always higher than the strike rate of the option
contract. Therefore, the assessee charged a sum of Rs. 4,81,251
(Rs. 19,25,000 X 3/12) to the profit and loss account. This sum
was claimed as a deduction in computing the assessee's taxable
business income.

8.3 He placed reliance on the following decisions.

e Decision of Hon’ble Karnataka High Court in case of Pr.CIT vs. Mphasis
Ltd. reported in (2021) 128 taxmann.com 138

e Decision of Hon’ble Karnataka High Court in case of CIT vs. Quest
Global Engineering Services Puvt. Ltd. in ITA No. 133 of 2015 dated
15.02.2021.

wherein it is held that the loss sustained by an assessee due to

fluctuation in the foreign exchange while implementing export
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contract i.e., on receivables is incidental to assessee's business,
and therefore such loss is not a speculative loss, but a business
loss. Such loss is incurred in the ordinary course of business and
could not be considered as speculative in nature under section
43(5) of the Act. The same should be allowed as business
expenditure under section 37 of the Act.

8.4 On the contrary, the Ld.DR submitted that it is a merely book
entry and cannot be considered to be a business loss and relied on
the disallowance upheld by the Ld.CIT(A).

8.5 We have perused the submissions advanced by both sides in
the light of records placed before us.

8.6 Before us the Ld.AR submitted that the forex loss was on
account of outstanding forward foreign currency contracts
considering the value of foreign currency as on the reporting date
and as per the requirement laid out under Accounting Standard
11, by the Institute of chartered accountants of India has notified
by Central Government under section 211 (3C) of the Companies
Act, 1956. It is submitted by the Ld.AR that it is an allowable
business expenditure by placing reliance on order of Hon’ble
Supreme Court in case of CIT vs Woodward Governor India
Put.Ltd., reported in 179 taxman 326. It has been submitted that
as per Accounting Standard 11 assessee was required to
reinstate the loan amount on the closing date of the balance
sheet. He placed reliance on the decision of Hon’ble Supreme
Court in case of Sutlej cotton Mills Ltd. vs CIT reported in (1979)

116 ITR 1 wherein Hon’ble Supreme Court is observed as under:

“Whether the loss suffered by the assessee was a trading loss or not would
depend on the answer to the question, whether the loss was in respect of a
trading asset or a capital asset. In the former case, it would be a trading loss but
not so in the latter. The test may also be formulated in another way by asking
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the question whether the loss was in respect of circulating capital or in respect of
a fixed capital.”
The court further observed that:

“if the amount in foreign currencies utilised or intended to be utilised in the
course of the business or for trading purposes or for effect thing a transaction on
revenue account, is loss arising from the depreciation in its value on account of
alteration in the rate of exchange would be a trading loss, but if the amount is
held as a capital asset, the loss arising from depreciation would be a capital
loss. This is clearly borne out by the decided cases which we shall presently
discuss.”

8.7 The Ld.AR also relied on following decisions:

e Decision of coordinate bench in case of Honeywell Technology Solutions
Lab vs ACIT in ITA No.977/Bang/2015 vide order dated 12/07/2019

e Decision of coordinate bench in case ofDCIT vs.Syngene International
Ltd., in ITA No.867 to 871/Bang/2914

e Decision of Hon’ble Mumbai Tribunal in case of Inventurus Knowledge
Services Vs.ITO in ITA No.5922/Mum/2913

e Decision of Hon’ble Gujrat High Court in case of Friends & Friends
Shipping Vs.CIT reported in 25 taxmann.com 553

8.8 It is the submission of the Ld.AR that option contract was a
vanilla option-Buy, Vanilla put and the assessee purchased for
notional put currency of USD 1,00,000 at a strike rate of USD
53. For sake of convenience, the contract is scanned and

reproduced hereunder:



Page 13 of 26

ITA No. 15/Bang/2020

@

X &8 F—r>»F<

VANILLA OPTIONS-BUY VANILLA PUT

CROSS TAB MARKETING SERVICES PVTLTD

Terms & Conditions

Tramaction Refersnce Number: V5435139548504
Farty A 1ICICI BANK LTD
Farty 8 (Counterparty)
Transaction / Trade Date 113
Spot Heterence Rate |_USDNR |
m

Option Type 1

on Datw Ab put the schacum A
QOption Settiamant Date Mpvnmi_.hm
tme ¥ ox; 11.30 a.m
Sramium R 1038 0000
lms-nwm 1712
Premium Payer Pary 8
[Premium Recsiver arty A
T) Varda

Currency Pair USD/INR
[FaT & Notional (per USD 1,00,000
Call Currency & Motl (per maturity) 000
Sirike Rate 53 00
Buyer Sarty
rl‘-lbt Party A
Schacule A

KCICH Barw L3,

Over Conditions

Mumbel, New York

Groas Eettiement

Mogified Adusted Following Business Day C

Hasns on FEDALISOA and Indan Legal Reguremanta
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(W Fa—Fae—F BSaryic

Scenario Anaiysis
Scenarios | ____Scenaric Analysis Net Profivioss #
Party B liksly to Pay to A INR
[Premium in INR___ T FxRsis | TR Amount
| 192500000 | |1 000 | 19,25 000.00 _
Party 8 Bkely 1o recelve from Party A
Total USD | Aversge USDANR
Netonal Rate @ USD Pust Strike Rate INR Amount
|Beonario A .00,000.00 59,3745 53,0000 . 19,28,000.00
Scenario & 00,000.00 58,7990 53.0000 . 19,285,000
o C ,00,000.00 54,2115 53,0000 - 18,25,000.00
Sconario O 12,00.000.00 51,6300 53.0000 18,44,000.00 "~ {2,81,000,00
Scenano E 12,00,000.00 51.0000 53 0000 24,00,000.00 4.78,000,00
Scenario 12,00,000.00 43 0485 53.0000 47,41,800.00 39,14,000,00
Scenario G 12,00,000.00 45,4670 53,0000 79,36,600.00 59,14,600.00
Scenario H 12,00,000.00 43,8855 53,0000 7.09.37,400.00 | $6,12.400.00 |

'@ Indicalive USDMNR Spot Exchange Rate provalling 2 business days priof 10 svery cash flow date
nmnqmmmummkmom-mmmmamnmummm-nmmmmmw
comglately with the actual profitioss, & could be higher or lower depending upen vivious market facior,

hmmdn-mmm,My!m“mmdﬂMhmthm”MAmm
that followirg are the key risks in the ransaction -

Ssnaltivity Analysts;
In cane the transaction is held 1l maturity,

(1) I USDANR spot rate vades above 53 on expiration date than Paty B will incor @ loss 1o hat extent of premium pald in the iransaction, as
Susirated In the scenario analysls above.

uuusmmoaum-mmNm-mmunmnu-wnmammmmsu
incur @ 10ss 1o that extent in the transacton, as iustraled in the scenario analysis above.

In case the transaction is terminated before maturity, sssuming everything sise remaining constant,

m!mvmotuso-omammnwpmanm-mwnc:mnmmm,mmawuhu
around INR 735000 If the value of USD against INR increase 10 54.2115 from the current level of 51.83

Purpose
luyngpuwtmwmt’mnhmmhmdhawm”nmmmmww'humm
peyond the sirike rate Dy paying pramium P —— e

PmA\nunmnnmunnomdmmnmmmmemcm“um.meu
Conditions shal prevail,

Risk Dinclogyre Statement

The Counterparty acknowledpes that before entering into Derivative Contracts, R understands e undedying risk of the above mentoned
mw.m.mwnmvmm.hdmmnnmmnwﬂumdm.mmw
restricted 10 the following:

1, Credit rish

Crodt risk I8 the risk of loss due 10 & counterparty’s fallire to perform cn an obigation 1o the insttution, Credit fak in derivative products
comes n twe forms,

Pre-settiament risk is the risk of 1oss due 10 & counterparty defauliing on a coniract Buring tha life of a transaction, The lavel of exposure

vmwwommmdwmmmmammmwummnmam

Settlement risk lmenﬂdwdwuuwlwnmmmmwnn-IMMMmu

ouqutcnmammmmm.smwnmumhmwmmmmmm

¢mm,mmbwwmhmmwmmmyw . By exists for & very shon time
/! S

(loss than 24 hours). ~\linence
For Course ‘ il

Director
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2, Market risk
Market risk @ the risk of s due 10 adverse changes in the market value (the price) of an instrument of portfolie of instrumants. Such

SXPOMUNE OCCLYS WM respect ' derlvative instuments when CHaNGes OCou! In Mmarket 1aciors such as underying intecest rates, exthange

rafles equity prices, ang commadity prices or In ine volatility of these facton.
3, Uquidity risk
Liguidity risk is the risk of loss due t0 fallure of an Natiution 1o moet s funding requiraments or 1o exscule & trar 1ate e

prce. Instiimons involved in derivatives activity face two types of Squidity risk - market Iquisity risk and funding Bouidity nek.
Market liquidity risk is the nsk that an instiuton may not be asie 10 ext Or offsel positons quickly, and in sulficent quantiies o &

reascnatie price. This nadiity may be due 10 nsdequate market depth in cartain product (e,g, exotic derivatives long-datad option) marcet

discruption or nabity of the Dank to accass the markes(e g credt cown-gruding of the ISLLULION of of & major counterparty),

Funding liquidity risk is the potential inadilty of the institution 1o meet funding requiraments, because of cash fow miamatches, af &
fesacnatie coat Such Nunding requinemaents may arfse ¥om cash flow mamsiches I Swep Dooks, exercise of oplions, and he
implementation of dynamic hedging siratagies.

&, Operaticnal risk

Operational rish s the risk of loss cecuring as o resull of nadeguate systems and conrol defciencies in Information sysiems, human esror,
or management falre Dervatives activities can pose challengng operational sk lisve becausa of the complexity of cernin procducts and
thelr continual svolution

S, Legal risx

Legal risk 13 the risk of loss arising from contracts which are not legaly enforcesdle (6.5, the counterparty doss not heve the power of
authority 10 erder into a partcudar type of Corvatives ransaction) or documeniad comectly.

&, Rogulatory risk

Rogulatory sk |s the risk of loss arsing from fallre 1o comply with reguistory or logal requirernents.

7. Reputation risk
Reputation risx |s the risk of joas ansing from adverse public opinion and damage 0 ¢

Tre Courterparty acknowiedges that | has given consideration 1o s objectives, fimancial shuation and needs and has formed the opinion
hat dealng v Derivative Contracts [s sulable for s purposes and s within s Internal Riak Management Framework and polcies and
Procedures with respact to darvative transactions

The Counterparty acknowiacges thal under this contract Party A scts soiely in the exacution of Dervalive deals, and not a8 s adviser of in o
fidutiary capacily in respect of 1he Transaction. and that the Counterparty wil use B3 Own judgement before entering o any such
Transaction and will make an indegendent of the appropristenass of the Transaction, inclang Me possibie risks ang benefis
arising from ths Transacton, The Counterparty shal ! 13 own ind dent fnancial, legal and tax advisers In Oroer 10 As3E3S Ihe nsks
In relation 1 such Transaction,

The Counterparty further acanowiedes that it has read and understood Mis lermanest inciuding he Risk Disciosurs Statemant.

Condlitions Apply

Thiz terrm sheet 15 for indicative purposEs ordy, and i neither meant 1o be, nor should I be conatrued a8, an atlempx fo define al of the ferms
and conditions regarding & propesed derdvative transaction or o Maks or material considentions which may be associated therowah,

s cocument does mot constifule an offer, Or an invilelion 0 Cffér, acverisement NVILEYON or A recommendetion by Party A io the
Counterparty o any offier person Of persons. [0 enler o An sgreement 10 acguie, dspose of or subscrde for securiies o any fom of
commémant fo enter into any transection in reation o the sudject matier of the fenm-shest. Party A does not make any representation or
warranty a3 fo the cormplateness or accuracy of the information contained it this document and accepts no labiity whatsoever with respect
10 the use of w3 Cocument o Its contents.

Tiis tenm ahee! w30 does not contain or constitule any nvestment achice (o the counlerparty. Party A s sctihg 83 prvcipel and ol as the
countorparty’s fancial adviser or in @ Sduclvy capacity in respect of this progosed ransaction weh the counterparty uniess otherwize
sxprassly agreed by Party A in wating. Accoroingly, this document does not have regard o fhe spaciic investment objecives, frnanca/

ACCOUNING OF lax BMCD, O B reprosentalion Ihat say investment is sulladle or appropdate (0 any specific parson's indvidus crcumstances,
OF Othevwise constiife & personal recommendation 10 any speciic person.

The information herein (3 not 10 be faken in sudsiution for the oxarcise of judp by e fy whe may obltain separate
investment, legal accounting, lax or fnanciel adwice. Bofore enfering info any rensaction, the counlerparty may fake steps to Mal the
counterparty understands the Vansaction and nsks Inerec! and hes mace an independenl assesament of the sppropristeness of e
transaction in the Sont of the COUNTMANTY’s own Speciic investment ohectives, Mancial SHLANON ANT PADCIAr NeeCs and cirtumstances,
including the possile rishs and benefis of entering Into such transacton

in pariculse, the D .,mqwmenomamaduumwamumwmmmu
h o y O appcopdnie for sUCh purposes. Party A s related companies, their directors andior employoes
mmwnumrawmn and may offect ransactions in the underlying product(s) mendioned in iz document An offer, ¥ any, may
umu.wmmumunmmummmmw“mm

/(,/L/”\t'.tf"\

Director
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Declaration made by the countarparty

By countersigring this tarm shoet (he counterparty heraby representa/deciares the 1olowing, which shall be deemed to be repasted on esch
day until the maturity dete of the transaction;

(1) that as on aste until e date of the maturity of the transaction, the counterparty has and shall have Te underlying expasure for which this
transaction has been entecrwd Indo as & hedge and as on date there |s no other hedge airmady in place for e saki exposure and shal not
undertahe any other hedge uniill ihe matirty date of the iransaction for the sad sxposiure

() at the outstanding notional principal amount of the Transaction does not exceed the outstanding amount of the underlying transacsion
throughout the ife of this transaction and fhe underlying transaction which, the Counterparty sasks 1o hadge via this Transaction

(W) it the rmaturity of the hedge (this fransaction) does not exceod the unexpired maturity of the undenying Yransaction

(W) mat In case this Transaction 0oos not have a speclic underlying and |3 Deing booked on past perfarmance basis, booking of this
transaction wi not result in the beaach of the Counterparty’s agoregate past performance imits

{v) that in entering Into this Transaction and parforming its obligations there under, the Counterparty is and shall be in full compiance with all
appicable RBVFEMA regulations and ihe counterparty shall 0o all acts and fumnish to Pany A all required documents in order 10 ensure the
complisnce with such reguiations

(vi) The Countarparty hereby agrees that withou! prejudice 10 any of the other nghts of Party A, Party A shall de entitied 10 cancel Tis
Transaction pror 10 A3 maturly dale (ot the cost and expenss of the Counterparty) in the event thatl any of the Counterparty’s dediarations
mate/undactsungs furnishadg above ane found to be untrue or are viclaled

Confirrmod as of the date Tirst abhove written

8y CROSS TAD MARKETING SERVICES PYTLTD

Name

Thle oy
,Limied

“This is an autnenticated statement, which does not requirs any signature by ICICI Baok PV &1
P A AL

fFof Coursed n

A\
f

oW 1l ‘
1o ML
A‘H“V\

Direciof

It is submitted that, these loss arise due to the trading
transaction and that, in view of the ratio of Hon’ble Supreme
Court in case of Woodward Governor (supra) assessee had an
option of measuring its export receivables at exchange rate of
U.S. dollar as on the last date of financial year.

8.9 It is submitted by the Ld.AR that assessee in the present
facts of the case the assessee entered into forward contracts with
ICICI bank to hedge the foreign exchange fluctuation risk arising
in regular course of business from existing sale as well as highly

probable forecast transactions. He submitted that foreign
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exchange forward contract creates a binding obligation and the
losses are not contingent for notional liability. It has been stated
that in case of foreign exchange forward contract, the value is
derived from exchange of different currencies at a forward rate
and not an export receivables/sale contract of the assessee. It is
submitted that irrespective of whether such forward contract is
entered into for outstanding debts or for future sales, the liability
pertains is certain and quantifiable liability. The Ld.AR thus
submitted that loss reported is on account of restatement and is
an existing liability.

8.10 The authorities below were of the view that assessee entered
into forward contract with bank at predetermined exchange rate
of foreign currency to safeguard its receivables from any
fluctuation in foreign exchange. It was observed by the
authorities below that, by entering into such forward contracts,
assessee hedged its receivables and immuned itself from effect of
any change in exchange rate of foreign currency. It was observed
that, whatever may be the foreign exchange rate as on date of
receipt of exports, whether it is higher or lower than the contract
rate, assessee was certain of receiving the contract rate under the
forward contract. However, by revaluing these forward contracts
as on 31/03/2013, the assessee made claim of loss, not only on
the basis of revaluation of its foreign exchange receivables but
also on the basis of forward contracts. Such additional loss was
denied by the authorities below by placing reliance on the CBDT
instruction No.3/2010.

8.11 It is submitted that an identical issue has been remanded

by Coordinate Bench of this Tribunal in case of M/s. Biocon Ltd.
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vs. DCIT in ITA No. 74/Bang/2019 for assessment year 2010-11
by order dated 31.08.2021 by observing as under:

“5.6.Reliance is also placed on Special Bench of Mumbai Tribunal in
case of DCIT vs Bank of Bahrain and Kuwait ,reported in (2010) 41 SOT
290 took the view that, forward contract entered into by assessee to sell
foreign currency at an agreed price on a future date falling beyond last
date of accounting period that is before the date of maturity of forward
contract, such loss is an allowable deduction. Subsequently in DCIT vs
Bank of America NT and SA, reported in (2011) 47 SO T124, the Hon’ble
Mumbai Tribunal relying on the Special Bench decision in case of Bank
of Baharin and Kuwait (supra) held that revaluation of forward
securities contract are being made consistently.

5.7 On account of such revaluation, profits are offered to tax and
taxed and by the same token, loss, if any, is also to be allowed. Placing
reliance on the decision of Hon’ble Supreme Court in case of CIT vs
Woodward Governor India Put.Ltd., reported in (2009) 312 ITR 254, it
has been submitted that loss suffered by the assessee on account of
forest derivatives as on the date of balance-sheet is an item of
expenditure under section 37(1) of the Act. Hon’ble Supreme Court while
considering this issue observed that the expression “any expenditure”
has been used in section 37 of the Act to cover both “expenses incurred”
as well as an amount which is really a loss even though such amount
has not gone out from the pocket of the assessee. Hon’ble Court held
that the unrealised loss due to foreign exchange fluctuation on the last
date of accounting year in respect of loans taken for revenue purposes
was allowed as deduction under section 37 of the Act.

5.8 On perusal of the decision of Special Bench in case of Quality
Engineering and Software Technologies Puvt.Ltd vs DCIT (supra), we
note that provision for losses incurred on derivative contracts was held
to be an allowable expenditure this Tribunal in that case held that,
assessee therein entered into forward contract in order to protect its

interest against fluctuation is in foreign currency is in respect of
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consideration for export proceeds and that there was an actual contract
for sale of marchendise, which cannot be termed as speculative
transactions.
5.9 In all the grounds considered and argued by both the sides
hereinabove, we note that the issue revolves around allowability of
losses on account of restatement of exchange losses on forward
contracts, option premiums and restatement of losses and bank
balances as on the last date of the balance sheet. From the submissions
filed by assessee and the details of foreign exchange losses reproduced
hereinabove reveals that the forward contracts entered into by assessee
are for the purpose of protecting against loss which has an excess to
assessee’s business. This position has not been denied by the
authorities below. The various decisions relied by both sides supports
the claim of assessee. However we note that the details of forward
contracts and the nexes with its business being capital or revenue have
not been submitted by the assessee before the Ld.AO.
5.10 We refer to the consistent view taken by coordinate bench of this
Tribunal in following cases:
1. Acer India Put.Ltd vs ACIT in IT(TP)A No. 458/Bang/2016 dated
18/02/2020

“17.2 We have perused submissions advanced by both sides in
light of records placed before us.

It has been submitted that assessee has been consistently
recognising gains/losses arising out of forward contracts, and
has been offering income if any to tax arising from such
contracts in accordance with accounting standard 11. It has
been submitted that, assessee retains outstanding forward
contract creditors/ payable s, Balance and loss/gain is
recognised as expenses/income in the profit and loss, account
at the year end. Further there is no dispute that such contracts
have been entered into by assessee in order to protect its
interest against fluctuation in foreign currency in respect of
consideration for export proceeds which are revenue in nature.
Thus, in our view consequent effect of this accounting treatment
is to recognise exchange fluctuation gain or loss in the profit
and loss account as on the valuation date. Hon'ble Supreme
Court in case of CIT vs Woodward Governor India
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(P) Ltd., reported in (2009) 312 ITR 254 held that, a transaction
in
which a legal liability has been incurred before it is actually
disbursed would be regarded as revenue in nature.
In the facts of present case assessee incurred foreign exchange
loss far year under consideration towards trading activities,
and therefore it is directly attributable to business of assessee,
which is an allowable expenditure”

2. DCIT vs M/s Coffee Day Global Ltd. in ITA No0.3040 &

3041/Bang/ 2018 dated 24/02/2020.

“10.8 We have heard the rival submissions and perused the
record. The Supreme Court in the case of Sutlej Cotton Mills
Ltd. vs. CIT reported in (1979) 116 ITR 1 held as under:

'The law may, therefore, now be taken to be well settled that
where profit or loss arises to an assessee of account of
appreciation or depreciation in the value of foreign currency
held by it, on conversion into another currency, such profit or
loss would ordinarily be a trading profit or loss if the foreign
currency is held by the assessee on revenue account or as a
trading asset or as a part of circulating capital embarked in the
business. But, if on the other hand, the foreign currency is held
as a capital asset or as fixed capital, such profit or loss would
be of capital nature”

The ratio of the above decision is whether the gain or loss
should be brought to tax or allowed as deduction depends
upon whether the foreign currency transactions were carried
on account of capital or revenue items. If the foreign 'currency
transactions are undertaken on capital account, the gain made
out of such transaction is outside ambit of taxation, of course
subject to the application of provisions of section 43A of the
Act. If the transactions undertaken are on account of revenue
items, the gain is clearly taxable and so the loss also is clearly
allowable. In the present case, in the assessment year 2013-
2014, Rs.18.12 crore represent the notional forex loss that is
reinstatement of loan as on 31st March by marking to
marketing rate and the balance amount is incurred on actual
payment made during the year. In the assessment year 2014-
2015, Rs.25.55 crore represent notional forex loss as above
and balance amount is incurred on actual payment during the
year. The Assessing Officer except making bald assertion that
the transactions were undertaken on account of capital items
no evidence was brought on record to establish that the foreign
currency transactions were undertaken on capital items. The
Supreme Court in the case of CIT vs. Woodward Governor
India Puvt. Ltd. (2009) 312 ITR 254 had already held that the
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actual payment was not a condition precedent for making
adjustment in respect of foreign currency transactions at the
end of the closing year. We are, therefore, unable to concur or
agree with the view of the Assessing Officer that liability could
arise only when the contract would have matured as such a
stand is totally divorced from the accounting principles and is
in variance with the principle upheld by the Apex Court in the
case of Woodward Governor -India Put. Ltd. (supra). It is also
not in dispute that assessee is following the mercantile system
of accounting consistently. The foreign exchange loss is due to
the reinstatement of the accounts at the end of the financial
year as well as loss incurred on account of exchange
fluctuation on repayment of borrowings is similar to the
interest expenditure and it is to be allowed as revenue
expenditure u/s 37 of the LT.Act, as per the accounting
standard approved by the Institute of Chartered Accountants
of India. Hence, we do not find any infirmity in the finding of
the CIT(A) on this issue and confirm the same. This ground of
appeals of the Revenue is dismissed.”

3. ABB global industries and services private limited vs DCIT in ITA No.
1488/B a NG/2017 by order dated 31/12/2020

“10. We have considered the rival submissions. A perusal of the
order of the AD shows that the AD called upon the assessee to
justify the allowability of the losses on account of exchange loss
on forward contracts. The assessee gave two submissions dated
8.1.2014 and 23.1.2014, copies of which are placed at page nos.
26-27 & 28-34 respectively. In both the submissions, the details
of forward contracts has not been mentioned.

11. As far as law on the issue is concerned, it is very clear that
the forward contracts entered into for the purpose of protecting
against loss and which has a nexus to the business of the
assessee and which are on revenue account have to be allowed
as a deduction. The decision cited on behalf of Id. counsel for the
assessee supports the claim made in this regard. We, however,
find that the details of forward contracts and nexus with the
business of the assessee have not been submitted by assessee
before the AO. We therefore are of the view that while upholding
the principle that losses on account of exchange fluctuation on
forward covered contracts are allowable as a deduction, we hold
that the factual details in this regard should be examined by the
AO and for the purpose we set aside the order of CIT(Appeals)
and remand the issue to the AO for fresh consideration. The
assessee has to show the nature of forward contracts and its
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nexus with the business of assessee and also the fact that such
contracts are on revenue account and not on capital account.”
5.11 We are therefore remitting issues back to the Ld.AO for examining

the factual details in this regards.

5.12 At the outset, it has also been submitted by the Ld.AR that the
losses are within the limits of the receivables as far as the mark to
market losses are concerned. Assessee is directed to file all relevant
documents/ forward contracts to establish the nexes with the business
of assessee and also the fact that such contracts are on account of
revenue and not on capital.

Hon’ble Karnataka High Court in case of CIT vs Wipro Finance Ltd.
reported in 351 ITR 153 following the decision of Hon’ble Supreme
Court in case of CIT vs Woodward Governor (India) Pvt.Ltd., (supra) held
as under:

“4. The view taken by the Supreme Court in this judgment is to the
fact that while even notional loss can be claimed by way of a
business loss as to a deductible item in computing the income of the
assessee for the year, as it is a computation on notional basis, it is
made dependent on the manner of conduct of the assessee is in
respect of the earlier assessment period and particularly as to the
assessee has been following this uniformly over the period of years
and the test being when there was a notional gain as to whether it
had been offered for tax etc. The Supreme Court took the view that
such claim can be entertained subject to fulfilment of the following 6
conditions:

(i) whether the system of accounting followed by assessee is the
Mercantile system, which brings into debit the expenditure
amount for which a legal liability has been incurred before it is
actually disbursed and brings into credit what is due,
immediately it becomes due and before it is actually received;
(i) whether the same system is followed by the assessee from
the very beginning and if there was a change in the system,
whether the change was bona fides;

(iii) whether the assessee has given the same treatment to
losses claimed to have accrued and the gains that may have
accrued to it;

(iv) whether the assessee has been consistent and definite in
making entries in the account books in respect of losses and
gains;
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(v) whether the method adopted by the assessee for making
entries in the books both in respect of losses and gains is as
per nationally accepted accounting standards;

(vi) whether the system adopted by the assesseee is fair and
reasonable or is adopted only with a view to reducing the
incidence of taxation.

5. In the wake of the judgment of the Supreme Court, it is now
submitted that while the view of the tribunal that the assessee
can claim such deduction has to be affirmed, the matter does not
end with that, but such claim will have to be examined in the light
of the fulfilment of the conditions as indicated by the Supreme
Court for which purpose, the matter may have to go back to the
assessing officer, who has to apply these tests to the claim made
by the assessee and then either admit the claim or rejected
depending upon the assessee being in a position to satisfy the
fulfilment of the conditions.

6. In the view of joint submission made by both Council, the
question is apparently answered in favour of the revenue and in
sense that though the view of the tribunal is to be affirmed on the
principle that being further made subject to the fulfilment of the
conditions, the matter has to go back to the assessing officer for
examination. In this view of the matter the appeal is allowed in
these terms. The claim of the assessee to be re-examined by the
assessing officer and respect of the assessment year applying
the test of fulfilment of the 6 conditions mentioned above. The
assessing officer to issue notice to the assessee, fixing the date of
hearing the assessee or its counsel and then pass orders.”

5.13 We note that the authorities below have not verified the forward

contracts entered into for purpose of protecting against losses and
whether it has nexes to the business of assessee which are on revenue
account. As observed by coordinate bench of this Tribunal in case of DCIT
vs M/ s Coffee Day Global Ltd. (supra),that;

“If it is found that the foreign currency transactions are undertaken on
capital account, the gain/loss made out of such transaction is outside
the ambit of taxation, of course subject to application of provisions of
section 43A of the Act. If the transaction undertaken are on account of
revenue items, the gain is clearly taxable and so the losses clearly
allowable.”

5.14 Similar view has been taken by Hon’ble Cochin Bench in case of

Baby Memorial Hospital vs ACIT in ITA No. 420/ Coch/2019 by order dated
08/11/2019.
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5.15 In view of the above discussion and the ratio laid down by
Hon’ble Karnataka High Court in case of CIT vs Wipro Finance Ltd. (supra),
we direct the Ld.AO to examine and decide the issue pertaining to forex loss
on loan restatement, forex loss on forward exchange contract, and forex
loss on restatement of bank balances and expenditure on option premium.
The assessee has to show the nature of forward contract and its nexes with
the business of assessee and also the fact that such contracts are on
revenue account and not on capital account. We direct the Ld. AO to verify

all the details and consider the claim of assessee in accordance with law.

8.12 The Ld.AR submitted that assessee follows mercantile
system of accounting and income and expenditure are recorded
at the time of their accrual or incurrence. He thus submitted
that, income has accrued during the previous year whether it is
received during the previous year is immaterial or during the year
preceding or following the previous year. Similarly, expenditure is
recorded on accrual basis even if it becomes due during the
previous year, irrespective of the fact whether it is during the
previous year or not.

8.13 Placing reliance on the Accounting Standard 11 and the
requirement of compliances under section 211(3A) of Companies
Act 1956, it was submitted that assessee is required to make
provision towards all known liabilities and losses, even though
the amount cannot be determined with certainty. Under section
145 (2) of the Act, recognition of mark to market losses as on last
date of the financial year is to be satisfied as per Accounting
Standard 1, relating to disclosure of accounting policies. Reliance
is also placed on Accounting Standard 30, wherein companies

are required to account for Mark to market losses in their books
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despite the fact that the contract has not yet matured as on the
balance sheet date.
Accordingly, this ground raised by assessee stands partly
allowed for statistical purposes.
9. The next issue is in respect of not allowing the set off of brought
forward losses against the business income. The Ld.AO is directed
to consider this claim of assessee in accordance with law.
Needless to say that proper opportunity of being heard must be
given to the assessee.
In the result, the appeal filed by assessee stands allowed for
statistical purposes.

Order pronounced in the open court on 18th August, 2022.

Sd/- Sd/-
(CHANDRA POOJARI) (BEENA PILLAI)
Accountant Member Judicial Member

Bangalore,
Dated, the 18th August, 2022.
/MS /

Copy to:
1. Appellant 4. CIT(A)

2. Respondent 5. DR, ITAT, Bangalore
3. CIT 6. Guard file

By order

Assistant Registrar,
ITAT, Bangalore
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